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SUMMARY

The -concept .of the'company'constitution as a-contract will be

examined in three parts.

. The first part is devoted to the legal nature of the qonstit@tion.
It will examine the role of the two.spurtes of its nature and
~sanction, namely the contractual and.fhe statutory. It will also

) identify the parties to the constitutidnv;nd éccording]y the
contracts to pe'found therein. -fhen consideration will be given
to the possibility in law of altering the company cons;itytioh
by the‘unanimous‘consenf of-all its members, without cdmp]ying

A'with.the formalities for such a]tefétioﬁ as are prescribed by
statute. In addition, attentibn‘wi11 be given to the prdb]em

- of'reétifyihg mistakes in the constitution once it is regiétered:

These topics serve-to cast 1ight on the legal nature of the

company constitution.

- The second part is cdncerned_with aspects of the enforcement of
rfghts arising ffbm the contraci embodied in the constitgtion;

" One such aspect is the proposition that continued membership of |

_'.a company is a barrief to an action for damages against that

company.

“Another aspect is-the ultra vires dpctriné under the common
"~ law in terms of which acts beyond the capacity and powers of

"a company are void. Since the'memorandum and articles



ii

_ Constitute a contract, the members rights in relation to such an - .

act will be considered. - - T S

The important changeé to this common law doctrine wrought by

s36 of the Companies Act, 1973 will also receive detailed attention.

Another aspect is the rule in Foss v Hafbott]e, which circumscribes

the rights of a member to take action to enforce rights arising
~ from the.constitution, firstly inrregard to a wrong done to the
company, and secondly, in matters of internal'management,.where
the irregularity is capéb]e of ratification by a simple majorﬁty.
Consquéntia] difficu]fies in the definition and the enforcement

of the member's persdna] rights will also receive attention.

) Tﬁé t%ird part is devoted to another major topic to which
specia]'attentibn wi]] be~ngen, namely. the outsider rule.

It declares that rights purporting to be giQenAby an article |
in a capacity other than that of a member, cannot be enforced
against the company. Its effect in limiting the Scope of the
. contract embodied in the constitution, and, therefore, its
~role as aﬁ obstacle to the enforcement of contractual rights
embodied in the constitution, will occupy the remaining

chapters of this dissertation.

’
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CHAPTER 1 - AN OUTLINE

“The subject-matter of. this dissertation is the concept of the company
“constitution as a contract, with special emphasis on the outsider rule.

- Several facets of this complex subject will be examined, and have been
selected because each contributes to a comprehension of- the contractual nature
of the company constitution. '

The f1rst broad aspect to receive treatment is the legal nature of the
const1tut1on, Its contractual nature may be traced to its antecedent, the
constitution of the joint stock assoc1at1on. On the other hand, a company.
‘which is registered under the relevant companies ]égis]ation derives its
sanction from this statute. The role of these two sources  in determining
“the legal nature of the constitution is evaluated. '

The contractual naturé of the company constitution presupposes that
there are parties to the contract embodied in the constitution. The
identification of these parties, or, to put the matter another way, of the
contracts which are to be found in the company constitution, will a]éoybe
examjned. - ' ‘

A unique aspect of the contract embodied in the company constitution is
that it may be altered by the consent of a prescribed majority of the members
of the company, following the statutory formalities. As a result, alterations
-~ to its.cdnsfjtutjon do not require the unanimous assent of all the members of a
company. The resultant possibility that such alterations may occur-by the
unanimous assent of all the members, while dispensing with the formalities
prescribed by statute, wi]],'therefpre, be examined. |

The possibi]ity of rectifying mistakes in the memorandum and articles
of the company, once they .are registered, and the obstacles thereto, also
have to. be dealt with. '

The second major element of this enquiry is the enforcement of rights
ar1s1ng from the contract embod1ed in the constitution, as this also
contributes to.an understanding 'of the nature of the company constitution.
In this regard, the following matters, inter alia, will receive attention.
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The first matter is the right‘of the parties-thereto to recover damages
arising out of a breach of the contract in the constitution, in the light
of the prop051t1on that continued membersh1p of a company is a barr1er to
an action for damages against that company.

o
The second is the ultra vires doctr1ne, in terms of ‘which ‘acts beyond

: ;the "capacity and powers of a company are void. Since thé memorandum and
articles constitute a contract, the members “rights in relation to such an
act;tneed to be examined. The important changes to this common law doctrine
'wrooght by s 36 of the Companies Act, 1973, will also receive detailed
attention. '

The third is.the rule in Foss v Harbottle, which circumscribes the
r1ght of a member to take action to enforce rights arising from the

* constitution, in regard to a wrong done to the company, where the 1rregu1ar1ty |

~is capable-of ratification-by a simple majority. Consequential difficulties
in the definition and the enforcement of members' personal rights will also
receive attention. '

The remainder of this dissertation.is devoted to another major topic,
to which special attention will be given, namely the outsider rule. . This -
rule declares thatﬁrights purporting to be given by an article in a capacify
other than that of a member, cannot be enforced-against the company. Its
effect in limi ting the‘scope of the contract embodied in the constitution,
’and- therefore, its role as an‘obstacle to the enforcement of contractual
rights embodied in the constitution, will occupy the rema1n1ng chapters of
‘this d1ssertat1on
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CHAPTER 2 - THE LEGAL NATURE OF THE CONSTITUTION OF A COMPANY:

’

1.  Introduction

"It is generally accepted today that the memorandum and articles

constitute a contract between the company and its members to the extent

that the prov1s1ons thereof affect the members in the1r capacity as members."]

I

That the legal nature of the constitution of a company 1is contractual, is
not a controversial proposition. ihat has occasioned difficulty has.been the
meaning of s 20(1) of the English Companies Act, 1948 and its predecessors as
far back as the Joint Stock Companies Act, 1862. 2 This section corresponds

to s 65(2) of the South African Companies Act, 61 of 1973. 3 Considerable

~ d1ff1cu1ty has also arisen in regard to the parties to the company constitution.

It is proposed in this chapter to deal with the legal nature of the
company const1tut1on, and the meaning and import of the section.

' In the first place, the matter will be dealt with in English law. The '
reason for this -is that the incorporated company of our law is modelled after

4 Many of the rules of the Eng]ish common law of

its Eng]1sh counterpart
_ compan1es app]y in South African law with 1ittle or no modification. Thus
the Eng]1sh view on the legal nature of the company constitution has been
accepted into our law. On the other hand, certain aspects of the English
common law conflict with distinctive ru]es of South African ]aw,.for examp]e,

the rules re]at1no to a st1pu1at1o alteri. In such cases the South African

f

law is app]1ed _ ' /f

In the second p1ace;‘therefore,’the position in South African law will
then be set out. In this way the interaction of the English common law and
our legal principles, will be observed in the subject under discussion.

1. Cilliers Benade De Villiers 35. The words underlined are. italicised in the
reference. The phrase "in their capacity as members" refers to the outsider
rule, to which much attention will be given-below. See Chapters 8-12 below.

2. - S 16 thereot. - Ss VII‘éhd X of the Joint Stock Companies Act, 1956, which
- ~zcorresponds thereto, is slightly different in form.

3, Hereinafter referred to-as "the Act".
4, C1111ers Benade De Villiers 1.
5. Ib1dem.
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2.1 Introduction

The compéhy.is historically descended from the joint stocﬁaassociation,
a type of large partnership whose formation was brought about entirely by the

- agreement of its members acting under the common law. This agreement was

known at the time as a "deed of settlement”. 1 Under the Joint Stock Companies
Act, 1844 this was required to contain a covenant by all the members binding
themselves to one another and to trustees for the company, to conform to the
deed of settlement. 2 :

This Act, the‘earliest Eng]iéh'combanies leoislation, adbpted the

. existing method of forming an un1ncorporated joint stock company by agreement,

. and,. as Gower says, "merely supeerposed incorporation on regjstrat1on”

" However, in doing so, it effected & radical departure from the past, in that

the company became a separate legal entity apart from its members.4

2.2 The legal hature of the constitution

What, therefore, is the nature of the company's constitution? Is it
‘statutory or is is contractual? In the leading case of Hickman v. Kent or
Romney Marsh Sheepbreeders' ‘Association, Astbury J pointed out that a company

cannot in the ordinary course be bound otherwise than by statute or contrac_t.5
The matter had érisen for judicial comment prior to Hickman's case.

In a number of cases, the contractual nature of the company constltut1on had

been ‘taken for ﬂranted 6

Gower 33 et seq.

Par VII thereof.

Gower 261. .

Ashbury Railway Carriage and Iron Cov R1che (1875) LR 7 HL 653.
[19153 1 ChD 881 at 897. :

Tavarone Mining Co Re, Pritchard’'s case (1873) 8 ChApp 956; see Chapter 3 at

N O W N -

"33 and Chapter 8 at 1/9 180; ETey v Positive Government Security Life Assurance

Co (1876) 1 ExD 20 and- 83; see Chapter 8 at T8T-182; Browne v La Irinidad
{T887) 37 ChD 1; see Chapter 3 at 33 and Chapter 8 at 182-184.




Ih_the leading case of Wood v Ocessa Waterworks Company it was held
that the constitution of a company is a contract.? However, in Bisgood v
vHenderson s Transvaal Estates Ltd, Buckley L J said ‘that the purpose of the
memorandum ‘and. art1c1es was to define the pos1t10n of the shareho]der, and

not to bind him in his persona] capacity as an 1nd1v.dua1.2 Consequently,

‘it followed that an article could not validly increase a snareholder's
' 1iability above the amount stated:in the memorandum nor bind him in respect
of his share of its assets on a winding-up. Although these words seem to
deal with the contractual nature of a company;s constitution, it seems clear
that Buckley L J was in fact feferring to the subqrdfnate position of the
constitution of a company in relation to the statute, and that his words
were not'intended to be a new definition of the nature of a company's
constitution. In Salmon v Quin and Axtens Ltd the articles were described_.

as equiva]ent to a cohtract.3 ‘However, in the same matter, reperted as:

Quin and Axtens Ltd v Salnion, the House of Lords approved of the view expressed
4

in uood s case namely that the constitution of a company is a contracL
In H1ckman s case, Astbury J, in answer to the question whether the conSt1tut1on
of a company was statutory or contractual in character, expressed the view that
it was in the relevant section that its obligation must be found. 3 He, haVing
considered the authorities as they then stood, descr1bed the constitution ‘as a
'statutory agreement 6
._In one case after Hickman's case, it was said of s 20 that it may well
~ be that 1t‘adjusts the relations of ordinary members inter se in the same way
as a contract would if signed by all. 7
a contract. 8 In the case of Beattie v E and F Beattie Ltd it was said that,

In another it was described simply as

9
s 20 gives to art1c1es of association a contractual force

The views of 1eadin§l£ng]ish academic writers, on the question of the
contractual nature of the company constitution, are, briefly, as follows:

1. (1889) 42 ChD 636 at 642; see Chapter 3 at 34,
2. 1€19083 1 ChD 743 at 758. S

£19091 1 ChD 311 .at 318. The case is a]so reported in the Appea] Court as
Quin and Axtens Ltd v Salmon £19092 AC 442 HL.

. C19093 AC 442 HL 443, . S
. 'Hickman's-case supra 897.
Ibid 903. ' -

. London Sack and Bad Co Ltd v Dixon and Lugton Ltd £19431 2 A11 ER 763 CA 765F-G
. .Greene(deceased) Re, Greene v Gxeene £19491 71 A11 ER 167 ChD 170A-D.,
. [£19383 3 A1l ER 214 CA 217F—
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In Gower's view-it is c]ear]y estab]1shed that the memorandum and

. art1c]es constitute a contract. !

“Pennington is of the same opim’on.2 Read literally, s 20 appeared to
create a contract between the company and its members to observe all the

- provisions of the memorandum and articles.

./ Halsbury, on the other'hand, states that the question how far the
memorandum and articles constitute a binding contract between a company and
~ its members on the one hand and on the other hand between its members inter se,

3 However, the

was one of great d1f.1cu1ty and was not a]together clear.
1earned author then proceeded to state that the articles are a contract between
_ the company and its members in their capacity as such. 4 On the other hand,
‘Halsbury's view is that, while the articles regulate the rights of members
inter. se, ‘they did not constitute a contract between the members inter se

but only a contract between the company and ité members.5

Gore Browne's view is “that the effect of s 20(1) is to create an
ob]1gat1on binding alike on the members and the company. 6. A shareholder was .
" not bound in his’ persona] capacity. The purpose of the memorandum and
articles was 1o define the position of the shareholder as shareholder, not to -
: b1nd him in his personal capac1ty as an 1nd1v1dua1 J

. Wedderburn said of s 20 and,1ts predecessors, that "this section makes
the .articles into a contract between the company and each member 'in respect

w8 The existence of some such contract

of their rights and duties as members
was clear law in spite of the fact’that the section did not read "by each
member and the company." The ungolved problem had beén whether the articles

were also a contract between the’ members inter se.

Gower 261.
Pennington 55.
Halsbury. 71 par 117.
Ibid 71 par 118.

. Ibid 72 par 19.
Gore-Brovme. 51,
Ibidem.

Wedderburn KW Company law - Effect of ‘Articles as a contract - remedy
against directors (1958) CLJ 148, On the question of the contract
between the members inter se, see Chapter 3 at 32 et seq.
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Each of these learned authors have qua11f1ed their remarks with
reference to the outsider rule. 1 . Thus, Gower stated that s 20 gives the
“memorandum and articles contractua] erfect only inbéo fér as they confer
_rights or obligations on the member in his capacity as a member.2

) Having regard both to the~judicia1 statements and the views of
English academic writers, set out above, there can be no doubt, it is
submitted, that the company constitution is universally régarded in
. English Taw as‘contractdal in nature. The difficult problem has always
been the role of s 20(1)'of the English Compahies Act, 1948, and its
predeceséorsg It is to this quiestion that attention will now be given.

2.3 The role of the section in the creation of legal relationships

‘through the company constitution

The first English companies legislation was the Joint Stock Companies
Act, 1844, It simply adopted the exisiing method of forming an unincorporated
joint stock company by deed of settlement. This deed, of course, constituted

a contract between the members who were party to it. 3

It also provided that
the const1tut1on should contain under;ak1ngs by every shareholder with a
trustee on behalf of the company to pey for his shares. and "to perform the
ll4

This

Act djd not Tay down the nature of these engagements. It did, however,

several engagements in the Deed on the part of the shareholders.

provide that on the complete registration and incorporation’of the company,
any covenants between the shareholders and the trustee could be enforced in
all respects -as if they had been made or entered into with the company aftef

5.

incorporation thereof. This seems to indicate a clear recognition that,

in terms of English common law, the company, which would be incorporated in

1. Gower, 263; Pennington- 55-56; Halsbury 71 par 117; Gore-Browne 51.
This question will receive deta11eq attention under the heaa1ng of he
outsider rule in Cna3,°rs 8-12.

Gower 261.

Joint Stock Companies Act .sﬁpra pér VII.
Ibid par XXV.

Ibidem,

AW N
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. tetms of this Act, would be prec]udeu from being bound by the contract
embodied in its constitution, for the reason tnat'this agreement was
! The Act therefore
prov1ded a statutory except1on to this common 1aw rule to enable the

concluded prior to its own coming into existence.

company, ‘after its incorporation, to be so bound Th1s, it is submitted,
s the reason for the agreement between the shareho]der and the trustee

for' the company to be. formed and the statutory provision that such .agreement.

could be enforced in all respects as if entered into by the company after

its incorporation.2

' This ‘Act was repealed and replaced by the Joint Stock Companies Act,
. 1855,  This Act replaced the deed of settlement with a memorandum and

-articles of association, and introduced a provision along the lines of the

the present-s 20 of the'Eng]ish.Companies Act, 1948. This section has been

retained intact in all subsequent company legislation.

‘The .Act of 1856 was repealed and rep]aced by the Compan1es Act, 1862.
Under this and under all subsequent English Compan1es Acts, the procedure
of the Joint Stock Companies Act, 1844, for the 1ncorporat1on of compan1es
was no longer followed. Instead the procedure is as follows:

- Any seven or more_persons, or, in the case of a“private company, any
two .or more persons associated for any lawful purpose, may, by subscribing

their names to a memorandum of association ‘and otherwise complying with the.

requirements of the act in respéttfbf registration, form and incorporate a
cmnpany.3 ' P .

Under this séction, the incorpotators, as in the 1844 Act, subscribe
their names to tne'memorandum prior to the formation of the company. By so
doing they contract with each other, and with the company prier to its
1ncorp0rat1on, purport1ng to bind the company to its own constitution, which

of course is impossible under English common 1aw

1. " Thé“question of the constitution as a pre-incorporation contract will
receive detailed attention below at 26 et seq.

2. Joint Stock Companies Act, 1844 par XXV.
3. S 1 of the English Companies Act, 1948.
4. See 'belos at 13 et seq. '
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There is no equivalent to the provision in the Joint Stock Companies Act, 1844, .

declaring this to be an agreement between the shareholders and a trustee for. ©
s

the company to be formed, and enabTling 1t to be enforced as if entered into by
the company after its 1ncorporatjon ! ‘Instead there is s 20(1) of the

' Companies Act, 1948 and its oredeces§ors. This section embodies the statutory
sanction for the legal nature of the company's constitution in English law.

It reads as follows: ‘ '

“Subject to the provisions of this Act, the memorandum and articles,
shall, when registered bind the company and the members thereof
. to the same extent as if they respectively had been signed and
" sealed by each.member, and contq1ned covenants on the part of each |
member to observé all the provisions of the memorandum and of the |
articles."” | |

This section, and its pfedecessors in- successive English Companies Acts,

has always occasioned difficulties in interpretation, despite the optimism .

of Lindley L J which he expressed-in 1887 in Browne v La Trinidad.2 He
thought that the difficulties in construing the corresponding s 16 of the
-English Companies Act of 1862 had'been removed by the authorities. However,
in 1915, Astbury J in Hickman's case said that the exact nature of the covenant
‘referred to in the section had given rise to considerable discussion and was
| 3 Furthermore, in 1958 Gower confessed

even. then very difficult to define.
that the exact effect.of the section had long been one of the most baffling
questions in company law. 4 He also commented on a provision in the 1856

Act on the Tines of the present s 20 as follows: “Unhappily, full account was.
not taken of the vital new factor, namely, the fact that the incorporated company

was a separate legal ent1ty,_and the words 'as if ... signed and sealed by each
member' did not have added to them ‘and by the company'. This oddity has
Il5

survived into the modern ‘Acts.

Joint Stock Companies Act, 1844 par XXV,
- 37 ChD 1 at 15, ) '
H1ckman s case supra 890 and 897.

. Gower L C B: ‘The Contractual Effect of Articles of Assoc1at1on (1958)
21 MLR 401,

5. Gower 261. The provision in the 1856 act is set out in ss VIT and X
thereof; see 3 above at footnote 2. :

W N —
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Penningtpn.says of the section. that, although it states that the
’ company'sha11 be bound by the memorandum and articles, it is not deemed to

-have execuued them as the members are deemed to have done. 1

This, he says,
is the. resu]t of an oversight in translating the covenant in the old deed

~of settlement (which could not be entered into by the company because it was

- unincorporated) into the terms of .modern incorporated companies. Nevertheless

it had been held that the company was bound by the memorandum and articles as
2

much as its members. In support of this view he relied on Hickman's case.
. This section is undoubted1y obscure. It says that it binds the company

but it does not say that the company is bound to the members. Nor does it

- say- whether the company is bound in contract or by statute. It says that the

" company is bound, but not "as if" it had signed the memorandum and articles.

" This submission is made because the word "they" in the section refers
to the memorandum and articles. The word "respectively" means that both the
memorandum and the articles are deemed to have been signed,. but not by the
1 company..'The section says that the compahy'is bound as if the memorandum

and the articles had each- been signed by the members. , Iteis submitted that
this was not an oversight, as suggested by Pennington, but recognition that :
“the company'coﬂ]d not sion because, ‘at the time, it was not in existience. 3 It
also obviates the necessity. for the company to sign the const1tut1on every

time a- new member is admitted.

© .The section then says that the company -is bound, as if the constitution
contained covenants by the members. It is submitted that the company ought -
to be bound because the constitution contains covenants by itself. If that
is not the case, or if such covenants by itself are not.binding because they
are pre-incorporation cbvenants; it becomes bound because in terms of the
section, the company is deemed to have made covenants with the members.

As far as the members are'concerned, it says that they are bound,'but
it ‘does.not say that they-are bound to the company or. to .each other, inter se.-
It says that they are bound as if the memorandum and articles had been signed
by each member. However, in’ terms of s 1(1) of the English Companies Act,
.1948; the subscribers are obliged to subscribe their names to the memorandum >’
of association as'part of the mode of forming an incorporated

1. -Penn1ngto 55. :
2. Hickman v Kent or Romney Marsh Sheepbreeders Association C£19151 1 ChD 881

at 897.
" 3. Penn1ngton 55.

'y
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company. The subscribers are, in terms of s 26(1) deemed to have agreed to
become members of the company. In the case of subscribers, s 20(1) would
. appear to be redundant, since they sign the const1fut1on in terms of s 1(1)
This would be- so0, were .it not for the fact that ‘the constituticn is a pre-
incorporation contract-as far as the company is concerned. Their signatures

. would, therefore not be sufficient to create a binding contract between themf

and the company, were it not for s 20(1).

Other members are not obliged to sign the constitution. However, their
agreement to become members is a requirement of mgmbérship in terms of s 26(2),
as. is the entry of their names in the register of members. Such agreement, it
might be'argued,_carries as a necessary implication, the undertaking to be bound
to.the contract embodied in the conmstitution. Yet s 20(1) declares that they
are bound to the constitution as if they had signed it. The section goes
further. It says that the company. and the members are bound as if the
memorandum and articles conta1ned covenants on the part of each member. This.'
signifies that the articles do not contain such covenants, whereas the essence
of the cohcept of the constitution as a contract is that it contains such
covenants. Nevertheless, the members and the company. are deemed to be bound
to such covenants -"by the members". In other words the section contempWates‘

"that there are, in fact, no such covenants. It is submitted that this could
mean that thefe are 1o binding covenants because the company-was not in existence
whenithey were made, or because the necessary consensus ad idem to fofm a

. contract is missing in regard to members who become such after incorporatibn.
It may be argued ‘therefore, that the section is a deeming.provision
in the sense that a state of affairs is considered to exist, although in fact
it may not ex1st.]. The state of affairs is the existence of an agreement in
the constitution. In this sense, despite the universal opinion that the
'constitution is a-contract, it could, it is submitted, be accurately described as
the equivalent of a contract, as was done in Salmon v Quin and Axtens Ltd.2 It
is also accurate to describe it, as Astbury J did in Hickman's case, as a
statutory agreement between the members "as such” and the company as well as
between themselves inter se. 3 In Beattie's case it was said that s 20 gives
‘to the art1c1es a contractua] force.” , R

1. Palmer-]29 par 14-10.
2. C19091 1 ChD 311 CA 318.

3. . Hickman's case supra 903. _ _
4. 'Beattie v E and F Beattie Ltd 19381 3 All ER 214 CA 217F-G.
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‘ The~significance of this creation .by statute of a contract may not be .
fully apparent in the case of a small eompany‘having a handful of shareholders.
In this case the contract contained in the constitution may have been concluded -
as a fact. The subscribers may indeed have signed and sealed the memorandum.
There may have been an .agreement outside the constitution, stgned by the
cdmpany and the members, adopting the cdnstitution_and confirming jt as the

contract between the parties. ' |

On the other hand, the 1ikelihood of finding all these facts in a
public company, with thousands of members, is remote, to say the least of it.
In the absence of a contract in fact, the section has, by a fiction, created
- a contract between the. company and the members, brought about by the same:

acts by wh1ch persons become members of the company.

The question may, therefore, be asked whether the section is essential
for the purpose of preserving or creat1ng the contractual nature of the
company const1tut1on ' ’ '

) Astbury J. in Hickman's case raised the issue in the following way.]

Having stated that the section was difficylt to construe or understand, he said:
"A company:cannot in theAdrdinary:course be bound otherwise than by statute or
“contract and it is in this section that its obligation must be found." He also -
said: "Much of the difficulty is removed if the company be regarded, as the
framers of the sect1on may very well have so regarded 1t as being treated in

Taw as a party to its own memorandum and articles. n2

A . )
The matter can_be_testedey enquiring whether, in the absence of the
section, the company and its members would be bound to each other under the

constitution.

As far as the,initiai subscribers and the promoters are concerned,
there-is, i1t is submitted, no legal obstacle to their agreeing with each
other to form an association and to incorporate .the-company.- The agreement
between these members, inter se, is not dependent on the sect1on

v e

After the 1ncorporat1on of the company, the introduction of new members
~ would reQU1re the signature by all members, old -and new, and by the company,

1. Hickman's case supra 897.
2. Ibidem. '
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of agreements to’ahide by the constitution, to admit the new members and
to.reTease'o]d members. It is submitted that the section enables new
memberé.to-enter into agreements with the companyjand with the existing
'members without;suCh signature, since the section provides that Ehe.memorandum'
and articles bind the company and the members to the same extent as if they
‘ 'respective1y had been signed and sealed by each member. This facility is
not . ava1]ab]e to the subscribers, who are requ1red to subscrwbe their names
to the memorandum of assoc1at1on, as part of the process of incorporating the
company ! ’

The . position of the company, it is subm1tted, is qu1te different, in
that the company cou]d not be a party to its own. constitution, but for the
. sect1on, for the reason that the constitution is an agreement conc]uded prior
*to its 1ncorporat1on, that 1s to say, before it came into ex1stence

It is proposed to investigate in detail this aspect of the matter.

In.genera1,'on]y the parties to an agreement are bound by it; in the
sense that they can sue or-be sued on it2" since the company was not in
existence at the time that the agreement in the constitution was concluded -
by the. subscr1bers, 1t was therefore not a party to it and therefore could not
be bound by it.

It mlght,'hoWever; be contended that the subscribers were agents for -

. the'company about to be formed, or altarnatively, that they were acting as
':‘prineipaTé; intending that the company could,after its incorporation, accept
the benefits of this contract. o

Under s 11 of theiEng1ish Companies Act, 1948 the memorandum of
association is required to be in accordance with the forms set out. These
forms, with unimportant variations, require the subscribers to record that
they desire to be formed into a company and agree to take the number of

1. .S 1(1) of the Companies Act, 1948,

Z. Scruttons'Ltd y Midland Silicones Ltd £19621 1 A11 ER'1 HL 6.

This is the position in Eng]ish law according to the doctrine of privity of
rcontract
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shares étated.] In none of these forms does the company appear as a
party to the constitution or to the contract therein contained. Furthermore,
if one looks at the memorandum prescribed in this Act, there is no suggestion‘
jn"the words-used, of an agency for the company, or of a contract between two
’principa]s.for its benefit as a third_party thereto.

- However, if the wording of an agreement for the benefit of, or on beha]f
of a company entered into prior to its 1ncorporation could be found in the
constitution, or even outside it, then the further question arises, whether
-~ this would bind the company and the members to the contract embodied in the
constitution. Pennington says: "A company cannot enter into a‘contract
before it is ‘incorporated, because it does not yet exist as a legal person.“2

It is proposed'to'examine this proposition in two parts. . The first
is in respect of the agreement by an agent for the company prior to its
”tincorporation, that is to say, by an agent for a non-existent principal. The

iy
A

second is the contract for the benefit of a third entered into by two prinCipa]s

As to the first, the position is as follows. An agent may make a contract

for his principal which has the same consequence as if the latter had made it
himseif. To this extent, therefore, the fundamental rule tnat‘a person cannot
be affected, either beneficially or adversely, by.a contract to which he is
not a party, is considerably diminished in_its area of operation, ’

"Where an agent purports to entar into a contract on behalf of his
principal without in fact having been authorised to do so, in general the
principal may ratify or adopt the contract with retrospective effect.3

However, a eompany cannot sue or be sued upon a contract made by an
a]]eged agent on its behalf prior to its incorporation. This is the

pr1nc1p]e in Kelner v'Baxter.4 In this case the promoters of a proposed

. In‘the EngTish Companies Act, 1948 this form is set out in Tab]es
- B, C, D and E in the First Schedu]e to the Act.

’ S]ightly different forms are prescribed for public companies, private
companies and companies limited by ‘guarantee. For the present purpose
_the differences are of no consequence.

2. Pennington 87,
3.  Cheshire and Fifoot 458 et seq.
4. - (1866) LR 2 CP 174.
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‘eOmpany pufported to enter into a contract on its behalf, and the cdmpany, '
when formed, purported to ratify the contract. The company was wound up,
béing unable to pay its debts. The promoters'were held personally liabie
on the ground that the company could not pbésib]y ratify as a principal

~ what was done for it, by an alleged agent, before it was 1e0a11y in
existenee._ Therefore.the agents were persona]]y Tiable, since they had
contracted for a non- ex1stent principal.

-

In Melhado v Porto Alegre Rail Co the articles of association of the

company provided that the directors were authorised, at their discretion, -
L The plaintiffs claimed these
expenses, having disbursed same in the course of promoting and establishing

to pay certain pre-incorporation expenses.

the company. The court held, inter alia, that if there was such a contract
among the -promoters before the company came into being, purporting to bind
it, the company could not ratify it.2 '

Pennington says that just as a combany cannot enter into an acreement
before it is 1ncorporated because it does not yet exist as a legal person,
_so for the same reason, it is not bound by contracts made by agents purport1ng
3 Penn1ngton goes further:
"By a strict app11cat1on of this ru]e, it has been held that a company “may
not after its incorporation ratify such a contract made on its behalf before

to act on jts behalf before its 1ncorporat1on

it was incorporated. wd ~ As far as the.second type of" contract is ‘concerned,
that is to say, contracts for the benef1t of a third person, concluded by t:o
principals, 1t is settled law that rights cannot be conferred on a stranger
to a contract as of right to enfo;te.the contract in Qersonan.5

It is submitted-thatftheseuérineiples apply with equal force to the
contract contained in the ‘constitution, so .that, in either situation, the
company cannot, at common law, be or become a party to its own constitution,
since it was conc]uded before 1ts 1ncorporat1on Nor can it adopt or ratify
this contract ’

1. (1874) LR 9 CP 503; 43 LJCP 253.

2. .Ibid 505. . *:

'3, Pennington 87.

4. Ibidem. |

5. Dunlop Pneumatic Tyre Co Ltd v Selfridge and Co Ltd £19152 AC’847 KL

see aiso Getz L : Contracts for the Benefit of Third Part1es (1962) Acta
Juridica 38 at 53-5%. '
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My
- It is against this common law background-that.s 20(1) is to be considered.@\
- It provides that, subject to the provisions of the act, the memorandum and S
'art1c1es sha]], when reg1stered bind the company and the members thereof to -
_the same extent as if they respect1ve]y had been signed and sealed by each
member, and contained covenants on the part of each member to observe all the
provisions of the memorandum and of the articles.

~ Whatever else it conveys, the -section clearly binds the company and the
- members to all.the provisions of the memorandum and articles.

It s submitted, therefore; that one purpose of s 20(1) of the English
Companies Act, 1948 and of its predecessors as far back as the Joint Stock
“Companies Act, 1856,  is to provide a statutory exception to the common law
rule against contracts for a non-existent principal, whether by an agent‘on
its behalf, or,by two principals for its benefit. | '

Another purpose is to ‘dispense w1th the need for the company 1tse]f or
new members from time to time, to sign the memorandum or the articles.

‘A further purpose is to obviate the necessity to seek a consensual
‘contract in the constitution. The -section is a deeming provision, creating
a contract in the constitution even if there be none in fact.

_ This ‘exptanation gives meaning to the view of Astbury J expressed in
Hickman's case, and mentioned above, that much of the difficulty of construing
or understanding the section is temoved, if the company be regarded, as the
framers of the section may have regarded 1t as being treated in ]aw as a party
to’ its own memorandum and articles. 1

It also, it is submitted, offers an answer to Gower's criticism that the
framers of the sect1on failed to take into account the vital new factor, namely,

2 In fact the sect1on .can

that the company had become a separate legal entity.
be exp1a1ned as has been attempted above, on the basis that it assumes that
the company is a separate persona, and on the further basis .that it recognises
that this new entity cannot, under the common law, be a party to its own

const1tut1on, since it was agreed on prior to the company's existence.

In passing,_it.is to be noted that, under the.same common 1aw rule,
. the subscribers to the memorandum would not be able to demand that the

1. Hickman's case supra 897. See above at 10.
2. Gower. 261.
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company,'on its formation, acknowledge their membership, since it cannot be
bound to this undertaking, embodied in the pre- 1ncorporat1on agreement,
namely the constitution.. It is submitted that this explains s 2’(]) which
Tays down that the subscribers to the memorandum of a company shall be deemed
© to have agreed to become members of the company upon its incorporation, and
shail forthwith be entered as members in its register of members. It would,
on the other hand, not accord with the common law, and the historical
precedent of the joint stock association, to explain this section on the
basis that. it is a deeming provision, binding the subscribers to a contract
to which they were not a party. . ‘

It would appear.that the constitution is the only pre-incorporation

h agreement which is deemed to be b1nd1ng on the company. The statute does
..not permit the company to adopt or ratify any other contract entered 1nto on
its behalf with a third party before it was 1ncorporated 1

2,4 7Conc1usion'on the Ena]ish Taw - '

‘ Ffrst]y the company constitution is without doubt contractual in
character - This propos1t1on leads to further enquiries, more part1cular1y
who are the parties to the contract, the-method of altering and of enforc1ng
the contract, and the scope of the contract, that is to say, whether it is
]imifed to those provisions conferring rights and obligations on the member .
'1n his capac1ty as a member. These enquiries will occupyAthe remaining

chapters hereof

.'Second]y, ‘the source of the rights and obligations contained in the
contract in the constitution is both the agreement of the members and the -
sanction of s 20(1). The purpose of the sect1on, it has been submitted, is
threefold. Firstly, it provxdes a statutory’ except1on to the common law rules
against contracts by an agent for a non-existent principal, and against the
stipulatjo alteri.- Secondly, it facilitates changes of membership after

~incorporation, by dispensing with thé need for signature by new members,

and by the company. Thirdly, it is a deeming provision, imposing a. contract
: : s

1. Pennington '81.
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~.on the company and its members, even if consensus cannot be established.

It is now proposed to deal with the same subject in South African law,

\

3. South African 1aw'

3.1 Introduction‘

-

o SoutH African companyilaw is, of course, independent of English law,
being governed by the Act. ' On the other hand the English common law is part
of our company law, to the extent that it is not inconsistent with the South
African common law. ] However, Where sections of the Act have obviously been
taken.over from the English companies legislation, our courts will, as a rule,
follow the meaning as lajd down in an English court.2 This is frequently the

" case where the terms are identical.® It is not, however,'inevitab]e.4

~ Until the advent of the Act, South African company legislation was
modelled for the most part on the English Companies Acts in force from time to
time.?  The South African Companies Act 46 of 1926 repealed various provincial
ordinances and remained the law with numerous amendments ﬁnti] the promulgation
of the Act in 1973. The South African equivalent of s 20(1) of the English
Cpmpéhies Act, 1948 was s 16 of the Companies Act, 1926, which became s 65(2)

of:the Act. This reads_és follows:

"The memorandum and articles sha]] bind the company and the
members therof to the same extent as-if they respect1ve1y

had been s1gned by each memher, to observe all the provisions

of the memorandum and of the articles, subject to the provisions’
of this Act." - . oo/ '

This section is identical to s 20(1) of the English Companies Act, 1948
except for the phrase "and contained covenants on the part of each member" |
which appears in the English Act. This phrase.also appeared in the Transvaal .

A Compahies Act. 6 It was however, inexplicably 1eft out of  the Companies Act,
- ]926 arid out of the Act. o

“Ci11iers Benade De Villiers 11; see 1 above.
Estate llege v Strauss 1932 AD 76 at 81.
Buck1ngham v_Combined Holdings and Industr1es Ltd 1961 (1) SA 326 (E) 331-E.
See, for example, Albert v Papenfus 1964 (2) SA 713 (EC) 721. ‘
C1111ers Benade De Villiers 12.

S 16(1) of Act 31 of 1909 of the Transvaal,

A - Wy~
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Pyemont expressed the view that the omission may weaken the intended .
effect of the section, namely to create rights. and obligations, binding

alike on the members and the company, and between.the members inter se. ! AT

However, s 65(2) of the Act has been construed by the Appe]late Division as
. having the same meaning as s .20(1) of the English Compan1es Act, 1948. 2

_ Consequently, it is submitted that the decisions of English courts on
the meaning of s 20(1) of the Ehg]ish Act are of great importance in
ascertaining the meaning of s 65(2) of the Act. On the other hand the
.'Engl1sh courts . have -had great difficulty in interpreting s 20(1). Innes C J

in Ross and Co v Coleman spoke of the many Eng11°h cases on the matter, “not
all of them harmonious” ‘

As a res@lt, their Jjudicial interpretations are by no means.authoritatiVe,
% On the other hand, the =~ .
history of s 20(1) and its predecessors as far back as the English Compahiés
"Acts of 1844 and 1856, serves to explain the meaning of s 65(2) of the Act,
because s 65(2) has been modelled on the English section.

nor are these supported by long lines of cases.

Hav1ng regard to these pr1nc1o]e>, it is proposed to set out the views
South African Judoes on the contractual nature of the company constitution
i1n South African law and on' the meaning of s 65(2) of the Act and then to
out11ne the views of South African academic writers on the same subject..

-3.2  South African cases

The first comment on the nature of the company's constitution in the
South African cases, is to be found in Ross and Co v Co]eman.? There was no

doubt in the mind of Innes C J that the articles are an agreement.6 | However,
the court was construing the’artic]es of a company which was registered under
the Ordinance of the Orange Free State 24 of 1904. In terms of this Ordinance

1. Ryeriont 36. : .
2. Gohlke and Schnexde. v Hest1es W1nera1e (Edms )Bpk 1970(2) SA 685 (A)'692D-E.

3. 1920 AD 408 at 417.

4, ° Osaka Mercantile Steamship Co Ltd v South African Railways and Harbours 1938
AD 146 at 173-174. )

5. 1920 AD 408 at 418,

6. Ibidem. What he actually said was that the articles in themselves are merely
an agreement between the snareholders inter se. This statement ~ to the
extent that it excludes the company as a party to the constitution - is not

. good law today. See Gohlke and Schneider v Mesties Minerale (Edms) Bpk 1970 -

(2) SA 685 (A) 692E-H and Cnapter 3 hereof at57 and Chapter 4 at 78 ct seq

et o ey 2o e ne
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a company requires a memorandum. The Qrdinance is .silent about articles; and
has no section equivalent to s 65(2) of the Act. To this extent, therefore,
the importance -of-the case is diminished. ' )

o The matter arose again in Ko-operatiewe Wynbouers Vaeeniging van ZA ngt

v Botha'] A wine farmer became a member of a co-operative soc1ety, registered
under the Companies Act, 1892. The articles of the society bound members, for
an indefinite period, to sell their wine only to persons authorised by the

- society and only at priceé fixed by the company. In an action by the company
for an interdict restraining a member from selling wine to persons not
author1sed by the company, the main defence was that this clause was illegal
as const1tut1ng an unlawful restraint of trade. 2
: The court; in deciding thisnissue, clearly viewed the articies as a
contract. The judge, in fact, said that in deciding on the validity of a
restraint of trade clause, it can make no difference whether the contract
.containihg'such'a ¢lause, is between two individuals or between an individual
and a éorporation of which he is a member, whether it is contained in a ‘
. document exp?essly styled a contract or whether the contract arises out of - .
~articles of association. '

A .Ohe of the leading cases on the nature of the company constitution i
De Villiers v Jacobsda]'5a1tworks4. Its-main import arises in regard to the

‘outsider rule, and considerable attention will be given to it under that
heading. Nevertheless, it 1s author1ty for the contractual nature of the
constitution.

Botha J P relied on two English casés, namely Hickman's case5, and

_ Beattie's case,6 to support his view that, thle in terms of s 16 of the
- Companies Act, 46 of 1926, a company's articles of association bind the -

company and the members thereof to the same extent as if they had been

~ signed by each member;'no.right given to a person in a capacity other than
- as a member could be enforced against the cdmpany. ‘

1923 CPD 429. . | 4 e D
Ibid 434. , a
Ibid.435. i :

1959 (3) SA 873 (0). See Chapter 12 hereof at 263
"Hickman v Kent or Romney Marsh Sheep Breeders' Association £19153 1 ChD 831.
Beattie v Beattieé E and FiLtd £1938) 3 AN ER 214 CA.

De Villiers' case supra 873-874A.

N O D W N
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Potéieter,d relied on Eley's case,] Beowhe v La fm‘m’dad,2 Hickman's

case,

3 and Beattie's case.® It was clear from these decisions that "the

articles of association do not create a contract between the company and a

" member except in his capacity as a member". "The articles", he said,

““constitute a contract between the members inter se and between the company

and the members but on]y in their capac1ty as members.

e

lI5

In the case of Isaacs, Geshen and Co (Pty) Ltd v'Ellis, Caney- J stated .

that every member was bound to observe all the provisions of the articles,

in terms of s 16 of Act 46 of 1926 and was entitled to enforce the provisions
. and restrain breaches of them, as against the company whose shares they owned.6
Although he did not spell out the contractual nature of the constitution, the
learned judge relied on Hickman's case for this proposition. Nevertheless,

it is
' exp]a

subm1tted that he did support this view of the constitution, since he
ined that a stranger -to the articles could not rely on them merely

because, in terms of the articles, the'partles to them had made an agreement
between themselves relating to him.7 "He relied for this view on Hickman's

case8

"havi

for whose penef1t it is made.

- The Appellate Divisﬁon reaffirmed, in Gohlke and Schneider v Westies

9

and on Beattie's case”, although he questioned this view in our law,

ng regard to the rule that a stipulatio alteri’ may be accepted by him
II]O

Minerale (Edms) Bpk, the fact'that3the articles have.the same force as a contract.

Trolli
subst

ip J A.said of s 16 of the Compan1es Ordinance of South West Africa, that in
ance it is the same as the corresponding sect1on of our Act and in the

S . e

Eley V‘Positive Government Security Life Assurance Co (1876) 1 ExD 20 and 88.

(1887) 37 ChD 1.

Hickman's case supra.’
Beattie's case supra. _ - o
'De Villiers v- Jacobsdal Saltworks supra: 8764-877A. -

10.

. 1964 (2) PH A59 293 at.298. See Chapter 3 at 58 ; Chapter 12 at 271.

= Ibidem.

Hickman's case supra.
Beattie's .case supra.

7.

Isaacs, Geshen and.Co (Pty) Ltd v E11is supra 298.
1970(2) SA 685 (A) 692F-G. :

e
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g

Successive English Companies Acts. He said that the section does not render
the articles absolutely binding'on the company and-its members as though

J-they were statutory enactments. The company and its members, he said, are
bound only to the same extent as if the.artic]es had been signed by each
-member, that is, as if they had contracted in terms of the articles. "The
artip]es, therefore, merely have the same force as a contract between the
company and each and every member -as such to observe their provisions."
There was therefore no reason why, as with'any other contract, it could not
_be departed from by a bona fide agreement concluded between the company and
all its members to do something contrary to the artiq]es.] -

_ -}he judgment of Milne J in the case of Rosslare(Pty) Ltd v Registrar
of Companies also rested on the assumbtion that the company constitution
is contractual in natufe.z In this case, the judgment dealt with the

" outsider rule. However, in approaching the prob]ems-associated with the.
outsider rule, Milne J dealt firstly with the submission before the court
that it.was the fact that the amended articles gave the shareholders rights .
to the company's property in their.capacity as members which rendered the

article objec-tionab]e.3 First of all, Milne J quoted the words of
Potgieter J in De Villiers v Jacobsdal Salt Works that the-articles
constitute a contract between,the members inter se and.between the company

and the members, but only in their capacity as members.4 He also noted
. that this passage was approved by the Apde]]ate Division in Gohlke's case
where‘Tro1lip J A eaid'that "the articles therefore merely have the same
force as a contract between the eompany aﬁd each and every member as such
to observe their prOV1s1ons"5
Milne J then proceeded to deal with the outsider rule, to which a

return will be made below.

- 1. Ib1d at 6°2E H. .The learned judge also said that, of course, to bind

. new members and to affect outsiders, the agreement wou]d probably have to
be incorporated into the articles by a spec1a1 resolution duly reg1stered
(692H). .

2.. 1972(2) SA 524 (D) 528A- 3 - . This case receives detai]ed attention be]ow.See i
Chapter 12 at 272- et seq. ‘There is,; therefore, it is submitted, no need to
traverse the judgment in-detail at this juncture.

3. The words underlined are-italicised in the judgment (528A).
. De Villiers v Jacobsdal Saltworks supra 876-7.
6. Gohlke and Schneider v Westies Minerale (Edms) Bpk supfa 692F-G.

e s e bt
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In the case of Oranje Benefit Society-v Central Merchant Bank Ltd"

. reference was made to s 16 of the English Winding-up Act, 1862 which prov1ded
that the articles of association shall bind every member as if he had
subscribed and sealed same and had covenanted to conform to all the artic]es‘
thereof.' The respondent claimed from the appellant damages caused by

the fraudulent conduct of two of the appellant's servants in’the course of
carrying out their duties on its behalfJZ’ The fraud complained of was that
these servants "designedly refrained” from 1nform1no the other party that

" certain suretyship was ultra vires and of no force or effect.3 The defence
pleaded was that the other oerty was- deemed in law to know that the contract
of suretysh1p was ultra vires and invalid, and that therefore was not induced
to enter into the contract by the said fraud. 4

Holmes J A referred to the case of Central Railway Company of Venezuela
v Joseph Ki"sch.5 In that case the same defence was raised to a claim of

~damages for fraud, and received short shrift in the House of Lords. Holmes J A,
in following that judgment, noted.the inbort of s 16 of the Hinding-up Act, 1862
and the fact that any one who had w1thout fraud taken shares could not allege
ignorance of the memorandum and articles merely ‘because he had not signed or
sealed. them, but if he never actually signed or sea]ed ther, nor had not1ce of =

- what they contalned the statute could not be taken to impute to him know]edge

of the contents so as to protect those who by a fraud had induced h1m to do that

wh1ch, in the absence of fraud, would have precluded him from say1ng he was
ignorant of their contents.6

“In other worde", said Holmes J A, "a statutory deem1ng was held not -to
apn]y to a person who had been 1nduced to take shares by fraudulent
m1srepresentat1on or concealment'. 7 ' '

1976 (4) SA 659 (A) 673H - 674A.
Ibid 667F-G. -

Ibid 671D-E.

Ibid 672C...

c18573 LR 2 HL 99 at 123:

vJOranJe Benefit Soc1ety V. Centra] Merchant B"nk Ltd supra 673D- 674C
Ib1d 6748-C.

NOO D W N -
e . a ..
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; It is .submitted that these words in 5']6'of the English Winding-up Act,
1862 are very similar to those of s 65(2) of the Act, and that the description
~ thereof by'Ho]mes J A as a “"statutory deeming”. applies equally to the following
~words in s 65(2), namely that the memorandum and articles shall bind the
company and the members thereof to the same extent as if they had'respective]y -
 been signed by each member. It is éubmitted; therefore, that s 65(2) may well
be described as a deeming provision, in the sense that a state of affairs is
considered to exist,-even if it does not. The state of affairs in-qnestion is
- the existence of a contract in the constitution even if it did not exist.

" Having set out the cases which deal with the contractual nature of the
_conétitutibn and on the meaning of s 65(2) of the Act, it is now proposed to
. .outline the views of South African academic writers on the subject.

| '3.3 -South African academic writers

Cilliers Benade De Vi]]ieré, relying on Hickman's case, state that it

js generally accepted today that. the memorandum and articles constitute a
contract between the company and its members to the extent that the pr0v1s1ons
“thereof affect the members in their capac1ty as members. 1

Henochsberg dea]s with s 65(2) of the Act, in particular the viords "sha11
b1nd the company and the members to the same extent as if". Z. With reference
to provisiens in the art1c]es purport1ng to confer rights on persons otherwise
than in their capacity as members, Henochsberg quotes in extenso, and, it is
subm1tted with approval from De Villiers' case3 and from Gohlke's case..4
Then Henochsberg proceeded as follows., The English eases'were, however, far
from consistent as regards the effect'of the articles as a contract binding
the members inter se. S« In-"the valuable Judgment of Vaisey J in Rayfield v
ﬂgngg"s he had c]ear]y and correctly favoured the view that the articles did |
constitute a contract between the members as such inter se. The language of. -
the statute seemed clear enough, since it expressly said that the memorandum
and articles were binding‘on the members to the same extent as if they had
respect%ve]y been'signed by each member, subject_on}y tb the provisions of the
Act.

—r

AT 7Y

Cilliers Benade De Villiers 35.
Henochsberg 120.
De Villiers v Jacobsdal Saltworks 1959(3) SA 873(0). See above at 20.

. Gohlke and Schneider v Westies Minerale (Edms) Bpk 1970(2) SA 685 (A) 692E-H.
see above at 21 ; see Henochsberg 121-12¢.

1bid 122.
6. [19581 2 A11 ER 194 ChD.

W) -

132}
* .
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It is submitted that Henochsberg has brought together eevere1 concepts,
treating them as one, 'whereas they should be dealt with separately, the one
fconcept leading to the next. These are, the contkactua] nature of the
constitution, the role of s 65(2), the parties to the contract C)nta1ned in
the constitution, the enforcement of that contract, and the outs1der.ru1e.

. Naude states that the historica]]y.determined contractual character
of the articles was 1mposed on the company constitution in the first Ena11sh
.Companies Act, and this character has remained to this day, embodied in s ]6'

of Act 46 of 1926.
courts were required to give judgment on the binding effect of the articles.

This section was the point of departure whenever the

In none of the decisions in which this matter arose, was ‘the character of

the’ const1tut1on viewed as anyth1ng but contractual. There had been differences
- of opinion as to the 1nterpretat1on o7 the art1c1es, but these d1fferences

" never- turned on the contractual nature of the articles, but rather on the
question of the parties to the COnstitution.2 '

Beuthin has commented on the words of Trollip J A in Gohlke's case,-
namely, that "the-articles merely had the same force as a contract between
the company and each and every member as such to observe their provisions.“3
. In Beuthin's yiew,'the description of the articles of association as merely
having the same force as a contract did very Tittle to solve the difficulties
1nv01ved in determining the exact nature of the contractual re]at1ons.
zestab11shed by the articles, both as between the company and the members , and
as between the members inter se. 3

Hah]o says- of the mémorandum and articles, that, on the authority of
3 65(2), once registered, they bound the company and its’ members, including
further members, as if they had been signed by each member.4 They constituted
a contract between: the company and its members, and regulated the rights of
members inter se; non-members acquired no rights under the articles, and even

a member could not enforce provisions which did not concern him as a member.5

1. tNaGde 57. S 16 of Act 46 of 1926 is; of course, the predecessor of s 65(2);
2. Ibidem._ - e ‘).A

3. BeuthinRC Appo1ntment of Directors and Legal Effect of Articles (1970)
87 SALJ 395 at 397 referring to Canlke and Schneider v Vesties 41nera1e
(Edms )Bpk 1970 (2) SA 685 (A) 692--H. See above at 21. '

4, Hahlo 68.
5. Ibid 89 and 92,
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3.4 An assessment

_ First]y, it is submitted that in the cases and the academic writings
referred to, the contractual nature of the constitution has been upheld and
- affirmed. ' ‘

. Second]y, the 1nf1uence of the English cases, part1cu1ar1y Hickman's
case and Beattie's case is beyond question. ' .

Thirdly, running through all these judgments is the influence of the
outs1der rule, and also the quest1on of the parties to the agreement embod1ed
1n the constitution.

, Fourthly, the sanction for the legal nature of the constitution-is
| acknowledged to be s 65(2) of ‘the Act, and its predecessor, s 16 of Act 45 ‘of
- 1926. - Its role as a deeming provision has not been extensively considered,
a]though there is'a reference to similar words in another context as a deeming
| provision.1 '
The meaning and import of s 20(1) of the English Companies Act, 1948 was
considered’in the first section of this chapter. Three propositions were
advanced in fespect thereof. The first is that it pnovides an exception to the
Eng11sh common 1aw rule aga1nst contracts for a non-existent principal, whether
by an agent on its behalf, or by two principals for its benefit. The second
is ‘that the sect1on dispenses with the need for the company itself, or new
members from t1ne .to time, to s1gn -the memorandum and -articles. The third is
that it is a deeming prov1s1on obv1at1ng the necessity to seek a consensus ad

idem between the part1es to the contract contained in the const1tut1on

[20= BRI
o

It is proposed to consider these propositions in South African law. In
-doing so, it is necessary to repeat the fact that English company law is part..
~of our common ]aw,.snbject to any distinctive -rules of South African common

" law which prevent the receptibn of a particular rule of English Taw.2 It is
-also ipportant to note that s 65(2) of the Act is identical to s 20(1) of the
English Companies Act, 1948, except for the phrase "and contained covenants on
, thefpart of each member" which eppeare in the English Act, but not in the Act.
However, s 65(2j of the Act has been construed by the Appellate Division as
having the-same_meaning as s 20(1) of'the Eng]ish'Aet.3 It is, therefore,

1. Oranje Benefit Soc1ety v Central Merchant Bank Ltd 1976 (4) SA 659 (A) 674B-C.
2. Cilliers Benade De Villiers 11.

3. Gohlke and Schneider v Westies Minerale (Edms) Bpk 1970 (2) SA 685 (A) 692B-E.
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proposed; in dealing with the three propositions outlined aBove; to consider
only whether there are any distinctive rules of South African law which
alter the conc]us1ons arrived at in regard to Eng11sh 1aw This obviates the

<a

necessity to traverse the same ground again.

