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91101 Introduction

This chapter introduces some of the basic features of companies. The first part looks
at companies as a form of business association and at the structure or architecture
of companies. It describes in very general terms some of the key features of
companies. The second part looks at the historical development of companies. The
final part defines some of the important concepts discussed in this book.

1102 A definition of “company”
A company is an artificial person created by the law.

The function of a company in a legal sense is to hold assets (property) and to carry
on a business or other activity as an entity separate from the participants (investors,
managers) in that business or activity.

Companies come into existence through a process 0i registration. A person or
group who wishes to use a company to carry on'a particular activity makes an
application to the New Zealand Government {in)the form of the governmental
agency responsible for the formation of compenies — the New Zealand Companies
Office) for the registration of a new comgany. Provided all the conditions for
registration are met, the New Zealand Covernment will exercise its power to create
anew company by registering it. Thz process of registration is discussed in detail in
Chapter 5. A company’s existei'ce comes to an end when it is deregistered.
Deregistration is discussed in Crapter 24.

Companies as a form of business organisation

4103 Intreduction

A company is.a iype of corporation. “Corporation” and “body corporate” are terms
used to describe all artificial legal entities that have the attribute of separate legal
personality.

What do we mean by separate legal personality? This phrase is defined at 1302. In
brief, it means that a company is treated as a separate person from those who
participate in the company. Because it is a separate person, it has its own legal
identity or personality, which means that it can, for example, hold property in its
own name and enter into contracts in its own name. It can commence or defend
legal proceedings in its own name.

Most corporations that are used to carry on business in New Zealand are
“companies”, that is, corporations formed or treated as being formed under the
Companies Act 1993, which is the statute that governs the formation, conduct and
termination of companies in New Zealand. The Companies Act is discussed in
Chapter 2.
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6 Commercial Applications of Company Law in New Zealand

Companies are the focus of this book, because they are the most common and
economically significant form of corporation. The differences between companies
and other types of corporations are discussed in Chapter 5.

Commercial companies developed as a means of allowing a large number of people
to pool their resources (in the form of capital or management skills) to undertake an
enterprise too large for a single individual. Creating a separate legal person to hold
and incur the rights and obligations of the enterprise simplified dealings between
the enterprise and those with whom it conducted business.

With the introduction of limited liability in the middle of the nineteenth century,
certain types of companies also provided a way for participants in an enterprise to
limit the extent to which their own personal wealth was put at risk if the enterprise
failed (in particular, companies limited by shares).

Limited liability is discussed at §313. In brief, limited liability means that if a
company is unable to pay all of its debts, those participants who have invested
money in the company are not liable to contribute any more than what they have
agreed to invest. Because liabilities incurred in running the enterprise are the
company's own, and not the participants’, the participants generally will not be
required to provide any more than their initial or agreed contribution to the
company to meet those liabilities.

Company law developed alongside the company to regulate the relationship
between:

®  participants in the company

m  the company and the State, and

® the company and those with whom the company had dealings.

The development and structure of company law is discussed in detail in Chapter 2.

Although one of the key drivers in the development of companies was to simplify
the participation of large numbers of people in a collective enterprise, the special
characteristics of companies (in particular, the limited liability conferred on its
participants) also made the corporate form attractive to those engaged in small
business. Traditionally, the law required that companies have more than one
shareholder, but it is now possible to incorporate a company with only ane
shareholder. This means that it is possible for an individual to form a company and
conduct his or her business through that company, obtaining the benefits that flow
from using that form of organisation. The advantages and disadvantages of using a
company to carry on a business are discussed in Chapter 5.
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9104 What are companies used for?
Some important statistics on New Zealand companies are as follows:

m There were a total of 592,350 New Zealand-registered companies on the
Companies Office database as of 30 June 2013. These companies are entered on
the New Zealand Companies Register. There were also 2,126
overseas-registered companies on the same database. Some of the overseas
companies will be entered on the overseas register.

m The majority of registered companies in New Zealand are limited liability
companies.

m  There were 145 companies listed on the NZX Main Board, which is operated by -
the-ilew Zealand Exchange Limited (NZX) as of February 2014. These are the
dotapanies in which public investors can buy and sell shares on the NZX Main

Roard.

Dver 99% of the 592,350 New Zealand-registered companies are limited by shares.
These companies range in size from single director/shareholder companies in which
there is only one participant and negligible assets, to companies with billions of
dollars in assets, a vast number of shareholders, and thousands of employees. Most
enterprises in New Zealand, however, are small- and medium-sized enterprises.
Since 2012, 97.2% of enterprises employed 20 or fewer people. (See the Ministry of
Business, Innovation and Employment website (www.mbie.govt.nz) for data.)

As of 28 November 2013, companies appearing on the New Zealand Companies
Register are assigned a New Zealand Business Number (NZBN).

A flat tax rate of 28% applies to companies in New Zealand from 1 April 2011. The
total tax take from all taxpayers in New Zealand in the income year 2012/13 was
approximately $53.8 billion. This figure includes direct and indirect tax. Company
tax amounted to $10.447 billion of all tax revenues. Company tax, therefore,
comprises a substantial portion of all taxation revenues collected. For more
information, see Inland Revenue Annual Report 2013 at 17.

New Zealand’s largest company in terms of market capitalisation in February 2014
was Fletcher Building Limited. The term “market capitalisation” means the amount
of money that would have to be paid to acquire all of the company’s issued shares
at their current market price. Market capitalisation is determined by multiplying the
number of issued shares by the market value of each share. In February 2014,
Fletcher Building was capitalised at $10,482,765 billion.

Over 85% of the companies registered under the Companies Act are, however, small
or “closely held” companies with one or two shareholders.
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8 Commercial Applications of Company Law in New Zealand

91105 Are all companies listed on the NZX Main Board?

Some companies have their shares listed for quotation on the NZX Main Board. If a
company is listed on the NZX Main Board, members of the public can buy and sell
those shares through the securities market conducted by the NZX. In February
2014, there were 145 companies listed on the NZX Main Board. Since there were
about 592,350 New Zealand-registered companies on 30 June 2013, the 145
companies listed on the NZX Main Board represent a very small percentage of
companies overall. However, listed companies are very significant to the New

Zealand economy. The total market capitalisation of the NZX Main Board in
November 2013 was $83.02 billion.

Many New Zealanders own shares in companies listed on the NZX Main Board. In
New Zealand, direct share ownership stood at 23% in 2012. As of 2012, direct share
ownership in Australia stood at 34%. Another 4% of Australians owned shares
either directly or through a fund. See ASX Australian Share Ownership Study
(2012) at 29 (http://Www.asx.com.au/documents/resources/asx—sos—20I2.pdf).

Listed companies will generally have at least several thousand shareholders. Most
shares in New Zealand listed companies are owned by the big investment houses
{such as life insurance companies and superannuation and investment trusts) and

financial institutions. Overseas investors owned 42.3% of New Zealand listed shares
in 2001

The architecture of companies

9106 Introduction

As the above discussion indicates, companies come in a great variety of shapesand
sizes. However, companies formed and operating under New Zealand lav* have, for
the most part, a common architecture or structure. All companies must have at least
one shareholder. All companies must also have at least one director, who is

responsible for managing the company’s business. Larger companies may also have
other officers involved in management.

The next section summarises these key features in order to introduce you to the
architecture of companies.

1. M lox and G Walker “Corporate Control of NZX Companies” (2003) 21 Company and Securities Law
Journal 538. See also M Fox, G Walker and A Pekmezovic “Corporate Control of NZSX Companies: The
2009 Data” (2010) 28 C&SL] 494-95. For a general review, sec M Fox and G Walker “New Zealand
Sharemarket Ownership” in G Walker (gen ed) Securities Regulation in Australia and New Zealand (2nd
ed, 1998) at 261 and M Fox, G Walker and A Pekmezovic “Carporate Governance Research on New

Zealand Listed Companies™ (2012) 29(1) Ariz | of Int & Comp Law 1-47. The process of listing and its
effects are discussed in greater detail in Chapter 5.
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9107 The capital structure of companies

In most cases, the commercial activities of companies require the use of a fund (?f
roperty that belongs to the company. The sources of that fund {referred to in
P

general terms as the company’s capital) are:

contributions of capital made by the persons who form the company and

v persons who become shareholders after the company is formed

m amounts of credit advanced to the company by creditors, including tho.se who
Jend money to the company and those who supply goods and services on

credit, and
m profits (if any) not distributed to shareholders.

These souzces of capital are discussed in greater detail in Chapters 18, 19 and 20. -

WHat is equity capital? |
it capital contributed by the shareholders of the company is refe‘rred to. (2115 ;c:)tll]léy
capital. In the case of a company limited by shares, the shareholdms provide v
or property to the company, and receive a share or shares in returmn.

What is a share?

A share represents a number of rights that may or may not .(depe-ncfllmg orcl1 thie ktl:ntlcs)
of issue of the share) include control rights (such as \:fotmg rights a(ril- 1;1 gnds 0
receive information) and distribution rights (such asa right to receive l\i; e

to share in the assets of the company on the liquidation of the company).

Once a person has paid money or transferred property to the company and a sharet
is issued in return, the money or property becomes the property of the company no
the shareholder.

A company can issue different classes of shares, with different rights attacgfad' to
each class. Examples of classes of shares include preference shares and ordinary
shares. Classes of shares are discussed in Chapter 18.

What does it mean to be a shareholder of a company?

A person who holds shares in a company is a shareholder of the company.
Shareholders of companies have particular rights in relation to the admlmstre;ltmn
of the company’s affairs that depend on the law and the terms of issue of the share.

The company’s shareholders are, generally speaking, its owners or proprietorfs.t;n
economic terms, shareholders are principals as opposed to the managers of the
company who are the agents of the principals.

1107




10 Commercial Applications of Company Law in New Zealand

The shareholders are the people who have invested money with the company in the
expectation that they will receive a return on their money if the company is
successful, either in the form of distributions (dividends) paid out of the company's
profits during its trading life, or in the form of growth in the value of their
investment in the company over time. In the case of a limited liability company, the
shareholders are the company’s shareholders — the people who have purchased
shares in the company.

Any legal person can be a shareholder of a company. This means that the
shareholder does not have to be a natural person (ie a human being) but may itself
be a company. This is particularly the case in business enterprises structured as
corporate groups. Corporate groups are discussed in Chapter 5.

It is possible to form and operate a company with only minimal capital. Sometimes
the total amount subscribed for shares may be as little as $1.00.

What is debt capital?

Another important source of capital for companies is debt capital. Like any other
legal person, companies are able to borrow money and, typically, a company may
borrow money from a bank or other credit provider to fund its operations. The loan
may be secured (by a charge over some or all of the company's assets or business)
or unsecured. Suppliers may also supply goods and services to companies on credit.

Persons who lend or advance credit to companies are not shareholders of the
company — they are in a contractual relationship with the company. However,
company law does contain particular provisions that affect the relationship
between debtor and creditor where the debtor is a company. These include rules
designed to protect the interests of creditors when the company becomes insolvent

(ie when the company is unable to meet its debts when they become due.for
payment).

9108 The management structure of companies
Managing companies involves decision-making. That decision-making includes:

m deciding on the appropriate capital structure for the company (whether to
borrow money, to pay dividends, or to increase or reduce the number of shares
on issue), and

m  deciding on the nature and form of the company’s activities (what enterprise to
carry on, and how to use the company’s capital).

The distinguishing feature of the management structure of many large companies is
that it involves the separation of responsibility for these decisions between
shareholders and officers. This feature of large companies is usually described as

1108
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The Functions and Structure of Companies 11

the “separation of management and control”, whereby officers take management
decisions but control resides with shareholders. Obviously there is no separation of
management and control in a one-person company because the same person is the
director and the shareholder.

Who are the company's officers, and what is their role?

We saw in 1107 that the shareholders of the company are, in a general sense, its

owners or proprietors. The officers of the company are those persons responsible

for its management. In small companies, the shareholders and officers may be the

same people (and indeed, in single director/shareholder companies are always the

same person). So in small companies there is often no separation of management

and control. By contrast, in large companies with many shareholders, it is not

possible for all the shareholders to take an active part in the management of the
company. In these cases, the separate roles of officers and shareholders in corporate

decisitri-making are more pronounced.

Oaly”a natural person (ie a human being) can be appointed as an officer of a
campany.

The officers of the company include its directors. All companies are required to
have at least one director. Where a company has more than one director, the
directors collectively are referred to as the board of directors. The directors are
selected in the manner agreed between the shareholders and reflected in the
company’s internal governance rules,” and are usually responsible for managing the
business of the company. The precise scope of the directors’ powers, and the
division of decision-making power between shareholders and directors, depends on
the law and the company’s internal governance rules. The division of power
between directors and shareholders is discussed in Chapter 7.

Usually, the directors will be responsible for making most of the decisions affecting
the company, without requiring the approval of shareholders and without being
required to comply with instructions from the shareholders. However, certain
fundamental decisions, such as changes to the company’s internal governance rules
and changes that affect the rights of shareholders, will require the approval of
shareholders. Those decisions requiring shareholder approval are discussed in
Chapter 8.

In small companies, the directors themselves will generally make most of the
ongoing decisions relating to the company. However, in large, complex business
enterprises, the directors may delegate management functions to the company’s
executives, and retain responsibility for selecting and supervising those executives
and setting the broad strategic direction for the company.

2. See 115 for a definition of “internal governance rules”. Internal governance rules are discussed in
Chapter 6.
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12 Commercial Applications of Company Law in New Zealand

Directors may be executive or non-executive directors. Executive directors are
those who are employed by the company and devote all or substantially all of their
working time to managing the company’s affairs. Non-executive directors are not
employed in the company's business and provide an “outsider’s” contribution and
oversight to the board of directors.

The Companies Act does not require companies to have a secretary. However, some
large listed companies do have a secretary for management purposes.

In addition to its directors, a company may have other officers. Company law
imposes certain duties and restrictions on directors and other company officers.
Directors and other officers must act in good faith and in the interests of their
company, and also act with the care, diligence and skill that a reasonable director
would exercise. These duties are discussed in Chapters 12-15.

The historical development of companies

1109 How did companies develop?

It is important, in studying company law, to understand the history of companies
and the development of company law in the social and economic context in which
they occurred. As a generalisation, we can say that the corporate form has evolved
and continues to evolve to meet the needs of the economy at the particular time:

ziel M Roe “Chaos and Evolution in Law and Economics” (1996) 109 Harv L Rev

Some key milestones in the historical development of the modern company weic:

m the emergence of the “corporation aggregate” and the concept of “joint siock”
during the fifteenth to nineteenth centuries

® the introduction of legislation in 1844 to make incorporation available as a
general right

m the introduction of limited liability under statute in 1856

confirmgtiorl] that the privileges of incorporation extend to small, closely held
companies, in Salomon'’s case in 1897 (see 1113 and Chapter 3)

the recognition of the proprietary company in Australia as a distinct form of
company in 1896

B the introduction of the private company in New Zealand in 1903, and
m the statutory facilitation of true “one-person” companies in 1993.

These key milestones are described below.

1109
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9110 What are “corporations aggregate” and “joint
stock”, and when did these concepts develop?

The development of the modern New Zealand commercial company can be traced
back to the earliest “corporations aggregate”, which emerged in England during the
Middle Ages as a means of conferring on a group of people the capacity to hold and
deal with property and interests to advance their collective aims. Bodies such as
municipal boroughs, trade guilds and colleges facilitated joint activity by
conferring legal existence on a group that was independent of the (perhaps
fluctuating) identity of the members from time to time.

Frequently, as was the case with the trade guilds and merchants’ associations, the
corporation existed as the beneficiary of some special right or entitlement conferred
by the Crown, such as a monopoly or the right to control the operation of a
partictilar trade.

The creation of a corporation aggregate — its “incorporation” — required the
consent of the Crown, through a Royal Charter.

During the seventeenth century, incorporation was granted by Royal Charter to
various “merchant venturers”, conferring on them rights to conduct trade in a
particular region.” Well-known examples of such corporations include the East
India Company, the Hudson’s Bay Company and the Massachusetts Bay Company,
which had clear links to England's developing colonial activities. These
corporations shared with the modern company the attributes of separate legal
personality that are discussed in Chapter 3.

What is “joint stock”, and why is it important?

The seventeenth century also marked the development of what is known as “joint
stock”. The more ambitious commercial activities of the period required, in many
cases, greater amounts of capital than a single individual could provide. To meet
this need, commercial practice developed a mechanism whereby a person could
invest a sum of money in a venture (or an ongoing series of ventures), receiving in
return an entitlement to share in the profits of the venture. The investors’
entitlement was represented by a share, Such shares were transferable, and could be
sold by the investor without the consent of other investors.

In some cases (such as the East India Company), the venture was carried on by a
corporation, and the share represented a claim against the corporation. However, as
incorporation could be achieved only by Royal Charter and was relatively rare,
many such ventures were carried on through a form of unincorporated association
that became known as a “joint stock company”.

3. See ] D Cox and T I Hazen Cox & Hazen on Corporations (2nd ed, Aspen, 2003) Vol 1 at 82.
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What was the “South Sea Bubble”?

By the beginning of the eighteenth century, there was a well-developed secondary
market for shares in these ventures, and speculation was rife. Shares in one
company formed in 1711, the South Sea Company, rose in price from £100 to
£1,000 in a matter of days. It has been estimated that, immediately prior to the
collapse of the boom, the amounts invested in such ventures amounted to £500m,
twice the value of all the land in England at the time.! This period is referred to by
legal historians as the “South Sea Bubble”.

The bubble finally burst in 1720, resulting in large losses and considerable hardship
for many members of England’s growing middle class. In response, Parliament
passed legislation, called the Bubble Act 1720, to prohibit such associations from
acting as bodies corporate and from issuing transferable shares without the legal
authority of a Royal Charter or an Act of Parliament.

Although the joint stock company became illegal in 1720, the commercial factors
that gave rise to it did not go away, and indeed those factors continued to grow in
importance throughout the eighteenth century. Incorporation by Royal Charter or
Act of Parliament remained difficult to obtain. Large-scale ventures, such as the
development of railways, demanded a means of raising capital from investors to be
utilised by managers in these projects. Lawyers developed the “deed of settlement”
company as a means of achieving these commercial aims while circumventing the
prohibition contained in the Bubble Act although it is not clear that deed of
settlement companies were outside the Bubble Act.®

What were “deed of settlement” companies?

Deed of settlement companies were, essentially, a combination of association and
trust. The assets of the venture were held on trust by trustees, and the ver:ture
managed by the managers or directors. The venture did not have separats. lepal
personality and its property, rights and obligations were held by tha “trustees.
Investors received a share that represented an interest in the trust prepernty. Such
shares were often expressed to be transferable under the terms of the trust, which
were contained in the deed of settlement. Attempts were made in drafting the deed

of settlement to limit the liability of the investors to the amount invested by them
in the enterprise.

By the beginning of the nineteenth century, deed of settlement companies were
becoming more common in England. However, they were complex to establish and
administer, were ineffectively regulated by the State, and did not confer upon
participants many of the benefits of separate legal personality that a corporation
possessed. Following the repeal of the Bubble Act in 1825, various means of better
facilitating and regulating these commercial arrangements were explored. New

At 18.
At 19,

4.
5,
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legislation for the registration and regulation of deed of settlemer}t companie; \{vai
enacted in England in 1844, following the rt?port by a Parhelime[;ltarffgme. tt]ec
Committee chaired by William Gladstone. The Joint Stock Compams_s ctRP < t”?ls
been described as “the legislative ancestor of mod@"n company law™: SBEL . Nus in
and IM Ramsay Ford’s Principles of Corporations Law (15th ed, LexisNexis,

Australia, 2013) at [2.130).

§111 When did the right to incorporate companies
become generally available?

The Joint Stock Companies Act allowed business- associatigns to become compg?les
by a process of registration. Before that time,.mcorporatlon had been a 'p;{w E%E ,
conferred.by Royal Charter or by Act of Parliament. Now any group \ti)\nsl 1(1;g'rl
form a<company for a lawful purpose could apply forl registration and, yb odgi tg
the ~tequired information and paying the prescnbefi feesl, cc?uld 0 ‘ta_un t.
Pegiscration was granted in two stages, provisional arlld final, with final reglstratm[;
‘r—ﬁ'lg available only after the company had secured investments from a quarter o
the proposed final number of investors.

The fact that companies registered under the 1344 Ac.t were corpor-ations, air}d
therefore had the key attributes of separate legal personality, did not of itself confer
limited liability on the participants in the company. If thei debts of a company
incorporated under the 1844 Act exceeded itsl assets,.credltors of the ;(')rélpgany
could pursue individual investors once their claims against the company ha eexl
exhausted. Attempts to limit investors’ liability depended on Spe.CIfIC agreemern
with creditors or on complex drafting in the deed of settlement‘ %tse_l.f. However,
unlimited liability was seen as a disincentive to investmlelnt, requiring 1rl1vesijtr0rs tc;
monitor closely the financial position (and therefore al?ll.lt.y to meet their share o
any claim by a creditor) of other investors and the activities of managers.

9112 When was limited liability first introduced?

In 1855, the United Kingdom Parliament passed the Limited Liability Act _1855 (UI:I),
which allowed those forming a company to elect to do so on the bE}SlS thf-lt the
liability of its investors would be limited to the amount they agre(id‘ to_ 1nv:‘es't in ; e
company. These companies were required to include the word hmlltecli. in t (}eu
name, to alert those dealing with the company to the fact that the liability of the
shareholders was limited.

Various reform proposals over the following six years resulted ultimately in the
enactment of the Companies Act 1862 (UK), which consolidated the procedures for
the incorporation and winding up of companies, and put in place many of the key
features of modern company law.
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In the period from 1860 to 1993, New Zealand followed United Kingdom comparny
legislation. Thus, for example, the Companies Act 1882 (NZ) copied the Companies
Act 1867 (UK). Companies formed under the 1882 New Zealand Act had many of
the attributes of the modern commercial company.

9113 When were companies first used for small business?

Up to this point we have been considering the historical development of the
company as a means of bringing together providers of capital (investors) with
specialist business managers or entrepreneurs in larger-scale, collective enterprises.
Typically, such ventures involved asking members of the public for investment, and
required a separation of ownership of the enterprise (which was in the hands of a
large, fluctuating membership) and its management. Company law developed in
part for the protection of public investors, and adopted the large-scale collective
enterprise as its model.

However, the attributes of companies, in particular the limited liability conferred on
their shareholders, also made them an aitractive form through which to carry on
small business. Typically, a company formed to carry on a small business would
not have public investors, and would be controlled and managed by its main
investor, often a person who had perhaps conducted the business as a sole trader
prior to its incorporation.

The fact that the “corporation aggregate” model was adopted for company law was
reflected in the fact that the companies legislation required that companies have a
certain minimum number of shareholders. Historically, incorporation required the
coming together or association of more than one person to form a company. This
position has now been reversed by statute (see below).

What was the significance of Salomon's case?

It was not clear until the landmark English case of Salomon v Salomog & Co Lid
[1897] AC 22 in 1897 that the benefits of incorporation woula. extend to
incorporated small businesses that were effectively under the control of a single
entrepreneur. Salomon's case is discussed in Chapter 3.

A business formed and operated by Mr Salomon as a sole trader had been
transferred by him to a company that he had formed under the Companies Act 1862
(UK) and in which he was the major shareholder and controller. To meet the then
statutory requirement that a company have at least seven shareholders, shares were
issued to other members of his family, but those family members did not have any
real interest in the business.

Mr Salomon transferred his business to the company in order, among other things,
to obtain limited liability. He intended that — if the business failed — his personal
wealth would not be put at risk since he would not be personally liable to satisfy
the outstanding claims of the business’ creditors.

1113
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The English Court of Appeal initially took the view that such an arrangement
should not attract all the benefits of incorporation (including limited liability for
Mr Salomon and the other family members). In Broderip v Salomon [1895] 2 Ch.
323 at 340-341, Lopes LJ said:

“Tt would be lamentable if a scheme like this could not be defeated. If we were
to permit it to succeed, we should be authorising a perversion of the Joint
Stock Companies Acts . . . The transaction is a device to apply the machinery of
the [Act] to a state of things never contemplated by that Act — an ingenious
device to obtain the protection of that Act in a way and for objects not
authorised by that Act, and in my judgment in a way inconsistent with and
opposed to its policy and provisions”.

Lindley L] took the view that:

“Ti the legislature thinks it right to extend the principle of limited liability to
sale traders it will no doubt do so, with such safeguards, if any, as it may think
necessary. But until the law is changed such attempts as these ought to be
defeated wherever they are brought to light. They do infinite mischief; they
bring into disrepute one of the most useful statutes of modern times, by
perverting its legitimate use, and by making it an instrument for cheating
honest creditors”.

Hence, the Court of Appeal held that Mr Salomon and his company should not be
accorded the privileges of incorporation. Mr Salomon appealed and the Court’s
decision was reversed by the English House of Lords. The House of Lords in
Salomon v Salomon & Co Ltd [1897] AC 22 at 53 said, in relation to small business:

“It has become the fashion to call companies of this class ‘one man companies’.
That is a taking nickname, but it does not help one much in the way of
argument. If it is intended to convey the meaning that a company which is
under the absolute control of one person is not a company legally
incorporated, although the requirements of the Act of 1862 may have been
complied with, it is inaccurate and misleading: if it merely means that there is a
predominant partner possessing an overwhelming influence and entitled
praciically to the whole of the profits, there is nothing in that that I can see
contrary to the true intention of the Act of 1862, or against public policy, or
detrimental to the interests of creditors™.

The final decision was that the benefits of incorporation were capable of extending
to small, private companies, even though such companies arguably were not the
type of business which the companies legislation was intended to facilitate. The
decision in Salomon’s case confirmed the availability of the limited company as a
vehicle for both large and small business, whether or not it involved public
investors,
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When was the concept of a proprietary company introduced in
Australia?

Around the same time that the decision in Salomon's case confirmed that the
benefits of incorporation were available to small, privately owned businesses, the
Victorian State Parliament in Australia passed the first legislation in the common
law world providing for different, less onerous regulation of these types of
companies. New disclosure requirements designed to protect public investars,
introduced into Victorian law in 1896, were expressed not to apply to “proprietary
companies”. Proprietary companies are companies that have a limited number of
shareholders and that are not permitted to ask the public for investment. The
proprietary company is by far the most common type of company in Australia. The
Australian proprietary company resembles the former “private” company in New
Zealand under the Companies Act 1955.