" The first question, thereforg, is whether s 65(2) pr6vides a statutory
exception to a South African common law rule against contracts for a non-
existent person.. '

. The South African common Taw divides all agreements for the benefit of or
on behalf of a third party into two classes: those made by agents purporting
to act on behalf of principa]s; and those made by principals for the benefit of
a third pahty. ' ' ' .

In regard to the former, the- South African common law, in common with
the 1aw of England, upholds the_ru]e that there can be no ratification by a
principal of a contract made by a person purporting to be his agent if the
- contract was concluded at a time when the brﬁncipa] was not in exiétence,]
‘However, unlike English law, it is possible, in South African law, to -
contract independently for the benefit of a third person. Such a contract
vhen duly accepted by the person for whose benefit it was made, may be .
enforced by him even if he was not in existence at the time of the contract.? _
Accdfding]y, it is possﬁb]e for a company to become a party to the contract-
~embod1ed 1n the cons+1tut1on, although it was concluded before the company
came 1nto ex1stence provided that this contract was concluded by principals
acting 1ndependent1y and with the clear intention to provide a benefit for the

company still to.be formed.

However, in the absence of clear proof thatﬁa stipulatio alteri was
intended, the company could not accept the-benefit of such a contra’ct.3 '

Furthermore, a person'Who, as agent for a company not yet formed, concludes
a contract with another, cannot also be a principal contracting independently
for a stipulation for the benefit of a third.%

. . Lecomte v U and B Syndicate of Madagascar 1905 TS 696 at 706. ~~ . °°

1 2
2." McCulloch v Fernwood Estates Ltd 1920 AD 204.

3. Baikie v Pretoria Municipality 1921 TPD 376 at 379. '

4. Sentrale Kunsmis Korporasie v NKP Kunsmis VYersnreiders (Edms) Bpk 1970 (3)

. SA 56/ (A) 394H and 403G-H.. It-is submitted that he could be pr1nc1pa1
or agent in the alternat1ve provided he states this clearly.



28. -
There is some difficulty in asceftaining'whether a particular
transaction falls under one class or the other,- especially where the
third person was not in being at the date of the agreement.]

The South African common 1aw position is, therefore, that it is
impossible for a company to be a party to its own consfitution, since it
was agreed upon prior to its incorporation. Nor can it adopt or ratify the
" constitution in the event that it was entered into on its behalf by an agent
prior to its incorporation. It cou]d,however; adopt a constitution concluded
by'two principals before or after ité'incorporation provided it was ciear]y
intehdgd as a stipulatio alteri. It could, of course adopt its constitution

. after its incorporation, by agreement'with its members.

;In order to apply these principles to the constitution of a company,
it is necessary to bear in mind that the procedure for registration of a
combany in South African law is the samg-és in English law, witH the exception
that in South Africa it is possibTe undgr the Act to form a one-man company.2
Any sing]e-persén may form a company by following the same procedure. Naturally
its constitution cannot be a contract between the incorporators since there
is only one.. At most it is a declaration by him, or else it is a contract
between him and the company prior to its formation. This, too, is an
impossibility, since the_éompany.is not in’existence.’ It is equally impossible
thatfsuch a. declaration could be a’stipﬁ]atio alteri, since this can only arise

from a contract between two persons and not. from a unilateral declaration.
Since all the acts 1eading to the iphorporation of a one-man company take
place prior to ‘the compaﬁy's incorboration,it is submitted that it is only

" the provisions of s 65(2) Mhdch-méke. it pqssib1e'f0r the company after

- incorporation to accept an .offer by the single incorporator so as to create a
binding contract between him and the company. |

Once the procedufe for registration is the same in South African law as in
English law, and once the effect of the South African common law is to preclude
. the possibility of an agreement for a non-existent person, except on the narrow

ST

1. McCullogh v FérnwoodiEstates Ltd supra. -
2.° S 1 of the English Companies Act, 1948 corresponds to s 32 of the Act.
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facts requ1red for a st1pu1at1o alteri, it is submitted that the argument§?
put forward regard1ng the meaning and import of s 20(1) of the English Act, - P
apply equally to s 65(2) of the Act. ! It is submitted,: therefore, that '
S 65(2) does in fact prov1de ‘an exception to this South African common law

rule.

- The second submission, that the section dispenses with the need for
" the company itself, or new members from time to time, to sign the memorandum
and articles, is, it is submitted, equally valid in South African law.

The position is the same in regard to the third submission, namely that
the section is a deeming provision, obviating the necessity for actual
agreement between the company and the members. One argument advanced in -
regard to this submission in English law, cannot be put forward in South
African law, namely the fact that the section states that the company and
“the members are bound as if the memorandum and articles contained covenants
“on the part of each member. - These words are not to be found in s 65(2) of
the Act.

Nevertheless, the view that s 65(2) is a deeming provision finds support
in the -comments .of Holmes J A in Oranje Benefit Society v Central Merchant
Bank Ltd.Z  He there described words similar to those-found in s 65(2),
particularly the words " the articles shall bind every member as if he had

subscribed same" as a statutory deeming. In other words, the constitution
~is a .contract, although in fact there may be no consensus between the company
and the members. The contract may have been actually concluded, but if it was
not,it was created by a statutory fiction. This, it is submitted, is the '
meaning of the words of Trollip J A in Goh]ke s case that the articles "merely
have the same force as a contract. u3 These words do, in fact, help to solve
the difficulties involved in determining the contractual relations established
by the articles, despite the criticism by Beuthin of these words. 4 They
111ustrate that the contract between the parties may in fact exist, but 1f it
does not, the statutory fiction deems it to exist.

1. See'aboVe,at 4.et seq.

2.7 1976 (4) SA 659 (A) 674B-C

3. Gohlke and Schne1der v west1es Minerale (Edms) Bpk 1970 (2) SA 685 (A)
b92F-G.
Beuthin R C : Appo1ntment of Directors and Lega] Effect of Articles (1970)

E~3

87 SALJ 395 at 397/
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3.5' Cdnclusion on the'Soﬁth African law

otw1thstand1ng the distinctive South Afr1can rules on the s stipulatio
a]ter1, it 1s submitted that the conclusions on the English law )n .regard to
the ]ega] nature of.the company constitution, are equa]]y valid in South African

: Taw

"4, General conclusion

. The contractual nature of the company constitution is, it is sdbmittéd,
beyond queStion. This contract originates partly in the agreement of the
parties, and partly ‘from the operation of the section in question. It may
be said, therefore, that the company constitution Tg contrattual in character’
* and sfatutory in. origin. '

It is now proposed to exam1ne, in 'the next chapter, the contracbs embodied
in the const1tut1on '
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CHAPTER 3 - THE CONTRACTS EMBODIED IN THE CONSTITUTION

%

. 1.. Introduction

Having'conc]uded that:a.company's constitution is statutory in origin-
and contractual in nature, it now beecomes necessary to deal with the contracts
contained in the constitution. R

S 65(2) of the Act clearly eays that the company and the members are
bound by the memorandum and articles to the 'same extent as if they had been
signed by each member. = Arising from this séction, therefore, there are
contracts embodied in the constitution between the members inter se, and.
between the company and its members. 1’ ‘These contracts are universally
recognised today. 2 " However, the road to this recognition has been strewn
with uncertainty and confUSion

.

It is proposed to trace the evolution of this recognition in two parts:
firstly,the contract between the members inter se and secondly,the contract
between the company and its members.3 - In doing so, it is proposed in eacH
' "'cése;to compence with the English law and thereafter to state the position in

South African law. This sequence’ is dictated by the strong influence of
'Engiish law on South African company law. 4 It is also convenient thereafter,
to con51der the validity of a contract for the benefit of a third, which is

found in the constitution

- In the next chapter consideration Qi]i be given to the alteration of
these contrects, and the problem of their rectification.

1.. Gohlke and Schneider v Westies Minerale (Edms) Bpk 1970 (2) SA 685 (A)
- B92F-G. Although no authority is available on the point, it is assumed
- ‘that each member has a separate contract with the company and with each
of the other members, and further, that the members do not contract
collectively with the company, as would a partnership or. an association.

2. ‘Cilliers Benade De Villiers 35-37.

3.  Mention will also be made, in this chapter of the possibility in South
. African law of 1nc1ud1ng, in the companj s constitution, a contract for
the benefit of a third. See below at 62 et seq..

- 4,  See Chapter 1.




. question in the affirmative.
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2. The contract between the members inter se

.2’]‘ English law

s S 20(1) of the English Companies Act, ]90 8, obscure 3 it is,
states quite clearly that the constitution contains covenants on‘the part
'.-of each member.] Nevertheless, it was not until 1958 that the question as

to whether these covenants are binding between the members inter se, was
. 5 JO8EF ¢

answered, in Rayfield v Hands, in the affirmative.

. Gover considers that the question, whether the memorandum constitutes
a contract between the members inter se, had previously been completely
uncerta.in.3 He had, prior thereto, argued for the view that s 20
does establish a contract between the members inter se so that a direct

- right of action- between the members should be permitted,4

Vledderburn was

- of the same opim’on.5 The unsolved problem, he said, arising from section 20
of the Companies Act, 1948, had-been whether the artic]esﬁere,ih addition to
being a. contract between the company and the members, also a contract between

" the members inter se. - Both these learned writers therefore welcomed the

- decision in Rayfield v Hahds,6

7

which in their respective views answered the

Firstly, however, the way in which the question had been dealt with
previously will be set.out together with the reasons why it had remained
~unanswered.

The.joint stock association, which preceded the incorporated company
was created solely by an agreement between the members inter se. Company
legislation in Eng]jsh.léw merely superimposed on this contract betweenlthe
members inter se, a combany, separate and apart from its members, which was '
_ incorporated by registration.8 The contract between the members inter se
remained the basis of the company. '

1. Which section corresponds to s 65(2) of the Act.

2. 79583 2 A11 ER 194 ChD.

3. “Gower L C B : The Contractua] Effect of Articles of Assoc1at10n (]958)

21 MLR-401. it
4. Gower L CB : The Principles of Modern Company Law (Second Edition London 1967
s 253-254 . : |

. 5. Wedderburn K W: Effect of Articles as a Contract - remedy against Directors
(1958) CLJ T148. .

'C£19583 2 A11 ER 194 ChD.

Gower L C B : The Contractual Effect of Articles of Association (1958)
21 MLR 401 ; Wedderburn's article supra. - : .

8. 'Gower 261"

¥
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1he cases have passed through three stages. First]ygthe constitution was’
redarded as - so]e]y a contract between the members inter'se Then this - . =
‘was denied. and the constitution was regarded solely as a contract between
the company -and the members. Today it is regarded ‘as both a contract between
" the company and its members and between the members.lgtgr_sgt

~ The ear]iest‘view is reflected in cases in the nineteenth century which
construed the articles, not as a contract between the members and the company,
but only as a contract between the members inter se.

Thqs‘in Tavarone Mining Co Re, Pritchard's Casethe articles contained

a.clause requiring the company to purchase a mine from the promoters, who
were also the subscribers, who were to be paid by the al]otment'ot'fully paid
. shares.] The articles were the only agreement of allotment. When the
company was wound up, an attempt was made to place one of the allottees on the
. Tist of contr1butor1es in respect of the shares allotted to him and not paid
up. It was held that the articles were not a written contract between the
vendor and the company since articles are only a contract between the members
‘ iﬂtgr_sg.? _Consequently the shares were held not to be paid up in terms of

s 25 of the Companies Act, 1867. As a result the allottee was placed on the
-Jist of contributories. A ' ' '

. In Eley v Positive Government Security Life Assurance Cd the p]aintiff

claimed relief arising out of a breacnh of the contract between himself and

~the company appointing him as its solicitor.3 The agreement, said the
Aplaintiff, was embodied in the articles.. It was, however, held by the Court
of Appeal that the articles did not in themselves constitute a contract between

‘the company and third parties, but only between the members inter s'e.4

In Browne v La Trinidad a member who became a director was removed from

office.5 The member challenged his removal, contending that an agreement had
been adopted by the company as part-of its articles and that this agreement

1. ,(1873) 8 ChApp 956.
2. Ibid 960. }
3. (1876) ExD 20 and 88.
4. Ibid 89. '

5

.. (1887) 37 ChD 1.



provided that he mou1d be a directdr and that he would not be removed
until a certain date, which had not yet arrived. It was however held,
reJect1ng his.claim, that inter alia the art1c]es were rot a contract
between the member and the company but only between the members ‘inter se. !

It is apparent from these cases that the earliest view was that the
articles are undoubtedly a contract between the members inter se. The
question was whether the constitution was also a contract between the
members and the company.' In answering the latter in the affirmative, the
courts also affirmed the view that the constitution is a contract between

the members 1nter se.

"This was c]ear]y stated in the leading case of wood v Odessa Waterworks Co.2

" The company ‘carried on business as a waterworks and in doing so made a
subsfantiaT profit which.wes appiﬁed in extending- the company}suwater mains.
As a result, although the profits were available for the declaration of a
dividend, there was no cash with which to pay it. The directors proposed

" to declare a dividend of £1 per share but, instead of paying it, to convert
tHe-diVidend§ into debenture bonds hearing interest and redeemable over .a ,
-period of thirty years. The company passed a reso]ut1on declaring a dividend
“and offering members debenture bonds bearing. interest and redeemable at
annual draw1ngs over thirty years. The plaintiff, a member, sought an
injunction restraining the company from acting.on this reso]ut1on as it

- contravened the articles. One of the articles permitted the directors, with

- .the sanction of "the company, to declare a dividend. The directors were also

- authorised to set aside reserves from the pro.lts of the company for
cont1ngenc1es

In support of the injunction it was argmed that the directors were
obliged ‘to pay the dividends which had been declared and that there was ho
contract with the shareholders to pay them a dividend in shares or bonds.
The. proposal of the directors - was, it was.argued, a compulsory loan by way
of a di!idend at present but payable at an uncertain period in the future.

1. Ibid 13. : T
2. (1889) 42 ChD 636 at 641-642. '
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,Aécording'to the judgment of Stirling J, although there were profits:
with which to pay the dividends, the question-simply was .whether it was in

the power of the majority of the shareholders to insist against the will of

the m1nor1ty, that the prof1ts which had actua]]y been earned be divided,

not by thé payment of cash, but by the issue of debenture bonds. 1

. The rights of the shareholders in respect of a division of the profits |

of the company, said the judge,were governed by the articles which in turn

2

vere_governed by s 16 of the Companies Act,1862. The articles, he said,

constituted a contract not merely between the?shareho]ders and the company,

but between each individual shareholder and every other.3

‘Therefore the
question=regarding the manner of disposing of dividends, not by paying same,
but by issuing debenture bonds, would-be answered in the negative, if there
- was in the articles a contract between the shareholders as to the division
of the prof1ts and the provisions of that contract had not been followed.

. Stir]ingAJ‘phen went on to analyse the'antic1e§; and concluded that these
provided for payment of dividends in cash and that the proposed debenture
bonds were not payments in cash; they'were merely promises to pay. The °
. company, he said, had overlooked the fact that the articles constituted- an

agreement between the members inter se. 4 As the proposals did not accord

"with the articles, as.they stood, the plaintiff was entitled to an injunction |

relating to the manner of payment of the dividends.>

. The proposition of Stirling J, that the articles are a contract between

the members inter se and between the company and its members, was quoted with

6 The

matter is reported both in the court of first instance and in the House of -

'approva] in the Chancery Division in Salmon v Quin and Axtens Ltd.

Lords, in the name of Quin and Axtens Ltd v Salmon. 7 The management of the

1. Supra 641,

2. The predecessor of s 20 of The Companies Act, 1948 and correspond1ng
'to s 65(2) of the Act.

3. Supra 641-642,

‘4. Ibidem.

5. Ibid 646.

6. ©19091 1 chh 311 at 318. -

‘7. 19091 AC 442 HL.  See Chapter & at 190-191.

©
i
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.company was entrusted to its directors; which included two of the major
shareholders who were its managing directors, who had certain powers of

veto. .Hhén Salmon vetoed a directors' resolution this was referred to a
members' meeting and was passed by a simple majority. It was contended that.
members' reso]utions-have a higher aothority than those of directors. In
rep]y the House of Lords sa1d that "the bargain of the shareholders contained
in'the articles” laid down a method of managing the business - the.d1rectors
could not do certain things if Salmon obJected.] It was therefore held that
the members' resolutions were inconsistent with the articles, and that the
company be restrained from actihg oh them.

On this line of cases, culminating in a decision of the House of Lords, there
. can be no doubt that the articles are considered, in English law, to be a '
contract between the members inter se.

Why, therefore, has it remained uncertain whether the constitution'is
or is not a contract between the members inter se?

It is submitted thet the answer is to be found in the dissenting judgment of
Lord: Hershell 1n Helton v Saffery. 2 This case introduces the second line of -
‘cases, name]y those which regarded the constitution as being a contract solely

: between the company and the members,-and not between the members 1nter se,

. In-this case it was he]d to be u]tra vires for a company to issue shares
at a discount even if authorised to do so by the art1c1es ~ Nevertheless the
holders of shares so issued were not thereby relieved from 11ab111ty in a
w1nd1ng up, for the amounts unpa1d on' their shares for the adjustment of the
rights of contributories <inter se and the company's debts and the costs of
winding-up.- ’

Lord Hershell .dealt with the validity of the issue of these shares at a
discount. In doing so, he considered the rule that although such an issue was.
invalid it did not prevent the holder of such_shares from being liable to
contribute to the full amount of the shares for" the purpose of paying the

1. T1bid 443. .
2. E1897J AC 299 HL 3]5 et seq
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o creditors of the company} This rule, he said, did not determine the effect
of such an issue as regards the shareholders inter se on a winding—up.] In
~his view the Companies.Act; 1962 did not hamper the members inter se in
regard to their interests.in a company, nor did it require them to contribute
equally to the funds of the company or share alike in.the d1str1but1on of 1ts
surplus assets.2 Lord Hershell then considered the provisions of s 16 of
the Companies Act, 1862, namely, that the articles bound the company and the
members as if each member had signed them and there were in such articles

a covenant-by each member to conform thereto. The articles thus became in
~ effect a contract by each member.and regulated his rights.

He concluded that the statute did not purport to settle the rights of
the ﬁemberé‘inter se, which weré only regulated through the pompany.3 There
was no contract bétween the individual members of the company; ~ but the
articles did not any the less regulate their rights inter se. Such rights
could only be enforced by or against a member.through the company, but no
member had, as between himself and another member, ahy right beyond that
which. -the contract.with the cdmpény ga\[e.4 There was nothing in the statute
to-prevent:fhe articles of a company providing for different rights atfaching
to diffefent classes of éhares,'ih respect of either dividends. or a distribution

5 Consequently over and above what was necessary

of assets on a winding-up.
.to pay the debts of the company and the expenses of winding-up, there was no
need for members to contribute an equa] sum to the funds of ‘the company 1n

order to adjust their r1ghts 6

‘

SR

To sum up his views, ‘Lord Hershel1 interpreted s 16 as creating a contract
. in .the articles between the members and the company, but not between the .
members inter se.l' Their rights and obligations inter se derive from the

- contract with the cqmbany and can only be enforced. through the company.

Ibid 311.

. _Ibid 313.
. - -Ihid 315.

Ibid 315.
. Ibid 316.

O s W N -

Ibidem.
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1t is subm1tted that Lord Hershell erred in his v1ews for the fo]]ow1ng
reasons: : ‘ - T ‘ o~

First1y;he ignored the historical antecedeht“df the company , namely the -
. joint stock association, which was founded by an agreement between the members
inter se.

- Secondly, he did not refer to those cases, quoted above, which clearly
) held that the constitution is a contract between the members inter se..l

Thirdly, he erred in saying that s 16 of the Companies Act, 1862 did not

purport to settle the rights of the members inter se.2

It did refer to covenants
by the members, although it did not say with whom these covenants are cohcluded.
~Nor did it state positively that the constitution was a contract between the
members inter se. However, it certainly did not exclude its existence.

Having regard to its purpose, .it is submitted that the section did not have

- to create a.contract between the members inter. ée It has been argued that

the purpose of the section is to enable the company to be a party to contracts

conc]uded prior to the company's ex1stence 3

Consequent]y there is no need to state that contracts between the members
-inter se embodied in the constitution, are binding on them. They are binding
under the common law. ' :

The effect of Lord Hershell's view has been, not only to limit the
enforceability of rights between the members inter se to actions through
the medium of the company, but also to challenge the very existence of a
contract between: them. Lord Hershell's views have had a considerab]e impact.

They have been quoted in Ha]sbury.4 They have also been referred to

5 It is now proposed to deal with

with approval in two Eng]ish'tases.
these cases in order to indicate the influence of Lord Hershell's views on

the concept of the constitution as a contract between the members inter se.

1. Te;erone'Mining Co Re, Pritchard’s case (1873) 8 ChApp 95635 Eley v Positive
Government Security Life Assurance Co- (1876) 1 ExD 20 and 88, Hood v
- Odessa Waterworks Co (1889) 42 ChD 636 at 642.

‘2. This section is the predecessor‘of s 20 of the Eng]ish Companies Act, 1948,
which corresponds to s 65(2) of the Act.

3. As set out in Chapter 2 at 7 et seq.

4. Vol.7 par 19.

5. London Sack and: Bag Co Ltd v Dixon and Lugton Ltd 19433 2 A1l ER 763 CA;
" Greene (deceased) Re, Greene v _Greene (19491 T AT1 ER 167 ChD.




39.-

In the case of London Sack and Bag Co Ltd v Dixon and Lugton Ltd]

the facts were as follows. Two companies were.engaged in a dispute arising
out of a contract for the sale of 5000 used -cotton flour bags. One of them
brought an action against the other, in reply to which the latter sought

“a stay .of action under the Arbitration Act, 1889, s 4. The. Tatter contended

3

the..parties refers to and incorporates the arbitration clause.’

that there was a written subm1531on within this act by virtue of the fo]]owing:
both companies were members of another company whose ru]es were binding on
its members; one of these rules provided that all disputes arising out of
transactions connected with the trade shall be referred to arbditration;

s 20(1)of the Companies Act, 1929 provides for covenants on the part of each-
member to observe all the provisions of the memorandum and of the articles;
both the parties were members of the association; the rule in question,
although not included in the articles, was made pursuant to the articles

and was thus binding on both the parties. Thus the rule constituted a
written submission to arbitration.? '

- These contentions were rejected by the court, on the basis that there

can be no written agreement to arkitrate unless the written contract between
3

7.+ For the contention that s'20:creates’a contract betweeh the members _
of a company inter se, counsel for the appellants re]ied on Welton v Saffery
and ‘other cases. Scott L J,one of the judges in the case, was not satisfied
that counsel had interpreted these decisions correctly. "It may well be,"

. said the judge, "even as between ordinary members of a“company who are also:

in a nominal way shareho]ders, that section 20 adjusts their legal relations '
inter se in the same way as a contract in a single document would if signed
by all; and- yet the statutory resu]t may not be to constitute a contract
between .them about rights of action created entirely outside the. company
reiationship, such as trading transactions between members."

In support of this view the judge quoted Halsbury,. to the effect that
while articles regulate the rights of the members. inter se, they do .not

1. “€¥F9431 2 A]] ER 763 CA

2 Ibid 764~ -765.

3.  Ibid 765D-E.

4. [18971 AC 299 HL. The other cases relied on were Hickman v Kent or Romney

Marsh Sheepbreeders' Association C19151 1 ChD 88T; Wood v Odessa Waterworks Cc

(1889) 42 ChD 6363 BorTand'™s Trustee v Stee] Bros C19 OI I ChD 279.
5. ~ London Sack and Bag's case supra 765F-G.
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s

constitute a contract between the members, inter se, but only a contract

between the company and its members and, therefore, the rights and liabilities ¥

of members under the articles cah only be enforced by or against the members-
~ through the company. Conéequenf]y the judge held that any doubt about the
written submission being clearly established is a sufficient reason for a
judge exercising his discretion against a stay.]
The case clearly illustrates the influence of Lord Hershell's view,

namely, that there is no contract between the members, whose rights inter se
only exist.!ié the contract between each of them and the company and can only
be enfofced‘inter se through the medium of the compény.2

However the judgment went further, stressing-that even if, as between
shareholding members, there is a written contract for "what may be called the
purposes of company law", it does not follow that the rule applies to extrinsic

- purposes such as individual trading.3

Ag to the relevance of this, it will

be kecalled that it was contended in argument that the written submission was
to be found in a rule promulgated in terms of the articles, in terms of which
-all-disputes, arising out of transactions connected with the trade were to be

submitted to arbitratipn.4

" The judgment concluded by finding that thé parties were not ordinary
‘members of the company at all, since they held no shares. Accordingly, even
- if it were accurately contended that the articles constitute a contract between
the members inter se, this principle could not be extended to the part1es in
this matter The action for a stay therefore failed. 5

- London Sack ard Bag's case supra 765H.
Welton v Saffery £18971 -AC 299 HL 315.

London Sack and Bag,s case supra 765H-777.
Ibid 764F-G.

. The judgment suggests that there is a distinction in principle between
articles intended to be for company law. purposes and others having
extrinsic purposes. Such a distinction is novel and is. by no means

- elucidated in the judgment. See Chapter 11 at 260.

This distinction is not unlike that in the outsider rule botween rights
given qua members and r]ghts given qua outsiders. See Hickman v Kent or
Romney Marsh Sheepbreeders' Association £19153 1 ChD-88T at 900. It will
therefore be considered together with the outs1der rule. See Chapter 8 at
185-185 and Chapter 11 at_ 260.
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. In Greene (deceased) Re, Greene v Greene the facts were as fbl]ows.]

An article providing pre-emption rights to members inter se was amended by

‘special resolution with the result thzt it did nnt'apply to the case of a
“director leaving a widow and with the further result that the skiares of such a
director were deemed to pass on his dzath to his wife. One of these

- direetors died intestate, leaving a widow and children. The board of

directors of the company resolved that the widow be registered as the holder
of the shares and registration.was made accordingly. The executor of the
deceased director disputed this regisiration, claiming that the shares fell
into the deceased estate of the direcior in question, to be divided equally
on intestacy between the widow and thz children of the deceased. In an
action by the executor testing the validity of the registration the court
held that the article in question as zmended was contrary to s 63 of the
Companies Act, 1929, (now .s 75 of the Companies Act, 1948). This section
prohibits the registratiOn of a.trensfer of .shares unless a proper instrument

of transfer has been delivered to the company.. As there was no such instrument

of tranéfer the registration was invah'd.2

It was- further contended on behaif -of the w1dow that as between herse}f

..and the other beneficiaries on intestzcy that there had been a donation to

her . by ‘the deceased of these shares or alternatively that a trust had been

-<created in her favour by the resolution amend1ng the article in question.

Both these content1ons were rejected by the court. 3

The widow also sought to rest her claim on a contract. She relied for
this on s 20 of the Companies Act, 1920 whereby the articles constitute a

contnact between the members. "The answer to this", said the judge, "is that

such a contract could dn]y be enforced by or. through the company: Welton v
Saffery £18973 AC 315; and an article which is, as I have held, ultra vires
the company clearly cannot be so enforced. wl :

Then the widow argued that there was a contract between the deceased and
the other directors that each of them would, in-consideration of a reciprocal
promise by the others of them, disposz of his shares in favour of his widow.

1. £19493 1 A11°ER 167 ChD.
2. Ibid 169. '

3. - Ibid 170A.

4

. " Ibid 170C-D.

¢ e e e e e

L age aew g o

oy - eapa

>y

[ S

VW T NI TR T o T Y W T I Y I T ™ T W T T O e e e T I AT PR Sy NPT = o BT T O A T ey



42.

The court held that there was no such contract and that the w1dow who C o

was no party to it, could not enforce it, had .it ex1sted ]

The cases under rev1ew revea] a d1vergence of op1n1on on the existence
and enforceab1]1ty of a contract between the members inter se. On the one hand

‘ :'15 a line of cases, cons1st1ng of Welton v Saffery,2 London Sack and Bag Co Ltd

_and Axtens Ltd v Salmon.

W 0O N OV O B W N

" v Dixon and Lugton Ltd;3 and Gneené(deceaSed) Re, Greene v Greene.4 These

cases deny the existence of this contract. They consider that members' rights
and obligations inter se derive only from the contract with the company and

. can only be enforced through the medium of the company.

. On the other hand is another line of cases, consisting of Pritchard's Casesg

6 Browne v La Trinidad; 7 Wood v Odessa Haterworks Co,8
9

Eley's case; and‘Quin

In these cases the counts, particularly the House of

Lords in the last-mentioned case, held that‘theAconstitution is a contract

between the members inter se..

This, then, is the background to Rayfield v Hands.]0 It is the third

stage of the cases, restoring the notion that the constitution is a contract’

. between the members inter se. In Raytield v Hands the plaintiff was the

régistered hnlder and beneficial owner of fully paid-ordinary shares in the

~.capital of a company. = The defendants were also members of_the company and

vere at all material times its sole directors.]1' One of the articles of the

‘company provided that every member who intended to transfer shares "shall

inform the directors who will take the shares equally between them at a fair
value. w12 The plaintiff informed the- defendants in writing as the d1rectors:l
of the company of his intention to transfer his shares to them in terms of.'
the articles. The defendants contended that they were not liable to take and

pay for the plaintiff's shares.]3

Ibid 170D-E
Supra.
. Supra: .
£154S1 1 A11 ER 1567 .ChD. : ,
- Tavarone Mining Co Re"‘Pritchard's Case £1873] 8 ChApp 956.
Eley v Positive Government Secur1ty L1fe Assurance Co £187611 ExD 20 and 88.
. [1887137CiD 1.
£18891 42° CnD 636.
. 19093 AC 442 HL.
10.. £19583 2 ALL ER 194 ChD.
11. Supra 195D-E.
12.. Ibid.1951.,
13. Ibid 1968B- 0.
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‘ggygg has set out two of the arguments advanced for the plaintiff.]

The most difficu]t part of4p1ainfiff's case, says Gower, was to persuade
the judge that an article of association which pfbvided that dir-:ctors should
purchase a member’'s.shares ﬁmposed obligations on the directors,noﬁ'qg§

© . directors, but qua members. Counsel argued ‘that qua directors it was immaterial
to them who owned the shares, but qua members they were precisely the particular
members whom one would expect to be the buyers of shares in a private company,
for they alone had access' to the books, could assess prospects and determine
policy. The article was, therefore, selecting a particular category of members
as purchasers, viz. those members who were directors, just as it might have
_designated male members or those who held ordinary shares.

Counsel's second prob1em, says Gower, was to persuade the judge that,
notwithstanding the dictum of Lord Hershell in Helton v Saffefy?:an article
could constitute a contract directly enforceable by one member against another.
Counsel.relied for this purpose on s 56 of the Law of Property Act, 1925,

saying that Lord Hershell's opinion had been outmoded by statute. He also
~argued that the article in question might~f0uﬁd a contract quite independently of -
s 20 of the Companies Act. The directors, he argued, relying on Carlill v
Carbolic Smokeball Co,?
time being to purchase any shares tendered. for sale by those'members,ian

made a continuing offer to the other members for the

- offer which could be turned into a binding contract by acceptance. Hence, |
‘ran the argument, the member-directors had undertaken to purchase in accordance
with the articles by which all members were bound on joining the company.

Vaisey J, the judge in the case, having set out the facts, first of all
dealt with the defence of the directors, namely that the article in question

1.. Gower L C B ;" Rayfield v Hands - A Postscript and a Drop of Scotch (1958)
21 MLR 657. This method of deaTing with this case 1is adopted in order
to seek some clarity and order in the judge's line of reasoning, that is,

. hy relating it to the submissions made to him. Comments on the judgment
wiTl be added in footnotes, but only in the nature of very tentative
indications of his reasoning. However, when all is said and done, one

»can only deal seriatim with the erratic road followed in the judgment

- to what was in fact a sound conclusion. e Y

2. [18931 1 QB 256 CA.
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imposed no enforceable Tiability on them. They contended that the words "the
directors will take the shares”, suggested an option on the part of the
directors - .a contention which the court rejected. The article, said the

- judge, imposed a mutual obligation, one on the member to give notice to the

directors of his intention to transfer the shares, the other on the directors

to buy them.]

in that spirit it created an enforceable obligation.

~The article:ought to be construed so as to validate it and

~Vaisey J then dealt with the further point taken by the defendants, that
the articles, and this article in particular, did not create a contractual

relationship between the plaintiff as shareholder and vendor and the defendants

as_directors and purchasers. 2

Act, 1248. . The judgment noted that there had been a nunber of apparently
, conf11ct1ng Jud1c1a1 decisions, as to the exact nature of the contractual

- relations estab]1shed by the articles, both as between the company and the

members and as between the members inter se. It also noted that there were

decisions and dicta to the effect that ‘the articles did, and also that they
. did not .constitute a contract between the members inter se. It also rioted
the statement of Lord Hershell in.Welton v Saffery that there was no contract

;-n- terms between the individual members-of the company; but that the articles -

did not any the less regulate their rights inter'se.3' This statement was
- considered by Vaisey J to be "somewhat cryptic".

. The question, said the'judge, was whether the article related to the
rights of the members inter se, or Whether the relationship was between a
member as such and directors as such.4 In his view, this relationship was
_ one between the plaintiff as a member and the defendants, not as directors,

but as members. In support’of this conclusion the judgment quoted.LeiCester‘

Club and Country Racecourse Co Re,® where the court had held that the

This point depended on s 20(1) of the Companies

directors continued to be members and that they were.unable to divest themselves
of their character as members of the company. Vaisey J said that he was of the

- Rayfield v Hands [19581-2 A11 ER 194 ChD 196C- Fo
Ibid 197B. S
£18971 AC 299 HL 315.
Rayfield v Hands supra 198A

. (1885) 30 ChD 629.
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opinion therefore that the contract before him-was a contract.or_quasi—contract
1

.between,members, and not between members and directors.
The judge then indicated that he proposed to- dea] with the point that
the articles create a contract between the company on the one hend and the
members on the other, so that no relief can be obtained in the absence of the
'..combany as a party to the suit.2 : Presumabﬁy the relief referred to was as
.betweentthe rmembers. This brought Vaisey J face to face with the obstacle
3 It also led him
to deal with two arguments raised by plaintiff's counsel on the point. The .

- created by Lord Hershell's judgment in ltlelton v Saffery.

first of these arguments, already mentioned, was that Lord Hershell's views
had been -rendered outmoded by s 56 of the Law of Property Act, 1925.

‘Vaisey J dealt Qith this argument by saying that the defendant's case was

4 These cases, he said, laid dovn the principte that where

met by two cases.
- a covenant had been made, not by or with, but for the benefit bf'the plaintiff
he could, therefore, sue without the intervention of the covenantee. It would

appear that Vaisey J was orepared to accept Lord Denning's view that it is

" possible, in the light .of the section referred to, to a]]ow a sL1pu1at1o alteri
- desp1te the clear -English law pr0h1b1t1on 5 ' '

»i- This would presumab]y, enable the contract'between the company and the o
member to contain a stipu1ation for the benefit of a third, namely the other
member. The latter could, therefore, by accept1ng the benefit of sane enter
r.1nto a contract with the first member.

+ - The. second argument for p]aintiff, also in relation to Welton v Saffery
was that the article might found a contract quite ‘independently of s 20 of -
the Companies Act, a contract formed by a.general offer to all members to
purchase their shares, an offer which stood open for acceptance by any member

1. Rayfield v Hands supra 198C. :

In other words the plaintiff's first conténtion, (or was it the defendant s)

was upheld. Vaisey J then proceeded to deal with the second contention for
"~ the plaintiff, namely that despite WHelton v Saffery the article was a

contract between the members inter se, directly enforceable w1thout the
cintervention of the company.

2. - ‘Supra 198C-D.
3. £189723 AC 299 HL.

4, Smith v River Douglas Catchment Board 19491 2 All ER 179 CA and Dr1ve
" Yourself Car Hire Co (London) v Strutt £19531 2 A1l ER 1475 CA.

5. The English law on the stipulatio alteri is set out below at 63 et seq
- Lord Denning's view on the subject were not accepted by the House of Lords.
Scruttons Ltd v Midland Silicones Ltd £19623 1 A11 ER 1 HL 16.
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| at any -time. Thé judge said of this argument, that it rested on the well~
known decision of Carlill v Carbolic Smoke Ball Company.? He dealt with

_ this argument by saying that he need not refer to the case except to say S B

that it seemed to him to bere]ev_ant.2 )

Although Vaisey J apparént]y decided to circumvent Welton v Saffery

in this way, that is by means of a stipulatio alteri, it seems that counsel

~also persuaded him to adopt a conclusion directly opposed to.Lord Hershell's
views. This appears to be the case because Vaisey J then said that he had
_ considered Lord Hershell's dissentient speech in Welton v Saffery% and the
comprehensive review of'the earlier authorities by Astbury J in Hickman v

Kent or.Romney Marsh Sheepbreeders' Association4 and that among the numerous

_giggé.cited in the latter judgment one of the most helpful and convincing was
that of Mellish L J in Pritchard’'s Case.> He then quoted from the latter
‘case as follows : "... the articles of association are simply a contract
between the members inter se in respect of their rights as shareholders. They

:Iare the deed of partnership-by which the shareholders agree inter se."  This

quotation contains the principle in Rayfield v_Hands. -A11 the rest is
commentary, ' '

~Then the judgment referred to the facts in Dean v Prince,6 a case in

.which no reference was made to s 20. Vaisey J noted.that‘there a dispute

arose out of a valuation of shares arising out of an article which provided _
_that a deceased director's shares should be purchased by the surviving directors
at aﬁ auditor's véluation., There was, said Vaisey J, a close similarity between
the two cases and although the point under s 20 was not taken in Dean v

Prince it.was not overlooked since the decision was one of the Court.of‘Appéal.

1. 18937 1 QB 256 CA. |
2. Rayfield v Hands £19583 2 A1l ER 194 ChD 198E-F.

. 3. [18973 AC 299 HL .315  (thereby continuing to deal with plaintiff's
.- second point).’ '

4. 19151 1 ChD 88] -
- 5. Tavarone Mining Co Re, Pritchard's Case (1873) 8 ChApp 956.

. 6. -'C19541 1 A11 ER 749 CA (It seems that the reference to the case may have
: been a continued reference to plaintiff's second contention, taking the
facts to be analogous and ‘the conclusion to be similar.)
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Vaisey J then referred "in passing" to Borland's Trustee v Steel Bros

where a.brovision in the articles compelled a shareholder to transfer his
shares at any time to particular persons at a particu]ar price. 1 Vaisey J
‘noted that Farwell J had observed in that case that the art1c1es vere a
contract between the shareho]ders under s 16 of the Companies Acc, 1862. 2

* Vaisey J then repeated the view that the proper way to construe the
constitution was as a commercial or business document which: should be validated
if possible. He also noted that in the case of Dean v Prince3 none of the .

judges showed any signs of shock or surprise in the assumption being made of a
contract between directors being formed by the terms of a company's artic]es.4
He therefore felt encouraged to find in the present case a contract similarly
formed between a member and member-directors in: re]at1on to the1r holding of -

the company' s shares in its art1c1es

Then the judge said_that his conc]usion might not be of éougeneral an
application as to extend to the-articles of association of every company since
this was a private company bearing a close analogy to a'par'tnership.5 In the
" result the directors were held to be cbliged, in their capacity aé members, to
..purchase the shares offered to them by the plaintiff members.

“ - Wedderburn has written-on Rayfield's case.6

Gower too, has commented-

Both have we]cdmed the decision and the conclusion that s 20 makes
a cohtract'between the members inter se, enforceable withoqt the intervention

1. £19013 1 ChD 279.

2. This section corresponded at that date with s 20 of the Eng]1sh Companies Act,
1948 and s. 65(2) of the Act. The case of Borland's Trustee, supra, was of
-course highly relevant to plaintiff's second contention and in strong support
of it. In Fact it offered a better avenue to circumvent lelton v Saffery than
either s 56 or the-general offer of Carbolic Smoke Ball's case. It theré&fore
deserved more than a passing reference. This was in fact its proper place in
the judgment.  Vaisey J seems to have- concluded his observations of plaintiff's
second contention at this point. The next point he makes, in fact, harks back
to the plaintiff’s first contention.

3. £19541 1 A11 ER 749 CA.
4, Rayfield v Hands E]9583 2 A]] ER ]94 ChD ]98H
5. -Ibid 1991.

. NS
6. Yedderburn K W : Effect of Artic]es as a Contract - remedy against Directors
(1958) CLJ 148.

7.  Gower L CB : The Contractua] Effect of Articles of Association (1958) 21 MLR
B 40T {This wilT be referred to as “the first note™).

Rayfield v Hands - a postscript and a .drop of Scotch (1958) 21 ML
657 (Th1s will be referrOd to as “"the second note"). ‘
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‘of the company. Both considered this conclusion to have been unsupported by
the cases quoted, to have been arrived at by a devious route, and by arguments
which are not wholly convincing. ' :

The major criticism expressed by Wedderburn is that the obT}gation rested

. on the directors, 3g§vdirectors, and not qua members and was therefore
’unenforceable under the outsider rule.’

‘ Gower, in his first note, agreed with this criticism. He said there that
the only way to reconcile the decisions with the earlier cases was to formulate
the fest, not in terms of the capacity of those on whom it purported to confer
rights or 'duties, but on whether its .exercise affected them as members.2 He
also shggested that the earlier authorities could be distinguished on the basis

- that they referred to non-members qua non-members and not qua members.

However, in-the second note. Gower ‘changed his mind, having had-access to

| council's arguments: the article, he said, selected a category of members,
namely, those who were d1rectors, this cou]d not be the answer where the

.d1rectors did not have to be members; nor did it follow that every director
would hold the necessary share qualification at the appropriate time; nor
‘would this argument be as strong in a public company where the directors were
not the obvious buyers. |

Both Wedderburn and Gower reject the propos1t1on of Vaisey J that h1s
conc]us1on might not app1y to every company since the case concerned only a :
private company ana]ogous to a partnership. If this means , they say, that this
" article was on]y-likely to be found in private companies, there would be no
quarrel with this. ~ If, however, it meant that s 20 differed in its effect as
between public and private companies, there was nothing in the section which
supported such a conclusion.

Both writers consider that relfance by Vaisey J on Leicester C]ubfsA
4

case was unfortunate. To equate directors with a sub-species- of members was,

P The .outsider rule.is to be found in Hickman v Kent or Romney Marsh
-+ Sheepbreeders' Association £19151 1 €hD 881. Much of this thesis is
- devoted to the outsider rule, which need not be canvassed at this stage. -,
It will be submitted that Rayfield v Hands had noth1ng to do with the - .
outsider rule. See Chapter 9 at 223.

2. First note supra 402.
3. Second note supra 658. .
4. ° leicester Club and Country Racecourse Co Re (1885) 30 ChD 629 at 633..
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- false. Directors were not merely working members. They need not be
members at all. However, Gower, in the second note, changed his view o .
on th1s aspect as well. The case was merely quoted to illustrate that

reference to directors in the article in quest1on need not necessarily A
refer to them in that capac1ty

The manner in which Vaisey J sought to find that an article may
constitute a contract enforceable by one member against another, notwithstanding
the dictum of Lord Hershell in Ne]ton v Saffery, is also criticised by both
writers. The reference to s 56 of the Law of Property Act 1925 and Lord

Denning's dicta thereon, which suggest that @he section had destroyed privity

of contract, is rejected by Wedderburn on the ground that the section suggested .
no such reform and that this was no way to solve a company law prob]em It is
also submitted that s 56 of the Law of Property Act was not intended to amend

s 20 of the Companies Act, 1948.

The notion that Carbolic Smoke ‘Ball's case could be used to found a
~ contract independently of s 20 was also rejected.] Both writers consider

the remarks of Vaisey J, that this case was relevant, to be unclear. Gower:
presumes that it meant that this provision in the articles was a general offer
by each mémber to every other member which was accepted either by joining the
:.company or offering. the: shareS'fof-sale“ ‘Thié, he says; begged the whole.
quest1on, which was ‘whether the offer was- deemed .to be 'made by the conpany or -
by the members, or both.

“Gower cons1ders that the reference.to Dean v Prince was the frailest
Straw of all. 2 It was far fetched to suggest that this could be regarded .
as any authority for the proposition that the article constituted a contract

which one member .could enforce against the other, since neither party had
_argued-that he was not bound-by. the article and the case turned only on a
question of fair value of the shares in question.

These writers nevertheless welcome the conclusion in Rayfield v Hands

“and the end to the uncertainty on the point. As Gower says, it was a

. conclusion which was supported by the wording of s 20, cons;rued'in the Tlight
of its history, and on gigzé'not quoted in the judgment, rather than the
arguments adduced by the learned judge.

1. Carlill v Carbolic Smoke Ball Co C18933 1 QB 256 CA

2. The learned writer's view is to be found in Gower L CB : The Contractual
~Effect of Articles of Association (1958) 21 MLR 401 at 4037 The case
referred to by him is Dean v Prince 19541 1 A1l ER 749 CA.
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The criticisms of these two eminent writers ere, of course, well founded.
Vaisey J undoubtedly touched on irrelevant topics which had been raised if
argdment before him such as the article as a general offér; or s 56 of the _ g\
Law of Property Act, 1925. In addition, his judgment is both disjointed'and '
obscure. Furthermore, he failed to deal with the problem as a matter of ‘

‘ princip]e‘with due regard to the authorities. The problem, he correctly
observed, was whether the article created a contract between the plaintiff
as shareholder, and the defendants as directors and purchasers, a problem to
be resolved in terms of s 20(1) of the Companies Act, 1948.]4 The solution

~ could have been arrived'at through the fo]]owing reasoning.

The first step is to note that, h1stor1ca11y, the constitution had
a]ways been a contract between the members inter se, to which, by the process
of registration, the company was grafted as a separate legal entity. This

conc]us1on is well supported by authority, more particularly Pritchard’'s Casez'

and Borland's case (both of which Vaisey J quoted), Eley's case4 Browne v
- La Trinidad®, WOod v Odessa Waterworks Cc, © and most important or‘all, the
“decision of the House of Lords in Quin and Axtens Ltd v Sa]mon.?

* The second step is that, on incorporation of the coempany, in terms-of

S 20, 1ts constitution is a contract Soth between the members inter se
-and also between the company and its members. '

. The third step is to note the apparently conflicting judicial decisions
in regard to the problem,-in particular Lord Hershell's judgment in Welton v °
Saffery. 8 Then the reasoning in the latter case is to be rejected, on the

grounds set-out previously in this chapter,g in favour of the high authority

7

- of Qu1n and Axtens v Salmon.

The fourth step (which was taken by Vaisey J) was of course, to construe .
the article as binding on the directors qua members, and not qua directors.
But for this, the case would have fallen for consideration under the outsider

rule.
1. This is the English- equiva]ent of 5'65(2) of the Act.
2. - Tavarone Mining Co Re, Pritchard's case (1873) 8 ChApp 956,
3. Bor]and s Trustee v Steel BrosE19OTJ 1 ChD 279.
4. E]ey v Positive Government Security Life AsSurance Co (1876) 1 ExD 20 and 88.
5. (1887) 37°ChD 1.
6. (1889) 42 ChD 636.
7. - £19091 AC 442 H.
8. 18971 AC 299 HL.
9. - See 338 above.
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Vaiéey J qua]ified his conclusion that the articles were a contract
between the members inter se by observing that it may not extend genefa]]y to
all companies since this was a private company'analogous to a. partnership.
Both Wedderburn and Gover rejected this, saying that if it meant that s 20
differs in its effect as between public and private compan1es, there was

nothing in the sect1on which supports th1s conclusion:

There is no doubt that this criticism is valid. It has previously been
observed that the contracts contained in the.constitution are created by a |
statutory fiction.] In the case of a small private company.it may be possible
to find a consensual contract, actually concluded. In the large public
company, with thousands of members, this is most unlikely. Hevertheless the
statutory fiction applies in both situations so that even in the latter, a-
contract is presumed. to exist between the members inter se, although there may.
be no meet1ng of the1r minds and although the membership may be constant]y
chang1ng

~.In English Taw there is no doubt,.today,"that the constitution is a
contract between the members inter se which is directly enforceable by the
members without the intervention of the company.

- 2.2°  South African law

"It is now proposed to trace the South African cases and company law
texf;books on the question whether the constitution is, or is not, a contract
between the members inter se. -Regard will be had to the English authorities
and the extent to which'they agree.with or differ from, the South African '
viewpoint, with particular reference to any South African reaction to
welton \ Saffery2 and to Rayfield v Hands

In South African Taw Ross and Co v Coleman contains the firsf comment

on the parties to the contract in the articles.?

The facts were as follows. _
The plaintiff was one of three directors nominated as such in terms of an

-~

L _Chapter 2 at 11 and 17

2. E18973 AC 299 HL. See 36 above et seq.

3. £19581 2 A1l ER 194 ChD. See 42 above et seq.
4. 1920 AD'407 at 408 and 418.
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1drtic]e and entitled under that article to retain office for five yéars.
The articles also provided for remuneration for the directors. As a result
of tension-between some of the directors, a .special general meeting of members
passed a special resolution in terms of which the remuneration of 'directors
was henceforth to be settled by the company from time to time at its annual
general meeting. The plaintiff, a director~whb had received an annual
salary as a full-time director,protested and voted against this resolution’
and thereafter resigned as director and brought an action for damages for
wrongful dismissal. ’

- Innes.C J considered whether the plaintiff was entitled to any relief
under the circumstances. The first question he considered was whether the
alteration was valid in itself. The company was registered under the
Ordinance ‘of the Orange Free State, 24 of 1904,]which required a memorandum

of aésociation but said nothing about articles. However, the articles

themselyes providéd,for alteration by special resolution.

‘The second question was whether sdch an alteration was an infringement
~-0f the p]aintiff‘s rights. Such an alteration would not justify a breach )
of the company's-obligations. In other words, was there any contract between
the plaintiff -and the company and, if so, had the. plaintiff acquired a vested
rlght -to remuneration as a director.in the future? An agreemeht between the
p]a1nt1ff and the company was admitted by the parties. The dispute was as to
its ‘terms and scope. Innes C J indicated .that he did not propose to discuss
in detail the English cases, which ﬁere not all harmonious. Furthermore,

the position was not comp11cated by any obscure statutary provision. 2 This
was, no doubt a reference. to. s 16 of the Eng]1sh Companies Act, 1906, and

. to the fact that the matter was governed by the Ordinance of the Orange Free
Stéte, 24 of 1904, which réquired a memorandum but said nothing of articjes.

“Articles of association", he said, “"are, in themselves, meke]y an

agreement between the shareholders inter se. u3

‘1. -Ibid 416.
2. ““Ib¥d 417.
3.. 1Ibid 418.
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These articles were subject to amendment at the will of a specified
majority, expressed in the prescribed manner. What is more, they were
“incorporated by jmplication into the contract between the company and the
director. This cbhtracf was subject to the amendment of the artﬁc]es, save
where the amendment amounted to a breach of contract. In the instant case
" an amendment did not amount to a breach. The contract was accordingly
altered by the amendment thereby deprivfng the plaintiff of his right to
future remuneration.1 In the result the action for damages failed.
Furthermore the p]aintif%'S-c1aim for services rendered prior to the
alteration also failed because under the artic1es‘prior to the amendment, ‘
the directors alone had the right to decide what the plaintiff should receive.
No such decision had been made when the amendment was passed, depriving the '
direétors of this right.2 4 .

The relevance of the case for the pfesent purposes lies in-the statement
of Innes C J that the articles are merely an agreement between the members
inter Sé,3 The importance of the case is considerably diminished.by the
fact that the company in question was incorporated under the Ordinance |
rof ‘the Orance Freé Sfate, 24 of 1904, which contained no stétutory‘provfsioh'akin
-to s 65(2) of the.‘i&c’c.'4 Nor did it make provision. for articles of association.

‘There are no other reported cases on .this question prior to 1958,5‘
‘Howéver the company law text-books in South Africa cast some.light on the .

- prevailing opinion on the point prior to Rayfield v Hands.

Pyemont, in dealing with s 16 of Act 46 of 1926, said that the intended .
effeﬁt.of this section is to create an ob]igation‘binding alike on the members
in their dealings with ‘the company, on the company in jts dealings with the
members as members, and on the members in their dealings with one another as
members.®  As authority for the latter proposition he quoted Eley's case.’

Ibid 418-419.
Ibid 420.
. Ibid 418. | |
Ibid 417. : B

Thi$<w§s the year in which Rayfield v Hands was decided.

Pyemont 36. This section is the predecessor of s 65(2) of the Act. PRyemont .
has consistently held this view through several editions since ]926.

7. - Ibidem.

NP W N -
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On the other hand, the shareholder was not bound in-his personal capacity
and furthermore the purpose of the memorandum and art1c1es was to define
the pos1t1on of the shareholder as shareholder, not to hind him in his

- capacity as an individual. 1 - For this proposition he relied on Bisgood v

Henderson's Transvaal Estates Ltd.z_' He also quoted in support thereof
3 .

- ;ﬁ?

Hickman v Kent or Romney Marsh Sheepbreeders' Association.

Henochsberg stated that the question as.to how far the memorandum and

- articles constitute a binding contract betweep a company and its members on

the  one hand and between its members inter se on the. other hand, is one of

great- difficulty and is not altogether c)ear.4 Henochsberg quoted in support

thereof from both Hickman's case and Elev's case.5, ‘Furthermore‘he‘said,j
~while the articles are a contract between the company and its members they did -
not constitute a contract between the members inter se a]though'they did '

. ,regu]ate the1r rights inter se. For this prop051t1on he relied, inter alia,

on we]ton v Saffery. 6

Hah]o's view at that stage was that the memorandum and articles _
--constituted a contract between the company and its members and also regulated
..the rights of members inter se.

None of these writers referred at all to Ross and Co v Co]eman.8 Beth
9

Henechsberg and Hahlo took for granted the proposition in Welton v Saffery

that there is no contract between the members inter se whose relationship
is nevertheless regulated by the memorandum and articles, to be enforced

1.- 1Ibidem.

2. C19081 1 ChD 743 at 759

- 3.. 19151 1 ChD 881. E .
4. Henochsberg E S : On.the Companies Act (First Edition Durban 1953) 47.

~ 5. Hickman v Kent or Romney Marsh Sheepbreederé Association £19151 1 ChD 881;
: Eley v Positive Government Security L1fe Assurance Co (1876) 1 ExD 20 and 88.

6. E1897J AC 299 HL. : :
7. .° Hahlo H R : Company Law through the Cases (F1rst Ed1t1on Cape Town 1958) 43
8. 1920 AD 408.

9. Supra.




g but'only in their capacity as members.
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.through'the medium of the company.

Despite the views of these authors the Jjudgment of Potgieter J. in
De Villiers v Jacobsdal Saltworks stated clearly that the artices constitute

a contract betwieen .the combany and its mempers, and between the members inter se,
1 In this case, the nature of the

p1eadihgs and of counsel's arguments appears from the judgment of Potgieter'd.2
It 1is, thérefore, convenient to deal first with his judgment and then with that

of Botha J.

The matter was heard as an exception taken against the plaintiff's
- declaration as disclosing no cause of action. The plaintiff's claim was for.
damages arising out of a breach of contract between himself and the defendant
company. According to the declaration the plaintiff was in terms of the
‘articles a director of the defendant company. Under the articles the
original directors were entitled to be directors as long as they each held
25 per cent of the issued shares of the company and on the death of
~ each of them the eldest son would take the place of his father as long as 25
. per cent of.the shares vere held by various persons.3 © It s not certain -
whether the plaintiff was one of such persons,‘én important and unanswered
:.question,-importaht, because it leaves the question of the plaintiff's
membership an open one. No allegation of -his membership was made.

4 It was then -alleged in the declaration that, pursuant to the provisiohs
of the articles-and in terms thereof,the plaintiff was appointed a director,
his appointment being governed by and subject to the conditions contained in -
thelsaid articles, whith formed the basis of the tontract by which he was '
appointed a director. At all relevant times he remained qualified to be a

director.4 '

By a special resolution the articles were superseded by new articles,
which‘were duly registered, as a result of which the p]aintiff.ceased to be
a dfréctor on the terms of his initial appointment'and was in fact no longef
a director.®  As Potgieter J summed up the matter, the original articles
were‘§Uperseded.by new articles the effect whereof was that the plaintiff. . S

1. 1959(3) SA 873 (0) 876H. "See also Chapter 12 at 263-264.
2. Ibid 875 et seq. )

3. - Ibid 875D-G. The various‘persons'ﬁere the wife, trustee, heirs or
- legatees of the deceased original director.

4. Ibid H. | .
5. Ibid 876A. SR
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was no longer a director for life but was subject to election Tike all the

other directors.] ' _ A T - T

%

In reply.to a reouest for further particulars the plaintiff averred
" that the contract referred to in the declaration was his appointment as a
director, which appointment was subject}to the terms and conditions.contained
in the articles of association.?
In arguing the exception, the defendant{s'counse] made two submissions.
- Firstly, the articles had no contractual effect in so far as they purported
to confer rights or obligations on a member otherwise than in his capacity
as suCh.3 This proposition was conceded by counsel for the piaintiff.4

‘Potgieter J; in dealing with this point referred to Eley's case,5

Browne v La Tr1n1dad 6 Hickman's case,7 and Beattie's case. 8
from these decisions that the art1c1es of assoc1at1on of a company did not

. It was clear

create-a contract between the company and a member except in his capacity

as a member. "The articles constitute-a contract between the members inter se
-and between the company and the members but only in their capacity as members

They do not for instance constitute a contract between the company and a
sedirector in h1s capacity as such. "9

. The second submission for the defendant was that in the absence of 4
contract'outside the articles, whatever contract might be embodied in the
articles was- subject to alteration by an alteration of the articles, for
the contract derived its force and effect only from the articles. 10 . Plaintiff's
counsel agreed with this contention, but urged that the dec]arat1on alleged a
coritract which consisted of plaintiff's appo1ntment as director pursuant to the
articles, the said appo1ntment being coverned by and subject to the conditions

' conta1ned in the articles. That contract might be capab]e of the construction
“that the part1es also agreed that no subsequent a]terat1on of the articles

’ would affect the terms of plaintiff's appo1ntment as director. N
“1. Ibidem.
2. -'Ibid 876cC-D..
3. Ibid D.
4. Ibid 877D..
5. Eley v Positive Government Secur1ty Life Assurance Co (1876) -1 Exb 20 and 88.
6. (1887) 37 ChD'1. ' : _
© 7. Hickman v Kent or Rorney Marsh Sheepbreeders’ Association £19151 1 ChD 881.
8., Beattie v E and F Beattie Ltd £19381 3 A1l ER 214 CA.
9. . De Villiers' case supra 877A. ‘
10. - Ibid. 876E-F. '
11. 1Ibid F-H.
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Potgieter J after noting that this submission tor‘the excipient wes
" not alternative to, but flowing out of. the first, considered several English
cases.dpholding this proposition, and then held that in the present case no
special contract outside the articles was alleged, but one who]]y'governed by

1 In other words there was no agreement preventing any subseqdent

the articles.
alteration of the articles from amending the terms of plaintiff's appointment

as director. In the‘hesult the exception was upheld. -

Botha J P agreed with this approach. He held that it was clear that,
while in terms of s 16 of the Compénies Act, 46 of 1926 a company's articles
of association bound the company and the members thereof to the same extent as
if they had been signed by each member, nevertheless no right merely purporting
"‘to be given by an article to a person, whether a member or not, in a capacity
“other than that of a member, for instance, as solicitor or director, could be
'enforced against the company .2 ’
The relevance of the case to. the phesent topic is, of course, the
statement of Potgieter J that the articles constituted a contract not only
- between- the company and the members, but also between the members inter se,
but oh]y in their- capaCJty as members.3 In the Appellate Division, Trollip J°A
-+ referred touthese words, obviously with approval, and then said “the articles
“ therefore mereiy have the. same force as a contract between the company and
each- and every member as such to observe their provisions".4 There seems to’

1. Ibid 877A-878G part1cu1ar1y at 878F-G.

2, Ibid 873-874A. In- support of this proposition he quoted both H1ckman S
case supra and Beattie's case supra.

" He then proceeded to _deal with the proposition, which is not germane to the
present enquiry, that a person might énter into a contract with a company
in terms of one or more of the articles which could then by reason of the.
resulting contractual relationship between the company and such person be. .
enforced by the latter against the company. The contract was on the basis
of an alterable article, the alteration of which in terms of the statute,
could not be a -ground for complaint, although it could lead to damages if -
such alteration was inconsistent with the ex1st1ng agreement See
De Villiers' case supra 874A-875. ‘

3, De Villiers' case supra-876-877. See also Chapter 12 at 263-264

4. . Gohlke and Schne1der v lesties Minerale (Edms) Bpk 1970(2) SA 685 (A) 692F-G.
: See Chapter 4 at 78 et seq. See also Rosslare (Pty) Ltd v Registrar of
" Companies 1972 (2) SA 524 (D) 528 and Chapter 12 at 272 et seq.
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be no room for doubt that Trollip J A would, if thé need arises, include, in =
P
th1s propos1t1on the contract in-the const1tut1on between the members inter se.

The statement‘by Potqieter J in De Villiers' case appears to have

been made en passant, in the course of commenting on the effect of Eley's

1

case, Browne v La Trinidad and . Hickman's case. It is not surprising,

‘therefore, that there is no reference in the case to Welton v Saffery,2 or the

existence of a controversy regarding the contfact in the constitution between

the members inter se, or that it was finally.settled in Rayfield v Hands?

‘In the case of Isaacs, Geshen and Co (Pty) Ltd v ETlis the matter is also
referred to briefly.4 Caney A J P there commented on the right of a member to
" enforce certain rights'under the articles as against another member-who was
acting in a manner which infringed those rights. “Then. comes the question",

he said, “"whether any member, including applicants, became entitled to enforce
"his rights under the provisions under consideration otherwise than against or
through first respondent.5 In my judgment he could not bring proceedings -
against any member in occupation in disregard of the provisions of the articles,

. @t any rate before third respondent has allocated a space to such a member. "

. This appears to éupbort the pfoposition in Welton v Saffery.7 However,

-this conclusion is qualified. The member could not act against another”
- member before.the company had allocated a space to him. Thereafter, presumably,
he could act against the other members without the intervention of the company.

In the second edition of his book, Henochsberq made no reference to -
De Viﬂiers'case.8 He did, however, repeat a view in disagreemént with that
case,. namely that the articles do not constitute a contract between the members
inter se, whose rights and liabilities as members can only be enforced by or
against the members through the company. In spite of this he referred to
Rayfield v Hands9 where, he said, it was held to be unnecessary to join the

De Villiers v Jacobsda1 Saltworks 1959 (3 ) SA 873 (O) 376H.
. £18971 AC 299 HL.

£19581 2 A11.ER 194 ChD. _

1964(2) PH A59: at 293. ° See below at'66 et seq.

. The first respondent was the company. o

6. Supra 299. | '

" [18971 AC 299 HL.

Henochsberg E S : 0On the Combanies Act (Second Edition Durban 1963).
£195831 2 A11 ER 194 ChD.

o B W N
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:company in an action between the members inter se. 'In the latest edition

of his book, Henochsberg, in dealing with s 65(2) quotes extensively from
De Villiers' case and from Gohlke's case.1 'In regard to the .contract
embodied in the constitution between the members inter se he refers to the
: inconsistent English cases as well as "the valuable judgment of Vaisey J in )
Rayfielo v_Hands" which clearly and correctly (in the view of the learned
author) favoured the v1ew that the articles do constitute a contract between

2
the members, as such, inter se.

Cil]iers Benade De Vi]]iers,observe that the question whether the
articles can be regarded as a contract between the members inter se had long’
been in dispute. They acknowledge the affirmative answer in Rayfield v Hands.
In South Africa it had been unequivocally stated in De Vi]]iers v Jacobsdal

Saltworks -that members in their capac1ty as such werein fact contractually
3

bound inter se.

Hahlo quotes both lWlelton v Saffery and Rayfield v Hands.4 ‘The articles
constituted a eontract between the company and its members and regulated
the r1ghts of the members inter se. 5 Houever, in so far as the articles
amounted to a contract between the merbers inter se, they might be enforced

by d1rect act1on between the members 6

~ To sum.up, therefore, South Africqn academic writers have acknoW]edged
and aPProved of the ansWer to the prob]em given in Rayfie]d v Hands.7

8 9

As far as the cases 9o, both Ross and Co v Coleman” and De Villiers'® case
make. it indisputable that the const1tut1on is a contract between the members
Cdnter se.. It follows without, doubt that it can be enforced by direct action

between the menbers inter se. On the other hand, in Isaacs, Geshen's case,

it was stated that a member could not bring any proceedings against other members

1 Henochsberg 119 122.

2. 1Ibid 122,

3.  Cilliers Benade De Villiers 39.

4. "Hahlo 90-91. "\ '
‘6. 1bid 89. . ™

6. Ibid 92. o
7. 19581 2 AT1 ER 194 ChD. See 42 et seq above.
8. 1920 AD 408 at 417-418. :

9

De V1]11ers v Jacobsda] Saltworks 1959 (3) SA 873 (0) See 55 et seq above
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to enforce provisions of the articles otherwise than through the medium
‘of the. company, at any rate, until the company had taken certain steps under
the artwc]es.1 ' ' k2

2.3 Conclusion

The existence of a contract between the members inter.se arising out of
the constitution, is now.beyond doubt. It arises as a result of the
incorporation of the company and the operation of_the stafutory rules regulating
the manner in which membership of the company is attained and terminated.2

It does not rest on consensus between the parties to the centract,

- a]thbugh this may be present on-the facts. Apart from the company the parties

to the contract change as -‘the namies on the register of members alter. It is,
in fact, a contract imposed on the parties by law. It is nevertheless
universally regarded as a contract. ~~ HNo atuenpt has been made to place it in
| the category of quasi- contracts in which, it is submitted, it n1ght also be
placed, without QO1ng violence to the concept of the latter.

3.°  The contract between the company and its members
3.0 'English-law'

"Both s 20(-1) of the English Companies Act, 1948 and the English
cases thereon have been dealt with in the preced1ng section so that there is.
no need to repeat them. Suffice it to note that in the nineteenth century
there was a view, widely held, that the articles were not a contract between
the company and its members but only between the members inter se. This was

the view in Tavarone Mining Co Re, Pritchard's Case;3 Eley v Positive"
i

Government Security Life Assurance Co’ and Browne v La Trinidad? It was later,
however, clearly stated that the constitution is a contract between the members
and the company. The two leading cases for this proposition are Wood v

6 and - Salmon v Quin and Axtens Ltd.7

Odessa waterworks Co.
i)

Isaacs ,Geshen and Co v E1lis 1964 (2) PH A59 at 293-. See 58 above et seq.
S 103 of the Act.

(1873) 8 ChApp 956.

. .(1876) 1 ExD 20 and 88.°

5. {1887) 37 ChD 1- :

6. (1889) 42 ChD 636- s

7. °°C19093 1 ChD 3113 £19093 AC 442 HL.~’

5D OW A e |
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One explanation for the'ear1y view, that the constitution is not a
contract between the company and its members may be that the _company
deve10ped-from the partnership and contractual concepts of the joint stock
association which was pure]y a contract between the members inter se.

Another is the 1nComp1ete recognition, dur1ng the n1neteenth century,
of tthe emergence of the company as a Separate juristic entity. It.was not’
until 1897 that Lord Halsbury declared in Salomon's case, that a company
must be treated "Tike aoy other independent person with its rights and
liabilities appropriate to itself. "]

Whatever explanations there are for this confusion, the matter was
capab'le of an easy solution. S 20 of the English Companies Act, 1948
and its predecessors, state quite clearly that the constitution contains
covenants on the part of each member and that it binds the company

ﬂ'3.2', South African law

As in the case of the English law, -so too in regard to South African
1aw,ﬂthereAis,no_heed to traverse all the authorities. The only case which

“rdid not hold the view that the constitutioo is a contract between a member

and the company was Ross ‘and Co v Co]eman 2 Innes C J said in the Appe]]ate

Division that the articles were not a contract between the plaintiff (a

. member) -and the company : : "Articles-of Association,” he said, "are in

. themselves merely an agreement between the shareholders inter se. u3 No
attention has been paid to this case 1n this context, presumab]y because, as
previously ment1oned, it was, not dec1ded in terms of s 16 of Act 46 of 192623

C1111ers Benade De Villiers hold the view that it is generally accepted -

today that the memorandum and articles constitute a contract between the compary

4 Henochsberg says of s 65(2) that its terms are substantially

similar to -those of the corresponding sections of successive Eng]ish Companies.
) Acts.” - He quotes from Goh]ke's case, the conclusion that the constitution

1. <-<Salomon v Salomon and Co Ltd c18973 AC 22 HL,
2. 1920 AD 408.

3. ijdem.~ See above at 51-53.

4

5

Cilliers Benade De Villiers 37.
Hehoctherg 120.




is both a contract between the company and its members and between the

1 Other writers hold the same'vi.ew.2 This view was T

clearly stated in De Vi]]iers'3 4 5 .

members inter se.
case, in Gohlke's™ case, and in Rosslare's
~ case. '

e

3.3 Conclusion

The early problems of recognition of the contract between the company and
its members coincide roughly with the difficulties attendant on the
recognition of the company as a separate corﬁorate entity. 6 Apart from
this d1ff1cu1ty, there has been no controversy at all, concern1ng the

existence of this contract.

4. The contract for thévbehéfit‘of a’ third party -

4.1 Introduction

' In South African law it is permissible for two persons to enter into

..an agréement_which is intended to enable a third person to come in as a-
‘party” to a contract with one of the others. 7 The question has been raised ‘
-~whether such an agreement- can va]1d]y be contained in a company's const1tut1on
The problem does not arise in English law. It is proposed to out11ne the
pos1t1on in English law and then to -contrast it with the position in South
African law.

1. Ibid 121. , :

2.. Naude 57, Hahlo 89, Pyemont 36.

3. De Villiers v JaédbsdaT,Sa]tworks 1959 (3) SA 873 (0) 876A.

- 4.  Gohlke and Schneider v Westies Minerale (Edms) Bpk ]970 (2) SA 635 (A) 692F-C.
5
6
7

. Rosslare (Pty) Ltd v Registrar of Companies 1972 (2) SA 524 (D) 528.
. In Salomon's case supra. . :
. McCullogh v Fernwood ‘Estate Ltd 1920 AD 204 .




4.2 Eng]ish Taw

It is considered a fundamental principle of English law that only a

63.

P -

pérson who is a party to a contract can sue on it.]~ The twin obstacles,

in English law, to allowing a third person to sue in contract are the

doctrine of privity, on the one hand} and the rule that considerafion must

move from the promissee, on the other.

2

The application of this principle to the company const1tut1on vas

- first tested in Melhado v Porto Alegre Rail Co. 3 The contract for the benefit
of the third person was not the main issue, which was the fact that the
contract between the promoters and the company had been concluded before the

company was formed. It was held to be void on this‘ground Nevertheless

Lord Coleridge C'J expressed the view that in law the constitution could not

be a binding contract between. the company and persons not part1es to the .

. articles of_assoc1at1on 4

The question is not whether a member can acquire rights under the

4 }constitution in some capacity other than that of member. That is the .

provrnce'of'fhe outsider‘ru]e.5 " The question is whether a third party, in

i :2°n0 way-a party-to the articles; can come in as a party: thereto. The two issues

are not always kept separate in the cases. Thus-in Eley v Positive Government
‘Security Life Assurance Co the articles appointed the.plaintiff to be the

. .defendant._company's solicitor.

6 ..The.fact.that the plaintiff subsequently

Duniop‘Pneumatic Tyre Co v Selfridge and Co C191531 AC 847 HL. The

principle has been criticised by Lord Denning in Drive Yourself Car

Hire Co (London) v Strutt £195313 2 A11 ER 1475 CA., Its abolition was
recommended by the Law Revision Committee in 1937. Yet it was reaffirmed
by the House of Lords in Scruttons:Ltd v Midland Silicones Ltd £19623

1 AT ER1HL 16.

Cheshire and Fifoot 367.

«(1874) LR 9 CP 503. .The facts of the case are set out in

Chapter 2 at 15 and in Chapter 8 at 180- 181

) Ibidem 506.

The outsider rule w111 occupy a 1arge portion of this d1ssertat1on See

- Chapters 8-12.

(1876) 1 ExD 20 and 88.
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-

becamefavhember did not prevent the court from holding that he was not a
party to the articles, although named therein;? As a result, it was held
that as far as Eley was concerned the contract in the articles was res inter

alios acta, he was no party to 1't.‘2

-The distinction between the stipulatio alteri and the outsider rule is

clearly stated in Hickman v Kent or Romney Marsh Sheepbreeders' Association.3

No article, said Astbury J can constitute a contract between the company

-and a third person. On the other hand, no right merely purporting to be given
by an article to a person, whether a member or not, in a capacity other than
that.of a member, can be enforced against the compa_ny.4

These cases clearly indicate that in English law, fo]Towing the general
proh1b1t1on, a contract for the benefit of a th1rd, which is found in a
company const1tut1on, cannot be enforced by the third. ‘

4.3 - South African Taw

Unlfke the Eng]ish law, and despite.the Roman law maxim alterius nemo

st1gu]ar1 potest South African law does not prohibit a contract for the
'*“benef1t of a third. It'is proposed therefore, to br1ef1y outline the South-
African common law on the point and then to consider the st1pu1at1o_a1ter1

contained in the company constitution.. Although the “juristic nature of the -

- third. party's rights .has.been a matter of some controversy, .a matter which is.

~not relevant to the present top1c, 1t seems clear that our courts construe the
third party s rights in- terms of the trad1t1ona1 offer and acceptance theory.. 5

s

1. . Ibid 90. The case will be"dealt with in detail in relation to the outsider
... rule. - It is generally construed as having turned on the fact that Eley's
“rights arose qua solicitor and not qua member. However, it will be
" submitted that the court overlooked the fact that Eley became a member.
Furthermore, the.court decided the case on the basis that the articles
are not a contract between the company and its members, and therefore
Eley could not acquire rights against the company, under the constitution.
The court construed the constitution as a contract between the members

inter se. See Chapter. 8 at 181-182.

2. - lbidem. ‘
3. 19153 1 chp '881. at 900.

4. Ibidem. '

5. Hillner A A : Tus Qua051tUﬁ Tertio Comparison and Synthesis (1967) 16 LQR:40

De Het J L : Die Ontwikkeling van die Ooreen oms ten behoewe van ’'n Derde
(Leiden 1940) ' T
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~ The typical contract for the benefit of a third person is one where
A and B make a contract in order that C may be'enabled by accepting same
and not1fy1ng A thereof to become a party to a contract between himself and
A. Before C accepts the benefit of the contract, it may be amended by B and C. ]
It must be clear, of course, that the stipulation is in fact made for the
benefit of the third party. 2 If it is, it is essential that the third party

3 Before the benefit stipulated for has been’ accepted

accepts the benefit.
by the third party, he can be deprived of it by the consent of the two others,

for they are at that stage the on]y'persons having rights under the a'greémen'g.4

Since it is clear that the stipu1atio alteri is generally enforceable,

provided all the aforesaid requirements are present, the question now arises
whether a-contract for the benefit of a third can validly be enforced if found
in the company constitution. Naude says that South African law is unique in

that it recognises both the stipulatio alteri and the contractual nature of
. ' 5

the company constitution. There are, he- says, no aspects of the company's
constitution which ralse obstacles in principle to the recognition of any

contract for the benef1t or a th1rd which may be found therein.

7 A, BandC.

forni a private company to undertake building construction, but being under-

~’?1>He bfférs the fo]]owing examp]e to illustrate the point.

capitalised; allot one guarter of the share capital to D. He accepts the
.allptment, on condition that it is stipulated in the articles for~the-benefitv
of X Ltd, that all cement purchases;ére made from the latter company, in which
D is a major shareho]den. X Lta'yfites to the company, after its formation, .
accepting the offer. Subsequent]}, orders for cement are placed e]sewhére.

[ R

Crookes N 0 v Watson 1956 (1) SA 277 (A) 288.

DWW N -

Baikie v Pretoria Municipality 1521 TPD 376.

Thal N 0 v Baltic Timber.Co 1935 CPD 110 at 116. .

Van der Plank N O v Otto 1912 AB 353; Crookes N O v Watson supra 286i-G.
The subgect of the stipulatio alteri is by no means free of d1ff1cu]ty See
De-Wet J C : Die Ontwikkeling van die Qoreenkoms ten behoewe van ‘n Derde
. (Leiden ]940) 141, ATso the judgment of Centlivres C J in Crookes N O v
-Hatson supra. However these difficulties are beyond the scope of this
a1ssertat1on -

5. Naude 66.
Ibid 67-

Ibidem. Any referenices in Naude's example to obstacles to enforcing the
rights of the third arising out of his capacity have been omitted and will
be dealt with at length as part of the enquiry into the outsider rule.




66.

According to the general view, says Naude, that a third can acquire
.no rights under the artwc]es, X Ltd would have no ‘remedy. The, art1c1e was
inserted for the benef1t of the third. Un]ess it had no legal consequence,
it had to be acknoWiedged to be a stipu]atvo alteri, an there was no reason

'why/it could not be enforced.

Likewise, there was no reason why a contract for the benefit of a third
person who was a director could not appear in-the articles, provided of course
that the intention was to confer a benefit on the third.

It was amaziné, says Naude, that the opportunity to interpret articles
in this manner, arose only a few times and on no occasion was the opportunity
taken to make a positive statement on the point, 1 on one occasion the full
" bench of the Natal Provincial Division did no more than raise a passing doubt
on the rule that a third could not acquire any rights under the art1c1es, in
‘-the 11ght of the contract for the benefit of a third. 2

Th1s refers to the ob1ter d1ctum of Caney A J P in the. case of Isaacs, s

Geshen and Co v E11is. 3. The facts were as follows. The articles
..of a property~a!n1ngcompany provided that each holder of a share was entitled

to the exclusive-use and occupation of a specific flat and accommodatton for
one servant. The use of one parking space was also available if the secretary
..in_ his sole discretion decided to allocate such space. Theesecretary had

not allocated such parking space. However, the major shareholder of the
company, who had financed the building of the property in question, sold

shares to‘prospective occupiers of flats. In the course of doing so, he
purported to alienate 1n perpetuity the r1ght to use 21 parking spaces to

the buyers of these shares.

The three applicants were holders of shares in the company. Each of them ‘
was, therefore, entitled to occupy a flat and a parking space if one was
al]ocated to him. The respondents were the property- owning company, the
‘ shareho]d1ng company, the secretary of the property- owning company,. and the
shareholders,1n the latter company who were making use of parking spaces in >

its building. Because the secretary had not made an allocation and because

1. Naude 67 and footnote 1, thereto, including.the references contained therein.
2. ° Ibidem footnote 1, .

3. 1964 (2) PH A59 293,
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the -parking spaces had in any event been alienated, the three applicants
, sought a declaritur that. this a]ienation was contrary to the articles and =~ ¥
" that the secretary was obliged to_é]locate a parking space to each of them |
~in terms of the articles. The declaritur was granted but the secretary opposed
the latter order. |

. Caney ‘A J P held that each holder of a share was entitled to one
parking space if the secretary allocated one to him. Furthermore the
secretary did not have a discretion whether or not to allocate parking space.
Clearly, said the judge, the company and each member were bound under the
articles in terms of s 16 of the Companies Act, 1926. Each member was -
entitled to enforce the provisions of the constitution as against the
property-owning company which was also entitled to compel performance by
each member. As to the secretary, on the other hand; he was a stranger to
the articles and therefore he had no rights thereunder, nor did he acquiré
'~ such rights merely because by the terms of the articles the parties made
an agreement between themselves relating to him.] '
<30+ "But”, said the. judge,"quaere this proposition in our law having régard

.. to the rule that a. st1pu1at1o alter1 may be accepted by him for whose benefit
II2 ) .

it was made.

" However, he said there was a contract between the company and the
Secretary ‘whose terms were to be found in the relevant articles, and therefore’

:%athe'secretary was bound by them. : It-therefore became:part of h1s duty to -

a]]ocate park1ng spaces to the applicants.

The next question‘was whether any member could enforce performance by

_the sécretary of his duties(? The judge considered that each member had

locus standi in this regard because the matter involved the individual
right in respect of which each ves vested, the right to have the secretary

allocate parking spaces. .

_IE is difficult to ?o]1pw the latter -proposition since the secretary's
duties arose from a contract with the company and not with the members.

1. 1Ibid 298.

2. Ibidem.
3. Ibijd 299.
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Furtherhore, it was a contract apart from the articles, and .the secretary
~acqu1red no personal rights thereunder. He mere]y served as the too] to
give effect to the company S ob11gat1ons to -allocate the park1n\ spaces

- 4.4 Conc]usion

" South African law, in sharp contrast to Ehg]ish ]aw, pérmits the
enforcement of a contract for the benefit of a third. There seems no
obstac]e in principle to the enforcement of such a stipulatio alteri

conta1ned in the articles, provided that the recogn1sed requirements for
a valid st1pu1at1o alteri are present.

~Cilliers Benade De Villiers say that it had been argued convincingly
that a stipulation in favour of a third party in a set of articles was
legally acceptab]e2 and that the existence of such a possibility had
been raised obiter by the full bench. 3 our courts had not as yet had
~ the opportun1ty to state the law in this regard. Provided that all the
requirements for such a stipulation were present, and the stipulation '
.related.to the interest.of the.company, its use was both logical and desirable.

4

w-+-The 'recognition of a-stipulatio alteri in the articles, does not make’
the third a party to the constitution. It is not necessarily an alternative
road to membership. A new and separate contract has arisen, separate and -

- apart -from- the cdnstitution-uponwthe terms of those articles which are:
intended .to be for. the benefit:.of the.third. What is more, taking the facts.
in Naude's examp]e, on acceptance by the third, a contract arises solely
between the company and the third. The promoters fall away and have no
rights. 5 0f course it “could be the road to. membership if, for example,

it is an option in favour of the third to take up shares. Such a contract
is analogous to the contract between the company and the director which is
on the‘terms of .the aftic]es, but is separate and apart from them.

1. Ib1dem .
2. " This refers to Naude 64-68.

3. This refers to the judgment of Caney A J P 1in Isaacs, Geshen and Co v - E1?1s
supra. :

4. Cilliers Benade De Vi]]iers 36.
5. Crookes N 0 v Matson supra.
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o

L Presumably the stipulatio -alteri is alterable, if the relevant article _ ';\

~

- .is altered by the company in general méeting - unless the parties by contract o
excluded this possibility.. - ' —

Finally, the recognition of the'stipulatio alteri in the articles does
not-negate the general ruTe that only a party to a contract can sue on it.

The third acquires no rights until he accepts. Then he is a party to the
contract and only then is he entitled to sueioh it.

5. General conclusion

‘This chapter has been devoted to the contracts embodied in the constitution.
As stated in the introduction, it is universally recognised today that the
" constitution contains contracts betwean the company and its members, and '
,betweeh the members inter se.  There are, presumably, separate contracts
between. each member and the-company and séparate contracts between each of
the members with each of the other menbers. '

.t::P;;Ihé'road to this.firm conclusion was troubled by>ear]y doubts as to
whether or not the contract was one bstween the company and its members, and,
by-later reservations-Whether:there-waS‘a contract between the members inter se.
-Both'these queries have been resolved in favour of‘the present view.

e 2 In South African.law. there seems.to be no obstacle in principle to
"enforcing a contract for :the benefit of .a third which is found in a company -
constitution, Such a possibilify is out of the question in English law.

' However, unlike the cdntract,between the company.and the memberé, and between
the members inter se, the stipulatio z2lteri, when accepted, is on terms set

out in the articles, but is separate and apart from them.

The contracts embodiéd in the constitution are subject to the general
law of contract, and to the provisions of the Act. The development of company
law has-given these contracts a sui generi§ gharacter. The special
characteristics of the constitution as a contract will be investigated in
the forthcoming chapters. In’the next chapter attention will be given to
- their élteratidn. ‘ Thereafter'aspects of their enforcement will be considered.
Then the remainder of this dissertation will be devoted to the outsider rule.

———————
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CHAPTER 4 - ALTERATION OF THE CONTRACTS EMBODIED IN THE CONSTITUTION~

1.  Introduction

It has already been tndicated that the company constitution is
statutory in origin ‘and. contractua] in nature i Furthermore; it is clear
that the contracts conta1ned in the COﬂSt]LUt]Oﬂ are of two types: those .
between the company and its members and those between the members 1nter se.2

~ However, these contracts,,cohtained in the memorandum and articles,
display various special characteristics.3 These result in consequences which
are not found in other contracts, and which change some of the normal features
" which are to be found in all contracts. Such a normal feature is the‘right-
to alter an agreement from time to time. - ' '

It is proposed, in this chapter, to deal with two such special
characteristics of the company constitutﬁon_as a contract, name]y the principle
of'unanimous'assent, and the rule against the rectification of the constitution.
Both concern methods of alteration of the‘constftution 4 In .the next chapters
it is proposed to cons1der other aspects in wh1ch the norma] consequences of a.
--contract are var1ed in the company const1tut1on These revolve around the
question of the enforcement of rights between the member and the company, and

betweeh_the‘members inter se. These rights arise, not only within the contract -

. in. the constitution, but also outside it.

In subsequent chapters,- the outs1der rule will receive detailed:

attent1on - : ,&'
Chapter 2.
Chapter 3.
Gower 262,
Alteration by spec1a1 résolution’ is, of course, another method

2w N -

"provided by the Act.

3t

oy
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2. . The principle of unanimous assent

2.1  Introduction

‘It is a general rule of contract that an agreement can only be varied
with the consent of all the parties thesreto. They can, of course, impose

L There seems no reason why they

restrictions on their own powers. to vary.
cannot agree that the contract be varied at the instance of a stated majority
of the parties, with or without the further condition that this majority may

- only vary the contract by means of stated procedures.

. However, a company may alter its ;onstitution,‘without the consent of
all the members, in terms of the Act, at the instance.of a prescribed majority
expressed in the manner laid down in the Act.

Both the memorandum and the articles may be altered by épeciaT
‘resolution, duly registered.? It has been. stated that a company cannot,
either By a statement in the articles, qor by a contract outside the articles, .
deprive itself of the power to alter its articles in the manner prescribed in
-the~Act;3¥
that . the articles may require all resolutions to be passed by an increased

~ On the other-hand, says Hanlo,~it was in one case-taken for granted

majority, and that this wdu]d,presumebly include special reso]utions.4 However,
shareholders are at liberty to undertake.to vote in.a particU]ar'way, and such
voting agreements can be enforced.5 They can,accordingly, agree on the exercise9
of.their votes on specia]vreéolutions generally, and on alterations to the
constitution, in particular. - |

1.. Thus in S A Sentrale Ko-op Graanmaatskappy Bpk v Shifren'1964“(4) SA 760 (A)

it was held that the parties may validiy agree to contract only in writing

'which case they are not free to vary same, save in wr1t1ng (per Steyn C J
766).

2. The memorandum may be altered in terms of s 55-and s 56. The alteration of
,the articles is governed by s 62 and s 201.

3; Hahlo 93, relying on Allen v Gold Reefs of West Africa Ltd £19001 1 ChD 555.

Hahlo 96, the case being Swerdlow v Cohen 1977 (1) SA 178 (W). The case
has been taken on appeal to the full bench of the Transvaal Provincial
Division and is reported'in 1977 (3) SA 1050 (T).

5. Dublin v Diner 1962 (4) SA 36 (1); Cilliers Benade De Villiers 192 and
the other authorities: therein quoteHﬁ

zand .they may also agree not to vary such an agreement except in writing, in .
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In a company having a share capital every member'has a right to vote
at meetings. of the company.] In a public company a member is entitled to
one vote. for every share of no par value, and where the shares are of par
value, his right to vote is in the same proportion to the total votes as his
shares oear to the aggregate amount of the nominal value of a]l the shares
issuyed by-the company_.2 On the other hand, the voting rights of a member of
a private company, are, subject to s 193(1), to be determined by the articles
of the company.3

greater voting rights than others.4 " On the other hand, non-voting shares are
5

Accordingly, in a private company some shares may carry

not permitted in South African law. However such shares are poss1b1e in

) Eng11sh law, in both pr1vate and public companies. 6
' There are a number of cases, both in English and in South African 1aw,

in wh1ch the members, or the directors, have by-passed the statutory requ1rements

and” have chosen to express the corporate will unanimously and 1nforma11y. The

result of the cases is that the corporate will can be formulated and expressed,

in certain circumstances, without the observance of any of the prescribed

-forma]1t1es, prOV1ded on]y that- there is -complete unanimity among the members, -

7

or the directors,. as the case may be. This principle has been invoked in

regard ‘to two types of s1tuat1on Firstly, matters which Beuthin calls internal

management and secondly,’ in regard to the alteration of the constitution. 8 It

is proposed to examine the principle in relation to the latter. However, it is’
‘necessary; -by way of introduction, to deal with the former. It is proposed to

deal with .each in English law and inm South African law. -
. ' . . = ‘.p :

]. . S ]93(])' 3t BRI -!.':-

2. S ]95(1) In English law, all’ shares in all companies have equal voting
: r1ghts, but this can be mod1f1ed by special prov1s1ons in the memorandum
or in the articles. Gower 351. e

3. S 195(2). In regard to private companies, there is no d1fference in
general principle between English law and our law. :
-Swerdlow v Cohen 1977 (]) SA 178 (W) 184F-G.-

4, . In English law this is true in both public .and pr1vate companies; Bushell v.-
' Faith 19691 1 A11 ER-1002 CA 10048-C.  This case is also reported in £19703

71 ATl ER 53 HL.

< ’\—._»-

5. S 193(1) of the Act.
6. Pennxngton 552. :
7. Beuthin R C : The Principle of Unanimous Assent (1974) 91 SALJ 2-3. This

will be referred to as "the second articlTe™. Beuthin had previously written
on the same topic (see Appointment of Directors and Legal Effect of Articles
(1970) 87 SALJ 395 at 398 "the first article" ),

Internal management is a phrase used by Beuthin, in the first art1c]e, supra.
- The phrase was referred to with approval by the Appellate Division in -
gyadrang]e Investments (Pty) Ltd v Witind Holdings Ltd 1975 (1) SA 572 (A)
582 K-8 i . . .

A
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2.2 Engl%sh Taw

The English courts have not adopted this distinction between the

1nterna1 management and the alteration of the constitution. However, the

effect of the cases may be summarised in the following rules.

Secondly, such an act must be honest.
meeting.3

'Firstly, the act proposed to be done must be intra vires the company.

]

2 Thirdly, there is no need to hold a'

Fourthly, an informal decision is binding on new members, who join

the company after the decision was taken, that is, where the decision is

implemented immediately.

4 "Whether it applies to a continuing act is not

certain.5' Fifthly, members who abstain and stand by, well-knowing that the

decisidn in question is being implemented, will be taken to have assented

thereto.

of the statute are for the protection of the shareholders. It is submitted
~ that this .is the reason why the members can waive the benefits conferred on - |

6

The underlying poliey of the rule seems to be that the'requirements

them by_tne statute.7 " The rule has-not,however, been free of criticism. It
‘precludes the possibility “of full-and frank discussion of issues. = In addition i
it makes it difficult for new members, and members of the public, to know what !

. has been decided by a company. 8 -.on the other hand, it seems reasonable to’ N %

permit the members of a company; which is small enough to take advantage of it,
-to enjoy the facility of instant communication and 1mmed1ate.dec1s1ons.

" Duomatic Ltd ‘Re £19693 1 A1l ER 161 ChD..

L ﬁat Tn such cases the principle should not app]y

..~z :Baroness Wenlock v.River.Dee.Co (1887) 36 ChD 674;.Salomon v Salomon and
Co Ltd T18971 AC 22 HL; Express Engineering Works Re 19203 1 ChiD 465 -Ch;

Bailey Hay and Co Ltd - Re £19713 3 AIT ER 693 ChD.
Buchanan {Peter)-v McVey £19553 AC- 516 at 521 and- 533.
Parker and Cooper Ltd v Read1ng £19263 ChD 975. The court declined to follow

- e ey

:‘N—Vman (George)and Co: Re L1895 1ChD 674 CA despite the fact that the latter

case haH‘dec1d€d4%hat the holding of a meeting was essential on the grounds
that it had also held the transaction to be ultra v1res and, further, no
meet1ng had taken place.

i
i
!
1
: |
Beuthin the second article supra 9-10. The learned author is of the opinior;

Bailey Hay and Co Ltd Re supra 701G-H. T

As they were permitted to do in Express Engineering Works Re supra.
See also Oxted Motor Co Re C19213 3 KB 32 at 38.

Morse G K : Formality in Company Affairs (1971) 121 NLJ 379 at 380.
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_ On the question of the alteration of the constitution, there is, in English

law, only one case in point, a decision of the Privy Council, namely Ho Tung v

Man On Insurance Co Ltd. ! The company had been incorporated, n1neteen years
previously, by submitting to the registrar a memorandum of association duly
signed, -and articles which had not been signed by the subscribers. The company
was however duly 1ncorp6rated and the artic]es were registered as such. 0ver
the years ‘the articles had been put forward as the company's only articles.
These articles had been acted on, amended and. added to by the shareholders, and
the company had conducted its business under the articles for nineteen years
without objectien. These articles contained a power for:the-directors to
disallow a sale or transfer of shares if they considered the transferee to be

" undesirable. Relying on this article they refused to register a transferee,

‘who moved the court for relief, arguing that, as the articles had not been 0 .

s1gned they were not the regulations of the company and therefore the d1rectors

did not have the power. 2

In the circumstances the court inferred that the shareholders had adopted

3

and accepted the articles as the valid articles of the company. It was true,

~+'sdid Lord-Davey; that -the -articles-had been irregularly registered but this was -

"the assent of the shareholders, or a sufficient majority of them.

no;reeson.why the shareho]derseshouid'nottadopt them.  .The statutory mode of .. .
doing so Wes by special resolutjon; but this was only machinery for securing

4 Their
acquiescence had been shown by a long course of dealing, and as a result the

registered articles.had become the articleS'of the company.s

C o

k]

It is important to note that under the English Companies Act, 1948 and :
its predecessors, there .is:no.need to register a special resolution, nor is it

. void until it is so registered. If registration was a necessary prerequisite

to the validity of .a special resolution, then, while unanimity could render
unnecessary the need for'formally passing such a resolution, it could not
substitute for the need for registration.6 In regard to ‘Ho Tung's case, an

1. £19023 AC 232 PC. This matter was heard oh'apbea] from the Supreme Court

of Hong Kong. The relevant sections of the Companies Ordinance (Hong Kong),

~-711865 are substantiaITy and for all material purposes identical with the
same sections in the English Companies Act, 1862 (per Lord Davey at 234).
The judgment is generally accepted -as good in English law.

2. 1bid 2355

3. Ibidem.

4, Ho Tung v Man Cn Insurénce Company suprd 236,
5. Ibidem,

6.

lh]S point 1s made by Beuthin in the first artlc]e 398~ 399
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‘irregular'registration might then be no registrétion at all, so thaf the . .

articles could not be adopted in this informal manner. However, in Ho Tung's

case this irregular registratioh of articles did not preclude their adoption ¥
"by_the members informally, as expfgésed in their'cbhduct‘over a long period of time.

It %s, therefbre, submi tted that in English law, since there is no
need to register the articles in terms of the English Companies Act, 1948,
' .thefé is no policy involving the protection of creditors, new members, or the
ﬁub]ic. The shareholders are therefore entitled to waive the benefits
conferred on them. The reason,it is submitted, is that the formalities are
" for their benefit alone.!

Ho Tung's case: to be no more than machinery for seéuring the assent of the
2

In fact, a special resolution was considered in

shareholders. This view is strengthened by the opinion expressed in

Duomatic Ltd. Re, that new members who join after the decision in question

had been taken, are bound by it even if formé]ities were not complied with,

‘since they are "bound by what had been constitutionally done within the

company before they became members of jtn. 3

2.3 South African law

“As preVious]y mentioned;:it:is proposed, firstly to deal with ‘the
. principle of unanﬁmous assent.in .situations involving matters.of internal
management. The principle has been applied in séveral cases and is accepted
asfsettled.]aw.4 It has been accepted as a sound principle giving effect to
the substance rather than the mere form of the members' assent. S On the
other hand, although -the pr1nc1p1e has been accepted, it has probab]y not been.
thoroughly exam1ned, in either Eng]1sh or South Afr1can lavi. 6 '
South African courts have relied on the English authorities to find that,
where the matter is intra vires the company, and there is no suggestion of fraud,
the company will be bound by the unahimous assent of its members even if this is

not expressed in a geheral'meeting.7 It does not matter whether the assent is
1. ' xpress Engineesring Horks Re supra; Oxted Hotor Co Re supra 38.
2. Ho Tung v Man On Insurance Co Ltd supra 236.
3. £19691 1 AT1 ER 161 ChD 169A-B. :
4, Per Trol1ip J A in Gohlke and Schneider v Westies Minerale (Edms) Bpk 1970 (2
: (A) 694D-E. L _ o
5. Ibidem. Support for this view is to be found in s 236 of the Act which ‘

limits but does not prohibit an article which validates a written resolution
of directors as if it had been passed at a meeting of the board.

6. The second article supra 6-7.

7. Gompels v Skodawerke of Prague 1942 TPD 167 at 171-172. Sugden v Beaconhurs!

Dairies (Pty} Ltd T963(2) SA 174 (EC) 179-180; Dublin v Diner 1964 (1) SA 799¢

uadrangle Investments v Witind Ho |a1ngs LTd 1975 (1) SA 572 (Ag

cQ2h.R
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given by all the members at the same time or place or not. The court will
.]ook at all the circumstances to ascertain the ex1stence of unanimous assent.
It will seek the. intention through minutes and act1ons at the twme of the .

L Where there is only one shareholder |

'1nf0rna].resolut1on and subsequently.
and-director, his ttame of mind is that of ‘the company and his acceptance is
' sufficient.2 However, the assent must be fully informed.3. The policy
behind the principle seems to be that if a section of the Act is for the
benefit of the shareholders, they can waive compliance with such formalities.
Ihe_princip]e has been held to apply to resolutions of both directors and

members.5

_ In all ‘the cases other than Gohlke's case, and Quandrangle's case, the
~ . matters in issue were what Beuthin has described as the internal .formalities

6 For example, in Gompel's case the shareholders authorised a

of resolutions.

contract without passing a formal resolution. In Sugden's case the

shareholders, in the same manner, authorised the disposal of a prqperty.8 In

. Dublin v Diner an irregular allotment of shdres was validated by the unanimous
assent of the members.g ‘

Beuth1n is of the opinion that, although there was some doubt as to
-<uhether tne principle ought to be accorded a- general and un1versa1 app11cat10n,
neverthe]ess it m1ght be invoked in regard to such matters as fell into the

category of 1nterna] management. ]0, It was not unreasonab]e to prec]ude
‘existing members, having g1ven their unanimous assent fron complaining

of what they had sanct1oned

‘Avondson Trust (Ptyl_ttd v Uouda 1975(2) SA 444 (T).

Supra 448 D and F.
- Taylor L and Co (Pty) Ltd v Grabe 1976(3) SA 75 (T).

See for example Sugden v Beaconhurst Dairies (Pty) Lid 1963(2) SA ]74 (EC).
5. Beuthin the first art1c1e supra 398.
6.  Ibidem. ]
- 7. Gompels v Skodawefke'of Prague supra.

8. -‘Sugden v Beaconhurst Da1r1es (Pty) Ltd supra.
9. Dublin v Diner supra.

10. - The first article supra 398. ]
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That the principle may be validly invoked to validate a particular act
of internal management is rendered beyond question by ‘the Appe]]ate Division
in both Gohlke's case and in Quadranc]e s case.”  As long as the act is
intra vires the memorandum, it is va11d even if it contrad1cts the art1c1es 2
The principle of unanimous assent can only apply where an ordinary
resolution is required. The meaning of the term "internal managemgnt" is
not defined, either by Beuthin or by the Appellate Division.3 Consequently
it-is submitted that the yardstick. of an ordinary resolution is more-accurate.
Although it is also not defined as such, it is safe to infer that an ordinary
resolution-is required save where the Act requires a special reso]ution.4 It
) is, tnerefore, a much more reliable guide than the test of internal management.
There is, however, a more basic criterion. It is submitted that wherever the
courts have-allowed the members to waive the formalities laid down in the Act,
- the reason has been that the formalities have been found to be for the benefit
of the shareholders alone and therefore‘theyvare free to waive same.5 ’

Whether the principle can apply to.continuing_acts'which have been
authorised'unanimously but informally, is doubtful since a new member is

probably entitledAto insist on strict adherence to formalities.®
. 7 .

This 1is
certainly the view of Beuthin. In this.regard he draws a distinction between
acts which have already run their course and those, the real effects of which

" continue to live on operating in the future to the prejudice of new members.

.. In-the.former, he says, it may well be unnecessary and unduly legalistic to -.

-insist upon adherence to the prescribeq formah‘ties.8 “In the latter, it
would be very difficult for the new member to know what the decision was. In
fact, in the latter, says Beuthin; their.rea] interests are protected by the

PW NN -
L] L]

Supra.
. Quadrangle Investments v Witind Ho]d1ngs Ltd supra 582A-B.
Gohlke and Schneider v Westies Minerale (Edmsl Bpk supra 6948-C.
. "Matters requiring a spec1a1 resolution are 11sted by Cilliers Benade
: De Villiers 219, .
5. 5 See for example Sugden v Beaconhurst Dairies (Pty) Ltd supra.
6. ‘- ~ZTFhis would follow from the remarks of Tro111p J A in Gohlke and Schneider v
Westies Minerale (Edms)- Bpk Supra 692G-H. .
7. Beuthin R C : The Principle of Unan1mous Assent (1974) 91 SALY 2 at 17,

“the second articie”.
8. The second article 10.

\
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- formalities, so that the courts should be slow- to recognise the pr1nc1p1e where
new ‘members . are concerned. !

It is now proposed to deal with the principle in regard to the alteration
of the constitution. The matter was first considered in the case:of Gohlke and
Schneider v Westies Minerale (Edms) Bpk.? 1In this case the Appellate Division
considered the doctrine in the Tight of a clause in a' shareholders” agreement
between a company and all its members which, it was contended, was contrary to
and sought to amend, the articles of. that company. 3

“The facts were as follows. A company called Sarusas Minerals (Pty) Ltd.

. was registered under the South Hest African Companies Ordinance. 4'. The relevant
articles prov1ded that the number of its directors be determined in general

meeting; and that any director, other than a 11fe director, would continue to

hold office until otherwise determined by the company in genéral meeting. The

latter also had the power to fill any vacancy caused by the retirement'of'a o
director by electing a person to be a director. Two days later all the '
shareholders and the company entered into a written agreement in terms of which
the plaintiffs and the second respondent were entitled, respect1ve]y, to appoint -
two d1rectors to the company s board. Two and a half years later the plaintiffs
-informed the company that:they nominated a director in place of an existing -
director who had resigned. Some time after their nominee had taken office the
plaintiffs sought a declaratory order that he had been duly appointed a director
of the company.  Trollip J A took the view that the agreement meant that a party's
‘nominee:would oecome.a‘directokﬁofgﬁarusaS'on his merely nominating him as such:5

W N e
L .

I
i
Supra. : ‘ : , : i
|
}

~Ibid 1. LT EE S
Ibid 6928
No 19 of 1928 which is substantially the same as the South African Compan1es

Act, 1926. In particular s 16 of the Ordinance is in substance the same-as
"the corresponding section in the South African Companies Act, 1926 and the
successive Eng]]sh Companies Acts; per Trollip J A in Gohlke's case, supra
692C-E. .S ]6 is also the same as s 65(2) of the Act.

5. _ lIbid 691D-E."
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It was contended for the defendants, in opposing this order, that on this -
construction of the‘agreement it was contrary to the artieles, and was é

unenforceable aga1nst the: company since it had not been 1ncorporated in the

articles. L

Tro]lip J A in regard to this contention, took the view that tﬁe act did
not render the articles absolutely binding'on the company and its members, as
though they were statutory enactments. The articles, he said, merely had the
same force as a contract between the company and each and every.member as such,
. to observe -their provisiens.2 "Now that coh@ract",,he said, "is not made
jmmutable or indefeasible by the Ordinance in any respect relevant here.
Consequently,. I can see no reason why, as with any other contract, it cannot
be deﬁarted from by a bona fide agreement concluded between the company and
all its members to do sbmething intra vires of the company's memorandum, but
in a manner contrary to the artic]es, and why that agreement should not‘bind
them, at 1ea§t for as long as they remain the on]y members. Of course, for

it to bind new members and affect outsiders, the agreement would probably have to’

be incorporated into the articles by special resolution which would have to be
reg1stered " 3

] Since the latter. s1tuat1on d1d not arise, Tr01]1p J A expressed the view
that,- even if the clause in question was contrary.to the articles it was
nevertheless binding on all the parties.  However, on the facts, he did not
think that the agreement did conflict with the artic]es.4 ‘The latter simply
required a general meeting to appoint directors to fill vacancies caused by

the retirement or removal of directors, a situation which did not arise. The
members, however, had inherent general powers to fill other vacancies such as .
those caused by résignation, death, incapacity or disquaﬁﬁ'cation.5 As a
matter ‘of practice the‘memberéfexercise this power, he said, by ordinary
resolutions at a geﬁeral meeting.6 "The latter, said the judge,was only the
formal machinery for securing the assent of members, and if such assent had

been otherwise obtained it was just as effective. This principle of unanimous

. Supra 6928B.

. Ibidem F.
Supra 692G-H.
Ibid 693.
Ibid 693B-C.
Ibid 693F .
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. :aésent had been applied in the English Counts !
Council considered that the unanimous assent of all the members was sufficient
to adopt a new set of articles a]though they were not signed by the subscr1bers
nor adopted by special reso]ut1on Such assent was virtually the same as a

special resolution. 2

In Ho Tung's case- the Privy

Tro]]wp J A cons1dered that such reason1ng would app]y a fortiori where
on?y an ordinary reso]ut1on would have been required as in the present case. The
principle of unanimous assent, he said, had been applied in several South African
cases.3 It was a sound principle, giving effect to the substance rather than
the mere form of the members’ assent and therefore "we should accept it as being
'sett]ed ]aw“ 4 ' |

The learned judge considered that unanimous assent was sufficient to. alter
the const1tut1on certa1n1y for as 1ong as there were no new members. On
the other hand he found, as a fact, that the agreement did- not contradict the
articles. It was not, therefore, necessary for him to make this observation,,
which may therefore be regarded as merely an obiter dictum. On the one hand
he seems to conclude that the formalities required by the Act for a valid special
.- resolution. could be dispensed with if-there:is unanimous assent. On the other

“hand'What,was'required'to achieve the appointment of ‘Wiehahn as a director was
not, in his view, a special reso]ution altering the articles, but an ordinary
resolution.at a general meeting This machinery was also not essential if the
assent of members was otherwise obta1ned 3

1.~ The cases referred to by Tro]11p J A (693G to end of page) viere Salomon v
Salomon and Co Ltd C£18973 AC 22 HL; Ho Tung_v Man On Insurance Co Ltd (19923
AC 232 PC. g

2. Gohlke and Schneider Vv west1es Minerale (Edms) Bpk 1970(2) SA 685 (A) 694D-E.

3.: . Gompels.v Skodawerke of Prague 1942 TPD 167; Sugden v Beaconhurst Dajries
- (Pty) Ltd 1963(2) SA 174 (EC); Dublin v Diner 1964 (1) SA 799 (D).