When was the concept of a private company introduced in New
Zealand?

The Companies Act 1903 (NZ) introduced a distinction between private and public
companies in New Zealand. Part IV of the 1903 Act introduced a special regime for
private companies not exceeding 25 persons whereby certain provisions of the Act
were inapplicable. Private companies were prohibited from issuing a prospectus. It
has been estimated that over 90% of the companies registered under the Companies
Act 1955 were private companies. Thus, from 1903 until 30 June 1997 when the
Companies Act 1993 came into full effect after a three-year transition period,. there
were effectively three types of company in New Zealand — private comuanies,
public companies and public listed companies. Since 30 June 1997, “when the
distinction between private companies and public companies was final’y abolished,
there are two main types of company in New Zealand — companies and listed
companies (ie companies listed on markets operated by the NZX)

When did it become possible to have a one-persoh company?

In 1993, the Companies Act enabled the use of companies for small, one-person
businesses. Since 1 July 1994, it has been possible to form a company that has only
one participant. These are referred to in this book as “single director/shareholder
companies”. These companies are discussed further in Chapter 6. The introduction
of the single director/shareholder company represents the final departure from the
concept, reflected in the views of the Court of Appeal in Salomon's case, that an
association of at least two shareholders is necessary to create a company.
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9114 The diffusion of New Zealand company law

As we have seen, New Zealand followed United Kingdom company law in the
period 18601993. New Zealand was not alone in this practice. In the Southern
Hemisphere, a number of jurisdictions adopted United. Kingdom company law,
including Australia, Hong Kong, Singapore and Malaysia. So, for example, all of
these countries adopted a version of the Companies Act 1948 (UK). Later, there was
a degree of interaction between these former British enclaves as regard.s company
legislation such that, at one point, Singapore and Malaysia modellt?q thelr.company
legislation on Australia's. More recently, a number of South Pamﬁ_c nations have
reformed their company legislation using the New Zealand Companies Act 1993 as
a model. To this extent, contemporary New Zealand company law has been diffused
or exported to South Pacific nations such as Samoa, the Kingdom of Tonga, the
Solomon Islands and Vanuatu.

Some key terms and concepts

4115 Summary of some important terms used in this
chapter

A summary of some of the terms and concepts that we have introduced in th.l'S
chapter is set out below. At this stage you need only understand what they mean in
broad terms. Your detailed understanding of each concept will develop as you work
through this boak.

Companies Act 1993 is the statute governing the creation, operation and
termination of companies in New Zealand.

Company is a particular type of corporation that is formed by being registe.red
under the Companies Act. The company is the most common form of corporation
used in New Zealand business.

Company limited by shares is a particular type of company. In a company limited
by shares, shareholders have purchased shares by making a contribution to the
company. If the company becomes insolvent, the shareholders !generally are not
required to make any further contribution to meet the company's debts.

Companies Office is the New Zealand government agency tllla‘c has primalry
responsibility for the provision of services relating to the registration of companies
and other corporate entities as well as public access to corporate and secm_"]tles
information. The Companies Office also has compliance and enforcement functions.
It falls under the purview of the Ministry of Business, Innovation and Empl(l)yment
(MBIE). The MBIE was formed on 1 July 2012 and subsumed the former- Ministry of
Economic Development (MED), which until then had responsibility for the
Companies Office.
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contains the “spread” requirements. Generally, the spread requirements are met
if the issuer’s securities are held by at least 500 members of the public holding
at least 25% of the securities of the class issued. Listing is a privilege not a
right and, pursuant to Listing Rule 5.3.1, the NZX is not obliged to grant listing
notwithstanding that all applicable provisions of the rules have been satisfied
by the applicant for listing. At any time, the NZX may impose conditions to
any listing. For example, the NZX may impose restrictions (sometimes called
“escrow provisions”) for a specific period on the sale or disposal of vendor
securities: see Listing Rule 5.3.2. Similarly, the NZX has an absolute discretion
to suspend the quotation of any securities: see Listing Rule 5.4.2.

®m Section 6 — Requirements for Documents. This section sets out documentation

standards. For example, the constitution of any issuer must be approved by the
NZX.

m  Section 7 — Issues and Buy Back of Securities. This section deals with the
Offering Document requirements (Prospectus, Investment Statement or Profile)
of the NZX. The NZX must approve every such offering document. The section
also contains rules regarding share buy-backs, notification of the level of
subscription and the role of the Organising Participant.

m  Section 8 — Voting Rights and Rights of Equity Securities. This section deals
with the voting rights attached to shares and modification of the rights of
security holders.

B Section 9 — Transactions with Related Parties and Major Transactions. This
section begins by dealing with transactions involving the disposal ‘uv
acquisition of assets. For example, Listing Rule 9.1.1 prohibits the dispusa! of
over 50% of the assets of an issuer without the prior approval of an ordinary or
special resolution (where s 129 of the Companies Act applies). Lisitng Rule 9.2
deals with related-party transactions. Listing Rule 9.3 ecomntains voting
restrictions in respect of certain transactions.

® Section 10 — Disclosure and Information. Listing Rule 10.1.1 requires that
every issuer shall, once it becomes aware of any “Material Information” (as
defined in section 1 of the NZSX/NZDX Listing Rules), immediately release that
material information to the NZX except in certain defined circumstances. Some
examples of information that is likely to be regarded as material information
are provided in this section. In addition, the form of disclosure is mandated (for
example, via the NZX's Market Announcement Platform). Other provisions in
this section deal with the release of information upon major change of control
or direction and annual and half-yearly reports.

m  Section 11 — Transfers and Statements. This section deals with transfers of
securities and the issue of statements relating to securities to shareholders.
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Regulations of companies

9218 Overview

Companies are a special type of legal perslon, created by the vaernment following
an application for registration. The special status 0:f ctompalnle.s.as legal persons,
and the special rights and protections (such_as limited liability) c.()?Ferred or}
participants in companies, mean that companies are treated as_requmpg specia
regulation. In addition, the provisions of the Compamesf Act require admlnlstratlpn
and enforcement. This section summarises the respeﬁ:tlve roles of th§ Companl_es
Office, the FMA and the courts in regulating companies. By contrast, in Australia,
one regulator performs the work done by the Companies OfﬁFe and Fhe FM-A. In
Australia, the Australian Securities and Investments Co'mmlssu-:m (ASIC) registers
companies and administers Australia’s securities regulation regime.

9219 The Companies Office and the Registrar of

Companies

In New Zealand, the Ministry of Business, Innovation and Empioy.men‘t (MBIE)
has overall responsibility for companies. The Registrar of Companies heads the
Companies Office. The Registrar of Companies is a Position created by statute. The
Registrar is the principal regulator of companies in New Zea];_md. The ~role and
powers of the Registrar are contained in Pt 20 of the Compalmes Act. Enhanced
powers were granted to the Registrar by Pt 4 of the Companies Amendment Act
2014; however, these powers do not come into force until July 2015.

What is the structure of the Companies Office?

As stated, the Registrar of Companies heads the Companies Office. Immediately
beneath the Registrar is the Group Manager ol Business Registries. Thfere-are five
main operational units beneath the National Manager of Business Registries:

m The National Enforcement Unit: The manager of this unit has responsibility
for prosecutions and director prohibitions. This unit is based in Auckland.

m Central Region: The manager of this unit has responsibility for client services
and insurance and superannuation unit.

m Internet Support: The manager of this unit has responsibility for internet
support and online promotions.

m Contact Centre and Southern Region: The manager o_f this unit has
responsibility for the contact centre, client services and quality control.

m  Northern Region: The manager of this unit has responsibility for legal services,
client services, compliance, other registers, document processing and document
imaging.
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What are the main functions of the Companies Office?

Details of the organisational structure, functions and legislation administered by
the Companies Office can be found at the website of the Companies Office (see
www.business.govt.nz/companies/).

As further discussed in Chapter 17, one of the principal functions of the Companies
Office is to maintain registers containing information about companies that can be
accessed by members of the public.

Some of the following information about the function of the Companies Office is
extracted from the Companies Office publication, Online with NZ Business:
Strategic Business Plan 2005-06. This booklet has not been updated.

The Companies Office is responsible for the provision of services relating to the
registration of companies and other corporate entities and public access to
corporate and securities information. The Companies Office has compliance and
enforcement functions under the Companies Act, the Securities Act 1978, the
Corporations (Investigation and Management) Act 1989, the Financial Reporting
Act 1993 and the Friendly Societies and Credit Unions Act 1982.

Corporate body registers maintained by the Companies Office: The Companies
Office maintains and manages a number of registers including the following:

®m  New Zealand and overseas companies
m financial service providers

B co-operative companies

®m incorporated societies

B industrial and provident societies

m limited partnerships and overseas limited partnerships
® charitable trusts

® unit trusts

m friendly societies

B superannuation schemes

E contributory mortgage brokers

B credit unions, and

® building societies.
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Administration of the registries falls into four areas:

® new registrations

s maintenance of registered information

m removal of defunct entities, and
s ensuring compliance with statutory disclosure ohligations.

The Companies Office monitors compliance and timeframes for filing changes to
registered information, as prescribed by the associated legislation.

The information held on the registers is available for public search. Searches can be
conducted online via the Companies Office website or at the regional office where

the company is registered.

Since  May 2002, the Companies Office has maintained the Personal -Property
Securities Register. This register is a centralised, fully electronic re.glster th.at
creates a single procedure for the creation and registration of security 1nterest_s.m
personal property. This register was provided for in the Personal Property Securities
Act 1999 and is discussed further in Chapter 20.

Tn August 2010, the Companies Office introduced the Financial Sel-vices_ Providf_:rs
Register. The register was established in accordance with the Financial Service
Providers (Registration and Dispute Resolution) Act 2008 (FSP Act). The FSP Act
came into effect on 1 July 2011 and established a compulsory registration system
for financial service providers. Thus, all financial service providers rm.ust be
formally registered under the FSP Act and are also expected to comply with the
care, diligence and skill provisions of the Financial Advisers Act 2008.

In order to qualify for registration, financial service providers are generally
required to be members of an industry-run dispute resolution scheme or an
alternative reserve scheme established by the Ministry of Consumer Affairs.

The purposes of the register as set out in s 26 of the FSP Act are as follows:

m to enable the public and any person to identify registered financial service
providers and access information about them

E (o assist any person in the exercise of the person’s powers or the performance
of the person’s functions under the Act

B to prohibit certain people from being involved in the management or direction
of registered financial service providers, and

m to conform to New Zealand’s obligations under the Financial Action Task Force
Recommendations on Money Laundering.
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The register includes information about ﬁnal_lcial se_rvice prlovid.ers, the type or
types of financial service for which the financial selzrvme prowde.r is registered and
the name and business address of the approved dispute resolution scheme or the
reserve scheme of which the financial service provider is a member.

Securities and corporate compliance: A number of statutory responsibilities in
relation to the supervision of corporate bodies and issuers of securities have been
transferred from the Companies Office to the FMA. The Securities and Corporate
Compliance Unit of the Companies Office ceased to exist on 1 May 2011 when the
FMA came into being. Previous functions carried out by the unit included: market
supervision, investigation of non-compliance with various statutory regimes and
enforcement of legislation.

9220 The Financial Markets Authority

The FMA is the chief governmental agency with responsibility for regulating the
financial sector.’” It took over the functions of the former Securities Commission
(NZSC) and the office of the Government Actuary in 2011. The FMA derives its
functions and powers from the FMA Act. This Act came into force on 1 May 2011
and had the effect of establishing the FMA as of this date. As a result, any powers
of the Securities Commission as of 1 May 2011 have been transferred to the FMA.
The FMA also has new and enhanced powers.’

The FMA has functions in relation to those companies to which the provisions of
the Securities Act 1978, the Securities Markets Act 1988 and the FMC Act apply:
see s 9 (1)(c)(i) of the FMA Act. It also has functions where the FMA Act relates ta

“financial markets participants” as defined. The latter term includes issuers and “a
director or senior manager” of a public issuer.

What is the principal legislation?

The Financial Markets Authority Act 2011 sefs out the main vhjectives and
functions of the FMA. The Act comprises four parts.

®m  Part 1 — Preliminary provisions. This Part specifies the purposes of the Act
and deals with matters of interpretation. Here s 4 (interpretation) and s 9
(FMA’s functions) are the key provisions.

® Part 2 — Financial Markets Authority. This Part establishes the FMA and
describes its functions and objectives. It also contains provisions dealing with

the membership of the board of the FMA, divisions of the FMA and FMA
meetings.

2. See P Maume “The Financial Markets Authority: A Model Example for Regulatory Consolidation?”
(2013) 25(3) NZULR 616.

3. See P Maume and G Walker “Enforcing Financial Markets Law in New Zealand” [2013] NZ L Rev 263.
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@ Part 3 — General information-gathering and enforcement powers. This P_art
is divided into five subparts. Subpart 1 defines the informatlo_nkgathefmg
powers of the FMA. It provides that the FMA has power to obtain lnFO@atlon,
documents and evidence. Subpart 2 deals with the sharing of information a_nd
documents between the FMA and other law enforcement or regula‘mf’y agen.mes
and overseas regulators. Subpart 3 is concerned with reprgsentatlye. actlgns
and empowers the FMA to exercise a person’s right to ‘pnng a.cwﬂ actlo_n
against a financial market participant where it considers this to b_e in the public
interest. Subpart 4 is entitled “Other powers”. The FMA may in accordance
with this subpart make confidentiality orders, accept undertakmgs‘ and state a
case for opinion before the High Court. Subpart 5 contains miscellaneous
provisions relating to the FMA's powers.

m Part 4 — Miscellaneous provisions. This Part deals with regulations relating to
fees. charges and costs. It also provided for the disestablishment of the NZSC
ane the Government Actuary and covers the consequences of such
cisestablishment. For example, s 72 states that the functions, duties and powers
of the NZSC vest in the FMA to the extent that those functions, duties and
powers are consistent with those of the FMA under the FMA Act and other

legislation.

B Schedule 1 to the Act refers to financial markets legislation, including the:
Auditor Regulation Act 2011

Financial Advisers Act 2008

Financial Service Providers (Registration and Dispute Resolution) Act 2008
Parts 4 and 5 and schs 1 and 2 of the KiwiSaver Act 2006

Securities Act 1978

Securities Markets Act 1988

Securities Transfer Act 1991

Securities Trustees and Statutory Supervisors Act 2011

Superannuation Schemes Act 1989, and

Unit Trusts Act 1960.

oooooooooao

B Schedule 2, which covered the FMA’'s search powers, was repealed, on 1
October 2012, by s 245(8) of the Search and Surveillance Act 2012 (2012 No
24).

What is the FMA's structure?

The FMA is an independent Crown entity for the purposes of s 7 of the Crown
Entities Act 2004. Its main objective is to promote and facilitate the developmeqthof
fair, efficient, and transparent financial markets. Like the former SECUI’IU?S
Commission, the FMA comprises between five and nine members. It is able to act in
divisions of three members. In addition, the Minister of Commerce will be able to
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appoint up to five associate members for specified matters. This enables the FMA to

deal with special requirements arising from its functions or build up expertise in
particular areas.

What are the FMA's main functions?

While the FMA has assumed any powers possessed by its predecessor (the Securities
Commission), it also has new and expanded powers by virtue of the FMA itself,
Among these powers are the general information-gathering (search and seizure)

and enforcement powers contained in Pt 3 and the levy-raising power contained in
Pt 4 of the FMA Act.

Section 9 of the Act sets out the functions of the FMA. These can be summarised as:

® to promote the participation of businesses, investors, and consumers in the
financial markets

m  to perform and exercise the functions, powers, and duties conferred or imposed
on it by or under the financial markets legislation and any other enactments

® to monitor compliance with, investigate conduct that constitutes or may
constitute a contravention of and enforce specified legislation including the
Auditor Regulation Act 2011, Financial Advisers Act 2008, Financial Service
Providers (Registration and Dispute Resolution) Act 2008, Securities Act 1978,
Securities Markets Act 1988 and the Securities Trustees and Statutory
Supervisors Act 2011. It has the same powers in relation to legislation such as
the Companies Act 1993, the Corporations (Investigation and Management)
Act 1989, the Co-operative Companies Act 1996, the Financial Reporting At
2013, Limited Partnerships Act 2008, Pt 5C of the Reserve Bank of New
Zealand Act 1989 and the Trustee Companies Act 1967, to the extent thal these
Acts apply to “financial markets participants”. The latter term is defined in s 4
of the Financial Markets Authority Act 2011 and encompasies financial

advisers and brokers as well as issuers and directors or senior managers of
public issuers.

B fo monitor, and conduct inquiries and investigations into any matter relating
to, financial markets or the activities of financial markets participants or of
other persons engaged in conduct relating to those markets.

What are the FMA's statutory powers?

The FMA takes over all powers of the Securities Commission, except where the
FMA Act otherwise provides: see s 72(1)(a).

®  General grant of power: The FMA can do anything that a natural person of
full age and capacity can do, provided it is for the purpose of performing its
functions and subject to any Act or rule of law.
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FMA'’s consideration of prospectuses, amendments, trust deeds and deeds of
participation: The Securities Amendment Act 2011 made .changes to th way
prospectuses were registered. Prospectuses are l.odged V\:’lth the Registrar of
Companies as before but the Registrar of Companies’ role is confined to formz.il
compliance: see ss 42 and 43A of the Securities_ Act 1978. Once a prospectus is
registered, the Registrar of Companies must notify the FMA unu_:ier s 43C so that
the FMA may consider whether the prospectus cor_npl-les .wuh th_e Act and
Regulations. The FMA has power to prohibit the distribution of investment
statements, prohibit allotments or cancel registration of prospectuses: see ss
43F and 43G of the Securities Act.

s General information-gathering and enforcement powers appear in Pt 3 of th‘e
FMA Act. Part 3, subpart 1 of the FMA Act makes provision for the FMA’s
power to require a person to supply evidence or produce docum_ents (s 25); the
FMA's power to receive evidence (s 26); how evidence may be given (s 27) and
Wilnesses’ expenses (s 28).

lie following make up the most important of the FMA’s specific statutory powers
uader the FMA Act.

m General information-gathering powers:

O Information-gathering: Like the former Securities Commission, the FMA
is able to require a person to supply information, produce documents or
give evidence if the FMA considers this to be desirable for the purposes of
performing its functions. Section 25 of the FMA Act confers a broad range
of powers on the FMA to obtain information.

[0 Protection against liability: The FMA is protected from‘ liability in
exercising its powers, unless acting in bad faith. See s 55 of the FMA.

O Power to enter and search place, vehicle, or other thing: The FMA may
authorise a specified person to enter and search premises, subje.ct. to ,?
search warrant. The new power extends to “vehicles” and “other things”,
meaning intangible things like email addresses and Internet‘dat.a storage
facilities. This provision was made because financial information is usually
stored in computer files and aligns the FMA's power to tk}e c‘flange-s
envisaged by the Search and Surveillance Act 2012. The term “vehicle” is
defined in s 3 of the Search and Surveillance Act as “any conveyance that
is capable of being moved under a person’s control, whether or not the
conveyance is used for the carriage of persons or goods, and includes a
motor vehicle, aircraft, train, ship, or bicycle”.

O Search Warrants: The FMA must apply for a search warrant to an “issu?ng
officer” (that is, a Judge of the High Court or District Court). The issuing
officer can grant a search warrant where he/she is satisfied .that the.re are
reasonahble grounds to suspect that a person has engaged or is engaging in
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m Enforcement powers under the FMC Act:

The FMC Act sets out the enforcement powers of the FMA in relation to matters
covered by that Act (eg insider conduct, market manipulation, general dealing
misconduct, continuous disclosure, substantial holding disclosure and
directors’ and officers’ disclosure obligations). The Securities Commission had
the power to make a variety of orders under the Act, including prohibition and
corrective orders, disclosure orders and temporary banning orders for
investment adviser and broker activities where a provision in the Securities
Markets Act has been contravened. These powers now reside with the FMA.

The FMA has the power to make some enforcement orders itself and can also
apply to the court for other enforcement orders. It can also make pecuniary
penalty orders and declarations of contravention and can apply to the court for

compensatory orders and other civil remedy orders on behalf of those who
have suffered loss.

In addition to enforcing the FMC Act, the FMA now has an enforcement role in
respect of “financial markets legislation” as defined in the FMA Act. This
includes the regime for financial advisers and brokers which was in full force
as of 1 July 2011. The FMA’s enforcement powers in relation to financial
advisers and brokers are detailed in Chapter 26.

9221 The New Zealand Exchange Limited

We saw in Chapter 1 that some companies elect to have their securities listed for
quotation on the main securities market conducted by the New Zealand Exchanie
Limited (NZX). When they do so, they contract with the NZX that they will comply
with the Main Board/Debt Market Listing Rules. The NZX acts as co-regiilator with
the FMA in the sense that it has a primary policing function for listed tompanies’
compliance with those rules. However, it is important to remember that the NZX is
not a governmental or regulatory agency like the FMA.

Historically, it was the Sharebrokers Amendment Act 1981 that enabled the Stock
Exchange Association of New Zealand and each of the then four trading exchanges
to form together as a statutory membership-based entity.

In fate 2002, however, members of the New Zealand Stock Exchange (NZSE) voted
in favour of the demutualisation of the NZSE.* Technological change and

4. For a general discussion of the demutualisation process, see E McKnight, R Fraser and H Gething
Demutualisation (FT Law and Tax, London, 1996). For a discussion of demutualisation of the Australian
Stock Exchange in October 1998, see F Donnan “Self-Regulation and the Demutualisation of the
Australian Stock Exchange” (1999) 10 Australian Journal of Corporate Law 1. Sec also, [0SCO “Issucs
Paper on Exchange Demutualisation” (June 2001).
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etitive pressures drove the change.’ Enabled by. the N.ew. .Zealand Stock
Cﬂm}? e Restructuring Act 2002, the NZSE became a limited liability company —
IET);CSEaYIIEmited — with its own constitution on 1 January 2003. As a resx_ﬂt, new
Conduct Rules for the NZSE were introduced. T_he Conduct Rules _co:ini{llse]c\il Ztg;
Business Rules and the Listing Rules. The Business Rules comprise ; e
Business Rules 2002, the NZSE Regulations and the NZSE Code of Practice.

On 30 May 2003, NZSE Limited announced a further change of name to Niew
Zealand Exchange Limited, trading as NZX, as part O_F a re-brandmg_ exerc Se(i
(Thus, the website of the NZX has been WWW.nzx.com since the rebrandnl](gta atrlll
the website is continuously updated.) The NZX listed on its own stock market — the

NZX Main Board — on 4 June 2003.°

As of January 2014, the key rules of the NZX are as follows:

m NZA Main Board/Debt Market Listing Rules (1 January 2014)
s (NZX Alternative Market Listing Rules (August 2010), and

~ ' NZX Participants Rules (August 2012).

N

The main markets now operated by the NZX are as follows:

® The NZX Main Board: The NZX Main Board is NZX’s p.remier equitie's market.
It features the securities of most of New Zealand's hsted_compames and a
number of overseas companies. Companies on the NZX Main Boar_d have one
of three listing types. The first type is primary listing where NZX is _the homfa
exchange and the company abides by Main Board/Debt Mark_et Listing Rule.s.
The second type is dual primary listing where the company abl‘de_s by all Main
Board/Debt Market Listing Rules as well as its home exchang? listing rule.s. Th(ei
third type is overseas dual listing where the company abides by a limite
number of Main Board/Debt Market Listing Rules as well as tho;e of .1ts home
exchange. Companies generally quote ordinary shares on the NZX Main B()ard(i
They can also quote options, partly paid shares, warrants units, and r_lotes an
preference shares with equity-like characteristics. For a company to llst. on the
NZX Main Board, the securities being quoted must have a minimum
anticipated market value on initial listing and a specific spre_ad of shareholders.
There were 145 companies listed on the NZX Main Board in February 2014.

5. See NZSE Annual and Special Meeting Documenmtipn (16 October 2002). Thanks to Elaine Campbell,
the NZX, for relevant documentation. ) ) )

ger.}c‘;s%lyc'tzu‘?l\slczl co}fchange si',zcs up the task ahead” The Ausm‘z‘liun Financial Rcmfew (;le_}iarll_u?i? EOTG}?‘]?
at 73 (discussing listing of NZSE Limiled in 2003); J Whyte ‘Full st_cam ahead ]?r A Jljnegzom]-
Australian Financial Review (29 May 2003) at 19 [NZSE_ to hs! on its own mar etZ(g}B] e [namé
“NZSE to change name” The Weekend Australian Fz'nanaal(Remew (31 May-1 June o a L
change from NZSE to NZX ahead of NZX listing); J Whyt'e ‘NZX s_hares list at top o ]j(njcc r. 2%03)_ e
Australian Financial Review (5 June 2003) at 21 (NZX jlstefi on _lts own mar_kct on ; mzlgm} H ,53
Callick “Exchange makes an impressive Mark” The Australian Financial Review flf()ml‘%h Nzx‘;

(longer review article describing the work of Mark Weldon as change agent and CEQ of the '
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m The NZX Debt Market: The NZX Debt Market offers a range of investment
securities, including corporate and government bonds and fixed-income
securities. There were 13 companies listed on the NZX Debt Market in February
2014.

B The NZAX: The NZX Alternative Market provides a market for the raising of
capital and the trading of securities issued by companies that, because of their
size or structure, may not be suited to the NZX Main Board. There were 18
companies listed on the NZX Alternative Market in February 2014.

What is the legal status of the Main Board/Debt Market Listing
Rules?

The Main Board/Debt Market Listing Rules form part of the listing agreement
between the NZX and the listed company. The listing agreement is a private
contract. In effect, it provides that the NZX may vary its Listing Rules as it sees fit
(subject always to the approval process contained in s 360 of the Securities Markets
Act 1988) and may act unilaterally in relation to exercising its powers to suspend
or delist a company.

The NZX or a security holder — via the Contracts (Privity) Act 1982 — has the
ability to enforce the Listing Rules. The FMA plays an important role in enforcing
the Listing Rules relating to continuous disclosure: see ss 270 and 362 of the FMC
Act. See ss 19B, 19G of the Securities Markets Act.