4. Gohlke's case supra 694D-E.

5. Tro]11p J A had an opportunlty, subsequently,. to comment on h1s own
judgment in Gohlke's ‘case in the later case of Quadrang1e Investments v
Witind Holdings Ltd 1975(1) SA 572 (A) 582A-B.- Gohlke's case, he said,
applied the principle -of unanimous assent to va] date the do1ng of a

“particular act of internal management which was intra vires the company's
““vmemorandum, and which, at worst, was merely contrary to the articles.
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- Beuthin has commented on Gohlke's case. - One result of it, he said,”
was that a company may be bound to conduct its internal affairs according to. »
the tenor of two conflicting contracts.] In his opinion the obiter dictum of
Trollip J A-to the effect that unanimous assent canbe used to alter the
' constitut{on, if oniy temporarily, that is to say as long as there are no new

members,z‘wou]d not only lead to a host of unnecessary problems, but was also
3

incorrect. On such an approach, the unregistered unanimous assent would not
be binding on existing members and the company once a new member was admitted.
What, he asks; is the position of a new member or of a creditor pending
registration. o : : )

Beuthin notes that notwithstanding. this obiter dictum, Trollip J A
was of the opinion that the articles only empowered a general meeting to
appoint directors to fill vacancies caused by retirement or removal of
- directors. In addition he agreed that the members had inherent powers to
- fill vacancies. These powers would be exercised by ordinary resolution at a
general meeting.- On the principle of unanimous assent, the assent of all the
members and Sarusas, as evinced by the eareement, rendered the clause in question
~b1nd1ng on all-of-them just as- 1f they -had approved it by ordinary resolution  in-

_general- meet1ng It-was noL\easy to assess the correctness of th1s decision from the

'Judgment as reported. " The art1c1es ‘which empowered the d1rectors to fill any

‘casua1 .vacancy .were of vital importance. Even.if the power to appo1nt a director
had been vested by the articles in the company in general meeting, the agreement’
.constituted.an assent in-advance by the:.two parties, as members, to future - -
.appointmen,ts.4 ‘
constituting,any.reso]ution of the company at all, and considered itAnecessary

However the parties did not regard what had taken place as

for the appointments to take place in the normal manner. Furthermore, not all
- the: members were present when the::board sanctioned the agreement.s- N Rt
In the second place if there was a resolution of members, on the court's

construction of it, it was a determination that directors should

1. Beuthin R C : Appo1ntment of Directors and Legal Effect of Art1c1es (1970)
87-SALJ 395 at‘399 the first article.

2. -Gohlke's case supra 692G-H.

3. Beuthin R C : The Principle of Unan1mous Assent (1974) 91 SALJ 2 at 16
the second article.

4.  Gohlke's case supra 690F-G.’
5. The first article supra 401.
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be appointed not by the organ upon which that power had been conferred by the
‘articles, but by some other persons. If the articies had éxpre§§1y-conferred'
 the power to appoint directors on the compahy in general meetinQL the
:resolution would have been an attempt to alter or add to the articles.
“ Finally, the general meeting'itseTf was not a legal person but only an organ
of %he-company, and so it had no power to appoint any person to act on its
behalf. The company was obliged to act in terms of the registered articles.

1

2

) Beuthih has also commented on the use of the'princ{ple in relation to
the alteration of the constitution, requiring as it does, the passing of a
- specié1 resolution, duly recorded by the Registrar.3' -There was,. in his
g opfnion an important difference between the English Companies Act, 1948 and the
Act. In the Eng]ish Act s. 143 contained no declaration that if the special
" resolution was not registered by the Registrar, it was a nullity. Under the
Act, more particularly s 200 and’ s 203 a special resolution had no effect until
it was Fegistered. Therefore, it could not'be in any way a formqution_and
expression of the'corpbrate will. The policy of the Act was that business
~>=~which requifedsanspéciaivresolution was a matter of pubiic=toncerh. Therefore,.
-upon pain of criminal sanctions, a company was bound to give the public
timeous and comp]eté nqtite,of what it was doing.4 Registration was therefore
an .essential and indispensable formality which could not be by-passed by the
simple expedient of obtaining unanimous assent. a

0 Ul o It follows of course=thétdthe a1teration of the constitution, reguiring. = ..

as 1t doés a special resolution, duly recorded, cannot be effected by
unanimous assent.:

Cam. vy 1 It.does  not follow;zhowever, that a special resolution can only be
passed at a general meeting, and not, for éxamp]é, by means of a round-robin
resolution.  There must be a resolution since it must be recorded by the "
Registrar.  This canhot be waived or substituted by unanimous assent manifested
1. :lIbidem. 4 ,

2. The first article supra 402." ' I

3. He Hasldohe so in both articles, as more fully appears below.

4. The second article supra 14 and 18.
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%n'some other way. ,BUt there is no'need,'it is submitted, to pass it at a

" meeting. The policy requiring registration is for the benefit of the public,

" s0 that the members cannot waive it. There is no need to hold-a meeting

where a special resolution is not fequired, the reason being that the policy-
iof holding a meeting is for the benefit of the members who can waive it. ‘
It is submitted that the same po?ﬁcy app]ies-td the honing of a meeting to
pass’a special resolution. ‘Support for this view is to be found in s 186(2) of
~the Act, in terms of which a-meeting may be called on e shorter notice .than
laid down in s 186 (1) if it is so agreed by the majority specified 1n the
sect1on

. " The question of the alteration of the constitution was dealt with for

the second time by the Appellate Division in the case of Quadrangle Investménts v
Witind Holdings Ltd which is reported both in the Witwatersrand Loca1 Division ¢
and in the Appellate Divisibni3 In the latter court Trollip J A delivered the
judément. The ‘crisp question, he said, was whether a dividend declared by a
company'in contravention of a condition contained in its.memorandum, which could
lawfully have been contained in its articles of associatidn, instead of its

~memorandum (as: pred1cated ins Blbis ‘of'z the Companies ‘Act, 46 of 1926) was: va}1daw

or. validated. because all its shareholders unanimously-assented to it. 4 _The
matter arose on an exception to a rejoinder. The facts were as fo]]ows, The
p]a1nt1ff company, Quadrangle, sued the defendant company, Witind,. for

R50 904,69. In its plea Witind a]]eged that Quadrangle had declared a d1v1dend
~ of R51 000 and that ‘the dividend was payable to Witind as being then the sole

'“benef1c1a1’shareh01der of‘Quadrang]e and-that the effect of the dividend was: to’wiﬁi

5

ext1ngu1sh by ‘set-off, the R50 904,69 claimed by Quadrangle. Inits-

rep11cat1on, QuadrangJe‘averred_phat, in terms of its memorandum, it was

1. Sugden v Beaconhurst Dairies (Pty) Ltd 1963 (2) SA 174 (EC).
2. 1974(3) SA 364 (W). - '

3. 1975(1) SA 572:(A).

4. Ibid 575H-576A.

- 5. Ibid 576H. A further plea of exceptio doii was also raised which ‘s
"~ not relevant to the present enquiry.

Ly T (
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o

prevented in law from paying dividends from its capital réserves, of which . =
the said dividend of R51 000 was a port1on Therefore no valid set-off could -

operate !

Witind rejoined, saying. that this condition in the memorandum relating
to the declaration of dividends, could lawfully have been contained in its
articles instead of its memorandum and could have been deleted by special
resolution in terms of s 11 bis of the Companies Act 46 of 1926. However, in

* the absence of a special.resolution, duly passed and recorded' the -shareholders
of Quadrangle had assented to the declaration of the said d1v1dend so that its
declaration was valid, as was the set-off. 2

Quadrang]e excepted to this rejoinder as d1sc]os1ng no defence, in that
it averred that the informal assent of all shareholders was not a compliance
with s 11 b1s, because no formal reso]ut1on was ‘passed, nor was any minute noted
or transmitted to the Registrar 1in terms of S 65 of the said Act. 3

The exception had been dismissed in the court‘g_ggg:4 Galgut J, in

i.--the.iTowers- court, had heldsthat Su11=5is-was applicable since the clause in

question was indeed a condition as contemplated in that section. Hence (so the

Judgment in the court‘g;ggg proceeded), the declaration of the dividend,

although contrary to the clause in question, was not ultra vires and it was

valid or validated because-all the shareholders of Quadrangle unanimously

assented to the dec]aratio‘n,5 The declaration of the dividend, said the
'ﬁ'rnjudgevggggg;rdidfnotﬂaTter”the'mehorandum and therefore did not require a o
special resolution. It mereTy rendered this particular dividend va]_id.6 .

It was common cause that, despite the repeal of the Companies Act, 46
of. 1926, the.provisions of this act still governed the dispute. Much of the
dispute revolved around s 11 bis(1) of the Companies Act, 1926 in terms of

N ‘Ibid 5778.

]
2. Ibid 577D-578C. : . |
3.  Ibid 578¢-G. Nor was'ﬁt delivered to the Registrar in terms of s 11 bis(3).
4. Quadrangle Investments v -Witind Holdings Ltd 1974(3) SA 364 (W).
5. Ibid 578H to end of page. ' .
6. Ibid 579B-580B. . There is no need to state the ultra vires doctrine

in this section. It will -however, be dealt with in Chapter 6.
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which any conditions in the memorandum which could lawfully havé been contained
in the articles could be altered by special resolution. This was intended to
provide an exception to the rigidity of s 9 of the 1926 Act which prohibited
alterations of the'memorandum except in the cases provided for i the 1926
: Act;] The court é_ggg found that the clause in the memorandum could have been
'contained in the articles; therefore, by virtue of s 11 bis(1) of Act 46 of 1926
it could have been altered by special resolution; therefore the clause was to
be treated on the same fopting as though it had been contained in the articles;
therefore the declaration of the dividend was not ultra vires the company.

Before the Appellate Division on behalf of the appellant, the rationale
of the court a gquo was criticised as follows. S 11 bis(1) laid down a method
of e1tering the memorandum. This section did not, however, amend the ultra

vires rule. Cohsequent]y if an act is not permitted by the memorandum it was
ultra vires the compeny The Judge therefore erred in finding that the
declaration of the dividend was ultra vires the company. Furthermore, in
. none of ‘the cases quoted by counsel for the appellant was there any quest1on
of unanimous assent 1nvo]v1ng the amendment of a memorandum. All the cases.
referred to acts intra vires the company. 2 Gohlke's case was distinguishable
“-on:-the ground thaf-it was not concerned with the alteration of the memorandum
of a company, but only with a departure from the articles. '

" In reply to these arguments for the appellant, it was argued for the.
‘respondent, that once the clause in the memorandum could have lawfully been
'tohtafﬁed“in'the.artic]es;'anﬁ”therefore“cduld have been altered by special
resolution, the sole remaining question was whether the ultra vires doctrine -

applied to s 11 bis(1), so as to defeat the unanimous assent of the shareholders.

The underlying appreachjof the English Companies Act, 1862, had been to prevent
the shareholders from doing, by unanimous consent, some act outside the objects

of the company. The reason for this prohibition had been that this would enable

them to do the very thing prohibited by Act of Parliament.> This rigidity
had béen moderated from t1me to time. In particular in regard to matters
appearlng in the memorandum, wh1ch could have appeared in the articles, the

1. S.56 of the Act replaces s 11 bis of the Companies Act, 1926. Any -
condition in the memorandum may now be altered by special resolution
unltess the memorandum jtself lays down special procedures.

2. Supra 573F-~H.
3. © Supra 574 - 575.
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‘eompany was given virtually unrestricted powers to alter the memorahdum.
This was, therefore, not an attempt to do a th1ng prohibited by Act of

" Parliament. The shareholders were doing what the Act entitled them to do,

gy T

subject to a procedure'deSjgned to protect the minority. There was a
distinction between what may not be done at all and what must be done by a
speciaT procedure. S 11 bis permitted the dividend to be deelared, provided
there was a special resolution a]tering‘the memorandum.  The principle of -
unanimous assent did not relate to acts not permitted by the memorandum -
its application was inconsistent with the provisions of the statutes. However,
it was no part of the respondent's case that the unanimous assent was equivalent
to a general alteration of the memorandum. The memorandum was, in fact, not
altered. "The unanimous consent.of the members of Quadrangle" had brought
-about a situation in which they could do what they had done. | '

:Trollip J A, who wrote the judgment, understood the‘respondent's .
contention to be that s 11 bis(1) had in effect relaxed the ultra vires
doctrine so that conditions referred to.in-s 11 bis(1) could now be altered

'by spec1a1 resolution. Therefore an alteration could also be duly effected
by.the.unan1mous assent of-the shareho]ders.1

..act. was not. ultra vires the compeny and.could be validated pro hac vice,

Alternatively the offending -

that -is, without a]ter1ng the cond1t1ons by the shareholders' unanimous
assent thereto. ' '

-

=~ = Fhat+argument, 'he said; ‘could not prevail. Mhen a‘:condition, which

o ;Lcoqu“have,been ihserted in the articles, was inserted. in the memorandum it

became part of the latter and'éhbjéct'to the 1926 Act. It could not be altered,
except in the cases and by the method for which express prov1s1on was made in
the 1926 Act. In cases under $-11 bis it could only be altered by special

" .resolution. It also became one-of -the provisions of the memorandum which

2

s 16 enjoined the company and its members to observe. It followed that

) such a condition could not be altered by the unanimous assent of the

shareholders, but only by|a special resolution. Furthermore, in terms of s 65
of the 1926 Act a special resolution had to be recorded by the Registrar before it
became effective. . In addftﬁon in terms of s 11 bis(2) a copy of the memorandum

< ;_S:

1. Ibid 5815, . |
2. Ibid 581B-E. S 16 of the Companies Act, 1926 is now s 65(2) of the Act.
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~as. altered had also to be delivered to the Registrar. The purpose of these -
provisions was to benefit those members of the public such as creditors and
shareholders, including prospective ones.

Secondiy, he dealt wifh_things done in a contravenfion of such a condition,
that is on which could not be a]tered,-except in the cases and in the mode 1laid
down by the act. It followed, he said, that any such thing was ultra vires and
void and could not be validated by the unanimous assent of the shareholders. 2 It
was, however, unnecessary to decide whether, without first duly altering such
a condition, a company coqu by special resoiution authorise or subsequently
ratify the offending act.3 For in the present case only the unanimous assent
of the shareholders was relied on, which was insufficient because it purported
to do something which the Act forbade, unless its requirements vere first’

'~ complied with. On the facts of the case, Trollip J A found that s 11bis .
~ applied to the condition in the memorandum of Quadrangle, because it was a
: condifion which could lawfully have been contained in the articles. It
followed that the declaration of the dividend out of the capital reserve was
ultra vires and nill and void. It could, therefore, not be valid or validated

T A bytreason :of rthe~unanimous assent of:its: shareholders. « Hence the exception: :-&u=n

Shou1d have been uphe]d and the appeal succeeded. 4 ' .

7

"2.4  Conclusion

- r~rne aciherecan act requires to-be authorised by a special resolution, the - ~in~-!
w -+« principle_of .unanimous. assent cannot.be.invoked entirely, the obiter dictum. ... ,..

of Trollip J A to the contrary, notwithstanding.SA The members cannot waive
.-provisions of. the Act relating to special resolutions because these are not

onﬁy for the immediate"concern of the shareholders, but are also for the

*benefit of those members of the public who are or may become interested in the -

6 On the other hand the

holding of the neceséary meeting seems to be solely for the benefit of

constitution, such as creditors and shareholders.

shareholders who may waive this. benefit, even in the case of special ‘
resolutions, provided that the special resolution itself is duly recorded.

1. Ibid 5816.

2, Ibidem E. '

3. Ibidem H to end of page.

4. Ibid 582B-D. . _

5. . Gohlke and Schneider v Westies Minerale (Edms) Bpk ]970(2) SA 685 (A) 692G-H.
6

»  Quadrangle Investments v Witind Holdings Ltd supra 581G-H.
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. On the other hand the principle may be invoked in matters of ihterna]

'Amanagement provided that there are no matters of concern to members of the
public.” In other words, the principle may be freely applied to matters which

" require o more than ord1nary resolutions. Wherever, therefore, a section of
‘the Act is solely for the benefit of the existing members the principle is
ava]lable but not where the po]1cy of a section is to protect the pub11c

3. Rectification of the Constitution

' 3.1-VIntroduction

Rectification of a‘written contract can be obtained in these cases
in which it is proved that both parties had a common intention which they'
1ntended to express in the contract but wh1ch through a mistake they fa11ed '
to express

¥ The basis of this rule is that in contracts regard must be had to the
truth of the matter rather than what has been wr1tten 1

" However', South African.]aw has accepted the English rule that a written‘

contract is the sole memorial of a transaction so that no evidence is _
admissible to prove the terms of a contract save the document, or if it is
lost, secondary evidence of its cdntents.2 " Where the written document does.
not reflect the true intention of the parties, rectification is a necessary -

‘*%r*prerequisite to a sbit“on'the'contract' "tSuch a claim is.for rectification of a .-

mutual error and is based on the hypothes1s that the part1es have failed to
p]ace themse]ves where they- .intended to place themselves 3

© 2. In the case‘of'the?COmpany“constitution, although the memorandum and .
articles are a'contract, rectification is not available where ‘the articles
are registered in the wrong form by mistake. This is so, both in English

* law and in South African Taw. ' ’

1 Weinerlein v Goch Buildings Ltd 1925 AD 282 at 289.
2. i ﬁeyer v Merchants Trusts Ltd 1942 AD 244 at 253.
3. Ibidem. | -

4 Gower '262; Hahlo 93.
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“articles of association.

o _not.to.permit. rectification.
~statutory contract and there: was no machinery in the statute for compe1]1ng the -

' oppre551on of minority shareho]ders

89.

Ly

3.2 English Taw

. ‘The matter was dealt with .in English law by the Court of Appeal in
the matter of Scott v Scott (Frank J) (London) Ltd.j' In this case a widow
of-a former shareholder sought a declaration that she was entitled to be

- op

- placed on ‘the defendant coﬁpany's register of members for 100 shares which

were registered in her husband's name at his death.

The defendants, the remaining shareholders in the company, challenged
her right to be so registered. They also claimed that, on a true construction

. of the articles, the p]éintiff was bound to dffer the shares to the defendants,

alternatively they sought to have the articles rectified in order to provide
for such an offer. It was held that on a proper construction of the articles

‘the widow was entitled to be registered as the holder of the shares in gquestion.

On the gquestion of rectification of the articles, the Court of Appea]'
upheld the view of the court.g;ggg, that it had no jurisdiction to rectify.
2 The reasons of-.the Court of Appeal were that a
company -only came into being when certain statutory requirements had been

,_dsatisfied;%,uuUpon.its incorporation, a.company could on]y-a]ter or extend the

constitution-in terms of the relevant companies act which contained no hint of
apower to.rectify. On the,contrary;jitmwas-the memorandum and articles actually .
submitted to the Registrar which were retained and registered by him.. Furthermore,
the-effect of registration-in-terms-of s-14 of the English Companies Act, 1929, was
4 -+ <The.only. contract (in the constitution) was a -~ -+
registrar. to register any rect1f1cat1on.5
' In Pennington's View, the rationale of this standpoint is that for many
years.the .courts. had.no .power .to.amend the. constitution, even where there was -
a drafting error which the court could rectify in any other contract. Such

powers as the 1948 Act had conferred on the court were Timited to cases of
6

1 E]94OJ 3 A11 ER 508 CA.

2. ‘Scott v Scott (Frank J) (London) Ltd supra 5156-
3. Ibid 516.
4
5

This corresponds to s 65(2) of the Act.

The only previous decision had been Evans v Chapman E]902] 86 LT 381 in
~which the court came to the same conclusion. -

+ 6. Pennington 80. The position is.the same in South African law under
s 252 of ‘

of the-Act.
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3.3 South African law. , . o - ’ -

In South African 1aw the’Eng]ish view hes been‘adooted without question. >
The matter was referred to in Konyn v Viedge Bros. (Pty) ltd]. .The matter was _‘
turned on the interpretation of an’article of a company. "~ Assuming, said
O'Hagan J,that the article in ‘question’ failed to express the true intention
of the signatories, the court could not, as a matter of interpretation, give
. 'effett to that intention. "Nor does the Court have the power to rectify the
articles of association of a company if these articles do not accord with
what is shown to have been the concurrent 1ntent1on of the signatories at

the moment of signature":

.~ Naude Criticised this attitude on the ground that it did not give

3 A Company, as has‘

-due regard to the contractual nature of the articles.
been previously pointed out, originates in the agreement of its members, but is ‘

“incorporated as a separate entity on'registration.4 Its constitution has -

5 In relation to

been accurately described as a statutory agreement.
~ rectificetfon, it is the statutory component which prevails. The company comes
into being on registration. It is a creature of statute which can only alter or

o io-extend titsfconstitution in terms of 'the Act. Since the Act is silent on

-rectification, such a remedy does not exist.

3.4 Conclusion

"7 '~ Despite the existence of this. rule, the member is not without relief.
tororhsywasistated - in Evans v Chapman, the:proper machinery to:amend (and thereby . .-
6 It is submitted that

a refusal by the requ1s1te maJor1ty to pass the necessary resolution may make
' 7

to rectify) the const1tut1on is a special resolution.

it 'just and equitable' for the company to be wound up by the court.
Alternatively, such a refusal may well be unfairly prejudicial, unjust or
inequitable conduct in terms of s 252 of the Act. In terms of this section,

1. "1961(2) SA 816 (EC) 825.
- 2. Konyn v Viedge Bros (Pty) Ltd supra 825C-D.
3. Naude 64 footnote 1.
4, S 32 of the Act. ] .
5. Per Astbury Jd in Hickman v Kent or Romney Marsh Sheepbreeders'

Assoc1at1on Ci9151 1 Chd 881 at 903.
(1902) 86 LT 381.
In terms of s 344(h) of the Act.

~N O
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" thé court has the power to make any order it thinks fit,‘including an order
fur the alteration of the articles. The latter power is implied in the
 provisions of subsections (4) and (S)as we]] as partly .in the provisions of
subsection 2(a) "of s 252 of the Act.! '

q. teneral conclusion

-

! ,This chapter has sought to illustrate the sui generis nature-of the .

company constitution, by reference to the alteration of the contracts embodied
therein, with particular reference to the principle of unanimous assent and to
the prob]em of the rectification of the contract contained in the constitution.

] " In regard to the former, different results emerge in English law and

in South African law. In both, the principle may be invoked to validate a-
part1eu1ar act of internal management, provided it is intra vires the
constitution. In English law the principle will probab]y permit the alteration
of the constitution, without complying with the formalities. In South African
:]aw;'this is not the case. The consent of all the parties to the contract
does not suffice.to vary it. The variation must also comply with the
‘requirements of the'Act In the case’of‘rectification; in both systems of
-law, - the ‘requirements of the statute also prevail. The constitution is a -
statutory agreement. In these cases the statutory has preva11ed over the
contrgctua] component.

It is proposed, in the next chapter, to continue the investigation

-~ into-the-special characteristics of the contracts embodied in 'the constltutlon,

g
by exam1n1ng their enforcement as such

ey e o

’\A_,-
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PART "2

'ENFORCEMENT OF RIGHTS IN A COMPANY

. In general, a creditor under a contract is entitled to performance by -
the debtor of all he has promised. The debtor may fail to do what he has
| undertaken to do, or he may do what he has promised not to do, or he may
tender performance late. Where the debtor is in breach of his contract, the
creditor. is ent1t1ed to one of severa] remedies, depending on the partwcu]ar
facts of the case. . For example, he may seek an interdict or an order for
.. specific performance with or without damages. He may also cancel the
contract, and at his opt1on c1a1m damages, or not. L '

In the case of a company const1tut1on one would assume, ‘as a result _
of its contractual nature, that every party to the contract in the. const1tut1on
has the normal contractual remedies. The validity of this assumption,is, in
nessence, the subject of this part of this dissertation.

w2 OF “coursey not all-the agreementsi between the member and the company -
are found in the constitufion. The member may enter into'a.host of

commercial transactions with the company which are embodied in agreements
outside the constitution, such as-loans, service contracts, -or the sale or’

. leasing of goods. One would expect.that such commercial and other.

"transactions may be embodied in the constitution. However, this cannot
be taken for granted having regard to the "outsider ru'le"2 Apart from

such transactions,.a member may acquire claims against his company in delict,
-for. example as a.result of a ronningsdown incident or as a result of the

fraud of its duly-authorised agent or employee. - An underlying question in all
these situations is whether membership of a company is an obstacle to a member
acquiring §och'rights against the company, and enforcing them.

v v - - h—

I, A]ternat1ve1y, he may refuse to perform on the grounds of the defaulting
.~ -party's breach.

2. See Chapters 8-12 below. However, in at 1east one case, a comnerc1a1
transaction between the .company and its members was embodied in the
articles and was upheld without- question. See Boston Deep Sea Fishing _
and Ice Co v Ansell (1888) 39 ChD 339 at 356.

RN
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e~ the-enforcement :of the member's -personal-rights, it raises'difficulties in::
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: In regard to such r]ghts, that is, those arising outside the const1tut1on,
in a]most all cases membership is no bar to their. enforcement. If it were, . $
a fortiori it would also be a bar to r1ghts ar1s1ng from the constitution '

itself. ’

~ However, in one case, continued membership was considered to be a
"barrier to enforcing a right which arose outside the constituj:ion.2 The
validity df the principle set forth in this case will be .the subject of the
fifth chapter of this dissertation. In regard to rights arising from the
constitution itself, several matters require-attention. - .- ' .

- The first is the ultra vires doctrine, in terms of which a company
exists only for the objects for which-it has been 1ncorporated and only has
the capacity to perform such acts as are indicated by its objects. Since .
the memorandum and articles constitute a- contract between the company and .

. the members, and between the members inter se, a member can invoke the
objects as formulated to compel the compahy to observe its stated objects.
In terms of this doctrine, acts which dre beyond the capacity or powers of |

71;;heﬁcompany_are.yoid:: Thersignﬁijance:of,the ultra vires doctrine has-been

curtailed drastically by s 36 of the Act.d

_ These two aspects will form the
-subject of the sixth chapter. ' '

-Fév‘~' :Thereafter attention will be: drawn to the extreme]y complicated and

... of t~-trodden thicket of the rule..in.Foss v Harbottle. "This.rule clearly

~ scircumscribes the right of a member-to take action to enforce rights arising
from the constitution,firstly in regard-to a wrong done to the company, and "
secondly in matters of internal management where the irregularity is.capabfe
of ratification by a simpie majority. Although it does not purport to restrict

regard to their definition. This will be the subject of the seventh chapter.
This, then, is the séope‘of this part of this dissertation.

1. The enforcement of rights arising from the const1tut1on itself w111
occupy Chapters 5- 7 of this dissertation, :

2.~ Houldsworth v City of Glasgow Bank (1880) 5 AC 317 HL.
3. Cilliers Benade De Villiers 52.-

Gere
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o .:HA further obstacle to the enforcement of contractual rights embodied in
the consfitution, is the rule that rights purpbrting to be given by an article
-in a capacity other than that of a member cénnot be enforced against the
company.1 This, the "outsider rule", will be the subject of the remaining
chapters hereof. ' ' '

rd

i : . . - ) v

1. ‘Hickman v Kent or Romney Marsh Sheepbreaders' ‘Association €19153 1 ChD 881
. at 900. - ' ) ' _ '

el 3
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CHAPTER 5 - THE PRINCIPLE IN HOULDSYORTH'S CASE'

1.  Introduction

~In both South Africah'and English 1a&,'where a peréon has been induced
to enter into a contract by the material and fraudulent misrepresentation of
the other contracting party ,the contract is voidable and not void. The
victim is entitled to maintain the contract or to cancel it. He is, however,
0b11ged to make an election timeously between these mutually exclusive course
of conduct. He cannot do both. 2 In other words, he cannot both approbate

“and reprobate.

Whether he rescinds or enforces the contract, he is entitled to claim
damages.3 ' Maintaining the contract and claiming damages mayAappear,

‘ superficia]]y to be inconsistent, but in substance a claim for damages is
not an attempt to cancel a contract. Thus,.for example, a party who, having
been misled into a contract by .a fraud, elects to stand by it and‘claim‘
»damages, is.not both approbat1ng and:reprobating. Fraud is a delict and the

_act1on based on fraud is delictual and not contractua] in its nature. 4 The

- sense repudiating the contract. He seeks.to be compensated in delict. for
~~the*loss he suffered as a result of the fraud, while adher1ng to the terms .
~~0f -the contract which he- conc]uded '

- The question arises whether these princip]es apply where a'persbn
takeé shares from a company. The answer will be sought f1rst]y in Eng11sh
law, and then in South Afr1can Taw.

1. Hou]dsworth'v City of Glasgow Bank supra.
2.  Bowditch v Peel and Magill 1921 AD 561.

3. ‘Frost v Leslie 1923 'AD 276 at 279 Trotman v Edwick 1951(1) SA 443 (A)
448K '

4, - Trotman \/ Edw1ck supra .

S

= ~riadctim who stands by the contract while. seeking damages for fraud, is in no* -
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2. . English law - ~ : E -

‘ ,‘ ,. ) . "... - ] - “‘\‘
2.1 Damages without rescission - : ' ' g

-The right to claim damages in a share transaction, without rescinding

" a contract which has been induced by fraud, was dealt with by the House of

Lords in Houldsworth v City of Glasgow Bank.] The question was crisply

framed by Earl Cairns L C in the following manner.2

“Can a man, induced by the fraudulent .misrepresentations of agents
of a company to take shares in the company, after he discovers the fraud,
elect to retain the shares, and to sue the company for damages?"

' The facts in this case were, briefly, as fo]]dws.3 The b]aintiff bought

£4000 of the stock of the G]asgow bank, an yn]imited company registered under
the Companies Act, 1862. A year later, when he was still a member, it went

- into 1iquidation He was then, being a member placed on the Tlist of

contr1butor1es and paid calls. He claimed that he had been induced to buy
the stock by reason of fraudulent misrepresentations made to him by the

_.iudirectors. and. other bank. officials and, since it was too late for him to ..

obtain rescission of the contract of allotment once winding- up had commencea
" he brought an. action for damages aga1nst the company

~n enosift-was contended for the appellant that a principa]vms 1iable for ‘the

. . fraud -0f - his-agent acting:within.the-sphere of his business.and that this - -

- was:sa-in:the case of-an:incorporated company acting through its directors.
“Therefore-the company was liable to make reparation. It was also argued fqr

the appellant that the defrauded partner could choose to rescind the contract .
induced by the fraud; or to claim damages without doing so. Furthermore on

¢ ~-general -principles-he cou]dfretain‘his shares and yet get damages.4 A

liquidation could not extinguish this liability. Although it did put an
end to rescission and restitution, the right to damages remained. Nor was
it incopsistent to claim damages from a company of which,the appellant was a

member.s

1. ‘(1880) 5 AC 317 HL. The matter-was heard as an appeal against a
judgment- of -a Scottish court. -

2. Ibid 323.
3. Ibid 318 -
4. Ibid 320.
5.

Ibid 321. The respondent's counsel was not called on to reply. See 322,
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It was held, unanimousiy, that as-rescission was impossible, no
action for damages could be brought,1 However, four speeches were delivered,
and it is proposed to set out the salient features of each, and then to review )
briefly the views-of academic writers on the case. Then an attempt will be
made to comment on the validity of the principle laid down in the case.

-

i

"Earl Cairns in his judgment, having stated the facts, assumed that the
fraud was such that, if the bank was a going concern, the appeiiant would
have been entitled to rescission and restitution 2 ps against the
liquidators, the position was different. After a winding-up it was too
_1ate'for rescission. His right to claim damages against the 1iqu1dators was
the same as his right to do so prior thereto, on the assumption that he did
not eiect'to repudiate the contract. 3 The question therefore,'was whether,
a Victim of a fraud by the agents of a company induced thereby to take shares

~in that company, cou]d elect to retain _the shares and to claim damages 4

"oThere was no doubt in the judge's mind that a purchaser of goods enjoyed,

~ +:rthe right :to make.this*eTection.s'“'However,,he questioned whether this right

existed'where_the subject-matter of the contract induced by fraud was shares -
‘orstock tn a partnership-or company;'"In'such a case the buyer undertook to
take . his share of past 1iabi1ities and of profits and losses. He had agreed
““tp “contribute to its assets and he had agreed that these be used in a

e r e - pa———r o

particular way. - In such-a-contract a demand that these -assets be used to pay

.« the .new .partner damages for.afﬁraudSWas;not included, -and any application of.
the assets for such purpose was<a€ variance with the contract. As a result, his
- claim was at variance with the contract by which he wished to abide. 1In

other words, in substance, if not in form, he was both approbating and
;reprobating, which he might not do.

1. . 1bid 317.
2. * Ibid 322-326. ‘
3. Ibid 323. |
4. - Ibidem.

. 5.7 Ibidem.




was liable for the wrong of his-agent, in fraud as in any other wrong.

~against all the members, except himself.
“».his share of the company's debts. But they were as innocent as he was. If
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Lord Selborne, in his judgment, started with the rule that a master
‘ 1

A corporate body, he sa1d was responsible for the fraud of its agent to
the extent that it had prof1ted thereby. 2 For many purposes a corporator,

~hav1ng dealings with his own company, and who suffered a wrong at its hands,
was in the same position as a stranger, except that he might have to contribute

towards ‘his own claim. 3

However in the present case it was impossible to
separate the pursuer's claim from his status as a corporator, unless that

status was terminated by rescission. As long as he remained a member his

loss was equal to his aliquot share of all the debts of the company. His

claim was not really against the corporation as an aggregate body, but

4 1ts effect was to throw on them

the guilt was imputable to them, it was imputable to him. Rescission was,

'therefore,the only remedy by whjch the company could be made answerable

for this fraud.

'Lord Hatherley, in his judgment, proceeded as fo]]ows. The agent who
made a fraudulent misrepresentation acting in the scope of his authority, o

-thereby inducing his victim to enter into a contract, -bound his principal so

that the contract was voidab'le.5 A corporation was bound by the wrongful.
act of its agent no less than an individual. If, however, restitution was
not possible, the contract could not be rescinded, whatever right for

'damages might have existed. On the present facts, the fact that the appel]ant.

was a member at the date of liquidation was fatal to his case. By remaining
a member he assumed a 1iability for his aliquot share of the debts of the
company, inc]uding the debt to himse]f for damages. If there were other

shareholders in a like position to him, he would have to bear his a11quot

share of ]1ab111ty for their claims. The appellant, he said, was try1ng to
reconc11e two inconsistent positions, that of shareholder and that of creditor
of the shareholders including himself. No case could be adduced in which

a shareholder claimed relief for a debt in which he v@s himself a co-debtor.7

N OB W -]

*

" Ibid 326.- _ | e
Ibid 328. '
Ibid "329.
Ibidem.
Ibid 331.
" Ibid 333.
Ibid 334.
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What had really happened,he said, was that the appellant and the other
shareholders in a like position, had suffered the misfortune of having -

e

employed a d1shonest agent. ! S1nce he could not resc1nd the contract, he
would not escape the burden of this common m1sfortune that is, in having

employed dishonest agents.

-

Lord Blackburn, in his jddgment considered the contract with a joint
stock company to be a very peculiar one.z' It was in substance an agreement
to become a partner in the company, and to contribute to all its liabilities,

3 There was no doubt that a

as if he had been a member from the beginning.
contract 1nduced by fraud was not void but only voidable. It followed that
the dace1ved party might rescind the contract and demand restitution, but:
only if he himself made restitution. If he could not do so, "it was too .
Jate to reSéind."4 On the other hand, he entertained no doubt that, if

~ instead of -séeking to set aside the contract, he sought damages, such an
action could not be maintained against thé'combany, but only against the
directors personaﬂy.5 Furthermore there were strong reasons given by the
" other.judges for ho]ding,that “"one who had been induced by the fraud of - the
agents of a'joint stock company to contract with that company to become a

- partner in that company he could bring no action of deceit against. the

company whilst he remained a partrer in it. ub

In the result the appeal was d1sm1ssed, without any dissenting speech
belng given by any of the Judges

.HOUstworthb case was referred to in Appleyard ex parte.7 The plaintiff
' had sold to the company certain leases, part of the price being'in fully paid-
up shares in the company, and by an issue of debentures. The company was
ordered to be wodnd up. The plaintiff was placed on the list of contributories
for 500 shares, in reply to which he é]aimed £1000 damages for a breach of

1.  'Ibidem.

2. Ibid 337.

3. - Ibidem.

4. Ibid 338.

5. Ibid 340.

6. Ibidem. . .

7 (1881) 18 ChD 587.

e e




allotted to him.
his claim for damages.
not of contract, but of fraudulent misrepresentation.
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contract,by‘thé company, in that fu]ly.baid*up shares should have been

The court held that the p]a{ntiff was entitled to prove
Houldsworth's case was distinguished as being one,
‘Hall V C ¢

considered.

that damages for fraud committed on the shareholder by the company could not
have been intended to- be included "in the contract to take shares, and such a

' c1a1m was inconsistent with the contract.

The fraudulent procuring of shares

‘was distinguishable from ordinary claims by a shareholder, which were to be
treated as if he were a stranger. "~ In the case of shares, the victim was

"seeking from his co-shareholders a full indemnity without himself contributing
towards the claim, although the contract was'not, and could not be rescinded."]

- Houldsworth's case was also referred to in Addlestone Linoleum Co Ltd Re.

The facts were that the company issued fully paid-up preference shares of the

nominal capital of £10 each, for £7.10.0. per share.
company was wound up and the applicants‘were placed on the list of contributories

for ‘the amount- of £2.1Q.O. per share. .The applicants did not deny liability but

Four years later the

claimed damages against'the company for breach of contract, in the sum of
£2.10.0. ' ‘

Kay:J in the court_g_ggg said that, assuming a member could reta%n his
shares and.sue for damagés, in fact they were obliged as members to pay and
furthermore, they had contracted that Bs members,this money was first to be .
appﬁied to payment to other creditors, who. were not members.3

Then, referring to Hou]dsworth s case, Kay J noted that the shareholder_

was making a claim which was inconsistent with the contract of membership, and
accord1ng]y, as he cou]d not. br1ng this cla1m before winding-up, he could not

» do so thereafter. 4

1.
2.

3. .
4.0

Ibid 595.

'(1887) 37 ChD 191 CA. The case is reported in this reference both in the

Court a gquo,-at 191 et seq , and in the Court of Appeal at 201 et seq.

Ibid 197-198,

~“23bid 200. The reference was to the words of Earl Cairns that a share
- taken from a company is not like an ordinary chattel, in_respect of which
the. purchaser might have a choice of remedies, and that by accepting a shar

the alloitee meraed himself in a society and contracted LO pay calls

when made. See Hou]dsuortn v C1t/ of Glasgow Bank (18230) 5

AC 3]7 HL 328,

=
<
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In the Court of Appeal Cotton L J considered that the decision in
.Houldsworth's case precluded the court from allowing the claim. 1 Lindley L J
viewed the matter on two alternative grounds. 2 “There were two- ooss1b111t1es
Either the contract was to issue shares at a discount, in which case the

- 1iability on the shareholders was .to pay in full, without any right to claim

damages. Alternatively, if the contract was to issue fully paid-up shares, -
then the appellants might have repudiated them, but having kept them, they

“could not get rid of them, nor could they claim damages for the loss they sustained

through the shares not being fully paid-up. The principle in Houldsworth's
case, he.said, was that the shareholder contracﬁxito contribute money to be
applied to the payﬁent of the debts and 1iabilities of the company, and it
was inconsistent with his position as a shareholder, while he remaﬁned such to
claim back'any of that money. Thjs princip]e, he_said, gqverned'this case.3

2.2 English academic writers

Houldsworth's case has been criticised by Gower as showing a confusion

- . . . 4
between the company and the members, and because its reasoning s unsatisfactory."

.Gower also expressed the view that this decision was anomalous and
“"entirely contrary to thefnorma1 rules of the law of contract, for one can
recover damages for fraud without also rescinding the contract."® The cause

of this anomaly was, in his opinion, the failure of the House of Lords to
'realise that a qompéhy vas an entity distinct from its members.5 In his view
the decision cou]d be justified however, as maintaining the capital of the
company, by preserv1ng “the company's share capital as a guarantee fund for
creditors. > Consequently a shareho]der who wished to rescind had to do so
- promptly, since the existence of his shares may have led others to extend credit

to. the company. 5

Hornby considers this view to be quite unjustified.s. The case, says
Horhb},‘waé demonstrably not an anoma]y, but was quite consistent with the

-

1. Aod]estor°L1no]eum Co LLd Re (1887) 37 ChD 191 CA 204.
2. Ibid 205.
3. Ibid 206.
4
5

Gower L C B : Notes on Cases (1950) 13 MLR 367 note 8.

. . Gower L C B : Modern Compapy Law- (F1rst Edition London 1954) 63-64 and
- 279 and 314-315.

‘6. Hornby J A : Reviews and Notices (1955) 71 LQR 415 at 416.
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adbcfrine of corporateApersonality. The underlying principle was not the
" protection of outside creditors, but the protection of Houldsworth's fellow

shareholders from a claim which was inconsistent with his contract with them.]

In the first p]acé Horhby takes issue with Gower's "attempted
rationalisation of the case", which dealt only with the situation when it was
too -late to obtain rescission. It did not deal with the shareho]dgf who had
‘Just discovered the fraud.? ~ Furthermore in the case where it was too late .
for rescission, it was not correct to say that damages were just as detrimental
as rescission since, as Gower considered, the assets would be equally depleted

2 On rescission, the plaintiff would recover the amount he

~in either event.
contributed. On a claim for damages, he would only receive the difference
between his contribution and the true value of the shares, leaving the company

with the difference. Finally, he says, Gower did not support his argument
; — .

by reference to anything said in the case.

In .a footnote Hornby says, of Gower's view, that the claim was inconsistent
with the contract bé%ween the members, that if may be rather old-fashioned
to describe the company constitution as being a contract between the members
inter.se, bqt,it,Was immaterial whether it was a contract or not.>

'On & first reading of the report, says Hornby, one might agree with Gower.
The company-should be vicariously liable, and it should not matter at all that
the plaintiff remained a member of the company, since the latter had an
independent existence. On the othen~hand, it was said by Lord Selborne that
it was impossible to separate the matter of the pursuer's claim from his
~status as a.cofporator; This showed that Lord Selborne's view was that
despite the fact that the ‘company had .a separate personality and that a
" shareholder may be a creditor of the company, the ciaim must fail and the
reason was that the claim was inconsistent with the contract between the

1. Hornby.J A :Houldsworth v City of Glasgow Bank-(1956) 19 MLR 54 at 55.
2. ' Ibidem. - ' ‘ A
3. Ibidem footnote 7.
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1 it was , however, not sufficient

plaintiff and the other shareholders.
to éay that the claim was inconsistent with the.contract because it diminished
the amount of the company's assets available for .the payment of outside
creditors. " Such-a.reason would equally prevent a shareholder f"om ever

claiming damages frpm the company.2 The consequence of rece1v1ng -such

. damages was in effect the variation of the contract between the members.

The, plaintiff had contracted to bear a certain fraction.of .the company's
liabilities, but on receiving damages he bore only a fraction of the
‘1tabilities as he imagined them to be. In electing not to rescind, he
affirmed the contract and therefore had to abide by 1t, and could claim

damages for fraud. 3

it might'be objected that the buyer of gobdé might elect not to
rescind the contract, ‘and can nevertheless claim damages. The answer, says
Hornby is that there was a distinction between the buyer of goods and the
buyer of shares. In the former, there was-only-the legal relationship
between the purchaser and the vendor. In the latter, there-was ih addition
to the relationship between the subscriber and the company, the re]ae1onsh1p
between the subscr1ber and his fellow shareholders. The latter were not
v1car1ous]y respons1b1e for the fraud because the misrepresentations were -
‘made by an agent of the company, who was not an agent of the shareholders..
To allow the éhareho]der, who elected not to rescind his contract, to claim '
'damages, would work a grave injustice on his fellow shareholders since it
. would increase the liabilities for which they vere responsib]e.4 The judgeé,
says'Hornby, were aware of the company's separate entity and took their
decision.to protect, not its creditors, but its shareholders and were fully. .
justﬁfied-in so doing.5

Gower replied to Hornby's article in a brief footnote theretc.6

Hornby, he said, argued that the case could be justified as a necessary .
protection for shareholders. To do so, it was necessary .to establish that if

Ibid 56 i } T ' .

. Ibid 58. B : -

" 1bid-59. | T,
Ibid 60- . ' L
Ibid 61. I
Ibidem .
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one'ehareho1der were allowed to recover damages for fraud without rescinding,
thfs would cause greater-damage to his fellow shareholders, than if he were &%
forced to kescind as weiT._~This,_he said, was dehonstr§b1y false. It was, °
. he said no doubt true, that if a shareholder could neither rescind nor claim
damages this was best for both the shareholders and the creditors. The on1y
plausible explanation for the rule, however, was that a shareholder should not

1 This rule would make more

be allowed to deplete the company's "capital“.
sense if it barred both rescission and damages; rather than merely damages
alone. But the theory seemed to be that, as _.a shareholder, he could not

touch "capital", whereas if he rescinded he ceased to be a shareholder, and
became a creditor to whom this restraint did not apply. The practical results,
he said, were just as absurd under Hornby's exp]anat1on without even a
 plausible theory to justify them. 2
, Hornby replied to this footnote, to the effect that he did not say
“that the case intended to protect the shareho]ders from being placed in a
worse position, than 1f Houldsworth had rescinded, and then claimed damages,
but that 1t was to protect them from a claim which was 1ncon51stent with the
contract with the fellow: shareho]ders 3 ’

Gower repeated his disapprova] of the EaSe.in the second edition of .

‘his book.. He noted that a company's rights against a promoter were greater
than those of the subscriber against the company, for it had been held, in

this case, that the subscriber could not recover damages for fraud unless he
also rescinded.5 Furthermore where a false statement appeared in a prospectus,
the company,was not liable in damages when shares had been purchased in such
circumstances.® ° This was because, Houldsworth's case laid down the rule that
damages could not be recovered from the company unless the a]]otmene was
rescinded. The case showed a failure to recognise fully the separation
between the company and the member, but it could be explained on two grounds.
Firstly, damages were inconsistent with the "implied" contract between -the

members; or,secondly,it reflected a recognition of the share capital as a
' guarantee fund for members.sl A shareholder who wished to rescind had to do

Ibid 62.

Ibidem. . _ _ :

Hornby J A : Correspondence to the General Editor-(1956) 19 MLR 185.
Gower L C B : Modern Company Law (Second Edition London 1957) 261.
Ibidem.

Ibid 295,
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SO prompf]y, since his shares might have led others to extend credit to the

company. But if he could recover damages, although he had lost the right

to resc1nd the consequences to third parties would be just as detr1menta]

since the assets would be equally depleted. v As a result a c]a.m,for

~ damages for fraud could have no meaning. The only remedies were a c]éim for
" rescission and a refund of the pufchase price. On the.other'hand, he said,‘

pre;umab]y the rule did not apply to contracts to purchase debentures.

In the Tatest edition of Gower, disapproval of the case was reiterated
and'the hope was expressed that the House of Lords would feel free to reverse
~ itself, and rule that Houldsworth's case was wrongly decided.2 Furthermore,
in hié'opinion, where the representétion had become a term of the resulting
contract, 1nstead of merely a fraudulent misrepresentation, the. ru]e would
equally app]y, on the authority of Addlestone Linoleum Co Ltd. Re. 3 On the
" other hand, he said, if the fraud was connected with a take-over, the rule
should not prevent action aga1nst the company, since the plaintiff wou]d
. have ceased to be a member when his shares viere acquired. 4

Pennington relies on Houldsworth's case as authority>f0r.the propasition
that a subscriber for shares cannot, as an'excebtion to the general rule, claim
~-damages for fraud,lun]ess he rescinds the a]]otment.5 A plaintiff, he says,

could not sue the company for damages while he remained a §hareho1der, beeause
he was still bound by the contract between him and the company and his fellow
- shareholders, which contract was implied from his membership; and one of the
terms of that contract was that the company's property shall be used only for -
the purpose of achieving its objects, which did not inc]ude the payment of '
compensation to defrauded subscribers.

Penningfon's view is subject to the criticism that such an argument,
resting as it does on the objects, would pfec]udé the payment of damages even
if there is rescission. It would also prevent the deceived purchaser of
goods -who is a member from obtaining damages. It is an argument which rests
1. ° Ibid 295.
2. - Gower-319.

3. (1887) 37 cChD 191 CA 205. As Houldsworth's case was dealing with a cause
o of fraudulent misrepresentation -and not of breach of contract, this case
must be taken to have extended the principle. See also Appleyard ex parte
(1881) 18 ChD 587. ' : :

4. " Gower 330 footnote 6.
5. Pennington 242 .
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on a term of a contract, namely the objects in the company's memorandum.
However, fraud is a species of delict, the consequences of which cannot be
.evaded by the terms of a contract, into which the victim has been induced
by the very fraud complained of.! A further difficulty in Pennington's
views, which rest on the fraud being a term of the contract, is'that, on

: _‘the'facts in Houldsworth's case, the fraudulent misrepreséntation which

had been made by the agent,'had not been incorporated into -the contract of
allotment.?Z  This was the view of Hall V C in Appleyard ex parte.3 As
"a result, in the latter case the Houldsworth. principle was not applied,

because the fraud was a breach of contract and not a fraudulent misrepresentation
4

outside the contract. On the other hand, in another case, the same test, that !
the claim was ineonsistent with continued membership, was applied to defeat .
a claim arising out of a fraudulent breach of a contract.5 It is not

necessary to reconcile these points of view, because the present enquiry is

~ concerned with the question whether continued membership is an obstacle to an

action by a member for a claim arising outside the constitution. It matters
not, therefore, whether such a claim arises-in delict or from breach of a
contract. '

- 2.3 An assessment of the principle in Houldsworth's case in Eng]isﬁ 1aw6

~ The four speeches given in the case disclose two underlying reasons’
for-the conclusion in the case. The first is that an action for damages is
. at variance with "the. contract, with which the plaintiff wishes to abide, and
that this is, in substance, both approbating and reprobating, which is not
allowed.~ The second js that, although a fraud by an agent renders his
principal 1iab1q vicariously, nevertheless the existing shareholders, although

1. See for example the South African case of Oranje Benefit Society v
Central Merchant Bank Ltd 1976 (4) SA 659 (A) 573-5742-E and the judgment
of the House of Lords mentioned therein, namely Central Railway Company
of Venezuela v Joseph Kisch  (1867) LR 2 HL 99 at T120.

.~ ‘Houldsworth's case supra 322 and 324.
E18811 18 ChD 587, )
- .Ibid 595 : _ o .
‘ In‘Addlesfone Linoleum Co Ltd Pe (1887) 37 ChD 191 CA, See'alsO'ggggﬁf§29.

LY B W N

. Houldsworth v City of Glasgow Bank (1880) 5 AC 317 HL.
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D
they had employed a d1shonest agent, cou1d not be held vacar1ous]y liable,
since they were all 1nnocent of the fraud. Nor cou]d a claim be brought -
against the company but orly against the director personally. 1
to the first underlying reason, the not1on that a victim of a fraud, who is
'~ induced thereby to enter into a contract and who elects to abide by the
contract and to claim damages, is both approbating and reprobating, is
unsound. To reprobate a contract is to repudiate it. To claim damages
"either in tort, or for breach ofncontract; is not to repudiate it. There
is no doubt that, according to English law a"person who purchases_
goods, concern1ng which the vendor has made a fraudulent misrepresentation,
may retain the goods and claim damages.? This is so, despite the fact that
the two courses of conduct superficially appear to be inconsistent. In fact,

In regard

if there is such an 1ncons1stency, it is no bar to a c1a1m for damages
together with a claim for specific performance. Desp1te the fact that a
~share deal creates an ongoing relationship between buyer and seller, the
position is the same: the action for damaﬁes does not amount to a repudiation
or a reprobation, although there may be some inconsistency. C

) .Gowér has offered, as a reason, the need to preserve the share_capitaT
as a guarantee fund for creditorsi ’There is no such suggestion in the case.
Furthermore such a policy would not stop atbarring damages. It would insist
onbarring rescission as well. It cannot therefore, be regarded as a satisfactory
explanation. ) . ' '

The second underlying reason, that the shareholders cannot be held
vicariously liable for the fraud of their agent, while it is not incorrect,
is.arrived at by .a series of m1sconcept1ons '

First]y,it rests on the. view that the action is not really against thé
corporate body but'against all the members except one, namely the plaintiff.3
. This ignores the separate corporate entity of the company. It a]so, as a
result, .ignores the fact that it was the company which gave the agent his

- mandate, .and not the shareholders.

1. Houldsworth' s case supra 340.
2. Ibid 323.
3. Ibid 329.-
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Secondly, the action against‘the other members, while it rests on
the valid assumption that there is a contract between the members inter se,
ar151ng out of the issue of shares, also assumes’that they could be 'vicariously

1 This 11ab1]1ty.assumes

1iable, but for the exception created in the case.
'a mandate from the members to the agent. Now the directors, as such, are not the
' agents of the shareholders, since they usually. have original powers as an

organ of the company. If they require specific authority from the company

“to issue shares, they obtain this from the members' general meeting, |
functioning as an organ of the company, and this doeé not constitute a mandate
from the members personally. There may, of course, be such a mandate, arising
out of the facts.of a given situation. Apart from this, it is incorrect to
assume, as Lord Hatherley did, that the plaintiff and the other shareholders

2 If there is no mandate on the facts, the

had employed dishonest agents.
only alternative is a mandate arising out of the contract created by s 20 of
.the English Companies Act, 1948-and its predecessors, As has been indicated,
this contract is a statutory fiction.> It.is, of course, a contract between
" the company and the members, and the members inter se. In the pkesent'case
the contract between the members derived from the activities

of the directors. - Nevertheless it was in fact created by a statutor/ F1ct1on
_'which'creates‘lega1 obligations which would otherwise not exist. This fiction
- does not extend to creating a mandate by the existing shareholders in_févdur
offan'égent to introduce a new member. Hence it is no basis for imposing a

-vicarious liability on them.

Thirdly, even if the existing shareholders did give the agent a mandate,
the new member did not, so that it is impossible to 1mpute a vicarious liability

to him.

Fourthly, as. to the reason advanced 1n the case, that the shareholders
cannot be held vacariously liable for the fraud of their agent, because they
are innocent of the fraud, this misconstrues the basis of vicarious 11ab111ty.4

1. . Tﬁis situation was not dealt with by the court in this case:

2. - 1bid 334.. o o
3. See Chapter .2 at 11. o
4. Houldsworth's case supra"329-33d.
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:If the shareholders were not innocent;'there would be no need to inVoke

a vicarious liability. They would be 1iable as parties to the fraud.

In the result, this underlying reason for the outcome of the case is unsound.
The company clearly was liable while the shareholders were not..

Apart from these strictures, it is to be noted that the speeches given
in this case, while recognising that the company was a separate legal entity,
.did not view the claim as one by the member against the company, bnt as a
claim by the member against all the other members, as if there was a_partnership.
The significance of the predecessor of s 20 escaped them. As a result they did

1

not recognise that, in terms thereof, a contract had been created between the
company and its members. Nor did they display an awareness that the relationship
between the members inter se was not that of a partnership, but arose from’a
statgtory‘égreement created by this section, and having its own peculiar
characteristics. 'Consequently they did not acknow]edge that the contract
between. the members is also a statutorx-fiction which only comes into being

~on registration of the company and of the members.

Likewise, at the time of the exchanges.between Gower and Hornby the
existence Qf a contract between the members inter se, arising from the
constitution, in terms of the re]evant section of the English Companies Act,
had not yet been fully recogn1sed The latter described it as.old fashioned
to speak of the memorandum and articles as a contract between the members '
inter se. 2 In the opinion of ggggg, the re]at1onsh1p between the members

inter se was controvers1a1, and the fact that it was contractual was by no

means accepted‘3 However, the 1ssue had not -yet been settled, by the case of'
Rayfield v Hands, 1n favour of the view that the constitution is a contract
between the members inter se. K2 This would not, it is submitted, have altered
their v1ewpo1nts Although Gower did not eXpress himseTf.on the matter, Hornby
said it was ‘immaterial whether the const1tut1on is a contract between the h

. members or not. 5
1. Houldsworth's case supra 329.

2. . Hornby J A : Houldsworth v City of Glasgow Bank (1956) 19 MLR 54
~~Z&t 55 footnote 7. :

3. Gower L C B : The Contractual Effect of Art1c1e> of Association (1958)
21 MLR 401; RaVF1e1d v Hands - A Postscr1pt and A drop of Scotch (1553)
21 MLR- 657

4. C19581 2 A1l ER 194 ChD. See Chapter 32 et seq.-
5. Hornby's article supra at 55 footnote 7.



3. South African law ' o ' »'_‘ o .

3.1 A survey of the. cases and academic writings .

The proposition that a purchaser. of shares, induced to purchase
same by a fraudulent misrepresentation, may not retain the shares -while
claiming damages, was mentioned by De Villiers J A in Pathescope (Union) of
-S A Ltd v Mallinick. 1 In this case the p1a1nt1ff a teacher in a Government
school, applied in August 1922 for 100 shares in the defendant company which

were duly -allotted to her and paid for by her. In December 1925 she brought
an action for rescission on the ground that she had been induced to apply

for the shares by the misrepresentations of an agent.of the defendant company.
The plea was that the plaintiff had been aware of all the facts in 1922 and
that, notwithstanding such knawledge, she had taken no steps until 1925 to.

. have the contract rescinded and have her name deleted from the share register,
and that, by reason of her delay, she was not now entitled to have the re1|ef
she claimed. The court a 2 quo, construed the ptea as oné of estoppe], Found
that there had been a deliberate fraud practised on the plaintiff, of which
the company became aware and gave.judgment for the pTaintiff presumably on
_“the ground that such khowledge defeated the defence of estoppe1. |

The matter was taken on appeal to the Appellate Division where it was
argued for the appellant that a shareholder must repudiate and take steps to
have his name removed .from the register as soon as the facts on which he
relies come to his knowledge. 2 The reason for this, it was contended, was '
the pecu11ar nature of the contract to take shares which affected the interests
N of creditors and ‘other shareholders. Therefore, it was said, more than mere
repudiation was requ1red.3 ’

In his judgment De Villiers J A considered that the substantial defence
B to the action was the delay, in not having the contract rescinded, and :in not

4 However, he

having the plaintiff's name deleted from the share register.
) examjned'very closely the evidence as to whether the misrepresentation had

been material. A]though there had been a deliberate fraud, nevertheless the

1927 AD 292 at 301.

W N -
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Ibid 293.
Ibid 293.
Ibid 296 -
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plaintiff‘entered the contract on a promise that if she was unﬁi]]ing to
.take up the shares she need not do so. Accordingly the fraud was not, said
the Judge, ‘the cause of. the contract and so_the p1a1nt1ff fa11e4 1
Consequently it was not necessary to consider the defence of de]ay -However

: _’the court a quo had construed the defence as one of estoppel and therefore

the,judge considered it advisable to consider the true nature of the defence.

In English law a purchaser of goods induced to buy by a fraudulent »
misrepresentation might é1ectAto retain the gqods and recover damages.2 But;
he said,agrogos of English law, "the same printipie does not apply to shares
or stock'in a joint stock company, for a person, induced by the fraud of the

“agents of a joint stock company to become a partner in that company.can bring

“ . no action for damages against the company whilst he remains in it; his only

remedy is restitutio in integrum and rescission of the contract; and if that
becomes impossible - by the w1nd1ng-up of the company or by any other means - -
his action for damages is 1rreJevant and cannot be maintained”. As author1ty

© for this -proposition the judge refeﬁred to Houldsworth's case.3

There can bé Tittle doubt that this statement was obiter dictum. ‘The -
-issue_was whether there had been an estoppel arising out of the plaintiff's
delay. However, the words,quoted above do not relate to the question of .
delay. An entirely different principle was raised, unrelated to the'question
of de]ay; namely whether the purchaser of shares could remain & member and
”claim damages . Immediate]y after interpolating this reference to Houidswofth's
case, the judge returned to the question of de]ay, which he said could cause

purchaser to -lose the right to rescmd.4 Then he turned to the error of the

Acourf‘a a_quo in construing the defence as one of estoppet. It was not, he said,
a case of estoppel but of a praesumpt1o juris et jure, founded on the pub11c1tj
5 4

of the reg1ster

. Ibid 300,

Ibid 301.
Ibidem.
.~ Tbidem. - ' o e 3
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ﬁe Wet and Yeats consider that the rule that a person could abide by '

-a contract and claim damages applied equa]]y to a.contract for the purchase
of shares, as it did to all other contracts: which were induced Tty fraud. 1
~The proposition in Houldsworth's case that such a course of conduct was

" . inconsistent with the rights of a: shareho]der was not, in their opinion, well-

founded. In the judgment, they say, it was contended that the plaintiff in’
such action was bringing an action against all the shareholders and therefore
against himself - a proposition which was inconsistent with the separate
corporate existence of the company.

- Cilliers and Benade noted that the statement-that a person could claim,
damages and at the same time continue to hold the shares, because his continued

. membership was incompatible with']itigition against the company;'though
historically explicable, negated the separate legal personality of the company. 2

The validity of the obiter dictum quoted above in the case of Pathescope (Unian)
3 .

of S A Ltd v Mallinick , was, in their view, doubtful.

3.2 An assessment of this ru]e in South African. law .

It hés been brevious]y indicated that, even if the separate legal
"persona]ity of the company would have been recognised in Hou]dswoftﬁ's case

it would not of itself have enabled the judges to grant the relief claimed.

Lord Selborne, for one, was aware of the company'’s separate ex1stence.4 lhe1r
'prob1em was that they viewed the claim as lying, not against the company, but
against the members and that the claim was inconsistent with the plaintiff! s .'
contract with the other shareholders. 5 The solution lay in two further
steps, which the judges did not take. The first was to recognise that the
claim rested on delict and that the relief claimed did not repudiate the
contract, nor was it inconsistent with it.  The second step was to recognise

.that the plaintiff had entered .into contracts with both the company and the

1.  De Wet and Yeats 482 footnote (W).

2. . Cilliers H S and Benade M L : Company Law (Second Edition 'Durban 1973)
© 132 footnote 18. In Cilliers Benade De Villiers this footnote is dgleng.

3. 1927 AD 292 at 307.
4 Houldsworth's case supra 329.
5. Ibidem. See also the speéch of Earl Cairns 325.
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existing members. In the case of the company, this arose out of the
activities of its agent, as well as out of the legal fiction created under
the statute. The company was, on the facts, viqaridus]y 1iable for the
fraud of its agent. In the.case of the shareholders, the contract arose

~ solely out of the legal fiction which contained no mandate, On the facts
the shareholders had given the agent'nb mandate. Consequently they could
not be held vicariously liable for his fraud.

There are no relevant principles of Sopth African law which justify
the exception created by Houldsworth's case to the relief available to the
victim of a fraud in the purchase of shares. " This is so, even though the
doctrine of the constitution as a contract has been taken over from English
law. It is submitted that the case itself was wrongly decided, and that our
courts are therefore, free to depart from it on principle. '

- 4, Conclysion

Arising from this investigation tnto Houldsworth's case a conclusion may
be drawn, it is submitted, that the agreement in the constitution is no-more

than a statdtory fiction, which only comes into existence upon registration of

.the company and of the members as such from time to time.!  Furthermore the
scope of this'statutory agreement is 1limited in the sénse that rights and

‘obligations not stated in the constitution or in the Act will nbt be reaai]y
implied therein. . For exémple, the members in Houldsworth's case found that
they had entered into an agreement with the new member due to the efforts of
the agent, in this case the directors, who induced him to become a member.?

Neverthe]ess; it has been submitted that they could not be held to have given -

the agent any mandate nor could they be vicariously liable for his conduct.
The contractual relationship between the members arose under the statute.

The new member hadna_claim against the éompany, but not against the existing
members. Yet the existing members would have suffered indirectly as a result
of the fraud of the company's agent, but for the winding-up, by the diminution

1. - See also Chapter 2 at 11.
2. See 108 above. s
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of the nett asset value of their shares, as a result of the company being
obliged to pay damages. ' . ' T - T Y

.The principle in Houldsworth's case, brec]uding, as it does, an

" action for damages without a'rescission of membership, is certainly an
obstacle to enforcement of rights in alcompany. It has been submitted that
this principle is unsound and should not be followed or extended, either in
'.Eng]ish or in South African law. It follows that there is no reason why
membership should be a bar to enforcing rights which arise outside the 
‘_constitution. 1In chapter seven of this dissertation, which deals with

the rule in Foss v Harbottle, the other side of the question arises, namely

“whether membership is a bar to enforcing rights which arise inside the
constitution. ‘ '

‘ Prior thereto, attention will be given to the ultra vires doctrine
~insofar as it deals with the enforcement of rights arising from the constitution.
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_ CHAPTER 6 - THE ULTRA VIRES DOCTRINE AND S 36 OF THE -ACT " -

1. ".IntrOduction _ . - -~

S
.

~ That the memorandum and articles are a contract between the company |
" ‘and its members and between the members inter se, is a trite proposition
at this stage of the development of company law. One aépeét of that agreemeht
is thét the parties to it, the members and the company,'agree that the company
will have the capacity and powers set out in the memorandum as read with the

Act. The constitution therefore determines the capacity of the company.]

" Under the common law, the ultra vires doctrine declared that an act
done on beha]f_of a company which was beyond its capacity was null and void.
S 36 of the Act, however, states. . inter alia that no act of a.company shall

" be void by reason only of the fact that the company was without capacity or
" power so to act. '

‘The relevance of.the ultra vires doctrine and of s 36 in regard to the
concept of the company constitution as a contract, is that each in its own way
affects the methods of upholding that contract. )

~ The ultra vires doéfrine is of Ehé]ish origin and has been fakon over
intact into South African law. S 36 is not to be found in English law, wh1cn
has adopted another form of statutory relief. In England, s 9(1) of the
European Communities Act provides that, in regard to persons dealing in geod
faith with a company, the powers of directors are deemed to be free of any
limitation in the company's constitution.

1. See Naude S J : Company Contracts : the Effect cof Section 36 of the new Act
(1974) 91 SALJ 3715 at 319-320 and 326. In the view of this Tearned
author the main business of a company weuld initially fall within the scoz2
of the stated main object,but might change so that an unstated ancillary
object may become the main object in terms of s 33(2). Therefore the
*fact 'that the memorandum iias a contract "founded on rather thin ice."”
It is submitted, however, that these chandes can only be brougnt about by
. the directors, acting .in terms of their mandate in terms of the constitution.
- Therefore the constitution continues to determine the capac1ty of th° corpan
. a]though it may no longer reflect it accurately. s D
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Because the ultra vires doctrine has been taken into South Afrioan
law -unchanged, there is no need to deal with the subject first in English
and then in South African law. Nor is there any advantage in dealing in
any way with s 9(1) of .the European Communities Act. '

It is, therefore, proposed to set out the statutory arrangement under
the -earlier Companies Act, 46 of 1926 and the common law ultra vires doctrine.
Then detailed attention will be given to s 36 of the Act in the context of the
Act's new statutory arrangements.As there are no judicial pronouncements on the
meaning of s 36 to date, any interpretation of that section remains to be

considered -by the courts. On the other hand; a number of writers have
 ventured their views on the interpretation of the section. In particular,
Naude has written a perceptive analysis of s 36 which requires a careful
studx:and assessment. The views of the other academic writers will be referred
to from time to time, in the context of Naude's views. '

2. - fhe old statutory arrangement and the common law

i The ultra vires doctrine rested on the statutory arrangement of the
'Companies Act, 46'of 1926, which was repealed by the Act. 2 Accord1ng to
s 5 of Act 46 of ]926 the requ1s1te number of persons, by subscr1b1ng their
names to a memorandum of assocmat1on and otherwise complying with the
requirements of this Act in respect of registration were entitled to form an
incorporated company. S 6 and s 7 provided that the memorandum state the
objects of the cormpany . S 9 prohibited such a company from ‘altering "the
conditions” conta1ned in. its memorandum except in the cases, and in the
mode, and to the extent for which’ ‘provision was made in the said Act. S 17
provided for registration‘of the” memorandum, and s 18 required the Registrar
~ of -Companies to certify that the company was incorporated, whereupon it becare
a body corporate, capable of exercising all the functions of an incorporated
. company, as specified; exprassly or impliedly in the company's memorandum
and articles and in the said Aot. The articles were subordinate to the

memorandum prescribing, as set cut in s 12, s 13 and s 14, and the

¢TI

j 1. Naude SJd:. Company Contracts.: the Eff ect of Section 35 of the new fct supra

2. What.follows is a brief resumé of the words of Trollip J A in Quadranrgel
Investments v Yitind Holdinrs Ltd 1975 (1) SA 572 (A) 579r-!l. “The case
1s also repertecd in the court a guo " 1974 (3} SA 364 (Y).
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regulations for the ‘internal management of the company Subject to -the

provisions of this Act, and the cond1t1ons contained in the memorandum, the
articles could in terms of s 15, be freely altered or added to by special %
resolution.. Trollip J A described the memorandum under this Act as follows :

"Cohseduent]y; according to the Act, the memorandum is the constitution
of the company; affirmatively it empoheks the company to act within the provisions
'expféssed or implied in its memorandum; negatively it forbids the cdmpany to do
énything which is beyond or contrary to those provisions;-...i

The essence of the ultra vires doctriné in regard to anything done by a
company beyond ijts capacity was, said Trollip ¢ A as follows:
" .. if any such thing is done, whilst it would not be illegal, it would be
null and void, as having been, in effec¢t, prohibitedbby the Act; and it would
~ therefore be.incapable of validation by subsequent ratification by the sharenolders
even if théy unanimously assent thereto.  On the other hand any act or activity,
~contrary to the articles but within the ambit of'the memorandum, is at worst
mere]y'vOidab1e and can be validated by the shareholders ratifying it in the
requisite manner."¢  That was the_u]tré'vires doctrine as.applied to registered
- companies ~In English law, this doctrine was first authoritatively expounded by

the House of Lords in Ashbury Railway Carriage and Iron Co. v R1che, the locus
3 )

'c]ass1cus on the subject.

It is submitted that,’in' Ashbury Railway's case, the ultra vires
doctrine, which had previoUs]y been evolved by the courts in relation to
companies incorporated by statute, was held for the first time to apply to
companies registered under the Companies Acts. In this case, the company
had 1imited 6bjeéts, so that it was beyond the powers of the company to enter
into the contract in quest1on, namely to purchase a concession for construct1ng

a ra11way in Belg1um This contract was therefore void. 4
1. Ibidem 5794 (my deletion). This Act was .the -former Companies Act,
. 46 of 1926. ‘ : : .

Ibidem 579 H-580
(]875) LR 7 HL 653 at 670.
4, ‘Ashbury Ra1]way S case supra 672..
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Honeyer, historically, registered companies such as the one in’
. Ashbury Railway's case did not derive from companies incorporated by parliament,

but were the successors of the former unincorporated companies, whose deeds

of settlement merely limited the -authority of the directors. These unincorporated
companies were essentia]]y 1arge partnerships created by agreement with unlinited
liability. Their successors, although they were registered companies, retained
the same contractual characteristic: their constitution was a type of statutory
agreement.j This remains true of the registered company to-day. Yet the courts
imposed on them a doctrine created_essentia]]y for an entity incorporated by
statute, namely the ultra vires doctrine.

- To return to the statutory arrangement, it is submitted that the result
" thereof, outlined by Trollip J A in Quadrangle's case as set out above, was
that the company 4did not have unlimited capacity.2 It had the capacity set

3

out in the memorandum, as read with the former Companies Act. Its capacity

was' determined by ‘the agreement contained in the constitution.

In terms. of the ultra vires doctr1ne, acts of the’ company beyond that
capacity were regarded as ultra vires the company

“ The result of the ultra vires doctnine was that the agreement in_the
constitution defined the 1imits of the company's capacity and the ultra vires
doctrine protected these limits. That tHiS v'as so0, is shown by the reasoning
of Ear] Cairns in Ashbury Railway's case. 4 Quoting the predecessor to s 20
of the English Companies Act, 1948, he said. that the memorandum of associatien

was to be a covenant in which euer%]nember agreed to observe the conditions

of the memorandum, one .of which was that the objects for which the compdny
was'established were the objectsymentionedAin the memorandum and that he

- would not only observe that, but would observe it subject to the nrovisions .
of the Act. The covenant was not merely that every member would observe the .
conditions upon which the company was established but that there would be no
change'in tne objects and that included an undertakjng that no.ooject be

1. Hickman v Kent or Romney Marsh Sheepbreedens‘.Association 191513
1 ChD 831 at 903. ‘

2. Quadrangle Investments v Witind Holdings Ltd 1975 (1) SA 572 (A) 579,
3. 46 of 1926. - o )
4. Ashbury Railway Carriage and Iron Co v Riche supra 669.
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pursued by the cémpany except as was mentioned in the memorandum.” This
stated affirmatively "the ambit and extent" of the ‘company's powers and
negat1ve]y that nothing be done beyond that ambit. ]. Therefore a contract
by the company which was- beyond the objects in 1ts memorandum, w:s beyond
o the company's powers. and was void at its beginning because the company could

2

- ‘not make the contract. Such a contract was therefore wholly null and void

and could not be ratified.>
A consequence of the fact that an ultra vires act was void, was that
any contractual or other obligation, beyond a compgnyfs objects and not

incidental thereto, was unenforceab]e.4

Any of the parties to an ultra vires
transaction could.aSsert its invalidity. A member had an inherent right to seek
an interdict to restra1n a company or its d1rectors from doing an act beyond-

the capac1ty of the company

Another consequence was that each party was obliged to restore to the
other what was received and if that was not possible, in South Africa an action
on the}jroUnd of unjust enrichment was avaﬁéb]e.5 Agents of thefcompany which
concluded a transaction beyond its capacity were 1iable to the company for
damages suffered, though the court at ité discretion might relieve directors -
éhd officers from liability. The member could intervene by means of a
derivative action on behalf of the company, although the wrong was done to.the
company. Th1s was so since an ultra vires act was a well recognised except1on

to the ru]e in Foss v Harbottle. 6

Persons who contracted with the éompany, other than members who had
contracted through the constitution, could easily be in an invidiOUS'positioh:
The company was not bound unless, firstly, the contract fell within the scopz of

. . Ibid 670.
Ibid 672.
.Ibid.673.
C11]1ers Benade De V1]]1ers 53.
. - Ibidem. ,
. VA.Edwards v Halliwell £19503 2 A11 ER 1064 CA 1067A. See Chapter 7-at 1602et se

NN D W Ny —

Hah1o.535 says that wh11e the representative (or derivative) shareholders’
action of the common law has not been abolished, it is likely to be .
replaced by proceedings. under s 266. See Chapter 7 at %72-173.
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the company's capacity, and secondly, the person acting on behalf of the’
compahy had the necessary authority to do so.]" "According to the ultra
: !iﬁéi doctrine, any contract outside the scope of the objects and thus
exceeding the company's capacity was void;..."
clause appeared in a public document of the company, a third party was in
terms of the doctrine of constructive notice deemed to have know]edge of it."

-

"Moreover, since the objects
2

‘As far as the authority of the person acting on behalf of the company
Was concerned, the law of agency provided the basic source of ru]es.3 These
‘were applied in conjunction with the doctrine of constructive notice
mentioned. above, and the Turquand rule , in terms of which the third party
was not affected by, but was protected against internal irreguTarities such
as the failure to comply with prerequisites for the.ekercise of powers on
behalf of the company, as laid down in the artic]es.4 The interplay of the.
company ‘s lack of capacity on the authority of its agents was imbortant: the
authority of_the person or organ to represent the company in transactions,
could never exceed the capacity or powers of the company itself.?

In order to escape the consequences of an ultra vires act, it had -
become‘thé'préctice to state the objects in the memorandum with such prolixity
-that it had become a ludicrous document. 6 In addition, as a result of the
"independent objects clause", - each object was considered an 1ndependent
" object. The result of these drafting techniques was to produce a cumbersome
and very complicated document. Its effect was to defeat the ultra vires
doctrine because it sought for a memorandum giving a company unrestricted
objects. - "As a result it had failed to protect third parties and in-fact

became a pitfall for the unwary."7 The burden of interpreting the memorandum
1. Naude S J : Company contracts : the Effect of Section 36 of the new Act

(1974) 91 SALJ 315 (Naude's article).

Ibid 316.

Jbidem,

Ibid 317.

Ibid 318. , |

Van Wyk de Vries Commission 27.08-27.15.

N Y O AN

Ibid. 27.09(c) and (g) and the authorities therein quoted;
Gower 87. ~ ' o
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was beyond the layman so that it wasa vexatious obstacle in the world of
business; The operation of the ultra vires doctrine deprived companies of
advantageous and profitable transactions. It rarely, if ever, operated to the
advantage of the company and seldom to the advantage of third parties. The
law remained uncertain, desnite or because of the prolixity of objeets and the
indebendent objects clause. As regards the'shareho1der, in fact he had no
ready remedy after a transaction had been declared void and the company had
suffered loss.

3. 7 S 36 of the Act

3.1 Introduction

4 This section reads as follows :

“No act of a company shall be void by reason only of the fact
that the company was without capacity or power so to act or because
the directors had no authority to perform that act on behalf of the
company by reason only of the said fact and, except as between the
“company and its members or directors, or as between its members
and its directors, ‘neither the company nor any cother person mayv in
any Tegal proceed1ngs assert or rely upon any such lack of capac1fy_'
or power. or’ author1ty

This section forms part of the statuﬁony arrangement of the Act.
A]though'this differs from that of Act 46 of 1926, which it replaces, the
present statutory arrangement has for present purposes achieved much the same
: resu]tl] This result is set out in detail by Cilliers Benade De Villiers.? For

the present enquiryj'the following salient features cof this arrangement are to-be
noted,' The company is incorporated as a body corporate which is capable of
exercising all the functions of an incorporated company. ‘The company's objects

- are stated, as is its punpose .3 It has the capacity determined by the main object,
as stated in the memorandum, as well as unlimited bbjects ancillary to the

main object, except such as are excluded expressly in the inemorandum.4 It
also-has plenary powere, save those specifically exc]uded.s

© See s 32-33; s 56(1), s 63(1) and s '64. ‘

. At 54 et seq- . L e
S 32- 33 and s 52. . '

S 52(1) (c) (i) read with s 34

. S 36 read with s 52(1) (c) (ii) and with Schedule 2.

D B W -
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'Opjnions may and do differ on the interpretation of s 36, and no doubt

It is submitted that the leading article on this topic, which presents a
most penetrating analysis qf'the section, is that of Nau_de.2 It is proposed,’

- therefore, to preserit his major propositions seriatim. It is then-proposed to

consider those aspects which go to the root of the present enquiry into the
nature of the contract in the constitution, together with the views of other

.South African academic writers in regard thereto, and such submissions as seem

appropriate, bearing in mind that this is a most complicated as well as-an

" uncharted area of law. -

.3;2 Naude's theory

. Naude outlined the traditional position with barticu]ar reference to the
two requirements for the validity of a contract to which a company was a.pérty,

namely, that the contract fell within the scope of the company's capacity, and

that the person acting on behalf of the company had the necessary authority to
do so. - He also set out the doctrine of constructive notipe and the remedies -

‘available. = He stressed that, in regard to the question of authority, the law

of agency.prdvided the basic source of rules, coupled with the doctrine of

-.constructive notice and the Turquénd rule. The requirement of capacity also
had direct 51gn1f1cance in regard to the question of authority sunce, authorlty
could never exceed the power or capac1ty of the company 1tse1f

In regard to ‘the new position under s 36, three major topics received
attention: .the determination of a company's capacity and powers; the
abolition of .a company’'s capacity and powers as a requirement for a contract;

.and the.qUestion~of preserving the authority of persons acting on behalf of a

company, as a requirement for a contract.

In regard to the first the determination of a company's capacity and
powers, the position remained that a company did -not have unlimited capab1tj
or powers. Genera]]y speak1ng, the validity of a third party's contract -

. with a company was no longer affected by the latter's capacity or lack

1. Naude's article supra 324..
CilTiers Benade De Villiers 55- 57

2. Naude's ar+1c1e cupra

1
-

pending the finality of judiéié] interpretation, such differences will céﬁ%inué.ﬁ'
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of it. One possible interpretation of the second part of the section was

that the-ultra vires doctrine had been preserved where the third party happened
to be an insider. Hence the question of the capac1ty of the company remained

of vital importance For this reason the ]earned ‘author gave con51derab1e
attention to the question. 1 - The outcome of h1s exercise was that the company
continued to have limited powers and capacity, whether it was a company
'regi§tered under the new Act or an:existjng company. He then concluded as follows.

"In view of s 36, the extent of a company's capaoity and powers has
become either wholly or only partly irrelevant - depending on one's interpretation
of that section - in determining whether that company incurred contractual

]1ab111ty wl

In regard to the second top1c the abolition of a company's capac1ty
and powers as a requirement for a contract,the section prov1ded that no act
“"of a company was void etcetera.2 Opinions ‘mignt vary on the interpretation
of this innovation.3 In particular the vien, that the phrase commencing with .
texcept' had the effect of preserving the traditional ultra Qires dectrine in
.respect of contracts between a company and its directors or members, was knoum
to be~d1’§puted.4 "This led to a possible distinction bétween a cempany's
contracts with outsiders on the one hand and with insiders on the other, a
useful d1st1nct1on for the purposes of -eltucidation and d1scuss1on, a]tnough

not necessar11y a valid one

~The va]idity of a contract with an outsider was clearly not affected‘by
any lack of capacity or power on the part of the company. This was so, whether.
there was -knowledge of this lack of capacity, or even collusion in respect
thereof The contract was no longer rendered void and furthermore neither the
company nor the third party might in any legal proceed1ngs assert it or rely

on it.
1. Ibid "318-323. Naude's detailed presentation of this aspect is not relevant
to the present enqu1ry
2. 'Ibid 323.
-3, Ipid 324, ) |
4, - Naude S J : Company contracts : the Effect of Sectﬁon 36 of the nev Act \]975;

91 SALJ 315 at324(Naude s article).
5. Ib1dem.
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The result was to destroy the doctrine of constructive notice, which.
became irrelevant. It served to encourage directors to 1gnore the company's
main obJect altogether, and overprotected the third party, because 1t rendered
his actual know]edge irrelevant. 1
A member could seek an interdict in regard to matters beyond the company's
capacity or powers but the theory justifying it had "virtua11y co]]_apsed".2 .
The basis had been that the proposed ultra vires act was an exception to the
rule in Foss v Harbottle; "and it was an excebtion because an ultra vires act

was void and could not be ratified by the members in general meeting"”. Now

it Qas no Tonger void and ratification was irrelevant, so that the basis of the
exception had disintegrated. Secondly, the argument that the member could act
because the memorandum constituted a contract inter alia between every member
and the campany was on rather thin ice, because the memorandum no longer
contained an accurate reflection of the company's capacity.3

Neverthe]ess a member could obta1n an interdict, but the new basis was
the last part of s 36 itself since, as between the company and its members or.
directors, the company s lack of capacity or power might be asserted or relied
on in any legal proceedings. After the contract in question was conc1uded
there was nothing a member could do to set it "aside. 4

The director's fiduciary duty not to act beyond the company's powers °
and-capacity rema1ned, as did his 11ab1]1ty for .damages, and in fact becama
far more sign1f1cant since the company, be1ng bound te the.ultra vires contract,
was in greater. danger than prev1ous]y of suffering loss. This extended the
significance of the except1on to ‘the ]ast part of s 36. Such a claim against
the d1rectors in quest1on m1ght ar1se in an action by the company, or as
between the members claiming derivatively and the directors. A member m1gnt

Ibid 325.
) Ib{dem.
JIbid 326.

£ W N~

Ibidem. -
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re]y on s 266 to effect the 1nst1tut1on of proceed1ngs by the company 1tse1f

or by a curator ad lltem ! - . ey

It wes an uhacceptahle proposition that tﬁe phrase, Yor because the
'directégg'had no EEEDQEiEX to perform that act on behalf of the company by ‘
reason only of fhe said fact' in s 36,'meant that an outsider who contracted
with the company had been relieved not only of the first traditional
kequirement for a valid company contract, but also of the.second, namely,

that the d1rectors who acted on behalf of the company had to have the necessary

) author1ty 2 : _ -

In regard to contracts with insiders, that is with directors or members
of the same company, it was clear that in terms of . the exception in the last
part of s 36, either the company or that insider may in any tegal proceedings
assert or rely upon any lack of capacity or power on the part of the company for
- the purposes of the contract.

"For what purpose might this assertion be made? There were two views-
on this'part_of s 36.3

' The first view was that the traditional ultra vires doctrine had been
“preserved in respect of company contracts with-insiders only, and that
therefore a member or a director or the compaﬁy would therefore stiil be able
to rely as against the other on the fact that an act beyond the capacity of
the company was void. However, s 36 itself stated in the first part that no
act of the company was void by reason only of the company's lack of capacity.
or power. The second part, which prohibited assertion of or re]iance upon -

~ such Tlack of capacity was_nof a proviso to the basic provision in the first
part ‘but was comp]ementary to it. Clearly the exception relating to the
company, its members and direetors,'was an exception to this complementary
prohibition. Therefore the basic provision that no ultra vires contracts

were vo{d applied to all contracts, with an outsider or an inside‘r.4 This
meant that while no attack could be made on_the validity of an ultra vires
contract; members could rely.on the company’'s lack of capacity or powers to
obtain an interdict or claim compensation from the directors whose ultra vires:
acts caused loss to the company. '

Naude's art1cTe supra 3264

2. Ibid 327. The words underlined are set out by the learned author in italice
" The reasons for his opinion were to be adduced later.

3;. Ibidem.
4. Ibid 328.
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, Furthermore; to preserve the ultra vires doctrine for insiders, would
place directors and members in the same position. However, while a d1rector
might be expected to know that he was act1ng beyond the company s capacity
~and powers, and therefore need not be protected, it would be most unfair towards

members.  Members were deemed to know the -company's capacity and powers, in
'terms of the constructive notice doctrine, although they may well be unaware of

the position. A few shares inherited or purchased in the company, would change
'their contractual rights towards the company. This interpretation could,
therefore, not be supported. | S )

~ The second view was that the ultra vires doctrine had been destroyed in
respeot'of insiders as well, and that the exception giving insiders the right’
to assert or rely on the company's lack of capacity or powers, meant that
members could seek an interdict and compensation.] The reasons for favouring
'this viewpoint were that in terms of s 36 no.act was void by reason only of the

company's lack of capacity or powers, and that this was an overriding proposition

- not subject'to any exception. ~The section contained an additional prohibition,
that against asserting the.company's"lack of capacity or powers, but to this
there was an exception in favour of insiders. Consequently, while insiders.
could make this assertion, it could not alter the fact -that the ultra vires.
act was no longer void. Tﬁerefore, insiders could only seek an interdict and
damages. Furthermore, any distinction between insiders and outsiders for the
purposes of the validity of an ultra vires contract with a company became =
.meanihgless, so that previous-conclusions regarding outsiders applied to _

insiders, particularly the fact that the validity of the contract was unaffected
by knowledge, and the destruction of the operation of constructive knowledge, and
the dvailability‘of.an interdict'and a claim for compensation. '

Nevertheless, this interpretation had inequitable implications. A directcr
would be protected, in spite of his knowledée that he acted beyond his authority
because of the companyjs lack of capacity or powers, and would nevertheless have
a valid contract with his company. He, and the other directors, would be liable

~in damag"'es.2

1.~ Ibid 329.
2. Ibid 330. - ' .
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In a word, therefore, s 36 had "effettive]y destroyed the firsf
--.traditional requirement for a valid company contraét; namely, that the S '
company has to have the necessary capacity and pdwers."1;

Naude then déa]t with the third major topic, namely the preservation
of the authority of a person acting on behalf of a company as a requirement
for a contract.

The Van Wyk de Vries Commission was not interested in acts by directors

in excess of their authority. On the other hand, s 36 provided inter alia
that no act of a company would be void because the directors had no authority
to perform that act on behalf of the cpmpany by reason only of the said fact.2
This did not mean the abolition of the general requirement that the person acting
on behalf of the company must have the necessary authority to do- so. préver,'
| ~its meaning, and the reason for the insertion of this phrase was that, prior
to the act, a company could not confer on the directors authority that

. exceeded its own capacity or pdwers ~ An ultra vires contract -as a result.
was not’ b1nd1ng,both because the company lacked capacity, and because the
directors did not have the requisite authority precisely because of the
.company s lack of capacity. Under‘the new dispensation, since capacity was
.no longer re]évant, every ultra vires contract wauld -but for this phrase, A
have been open to attack on the ground that the directors' authority had been
exceeded merely because the transaction was beyond the company's capacity or
powers.3 This, the second'tradjtional requirement,stiT] stood 1in the sense
that where an act was within the company's capacity the authority requirement
wou]d also have to be fulfilled. If the act fell beyond the company's capacity
or powers, the contract cou]d no longer be attacked on the ground that the
directors had no authority. (Presumab]y, this is because 1in terms of the
section, a contract will not be void because of the absence of the directors'’
authority which is lécking.by reason only of that fact.) This was so,
although the legislature had preserved this requirement regarding the directors’
authority. Therefore,an enquiry on this point should proceed on the assumption

that the company had the necessary capacity and powers;Aif'the company would

1. "Ibidem.
2. Ibid 331,
3. . Ibid 332.
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then be bound this conclusion.was not affected by the fact {hat-fhe capacity

- and power were in fact lacking. Since this genera1 requirement remained,

‘the law.of agency cont1nued to apply, in conjunction ‘with the law of constructive
notice and the Turguand rule, but without regard to the company ‘s capacity or

powers. ! Where, however, the articles express]y restricted the director's pnovers,

" then a contract entered into.on behalf of a company by the directors beyond its

capacity with an outsider, would not be open to attack on the grounds of Tack
of capacity, in terms of s 36. 2 It would be possible to attack this contract
on the basis of'the directors' lack of authofity, because this arose, not only
becéuse of the company's lack of capacity and powers, but also because their
powers were expressly restricted in the articles. Therefore, unless the
company in generéﬁ meeting ratified the contract,‘it would not be. bound.

3 In the past, ratification was possible

This contract was ratifidb]e.
~only if the person who had exceeded his authority did not act beyond the scope
'of the company's capacity. Now that capacity and powers no longer affected

. persons’contracting with the company, ratification was possib]e where the
agentsAhad exceeded their authority, irrespective of whether the contract

was intra vires the company. Such a ratification was effective vis-a-vis -
.the third party, but it was arguable that a member could obtain an interdict
against ratificatjon where the act fell beyond the company‘s capacity or

powers.
Naude concluded his learned article with the fo]]owing submissions:4

(a) it was no longer a requirement for a valid company contract that the company
had to have the necessary capacity or powers, whether the other party was an
insider or an outsider. _ '

(b) the person represent1ng the company still had to have the necessary authority,.
" which could exceed the company's capacity and poWers. Therefore the traditional
1ink between company capacity and directors' powers had been broken, certainly

1bid 333.

1.

2. - Ibid 334, _ ,
3. . Ibidem. - ) ' : b D
4.- 1bid 335.
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1 An individual agent's

'-'in respect of the directors acting as a-board. "
" acts could,-however, still be challenged for lack of authority because his
authority exceeded the company's capacity or powers. It was to be hoped

that the courts would interpret s 36 so that the phrase "directors" meant

not only the board, but-also individual directors or any other agent, so that
thesé could also act beyond = the capacity of the company if so authgrised.
Such authority could be actual or ostensible and, therefore, the principles of
estoppel would apply, as also the possibi]ity'of ratification. . The Turquand
rule and the doctrine of constructive notice would also continue to operate,.

the 1atter with unfortunate results.

On a practical level, the enquiry as to the agent's authority wou]d'
proceed on ‘the assumption that the company 1tse1f had -the necessary capac1ty

. and powers

F1na11y, although the term ultra vires had been used to descr1be
'contravent1ons of statutory provisions (‘such as s 37, 538 and s 223) or a cormon
law rule (such as: that dividends may not be paid out of capital) s 36 was not

des1gned to app]y to these. 3

In'dealing with Naude's views, it is proposed to take for granted those
on the determination of a company's capacity and powers, accepting ‘as valid his
conc]us1on that the company continues to have only a limited capacity, as in
the past. 4 Consequent]y, there can st1]1 be acts beyond the capacity or powers
of the company. The first quest1on which arises, therefore, is whether s 36
" has abo]1shed the ultra vires doctr1ne ent1re1y or only partially.

(7(:.’,_1

3.3 The abol1t1on of the ultra vires doctrine

ﬁaudg set out two views of the first part of s 36. The first was
that the ultra vires-doctrine in the traditional sense had been preserved in
respect’ of oompany contracts with insiders only. "The second was that the
~.ultra vires doctrine had been destroyed in respect of insiders as well. In
reJect1ng the first v1ew in favour of the second, Naude advanced the following

.........

argument

1. Naude's article supra 335,
2. Ibid 336. o

3. Ibidem.

4, Ibid 323.
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~ On the wording of s 36 itself the crucial first part stated that "no .
. act sha]] be void' by reason only of the company's lack of capacity or power. ! _
The second part which prohibited the assertion of or re]1ance on such lack of &
capacity in 1ega] proceed1ngs was.not a-proviso to the bas1c provision in the’
first part, but was complementary to it. The exception relating to the company,
its members and directors was an exception to this complementary prohibition.
Therefore the basic provision that no ultra vires contract shall be void,

applied to all ultra vires contracts, irrespective of whether the third party

was an insider or an outsider. As Naude says, to preserve the ultra vires

“doctrine in respect of insiders would have startling consequénces.z

~ Cilliers Benade De Villiers tend to faQour the view that the ultra vires

doctr1ne was abo]1shed ent1re1y They recognise, however, the force of the
other point of view, namely that, as s 36 must be taken to have amended the.
common law str1ct1y within the 1imits of the wording of the section, the -
.contract of g'member with his company woulq'in all respects be regulated by the

common law doctrine of u]tra‘vires.3

Hahlo also takes the same view, namely that it was well arguable that
as regards contracts, the ulira vires rule had been abolished in respect of

_insiders as well. & On- the other hand, it followed from the wording of s 36,
that ultra vires had not been abolished as regards internal company affairs.

Henochsberg also regards the doctrine of ultra vires as remaining
an imbortant part of the law relating to companies, since members and directors
could in terms of s 36 itself claim damages or an interdict.’ '
_Gibson'says that the effect of the section was to abolish the doctrine
of ultra vires tota]]y-és far as third parties were concerned. As to the
position regarding the abolition of the doctrine in regard to insiders, he

makes no comment.®

1. "Naude S J : Company‘Contfécts : the tffect of Section 36 of the new.Act
| (1674) 91 SRLT 375 at 327-32¢ (Mauce's article).

2. . Ibidem. As Naude says, it might be in order in regard to directors,

but its operation in regard to members would be most unfair. A member
may find his contract void due to a few forgotten shares, acquired years
previously.

Cilliers-Benade De Villiers 57,
Hahlo 78. = |

Henochsberg 70 .
Gibson 304,

o0 O AW
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It is submitted that the question turns purely on a literal construction
of theféecfion "No act is void" is clear and uneqdivocal It brooks of no
exception. It is subm1tted therefore, that the ultra vires doctr1ne has been
~ abolished entirely. '

‘The Van Wyk De Vries Commission rejects the suggéstion of abolishing

" the ultra vires doctrine entirely, preferring to protect third parties and to
preserve the role of the ultra vires doctrine as far as shareholders are
concérned.] Nevertheless, having regard solely to the literal meaning of the
section, it is clear that no act is void by reason only of the fact that the
company was without capacity or powef*s.2 Therefore, since the essence of the

. ultra vires doctrine is that any act beyond the capacity of the company is void,

and since such acts are nd,1onger~void, the effect of s 36 is to destroy the

~ doctrine entire]y.3 ' , - ‘///,
In opposing this conclusion, it may be argued that the ultra vires

. doctrine has a double effect. Firstly,the company may not act beyond its
capacity or powers), and if it does so act, any such act is void. Secondly ,-
it means that therefore the directors have no aufhority, It is submitted;
jhowevef, that the second effect is not a-portion of the ultra vireS'doctriné,
but flows out of the Taw of agency, being based on the simple fact that an
agehf cannot be invested with greater authority than the capacity of its
principal. Thus, although the ultra vires doctrine has been abolished, in

the sense that no act beyond the capacity of the company is anyAlonger,void, the
company rémains with a limited capacity and the agency proposition remains the’
same,- namely that_ the company cannot g1ve the agent authority te do acts beyond
the company's capac1ty '

It is in order to deal with this situation that the legislature, it
is submitted, enacted the second main provision of s 36, namely. that neither
the company nor any other person may in any legal proceedings assert or rely ' |

upon any_such lack of capacity or of power or authority. To this there is one

exception, namely that as between the company and its members or directors,. or
| | l ' : RO (’)':

S 27.22 (e) ; s 27.24.
2. Naude's article supra 328.

See Ashbury. Railway Carr1ag° ‘and Iron Co v Riche (1875) LR 7
© HL 653 at 6/0. :
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as between its members and its directors, such assertions may be made. It

- would be incorrect to read this as re- instating the U]tra'vires doctrine in -
'.regard to insiders,. bear1ng in mind the overr1d1ng effect of the first

» propos1t1on in s 36, namely: that no act is void.

It is submitted by Henochsberg that an act would not be protected by

s 36"where the fact that it is ultra vires the company was known to the other
party. The other party's knowledge of this constituted an additional factor
and the voidness from which s 36 would otherwise protect the act was then not
"by reason only that the company was without capacity or power so to act.]

~Cilliers Benade De Vil]iers,Aon the other hand, express the view that
even when the outsider knew full well at ‘the time of oonc]uding the contract
that it was beyond the capacity of the company to enter into that contract, the.‘
contract wou]d still be binding and neither party would be able to assert the

company S 1ack of capacity in any legal proceedlngs 2

In supporting the later view » two submissions are made. ‘Firstly, it
seems unlikely that the legislature intended the void act to come into
existence'50191y because some third party had actual knowledge that it was ultira

vires the company's capacity or powers. There is certainly nothing in the

" 1iteral wording or meaning of -the section to support such a conclusion.

Secondly, according to the doctrine of copstructive notice, all'persons ' ‘
dealing with the company are deemed to have knowledge of its capacity or powers.
It is submitted that on the contrary and, as Naude says, the section renders
any notice, whether actual or constructive, irre]evant for this purpose.3 '

.3.4 The company's capacity

The second major question raised by Naude was whether s 36 has abolished
the'requirement for a valid company contract, namely that the company itself has
the neceésary capacity and powers to enter into it, the point of departure being
. that a'company does not have un]ihited capacity or powers.

-

1. 7 Henochsberg 71. See the criticism of this view by Naude S J :
HenocﬁsBerg on the Companies Act (]976) 39 THRHR 95-95; also
Neude's article supra 324.

Cilliers Benade De Villiers 57.

3. Naude S J : '€Company Contracts: the Effect ofSéction 36 of the naw Act .
(1974) 91 SALJ 375 (Naude's artjc1e) 325. ' ' :

4. - 1Ibid 323.
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The first main proposition of s 36 declares that no act of a company
is void by reason only of the fact that the company was without capac1ty or
power so to act or because the directors had no authority to per.onn that
act on behalf of the company by reason only of the said cht

. Since such an act is ho 1oﬁger void,does it follow that the company
need not have the necessary capacity, having regard to s 36 ?

Henochsberg's view is that neither thé company itself, nor those dealing

with it, could now resile from a transaction merely on the ground that it was
1

-beyond thé.powers_of the company to enter into such transaction.

A Gibson's view is that a third party could hold a company bound by a
contract made with him by a d1rector on behalf of a company where the

performance required by the contract fell outside the capacity of the company 2

Ci]]iers Benade De Vi]]iers hold the view that in terms of s‘36 such an

.act was not void, and since no one could rely on the company's lack of capac1ty

or the d1rectors' lack of authority on that ground, consequently such acts viere

as valid and enforceable as acts within the company's capacity. 3
In Naude's”opihion, in view of s 36, the extent of a company 's capadity

and powers had become either wholly irrelevant or only partly relevant - depending

- on one's interpretation of that section - in determining whether that company

4

incurred contractual liability. In the contract with outsiders, the.company's

capacity and powers did not come into the picture.s .The contract could not:be
successfully attacked on this ground. The lack of capacity or power did not
render the contract VOid; and, furthermore, neither the company nor the third

party could in any legal proceedings assert or rely on it.

In the contract with insiders, either the company or the insider could
in any legal proceedings assert or rely on such lack of capacity or power.7

. Henochsberg 70. , |
- Gibson 304. o , s O

Cilliers Benade De Villiers 56,

" Naude's article supra 323 and 335,
Ibid 324.
© Ibid 325.
Ibid 327.

N O s W -
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"Ih'ﬁgggg'é opinion, the only purposes for which this assertion could be made

. were an action by the member seeking an interdict restraining the compény and
its directors from acting beyond the company's capacity or powers, or an action
by the company or initiated by the member, séeking compensation against-a
“director whose acts beyond the company's capacity or powers’ had caused the
company 1oss. !

s

' Consequently any distinction between insiders and outsiders for the
burposes of the validity of an ultra vires contract with a company became
meaning]ess 2 Therefore s 36 had effectively destroyed the requirement for
a valid company contract, namely that the company had to have the necessary
capac1ty and powers to conclude that contract. 3 Furthermore, in regard to

- acts beyond the directors' authority, which also fell beyond the compény's
capacity ar powers, this lack of capacity was not a'ground-for attacking the
direcfors' Tack of authority. 4 The enquiry would proceed on the assumpt1on'
that the company had the necessary capac1ty or poviers. ‘

. This then is Naude's answer to .the ‘second major question which he.
raised in his article. It is Naude's view that s 36 hal abolished the requirement
~for a.valid company contract, namely that the company itself had to have the
.necesééry capacity and powers to enter into it. It is submitted that this view
rests on two assumptions. = The first is that because acts beyond the capacity
and powers of the company -are no longer void, therefore they are ipso facto
binding on the company. The second is that the company's capacity is irrelevant

because it cannot be asserted. L . i

Dealing with the. f1rst assumpt1on in relation to.the company's capac1ty,

it is submitted that several, d1ff1cu1t1es arise, both in regard to the
.assumption that acts which are not void are binding, and in regard to the
conclusion that the. company itself need not have the necessary capacity.

1. . Naude s article supra 329.
2. Ib1dem

‘3. Ibid 330 and 335

4, 1b1d 332. )

5 Ibidem.
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~ The first difficulty is that, in effect, the company has the necessary
capacity and powers, which in turn leads to the conclusion that the company

is endowed with unlimited powers. Yet this contradicts Naude's first =g

cenclusion, name]y that a company, in terms of s 36 has on]y lTimited
capacity or powers.

_ The second difficulty is that if capacity were truly irrelevant, it is
submitted that the legislature would not have framed s 36 in its present form.
"It would simply have declared that the coppany'has unlimited capacity. Instead,
the legislature enacted that no act shall be void by reason only of the fact that
the company was without.capacity or power 50 to act. These words themselves
imply of necessity that the company may be “uithout capacity or power so to act".

~ The third difficulty is that the words "no act shall be void" were intended
to abolish the ultra vires doctrine, which held that acts beycnd the capacity-of
a company were void.  This meant that at common law such acts were a nullity,
- non-existent in ]aw.2 In terms of s 36 it is submitted, such acts are no longer
legally non-existent. Henceforth, such acts do exist legally and would be.
"capable of being adopted and ratified by the company it it had the capacity or
powers.3 T

The fourth d1ff1cu1ty is that it seems to be 1ncons1stent to assume that .

»the company s capacity or powers are sufficient for any particular purpose
: (or are unlimited), so that the act in question is valid and binding, while
at the same time arguing that the directors who do the act for the company
are liable in damages for acting beyond the company's capacity or powers. By’
the same token there seems to be no grounds for permitting an interdict
against the company in respect of an act beyond its capacity or.powers; if when
it has been concluded, it is- to be regarded as valid and binding, and it will
be assumed that the company had the. necessary capacity and power

1. Naude's article supra 323. See above at 129.
2. See Bell Houses Ltd v C1ty Wall Propert1es Ltdc19651 3 A1l ER 427 QBD
435F-G. _
3. - It is proposed to return to this quest1on below in dea11ng with the'

directors' lack of authority as a result of the company's lack of
capacity or powers. See below at 138 et seq.
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The fifth difficulty is that-it is necessary to argue that the phrase,
commencing with the words "no act shall be void", means that the act is
“binding on the company. However, this phrase merely asserts the negative,
namely that such an act is not void. It does not assert the pogitiye, namely
.that such an act is binding on the company, as if it had.the necessary capacity
- or powers. '

e

- It is therefore submitted that although acts which are beyond the
capacity or powers of the company are'not void, they are not ipso facto
binding on the company.

However, Naude's view regarding the company s capacity, mentioned
above, rests on two assumpt1ons Having dealt with the first, it is proposed

" to deal with the second, namely that capacity is irrelevant because it cannot

be asserted. The process of reasoning is, it is submitted, the other way
around.  The first question is. whether the company had the requisite capacity.
. If it did, caedit questio as far as s 36 is concerned, although an enquiry might

ensuern‘ordinary principles of agency on the directors’ mandate. If the
'company did not have the capacity, then, in terms of the first provision, the
act is no.]onger void. Capacity remains relevant in regard to the authofity
'of the company S representat1ves, who cannot have authority beyond the capac1ty
of the company

At this stage the second basic provision comes into force. In the a

' outsider situation, lack of capacity and lack of authority for that reason, _
may not be asserted or relied upon, because of the second provision. " In the,
insider situation;,the enquiry is the same and these questions remain relevant.
In this case, lack of capacity and authority may be asserted or relied on-
because of the exception to the second proviéion.

In both situations, the company would, but for the second provision, not
be bound if its-directors lacked authority as a result of the company's lack
of'capacity It is submitted that this is the reason why the legislature felt
ob11ged‘to regulate when these matters may, and when they may not. be asserted

or re11ed upon e O

An argument in favour of.this view is the policy behind the Act which
is, it is submitted, to uphold the contract embodied in the constitution. The
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- Act itself, in s 65(2), declares that this contract is binding. -To disregard
the limits on the company's capacity or ~ powers and the directors' lack df |
authority for this reason is, in essence, to argue ‘that -although the company ..
and its members have agreed to limit the capacity.of the company, and thereby g
also to limit the authority of its directors, nevertheless such agreed limits
are to be ignored. Both the agreement embodied in the constitution and the

. statutory arrangement of the Act, it'is submitted, seek to circumscribe the
capacity and powers of the company and the authority of its directbrs DYy

 réference to the agreement embodied in the constitution. -

As Gibson notes, the effect of s 65(2)_.is that there is a contract
between.the members and the company in terms of the -memorandum and articles
and "there is no doubt a duty on the directors to conduct theAaffairs of
the company on the basis of that contract."! : ’

Suppbft for this conclusion is to be found in the wording of s 36. :If"

~ capacity was irrelevant, or if the enquiry into the directors' authority
proceeded on the assumption- that the compény had the necessary capacity, there
would be no need for the second main proposition of s 36. In other words,
 there WOu]d be no need to provide that neither the company nor any other person
may in any legal proceedings assert or rely on any such lack of capacity or

- power or authority. Such an assertion would be bad in law as conflicting with
the "implied meaning of s 36, namely that all acts are presumed to be within
"the-company's capacity. ' ’ | | .

Furthermore, there would be no need for the éxception to the second main
proposition. There would be no need to draw a distinction between insiders and
outsiders, giving the former the right to assert a lack of capacity, whj]e S
depriving the latter of this right. Clearly there is such a distincfion, and
as clearly, the insider may make this assertion.