In Australia, the Listing Rules of the Australian Stock Exchange (ASX) primarity
operate as private law that is binding only as a matter of contract between the ASx
and the listed company: see CCH Australia, Annotated Listing Rules.

However, they do have general statutory force. This is because s:723C of the
Corporations Act 2001 gives the courts the power, on the applicativn of ASIC, the

ASX or a “person aggrieved”, to order any person obliged to coinply with the
Listing Rules to do so.

The securities markets operated by the NZX are markets where buyers and sellers
exchange listed securities, and where a company requiring additional capital may
issue newly listed securities to prospective buyers. The NZX states that its purpose
is to provide and operate an efficient market for the raising of capital for listed
companies and the trading of securities, including shares and fixed-interest
securities such as bonds and government stock. These functions and objectives are
aspects of the economic role of financial markets. Most micro-economists define an
efficient market as one in which the costs of transactions are minimised. The
function of the market is also to transfer financial resources from those with
surplus funds to those who can use those assets more productively. This function
also enhances the risk-bearing capacity of the economy.
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(222 Jurisdiction of courts

Companies are legal persons capable of suing ?md b{_iileg sued in_ their ow:il rflarr(;e —t
that is, they can be the plaintiff or defendant_ ina cwﬂ_pr.oce:ed'mg, or a defendan
in a criminal proceeding. This section reviews the jurisdiction of cogrts (}J]Ye;:
companies, explaining which courts are allowed to hear matters in whic

companies are involved.

What courts have jurisdiction over companies generally?

In matters other than those arising under the Companies Act ?993, compalmesdaln;et
subject to the ordinary jurisdictional rules..For example,.an actlo.n to recoye; aC ert
would be brought in the court system, in either the District Court or the ng ouh ;
depending on the amount of money involved. The curr_ent ru]e?: ssattmg out ;L et
monetziy limits for jurisdiction for courts can be found in tlhe District Cogrts c
1947. The same would be true for tort claims, such as claims by or against the

cornnany for negligence.

What courts have jurisdiction over matters arising under the
Companies Act?

Matters arising under the Companies Act fall into two categories:

m actions for breach of a provision of the Companies Act (criminal), and

a proceedings in accordance with the Companies Act (such as an application for
an order for the appointment of a liquidator under s 241).

Which court has jurisdiction to hear or decide a matter under the Companies Act
depends on the particular matter. Matters can be decided in the g_en_era-l ?ourt
system (in the District Court or the High Court), subject to relevant jurisdictional

limits.
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Corporate governance theory suggests that, where companies have a large number
of shareholders each of whom holds a relatively small percentage of the company’s

issued shares, there may be practical barriers to shareholders exercising control
through their voting rights.

1803 How much control do shareholders have in large
listed companies?

In Chapter 1, we saw that there are around 592,350 limited liability companies i
New Zealand. The vast majority of these companies are small businesses tF;]at ha 4
only a few shareholders, all or most of whom participate, directly or indirectl \1/1?1
the management of the company. In such companies, the effectivenesZ, of
sharef}older control is rarely in issue — where the shareholders are themselves also
the directors of the company, there is no possibility for divergence between th
interests of shareholders and managers. In larger unlisted companies, while not ﬁ
Sha.reholders will have a direct involvement in management, sharehoiders ma stailll
be in a position to monitor and influence management in a fairly direcrywa
because, for example, all of the shareholders are personally related to each other ir)i
some way, or live in the same region or work in the same industry.

Howe:ver, in large listed companies with many shareholders, there are greater
practical barriers to shareholders Joining together to mount an ,effective chfllen e
to management. For example, AMP Limited has over one million shareholdei
most of whom own only a small percentage of shares (and, therefore, votes) in fnel

company. Many commentators have observed that, in such widely he i
shareholder control may be illusory.' , / oy held e

Where ownership of a company's shares is widely dispersed, a person: who control
less than 50% of the votes that can be exercised in a general neetin :
nevertheless have effective control of the company. This rf—ai’fg/ bf con%r(i?a'y
reflected in the takeover laws discussed in Chapter 27, which p;Ia;:é restrictions olr?
persons acquiring more than 20% of the shares in a widely held company.

1804 What impact do institutional investors have on
control?

[nrecent years the effect of substantial institutional share ownership has been th
subject of considerable interest for its impact on shareholders’ control of widele
held companies. For example, in 1996, 42% of the top 40 listed equities in Ne\if/
Jealand were owned by institutional investors, including life insurance companies

| The observation that such companies are, effectivel

. Atc : : tively, controlled by management and not by thei
ﬁ;ﬂ;}fﬁ:?:d{?[r:sa ;izaéﬁ?)irzfl}]){) lIl.I;lCCd JEJaCk Yto A Berle and G Means The Modern Corporation and J%Iw];;
roperty (Iansac ublishers, New York, 1932). See, also, G Stapled stituli 3 3
(orperate Governance (Clarendon Press, Oxford, 1996) at ch 1. pledon fnstitational Sharcholdecs and
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superannuation funds, unit trusts and banks. Traditionally, institutional investors
were viewed as passive and aloof, and unlikely to intervene actively in the
corporate governance of companies in which they invest. However, more recent
experience in New Zealand suggests that institutional investors may be expanding

their influence in corporate governance.”

The scope of shareholder voting rights

4805 Understanding shareholder voting rights

In the following discussion we collect together the most important voting rights
grantéa-to shareholders under the common law, the Companies Act and typical
censtitutional provisions. Many of the voting rights discussed in this section are
xeritioned elsewhere in this book in the chapters that deal with the particular
subject-matter of the resolution. The procedures in accordance with which the
voting rights described in this part must be exercised are discussed in Chapter 9.

When analysing the voting rights granted to shareholders of a company, you
should ask yourself in each case:

whether the power to vote is conferred by law or is something that can be
removed or excluded by agreement between the participants in the company

m  whether shareholders have a power to compel the company to take some action
against the wishes of directors, or whether the power is simply one to approve
or veto some action proposed by the directors

m what percentage of shareholders must agree with the resolution for it to be
passed (generally, either an ordinary or a special resolution will be required),
and

m  whether those who dissent from the proposal are bound by the majority’s
decision, or have a right to ask a court to review the merits of the decision to
ensure that it is fair.

2. For a discussion, see M Fox, G Walker and A Pekmezovic “Corporate Governance Research on New
Zealand Listed Companies” (2012) 29(1) Arizona Journal of International and Comparalive Law 1.
See also M Fox and G Walker “New Zealand Sharemarket Ownership” in G Walker (gen ed) Securities
Regulation in Australia and New Zealand (2nd ed, Lawbook Company, Sydney, 1998) at 261; M Fox,
G Walker and A Pekmezovic “Corporate Control of New Zealand Stock Market (NZSX) Companies:
The 2009 Data” (2010) 28 C&SLJ 494; M Fox and G Walker “Toreign Control of NZSE Companies:
New Zealand Evidence” (2000) 18 C&SLJ 283. See [urther F Navissi and V Naiker “Institutional
ownership and corporate value” (2006) 32(3) Managerial Finance 247-256. Aik Win Tan and T Keeper
“Institutional Tnvestors and Corporate Governance: A New Zealand Perspective” (Centre [for
Accounting, Governance and Taxation Research, School of Accounting and Commercial Law,
Victoria  University of  Wellington, Working  Paper No. 65, October 2008 —
www.victoria.ac.nz/sacl/cagtr/working-papers/WP65.pdf.
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We will see in the following discussion that the scope of shareholder voting rights
depends on the type of company in question. Generally speaking, shareholders of
listed companies have more extensive voting rights than shareholders of unlisted
companies.

9806 On what issues do shareholders have a vote?

Shareholders” voting rights are limited to the matters expressly provided for in the
Companies Act, the company's constitution (if any) and the common law. The NZX
Main Board/Debt Market Listing Rules confer more extensive voting rights on
shareholders of listed companies.

Subject to some exceptions, shareholders may have a right to vote on certain
decisions, including:

B appointing or removing a director or auditor

m adopting a constitution

m  altering the company's constitution (if it has one)
B approving a major transaction (as defined)

®m approving an amalgamation, and

®m putting the company into liquidation.
Shareholders may also have a say in the following:

m  authorising matters otherwise than in accordance with the Act’s procedures. by
unanimous consent, in those cases covered by s 107

m  management review by shareholders at a meeting of shareholders (s 109), and

m alterations of shareholders’ rights (s 117).

The shareholders’ voting rights related to each of these matters are discussed below.
Structural or constitutional decisions

9807 Appointment or removal of director or auditor
The minimum number of directors of a company is one (ss 10(d), 150).

Shareholders have the right to appoint and remove directors, unless that right has
been excluded by the company’s constitution.

Directors may be appointed in three ways, described below. In all cases the person
must consent in writing (s 152).

(806
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A director must be a natural person who is not disqualified from office by the

requirements of s 151 of the Companies Act. Disqualification applies if the person is

R uoder 16 years, of is an undischarged bankrupt, a person prohibited by
various enactments from being a director, or someone who does not comply with
qu_alifications contained in the company’s constitution.

First, a person named as a director in an application for registration or
amalgamation holds office from the date the application is effective (s 153(1)).

Secondly, directors may be appointed after the registration or amalgamation by
ordinary resolution of the shareholders (s 153(2)).

Subject to the constitution, the resolution must comply with s 155(1). This requires
a separate unopposed resolution, if more than one director is being appointed by
the same resolution.

Third’y, the court may appoint a director on apﬁiication from a shareholder or
crecitor of the company where the number of directors falls below the required
wuorum or to nil and it is not possible or practicable to appoint them (s 154).

A person might also be liable as a director even though not appointed as such, by
virtue of the broad definition of “director” in s 126. This applies essentially to a
person in accordance with whose directions or instructions the board or a director
may be required or is accustomed to act.

Unless the company’s constitution provides otherwise, shareholders may remove a
director by ordinary resolution (s 156).

The resolution must be passed at a meeting called for that purpose, and the notice
of meeting must state the purpose. If a director is not removed by ordinary
resolution, he or she continues in office until vacation occurs by resignation,
disqualification, death or otherwise in accordance with the constitution (s 157).

The rules surrounding the appointment of auditors changed on 1 April 2014 when a
new Part 11 was inserted into the Companies Act by the Financial Reporting
(Amendments to Other Enactments) Act 2013.

Under s 207P of the Companies Act an auditor must be appointed if financial
statements are required to be audited under the Companies Act or the Financial
Markets Conduct Act 2013.

The first auditor of a company may be appointed by the directors before the first
annual meeting: s 207P(4). Thereafter, the company must appoint an auditor at the

annual meeting: s 207P(2). Provision for automatic reappointment appears in s
207T.

There is an extended discussion as regards auditors in Chapter 17.
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1808 Adopting and amending the constitution

If a company chooses to adopt a constitution on registration, no shareholder
resolutions are involved. After registration, a special resolution of the shareholders
is required to adopt a constitution (ss 32, 106(1)(a)).

A company may alter or revoke its constitution, or a provision of its constitution,
by special resolution (s 106(1)(a)).

The company’s constitution itself may include further restrictions on or
requirements for amendment or revocation (such as a requirement that a particular
shareholder agree to the amendment or revocation) and any such additional
requirements must be met (s 30(b)).

A proposal to adopt, alter or revoke a constitution may be initiated by the
shareholders themselves under cl 9(1) of sch 1 of the Companies Act, unless that

clause has been altered pursuant to s 124. Directors also may initiate such proposals
(s 128(2)).

Changes to a company’s constitution that are passed by a special resolution of
shareholders are binding on the company and its board, even if the directors
disagree with the changes (s 31(2)).

1809 Approving a major transaction

Section 129

Approval of a major transaction is another procedure that requires a -siecial
resolution (ss 106(1)(b), 129(1))." The transaction must be either approved by a
special resolution or contingent on approval by a special resolutior: A “special
resolution” is “a resolution approved by a majority of 75% or, if a-fieker majority
is required by the constitution, that higher majority, of the votes of those
shareholders entitled to vote and voting on the question” (s 2).

Major transaction is defined in s 129(2) of the Companies Act. It involves the
acquisition or disposition of assets or liabilities the value of which is more than half
the value of the company’s assets before the acquisition or disposition. This applies
to an actual acquisition or disposition, or an agreement to acquire or dispose,
whether contingent or not. It applies also to a transaction having the effect or likely
effect of the company acquiring rights or interests or incurring obligations or
liabilities, including contingent liabilities, the value of which exceeds half the value
of the company’s assets before the transaction.

3. See also the discussion in S Watson “Allocation of Power within the Company” in ] Farrar and S

Watson (gen eds) Company and Securities Law in New Zealand (2nd ed, Thomson Brookers, Wellington,
2013) at [12.4].

1808

Shareholder Decision-Making 1 183

The major transaction provision increases shareholder control over these
transactions. It overrides to some extent the c.om1rn0r1 law r.ule t‘.nat the p(?wer to
manage is vested in the directors. See Automatic Self-Cleansing Filter Syndicate Co
Ltd v Cunninghame [1906] 2 Ch 34.