* '

1. Gibson 305.
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- 3.5 .The agent's authority

The third major question raised by Naude was whether s 36¥has

' preserved the agent's authority as a requirement for a valid company
contract. This assumes considerable importance once an ultra vires
act is no longer void. Under the common law an ultra vires act did
not bind the company for two reasons, namely lack of company capacity,
as-well as absence of authority on the part of the directors to perform
an ultra vires act for the company.

Cilliers Benade De Villiers state that ah'att which the directors

had no power” to perform for the reason that the act fell beyond. the
cohpany's'capacity or bower ‘was _in terms of s 36 not void in terms

of the main provision.' However in terms- thereof, neither the company
nor any other person might rely in any legal proceedings on the -
director's lack of authority as a resu]t thereof.2 S 36, however,
expressly provided. that this did not operate in the insider situation.

. Henochsberg considers that the words in s 36 " or because the
directors had no authorify,... by reason only of the said fact® appear
to_be words of supererogation. If the company lacked the capacity or
power to'perform an act, a fortiori the directors lacked such capacity
or bower;3 .

1. ‘Naude's article supra 331-332.
2. Cilliers Benade De Villiers 56.
3. Henochsberg-72.
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o Gissbn's.view is that the section in referring to a director'é.fack
of authority is concerned only with such a lack of authority because it is
ultra vires the company. In other words a thifd party ‘could hold a company
bound by a contract made with him by a director on behalf of a company where
the performance required by the contract fell outside the capacity of .the '
company.] But of course, a director could. have no actual éuthority to
perform an act which'Was beyond the combany‘s capacity. The authority
~could only be ostensible or deemed to arise by virtue of an extensive
interpretation of s 36 - an interpretdtion which was not justified by the

2 It would not however appear, despite the use of

wording of the section.
the word ‘authority' in s 36, that the question of a director's authority

was irrelevant. The director's authority remained an issue to be determine
"~ in accordance with the principles of the law of agency.3 -

Unde; the new dispensation, the absence o6f éuthority as a result of the
company's lack of'capacity would, says,ﬂggggj become of practical imp.o{vtance.4
The fact that an act was beyond the capacity or powers of the company row had
no éffect on third parties and the validity of their contracts with the company.
Thefefdre,every‘u1tra vires contract would still be open to attack on the ground
that-the directoré' authority had been exceeded merely because the transaction’
was beyond the company's capacity or powei‘s.5 Hence the need to 1nse;t the
phfase in s 36, forming part of the first main provision thereof, namely that
no act is Qdid because of the directors' lack of authbrity by reason only of
the  company's lack of capacity. It.is submitted that, although ﬂEDQEEEEEﬁQ?

dismisses this phrase as no more than words of supererbgation, Naude's
i 7 fa-ec

. i’ - . - .
explanation set out above 1is valid. Henochsberg's view is that, if the

company lacks the power ogrﬁheJcﬁpacity to perform an act, a fortiori the
directors ]aék such capacity.8 True, but the act is also beyond the authority
of the directors because it is beyond the capacity of the company. It is,

Gibson 304.
. Ibid 305.

Ibidem, .
Naude's article 332._'

Thidem. o
Henachsberg 72 .

o —
T

Naude's article supra 332.

L0 N YO EBW N e

Hénbchsberg 72.
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therefore, necessary for the phrase to appear in the section,

In evaluating the effect of this phrase in é 36 Naude stresses that s 36

inter alia-provided that no act of a company shaii"be void by reason only of
the fact‘that<the’compdny was without capacity or power so to gét or because
-the directors had rio authority to perform that act on behalf of the company by
reason only of the said fact, ! While this d1d not abo11sh the general
requ1rement that the person acting on behalf of the company must have the
necessary authority to do so, the mere fact that the act fell beyond the

company's capacity and pbwers no longer meant that the contract could be
attécked on the ground that the directors had no éuthority.2
having preserved the requirement that the directors must have the necessary
authority, the p}actical effect would be that the enquiry as to this authority
had to proceed on the basis that the company had the necessary -capacity and

The legislature

powers.3

It is submitted that, to all intents and purposes, the practical effect:
of this is that the company's lack of capacity or powers is irrelévant in
examining the authority of its directors or other agents.

The crux of ﬁgggg s viewpoint, it is subm1tted, is that no act is,

.1n terms of s 36, void because the directors had no author1ty to perform that
act on behalf of the company, by reason only of the fact that the company ‘was
without capacity or power so to act. 4 Therefore, so the reason1ng seems to
. proceed, such acts are 1ncapab]e of being avoided or'set aside, because the
end result of such a process would be to render such acts void, whereas s 36
expressly states that no such .act is void.

It is submitted that this line of reasoning puts a very wide meaning
on the word "void". It means not merely a nullity ab initic, an act which is
non existent in 1aw.5 It also covers an .act which, although unauthorised,

MNaude's article 331. The words underlined are italicised by the author.
Ibid 332. :
. Ibidem. ‘ ‘ |
- Ibid.. . ‘ e e

N W) e
e e & s s

This apt description of an ultra vires act is. per Mocatta J in

Bell Houses Ltd v City Wall Properties Ltd c19657 3 A1l ER 427 Q3D 435F-G.
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" would otherwise be valid in the sense that it could be adopted and ratified

by the-principa1,'so as to create a binding contract between the princiba?
and.the third party}‘with whom the agent concluded the unauthorised agreement h
in the first place. The latter meaning clearly alters the law of agency.

Was'this the intention.of the legislature? On a 1itera].1nterpretatfon
of the section it must be conceded that "void" could carry both meanings.

-

- It is however, "a well known canon of construction that we cannot infer

ﬂ]

‘that a statute intends to alter the common law. Such é result, it is submitted,

must have been clearly jntended by the 1egi§1ature.

' ~Cf111ers Benade De Villiers, in a s]ight]y different context, express the
view that s 36 must be taken to have amended the common law strictly within the

wording of t_he»secti'on;2

On the one hand, it is clear that the purpose of s 36 is to alter the
- common law in respect of the ultra vires dpctrine.3 On the other hand, it is
submitted that the intention of the legislature in enacting s 36 was not to
alter the common law of agency more th&n needs be. Furthermore, in constiuing
s 36, in.such a way as to restrict the extent to which it amended the common
1aw, it is submitted that it leaves the law of agency intact, save in one
.respgct only.  That respect is that, except in @he insider situation,
neither the company nor any 6ther person may in any legal proceedingé assert
or éely upon any lack of authority arising only from the company's lack of
capacity or powers. '

It ‘is submitted that to argue that the section renders acté which ate.-
/beyond,the cbmpahy's capacity or powers ipso facto binding on the company,
although the agent lacked the requisite autherity, only because of the company's
lack 6f‘capacity or powers, is to alter-the common law of agency in an important
respect. It is proposed, at this stage, to outline the common Taw pésition of
the principal whose agent'acts beyond his authority. - This will serve, it is
submitted, 'to clarify the‘position of the company on whese behalf acts are

~

1. .- Casserley v Stubbs 1916 TPD 310 at 312
- See also Steyn 102-106. :

2. Cilliers Benade De Villiers 57.
3. Van Wyk de Vries Commission 41,
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purported to be done,Awhich acts are beyond its capécity or powers. Under
the ultra vires doctrine such act§ were void. S 36 express]y states that
“such acts are not void. The quest1on as to what they are, since they are not
void, is to be answered, it is submitted, in the common law of agency.

Kerr states that "the general rule is that if a person acts without
another's express or implied or residual authority he 'cannot place under
any obligation the person in whose name he does any business of whatever nature

De Villiers and Mackintosh state the same proposition as(foﬂows:2 ‘
"No act of an agent which falls outside his actual or ostensible authority,
which has not been ratified, and which has not unjustly enriched the principal,

"\)
37

3.
s

Ill]

is binding on the principal with respect to third persons, even though it was =

done professedly and actually on his behalf {unless it may be brought within
‘the principle of negotiorum gestio)." '

The 1earwed authors qubte two authorities in support of this
principle. The first is Gompels v Skodawerke of Prague.3 It was there-
stated‘by‘Greénberg J P that the principaT's Tiability in contract depends on
actual authority. The second is Harris Clifford (Rhodesia) Ltd v Todd N 0.
The judge in this matter stated the principle as follows. "It is clear that in
contract the principal's Tiability to third parties for the acts of his agent
depends either upon -the agént's actual authority, express or implied, or upon

the agent's ostensible -authority, that is, in consequence of a holding-out and,”’

in such a case, there is said to be an agency by estoppe]."5

It is submitted that, on these authorities, acts of an agent which are
not actually or ostensfbly authorised do not bind the principal. On the other
hand; the principal may adopt or ratify such acts.6 There is also the
possibility that the principal who finds that his authority has been exceeded
by his.agent may repudiate Jliability. The ageht who acts on benalf of @

principaj‘beyond his principal's authority, is liable to the third party on a

]'. Kerr 66 and the authorities there1n quoved
Zf De Villiers and Hack1ntosh 213.
3. 1942 TPD 167 at 171.
4. 1955(3) SA 302(SR).
" 5. Ibid 303F-§G
6. Kerr 663 De V1111ers and Mackintosh 213; Gompels v Skodawerke of Pracue

supra; Harris Clitrord (Rhodes1a) Ltd v Todd N 0 supra.
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breach of his warranty of ahthority.]

. , o . . - S
On the basis of these authorities, it seems clear that an act on beha]f
of the company which act is beyond its -capacity or powers, but which is not
void, hav{ng regard to thé first main provision of s 36, is not binding on the
company at common law. This does not differ from Naude's view of the common law,
“prior to the promulgation of s-36, namé]y that "the authbrity of the person
or organ to represent the company could obviously never excéed the capacity
or powers of the company itse]f".z It follows, it is submitted, that the
‘principal, in this case the company, cou]d not be bound by such acts. To
argue that, because of s 36, such an act becomes binding on the company, it

has been submitted, is to alter the common law of agency, as outlined above.

Such an a]tefatfon is not apparent from the Words of s 36 which states
no more than that acts beyond_the'capacity or povers of the company are not
~void. It is submitted that this results in such an act being legally in
existence, But not ipso facto binding on the company. What then is the
legal effect of such an act, as far as the company is concerned? At common
law the'cpmpany's right to adopt and ratify such an act is different from that
of a hatural'gersona Since the.company lacks the capau1ty or power to do
-that act, it cannot ratify the agent s unauthorised act on its behalf. 3 Can
. it repudiate the act? To do so the company will perforce have to rely on
its lack of capacity or powers. It cannot assert that such an act is void for
this -reason. It-'would but for s 36, assert or rely on the fact that the
directors had no authority to perform that act on behalf of the company by
reason only of its lack of capacity or powers.® -

‘At this stage thé second main provision of s 36 comes into play, serving
to alter radically the commoh.]aw position set out above. Although the
contract is not binding on the company at common law, neither the company ncr
any other person may, in any legal proceedings, assert or rely on any such
- lack of capacity or power or authority, except as between the company and its

_ Blower v Van Noorden 1909 TS 890 at 899.
2.  Naude S J : Company Contracts : the Effect of Saction 36 of the new Act

- (1974) 91 SALJ 375 (ijaude's article) 218. »
3. IT it purported to ratify such an act, this would, it is submitted,

give rise to remedies by the insiders. See 145 below et seq.
4, Naude's article supra 318.
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| members or directors. The result, although the contract is'not.Binding on

the combany, is the same as if it were, a result, it is submitted, which

-arises solely by virtue of the provisions of s 36, which produces an unassailable
transaction, despite the company's lack of capacity or the directors' lack of
authority arising solely as a consequence thereof It is for this reason that,

- in the outsider situation, there is no way in which the company may cancel the

transaction nor any need to ratify it.

On the other hand in the exceptional position, that is, in the insider
situation, the second main provision does not apply. ‘The act which is
unauthorised, because of the lack of the company's capacity or powers, remains
unauthorised, and. What is more, the insiders and the company may assert or
rely on such lack of capacity or power or authority. '

Their r1ght to do so arises under the common law of agencv, and s 356 does
not deprive them of this right.

' To conclude, therefore, it is submitted that s 36 has presefyed the
agent's adthority as a requirement for a valid company contract. However, an
enquiry into- the agent's authority does not proceed, it s éubmittéd,'on'thé '
basis that the comoany had the necessary capacity and powers. On the contrary,
‘the assumption - is that the'company has a limited capacity and powers, and that
the common law4oangency remains unaltered; save where an alteration is expressly
prov{ded for by s 36, or is a necessary implication from its words. Consequently
“in the outsider s1tuat1on, an act beyond the capacity or powers -of the company
remains beyond the authority of its agents but, since this cannot be assertoq
or relied on, the result is an unassailable transaction, despite the company}s
1ack0f’capacity-or_the,directors' lack of. authority solely as a conseguence
thereof. In the 1nsider:position the common law prevails, the act remains
beyond the capacity. or powers of the company and the directors’ lack of authority
as a consequence thereof, and the insiders may assert or rely on this.

‘For what purpose may this assertion be made in the dinsider situation?
~Is it confined to interdicts and claims for compensation, or does.it include
claims to set such an unauthorised agreempnt -aside ? Is the compan/, on t‘me'\.3
other hand, entitled to ratify the act ? Tnese questions lead to a further
major aspect.of s 36, namely the remedies available in-this exceptional situation,
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‘the theoretica]-baSis.for such remedies; and the rights of various insiders,
particularly the members, to enforce such remedies; and the question of
" ypatification by the company. ' o

3.6 The insiderS remedies

Naude states that the membeir could not have an agreement between the

combany and the outsider set aside, either on the ground that the company lacked
the requisite capacity, or that the directors. lacked the requisite authority as
a result only of the lack of the_company’s cabacity.]
seek an.interdict preventing the company from entering into this agreement with
the outsider, although the theory justifying it had “virtually coﬂapsed.“2

" After it was concluded, the member could do nothing to have the agreement set
aside. At this stage, an action would lie against the directors for damages

in an action by the oompany or as.between the members claiming derivatively and

The member could, however,

the'directors.

: In regard to contracts between the company and 1ns1ders, that is, with
dlrectors 'or members of the same company, the contract could no longer be
attacked.4 A1l that the member -could do was, as in the outsider s1tuat1on;
to_seek an:interdﬁct before the agreement in question-was concluded, or"
damages from the other directors, after the agreement was concluded.

‘ C1]11ers Benade De Villiers note that a member may rely as against
the other insiders.on the fact that an act beyond the capac1ty of the company
was in breach of the memorandum 2. Members (in their capacxty as such) would -
still be able to assert among tnemse]ves and against the company the contract
‘between them as contained in the. memorandum An injunction would be appropriate
) before the company concluded any contracts with third parties beyond its capacity
or powers. Thereafter the company would be powerless %o resile from the contract
with the third party, ‘and the members could not.compel it to do so. The members

. Tﬁaude‘s article supra 324 and 329.
‘ Ibid 325 and 329 ‘
—Ibid 329.

. Ibid 329-330 and 335

Cilliers Benade De Villiers 56-57.
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could however proceed aga1nst the d1rectors persona]ly for acting beyond
T S

the1r authority and in breach of the1r fiduciary dut1es : ¥

, Hah1o_expresses the view that shareholders may-still apply to court for -
- an interdict if the directors propose a course of action beyond the company's
main object or otherwise ultra vires.e

’

Henochsberg likewise is of the opinion that an individual shareholder
may bring proceedings to restrain the company from committing an ultra vires

- act before it is done.3_ , .

Gibéon,,after noting that there was a contract between the members and

the company in terms of the memorandum'and articTes,'as provided for in terms
‘of s 65(2) of the Act, asks what remedy the member had where the directors

guided the’ company into an u]tra vires contract. 4 For practical purposes,‘th-
‘right to an interdict was 111usory. It could only be exercised before the
'COmpany,was'bound in contract. Once the contract was concluded with a third
party, whether or not it was uitra vires, a member.could not prevent the
performance of the contract. Even a claim by the third party for specific
performance cou]d not be contested. However, s 36 envisaged that in-some lTegal
proceed1ngs, that is as between the company and its members or directors, or as
between its members and its directors, a party to the proceedings could assert
or rely on the lack of capacity of the company. The remedy contemplated was

that set out in s .266, in terms of which a member could initiate proceedings on
behalf of a company as a result of 'any wrong, breach of trust or breach of
faith' committed by that director. Whether this included an ultra vires contract
was not entirely clear. In addition, although s 36 reserved the right of a
member to assert or rely on ultra vires as against the company, proceedings under
s 252 were dependent on acts which were ‘unfairly prejudicial, unjust or
'inequitable‘, and not_on any question of ultra vires.

It is now proposed to offer: several submissions on this subject.

1. Cilliers Benade De Villiers 56-57.
2. Hahlo 78.

- 3. Henochsberg 72.

4. Gibson 305-308.
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The member's rights of'fecourse.ih respect of acts beyond the eapacity'

6f the company are, it is submitted, threefold : the member may seek an

interdict restraining the company from acting beyond its capacity; he can '

call on the company to seek compensation against a director who causes the -

company to act beyond its eapacity; and he may, in the insider situation,

. ca]] on the company to set aside any act beyond its capacity. He may, in the

]atter two instances, initiate the proceedings himself in a derivative action

.on behalf of the company, either under the common law or under s 266 of the

Act.

. The member's right to seek an interdict against the company or

compensation against a director who causes the company to enter into an

agreement,beyond its capacity, is not controversial. However, a poss1b1e

defence to such an action-falls to be considered, namely whether such

transaction or the wrong committed by the director, in act1ng outside the

company s capacity or his authority, i3 capab]e of be1ng ratified by the

company if this is possible, neither the 1nterd1ct nor - the dawages action

cou]d

If there 15 a rat1f1cat1on, then neither an 1nterd1ct nor damages wou]d be

be enterta1ned at least until the matter is referred to the members. !

‘poss1b1e .on ordinary principles of agency.

" The member's right to haveAthe contract set aside in the insider situation,

and .the question of ratification are closely linked to each other, and to the
limitations on the member's rights to act in terms of the rule in Foss v '

Harbottle. . ey

i
o~
i

‘In regard to thetmembeﬂsu;fight to have the contract set aside in the

insider situation, the fundamentals have already been postulated, namely that,

although the act beyond the company's capacity or powers is no longer vbid,
it continues to be ultra vires and beyond the authority of the directorc for

that reason. Furthermore s 36 has not altered the common law of agency in

the 1ns1der situation, so ‘that such an unauthorised act) wh1]e not teing vecid,

is also not binding on the.company, unless the company ratifies it.

2

——

’ 1 .

This view is based on the analogy of Bamford v Bamford £19692 1 A1l ER 969 Ct

where an act by the directors, which was incre. vires the companj but voidabie}

due to the directors’ improper motives, w3s capaole of being ratified by the

shareholders in general meeting by crdinary resolution, after full disclosure

by the directors. "(The case- is also reported at {19633 2 All ER 855 ChD.)

That this is the common law of agency, and that it has not been altered o/
s 36, save in this important respect has been submitted above at 14}
et seq :
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Where the act is within its powers and capacity, the company is entitled

to édopt'ahd ratify it, or to repudiate it.] ‘Where the act is beyond the-

capacity or powers of the compdny, it is submitted that it is not entitled,

at common law, to adopt or ratify it. On the conthary, it ought to repudiate

the act as ultra vires, and is not precluded from doing so in the insider

‘ s1tuat1on having regard to s 36. If the company , in an insider situation,

purports to adopt and rat1fy an act beyond its capacity or powers, the member,

it is submitted, is entitled to cal] on the company to have it set as1de, and

to 1ntervene, if it refuses to do SO,

It is now proposed to examine, in some detail, the members' right to
intervene, both under -the common law, and in terms of s 266. A concomitant
enquiry is the company's capacity or power :to adopt and ratify the
unauthoriséd act. In answering these questions, it is necessary to bear in
mind always that in the insider s1tuat1on the essential allegations of lack
of capac1ty and the consequential lack of author1ty may be asserted and
relied on.

. As far as the-common law is concerned, Lord Davey stated in Burland v
Eiﬁlé? that the court w1]1 not interfere.in the internal management of
companies actlng within the1r powers, and furthermore "in order to redress a
wrong ‘done .to the company or to- recover moneys or damages alleged to be due
to the company, the action shou]dlghima facie be brought by the company itself".
As an exception to ‘the second rule, the member could 1nst1tute proceedings on :
behalf of the company in certain carcumstances 3 One of these c1rcumstances E
was stated by Jenkins L J in Edwards v Halliwell, as follows: L
"where the act complained-of-is.wholly ultra vires the company, the ru]e has

no_application since the action cannot be confirmed by the majority."

1. . Where the~act is not in terms of the constitution, but is not beyond the
company's capacity or powers, the member may well have the right to
«demand that the company conduct its affa1rs accord1ng to the constitution.
See below at 151 e% seq.

2; £19021 AC 83 PC This - is, of course, the ru]e in Foss v Harbottle,
3. . .—lIbidem,
.4. : E19503 2 AT1- ER 1064 CA- 1066F-1067.
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"o

Naude noting that a member can, in the- 11ght of s-36, as in the past,

] . J;.\"

seek an interdict, then says : "The ‘traditional theory justifying an

“individual member s right to enforce compliance with the provisions of the
Amembrandumglhas, however, virtually collapsed." He offers two reasons for .

)

this conclusion. Firstly, the exception to the rule in Foss v Harbottle

in the case of an ultra vires act rested on the fact that an "ultra vires act
was void and could not be ratified by the members in general meeting. Since
such an act is in terms of s 36 no longer void, and ratification is quite
irrelevant to the validity of the contract, the basis of this exception has
disintegrated. n2 The second reason was that the argument that "the member's
right to hold the company and its directors to conduct within the company's
capac1ty"was based on the fact "that the ‘memorandum containing the obJect(s)
constitutes a contract inter alia between every member and the company."3
Because the company's memorandum no longer necessarily contained an accurate
reflection of the company's capacity, this was "founded on rather thin ice."3

~In regard to the first reason it “is submitted, however, that the position
is not as stated by Naude. The reasoning in support of this submission is as

follows. It is manifest that s 36 has not abrogated ‘the rule in Foss v Harbottle.

It follows that where a'wrong is done to e'company, the position remains that .the.
action to redress this should prima facie be brehght by the company itse]f.4

With ‘this rule remain the so-called exceptions to it.s- One of these arises
where.the acts complained of are beyond the capacity of the compan_y.5 It has
already been submitted -that, a]though s 36 renders an ultra vires act no longer"
void, it has not eliminated the fact that it is beyond the capacity of the
company. It is submitted that ultra vires acts will remain an éxception to

the rule in Foss Q Harbott]e,,despite the fact that they are no longer void,

for the reason that they are beyond the capacity or powers of the company and

~ therefore incapable of ratification by a simple majority by an ordinary
' _reso]ution.5 Authority for the narrow broposition, that the majority cannot

21 Naude S J : Company- contracts: the Effect of Section 36 of the new Act

. 5. Ib1dem It would be more accurate to state that the rule in Foss v Harbott]e‘
' does not apply to matters which are ultra vires the company. ~See Bamford v .

_(1974) 91 SAEJ 375 (Haude™s article) 325.
2.  Ibidem. '
Ibid 319-320 and 326. See above at ‘1 footnote 1.

4; MacDougall v Gard1ner 12753 1 ChD 133 Edwards v Halliwell E1950]
2 A1l ER 1064 at 1067A.

Bamford C19681 2 A1l ER 655 ChD 659-
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R, - A Ao S Yo o e

v e i cemetiwie vawen ¢ < ae ma  rn vrapr—— st

e o et




150,

?atify acts which are beyond the conpany's capacity or powers, is to be found

" in the following cases. These cases were, however, not decided in relation to

s 36, Two dealt with the.common law ultra vires doctrine, while one was
concerned with unauthorised.acts of directors which were not ultra vires the-
company. Nevertheless, it is submitted that the pr1nc1p]e to be found in these
cases can be invoked as- support for the view- that the maJor1ty cannot rat]fy
Aacts wh1ch are beyond. the company s capacity or powers. .

The first of these cases is Edwards v Ha]]iwe]].] Jenkins L J there
said: "Where the act complained of is wholly ultra vires the company, the rule -
has no application since the action cannot be confirmed by the majority." '

The secono is Bamford v Bamford. 2 Harman J, in dealing with acts of- the

directors which were "wrongly done", said that the directors could "by mak1ng

a fu]l and frank disclosure and calling together the general body of the
shareho]ders, obtain absolution and forgiveness of their sins; -and prov1ded

the acts. are not ultra vires the company as-a who]e everyth1ng w111 go on as if
it had been done all right from the beginning.”

The th1rd is Quadrang]e Investments v Hitind Holdings Ltd. 3 Trollip J A
there sa1d of the ultra vires doctr1ne, that anything which is beyond or :
contrary to the provisions of the memorandum "would be null and void, as having
been, in effect prohibited by the Act; and it would therefore be incapable of -
validation by subsequent ratification by the shareholders, even if they

unanimously assent'thereto".

-

o

This statement by Tro]11p J: A cou]d of course, mean: that the act wh1ch

s contrary to the prov1s1onsdofuxhe memorandum 1s void and is therefore

. incapable of,ratification, or it could mean that because it is beyond the

1. | Supra. The relevance of ratification of such acts has, it is subm1tted
been dealt with above at.142 et seq. .
2. £19691 1 A11 ER 959 CA 972E-F. This case is dealt with at length in
_ Chapter 7 .at 168 et seq. : L ‘ ‘
3. . 1975 (1) SA 572 (A) 579 It should be noted that there are cases on

—the rule in Foss v Harbottle in which the majority have breached the

articles with impunity for ipstance McDoucall v Gardiner £18751 1 ChD 13;
Mozley v Alston (1847) 1 Ph 790. However in neither was- the breach
ultra vires the company. It is always difficult to'be certain of

propositions on the rule in Foss v Harbottle. There are judgments on it i

which are difficult to reconciTe. However, the -latest cases and academic
viewpoints favour the view that the mawor1ty is incapable of ratifying a

breach of the articles, because it constitutes a breéach of contract. See
be]ou at -151 at footnotes' 1 and 2. :
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provisions of the memorandum, therefore it is "in effect brohib{ted by the
Act" and consequently it is both null and void and “incapable of ratification.
In the 11ght of. the other two cases, the latter séems to be the .nreferable
1nterpretat1on In other words, the act was both void and 1ncapab]e of
ratification. Both are the result of common law rules. WAlthough the act is,
as a result of s 36, no longer void, it is submi tted that it remains incapable
" of ratification in terms of the common law. The reason for this, it is
submitted, is that acts whiéh are beyond the capacity or powers of the company
are incapable of ratification.] '

Wedderburn has written an article dealing inter alia with the
sharehblders' peréona] right of action to have the constitution generally
~ observed, subject to the rule in.Foss v Harbottle.Z In it he notes the words of
Plowman J in Bamford v Bamford,3 ‘to the effect that the articles were a contract
~and that each member was entitled to have the affairs of the company conducted
acbokding to the articles. "This propoéition is merely- an exegesis of s 20(1).
Its purpbée is to demonstrate that the plafnfiffs are suing in respect of their
own individual contractual-rights and that the rule in Foss v Harbottle is
therefore excluded. "3 '

Accord1ng]y, the m1ﬂor1ty s contracLua1 rights had bean énlarged
by the principle that the shareholder had a- contractual right to have the
const1tut1on genera]]y observed. The minority shareholder could not bring a
successful action if the matter was a procedural 1rregu1ar1ty or the like wh1ch
: the ordinary maJor1ty in general meeting could validate, or some other
jmpropriety (such as a breach of duty by the directors) which the general
meeting had the power to ratify and did ratify.4 This argument was advanced
in respect of acts by the majority intra vires the constitution. A fortiori
this argument must, it is submitted, prevail where the act is ultra vires
the constitution. Only a special reso]ut16n a]tering-the memorandum can
- alter the capacity of the company. Therefore an ordinary reso]Ution, which
ha; ho'retrdspectivé effect, is inadequate. = It does not suffice to

-~

. _ : . . e
1. .See Chapter 7 at 167 et seq. The present reference anticipates the "
matter and is, therefore, perforce only a brief summary.

Wedderburn K W : Going the whole Hogg v Cramphorn 2.(1968) 31 MLR €88.-

3. £19683 2 A1l ER 655 ChD:659- 660
4. - _Wedderburn ;supra 692. -
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ratify.a‘breach of doty by the directors,~or the action of the majority in‘
ratifying the directors' conduct by an ordinary reso1otioo. . - >

It iﬁ,submitted, therefore,.that the u]tra vires exception to the rule
in Foss v Harbottle continues-to be sound]y based on principle.

‘ Naude, hovever basev h1s view that this exception had fallen away on

'Va further ground namely that the constitution no longer reflects the agreement
between the company and its members, because the memorandum no longer ref]ectéd'
.all the objeots, because the directors might ohange the'company's business .in

. terms.of s 33, and thereby change the objects in the memorandum.] This

‘ situation is analogous to that in s 221(2) in terms of which the directoré

| ‘may issue unclassified shares upon terms in their disoretion, thereby
conceivably altering the agreement between the company and the members as set
out in the constitution, by prescribing the rights relating .to ‘the shares.. It
is submitted, however, that the ultimate source of the directors' authority to
change the coﬁpany's business, or to issue §hares, is the constitution. Therefore
their exercise of this authority does not in any way alter the fact that the
const1tut1on 1s a contract wh1ch is binding in terms of s 65(2) of the Act.

It is the. agreement embod1ed in the constitution which, -in the framework ‘
of the Act, determines the capacity of the company., and- the authority of its
directors, and the rule of the majority which is inherent in the rule in
Foss v Harbottle. This agreement also definee the boundary to that majority

rule, so that it would be more accurate to say that the rule in Foss v Harbottle
does not apply to acts of the company beyond the scope of that agreement, rather
than to consider the ultra vires situation as an exception to this ru]e.z.
In conclusion, -therefore, it is submitted that s 36 has not altered
the "ultra vires" exception to the rule in Foss v Harbottle, although it has

f' obviously afforded a defence to a member's derivative action in the outsider
“s1tuat1on, name]y that lack of capac1ty or powers may not be asserted. . In
add1t1on, and for the same reasons, s 36 has not rendered rat1f1cat1on either
possible or irrelevant in regard to an act by the company which is beyond its
capacify-or powers. In the insider situation, where this lack of capacity or

powers may be relied on, it will, it is 'submitted, be of no avail to allege
by way of a defence, that the ultra vires act was ratified by the majority of

1. Naude's article supra . 320.
2.  See Chapter 7 at 162 et seq.
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: members. .Furthermore, fn the insider situatioﬁ; it is submitted that the
‘company may refuse to -adopt or ratlfy an ultra vires contract "and that the
member may take action to set it aside apart of course from his r1ght to an |
interdict before the event, and to demand compensation from the directors

- after the event. Finally, 1t is submitted, that it is no defence for elther
thefeompany or the directors to plead that the contract was, or is capable of
being ratified by an ordinary resolution passed by a s1mp1e maJor1ty of
members. ' T

Having dealt with the member's right to have the ultra vires contract
set aside in the insider situation, and the member's right to intervene under
the common law, and the question of ratification by the company of the_gltgé
!igeggact,'it'remains to consider the member's right to intervene under the
Act.

. It will be recalled that Gibson, in dealing with the right, in the
insider situation, to assert or rely on the lack of capacity .of the company,
refers “to the new derivative act1on embodied in s 266. ]‘ Cilliers Benade

De Villiers" set out’ the - worx1nvs b. s 265 1n dete1T 2 “A menber was -
entitled tor initiate proceedings on behalf of the company agalnst the ”irectbks/

. or officers of the company in respect of acts which const1tuted a wrong or a

breach of trust or breach of faith, as a result of wh1ch the company suffered
damages or loss, or had been depr1ved of any benefit and the company itself .
had not instituted proceed1ngs on. suth a ground 2 ‘

G1bson s view is that it was not entirely clear whether an ultra vires
act was covered by this wordlng 3 The director'might have acted in the bona
'f1de if mistaken view that the act would be for the benefit of the company.
Furthermore the concepts of ultra vires and Tawfulness might not coincide. On’
~the other hand, an ultra vires act might “amount to a 'breach of ‘trust' (if

scarcely to a breach of faith) whether or not the directors acted bona fide".
As a result of such difficulties, a member initiating action under s 266 did so
at considerable peril, unless ‘the directors acted dishonestly. Furthermore,
"proceedings under s 252 for relief were dependent_on acts, omissions or the
conduct of affairs of the company which were 'unfairly prejudicial, unjust or

S . _ . . . o . 3
inequitable, " and-not upon any question of intra or ultra vires."

1.-  Gibson 306.
2. Cilliers Benade De Villiers 430.
Gibson 308.
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It is submitted that, in the absence of judicial interpretation, it is
~ not possib]e to take the matter further. e

C-.

3.7 The mean1ng of the phrase in s 36 "as between the members and the

directors",

Naude indicates that legal proceedings to enforce'difectors' liability
where they have breached their'fiduciary duties to the company to act within
its powers and capacity, may be brought as between a member claiming derivatively
and the d1rectors.]

. " Henochsberg conveys no more in relation to this phrase)'than this, that :
obviously such a claim . cannot be brought if there is a benefit to the company

‘arising out,bf such a transaction, instead of a 1oss.2

Cilliers Benade De Villiers observe that s 36 bermits a member to-rely ,

as against the company and other insiders on.the fact that an act beyond the
“capacity of the company is in breach of the memorandum. An obvious example,

- was when a member wanted to hold the dlrectors and accord1ng1y the company, ‘
to conduct within the company's capacity. 3

Gibson ‘en passant notes that s 36 env1saged that, in 1ega1 proceedings

between ‘the members and the directors, a party thereto could assert or re]y on the
lack of capacity of the company. 4

S 36 postu]ates that, as between the members and the directors, the
company'sn]ack of capacity and the directors’'lack of authority arising
therefrom, can be asserted. The problem therefore arises under which
circumstances there could be legal proceedings as between the members and the
directors. : '

As between the individual member and the individual director there is
no nexus, since the individual director has no fiduciary duty to the individual

' _member.s-. Nor 1is there a nexus in terms of the art1c1es, since the director
is not a party to the constitution.? ‘ .
1. MNaude's article supra 327.
2. Henochsberg 72. )
3.  Cilliers Benade De V1111ers 56
4. - Gibson 306. o :
5. Percival v Wright £19021 2 ChD 421 ‘Cilliers Benade De Villiers 263.
6. ~This follows from the fact that the constitution is a contract between the

company and the members, and the members inter se. See Chapter 3 at 32
et seq.. _



155.'
o

" As between the members co]]ect1ve]y and the d1rectors collectively, other

cons1derat1ons apply. It is arguab]e that the words "the directors" -refer to- thf?

' board of directors. 1 It is equa]]y arguable that the words "the members" refer.
to the members in general meet1ng This is a preferab]e 1nterpretat1on, since
‘there iS. N0 nexus aetveen the individual member and:.the individyal d1rector,
arising solely out of the constitution. Likewise there is no nexus between

‘the board of directors and the ihdividua] members.

Furthermore, the members in general meeting are an organ of the company,
"and their decisions properly taken are acts of the company. Since s 36 provides *
for the situation between the company and the directors, this seems to render '
the phrase’ ﬂas between the members and the directors” ;redundant.

On the other hand, the act has given to the members a statutory derivative
“action in terms of s 266. This section, taken literally, affords the member the
right to instifute proceedings against the directors Although the action is

to be brought on behalf of the company, th1s section may be said to create a
nexus as between the members and the d1rectors, sufficient to give a meaning to
“the phrase -in question. This is a rather thin interpretation because, str1ct1y
speaking, the member in br1ng1ng the derivative action acts on behalf of the
company. Neverthe]ess, it does have the advantage of giving these words in

s 36 a mean1ng

4, - " Conclusion

The- common law doctrine of ultra vires forms a background to the new ..
and unexp]ored s 36 of the act, the meaning of which has not as yet been
blessed with the certa1nty of judicial interpretation, 2 Whatever one says
of its mean1ng, one is venturing into the world of the unknown, and of
controversy. There are three questtons which'are most likely to cause

. dissention.
.k Naude's article supra 332. ) . ‘
2. - Cilliers Benade De Villiers 57. 1In one case the matter was raised in

argument. See Patakh Centre (Pty).Ltd v Stern N O 1978 (1) 259 (D) 260

and 262E-G.. . Tt was contended that an. act by a company which, in terms of

its memorandum it has no power to perform, is-void and an agreement to

perform such an act is also void. It was, however, held that the company
“had the power, in terms of the memorandum, to do the act in question.

2
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The first is whether the act beyond the capacify of the company, g
" because it is no longer void, is ergo binding on the company, despite the Tack
of authority of its directors, arising only from its lack of capacity.

The second is the right of the member to seek to set aside an act
“beyond the capacity of the company, where such act is between the company
and an -insider. "

The third is whether the act beyond the company's capacity is- capable

- of ratification by the majority by ordinary resolution, having regard to the

fact that it is no longer void.

' An attempt has been made in the preceding pages .to submit answers to .
these questions. In doing so the following propos1t1ons have emerged as .
portion of these answers.

In‘the first place, it is submitted that s 36 has radically altered

- the common law in regard to enforcement of the contract in the constitution
by abolishing the ultra vires doctrine entirely.. This has occurred. despite
the recommendation of the Van Wyk de Vries Commission that the best course
:wou]d be to attempt no general repea] of the existing law of ultra vires,

but to provide protection to third parties contracting with companies against
the unfair operation of the ultra vires nule.

In the second place, it is submitted ‘that s 36 has a]tered rad1ca1]y
‘the operat1on of the agreement embodied in the company constitution. In
defining the capacity of the company, the constitution reflects the contract
between the company and the members. Whereas under the common law doctrine
of ultra vires acts of the company beyond its capac1ty vere s1mp1y non-
existent, now such acts do exist.

In the ‘third place it -is submitted that what has emerged, after the
~abolition of the ultra vires doctrine, is the restoration to practical importance
of the rules of agency in the "insider situation. Although an act beyond the
capacity or'powers of the company does exist, it is by no means ipso facto

1. -Par.41.



" binding on the company in all situations. Such an act by its agents is
unauthorised as far as the company is concerned; and is‘beyond the terms of
. the constitution as far as the members are concerned.  As a result such an
act is'incapab]e of being adopted or ratified by the company, and an interdict
’ reStraining such an act prior to its occurrence, and'compensation by the
responsible agents to'fhe company, remain legal remedies available to the
Acompany and the insiders.

' In the outsider situation, lack of ratification by the company is
irrelevant to the question of the company's 1iability for an act of its
agents beyond its cabacity or.powers, since such a lack may not be asserted

" or pleaded as a defence. This, of course, does alter the common law of agency.

s In the insider sijtuation it is submitted.that, in terms of s 36, such
an act is not binding on the company, because the act was unauthorised and
incapable of ratification, and these facts may be- asserted or p]eaded in
terms of s 36.

Finally, it is submicte& that the section, although complex in its

consequences i's workable ; and is consistent with the-common law. It protects-

the .third party at the expense of ‘the insider's rights, while giving the
insider rights of recourse against the company's agents who exceed their -
authority.

< T
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CHAPTER 7 - THE RULE IN FOSS v HARBOTTLE

1. " Introduction

E _ 1In an jnvestigation into the concept of the constitution of a company

~in generel, and into its enforcement in particular, the rule in Foss v Harbottle
cannot be left unmentioned. The constitution, being a contract between the
company and the members, and between the members inter se, gives rise to a number

~of contractua] rights and ob]1gat1ons between these part1es The rights to be
enforced may therefore be those of the company or of a member or a group of
members. .The ]ega] rule developed under the appellation of the rule in Foss V.
~ Harbottle, and the various except1ons a]]owed to that rule, d1rect1y affects
the enforcement of those var1ous r1ghts '

The manner in which to treat that top1c however, causes a dilemma.
On the one hand the topic has been extens1vely dealt with, both in academic
“writing, and in the cases. ! The subJect is, furthermore, notorious for -its

d1ff1cu1t1es, and a number of judgments on it are by no. means easy to reconc11e 2

. On the other hand the rule has become a major. obstacle to the enforcement
by a shareholder of his rights.3 What is more, it has been noted by both.
Wedderburn and Naude that, as the constitution contains a contract between tne
members and the company, a member should be able to defend himself against an
'7unjustified varietion‘thereof, and to compel the company to comply with the
terms of this agreement. Both have said that the fact that the majority may'.
‘act in an-irregular manner, provided that it can ratify such an internal '

irregularity, clashes head on with the principle of pacta sunt servanda.4

1. Cilliers Benade De Villiers 425 and the authorities therein quoted.

| 2. Wedderburn K W : Shareholders' Rights and the Rule.in Foss v Harbottle
: -(1957) C L.J 194. As this article is referred to frequently in this
~.section, the article will be referred to as "Wedderburn®.

3. ~ Xan Wyk de Vries Commission 42.10.
4, . Naude 177; Wedderburn supra 209.
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"It is therefore proposed to set out the rule in Foss v Harbottle in . s

- general outline, indicating brieny'thé different tybes of action involved

~and the statutory relief now available. ~Then attention will be given to the

‘d‘existence of a clash between the ru]e_against interference with the internal’
~affairs of a company and the concept of the constitution as a contract. The.

’ 'ru]é will be dealt with primarily in English law, and then reference will be

made briefly to South African law, which has taken it over from English law,
virtually as 1t stands, with one poss1b]e variation arising out of s 36 of

" the Act. . R - .-
2. - English law

2.1 The rule in Foss v Harbottle

The rule was described by Lord Davey in Burland v Earle as fo]]ows.]

ﬂlt is ah elementary principle of the law relating to joint stock
companies that the court will not interfere with the internal management.
of companies acting within their powers, and in fact has no jurisdiction
to do so. Again it is clear law that in order to redress a wrong done
to fhe company or to recover moneys or damages alleged-to be due to the
company, the action should prima facie be brought by the company itself.”

© "But an exception is made to the second rule, where the persons against ;
whom the relief is sought themselves hold and control the majority of the
shares in the company, and will not permit an action to be brought in'the
name of the company. In that case the courts allow the shareholders to bring
an action in their names."

“The cases in which the minority can maintain such an action are ...

'_‘conf1ned to those where the acts comp1a1ned of are of-a fraudulent character

or beyond the powers of the company.'

"It shou]d be added that no mere informality or irregularity which
can be remedied by the majority will ent1t]e the minority to sue, if the act

1. 19021 AC 83 PC. The deletion is mine..
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. when done regularly would be within the powers_of the company and the’
intention of the majority of the shareholders is clear..."

A more recent formulation is to be found in Edwards v Ha]]iWe]].]
2

The facts in that casé were as follows.

, One of the ru]es of a trade union, a defendant in the case, provided
that regular contributions of employed members would be as set out in certain
tables and also that-no alteration to same be made until a ballot vote of the
members had been taken and a two-thirds majority obtained. A meeting of .
delegates of the union, without taking any ballot, passed a resolution increasing
the amount of the contribution of emp]oyed members. The plaintiffs, two members

' of the union, claimed against two members of the committee and against the union
'1tse]f a declaration that the a]terat1on adopted at the delegate meeting was

1nva]1d

It was argued for the defendants that when an. action vas brought by an
indiVidual in respect of a mere irregularity in a matter whichwas intra vires .
a trade union and concernédits internal management,'fhe court would not as a
rule intervene. A mere irregularity, it was conceded, did not cover fraud,
oppressiqn:dr _unfairness.3 ' ' ' )

. In the view of Asquith L J expressed in one of -the judgments of the
court, “"the matter was strongly tinctured not, indeed with fraud, but with
oppression-and unfairness. Here were"men who had a right not to have their'
contr1but1ons 1ncreased .except by a ballot resulting in a two-thirds ma30r1ty N

4 Jenkins L J in his judgment in the case

This right was c]ear1y violated."
dealt with the reluctance of ‘the- court to interfere with the domestic affairs
- of a company and the more general proposition common]y called the rule 1n

Foss v Harbottle. He then set out the rule as he saw it, of which the
5

fo]]owing is a summary.

F1rst]y, the proper p1a1nt1ff in an action in respect of a2 wrong alleged
"to have ~been done to a company was pr1ma facie the company or the association
of petsqns itself. '

g D

] 19503 2 AlT ER 1064 CA.
2 Ibid 1065A-G.

3. Ibid 10656-H.
4
5

. Ibid 1065H.
Ibid 1066G-1067.
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Secondly, where the alleged wrong was a transaction which'might be
made binding on the company by a simple majority of the members, no individual
member was allowed to maintain an action in respect of that matter for the

simple reason that, if a mere majority of the members were in fa\our of what
had been done, then cadit quoestio. 1 No wrong had been done to the company

" If on the other hand a simple majority of members of the company was agalnst

- what had been done, then there was no valid reason why the company itself
should not sue. It was implicit in the rule that the act complained of was
one giving a cause of action to the general body of members, as opposed to one
wh1ch an individual member could assert in his own ‘right.

* There were~cértain exceptions to the rule. These were as fo]]ows.

Where - the. act cdmp]ainéd of was wholly ultra vires the company, the ru]ef
~had no application since the action.could not be confirmed by'the majority. '

" Furthermore where the acttbn was a fraud on the minority and'thé wrong-
.doers wéfe'in control of the company the rulé was relaxed in favour of the
aggr1eved minority who were allowed to bring a minority shareholders' action
on behalf of’ themse]ves and all others. If this.were not so, the gr1evahce- :
would never reach the court because the wrong -doers themselves be1ng in control
wou]d not allow the company to sue.

Fina]]y the rule did not preyent'aAmember from suing where the act
could .not be sanctioned by a simp]e majority but only by some special majority.
In this case the company was attempting to do, without a special resolution,
‘that which required a special resolution. If it could assert that it alone was -

,'_ the proper plaintiff, this would allow a company to do de facto by ordinary -

'f resolution that which according to its own regu]ations could only be done
by special resolution. | |

_ The final exception,set out above, in the opinion of the judge,
fitted.the case exactly. Here the act complained of could only validly be
' _done by & special majority. This had not been the case.

. This‘spelTing is exactly as in the judgment.




_As far as the facts were concerned, these did not fall into the
- general ambit of the'fule. It was not.a matter where the wrong was done P
to the union, in which case the cause of action would belong primarily to

thé union. - On the contrary, the members complained'thaf the union had

" invaded their individual rigﬁts, by a purported, but invalid, alteration

of the tables of contributions. In those circumstances the rule in Foss v
‘Harbottle had no application at a]l, for the individual members were suing

‘not on behalf of the union but in their own right as members.] Judgment

_ was therefore given in favour of the p]aintiffs.

- 2.2° Types of action

- Arising from the rule, different fyﬁes of action are to be instituted;
Where the member is entitled to act against the wrong-doers to assert the
company's rights, his action is called a derivative action. Vhere he acts to
-assert his owh personal rights under the constitution it is called an individual
action. - Where he acts on behalf of himse]f‘and those who are in the same
‘pos1t1on as himself to assert the right ‘of the group, his remedy is descr1bed as
a representat1ve action. 2 '

In §gﬂg£'s~view the decisions on whether the action should be by or
against the company are confusing because freduént]y the same facts give
riSerto both possibi]ities.3 '

, The d1ff1cu]t1es arising from the rule have led to a-form of statutory
relief contained in s 210 of the Eng]1sh Companies Act, 1948. 4
who complains- that the affairs of a company are being conducted in a manner
| oppressive to some part of the members (including himself) may petition the
court, which, if satisfied that the facts would Jjustify a winding-up but that
. this would unduly pre3ud1ce that part of the members may make such order as it
. thinks f1t.5

Any member

2.3 The rule and the observance of the contract

It is proposed at this stage to deal with the proposition that there
is a clash between the rule in Foss v Harbott]e and the concept of the

1. Edwards v Halliwell supra 1067H.

2. Gower 587~ ~594; Medderburn supra 205
‘3. Gover.

4. Gower. 598,
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constitution as a contract. Such a clash could arise in the area of the
' enforcement of such a contract. If the majority may ratify a breach of
f th1s contract, so that the: member is precluded from seeking relief from

_such a breach by the rule in Foss v Harbott]e_ then there is indeed such.

a clash. . Anyone who-becomes a minority shareholder in a company does so
with the obvious knowledge that where his point of view conflicts with that
of the majority, the latter's will is likely to prevai].] The matter turns
on the extent to which the majority can overrule the minority, or iniother
words, on the boundaries of majority rule, which, in Wedderburn's view

define the Timits of the rule in Foss v Harbott]e.2 " It is therefore

necessary to examine these boundaries, and in doing so, the first step is
to ascertain whether the source of majority rule is to be found ﬁn the o
contract in the constitution. If it is, then the enforcement of that contract .
is the yardstick both of majority rule and of the r1ghts of the m1nor1ty, as
the source and limit of the ru]e in Foss v Harbottle.

‘2.4 Majority rule and its source"

. =" That. -the majority deriVes'its rights from the constitution, that is

- to say the contract in the const1tut1on, is a propos1t1on not frequently
- stated in the cases, but its truth is neverthe]ess, it is submitted, beyond

' quest1on. Buckley J in Hogg v Cramphorn Ltd stated that the court should
not itself interfere with the exercise by the majority of its constitutional
rights.3
Bamford v Bamford. 4 ‘He there sa1d that the articles were a contract b1nd1ng.,

Plowman J stated the. matter in somewhat stronger terms in

on the company and all its, members and each member was entitled to have the :
affairs of the company conducted accord1ng to the articles. This proposition,
'he said, was merely an exegesis of s 20(1). In other words, it is submitted,
‘the member contracted in the constitution to be bound by the decisions of the
maJor1ty_ '

Hogg v Cramphorn Ltd C]966] 3 A1l ER 420 ChD 4288-D.

1.

2. Wedderburn supra 198.

o I—————————

o 3. £19663 3 A1l ER 420 ChD 428C-D.
4.

719681 2 A1l ER 655 ChD 659-660. See also Harmer (HR) Ltd Re £19581 3
. A11'ER 689 CA 704F-G and 706G-H.




164.

2.5 The boundaries of majority rule!

S1nce the source of majority rule is to be found in the contract
in the const1tut1on, it also defines the boundary of majority rile. “This
"boundary may be ascertained as follows. Where there are oreaches of that

-,'oontract by the majority, the power of the majority and of the minority is

- manifested by the majority's power to ratify such breach and the minority's -
~ power to prevent such ratification. This power derives from the right, be
it express or implied in-the constitution, to enforce the contract contained
therein. This question of ratification is therefore the next aspect to be
considered. |

: 2.6 The earlier view : that in certain cases the ma30r1ty may rat1fy
its breaches of the art1c1es

,There have undoubtedly been cases in which the majority have been held
to be entitled to ratify any act which is intra vires the company even if it
. be in‘bteach of the artic]es 2 On the othér hand, not-all the cases have
said this. What is more,. the majority is not as powerful as the former line
of cases suggests. 3 There are cases where the majority has not been perm1tted
-to bind the m1nor1ty.4 What, therefore, is the dividing line between what the
majority may do, and what/it may .not do ? Clearly it may not act beyond .the
capacity of the company itself, nor may it act in fraud of the minority. Nor _
can it do by an ardinary resolution that which requires a special resolution.
‘Nor does it intrude into the area of the personal rights of members.5 In other
words the member has the right to prevent the terms of his contract with the. |
“other memberé being altered by a simple resolution rather than a special
resolution. This contract is the one which always arises from the articles in
terms of s 20 of the Companies Act, 1948 and'its predecessors. 6 The courts,
- said Nedderburn, had recognised the member's contractual r1ghts in general terms,

~.and his persona] rights, as well as his right to enforce -same. 7

1. See Gower on the subject of the controlling shareho]ders duties, viz,
chapter 24 -at 561-581.

“Gower 199 and the examples there quoted, particularly footnotes 34- 36
See for example Wood v Odessa Waterworks Co (1889) 42 ChD 636. 77
Wedderburn supra 199.
Edwards v Halliwell supra 1066-1067.
Wedderburn supra 208. :
" Ibid 209- 211 and the authorities there1n quoted.

N oS W N
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This agreement wasétrengthened, he sayé; because many actions were in- form
'representative’. The shareholders appeared ds representative plaintiffs

- just because their fellow members, or a class of them, shared an interest
_in_the matter. Uedderburn's authority for the view that the member-has a
“contractual right to enforce the contract in the constitution is Salmon's -
case.

! . . : : .

It will be recalled that Salmon brought an action on behalf of himself

- and all the other shareholders, except the défendants, to restrain the company

and its directors from acts which were inconsistent with the artic]eé.

~ Salmon, he says, could not have been tfyjﬁg,to protect his unique right
to dissent from the directors' decision, a right of veto which was vested in
the member py the articles alone. As member he had no right of veto; the
articles purported to give that right to him in his capacity. as managing
director and not as member. He could not exercise his right qua managing
d1rector because in such capacity, as an outsider, he could not enforce the
contract ar1s1ng from the art1c]es.2 He, therefore, as ‘

‘ 1. Salmon'v Quin and Axtens Ltd £19092 1 ChD 311; £19091 AC 442 HL. - See
"~ Chapter 8 at 192.: This point is made by Wedderburn supra 212-213.

" This proposition, insofar as it touches on the "outsider" rule, will be

_dealt with again in a more appropriate section. - It illustrates
forcefully the interlocking nature of the enquiry into the legal nature

-'of the constitution, its enforcement and the-outsider rule. It also
shows the 1inks between the rule in Foss v Harbottle and outsider
rule. See also Wedderburn K W : Contractual Rights under Articles of
Association - an Overlooked Pr1nc1pTe ITlustrated (]965)28 MLR 347.at
348 where the same proposition is advanced.

2. It will.be submitted‘below in Chapter. 8 at 191 that -this right of veto
was given to Salmon qua member, and was exercised by him qua member,
even though.it was part of his right to participate in the m management.
It was the basis of his membership that he would be a managing director
and that he would have a right of veto at the level of the board of
directors. It was, in other words, a term of the contract in the
constitution that the company would be run in a particular way, namely
by the directors who could, however, not do certain things, if there
was objection thereto by Salmon or by Axtens. -

-

\
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is evjdenced by the form of representatiue action adopted, sued as a
shareholder to protect a right personal to him, but common to all the

. members. This right was to have the articles observed by the company.
Wedderburn's proposition is that a member can compel the company not to
depart from the contract with him under the articles, even if that means
1nd1rect1y the enforcement of outsider rights vested either in third parties

or himself, so long as, but ‘only so long as he sues qua member and not qua
outsider. He considered that a general application of the r1ght of a
member to call upon the company to observe the articles conflicted with the :
“rule in Foss v Harbott]e,] It clashed with the view in MacDougall v Gardiner
that the member did not have the-right to complain of irregularities even if

' they contravened the articles.

2 He then listed examples of the same clash

at other levels.3 He considered several answers to the prob]em for example '
that the majority could ratify what was in substance an alteration of the

artlc]es, or a complete transformation ‘of the _company.

4 Nejther of these

~ was a . general guide. The truth was that in “each case a line had to be
drawn through the articles. On one side stood clauses, the breach of which

could not be ratified;. on the other stood those in the grip of the ordinary -
majority. : The cases afforded little satisfactory assistance in deciding
where_each article wou]dffall..‘Therefore matters of internal management

ought to be confined to matters already covered by judtcial pronouncements, '
although this would leave anomalies. Outside of these cases, the member
might enforce his contractualirjghté. In effect Wedderburn sought to break

.away from -the interna] managemeht'ru1e, leaving it where the courts have

brought it. The same v1ew 1s supported in Gower- on the basis that it
eliminated rat1f1cat1on as a bar to an act1on by a member in respect of

5

some 1mpropr1ety _ T

S 2.

3'-:.

4.
5.

Wedderburn K #/: Shareholders' r1ghts and the rule in Foss v Harbottle
- (1957) CLJ: 194 at 2713, which article has been referred to as ’
"Wedderburn",

Ib1dem . The reference is to MacDouga]]v Gardiner (1875) 1 ChD 13 at 22-23.
_qUedderburn supra 213 and the authorities therein quoted

Ibid 214. - ‘

Gower 264 and 586.
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- This approach seems unsatisfactory. It accepts that the cases are
inconsistent and are incapable of being reconciTed, either with.each other
or with an underlying principle. It also accepts that the maJor1ty is .

' ..ent1t1ed to breach the articles and to rat1fy such breach by an ordinary

reso]ut]on.] Furthermore, it accepts that this is an inroad into the

concept of the constitution as a contract, since in this respect it is not
enforceable as such. It-leaves the minority in the hands of the majority,
whith is shielded by a rule whose application is unpredictable.

2.7 The 1ater_view : that the majortty may not ratify iis breach of the.

articles

1 ‘He has done so

Wedderburn has, however, taken the matter further.

¢?and Bamford v Bamford.3

in response to two cases, namely Hogg v Cramphorn Lt
These cases deal, not with the_ru]e in Foss v Harbott1e3 but,with the breach
. of fiduciary duties of directors. Nevertheless, the boundaries of majority

rule are clarified by reference to the power. of the majority to rat1fy
1rregu1ar1t1es by means of an ordinary resolutien. In addition, the extent
“of the majority's right to act without reference to the merits of.1ts views,
and the source of that right in the combany constitution, emerges with some
clarity. At the same time the minority's'right to require that the affairs
~of the company be conducted in terms of the articles, also emerges. What )
is more, it is submitted, the right of the majority to act in breach of the
articles, disappears into thin air. Before dealing with Wedderburn's
artiC1e, it iS'proposed to set out the cases. ‘

In the case of Hogg v Cramphorn Ltd the directors, in order to fo11
a take-over bid attached special voting r1ghts to a number of unissued
preference shares and allotted them to a trust to which they made loans with
- which to pay for the shares.4 These transactions were challenged by a
shareholder. The court held that on-a proper interpretation of the articles
- the directors had no power to attach special voting rights to these shares. .
" However, it did .not follow that the allotment be set aside, since the“trusteeg.

could'e1ecttto retain the shares without the special voting rights.6 Howerer,'

. Wedderburn K W : Going the whole Hogg v Cramphorn7 (]968) 31 MLR 688.
£19663 3 A1l ER 420 ChD. :

"£ 19683 2 A11 ER 655 ChD; [19693 1A11 ER 969 CA.

. [19661 3 A1l ER 420 ChD. T

Ib1d 426A '
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" whose ratification the allotment was liable. to be set aside.

W e mm R Ve W g aetetecmd s o d ke dme B g d 2 -
]68.

it was necessary to refer the allotment to the general meeting, without
Loy exercising
their rights, the majority. at such a general meeting could ratify the. a]]otment'
and the loans. Unless the maJor1ty in a company acted oppress1ve1y towards a
minority, the court would not interfere with the exerc1se by the majority of
its constitutional rlghts, or embark on an_enqu1ry into the respective merits

‘ of the views held or policies favoured by the majority or the minority.

The case of Bamford v Bamford:was heard on appeal from a judgment of
Plowman J -in the Chancery Division.3  As in the previous case the observance
of the constitution was not the central issue. Plovman J in the court a guo
did, however, approve counsel's contention that the rule 1in Foss v Harbottle
had no place where the plaintiffs sued in respect of their .own individual
contractual rights. 4 The facts were as follows. By way of a defence to a take-
over, the directohs of a company had issued 500 000 unissued ord1nary shares
to a third company at par for cash. Under the company's articles a]] unissued
: shares,were at the disposal of the d1rectors. _In an action by two shareholders
for a dec]aratioh;that the allotment was void it was alleged that the allotment
was not made in good faith in the interests of the cempany and was therefore in
excess of ‘the directors' powers. . The matter arose on a preliminary point of
Taw that is to say, whether assum1ng the directors had not acted bona fide
in the interests of the company, the allotment was capable of being ratified
by an ordinary resolution of the members,and 1f this were done whether such-a
“resolution would be effective.-ulhfthe appeal court the matter was dealt with
-on the issue of the division of powers between the directors and the géneral
meeting and on the existence of é residual poWer to be found in the general
meeting. Harman J viewed the matter in this 11ght holding that if the |
directors did things wrongly which they could have done, had they comp11ed w1th
the constitution then the genera] meeting could ratify their acts 5 He was
also 1nc]1ned to frown on the judgment of Plowman J in the court a quo, as’
he1ng unapt" 6 He‘cons1dered that any question as to whether the general

-

1. - Ibid 429E-F.
2. "~1bid 428C-D.

3. E£19681 2 ATl ER 655 ChD; 19693 1 ATl ER 969 CA.
4.  £19683 2.A11 ER 655 ChD 659-660.

5.  Bamford v Bamford £19691 1 A11 .ER 969 CA 97C.
6.  Ibid 9731. |
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meeting‘had any residual power to allot was frre]evant since the company in
general meeting was not called en to make an allotment. It'mere}y ratified
that which the directors had already done and prevented it being undone.
Nevertheless Harman J did not disapprove of the reliance placed by-Plbwman J
in the court a quo on'Hoqg v Cramphorn- Ltd'] This case was, said Harman J

"very llke the present” since in both cases the matter was referred to a
'general meeting for ratification.

' wedderburn has written a hote on Bamford's case in which he dealt with
the judgment in the court a qUo.2 One aspect of this judgment is directly in

point in the present enquiry, namely the judicial comment on the concept of
the constitution as a contract in relation to the rule in Foss v Harbottle.

In this article Wedderburn observed that Plowman J was unravelling five
principles of company law, previously interlocked in an'inelegant way.»3
These were, firstly, the constitution as a eontrect; second]y,'the rule in
Foss v Harbottle which prevented'the member from suing where the majority
‘could ratify, by ordinary majority;thirdly,the residual power of the general
meet1ng, fourthly, the shareholder's persona1 right of action to have the
const1tut1on ‘gerierally observed, subject to the rule in Foss v Harbottle;

~fifthly, the individual shareholder's right to bring a der1vat1ve action

- to protect his company aga1nst wrongs where the wrong-doer was in ‘control.
P]owman J's view was that the articles were a contract; and that each member
was entitled to require of the company and- of every other member that the
affairs of the company be conducted according to the artlcles for the time
be1ng in force. This prop051t1on was merely an exegesis of s 20(1). "Tts

- purpose is to demonstrate that the plaintiffs are suing in respect of their
own 1nd1v1dua1 contractual rights and that-the ru]e in Foss v Harbottle is

therefore excluded. ué

1.  Hogg v Cramphorn Ltd €19661 3 A1l ER 420 ChD.which was referred to in the

"Court a a quo. See Bamford v Bamford £19683 2 A1l ER 655 ChD 66&H..

2. Wedderburn K W : Going the whole Hogg v Cramphorn? (1968) 31 MLR 688
particularly 691-692.

3.+-Cbidem 688 .

4. Per P]owman J in Bamford v Bamford £19681 2 A1l ER 655 ChD 659-660.
‘Wedderburn in this article,Going the whole Hogg v Cramphorn? supra 691

footnote: 22, notes  the similarity of this view with that in Harmer (HR) Ltd Re

£19581 3 A1l ER 689 CA. In the latter case (704F-G) it was stated that

conduct was oppressive if it deprived the minority of shareholders of-
their right as members of the company to have its affairs conducted in
accordance w1th its articles of association (see also 706G-H) .
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The effect of this; said Wedderburn,was to enlarge the minority's
. contractual rights by adding to the concept of thé constitution as a contract,
" the further pr1nc1p1e that the shareholder had a-contractual r1ght to have the
constitution genera]ly observed. Wedderburn had, of course, auvqcated this
_view previously. |

. It also clarified the extent to which the rule in"Foss v Harbottle had
_placed Timits on these latter principles. According to this judgment the
- minority shareholders could not bring a successful action if either the matter

was-a "procedural irregularity" or the like, which the ordinary majority in
~general meeting could validate, or the matter concerned some other impropriety
(such as a breach-ot duty by the djrectors) which the general meeting had the
power to rat1fy and did actua]]y ratify. 2 The ordinary princip]e had so far
been that a minority shareholder had no locus standi to bring an action

‘ wherever it was possible for the ordinary maJorlty to ratify, save in the case

of wrongs to the company. This was the principle in HcDouga]] Vv Gard1ner,
even though there had been a breach of the art1c1es.3 '

~ Once the member had the r1ght to have the const1tut1on generally

. observed that d1sposed effect1ve1y of any right which the ma30r1ty might
“have had to rat1fy such breach. In demanding that the affairs of the company
- be conducted according to the constitution, the individual member was suing
to‘enfdrceAhis'own individual rights. The majority could not rely on the:
.rule in Foss v Harbottle.? ’ '

2.8 The existence of a clash between two principles

It seems fair to comment that Wedderburn has departed from his previous
view that the rule }n Foss v Harbottle might-be an excuse for a breach of the
articles and a barrier to their enforcement by amember.5 It is further
_submitted that, despite the strictdres of Harman J, the words of Plowman J
. clearly illustrate that in fact there is no clash between the two principles.

6

\

- 1. . Wedderburn K W :° Shareho]deré' Rights and the Rule in Foss v Harbottle
© 2 (1957) CLJ 194 at Z212-213, referred to above as "Wedderburn”,

2. - weddérburh KW: Go1ng the whole Hogg v Cramphorn7 (1968)31 MLR 688 at 692;

3. Ib1dem

4, This is the effect of the Judgment of - P]owman J in Bamford v Bamford"
in the court a quo supra 659-660. .

5. ° See ledderburn '213-214.

6. " Harman J's views are set out in Bamford v Bamford supra in the
Appeal Court. .

- . — ot oy




i

law as it stands However, the ru]e has been referred to 1nfrequent1y.

L .

Wherever a member can rely on contractual rights given to him in the articles,
the rule in Foss v Harbottle does not app]y.] Such contractual rights are

individual, such as the right to vote, and are also general,such as the right’
to have the affairs of the company conducted in terms of the articles. The -
majority, toao, has constitutional rights with which the court will not interfere.
Apart from rights derived from statute, these rights, like those of all members,
derive from the constitution, that is to say, from the contract in the
const1tut1on.2 There is no conflict between the members' individual rights

and the rights of the majority, because they both have a common source, that

is tq say, the same contract, which provides the same limits. Therefore the

- rights of the minority and the majority have common boundaries and thus there

can be no clash. A breach of the articles is no more than an attempt to :
change these boundaries. Whether conduct is in fact a breach of this contract,
is. no more than a factual enquiry: what are the terms of the contract ? Do
the facts in question amount to a breach of those terms or not ? '

| There seems, therefore,to be no e1ash in .principle between the rule and'

" the concept. That there are, on the other hand, cases which are inconsistent

with “this proposition, is beyond question_.3

3. .South African law

3.1 'Introduction

The ruTe in Foss V. Harbott]eohas been taken over in South Afr1can common
4

[soate SRR s
o

1. See also Bastin N A : The Enforcement of a Members R1ghts The Journal -

of Business Law January 1977 17 at 23.

2. Hogg v Cramphorn Ltd .[19661 3 A1l ER 420 ChD 428C-D.

3. See for example Mozley v Alston (1847) 1 Ph 790.
‘MacDougall vCard1nerl|8 5) 1 ChD 13 at 22-23, :
In this enquiry, care has been taken to ‘avoid.a detdiled ana]ys1s of cases
and of definitions. Thus "persona] rights" and "ratifiable irregularities"
- are but two concepts which, in the context of the rule in Foss v Harbottle,
«.—require special study. Since the rule itself is beyond the scope of the
present dissertation, no attempt is made to def1ne same.

4.  See 'the following cases :
- Cohen v Directors of Rand Collieries Ltd 1906 TS 197
Robinson v Imroth 1917 WLD T59
tales * v Turner 1928 WLD 173 -
Moti v Moti and Hassim Moti Ltd 1934 TPD 428
Spiliopoulis v The Hellenic Community of Johannesburg 1938 WLD 160
Cooper v Gavratt 1945 WLD 137
Miller v Miller 1963(2) SA 199 (SR)
Grundling v Beyers 1967(2) SA 131 (W)

Sorenson v Executive Commijttee lramvay and Omnwbus Horkers Un1on(CapeJ
Y07 (Y S8 RARICY C e nlen Damdrmire ar Vel 10TEFIY o0 7LV . Aanasr 6y
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The academic writers in effect deal with the English law on the subject.]

As in English law, the rule reinforces the power of the majority. Likewise,
the source of majority rule is to be found in the contract in the constitution,

© 3.2 Majority rule and the rule in Foss v Harbottle

The rule of the majority has been expfessed by}TroT]ip J Ain
Sammel v President Brand Gold Mining Co Ltd.z. He said: "By becoming a
shareholder in a company a person undertakes by his contract to be bound by

the decisions of the prescribed majority of shareholders, if those decisions
on the affairs of the company are arrived at in accordance with the law, even
wheré.they adversely affect his own rights as a shareholder (cf.-sections 16
and 24). That principle of the suprémécy of the majdrity is essential to the
proper functioning of companies."™ Clearly it is by his contract in the
constitution that the member is_boﬁnd by the decisions of the majority.

On the rule in Foss v Harbottle itself, the prevailing view is that of

" the Véh Wyk de Vries Commission, namely that the possibility of a shareholder

intervening-in matters (such as a wrong committed by the directors against'the'
.company) is stringently limited by the Foss v Harbottle rule; and that the f1e1d

of the derivative action is so narrow that it has little s1gn1f1cance in the
context of shareholder protectwn.3

Consequently, as in EngT1sh law, recourse
is had to the Act to provide a remedy. ' B

3.3 Statutory remedies

'~Thé Act provides various remedies for members. The most important
are: s 252 which affords a member's remedy in case of oppressive or unfairly
prejudicial conduct and's 266 which provides for.the initiation of proceedings

1. Cilliers Benade De Villiers 423; Naude 167; Hah]o 535.

2. 1969 (3) SA.629 (A) 678G and 679C and the authorities there quoted.
See also Aspek P1pe Co (Pty) Ltd v Mauerberger 1968 (1) SA 517 (C)
528F-G. -

3. Par 42.10..
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on behalf of the company. by a member,'a type of statutory derivative action.]

Hahlo says of s 266 that 1t s 11ke1y to replace the representat1ve or

~ derivative’ shareholder’ s act1on of the common law. 2 S 266 may be invoked in
respect of a wrong or a breach of trust or breach of faith as a result of which
the company suffered damages or loss or has been deprived of any benefit and
-the company itself has not instituted proceedings on such a ground; The action
may be instituted against the present or former directors or officers who

caused the damage. The member may initiate proceedings on behalf.of the company
against these persons, and this is so in spite of any ratification or condonation

of the cause of action. The member is obliged to call on the company itself to
institute these proceedings and if the company fails to do so in one month  he

may do so. Cilliers Benade De Villiers summarise the effect of the section in the

following Way.3 If a member can satisfy the court that (i) the'company'has net

. instituted the proceedings; but (ii) there are prima facie grounds for such
proceed1ngs, and (iii) an investigation into such grounds and the des1rab111ty
- of the institution of such proceedlngs is justified, the court may appoint a
prov1s1ona] curator ad litem. He is obliged to undertake that investigation
and report to the court on the return day. On his report the court may e1ther
"discharge the.provisional order or confirm his appo1ntment and author1se the

1nst1tut1on of the proceed1ngs.

. 3.4 The effect of s 36 of the Act

Naude .holds the view that s 36 of the Act has altered the South African

Taw on the rule in Foss v Harbott]e.4 A member could seek an 1nterd1ct‘1n

1. -Other remedies are set out in Chapter IX of the Act which provide for -
access -to the company's records, and for methods of inspection and :
investigation. Apart from s 266, s 252 and ss 253-265 constitute major
statutory safeguards for shareholders. Other provisions are scattered
throughout the Act (Hahlo 549). - ) ‘

2. At 535. It has been suggested that s 266 was probably enacted to deal
with the difficulties in the rule in Foss v Harbottle See Brown v Nanco

- (Pty) Ltd 1976 (3) (SA) 832 (W) 834E.
3. At 431.

4, Naude S J : Company Contracts : the.Effect of Section 36 of the new Act
: (1974) 91 SALJ 315 at 324 et seq.  See Chapter 6 at 124.

¥
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‘regard to matters beyond the eompany's tapacity or powers but the theory

j ~Justifying it had "virtually co]]apsed“ The basis had been that the proposed.

ultra vires act was an exception to the rule in Foss v Harbottle; “and it was

‘an exception because an ultra vires act was void and could not be ratified by
the members in general meet1ng o, Now. it was no longer void and ratification
was 1rre1evant, so that the basis of the exception had d1s1ntegrated Secondly,
the argument that the memorandum const1tuted_a contract inter alia between every
 .member and the company, was on rather thin ice because the memorandum no longer
contained an accurate reflection of.the company's capacity.2

" It has been submitted that the position is not as stated by Naude.3

There is no need, it is submitted to traverse the same ground again, save to
repeet the-conclusion offered,.as‘follows. An act beyond the capacity or
powers of a company was, at common law, both void and incapable of ratification.
Although such an act is, as a result of s 36 of the Act, no Tonger void it has

‘ been submitted that it remains incapable of ratification_beeause it-is in
breach of the contract embodied in the cbnstitution.4 ' o

4. --Conclusion

For theipresent purposes, it is not necessary to attempt to resolve any
of the difficulties inherent in the rule in Foss v Harbottle, if that were at .
all- possible. That rule is only re]evant to illustrate, as it does, the
'relat1onsh1p between the member and,the company, arising from the constitution.
Both the .company and the member haVe r1ghts ar1s1ng from the contract conta1ned

in the art1c1es. Each 1s subJect to Timits.

_ The members' rights are of two types. His personal rights which are not .-
Subject-tq the will of‘the.majbrity, and his corporate rights, which are
~ subject to the majority. An example of the former is the right to receive
notices, or ‘the right to vote' An example of the. 1atter is the right to
receive a dividend, if so declared by the maJor1ty._ In addition the memberxnay
] havea genera] r1ght to have the affa1rs of the company conducted in terms of
. the articles. -L}- |

1.-  Ibid 325. |
2.  Ibid 326. See Chapter 6 at 124.
3. See Chapter 6 at 149 et seq '

' 4. Ib1de1 h
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" The rule in Foss v Harbottle seeks to reconc1]e the conflicting 1nterests &

- of the company, the ma30r1ty, the m1nor1ty and the individual member. In the_'
first place .it grants to the company the sole right to protect itself against
“wrongs to itself. In the second place it seeks to protect the majority in the
exercise of its prerogatives. In the third place it recognises that in the
interests of justice, there must be situations in which the member ought to be
able to act, in respect of a wrong to the cbmpahy, and also in instances where

"~ the majority is not ent1t1ed to ratify the irregularity in question. In such
ia situation the member's right exists in spite of the views of the majority to
“the contrary. Finally it is clear that theAru]e in Foss v Harbottle was -not
intended to intrude into the area of the contract contained in the articles. or

into the field of the personal rights of members, which are not in any way
prejudiced by it, or to permit a breach of the articles. However, just as'the

formulation of a single rule in Foss v Harbott]e, instead of two, 15 of ]1m1ted
1

For
~example, the uncertainty of the concept of majority rule, and for that matter of
the definition of personal rights, indicate that many answers are lacking. The
inconsistericies and gaps in the case law, of necessity, 1eave the rule in Foss v

.. value, so too this simple proposition by no.mearis resolves all issues.

Harbottle in a State of d1sarray

1. See Naude 172 on the subject of one rule in Foss v Harbottle, also
UedderBu rn 198. :




PART 3

_ THE OUTSIDER RULE

o

.
Sy
l“/




- 176.

7

CHAPTER 8 - THE OUTSIDER RULE R

1. 'Intrbduction~

The importance of the outsider rule in dealing with the constitution

', ' as a contract is that it c]ear]y seeks to inhibit the contractua] effect

"of the constitution, by limiting its enforceab1]1ty to r]ghts conferred
on.the parties to the contract in their capac1ty as members and in no
other capacity. The outsider rule, also described as the qua member

rule, was originally formulated by Astbury J in Hickman v_Kent or Romney
Marsh Sheepbreeders’ Association.]- In this chapter, it is prdposed to -
_review the seminal judgment of Astbury J in this case, and his formulation
of the outsider rule, which he postulated as a method of reconéi]&ng two
apparently conflicting ]ines~of earlier cases in that regard. In doing
' 'so, he formulated the tests of capacity and genera]1ty, as the yardst1ck
for the validity and enforceability of the contract in-the constitution.

_Inorder to ﬁ]ace this judgment in its historical context the cases

‘ preceding Hickman's case Wi]] be examined tb determine the meaning and

' extent of the outsider hd]e; with a view to éscer;aining whether they |

_ contained the germ of the outsider rule and its twin criteria of capacity
“and generality, that is to say, whether'they showed any evidence justifying
. the‘introduction.of the outsider rule.

2. Hickman's case

in Hickman v Kent or Romney Marsh Sheepbreeders' Association the
defendant association brougﬁt an action to.stay proceedings in an action
againstgit by a member who sought relief in respect of matters arising.
solely out of the affairs of the association in substance to enforce rights
under its articles. 2 The stay was sought in terms of the Arbitration
Act, 1889, the submission to arbitration betng an article of the association' s
fconst1tut1on Whether the article constituted a written agreement between
- the member and the company was’ the cr1sp 1ssue in the case.

1. r19151 1 ChD 881 at 900.
2. [19153 1 ChD 881



L C 7.

In. deciding the issue, Astbury J was faced with apparent]y conflicting
“authorities, holding on the one hand, that the articles do not const1tute
a contract between the company ‘and 1ts members, and on the other hand, the.
~~ opposite point of view. ‘

; He’quoted four.caseS'name]y Pritchard's case, Melhado's case, Eley's -

case, and Browne v La Trinjdad.] These cases will be referred to as the

Eley cases. These cases acknowledged that the articles are a contract between
the members inter se, but denied that they are a contract between the company
and the members. However, Astbury J found that in the Eley cases "the
articles relied upon purported to give specific contractua] rights to persons
in some capac1ty other than that of shareholder, and in none of them were
mempers seeking to enforce or protect rights g1ven to them as members in
common with the other corporators“.2 "The actual decisions,” he said, "amount
to th1s An outsider to whom rights purport to be given in the articles in

his capacity as such outsider, whether he is-or subsequently becomes a member,

cannot sue on those articles treating them as -contracts between himself and
the company to enforce those rights. Those rights are not partiof the general
regulations of the. company app]1cab1e alike to all shareholders and can only
exist by v1rtue of some contract between such person and the company, and the
subsequent allotment of shares to an outs1der in whose favour such an article
is inserted does not enable him to sue the company on such an article to
enforce rights which are res inter alia acta and not part of the general rights

of the corporators as such. w3, r“;;
. g Vi
On the other hand Astbury J observed that in other cases the company
had been he]d to be ent1t]ed as aga1nst 1ts renbers, to enforce and restra1n
breaches o. its regu]at1ons 4 : c

1;:-*,Tavarone Mining Co Re Pritchard's Case (1873) 8 ChADp 950.-
... MeThado v Porto A1egre‘Ra11 Co (1874) LR 9 CP 503

 Eley v Positive Government Security Life Assurance Co (1876) 1 ExD 20 and 88

Browne v La T'Hn1dad (18877*37 ChD 1.

2; "~ Hickman' s case supra 896.
"‘“1b1d 897.
4. ' Ib1dem

The other.cases quoted by Astbury J are:

iMacDougall v_Gardiner (1875) 1 Chd 13.

Pender v Lushington (1877) 6 ChD 70.

Tﬁper1aT'Hydropatﬁdc Hotel Co Blackpool v Hampson (1882) 23 Chd 1.
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‘It was also o]ear to him that shareholders as against their company
- can enforce and restfain'breaches of its regu]ations.1 v - ,j“
~In all. thesecases2 Astbury found that the respective articles sought to
be enforced related to the rights and ob]1gat1ons of the members generally as sucl
~ and were not given to persons in some capac1ty other than that of shareho]ders 3

”,

In order to reconcile these two classes of decisions, and the Judicial

opinions therein expressed, Astbury J held in Hickman's case that "no

article can constitute a contract between the company and a third-person;

secondly, that no right merely purporting to be given by an article to a

person, whether a member or not, in a capacity other than that of a member,

as tor instance, as solicitor, promotér, director, can be enforced against

the company; and thirdly, that articles regu]at1ng the rights and ob]1gat1ons

of the members generally as such do create r1ghts and obligations betweén -them

:'and the company respectwely."4 '
The first proposition is of course a restatement of the English law

relating to privity of contract. The second and third propos1t1on, read

together will be referred to as the outsider rule.

_Astbury J sought to rechci]e,two apparently eonflicting'1ines of cases
“in onder to determine when articles are, or are not, binding as between the
. company and its members. - He regarded the Eley cases which found that there

" was no contract between the member and the company, but only between the

~ members inter se, as refusing ‘to enforce as between the member and the

| company, articles which purported in each case to give specific contractua1
rights to persons in some capacity other than that of shareholder.5

" Furthermore, he considered that the relief sought:1n these cases was not the:
enforcement of rights given to the member in question in common with other
shareholders.6 He concluded therefore, that such rights could not be

1. Th.support:of this he referred t
Johnson v Lyttle's Iron Agency (1877) 5 -ChD 887 at 693,

Hood v Odessa llaterworks Co (1889) 42 ChD 636.

2. ;That is, the Eley cases and the other cases. The Eley cases are set out :
at 177 above, footnote 1. . The other cases are set out at 177 above at
footnote 4.

Hickman's tase supra 899-900.
Ibid 900. =

_Ibid 896-897 and 900.

Ibid 896-897.

.O'\U'l-b(.\).
L]
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1enforced by the member against-the company as aris{ng from the contract .
embodied in the articles. ' '

H1s view of "the other cases" was that by contrast, the rights and
obligations in quest1on were enforceable because they were genera] and were
held by the members in their capacity as such. ‘

-

' Astbury J then examined the facts before him in the Tight of these tests.

He found that the'p1aintiff's action was in substance K to enforce his rights

L Furthermore, he

as a member under the articles against the association. )
held that the article in question was a general article applying to all the

2 It therefore created enforceable r1ghts and obligations as
+3

' members as such.
between the. member and the assoc1at1on

In order to offer a critical assessment. of Hickman's case, it is
essential to review the English cases preceding it. Much of the Judgment
in Hickman's case rests on Astbury J's view of and h1s attempt at reconciling
the_Judgments.1n these cases. It is-therefore proposed- to examine these )
~_cases preceding Hickman's case to ascertain whether they provide any evidence |
of the outsider rule; the criteria of capacity and generality; and its pdrpose
of 11m1t1ng the’ contract conta1ned in the art1c]es to matters re]at1ng so]e]y
to membersh1p '

The Elgx cases, which in the view of Astbury J purported‘to give
specific contractual rights to persons in.some capaCity other than that of"
shareholder, will be‘dealt with Iﬁrst. Then the other cases mentioned in _
- Hickman's case will receive attention, together with several cases not referred
- to'by Astbury J. . | = J;ﬁ '

4

3. The E]ey cases

In Tavarone M1n1ng Co ‘ Re Pr1tchard s Case the articles provided that
the company shou]d, 1mmed1ate1y after 1ncorporat1on enter into an agreement
to purchase a mine; the pr1ce to be pa1d partly. in. cash and partly 1n fully .

V..—dbid 902. -

2 Ibidem. '

3. Ibid 903.

4 The E]ey cases are.

Tavarone Mining Co Re, Pritchard's Chse (1873) 8 ‘ChApp 956

Melhado v_Porto Alegre Rail Co (1874) LR 9 CP 503

Eley v _Positive Government Security Life Assurance Co (1876) 1 ExD 20 and 88
Browne v_ La Trinidad (1887) 37 ChD 1. See 177 above at footnote 1.
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-

V' The articles

paid-up shares to be allotted to the vendor or his nominees.
were s1gned by the vendor and six other persons and were duly registered. The
directors allotted the shores to the vendor or his nominees, but no further
agreement was entered with the vendor. The company was then ordered to be
wound;up. One of the nominees of the vendor was placed on the list of 4
.contributon1es in respect of shares allotted to him and not paid up. Under

s 25 of the Companies.Act,,1867, every share was deemed to have been issued .
‘and to be held subject to payment in cash, unless the matter had been otherwise
‘determined by a written contract.. ~ The only written contract was the articles.
However, the articles were not considered to be a contract in writing between
the vendor and the company, but only a contract between the shareho]ders llﬂ@ﬁ

.se in respect of their rights as shareho]ders 2

) Since there was, in the view of the court, no contract between the
member and the company, there could be no enquiry into either ‘of the.concepts
of capacity or generality in Hickman's case or their e}ementsJ

In the case of Melhado v Porto Alegre Rail Co the articles of association
of the company provided that the directors were authorised, at their discretion,

to oay certaﬁn pre-incorporation expenses. 3 The plaintiffs claimed these
expenses, hav1ng disbursed same in the course of promoting and estab11sh1ng

~the company. The court held that there was no contract between the plaintiffs
and. the defendant company . 4 ‘
was a contract among the promoters, before’ the company. came into being,
purporting to b1nd it, -the company could not ratify such a.contract. 5
Finally, the court concluded that apart from this there was in po1nt of

law, no contract between“thé defendant company and persons not parties to the
, 6 . -

Furthermore, said .the court, supposing there

articles of association.

1..  Pritchard's Case supra.

2. . Ibid 960. | .

3. 11874) LR 9 CP 503 43 LJCP. 253. L S

4 Ibid 505 express]y re]ylng on Kelner v Baxter (1866) LR 2 CP 174,

T =xIbid 505. xj'

6. . Ibid 505. This view is in keeping_ with the English Taw on the contract
with a third. See Scruttons v Midland Silicones Ltd £19621.1 A11 ER 1 HL;
Getz L: Contracts for the Benefit of Jhird Parties (1962) Acta Jur1d1ca

38 at 53. See Chapter 3 at 62 et seq
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There is no. suggestion that the plaintiffs were members of the
company. - In fact, they were found by the court ta be. 1n no way parties ¥
to the art1c1es.] The article was regarded as noth1ng more than a valid A
authority to the d1rectors_to pay_these expenses if they saw fit.

There is nothing to support the view, implicit in the comment of
Astbury J, that the case ought to be regarded as dealing with an article
" which defines the right of a shareholder in his capacity as an outsider.
In fact all that was said in the case was that a person who is not a party
to the articles cannot sue the company on the'cpntract contained in the

2

~articles.

There is no sign of any of the elements of -the outsider rule - neither :
- capacity nor generality are to be found in it, nor any concept.akinAto them..
The Judgments in Eley v Positive Government Secur1ty Life Assurance Co 3
"in both the court of first instance and in the court of appeal are referred

to by Astbury J.4 In one of the articles of the defendant company the
plaintiff was appointed as its solicitor, stibu]ating that he should not be
removed from office except for misconduct. A year after its incorporation
the plaintiff became a member of the company.  He acted for a couple of
yedrs in all as its so]icitor.u Then his services were no longer'required

© and the defendant company instructed other solicitors. _

The p]a1nt1ff claimed re]1ef arising out of the breach of the agreement
contained in this article between himself and the defendant company. appo1nt1ng
him as its solicitor to do its business. The plaintiff's content1on was that,
by s 16 of the CompanTes Act, 1862, the articles formed a contract on which - :
the p]a1nt1ff could sue the company 5

~ The defendant d1sputed this, contending that the articles did not in
themselves constitute a contract between the company and third parties but
'on]y'between the members‘inter'se.G, Amphlett B, in the court of first
instance, upheld the deFendant's contention. ‘Alth0ugh the.matter went to

Melhado v Porto Alegre Rail Co -(1874) LR 9 CP 503 at 506.

Hickman v Kent or Romney Marsh Sheephreeders Assoc1at1on[19153 1 ChD
881 at 903. .

(1876) 1 ExD ZQ and 88.
Hickman's .case supra 892-895.

——d
.

N
-

. Eley's case supra 23 and 88.
ibid 23. |
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.the Court of Appeal, Astbury J quoted the view of Amphlett B, stressing oA
~ that in consequence, the articles cannot as a'reéu]t give a right of action
) ! 1

to a person who is.not a barty to the articles although named therein.

The Tine of reasoning expressed by Amphlett J was upheld by Cairns L C
in the Court of Appeal, who held that the articles were an agreement inter
socjos.2 The article in question was therefore a covenant between the parties
to it that they would employ the plaintiff.  Furthermore, it was res
inter alios ecta, the ‘plaintiff was no party to it:3 The directors of the
company, in employing the plaintiff as a solicitor for the company, were doing

what they were bound to do as between, themselves and the company though not
3

 between themse]ves and the plaintiff.
The court, having found as a matter of fact that there was no agreement
- between the plaintiff and the defendant outside the articles, also concluded
that - as a matter of law the articles in themselves were not such a contract.
Furthermore, the court was of the opinion that the plaintiff was not a party
4

to the covenant between the members to empﬁoy him. This was the court' s view,

desp1te the fact that E]ey subsequent]y became a member.

Since the court found; in Elgx's case,that there was no contract between
ffhe”p]aintiff and the company, there was no room for a discussion on Eley's

' capacity, or on whether the article was of general application. Neither of
these aspects was in fact discussed in the case.

In Browne v La Trinidads_an agreement was entered into between the
pTaintiff'and a trustee for a company to be formed, in terms of which the
plaintiff would be a d1rector and would not be removed until a certain date.

The company, called La Tr1n1dad Limited, was subsequently incorporated. 6

.Hickman's case supra 893.:
Supra 89-90.

Ibid 90.

Ibidem.

(1887) 37 ChD 1.

Ibid 2.

O N D W N e
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One of its articles provided that the.directors should adopt this agreement;
_'another provided that the company might remove any director. 1 The plaintiff
-was not a subscr1ber to the memorandum,2 but he'did have shares allotted to
fhim.3 He became a director but was removed prior to the exp1ry of his term
- of office. )

~ The plaintiff challenged his removal eontending inter alia that upon
a true conetruction of the articles and the pre~incorporation contract referred
to therein, he could not be removed prior to the expiry of his term of office.-
The plaintiff failed in his action. In the first'p]ace, it was held that the"
contract was not adopted by the company. In the second place, the articles
were held to be a contract not between the member and ‘the company but on]y '
between the shareholders inter .se hav1ng regard to Eley's case.

Lind]ey LJin taking_this view, found that there might have been some
difficuity in arriving at this conclusion, but for the authorities. The
plaintiff was, he said, a member and, haVing regard to s 16 of the Companies
Act, ]862'.there would be some force in the argument that the contract
referred to in the articles had become binding between himself and the company.
. However, there would be no contract until the shares.had been allotted to him.
It would be remarkab]e, he thought, that thereupon a contract would arise
between him and the company as to a matter not connected with the holding of
shdres However, these difficulties were removed by the authorities, said
' the Judge SO that the p1a1nt1ff had no contract with the company. 5

_ The case,therefore,turned on the simple propositfon that the articles -
are.no more than an agreement-between the members inter se. Questions .
jdentifiable with the toncepts-of generaiity,and capacity in Hickman's case’ ‘
therefore did not arise. However the remarks df Lindley L J° quoted above,
that a contract in the articles as to a matter not connected with the holding
of shares would be remarkable, raises questions which might lead to such

Ibid 3.

© Ibid 2.
Ibid 14.
Ibid © 13.
Ibid 14-15.
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5answers'as capacity or generality.. This is the c]osest one can come to
f1nd1ng the elements of ‘the out51der ruTe in. the preced1ng cases.

. 4, ™ Other cases]

It is now proposed to examine the other cases referred to by Astbury.J
in the course of his judgment, leading up to the outsider rule, bearing in
mind that 1in his view, in all these cases (unlike Eley's cases),, the
respective articles sought. to be enforced related to the rights and
: c s ) 2
obligations of the members generally.

. Of these, Astbury J described three as cases where the company was
entitled as against its members to enforce and restrain breaches of its

regu]ations.3

: 'The’first of these was MacDougali\zGardinen.4 At a general meeting of a

'company a nesolution was moved ;in terms of its articles ,and a poll was called
- to vote on the motion, also in terms. of the articles. The chairman ruled that
there could not be a po]] on the quest1on of ‘an adJournment and left the room.
The plaintiff brought an action on behalf of himself and all the other
shareho]ders, except the dxrectors, against the directors and the company,

| seeking an“onder ,dnter a11a dec]ar1ng that the conduct of the chairman

was’ 111ega1 and 1mproper. '

1

It was he]d that the action cou]d not succeed as it violated the rule

1-'1n Foss v Harbottle since it sought.the 1nterference of the court in the
5 : _

“internal management of the company,:°
) . s ,/,.'[
1.  -The other cases are~>cr1f/

MacDougall v Gardiner (1875) 1 ChD 13, .

Pender v Lushington (1877) 6 ChD 70

Imperial Hydropathic Hotel Co Blackpool v Hampson (1882) 23 ChD 1 and 1371,
Johnson v Lyttles Iron Agency (1877) 5 ChD'687 ,

Bradford Banking Co v Briggs (1886) 12 - - '

.Wood v Odessa Waterworks Co (1889) 42 ChD 636 .

Salmon v Quin and Axtens Ltd £19093 1 ChD 311, E]909] AC 442 HL

Welton v Saffery £189/1 AC 299HL. ’

. Hickman's case supra 899
s )

: “‘1"‘md 897. .

. Supra

o W

. Ibid 14. - -
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The court stressed that no one shareho]der could bring an act1on regard1rw
~ internal disputes unless there was someth1ng 11]ega1 oppressive or fraudu]ent
Every litigation, he said, had to be in the name of the company, wh1cn had to

~ determine whether it would act to remedy a wrong done to it. L

-~ Astbury J was correct,therefore, in quoting this case in support of the
* proposition that a company is entitled to enforce and restrain breaches o% its
1 regu]ations.2 However, there was no suggestion in the case that the company.

- could not do so. = Rather, the question was.whether the shareholder was also

entitled to do so. In relation to the outside? rule, the capacity in which
the right was given in the artib]e:Was~that of a member, and without doubt the
artfc]e, relating to the adjournment ‘of the meeting, applied alike to all
-shareholders. However, neither the outsider rule nor any of its e]ements
was 1nvoked ‘either in argument or in the Judgments ' '

The second was Pender v Lush1ngton 3/
to count certain votes cast in a poll. As a result certain shareholders. _
brought an action in their names ‘and that of the company to restrain the . -
defendants from ruling out these votes It was sa1d,§or the defendants that\; '
. the company ought not to have been.a p]alntiff However, Jéssel M R rejected

In this case the chairman refused

this contention, leaving it to the parties to the -action to call a genera1
4-

E meet1ng of the company to confirm or reJect the action.

~ The matter in dispute was the members' right to vote, clearly a
membership right given in that capac1ty and in no way an outs1der right. As
- to generality, there is no doubt that the right to vote is a general right,
" applicable alike to all members.” As in the previous case neither of these
tests nor any of the e]ements of the outsider rule are to be found which wou]d ,
Just1fy the formu]at1on of the outsider ru]e at a later stage

The third of these cases was Imperial Hydropathic Hote] Co Blackpool v
Hamgéon\sé The p]aintiff'compény alleged that a general meeting of members
-~ had removed two directors and had elected-two new directors in their place.

6

. Ibid, 21-22, o
Hickman's case supra 897.
(1877) 6 ChD 70.
Ibid 79. -
(1882) 23 ChD 1.
Ibid 4.
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The company sought an order  inter alia ' that the defendant had been properly
'_removed from his office as a director. The action having been dismissed,
- the plaintiff company brought an appeal, contending that the nisolution

o remov1ng the director was valid, relying on an art1c1e wh1ch gave power to

the genera] meeting to alter the articles. 1 The appeal was dismissed.
Jessel M R said in his judgment that a company had no incidental or inherent
power to remove a director but could only do so under a power in the artic]es.2
In the absence thereof, 'the directors, having been elected in terms of the
articles. for a stated period could not be removed during such period. In

his view the article relied on by the appe]]ants merely gave the gehéra]
meet1ng a power to alter the articles but not to remove directors. 3 " They -
coutld only proceed by way of a]terat1on of the articles and thereafter by way
of removal under a power given under the a]tered art1c1es

Cotton L J in his Judgment.in the case, put the matter in this way:
the articles were a contract between the shareholders to comply with the
articles. These provided for the election of directors and for the period of
office} The articles of this company provided that the du]y_e]ected directors
...remain in office until the expiry of a period.4 There was nothing in the act .
or in the artic]eé whichvdirect]y enabled .a. general meeting to remove directors.5

. Undoubted]y the rights given under the articles to appoint d1rectors,
were g1ven to the members in the1r capacity as such .and were appiicable aTike
to all shareholders. However, ne1ther capacity nor generality were touched on
in argument or in the judgments, nor was there any need to do so. The matter
turned entirely on the interpretation of the contract between the members as
embodied in the articles. The judgment did not deal with the poséibi]ity that.
the contract could be unenforceab]e as glv1ng outs1der rights to any of the
members. ’ - - |

Astbury J quoted these three cases - in which the company enforced
its r1ghts aga1nst the members - as a foil to the Eley cases, 1]1ustrat1ng

1. “Ibid 5. .. | | o
‘2. Ibid 7. . - ' | |
3. 1bid'8, B

4. Ibid 0.

5.- Ibid 1.

‘,:.
-
.
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by contrast the fact that in the Eley cases certain rights and obligations
. cou]d not be enforced because they failed the tw1n tests of genera11ty and
‘ 'capac1ty. e : _ o T : <

~!

The approach of Astbury J would have been valid if in these three
cases.some reference were made to these tests or to their elements or to
some concept akin thereto. But this was not done in any of these three
cases.

“ For fhe same purpose, Astbury J referred to a further five cases in
‘which the shareholders were held to be entitled, as against their company,
to enforce the éontract.] Astbury J said of them that in each case there -
appeared judicial expressions of opinion which were impossible to disregard.2;
Attention‘Wi11~now be given to these cases.

. In Johnson v Lytt]e 's Iron Agency directors of a company made a call

on shares but the plaintiff did not pay on.due date and in fact ignored a
warn1ng to pay same plus interest by a certain date. 3 The directors thereupon
passed a resolution forfe1t1ng his shares. It was held that the notice did.

_ not comply with the relevant article and was therefore bad and the forfe1ture
was 1nva11d e '

, - The notice did not comply strictly w1th the provisions of the contract |
- between the company and the shareholders which was contained in the regulat1ons _
of Table A. 4 -The action was instituted by a shareholder against the company
and was .successful. In upholding the shareholder's right to enforce the .
confract embodied in the articles as'againSt the.company, neither capacity
nor generality vere canvassed in argument or the judgments of the court.’ Nor
can there be any doubt that the shareholder could enforce the right in his
capacity as member. Furthermore the right was applicable alike to all
shareholders, thus conforming'to the test of generality.

5

In Bradford Bankind Co v Briggs® one Easby, a coal merchant, was a member

- .of Ihe\respondent company who pledged his shares to the appe]]ant’bank as

e e (m
. - These cases are referred to in H1ckman s case supra 897-898. o
Ibid "898. ‘ -
(1877) 5 ChD 687 CA.
.- Ibid 693. '

m.::w[\:'—-'

*

(1886) 12 AppCas 29..
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eecurity for his indebtedness. In terms of the articles of the respondent
‘company, 1t had a lien on the shares of every shareholder for all debts
due to the company. The appellant bank gdve notice to the respondent
company of the pledge. Easby's estate was declared insolvent at a time when
he was indebted to both parties to the act1on and when he was the reg1stered
ho]der of the shares. The dispute between ‘the parties to the action was as to
wHich of them was erititled to regard the shares as security for their claims
in priority to those of the other of them. !

Blackburn L C gave judgment in the act1on, with which the other Judges
concurred He held that "the articles are, by virtue of s 16 of the Compan1es
Act of 1862, a.contract between the company and its members". 2 Consequently
"the property in the shares was bound to the company". 2 However, the bank's_
notice put an end to the preference enjoyed by the company under the lieu. - |
After the date of such notice the bank’s claim ranked prior to that of the
company.> ‘ - _— - '

This case is quoted by Astbury J in Hickman's.caSe.as-authority for
the.proposition'that.shareholders as against their company can enforce and
restrain breaches of its regu]atiOns.4~ ) However the issue in the case was ‘
the ranking of creditors'on the shareholder's insolvency. Astbury J also
quoted the case as an example'of the enforcement of an article relating to
theirights and obligations of the memhers generally as distinct from rights
of the character dealt with in the Eley cases. > In fact the House of Lords
was silent on the: quest1on of general1ty although there can be no dispute
that the rights and ob11gat1ons 1n the article app11ed alike to all
shareho]ders. On the. quest1on of capac1ty there was also no judicial .
comment in the case. Was Easby's ob11gat1on to subject his shares to the
company's lien limited to matters relating only to his capac1ty as a member 2 .
Was his indebtedness’ to the company that of a member ? All that was said
in the case was that Easby was a coal ‘merchant and that he had been a customer

1.  Ibid 33 and 35.
2. bidem. " 7).
3.  Ibid 37. . .
4,  Hickman's case supra 898.
5.  Ibid 899.
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<

of the respondent eOmpany and ‘owed it a considerable sum. It seems that . p

T Consequently,

the capacity of a customer is not that of a member.
abp]ying the outsider rule to the case, one would expect the result to be
that the lien was unenforceable since it related to a claim against the
mémber in some capacity other than that of member. Yet the House of Lords
_ was silent on the matter which was not raised in argument before it. In
fact the lien created in the articles was clearly regarded by the court

as valid and enforceab]e.

In the case of Wood v Odessa Waterworks Co2 the action was brought by

| _a shareholder on his own behalf and on.-behalf of all the other shareho]ders
against the company. The complaint was that the directors proposed, on

‘behalf of the company, to dispose of the profits in a manner not provided
for in the articles. The plaintiff was held to be entitled to an injunction

- against the company in respect thereof. 0nce again there can be no doubt

 that the plaintiff acted in his capac1ty as a member in respect of matters

app11cab]e alike to all shareho]ders. However, these matters were not before

the court at all. In fact the burden of the judgments in the case was, as has

been referred to prev1ous]y,3 and as was quoted by Astbury J4 that the

' art1c1es were a contract, not merely between the shareho]dexs and the company,

'but between each individual shareholder and each other 5

Astbury J, ‘having quoted this statement, a]so quoted'a comment thereon.6
Farrell L J 1in Salmon v Quin and Axtens Ltd had confirmed that the articles

were a contract not merely between the shareholders and the company but aTse

7 .

between the'members inter se. However, he said, "it may well be that the

' Court will not enforce the covenant as between the shareho]ders in most cases 7

1. See for example Dale and Plant Limited Re (1889) 43 ChD 255 and

Leicester Club and Country Racecourse Co Re (1885) 30 ChD 629,
For a detailed reference to these cases, see ]97 and 198 be]ow

2. (1889) 42 ChD 636.

2
3. Ibid 641-642. ,

4. . Hickman's case supra 898 -399.
5

6

. . Wood v Odessa Waterworks Cc supra 642

6. See Hickman's case supra 899.0n the question of a direct nexus between
members arising from the contract in the art1c1es see Chapter 3 at 32
et seq.

7. €19091 1 ChD 311 at 318.

et L
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It is by no means certain that Farrell L J was contemplating the
app11cat1on of the outsider rule to the contract in the constitution as between
the members inter se. It is more likely that he was referring to the
Controversy raised by the judgment of Hershell J in Welton v Saffery.] This, -
of course related only to the enforceabi}ity of this contract between the |

members inter se, by any means other than through the medium of the company.

It would, therefore, not take the present enquiry any further. It is, on thel'

other hand, not suggested that the outsider rule has no place in the contract

between the members inter se. On the contrary it will be demonstrated that

Astbury J probably intended the rule to apply to this'contract.2 There is -

one authority subsequent to Hickman's case confirming the applicability of

4 the outsider rule to the contract in the constitution as between the members

inter se.3
- Salmon's case is, nevertheless, very important  but for reasons other

that: the reference to it by Astbury 3.% As it was heard both in the court

of first instance and on appeal by the House of Lords, it is proposed to refer

-only to the:report in the House of Lords in the name of Quin and Axtens Ltd v

"~ salmon. >

~ In this case an article entrusted the management of the company to a -
board of directors. The board included two of the major shareholders, who
were the managing directors. Under another article, the managing directors
“had a right of veto over certain decisions of the directors. Salmon, one_of,
. these managing directors, vetoed certain of these resolutions, acting within:
- the scope of his veto. These vetoed resolutions were then referred to a
'_genera1 meeting of'memberS'and were there passed‘by'a simple majority. 1In a- '
A‘representatiVe action Salmon, on behalf of himself and all other shareholders
except the defendants, sought an injunction against the company and against
, Aﬁtens>and another, restraining them from acting on such_resp]utidns.-

1. £18973 AC 299 HL 315. See Chapter 3'at 36-38.
2. See Chapter 9 at 222 et seq.

3. London Sack and Bag Co Ltd v Dixon and Lugton Ltd E1943J 2 Al ER
.. 163 -CA 765F G. See Chapter 3 at 39..

| 4; - Salmon's case is referred to by Astbury J in Hickman's case supra 899.
5. £19093 AC 442 HL. <
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It was arguéd before the House of Lords that the resolutions of the
"general meeting of members were a higher authority than a resolution of
.‘dlrectors, and that the veto could only be effective upon reso’utlons of
the directors, but not _upon those of the company.1 Loreburn L C disposed
- of .these arguments ‘simply by saying that the bargain of the shareholders
conta1ned in the articles amounteéd to this, that the directors should manage
the business of the company but they could not manage it in a particular way.
They could not do things if Sa]mon or Axtens obJected.2

As the resolutions passed by the general meéting were inconsistent
with the articles .in question the resolutions were not'binding.3 Only ‘a
specfa] resolution could effect an alteration of the articles.

There is no mention in the case of the outsider rule or any of its.
elements. ~Applying the rule to the facts, it might'be reasohab]e to infer
that Salmon's right of veto over directors’ decisions was given to him as
a director and was not part of the general regulations app11cab]e alike to
all members. Viewed thus, the case c]ashes with the outsider rule. It would,
however; be equally .accurate to argue that the right was given to-a member.and
was exercised by him qua member, even though it related to the member’'s r1ght;
“to participate.in'the managément. It cou]dialsotbé said to be part of the
genera] regu]ations, in the sense that the company was to be run in a particu1ar
way, namely by the directors who could, however, not do certa1n deeds if there
.was obJect1on thereto by Axten or Salmon. 4
However, both interpretations, either that the right was given qua
director; or that the right was given ggg_member,‘are ex post facto
.ratibnaTisations; no more than attempts to fit the case into the outsider
rule. Yet there is no’sign in the judgmenté of -the rule.

1. Ibid 443.

2. Ibidem. Loreburn L C also said . (Ibid 443-444) that the failure of
"~ ‘the directors to grant these leases did not remit the matter to the
discretion of the company in general meeting. This case therefore
. established the principle of the d1v151on of powers between the
" directors and the members. ‘ e

3. Ibid 444.
4. Ibid 443.
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Another interpretation of the case is that of wedderburn.] In his

vﬁew, Salmon was not trying to protect his Unique right to dissent from the b

directors"decisibn.] As member he had no rightAof veto; the articles

'»purported'to'give that right to him in his capacity as managing director

and not as member. Salmon sued as’a shareholder to protect a right personaT

to. him, but common to all shareholders. It could not be a right:vested in

- him ggg_managing director. In such a capacity (as an "outsider") he could not

enforce the contract arising from the érticleé. It was therefore obvious that

" Salmon enforced the right of a member to have the articles observed by the |

company. "It is true," he stated, "that the proposition to which this

conclusion gives rise apparently conf11cts with the rule in Hickman's case

' that outsider r1ghts can never be enforced by reliance upon the art1c1es w2
Wedderburn's views as stated above, are not entirely accurate since he i

attempted to press the Judgments in the case into the mould of the outsider

‘rule, whereas there is no sign of it in these Judgments.3 As Lord Loreburn L C

said in the case, the shareholders entered into a bargain to allow the directors

to manage the company in a certain way, namely, subject to the veto of Saimon .

and Axtens. 4 It was this contract contained in the articles which the court

. enforced. - s

. Nevertheless, his conclusion that the case clashes with the rule i3
doubtless correct.