The statutory version of the management rule, contained in s 128, recognises
explicitly that it may be overridden by other provisions of the Act (such as s 129)

(s 128(3))-

NZX Main Board/Debt Market Listing Rule 9.1 — disposals and
acquisitions

The stock exchange rule for listed companies disposing or acquiring assets is
slightly .different. Such transactions are required by Listing Rule 9.1.1 to be
approved by ordinary resolution or a special resolution if s 129 applies, where:

4+ (he transaction would change the essential nature of the business of the issuer,

or

m  in respect of which the gross value of the transaction is in excess of 50% of the
average market capitalisation of the issuer.

The term “average market capitalisation” is defined.

The rule does not apply to a takeover offer by an issuer in respect of a .Code
company, or to any transaction with a bank at arm’s length and in the (.)rd‘mary
course of business, as a result of which the issuer has recourse to the “credit risk of
a bank”. In addition, the rule does not apply to an issue by an issuer of securities
for cash which does not change the essential nature of the business of the issuer.
The stock exchange may waive application of the rule.

NZX Main Board/Debt Market Listing Rule 9.2 — material
transactions with related parties

Approval by ordinary resolution is required by NZX Main Board/]?ebt Market
Listing Rule 9.2 for an issuer to enter into a material transaction with a related
party. “Material transaction” and “related party” are defined terms. A summary of
the definition of material transaction is that it applies to transactions involving a
value of more than 10% of the average market capitalisation of the issuer, or to any
amalgamation not being one between wholly owned subsidiaries. Some eXf:eptions
are listed in Listing Rule 9.2.4. Under NZX Main Board/Debt Market Listing Rule
9.2.5, notice of the relevant meeting must be approved by the stock exchange and
be accompanied by an appraisal report and other material enabling holders of
securities to decide whether the transaction price and terms are fair.

(809
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1810 Approving an amalgamation

An amalgamation proposal must be approved by special resolution of shareholders
(ss 106(1)(c), 221(5)(a)). An amalgamation takes place when two or more companies
merge and continue as one company (s 219)." The shareholders are entitled to
receive certain information outlined in s 221 of the Companies Act, not less than 20
working days before the proposal is to take effect. Any provision that would require
the approval of an interest group must be approved by special resolution of that
interest group. Interest groups are discussed at {814. Note, however, that the
Companies Amendment Act 2014 introduced new provisions as regards
arrangements and amalgamations of code companies.

9811 Initiating liquidation

Shareholders may put the company into liquidation by special resolution
(ss 106(1)(d), 241(2)(a)). In some circumstances, the board or the court may
commence liquidation also. From the commencement of liquidation, a shareholder
must not transfer shares or exercise constitutional powers except for the purposes
of the liquidation (s 248).

1812 Unanimous consent procedures

Because they require unanimous consent, the procedures permitted by s 107 of the
Companies Act will, in practical terms, be available only to closely held comparsies.
The Act makes no other concession for closely held companies, unlike compan 7 iaw
statutes in countries such as the United States and Germany.

The s 107 procedures permit the company to enter into a stafed range of
transactions without complying with some of the procedural rules {ag “he disclosure
requirements of s 140 when a director is interested in a trancaction with the
company).

The transactions to which s 107(1) applies are as follows:

® authorising a dividend otherwise than in accordance with s 53

m  approving a discount scheme otherwise than in accordance with s 55
m  acquiring shares otherwise than in accordance with ss 59-65

®m redeeming shares otherwise than in accordance with ss 69-72

4. See generally, D Cooper “Amalgamations” in J Farrar and S Watson (gen eds) Company and
Securities Law in New Zealand (2nd ed, Thomson Braokers, Wellington, 2013) at ch 38.
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"-—-_-—-_-_-—_ . . .
giving financial assistance for the purpose of, or in connection with, the

purchase of shares otherwise than in accordance with ss 76-80, and

authorising matters referred to in s 161(1) (directors’ remuneration and
henefits) otherwise than in accordance with s 161.

In addition, the company may:

g issue shares otherwise than in accordance with ss 42, 44 and 45 (s 107(2)), and

enter into a transaction in which a director has an interest so that ss 140 and
141 do not apply (s 107(3)).
The s 107 procedures cannot apply unless there is agreement or concurrence from

all entitled persons. Entitled persons are the shareholders plus any person upon
whom the constitution confers any of the rights and powers of a shareholder (s 2).

This might include people who are debenture holders and the like; for example,
where (L2 constitution provides a debenture holder with the power to remove the
bozrd 11 the event of default.

Ihe agreement or concurrence must be in writing (s 107(4)). It may be either
specific to the particular exercise of the power referred to, or it may be general (s

107(5)).
If it is a general one:

m an entitled person has power to withdraw his or her agreement or consent by
written notice (s 107(6)), and

m the board must send written notice of the exercise of the power to every
entitled person within 10 working days (s 107(7)).

The power to withdraw from an agreement considerably weakens the effectiveness
of the unanimous consent procedure.

Where the transaction is one of those in the initial list above, the power must not be
exercised unless the board is satisfied on reasonable grounds that the company will,
immediately after the exercise of the power, satisfy the solvency test (s 108).”°
Certification requirements apply (s 108(2)). Thus, the directors who vote in favour
of the exercise of the power must sign a certificate stating that, in their opinion, the
company will, after the exercise of the power, satisfy the solvency test.

An analysis of s 107 was undertaken by Robert Dugan in 1997.° He concluded that
a s 107 agreement cannot serve as a vehicle for shareholder management of the
business, because a board remains necessary to implement the transactions.” Also,
the directors cannot escape their duties under ss 131-137.

9. The solvency test is discussed in Chapter 19. i o o
6. R Dugan Companies Act 1993: Governance Issues for Closely Held Companies (Victoria University
Press, 1997).

7. Ibid, at 87.
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A further problem identified by Dugan is that, in some cases, s 107 may require

more documentation than the Statutory provisions that are overridden by the
assent.” He provides the example of a remuneration scheme for a sole shareholder
and director, Under s 161, the director must ensure that particulars of the

arrangement are entered in the interests register and must resolve and certify that
the arrangement is fair to the company.

By way of contrast, if the transaction is done under

wrilten assent, any other entitled person must also sign an assent, and the notice

requirements in s 107(6) would apply every time the director took drawings against
nt. In addition, at each drawing the director must resolve

and certify compliance with the solvency test under s 108,

It is possible for shareholders to enter into a

Act. This might provide for such things as

shareholder’s withdrawal right under s 107(6)
and share transfers.

s 107, the director must sign a

shareholders’ agreement outside the
an agreement not to exercise the
- It might also regulate voting rights

1813  Shareholder review of management
Unless the constitution provides otherwi
entrusted to the board of directors (s 128). However, under s 109 of the Companies
Act, at a meeting of shareholders the chairperson must give shareholders
reasonable opportunity to question, discuss or comment on management (s 109(1)).
The meeting may pass a resolution relating to the management of the company. (s

109(2)). Any such resolution is not binding on the board unless the constituvicn
provides otherwise (s 109(3)).

5¢, management of the company is

1814  Altering class and interest group rights

Under the Companies Act, the alteration of rights attaching to share
the approval of shareholder interest groups. Thus, a company/can
action against an interest group unless th

s 7s subject to
not take such
at action has been approved by a special
ed. This fundamental rule is set out in

What are class and interest group rights?

Subject to the constitution, a company may issue different classes of shares with
different rights attaching to them (s 37). Typically, different rights may be in

relation to voting, dividend entitlement, in repayment of capital, and entitlement to
share in surplus assets on liquidation.

Class means a class of shares having attached to them identical ri
limitations and conditions (s 116(1)).

8. Ibid, at 40,
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ay be treated as being divided into classes even though they are not
hares

i ibed in the constitution or the terms of issue of the shares as being of different
describe ’

The existence of a class depends on the identity of -interest t.)e.tlween
dasses.t shareholders. Thus, if shareholders have different rights, privi efes,
dlfferijl']ons or conditions attaching to their shares, these shares may be treated as
limita

being in different classes.

interest group is not a formal class of shareholders but is a temporary gSroupmg
" }nte emerge in response to a particular company action or p.ro_pasal. up;lposet,
e le, that a company has a class of preference shares and' it is propose t .’3
e exa;ntie 'preference shareholders will have their dividend entltllemergt] m](zre;]ac.s‘?h.
F i s withi lass, then, should a block of the
- t of interest groups within a class, : : ;
et 1 enough votes to satisfy a special
e shareholders happen to control enoug :
preﬂljri?f procedure, the remaining preference shareholders would be unfairly
resolutic :
discriroinated against under such a proposal.

Thus, the Act — after defining “interest group” in s 116 as being adgro;]ptc;i{
l‘qar::holders whose rights are identical and affected in ltlhe same Wa){ —a n:zl O?her
: i i 's of shares in a class a
| distinguishes between some holders o .

?1 11355202? shares Ef that class, holders of shares in the samelclass may. fall mtc; dtv;/)o

fmore interest groups (s 116(2)(b)). It follows that a special resolution would be
0

required from the interest group adversely affected.

What amounts to an alteration of “rights attached to shares™?

' ill include voting rights, rights to
r s 117(2), rights attached to shares wi . :
gir;‘i?butions pre-emptive rights and also the right to have the procedures set out in
the Act or the constitution observed.

In addition, the issue of further shares is generally deemed‘ to ‘tfe an act;'on affs:t{;}i
rights attached to existing shares (s 117(3)). Howggfer, tt)hls w1_ll nstoz; ;n;f;{zs s
i i 3] Ch 65, a bonus issue
e. In White v Bristol Aeroplane Co [195 ! res
;?:ference and ordinary) to ordinary shareholders greatlyhdllclluted ‘Te VOtl]’llf] Eltggltz
he issue was held not to amo
{ preference shareholders. Nonetheless, t , it te
Ear?ation of the class rights attaching to shares, because the company's constltl}tlt(;ln
gave power to vary rights attached to any class of shares. Section 117(3)(a) of the
Act permits the same result to be achieved.

Rights of dissenting shareholders

i ights
Where an interest group has, under s 117(1), approw‘ed an alteratlond ofhn%zst
attaching to shares, minority shareholders who were not in agreer.nent and who s
all their votes against approving the proposal are entitled to require the company
purchase their shares in accordance with s 111 (s 118).

1814
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theory suggests that companies whose operations are funded by a higher level of
debt can offer a relatively higher level of returns to shareholders than Mmore
conservatively geared companies, provided that the company’s income is more than
adequate to cover the cost of carrying the debt (ie interest and Principaj
repayments). However, if the company's income falls, shareholders in a more highly
geared company face a greater risk that the carrying costs of the debt will swallow

all of the company’s profits (leaving none available for dividends) or exceed the
company’s ability to pay, resulting in insolvency.

In practice, the optimum level of gearing for most companies would appear to be
one involving the maximum amount of debt that can be serviced, without affecting
the company’s ability to pay dividends, on conservative projections of the
- However, company managers may in practice he
limited in making the funding decision by conditions imposed by financiers or by
conditions in the financial markets. For example, a bank may require as a condition

of lending to a company that the company’s total indebtedness not exceed 60% of
the company’s total assets.

It is important to understand the legal rules relating to company

finance against
this background of capital decision-making.

What are the sources of company finance?

The principal sources of finance for limited liability companies include:

B share capital
®  debt finance

®  off-balance sheet funding such as equipment leasing and project finari~c

B trade finance, and

B retained earnings.

Share capital: A company’s share capital is made up of the money or assets
contributed to the company by people proposing to become shareholders of the
company. The amount contributed becomes the property of the company and the
contributor is issued with shares in the company, which may be “ordinary shares”

or shares with particular rights attached. The nature of share capital is discussed in
greater detail below,

Debt finance: Debt finance is money lent to the company, in the expectation that
the company will pay interest throughout the term of the loan, and will repay the
principal (the original amount loaned) by the end of the term. The lender may be an
outsider, such as a bank, or an insider, such as a shareholder of the company.” Term

2. For example, as in Salomon's case, discussed in Chapter 3.

11802
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those often made by banks) and overdraft facilities are examples of
Joans {SUCh o Otfl ers include promissory notes, bills of exchange and letters of
debt. fll];)ar[;(t:efmance is discussed in detail in Chapter 20.
b 'e - Trade finance is a term used to describe the situation in which a
e ﬁna;lc:-re;;vid goods or services in advance of paying for them, or has
Com‘lt'}v'ﬂerziypa?’ment in advance of delivering goods or services.
:;Zined earnings: Retained earnings are earnings from previous periods that have
not been distributed to the company’s shareholders. f working canital
Both trade finance and retained earnings are important sources of working cap

for many companies.
11803 Differences between share capital and debt finance

Intiocduction | |
fandi in differences between equity and debt is
N saw abolv ¢ t:géi?gi?a&fn%uilgilr:qal-r:igcision in companies. This_ sec.tioln
importﬁfllt 1nh m;jin differences. I'Io'wever, in considering the following, it is
. O:ler';tand that they are general statements about the typical termslof
i feciailns only. The particular terms of a particular_debt or _equlty
- ‘[V_VO typesbocfl'fferent In addition, it is possible to structure particular claims of
gl mayh i ﬂlle hav-e some of the characteristics of the other type. An example
- t'yp'e > tf " ﬁcey shares, which are discussed at 11805. Even though preference
O‘rfl t;nelss :1?"9p ZZS:fy they ha\;e many of the usual characteristics of debt.
sha > -

What are the characteristics of debt?
Generally, debt has the following characteristics: |
the company is required to pay interest at an agreed rate (wWhether or not its
i itable)
operations are profita |
the company is required to repay the principal at the end of an agreed term (the
[ i inc .
company may sometimes repay the principal earlier)
m the lender has priority over shareholders for repayment of the principal on a
company's liquidation |
m  the lender is not a shareholder of the company and has no shareholder rights
(such as voting rights) - o
the lender has no right to share in any surplus assets on l.1qulldat‘10n (ie no 11"11gh
4 toea share of any assets left in a solvent company on its liquidation after all the
legitimate claims have been satisfied), and | |
the capital provided is for a short or finite term, and there is an expectation
. H o
that it will be repaid in the normal course of business.

11803
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What are the characteristics of equity?

Equity securities (shares) will usually have the following characteristics:

m the company is able to pay dividends onl

solvency test

m  there is no expectation that the princi
the company’s life

m  the shareholders have the rights (such as voting rights)

pal will be repaid to shareholders during

the shareholders will be entitled to repayment of their principal on the
company’s liquidation only after all other legitimate claims have been satisfied

the Companies Act 1993 (the Act) and the company's constitution

® the shareholders are entitled to share in any

liquidation, and

the capital provided is long-term, and there is no general expectation that it

will be repaid before the company is put into liquidation.

What are the key differences?

These differences are illustrated in Table 18.1.

Table 18.1: Difference between debt and equity

company is contractually bound
to pay

[ Debt Equity
Payments to Interest at an agreed rate that the | Dividends payable is declarad .‘5;_ y
investors

the directors, subject to the
company satisfying the solvency
test

y if the company satisfies the

conferred on them by

surplus assets on the company’s

Repayment of
principal

Parties usually expect repayment

of the principal at the end of the
term

Usually, no expectetion that
equity capital will be repaid to
shareholders while the company

is a going concern

Priority

repayment of principal

Lender has priority over shareholders for payment of interest and

Ownership

Lender is not a shareholder

Equity holder is a shareholder,
with shareholder rights (such as
voting rights)

Right to share
in surplus
assets on
company’s
liquidation

After repayment of principal, no
right to participate

May participate in surplus assets,
depending on the terms of the
issue of the shares

11803
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However, the typical terms outlined in Table 18.1 may be varied by the company
and the investor, by agreement.

i laimants: In ordinary circumstances, shareholders are
Shmel:r(:k;?;'sa:ezie(?:(zialll;::llachnams. Debt holders or fixed claimants are entitled to
i _COB gistributions and repayment of principal in priority to equity .hol-ders.
rece}:f holders carry the risk of insolvency but enjoy all of the potential gains if the
i );n ’s profitability exceeds its debt-carrying costs. Generally, equity represents
;:;I:g‘)ter{n finance for the company, while debt is considered short-term (or at least
of a finite term).”

Tax deductibility: Another important difference between equity and debt finance is
that the distributions paid on debt finance (ie interest payments) are g.ene'ra.lly tax
deductible for the company, whereas the distributions paid on equity (ie dividends)

are not.

The nature of share capital

11804 What is “share capital”?

A company’s share capital is the amount of money or assets_ co?tributed 1[]0 tlllz
company by its shareholders when they subscribe for shares mkt1 e cimpa yé 5
subscribing for a share, a person who wishes to become a shareholder takes somTh
his or her own money or assets and contributes that amount to the Con;lpang. u e
money or assets contributed then belong to the company. In return, ‘the s a;le older
is issued with shares in the company. A company’'s power to issue shares is
contained in s 42 of the Act.

The concept of “share capital” is much less significant under. the Companies Act
1993 than it was under the Companies Act 1955. Indee(f!, th“e?e is only one referelrlxcci
to “capital” in the 1993 Act. The expression “share Capltflﬂ is now a mlsnome;‘l 1f
implies the existence of an identifiable capital fund maintained for the benefit o
creditors and shareholders. Today, the share structure of a New Zeal.and co'mp;tgy
has no significance for the rights of creditors. Protection. of creditors is provided by
the solvency test. The solvency test requirements are discussed at J1912.

What is a “share”?

A share in a limited liability company is a claim against the company .tol which the
rights set out in the Companies Act and the company’s constitution (if it has one)
attach. Generally, those rights will be:

3. See, further, W Klein, ] Coffee. and F Partnoy Business Organization and Finance, Legal and
Economic Principles (11th edition, Foundation Press, 2010).

{1804
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[ ] Slstribu_tion rights (ie rights to receive dividends during the company’s life
epending on the terms of issue of the particular share, rights to repamelindf
: 0

the principal and to share in
’ any surplus assets of
company's liquidation), and ’ "o ©f the company on dig

W control rights (ie rights to exercise some control over the management of th
e

company's affairs, generally taking the form of a ri
decisions affecting the company). ; 7 rihtto vore on .

The legal nature of a share is set out in s 35 of the Act.

;\r SSS:teyi?SECF}?BCB]Of g)ersor}l]al property that belongs to the shareholder Unlike rea]
as land), a share is an example of intangibl .
lawyers as a “chose in action”. Bec it i iy of the sherehor 13 v
. : - because it is the property of the shareh i
be dealt with by the shareholder in . e e
_ the same way a —
it can be sold, mortgaged or devised by will, Yo amer propety ~ for T

911805 What are “classes of shares”?

W : ;

2 ée?sgiddlnh tChatp;teth that companies can issue shares of different types, with
] ghts attaching to each type of shares. Th i :
different types, or “classes”, is oive £ the Act. which s
; . 1s given by s 37 of the Act, which
company may determine the terms on which i o e o

du its shares i i
and restrictions attaching to those shares. e fssued. and the right

Why do companies issue different classes of shares?

Although not restricted to these matters, different classes of shares Wi generally

€ Create where the C()[I]pa]ly I.Sl]e 0 1ssue S] dare W (] ere
t d k W .
t. : S 1 S th ﬁT rent IﬂghtS h]

B entitlement to dividends

B priority in relation to the payment of dividends

B voting rights

® priority in repayment of capital if the company is put into liquidation, or
® right to share in surplus assets if the company is put into liquidation

Whi i
€re a company proposes to issue shares of different classes, it is good practice to

{1805
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The reasons why a company may wish to issue shares of different classes, and the
kinds of rights that can attach to the different classes, depend on the individual
circumstances of each company. In particular, a company may wish to:

entrench control in the hands of a particular shareholder or group of
shareholders — this could be done by creating two classes of shares, one of
which has greater voting rights in a general meeting, or has other control rights
such as the right to nominate one or more directors to the company’s board

issue shares that have many of the characteristics of debt (such as the right to a
fixed distribution payable in priority to distributions to other shareholders, and
the right to a repayment of principal at the end of an agreed term) but that are
treatéchas equity for the purposes of calculating the company’s gearing ratio —
i these circumstances, the company would issue preference shares, which are

-

described below

establish separate classes of shares, to be issued to the participants in an

incorporated joint venture, or

issue shares that participate differently in the company’s profits (eg in some
family companies, different parts of the company’s profits can be streamed to
particular family shareholders for tax or commercial reasons).

Are there any restrictions on the rights that can be attached to
shares?

For unlisted companies, there are few restrictions on the rights that can be attached
to particular classes of shares. The replaceable rule in s 36 of the Companies Act
provides for one vote per share, but it is possible to vary this by issuing shares of
different classes with different voting rights attached. However, for listed
companies, certain requirements of the Main Board/Debt Market Listing Rules may
affect the company’s ability to issue shares, say, that have enhanced voting rights.
This is because Main Board/Debt Market Listing Rule 8.1.4 requires NZX approval

for the amending of voting rights.

Can the rights attaching to shares be changed?

Changing the rights attaching to shares in a particular class is discussed at 11814
and Y1816.

{1805
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What are “ordinary shares”?

Many companies elect to issue shares of two classes — ordinary shares an
p
preference shares.*

Typically, where this distinction exists, the ordinary shares will have:

m the right to share equally in any dividends (if they are declared) with all other
ordinary shareholders, after all other claimants have been paid

m the right to vote at a general meeting of the company

m the right to be repaid their capital (or a pro rata® share of it) on the company
being put into liquidation after all other claimants have been repaid, and

the right to share pro rata in any surplus assets after the company is put into
liquidation.

What are “preference shares”?

Preference shares typically have:

®  the right to receive a fixed dividend (say 10 cents per share per year), provided

there are profits available for distribution and a dividend is declared by the
company

m the right to be repaid the principal if the company is put into liquidation, in
priority to ordinary shareholders

m  no voting rights unless dividends are in arrears, except on resolutions to rectce

the company’s capital or put the company into liquidation, or at class meetligs
on matters affecting their class rights, and

®  no right to share in surplus assets once the company has been lwuidated.

Cumulative preference shares: Preference shares may be cumulative or
non-cumulative. The holder of a cumulative preference share carries forward his or
her entitlement to a distribution from one year to the next if no dividend is declared
in a particular year. For example, if a person holds a cumulative preference share
offering a dividend of 10 cents and in Year 1 no dividend is declared (eg because
there are no profits available from which a dividend can be paid), that person will
be entitled to receive a dividend of 20 cents in Year 2 before any dividend is paid to

4. See E Ip “The Share Capital Puzzle: The Corporate Decision (o Issue Ordinary or Preference Shares”
(2002) 20 Company and Securities Law Journal 289.

5. "Pro rata” means in proportion. Assume a company has issued ordinary share capital of $100, made
up of 10 shares issued at $10 each. A owns seven of these shares and B owns three. If there is only $10

left for the ordinary sharchoelders when the company’s liquidation is completed, A would receive $7 and
B would receive $3.

11805
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rdinary shareholders. The holder of a non-cumulative preference share loses his or
Eer entitlement to any dividend that is not declared or paid in the relevant year.

Redeemable preference shares: The Act also allows companies to issue redeen;altaklle
preference shares. Redeemable preference shares allow fm'" the repaymetlt‘o the
principal at a particular time or on the occurrence of a particular eventhpnolt.to i‘
company being put into liquidation. Such shares can be redeemed at the ofp u:)nt}?e
the company at a specific date. Section 75(2) exenllpts such a redem})tltj.n rorF e
usual procedures required for redemption, particularly the application o

solvency test.

Converting preference shares: Another type of preference shan‘a sometimes flssuec?
is a converting preference share. These shares usually carry a nght to a pre .erret ;
fixed dividend for a particular term, and then allow for or require coaqver;ont to
ordinary. shares at the end of the term. Usua]ly,-the conversion ratllo will reflect in
somé® viay the value of ordinary shares at the time of the conversion.

11806 What are “partly paid shares”?

Sometimes, a company will choose to issue shares that are partly pai.d. '.J_“his Ve
that the person subscribing for the share pays only part of the subscrlptlmn price to
the company at the time the share is issued, with the balance to be paid at a later

date.

What is a “call”?

Where a company has issued partly paid shares, the company is entitled lto rr{z(a)lae a;
call at a later time for some or all of the balance owing on the share. SECt]Ol"l ) ?
the Act states that, if shares in a company are partly paid, the-shareholder is liable
to pay calls on the shares in accordance with the terms on which the shares are on
issue.

What if a call is not paid?

Generally, where a company has issued partly paid shares, . it will a.dopltd a
constitution containing provisions dealing with what is to occur if the shaleho er
does not meet the call. Under s 100, the company can recover the am'ount owing on
the call from the shareholder. Often the company’s constitution will say that the
share is forfeited, and the company can arrange to auction the share to ar]olther
person, keep the amount of the call, and pay the balance of the proceeds of sale to
the defaulting shareholder.

(1806
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Why do companies issue partly paid shares?

A company may issue partly paid shares for any of a number of reasons. The
company may forecast significant funding requirements in the future and wish to
“lock in” a commitment for equity funding in the early stages of the project. For
example, a company engaged in the research and development stages of a project
may wish to issue partly paid shares, so that it is assured of being able to call for
the balance of the subscription price on those shares when it requires further funds
for commercialisation of the project. Using partly paid shares may be preferable to
issuing more shares at the commercialisation phase, especially if issuing more
shares would require the (costly) preparation of a prospectus. The prospectus
requirements of the Securities Act 1978 are discussed at 11909.

Alternatively, a company may wish to give particular people the rights of
shareholders (including voting rights and rights to receive dividends) without
requiring them to put up the full amount of the subscription price at the outset. In
the 1980s, this was a popular means of providing rewards and incentives to
company officers. However, this type of issue is now less popular,

711807 What are “options”?

Broadly speaking, an option is a right to buy or sell something at a price that has
been previously agreed, at (or by) some agreed time in the future.

Options over unissued shares: Companies sometimes issue options over their
unissued shares that entitle or require the option holder to subscribe for shares af

an agreed price (or at a price to be calculated by reference to an agreed formula) a.
or by a specified time in the future.

Options over issued shares: Options can also be granted by persons who own
issued shares in a company, giving the taker of the option the right or obligation to

acquire the option-writer's shares in the future. Sometimes, options over issued
shares are referred to as “warrants”,

Who are the parties to an option contract?

There are two parties to an option contract — a purchaser (or taker) and a seller (or
writer). The purchaser pays the seller an amount (referred to as the option premium)
to acquire the right conferred by the option.

What are some important types and features of options?

Some common terminology used in connection with options is set out in Table
18.2.

11807

AT J 2

lmmmrrmllliﬁhlllmmmmlmmnmrnnnnmlmnnmﬂmmmmﬂm

Shares and Shareholding 1

Table 18.2: Option terminology

Term Definition

An option that carries the right to sell a share. The
person who holds the option has the right to
require the other party to buy the share at the
agreed exercise price.

Put option

An option that carries the right to buy a share. The
person who holds the option has the right to
require the other party to issue or sell them the
share at the agreed exercise price.

Call option

The price paid by the purchaser to acquire the
option.

Option premium

Exérose price or strike | The price payable to exercise the option and buy
oiice the underlying security.

!—American—style options | Options that are exercisable at any time up to an
agreed expiry date.

European-style options | Options that are exercisable only on the agreed
expiry date.

The price provided for in the option is referred to as the “exercise p'rice”. If .the
exercise price of a call option is below the market Value'of the underlyllng §ecur1ty,
the option is said to be “in the money”. If the exercise price of a call opt1?r1 is above
the market value of the underlying security, the option is said to be “out of the
money”. The reverse is true of a put option.

If an option is in the money, the option itself has a value. In the case of options
issued by listed companies, these are sometimes traded on the stock exchange
separately from the shares that underlie them.

Ownership

11808 Who are the owners of New Zealand companies?

Shares in large listed companies are generally widely held by institutional, Private
and overseas investors.® In contrast, most of the shares in smaller companies are
owned by the person who started the company or his or her close associates.

6. See M Tox, G Walker and A Pekmezovic “Corporate Governance Research on New Zealand Listed
Companies” (2012) 29 (1) Arizona J of Int & Comp Law 1-48.
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Who owns the shares in small business companies?

Most of the shares in New Zealand companies that are classified as small businesses
are owned by the person who started the business (the “founder”) or the main
person involved in running the business, and members of his or her family. Persons
who could loosely be described as “partners” of the founder, and other personal
investors, make up the next largest group of shareholders in this type of company.

11809 What is “shareholding”?
All companies are required to have at least one shareholder (s 10).

The company’s shareholders are, loosely speaking, its owners. They are the people
who have invested money with the company in the expectation that they will
receive a return on their funds if the company is successful, either in the form of
distributions (called dividends) paid out of the company's profits during its trading
life, or in the form of a growth in the value of their investment in the company over
time.

The nature of share capital — the interest in the company held by shareholders —
was discussed earlier in this chapter. Shareholders in a company may hold shares of

different classes, entitling them to different distribution or control rights. The
concept of classes of shares was also discussed earlier.

The question of who is a shareholder is important because it is the relationship
between the shareholder and the company, and between each shareholder and each

other shareholder, that creates the company. Rights and remedies between and
among shareholders define the company.

Who can be a shareholder of a company?

Any person who can hold property in his, her or its own name can be a shereholder
of a company. This includes humans and artificial persons such .as. companies
themselves. The only exception to this may be people who are incapable as a matter
of law of entering into binding contracts to acquire shares, such as people under
the age of 18 where the contract is not for their benefit and advancement.

Who are the shareholders of a company?
Section 96 of the Act says that a shareholder is:

B a person whose name is entered in the share register as the holder for the time
being of one or more shares in the company

® a person named as a sharcholder in an application for registration of a
company at the time of registration of the company, or

m a person who is entitled to have his or her name entered in the share register
under a registered amalgamation proposal as a shareholder in an amalgamated
company.

11809

Shares and Shareholding 1

(1810 How does someone become a shareholder of a
company?

A person can become a shareholder of a company when it is formed or after it is

formed.

On registration: A person becomes a shareholder on rlegif‘.tration of lt}}(e ig}r;lp:;z
by being named (with his or her consent) in the application for rlegls rabecomin
proposed shareholder. Section 96 of .the /l\ct tre;:ts these people as g
shareholders at the time the company is registered.

After the company is registered: A person may become a shareholder after
registration of the company either by:

m subzcribing for new shares in the company, or

»_ ocquiring already issued shares from another shareholder (eg by buying or
inheriting them).

The person becomes a shareholder once he or she is entitled to be entered in the
share register. The register is a list of the names and addresses of the share.holiers;
The company is required to keep such a register under s 87 of the Companies Act.

How does a person subscribe for shares?

“Subscription” is the process by which a person acquires new shares in a company
after its registration. The process of subscription is:

m The company invites a particular person® or .people gelnerally to subécnlb% for
new shares in the company. The company will determmfa the terms (mc.u-mg
the price) on which the shares are issued, and .the rlghtsland res;?ctf;i
attaching to them. Special rules apply to companies proposing to offer
shares to investors. These rules are discussed in Chapter 19.

m If someone decides to take up that invitation, the person makes an off?r t‘rljly
making a written application for shares and paying all or parthoor be
subscription amount to the company. That payment may be in cash thi
transferring property to the company. An example of a Pers;or; p.a\yl.lrglgcaSe
subscription amount in property rather than cash is found in Sa omonig : th.
where Mr Salomon transferred his business to the company in return for the

icati  registration is dis in Chapter 5.
7. Application for registration is discussed in L o |
8. The requirement to keep a register of shareholders is dlscusssﬂe‘d in Chapter 17.
9. Invitations to particular people are sometimes referred to as “private placements”.

11810
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issue of new shares.” Where so
: meone pays only part of the ipti
amount, they are issued with a “partly paid” share)./ ”p g

5 T .
?ft?é the application is received, the company’s board of directors meets ¢
ecide whether to accept the application. If the application is accepted ne:;

snare e a"()“ed (8] ” e app]ICaﬂt, Wh“ h Tl d tll e

w aAf(tjeEhallotm?nt, the app-li‘cant’s name is entered on the register of shareholder:
anSha e apptlllitrzant is notified of the allotment. Generally, the person will be seni
re certificate or, if the company is listed on th i
: : ! e NZX Main Board
holding wﬂ} be registered electronically and the shareholder will recei’v;he
statement, like a bank statement, rather than a certificate. y

[hese ]ES two steps Ilake Ip e iSSlle l)l Sllale () 1ce ] e€se Steps are cor ll|81611
S
the pBlSOll s a Sl]ai eho]der OI the C()mpany.

How does a person acquire already issued shares?

A
person may also become a sharcholder of a company by acquiring already issued

shares in the compan isti
y from an existing shareholder. Usually, thi
person buys shares from another person. e

Where a person acqui i
; quires already issued shares, the amount paid f 3 i
paid to the party selling the shares, not to the company. ’ Tk shareag

I\BAI;)I/;nt sh(z;reil in a listed company: If the company’s shares are listed on the NZX
oard, the purchase will take place via the NZX's computerised share trading

system, called FASTER or the “F [
b " e "Fully Automated Screen Trading and Electreric

In thi i i
Offerlih(;aifl,af pefrson lWan‘[mg to sell his or her shares will instruct a sharetroker to
i es 1or sale at a particular price or at the cu "
wishing to buy shares will instru i by domes ot et
ct their sharebroker to bu i
: ! y shares at a particul
?R?p E)Ir{ E:: tltle currznt r;larket price. The two brokers will match the offe?s via l;lj:
ystem and, where the buyer and seller agre i
: e on the price, the sal
purchase will be made. Evidence of g A ot
. the completed sale will be
- . enough for th
purchaser to require the company to remove the name of the seller as thg owner OT’

ares tS sha 2 p
egister d
the Sh 1. 1 }l re 1 g e 4an InClude the name (]1 the UICilaSEI 111 ﬂl(—!

Buvi ; ’
ﬂ:g:lngli igar;sz >1<n Al unlisted company: Where a purchase is not conducted
gh the Main Board (generally, because the company is unlisted), the

10. Salomon's case is discussed in Chapter 3.

11. The circumstances in whi
UM ¢ ch a c 3 iss i
{1806, company may choose to issue partly paid shares were discussed at

{1810

7 -

411

Shares and Shareholding 1

arties will execute a document called a “share transfer” and lodge that document
with the company. The company will then register the transfer by removing the
name of the seller and inserting the name of the purchaser in its register of

shareholders.

Restrictions on transfer: The constitutions of some unlisted companies impose
ictions on share transfers. These restrictions are not permitted for listed

special restr
because of the Main Board/Debt Market Listing Rules.

Companies.

For example, some companies’ constitutions require the directors to approve a
(ransfer before it is registered. This allows the current directors to control who
becomes a shareholder. The Companies Act requires the directors to enter the name
of the transferee in the register forthwith, unless:

the béard resolves within 30 working days of receipt of the transfer to refuse or
dela the registration of the transfer, and the resolution sets out the full

rezsons for the refusal or delay, and

» - the Act or the company's constitution expressly permits the board to refuse or
delay registration for the reasons stated.

The constitution must set out specific agreements on which registration can be
refused, and any refusal must be in those terms (s 84(4)).

Acquiring shares by operation of law: A person may also become the owner of
shares by operation of law, for example, where the person has inherited the shares
from a shareholder who has died, or the person is the trustee in bankruptcy of a
shareholder who has become bankrupt. Alternatively, a court may have made an
order requiring that a person transfer his or her shares to another person.” In these
cases, the person acquiring the shares gives the company appropriate evidence of
his or her entitlement to the shares and the company then makes the necessary

alterations to its share register.

Acquiring shares by compulsory acquisition: A person may be entitled to have
anather person’s shares transferred to him or her without the consent or
cooperation of that person in certain other circumstances. For example, this occurs
where a person is entitled to acquire compulsorily another person’s shares
following a takeover of the company under which the new controller of the
company has become entitled to at least 90% of the company’s shares.”

12. Por example, we saw in Chapter 16 that the court may make an order requiring one shareholder of a
company to buy the shares of another sharcholder, where the company’s affairs have been conducted

oppressively.
13. The takeover rules are discussed in Chapter 27.

11810
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11811 How does someo -
ne stop bein
company? P g a shareholder of 3

A e W i
p rson 111 no IOﬂgEI be d S]la[‘eh()lder Of a Compall_y lf amor lg Otller thll"l
s gS'

m  he or she transfers the shares to another person, or

®  he or she transfers the shares back to the company under a “buy-back”
- , or

m th
e shares are cancelled by the company under a reduction of capital, or

®  the company is deregistered, and ceases to exist.

St
. ;;esl\g;?] bg tragsferreg by sale and purchase, either “on market” (ie through th
oard) or “off market” (ie a sale not occurring on a regi%;teres

exchange’s market). Alternativel
. sh ; ,
or to their heirs after death. ¥, sharetiolders may dispose of their shares by gife,

Buy-backs are discussed in Chapter 19.

A shareholder who halds partly paid shares in

forfei ;

rgrieilrte dthgse shares if he or she fails to make a payment to the company wh

prgvi i A?’ thf[ company tol do so, if that is what the company’s c%ns}t/it‘lftien

has been- a%ar yhpald share is a share on which only part of the subscription .

. balanf:)e IOft(zhte e c;;mpany. Persons who acquire partly paid shares agree topgg;
. subscription price when called on t

they fail to meet that call, their shares may be for?gte(c)i [0 s0 by the company. If

a limited liability company may

When a i
company goes out of existence, its shareholders cease to be shareholders <f

the company. Deregi i i
. : : gistration, which is the proce i 4
is terminated, is discussed in Chapter 24. - by whishia TPy s edky

Shareholders’ rights

11812 What rights do shareholders have?

We s o
aw earlier in this chapter that companies can issue shar

Typically, the rights that attach to shares include: R e gy

®  voting rights
®  distribution rights
B rights to receive information, and

m  class ri i
ss rights, where the shares are divided into more than one class

11811
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These rights can be tailored to the particular requirements of the compary and of
those people proposing to invest in it. A summary of the rights that usually attach
to different classes of shares is set out at 11813-91816. It is important to remember
that these rights can be modified by the company’s constitution or by the terms of
issue of the particular class of shares.

41813 Voting rights

The main control device that the shareholders of a company usually have is voting
rights. This control device is sometimes called “voice” (as opposed to “exit”, which
is a way of describing the sale option)." Understanding shareholders’ voting rights
encompasses the following issues:

s On what matters and in relation to what decisions are shareholders given a
vote?

In.(vhat circumstances can they initiate consideration of an issue (rather than

[
just accept or reject a proposal put to them by others)?

w  “How many votes does each shareholder have?

On what matters can shareholders vote?

Shareholders will generally have the right to vote at general meetings of the
company. However, the matters on which shareholders may vote are restricted. We
saw in Chapter 7 that shareholders cannot give directions o the board of directors
on how the business of the company is to be managed. The matters on which
shareholders are entitled to vote are discussed at length in Chapter 8.

How many votes do shareholders have?

The replaceable rule in s 36(1) of the Act states that, subject to any rights or
restrictions attached to any class of shares, each shareholder of a company with
share capital has one vote on a show of hands, and one vote for each share held on

a poll

When can preference shareholders vote?

Where a company has issued preference shares, the terms of issue of the preference

shares will usually provide that the holder does not have the right to vote except.

E where dividends are in arrears, or

m  on resolutions to reduce the company's capital or put the compary into
liquidation, or

m  at class meetings on matters affecting their class rights.

14. See AO Hirschman Exit, Voice and Loyally: Responses to Decline in Firms, Organizations, and States
(Cambridge, MA: Harvard University Press, 1970).
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