It remeins to note the high authority of Sa]mon's case; being a
decision of the House of Lords, in respect of which other judicial decisions

in conflict or inconsistent with same, cannot stand.5

" Returning to the judgﬁent of Astbury_J in Hickman's case, the case of

Welton v Saffery Was‘a1so referred'to_in supbort of the proposition that

1. - Wedderburn K W : Shareholders' Rights and-the Rule in Foss v Harbottle (1958) ,
CLJ 194 at 212 0 - e o o I

2. Tbideml.-. - w0 T ,

3. '3ij1deﬂ... Uedderhurn proceeded to. fonnulate his theory of the indirect

,Aenrorcement of outsider rights,-as:a:method of reconciling Salmon's
case with the outsider rule. See Chapter 10 at 235 et seq. :

Quin and’ Axtens Ltd v Sa1mon supra 443.

5. Halsbury Voi 22 pars 799—807 on the status of dec151ons of -the
' House of Lords.
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- hights and obligations relating to ‘the members genéra]]& can be enfbrced.]-
‘ This case, said Astbury J, was one of those in which the shareholders

- were held to be entitled, as against their company, to enforce the,contract.
embodied in the artic]es.2 The learned judge quoted from the dissenting

judgment of Lord Hershell in Welton v Saffery that the art1c1es constituted a' '

contract between each- member and the conpany.1

!

The issue in He]ton v Saffery was whether a company could 1ssue shares
at a discount. The articles express]y author1sed this. When the company
was wound up the liquidator placed the holders of these shares on the list

. of contributories, notwithstanding that all creditors had been paid in full

_ from the assets of the company. = It was argued that a company could issue .

_ shares at a discount and that a contribution could only be levied in respect
of such shares in order to _pay creditors but not to sett1e the rights of the
shareho]ders inter se. '

It was he]d, with Lord Hershell d1ssent1ng, that it 1s u]tra vires
the conpany for it to issue shares at a discount. As Lord Macnaughten sa1d
"there was an offer, but it was one which the law does not allow, to which
there-was an acceptance. But that offer and acceptance could not constitute
a ‘contract: Both parties acted under a misconception of law and the whole
thing was veid."3 On the facts there was no room for the consideration of
the outsider rule or of capacity or genera1ity. The article conflicted
with the statute and being therefore ultra vires, was void. As such, no
questions of 1nva11dat1ng an otherw1se valid article arose. The proposition
that the articles constitute a contract between the member and the company,
referred to above, of. course Jeads to the conc]us1on that such a contract is

A"_'enforceab1e by the shareholders and the company. But i1t does not elucidate

the outsider rule or its elements.

1. £18973 AC 299 HL. Lord Hershell in Welton v Saffery supra 315, also dealt -
with the enforceability of the articles as a centract between the members -

jnter se. It 1s submitted that his views .thereon are-irrelevant to the
present topic. "~ See Chapter 3 at 36 et seq. -on the contract embodied in
‘the company const1tut1on between the members inter se. . ‘,

2. .. Hickman v Kent or Romney Marsh Sheepbreeders Association E1915J
- 1 ChD 881 at -898-899.

3. Welton y Saffery supra 321.
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In all Astbufy‘J quoted eight cases, other than the Eley cases. Three 3
dealt with the company's'righfs against its members; and the other five dealt |
with the members' rights agéinst'the cohpany. These five, as with the first
three were intended to illustrate, by way of contrast, the outsider rule. '

None of these cases made mention of thé elements of the outsider rule, nor
did the judgments hphbld either the company's or the member's rights by way
of distinguishing such rights from outsider rights. This silence in regard
to the outsider rule, or its elements or any doctrine akin thereto, it is
.‘ submi tted, weakens considerably any suggestion that the outsider rule was
iphergnt in the English law of the time.

5. Cases not mentioned in Hickman's case

 Having -dealt with all the cases quoted by Astbury J, there remain .
other judgments which could have had a bearing on the matter and which
~ and which do riot seem to have been considered in Hickman's'case, either in
argument or in the judgment. It is proposed to deal with these now.

_In Pulbrook v Richmond Consotidated Mining Co 1 the articles provided

that no person be a director unless he holds, as a registered member, shares
of a nominal'va1ue of 7500 at least. The plaintiff, being‘the registered
Aholqer of the requiéite number of shares, was electéd a director. He had,

i however, mortgaged his shares and had executed a deed of transfer of his

" shares to the mortgagee who, after the plaintiff's election as a director,

in error caused the shares to be'registeréd in the name of the mortgagee.

As a result the plaintiff was not allowed to take his seat as a director. Thé,
plaintiff obtained an order of court rectifying the error but the directors
persisted in their attitude, refusing to allow him to act as a directof.2

In a motion to restrain the directors by injunction from thus interfering
with the plaintiff's rights, it was argued for the other-directors that 1if there
was a wrong, the action shpu]d‘be brought in the name of the company.

Jessel M R delivered the judgment of .the court.’  He.said that -in
this'case. the plaintiff was hecessari]y a shareholder, in order to be a
director and as a director he was entitled to fees and to remuneration.

(1878) 9 ChD 610.

. Ibid 611.
Ibid 612.

2 W -

. Ibidem.
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- His exc]usion‘from the board was an individual wrong, since he had been .
,deprived'of his legal rights. He had a right by the constitution of the
company to take part in its management. This right might affect his
~individual interest as a shareho]der as well as his 1iabi1ity as a director.
- BeSides that, he was in the position of a shareholder, of a managing partner
in’ the affairs of the company and he had a right to remain managing partner. 1

Here clearly there seems to be an enforcement of rights granted in
the articles to a member in a capacity other than that of member. On-the
other hand the restriction imposed in the articles, namely that no person
be a-director unless he held as & registered member a stated number of shares,
" applied alike to all members. This would comply with the test of generality.

The court, in upholding the member’'s right to be a director, adopted
an approach quite unlike that of the outsider rule, in terms of which the
right to be a director is an outsider right, and as such is unenforceab]e.

The court in Pulbrook's case found itself in an ana]ogous pOS1t10n to
that of the court in Hickman's case, yet it reacted differently and found
no néed to create something akin to the outsider rule. The outcome in.
Pulbrook's ‘case is con51stent with the historical ‘evolution of company law,
in terms of which provision for partic1pation in the management of a company .
was a]ways a major factor in drafting the constitution of a company and of
©its predecessor the joint-stock company.

s

In Boston Deep Sea Fishing and fce Co v Ansell a company was engaged
in carrying fish between a f]eet ‘of fishing smacks and its home port.
These fishing boats were owned by members of the company but the fish were
carried home in the company's vessels. One of the articles of the company
imposed the obligation on every one of its members who owned a fishing boat
. and who used it to catch fish with the .rest of the fleet, to send all his
fish homeioy a company ves'se].3 The article provided both a penalty and a
bonus. -~ -In a dispute between the company and a member who owned a fishing
boat, this article was described by the court as a direct contract between
-such” member and the company as regards his smack and was held to be

enforceab]e as such The right given to the company and the obligation

1.  1Ibid 613,
2.  (1888) 39 ChD 339.
3. 1Ibid.356. |
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_p]aced on members to use the company's vessels was clearly of an outsider
nature. Nor was it of general application. It.only placed an obligation
"on some membels;.that is to say, those who were smack owners.

-Yet no doubté were raised, either in argument or in the judgment, as
- to the enforceability of the article in question. Nor did.the court, in
upholding this article, examine the right or the concomitant obligation, by
either of the twin criteria of capacity or genera11ty or any notion similar
thereto

) Another case which is relevant to the present enquiry is Wheal Buller
Consols Re. 1 In this case the articles provided that the qualification of
a director was the holding of 250 shares, that he might act before acquiring
- his qualification but that his office be vacated if he did not acquire it '

~Within three months after his election. The appellant subscribed the

memorandum for 10 shares, was subsequent]y e]ected a director and attended
meet1ngs ‘of directors for more than three months after his e]ect1on, but
never app11ed for, nor had allotted to him, any shares other than. his or1g1na1
ten. The company was wound up and the appellant was placed on the list of
" contributories for 250 shares. The argument for retaining him as a contr1butory

was that by s 16 of the Companies Act, 1862 all members are .bound by the articles.

Furthermore, as the appellant had signed the memoranduin. and taken ten'shares, he
't‘there'ore was a member, so that all the st1pu1at1ons of the articles were b1nd1ng
between him and_the company. 2 It was argued furthermore that although by Eley's
case nothing in the articles could be a contract enforceable by an outsider, .
the appellant was not an outsider. - He was a member of the company and bound by
the articles which -imposed upon any person becoming a director a duty to take
shares. In substance each shareholder covenanted that if he became a director
he was to contract to take shares.> | - '
The court held that the appe]lant had signed the memorandum and therefore
became - bound under the Compan1es Act, 1862 to .conform to the regulations
contained in the articles. 4.. However all. the judges agreed that' the article
in quest1on did.not impose a duty on a member who became a director to. take s

'shares.5~ On the contrary the article was held to say no more than that

. (1888) 38 ChD 42.
Ibid 46.

" Ibidem.

. 1Ibid 48-50.

. Ibid 49. _ B
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if a director did not acquire the requisite number of shares within three
" months, he should cease to be a director 1 It appearé that,had the'article-
imposed a duty on a member- who became a director to take shares, the
appellant would have been held liable. The obligation was -not imposed

g on 2 director but on a member, that is - one who became a director. It

was part of the general regulations of the company applicable alike to a]]
members. In addition the obligation was imposed on the member in his capacity
as a member. However, neither of‘theSe criteria, which form the basis of the

outsider rule, were canvassed at all in the case.

" The distinction between one capacity and another in one person was
not unknown in the nineteenth century. The question arose in cases in terﬁs
of S 38(7):of the Companies Act, 1862, in terms of which no sum due to a
member, in his capacity asnsuch, was payab]e to him in competition with.
creditors who were not members. In these cases the question was whether
unpaid fees claimed by directors were due to them in their capac1t1es as
members or as d1rectors

1*In Da]e‘and P]ant Ltd Re it was argued under .the aforesaid section,
that fees ‘due. to a managing director were due to him in his character as a
member. 2 Kay J, the judge inthe case, had no difficulty in rejecting _
. this argument.3. The managing director was appointed as such because of his

special skills. This was also true of the solicitor who was a
member. L1kew1se, a member who so]d bricks to the company was not a cred1tor
in hls character as a member. '

In his' judgment, Kay'q” d&Fined the character of a member for the purpose
of s 38(7) and by reference to its wording ~ Moneys due to the member by way
of dividends or profits, or something ana]ogous to these, were due to him in
~ his character as a member, *

1. Ibid 50.
2...—{]889) 43 ChD 255 at 258.
3. Ibidem. - ° -

4.  Ibid 259.
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1

~ The opposite view was taken in Leicester Club and Country Raceccurse Co Re.

_ In this caée Pearson J held that directors'fees were due Eb'the director
~in-his character as member. The directors; he «aid,could not divest themselves
of,their character of members of the company.z He concluded that strictly
within the terms of the section the debt in question was due to the director
in his character as a member,3 Both §9yg£4 and Wedderburn®

the judgment as bad law, since as a general statemeni, to view the directors

have criticised

as merely a sub-species of member, is palpably incorrect.

_ \'Dale and Plant's case and Leicester Club's case ¢learly recognise the '
possibility of a person owing duties or enjoying rights in a dual capacity.

Consequently these authorities do not support the proposition that rights
given, in some capacity other than that of member, are unenforceable. These .
cases, therefore, do not anticipate 1in any way the outsider rule.

r

‘There is another relevant case bearing the name of Dale and Plant Ltd Re.’
In this case the pldintiff entered into an agreement with the promoters of.’
_the company, not yet formed, to be its secretary for five years at a stated

salary. The. p]aintiff signed the memorandum for one share. The company .

was subsequent1y registered after the agreement was signed and one of the
articles provided that the plaintiff should be the secretary, and authorised
“ the directors to enter into an agreement on the terms of the pre-incorporation
agreement. Instead of concluding a new agreement, the directors merely passgd
a resolutioh adopting'and ratifying the pre-incorporation agreement. The
judgment dismissed the act1on on two grounds The first-was that it was
impossible for a company to ratify anyth1ng that was done or any contract -

that was made before it came into existence. The second was that articles,
befng merely a contract between. the shareholders inter se.on the principle

of Eley's case, were not binding on the company.7

1. (1885) 30 ChD 629. ‘ : .
2, - Ibid 633. = ‘ : b D
3. Ibid 634. j '
4. Gower L C B : The Contractual Effect of Art1cles of Assoc1at10n (1958)

21 MLR 401 at 402 footnote'9 (The first note).

5. Wedderburn K W : Effect of Articles as a Contract - remedy against
© Directors (1958) CLJ 148 at 149.

6. '(1889) 61 LT 206. Apart from the identical_names_there is no other
similarity between the two cases. :

7. Ibid 207. | BN
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. ~This is, therefore, another case where the questions of capacity
and generality could not arise because, although the p1a1nt1ff was a member;
no contractual nexus between him and the company arose, as far as the court ’

Q“\

g

'was concerned.

6. A general comment on the preceding cases

6.1 The Eley cases]

Astbury-d's views on the Eley cases were important, since they led him to
his formulation of the outsider ru]e.2 In deciding whether the articles
before him, "in Hickman's case were a written agreement of submission in terms
of the Arbitration Act, he expressed the opinion that the Eley cases ought to
"~ be regarded. as dealing with and applying to articles purporting, fifst, to
contain an agreement with the-company and a third person or, secondly, to -
f.define the rights of a shareholder in some capacity other than that of a
member'of the company. To reconc11e these decisions with the other expressions
of Jud1c1al opinion abovementioned, some such view, he thought, should te
adopted and general articles dealing with the rights of members "as such”
treated as a statutory‘agreement;between them and the company as well as
"between themselves inter se.> In other words-he treated the Eley cases as
if the questions of capacity'and generality were the issues. Yet neither
‘-of these guestions were before the court in any of the Eley cases.] '

The view which Astbury J took of the Eley cases was not the
1 ==

contemporaneous view.
Buckley in 1891 viewed the four Eley cases as authority for the

proposition that a third party cannot sue on a contract contained in the

artic]es,5 and that articles which provided that a certain person be employed

3. The Eley cases are :

Tavarone Mining Co Re, Prichard's Case (1873) 8 ChApo 956
MeThado v Porto Alegre Rail Co (1874) LR 9 CP 503 -
- ETey v Positive Government Security Life Assurance Co (1876)1 ExD 20 and 88.

Browne v La Trinidad (1887) 37 ChD-1. See 179 above et seq.
2. See 177 above. ' o
Hickman's-case supra 903.

See Buckley: On the Comoan1es Acts {Sixth Edition London 1891) 213 and 555;

Palmer : Company Law (Fourtn £dition London 1502) 32. See also fale and -

Plant Ltd Re ZI§897 61 LT 206 at 207, in which the articles were described
as a contract between the shareholders inter se "within the principle of"

Eley's case.

5. - Buckley:.On the Companies Ac;s supra 213 note 011) and 525 footnote (e).
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ih'a particular office, for instance, as solicitor, did not consittute a
. contract with him. In Buckley's view, this was so even if he was a member -
(notwithstanding s 16 of the Companies Act of 1862) since, following the
authorities, there was on]y a contract between him and the other members

and not between him and the company . 1

b This view of the contractua] effect of the articles, although it
follows both Pritchard's Case? and Melhado's cased is no longer regarded’
as good law. 4 It was fo]]owed but questioned for the first time in 1887 in

Browne v La Tr1n1dad 5

" In that‘case Lindley L J said of Eley's case that its conclusion that

~ no contract existed between the member and the company might have been
“-difficult to reach but for the authom’ties.6 since Eley had shares allotted
~ to him and . was therefore a member of the company.' Having regard to the

~ terms of s 16 of the Companies Act, 1862, the judge thought there woqu

be some force, or at all events some plausibility in the .argument that,

being a member, the contract which waSreferred to in the articles had become
b1nd1ng between the company and h1m >

1. Ibia 559 footnote (9). This view is also expressed by Kay J in
‘ - Dale and Plant Ltd Re (1889) 61 LT 206 at 208.,

Tavarone Mining Co Re, Pritchard's Case (1873) LR 8 ChApp 956.
.;'f Melhado v Porto Alegre Rail Co (1874) LR 9 CP 503.

Wood v Odessa Waterworks. Co (1889) 42 ChD 636 at 642.

(1887) 37 ChD 1 at 14. ‘

Lindley L J used the.term "author1t1es“ without spec1fy1ng to which
author1t1es he referred. .

A 0 HWN
*
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‘A century later Eley's case has become a locus c]assicus.] It i§

~ to-day regarded as'one of the leading authorfties.for the outsider ru]e.z RS
 The actua1 basis of the Judgment has faded from v1ew namely, that

the art1e1es were viewed as.no more than a contract between the members lEEEE
se, and therefore conferred no rights as between the company and its members.3
- It seems that. Eley might well have succeeded, had the judges adopted the later

- view that the articles are binding, not only between the members inter se, but
also as between the members and the company; and had they also recognised that
Eley subsequently became a member.4 On this assumption and had the court
elected to adopt the same reasoning as was subsequently adopted in Pulbrook's
case, it could then have upheld the right given to a member to be the company's
solicitor, at least prospectively. 5 "It may we]] be that Eley had no retrospect1ve
rights to be the company s solicitor prior to the date of his membersh1p

‘ To say that a member may contract in the articles for his right to be
‘a solicitor is consistent with Pulbrook's case, but it is quite inconsistent
with the outsider ru]e.6 ' '

. In terms of the outsider rule, such a right is.not part of the general
~ regulations app]icab]e.a]jke to-all members,.since the right is given to cne
member and not to all the members. ‘It seems, however, that if a right or an
. obligation rests on one or more members or on a category the corresponding
obligation or right rests-on all the other members alike.’! It is still
thehefore part of thevgeneral regulations.

In'the second place, it might be argued that in terms of the outsider
rule such a right is given in some capacity other than that of member. To

Eley v Positive Government Security Life Assurance Co (1876) 1 ExD 20 and 88.

1.
2.  Beattie v E and F Beattie Ltd 19381 3 A1l ER 214 CA 218C-F.
3. E]ey s case supra 89-90. .
4, "Wood v Odessa Waterworks Co (1889) 42 ChD 636.
5.  Pulbrook v Richmond Consolidated Mining Co (1878) 9 ChD 610; which in
. ‘turn_is in line with the following cases: . '
Boston Deep Sea Fishing and Ice Co v Ansell (1888) 39 ChD 339
Salmon v Quin and Axtens Ltd c19093 1 ChD 3171; C18091 AC 442 HL.
Bradford Banking €o v Briqqgs (1886) 12 AppCas 29.. :
6. Pulbrook's .case supra. ,
7. See for examp]e Rayfield v Hands E]958] 2 A1l ER ]94 ChD. Séc Chapter 3 at

42 et seq.
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fihis theré seems to be no answer, save_tofrecognise that, in terms of the
Pulbrook line of cases, a member may regulate many aspects of his membership;
including his right to be a director, or even a solicitor to the company.]

2

6.2 The other cases

These cases were referred to by Astbury J as examples of articles which
were enforced and which related to the rights anc .obligations of members

3 They served as a contrast to the Eley cases, which in his

generally,
view, purpofted to give specific contractual'rights to persons in some
_capacity other than that of shareholder. These other cases have been
exam1ned in this chapter in the Tlight of the twin tests inherent in the

outs1der rule, namely capacity or genera11ty

In-all these other cases, except for Bradford Bank1ng Co v Briggs,

Sa]mon v Quin and Axtens Ltd, and Welton v Saffery, had the outsider ru]e.been

invoked, and had the tests of capacity and generality been appTied, the article
in question would have been found to be enfor;eab1e.2 In fact, therefore, the
rule was.not contradicted by the outcome. of the cases nor was it supported

by these cases, which made no'mention thereof nor of its elements.3

In Wélfon'v Saffery,4 there was no room for a cons1derat10n of the outs1der

ru]e, 'since the article in quest1on was in conf11ct with the Compan1es Act,
1862 and was therefore void. o

1. See 201 above at footnote 5,. . -
e The other cases are : L“,’ '
MacDougall v Gardiner (1875) 1 ChD 13
Pender v Lushington (1877) 6 ChD 70 .
Tmperial Hydropathic Hotel Co Blackpool v’ Hampson (]882) 23 ChD 1 and 13
Johnson v Lyttie's Iron Agency (1877) 5 ChD 687
Bradford Banking Co v Briggs (1836) 12 AnpCas. 29
Wood v Odessa Waterworks Co (1889) 42 ChD 636
Salmon v Quin and Axtens Ltd £19091 1 ChD 311 ,E 19061 AC 442 HL.
,See- 184 above et seq.
lelton v Saffery £18971 AC 299 HL.

3. Hickman's case supra .899.
4. " _£18971 AC 299 HL.

Y Ehe )
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1 and in Quin and Axtens

the obligation in the one, and the right in the other, was in..

However, in Bradford Banking Co v Briggs
Ltd v Sa]mon2
" relation to the member in his capacity as an outs1der In the_former case
the article creat1ng a lien in favour of the company was app11Caole alike
. to all shareholders. However, in the latter case, the test of generality

" - could not be passed. Nevertheless, in both cases there was no mention of the

outsider rule. In upholding the right and obligation in question the courts
in fact contradicted the outsider rule. Apart from these cases, Astbury J
also quoted several judiéia]’expressions of opim’on.3 These do not, however,
take the matter any further. They merely reiterate that the articles are an
: enforceab]e contract both between the members and the company and the members

1nter se.

6.3 The cases not mentioned in Hickman's case

The six cases mentioned be]ow have been reviewed in this category.

In these cases, no mention is made of the outsider rule. Ih'two of
them, name]y Pulbrook v Richmond Consolidated Mining Co 4 and Boston Deep Sea
- Fishing and” Ice Co v Ansel]s the right and the corresponding ob]igatibn'promided
. for in the artic]es in question were of an outsider nature., Yet the rights

were upheld on grounds which contradict the outsider rule. In the latter .
: case ,although not in the former, the obligation did not appiy alike to a]]
. members yet it was he]d to be enforceable.

In one case, Wheal Buller Consols Re, the obligation was not imposed

on én outsider, namely the director, but on the member who became & director.6
It was part of the general regulations of the company applicable alike to all
members.  Furthermore fhe obligation was imposed on the member in his capacity
as a member. Nevertheless neither the cr1ter1on of generality nor that of
hcapac1ty was 1nvest1gated in the case.

1. *(1886) 12 AppCas 29.
2. £19092 AC 442 HL:

3.  Hickman v Kent or Romney Marsh Sheepbreeders' Assoc1a+1on E191531 ChD 83;
- at 897/-899.

4. (1878) 9 ChD 610.
5, (1888) 39 ChD 339.
6.  (1888) 38 ChD 42.
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In two other. cases, namely Leicester Club and Country Race Course
Co Re,] and Dale and Plant Ltd Re,2
in a different context, between r1ghts and obl1gat1ons rest1ng on the member

the distinction was recognised, albeit B

as such _and others resting on him in a d1fferent capac1ty

Another case of the same name‘simp]y reiterated the,ru]e that a company
cannot ratify a pre-incorporation contract and the now rejected view that the

articles are merely a contract between the members inter'se.3

6.4 A conclusion on the preceding cases

. From this survey of the cases preceding H1ckman s case, certa1n conc]us1ons
may be drawn.

In the first place thrée cases - where claims were bfought by memberé
against their companies arising out of the contracts in the articles - were
'vdecided on the simple proposition that the articles are no more than a
contract tetween the members inter se, .and therefore confer no rights as
between the company and its members. - The .cases are Tavarone Mining Co‘rRe,

Pritchard's-tase4, Eley v Positive Government Security Life Assurance Co”
. and Dale and Plant Ltd. Re.® '

In the second place two cases reaffirmed the same principle although thé

. parties were not members.. The cases are Browne v La Trinidad’ and Melhado v

Porto Alegre RaiI'Co.8

In-the third place there are three cases in which rights could be
described as'out$ider rights, following the examples given by Astbury J,
were exercised by members qua members and were upheld as such. The cases are
Pu]brbok v Richmond Consolidated Mining Co ,9 Boston Deep Sea Fishing
i In upholding

and Ice Co v Anse]iTO'and Quin and Axtens Ltd v Salmon.

*(1885) 30 ChD 629.
(1889) 43 ChD 255.
- Dale and Plant L1m1ted Re(]889) 61 LT 206.
(1873) 8 ChApp 956.
(1876) 1 ExD 20 and 88.
(1889) 61 LT 206.

(1887) 37 ChD 1.
(1874) LR 9 CP; 43 LJCP 253.
(1878) 9 ChD 610.

(1888) 39 ChD 339.
£190931 AC 442 HL.

-mad ol
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such rights the court did not consider whether or not such rights were
. granted in a capacity other than that of member, nor whether such rights
* formed part of the general regulations appllcab1e alike to all*members.
| These cases are in fact ‘inconsistent with the outsider rule, representing
" as they do, a response on analogous facts by the courts in question, which
was quite different from that of‘Astbury J in-Hickman's case.]

This review of the cases preceding Hickman's case]
indicates a lack of evidence'of the existence of the'e]ements of the outsider

. therefore clearly

rule, or an awareness of its twin criteria of capacity or generality, or
any judicial attempt to limit the contract contained in the articles by means
of the outsider rule or any of its elements. It would, therefore, not be an

*  overstatement to conclude that the outsider rule is a departure from the

previous cases, and places a novel interpretation on the’iSSUe,

7. A critical assessment of Hickman's case

"In the first place, it seems that Astbury J regarded the contract.in the
constitution as valid, even though some of its provisions may be unenforceable.
~This in turn suggests that the contract in the constitution might well be
sevefab]e.2 .There is, however, nothing in the judgment oh the point which
was not raised at all. | : R

- In the second place, the question arises whether the oetsider rule applies
'to~the contract-between the members inter se. On the facts in Hickman's

case there was no.need to decide the point. The defendant company brought an
act1on to stay proceedlngs brought aga1nst it by a member, and to refer the
d1spute in issue to arb1trat1on in terms of its articles. 3 The question before

1. Hickman v Kent or Romney Marsh Sheepbreeders' Association 19153 1 ChD 881.

2. Hickman's case supra 897 and 900. :
In EngTish law, if a contract contains a number of promises, some lawful,
" ‘others unlawful, the question is whether the whole contract is to be
condemned, or the bad rejected and the good retained.
. This subject of severance, has had a chequered career. The present
7 position is that if the unlawful promise forms the whole of the .. ... ...
- consideration, severance is ruled out, and the contract fails in toto:
If it is only part of the consideration, being merely subsidiary to the
main purpose of the contract severance is permissible. Cheshire and.
"Fifoot 395 et seq. .

3. See ]76-]79.above.
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‘the court was therefore whether the articles were an agreement between the .
'_ company and the members. Can one draw any inferences regarding the applicability
of the outsider rule to the contract in the constitution between the members

inter se ?

Reference has already been made to the attempt by Astbury J to
reconc11e two lines of cases. ! The basis of his reconciliation was that in
: the Eley cases, where a contract between the members inter se was recogn1sed
. the contract between the members and the company was denied, because the art1c1es
in question were not genera] and gave rights to the members in some capacity
other than that of member. It would follow that such r1ghts would be
unenfbrceab]e between the members inter se. He, of course, may have intended
to interpret those cases which denied the existence of the contract between the
company and the member, as stating positively that the articles are an agreement
betueen the members inter se for all purposeseiand in all capacities and not
merely_in their eapacity as members. It is submitted, however, that this is
unlike]y, since such a result would have been. inconSistent with his view on
the nature of the contract between the company -and its members. If the articles
~are only a 11m1ted contract, in regard to one relationship regulated thereunder,
there is na reason why the articles should be more all-embracing in regulating
another relationship. Th15 view is supported by the remarks which he made at
the commencement of h1s enqu1ry 1nto the nature of the contract contained in.
.the art1c1es 2

"It is 1a1d down," he said, "in text books of the highest repute
that the articles are not a’contract between the member and the
company; ... but a contract with the other members; and that
~the articles are a contract only as betweén the members inter se
in respect of their rights as shareholders.”

Furthermore,.towards the end of his judgment, Astbury J said that
genera1 artic]es dealing with the rights of members "as such" ought to be
“treated as a statutory agreement between them and the company as well as
between ‘themselves inter se.3 '

-~

1. _See 176-179 above.
‘2. Hickman's case supra 890.
3. Ibid 903.
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‘It is submitted, therefore, from the tenor of his judgment. that
Astbury J might have applied the outsjder rule to the contract contained - P
in the articles between the members inter se. . This possibility was
§omewhat hesitant]y recognised in London Sack's case. | -

In the th1rd place, provisions which are unenforceable by reference
to the outsider rule are not so because they are contra bonos mores.  Such
- provisions were not described by Astbury J as illegal, immoral or repugnant
to public policy. Instead his view was based on his attempted reconciliation

of the Eley cases and the other cases.

In the fourth place, the interpretation of the Eley cases was erroneous.

It has been noted that these cases did no more than reflect an early view in
:thevevolution of English company law. This view held that the articles are A
only a contract between the members inter se, and not a contract between the i
~ company and its members .2 -

_.The Eley cases reached their conclusion, without any reference to the
capacity in which the right was given in the articles, or the generality
~-of the rights and obligations therein created. Nor did they refuse.to give
" effect to the contract as_betweeﬁ the compény and the member on grounds which
might be described as'applying the tests of capacity or genera]ity They

. simply denied the existence of an agreement between the company and the
. member

As regards the other cases, rights and obligations were upheld as between
the company and the member because, in the view of Astbury J, they were general
and because they.conferred rights on the members in their capacity as such.

The learned Judge s conclus1on on these other cases was, it is submitted,
correct in the sense that the rights and obligations were of a general character
and were indeed held by the members in their capacity as such.4 However, it

has also been submitted that im none of these cases was the ratio decidendi the
5

outsider. rule or any of its elements.

1. London Sack and Bag Co Ltd v Dixon and ‘Lugton Ltd £19431 2 All ER
763 CA /765. See also Chapter 9 at 222 below et seq.

2. See Chapter 3 at 33. - Later cases, of course, c]ear]y established the
existence of the latter. ~See Chapter 3 at 36.

3. These are the cases set out in 201 above at footnote 5 and in 202
above at footnote 2.

4. See above at 184 et seq.
5. . See above at 194.
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"In the fifth place, the formulation of the twin tests of capacity and
generality seems to be unsatisfactory. :

As far as tapacify s concerned,did.Astbury J provide aqfest‘to

. ascertain which rights are membership rights ani which are outsider rights ?
Astbury J gave a few examp]es fRights purported to be given to a person as
a solicitor, promoter director were given in a capacity other than that of
member. ! It is therefore a question of fact in each case, depending on the
‘1nterpretat1on of the art1c1e in question.

In regard to generality Astbury J referred to a number of cases in which,
in his view, the articles related to the rights and obligations of the members
generally and not to rights of the character referred to in the ._E_Z_]__e_x_cases.2

'Genérality cannot be construed as the obverse of capacity, viewing it
as the positive aspect and capdcity as the hegative aspect. Consider the
following example: a set of articles permits all members to occupy flats in a
bui1ding'owned by a company and to pay rent thereon. Such articles do afford
rights to the members in common with other members , namely to-occupy flats.
_ However, the rights are given in a capacity other than that of member, namely
as tenant. The articles in question therefore do not compiy with 'the capacity
- test. '

It is not clear how the generality test would work in Varying circumstances.
In. the abovementioned example each member is entitled to occupy a specific flat -
this is not the same right given to other members, who are entitled to occupy
other flats. Thus the right to occupy a given flat is not a right comnoh to
all members. ' ' . |

, In this example one could, of course, argdé that the generality test is
complied with, even if the right to occupy a flat is given to only one member.
One basis could be that the right to occupy flats (although not the same flat)

- is g1ven alike to all members Another basis could be that, although the right to

' occupy a specific flat is given to a member, the corresponding ob11gat1on is general
. ) >

‘1. " Supra 900. _
2. Ibid 899-900. - )
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fin'the sense that it rests on all ‘the members.. This would, howeven,_not be so.
The obligation rests on the company as.distinct from its members. Although ’
there js a contractual nexus between the members to be found in the articles,
it does not follow that there is an ob1lgat10n on all the members ‘to ensure

to one of them the r1ght of occupation in question.

Nor is it certain how the generality “test operates in respect of
preferential rights given to a class of members, for example in respect of

dividends.

However, Astbury J does not answer these questions. As with capacity;
the guestion of generality therefore remains a question of fact, to be
determined by the court by reference to the article in question. ’

In “the sixth p]ace, in formu]at1ng the outsider rule, Astbury J
looked to the terms of the articles in order o ascertain whether the right
conferred in the_const1tut10n, was an outsider right or not.] Yet he also
considered that no rights given in the,artﬁcles to persons in some capacity
other than member were enforceable. Thus the nature of the ‘right given in
the_artic]es depends on the capacity of the member enjoying it. The test
becomes volatile, quickly changing its emphasis from the article and the
right therein contained, to the member and his capacity. In fact, it . :
becomes impossible to 1ay down a firm test for an outsider right.” Al1l that.
. one can say, 1s that it depends on the circumstances of each case.

In the seventh p]ace, it has been subm1tted that the cases preced1ng
chkman s case clearly indicate a lack of evidence of the elements of the .
outsider rule, or an awareness, of its twin criteria of generality or capac1ty
It is therefore subm1tted, as a major cr1t1c1sm of the judgment of Astbury J
in Hickman's case, that it is a departure from the previous cases. ‘

In the eighth,nlace,'it is submitted that underlying his view of the

i precedﬁng'cases is an assumption which Astbury J made in regard to the
interpretation of the predecessor of s 20(1) of the Eng]ish Companies Act,. 1948.
) This emerges from the fo]]oWing.

2

= __

In the v1eW'of Astbury J the company was bound either by statute or by
contract and it was clear to him that it was "in this section that its

1. See 203 above et seq.
2. Namely s 16 of the Companies Act, 1862.
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ob]igetion was to be feund“ 1 1o reconcile the decisions to which he -
referred, some of wh1ch recognised an agreement between ‘the company and - »
the members, the others recognising on]y a contract in .the constitution
between the members inter-se, he considered that ' ‘general articles dealing
with the‘rights of members as such" should be treated as a statutory

agreement between them and the company, as well as between themselves inter s2.
Other articles, which were not general, and which purported to give rights to .
| members in some capacity other than that of member, could not 1in his view
be enforced against the company.l The view of Astbury J, therefore, is based
on an interpretation of the relevant section in the Companies Act. In his view,
the seétion permits the enforcement of general provisions in the articles, and
prohibits the enforcement of rights thereln conta1ned in some capacity other

~ than that of member.

whether s 16 of the English Companies Act, 1948 or its predecessbrs,

© read Titerally, supports this interpretation -is another matter.3 The
section says thet, subject'to the provisions of the act, the memorandum and
articles shall when registered bind the company and’its members thereof

to the same-extent as if they respectively had been signed and sealed by each
member and contained covenants on the part of each member to'observe all the
~ provisions of the memorandum and of the articles.

There is certainly no reference to genera11ty or capac1ty in th1s

" section. Nor is-there any qualification of the term member, such as one

- would expect to find.. For example the section does not describe the member
- 'in his capacity as such'. On the contrary, the section states that each -
member is bdund:to observe all the provisions of the constitution.

"It is submitted, therefdre, that a Titeral construction of the section
in question would seem to contradict the judgment in Hickman's case and cast
serious doubt on the validity of the outsider rule.

8.  Conclusion
.These criticisms, particularly the fact that the judgment is inconsistent
}w1th the re]evant section, suggest that the outsider rule requires to be re-
-considered by the courts. Their hand11ng of the matter in subsequent cases,
together with the.v1ewstor English academic writers will form the subject of

the next two chapters.

1. Hickman's case supra 897.

2. Ibid 903.
3. See Chapter 9 at 213- 218

arv—. e e st
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CHAPTER 9 - THE OUTSIDER RULE - THE ENGLISH CASES SUBSEQUENT TO HICKMAN'S CASE

o,

1; Introdﬁétébn

- The cases subsequent to H1ckman s case on the outs1der rule w111 be
dea]t with in the f0110w1ng manner. ’ ’

Firstly, there are_cases which, without reference to the outsider rule,
simply permit the enforcement by members of outsider rights embodied in the
constitution.

‘ "Secondly,'%heﬁe is one case which applied and enforced the outsider

. rule, and at the same time suggested the basis of a possible exception to the
rule, by way of permitting the enforcement of general r1ghts conta.ned in the
constitution and common to all the members .

Thirdly, there are two cases which, in another context, dea]'with_the
membekfs‘rights to have the affairs -of the company conducted according to the
_constitution. This has been interpreted, together with the case referred fo
. secondly above, as permitting the indirect enforcement of outsider rights by
‘members, qua members. ' ' '

-“Finally; there are cases which deal with the outsider rule in relation
" to the contract in the constitution between the membérs inter se.

2. . Two cases which enforced outsider rights

-These cases in fact continue a line of cases which began prior to
. Hickman's case.] The first case in this category is Hayes v Bristol Plant

Hire Ltd.2

In this éase thé p1aintiff, a member and a directof, raised two
complaints; firstly, he had been wrongly expelled from his office of director;
secondly, the defendants purported to fill the vacancy by appointing one of

them as director in his place. The defendants took a preliminary pbin;;;hatwj‘

1.  Pulbrook v Richmond Consolidated Mining Co (1878) 9 ChD 610;
e Bradford Banking Co v briags {1830) 12 AppCas 29

Boston Deep Sea Fishing.and Ice Co v Ansell (1888) 39 ChD 339;
Quin and Axtens Ltd v Salmon (€19091 AC 442 HL;

2. -C19572 1 A1l ER 685 ChD.
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: the p1a1nt1ff did not have ‘the requ1s1te propr1etary interest to seek the
relief claimed. | This was so, because, so it was contended, the .articles
did not confer any direct right to a stipulated amount of remuneration to

the directors.2 '

" In dealing with this preliminary point, Wynn-Parry J noted that

directors did not need to be shareholders under the articles in question but

that the plaintiff was both a shareholder and a director as was the 'case in

Pulbrook v Richmond Consolidated Mining Co.2  He rejected the attempted

dietjnctibn between the present case and the latter case, which rested on

the fact that in the latter case the director was necessarily a shareholder.

In his view, in the framework of the articles in the present case, if the

director was also a shareholder he was entitled to the same degree of

protection.4 What is more, in the present case the directors were entitled,

-in terms of the articles to such remuneration for their services as might

;have been agreed on, or determined by the company in genera] meeting. 5 This

was therefore a sufficient proprietary interest. The p1a1nt1ff was therefore
in a position to- ma1nta1n an action by himself in his own name. 6 Although

he was a director, he was "in the position of a shareho]der of a managing
partner in the affairs of the company" and he therefore had a right to receive
remuﬁeration for his services. ’ To contend that this was not a sufficient

. propr1etary ‘interest, wou]d be a den1a1 of Just1ce .The preliminary point was

3

s accord1ng1y d1sm1ssed
It is submitted -that the judgment is guite contrary to the outsider

rule.” Applying the rule o these facts, the director, who happened to be a
member, could not rely on the provisfons in the articles relating to director’s
remuneratien; since the rights embodied therein could only be granted to the
mehber in the capacity of an outsider. Furthermore, such rights were not of
general application since not every member was a director.” On either test,

1. Supra 686F-G. _ 5
2. Ihe point rests, of course, on the English 1aw doctrine of consideration.

$3. “"21878) 9 ChD: 610. . See Chapter 8 at 194-195.

4, Hayes v Br1sto] Plant Hire Ltd 19571 1 Ali ER 685 ChD 688D-E.
5.  Ibid 686H-I. |

6. Ibid 6871 to end of page.

7. 1bid 688E-G.
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the right wou]d be unenforceable under the outsider rule. "There could not,
therefbre, be a sufficient proprietary interest and the preliminary point
- would be upheld. The defendants would have won under the outsider rule, yet
they did,not’rely on it. S o .

'The second case is Richmond Gate Property Co Ltd Re. 1 The epp]icant
was a- member, and one of two joint managing directors, of a company. He was
appo1nted a managinj director under one of the company's art1c]es of association,
which provided that a mapaging director should receive such remuneration as the
directors may determine. The applicant did work for.the company as a managing
director. . On its winding-up he claimed remuneration for such work, although
there had been no ‘determination of ‘the board that the applicant should receive:
remuneration. Plowman J said: "The effect of art 9 of.the articles, coupled

" with art 108 in Table A, coup]ed with the fact that the appllcant was a

member of the company, in my Judgment, is that a contract exists between
himself and the company for payment to him of remuneration as managing
director... of -such amount as the directors.may de’cermi'ne."'2

Since there had been no such determination, he was entitled to no )
remuneration and since there was an express contract in regard thereto, any '
" quantum meruit was automatically excluded. Viewed from the perspective of

- the outsider rule, the following inference méy be drawn: had there been such -

a determ1nat1on there would have been a claim ar1s1ng out of the contract for
- payment of remuneration for services rendered as a managing director. Such
remuneration would, be unenforceable under the outsider rule since it would
have been a right granted in the capacity of an outsider and it would not
have'been a general right app]ic&b]e'é]ike to all shareholders. Seen in this
light, the case’is -quite contrary to the outsider rdle.3

Wedderburn, .in writing on the case, noted'that in the judgment the
importance of the express contract between the member as such and the company

1. '£19641 3 A1l ER 936 ChD.
2. _ Ibid 937F-H. (my delet1on)

3. - This is the view of Marshall Evans D: Quantum Meruit and the Manag1ng
' D1rector (1966) 29 MLR 608 at 611. See also Chapter 10 at 236.
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[

was stressed, as was the fact that both the member and the company were o
bound by the articles and s 20 of the Companies Act 1948.1 He noted h
that this argument ran counter to the outsider ru]e ;In his view, the

. claim in.question p1a1n1y concerned the plaintiff as a director and not ih4
his capacity as a member. He sought to explain the matter on the basis
that a shareholder had a personal right to have the company administered .

. according to the terms of the artic]es.2 . It weuld be more accurate, it is
submitted, to conclude that, in this case, ho'attention was paid to the
outsider r‘u]e.3 o . ‘ . .

.

i Marshall Evans has commented on the case and on Wedderburn's view of it.
In his opinion the view, that the articles were. an express contract between
'the applicant as mahaging director and the company, was untenable in the 11ght
of authority. > S 20 of the Companies Act, 1948 made the articles a contract
but only in respect of the gehera] regulations of the company applicable
alike to all shareholders. .Wedderburn'haa‘argeed convincingly in favour of an
indirect enforcement of such outsider rights as were in-issue, on the basis
that a member had a general right to see that the articles were observed.
Neverthe]ess the member could not enforce these outsicer r1ghts since the
-_art1c1es were not a contract between him and the company governing his outs1der
,rlghts directly. Therefore, the applicant had no .express contract with the
~company in the art1c1es govern1ng d1rect1y his position as managing d1rector

T It s subm1tted that Marshall Evans in effect supported the outsider -
rule, g1v1ng emphasis to the genera11ty test to the detriment of the. capac1ty
test and at the same time rejected Wedderburn's "convincing argument"” for the
indirect enforcement of. outsider rights contained in the constitution.

1. Wedderburn K-W : Contractual Rights under Articles of Association - an
Overlooked Pr1nc1‘1e ITTustrated (7965) 28 MLR 347 at 348. See Chapter 10
at 235. ,

| 2.  This raises the question of the 1nd1rect enforcement of outs1der r1ghts
See Chapter 10 at 235 .

"3 Marshal] Evans supra 612. See Chapter 10 at 235.
4, Marshall Evans D : Quantum Meruit and ther1anag1ng Director supra.

5. Ibid 611.  Marshall Evans used the words special rights instead of

' outsider rights. For the sake of consistency in this dissertation, the
words outsider r1gh+s have been substituted. It is clear from the
article under review that the meaning is the same. .
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‘Hayes' case and Richmond Gate's case, which enforced outsider rights,

are in accord with a line of cases preceding Hickman's case which were
1ncons1stent with the outsider rule. 1 As in the latter cases?, in neither
Hayes' case nor R1chmond Gate's case is there any reference to the outsider

" rule., It seems :hat had it been applied to these two cases there would have
been no enforceab’e contract between the member and the company. Astbury J
élearly stated in Hickman's case that outsider rights were not part of the
general regulations of the company, applicable alike to all shareholders. He
also stressed that such rights, if contained.in the articles, were unenforceable
as between the shareholder and the compan_y.2 - | ' ' '

N

3. A case which upheld the outsider rule

The case of Beattie v E and F Beattie Ltd was the first English reference
to and support for the outsider ru1e.3 This conclusion is clear, having egard
to the view expressed by the judge in this case.4 He said, "the contractual
force given to the articles of association by the section is Timited to such
prov1s1ons of the art1c1es as apply to the re]at1onsh1p of. members in the1r

capacity as members

It s submitted that there is no room in this doctrine for the view
that a member, in his capacity as such, is entitled to contract in the '
~articles in respect of his right to be a director, or to participate in the
* management of the company, or a host of other matters germane to his membersn1p,
_but which are, strictly speak1ng, outsider rights.

 ' The facts of theAcase, briefly, were as fo]iows: The plaintiff, a
director and member holding a substantial but minority shareholding of a
company, brought a representative-action against the defendant company and
against 'a fellow director and a substantial sharéholder,a]]eging that the
latter had a director committed certain irregularities. The defendant applied
to have the action referred to arbitration relying on an article to-.the effect
that any dispute between inter alia a member and the company should be so
referred. : ’

1. Pulbrook v Richmond Consolidated Mining Co (1878) 9.ChD 610
Boston Deep Sea Fishing and [ce Co v Ansell (1888) 39 ChD 339
Salmon v Quin and Axtens Ltd C19087 T ChD 311; £19091 AC 442 HL
Bradford Banking Co v Briggs (13 86) 12 AppCas 29.-

2. - Hickman v Kent or Romney Sheepbreeders Association €19153 1 ChD 881 at 897.
3. £19383 3 A1l ER 214 CA.
4. Ibid 218B-C.
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The court noted that the c1a1ms aga1nst the director were made against
h1m in his capacity as such and that the defendant opposed the referral to
arb1trat1on, on the ground inter.alia that the article in question did not
cover the'disputant who héppehed to be a member but was disputing in his
capacity as a diructor.] The defendant contended that a member was a member
énd that there was no distinction between his capacity as a membeE and his
"Eapacity as an individual; that in any event he was‘seeking to enforce a
right as a member and not as a director; and that he had a right as a member
to insist that the dispute go to arbitration, it being quite immaterial that
the member demanding arbitration was himself the member involved in the
di’sp[:te.2 ‘The court rejected these contentions on the basis that the
director in question had to point to a written agreement of submission 1n'the
-articles themselves and to do so, had to rely on s 20 of the Companies Act,
1948 in order to give the articles contractual _force.3 The article in question .
- -provided that the dispute between the company and the member be referred to i
arbitration.* '

B

However, s 20 had the effect of limiting the contractua] force of- th°
art1c1es to provisions which app]y to the relations of members in their
: capac1ty as members.sf’ The real matter was a d1spute between the company
and the director in his capacity as such. In réferring that dispute to
“arbitration, he was not seeking fp enforce a right conmon to himself and all

was a party referred to arbitration.6 The two rights were perfectly distinct

and quite dﬁfferent.7 The one was the general right of a member to refer .

1. Ibidem.

2. Ibid 218.
3. Ibid 217D-E.
4. Ibid 217H.

- 5. - “Ibid 218-C.
6. Ibid 218H.

7. - Ibid 219F-G..
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disputes to arbitration. The other was the right, which the director
. involved in the dispute was seeking ‘to enforce. - The latter right was gua

: director‘énd-therefore,was unenforceable, since it had no contqactda] force
following Hickman's case. ' In the result, the article read with s 20 did not
- constitute an agreement between the company.and the director in his capacity
as.a director, even though he was a member of- the company.? There was

therefore no writtea submission to arbitration and the defendant failed.

On the other hand the judgment in the case clearly recognised the
poss1b1]1ty that in a dispute between the company and a director, any member
would be ent1t1ed to call on the company, in terms of its contract with the
member in the articles, to refer the dispute to arbitration. 2 That was the
right and the only right common to all the members under this article. This
is obviously a reference to Hickman's case, in particular to the statement by
Astbury J that articles are enforceable which regulate the rights and oblig:tions
of the members generally. 3 Then the judge in Beattie"s case said: "If that
were the ‘right which the appe]]ants were seeking to exercise, there might be
something to be said for 'that argument uf

~ Wedderburn has relied on these remarks by the judge in Beattie's case
to support his view that a member could compel the company not to'depart from
the contract with him under the articles, even if that meant indirectly the
enfercement of "outsider rights vested either in third parties or in himself,
? so long as, but on1y so long.as, he sued qua member and not qua outsider. >
~This v1ew is 1ncons1stent with the rule in Hickman's case, in terms of wh1ch
the r1ght conferred in the article is the test of its enforceability and not
the Tocus standi of theht1gant.6 '

1. Ibidem.
2. Ibid 218H-215D. . : : .
3.  Hickman v Kent or Romney Marsh Sheepbreeders Association £19151 1 ChD

881 at 900. ‘
4. Beattie's case supra 219A. The judge also said that enforcement of such
: a right would present great difficulty being a matter involving the

“internal management of the company (219C-D). The better view seems, .3-

" however, to be that Such rights are personal to the member and therefore
outside the ambit of the rule in Foss v Harbottle. "See Chapter 7 particular:
. at 164 and 169-170 and the references therzin to “edderburn‘s views.
5. Wedderburn K W : Shareholders' Rights and the Rule in Foss v Harbottle (1957)
- CLJ.194 at-213. - :

6. - Hickman's case supra 897 and 900.
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Neverthe]eés, according to the obiter dicta in Beattie's case mentioned

' above,'this Jjudgment is authorijty for' Wedderburn's proposition, thereby providing
_the basis’ for an exception to the outsider rule. On the other hand Beattie's .
case upholds the outSider-ru]e and in doing so points directly to the problem
inherent in it. This is the strange contradict on that a member can as such

have a say in the nanacement of & company,as was the position in Salmon's

case 1 " He can even demand that a dispute between the company and one of its
directors be referred under the articles to arbitration. However, if he
happened to be the director in question, he would be required, in formulating
this demand, to avoid the pitfdl] that he éppeared to be acting qua director

and not gggimember. He would be required to show, not only that he was acting
qua member, but that he was seeking to enforce rights common to himself and all
the other mem’bers.2 A]ternative]y; he would be driven to rely on another
agréement’with the company outside the articles. '

4, Two cases on the conduct of the affa1rs of a company in terms of its
constitution '

The dilemna referred to above is that a member can have a say in the
manégementAof-a.EOmpany and demand that its affairs be conducted in terms
.0f the constitution, but he cannot enforce his own rights under the
cohstitutipn, if they happen to be outsider rights, unless he formulates
his claim qua member and not ggg'direéfor. This dilemma arises in dealing
" with the outsider rule. It did not arise in regard to a petition for relief
against oppression; e ) '

, The case of Harmer (HR) Ltd Re dealt with-s 210 of the English
Companies Act, 1948.'3 " Neverthéless it contained statements of company law

4

Harmer senior, haVing founded and run a highly successful business, incorporated-
it and gave shares .in the company to his sons. At the time of the action they.

1. Salmon v Quin and Axtens Ltd £19091 1 CHD-3]1;‘E190§3 AC 442 HL.
2. . Beattie's case supra 218H.
: 3.*“*~f1958] 3 AN ER 689 CA.

4. wedderburn KW : 0ppress1on of Minority (1959) CLJ 37 at 40.
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.o

held about 4000 A shares and the father held 1000 A shafes. The holders of

these A shares were entitled to the residue of the profits. Certain B shares .

carried all the votes. The.fathef'he]d nearly 800‘8 shares, and the sons held
100 B shares. The.sons aﬁd_the father were directors for life and the father
was the chairman of the board with & casting vole. Harmer senior, however,
continued to run the company alone, as if nothirg had changed. He assumed
- powers he did not possess, ignored the decisions Jof the board of directors
and asserted throughout the matter that he had'full power to do as he pleased
. while he had voting control. He dismissed employees, co-opted "safe"
directors to the board, prohibited board meetings, negotiated sales and
vetoed ]eases.]' The sons objected to his "autocratic interfefence" and fhe
couft had no difficulty in confirming; on appeal, .an order under s 210
- .restraining the father from continuing his course of conduct.2 ~ There was
undoubted]y oppvassion within s 210, even though the father was unconscicus
. of the fact_énd had no motive other than fah overwhelming desire for power
and not with a view to his own pecuniary advantage."3

However, for present purposes, the significance of the case lies in one
of the afguménts advanced for the_sons. . It was contended that the -sons had
. been oppressed; if at all, only as directors, not as'members.4 Jenkins L J
proceeded to deal with this argument on the basis that the oppression complained
-of had to be ;omp]ained of by a member of the company and had to be oppréssion
- of some part of the members (including himself) in their or his capacity as .
members or a member of the éompany as such.5 The judge found that the sons,
as members and not merely as directors, were oppressed by the singular conduct
of their father.6 There might well be oppression frem thé point of.view of
méhbef—directors'where"a majority shareholder proceeds, on the strength of his
‘control, to act contrary to fhe decisions of, or without the authority of the
duly constituted board of directors of the company.7 He also said that if the

- 1. -Harmer (HR) Ltd Re supra-709.
2. Ibid 710F.

3. . Ibid 704E.

4,  Ibid 703].
5. Ibid 698F.
6
7

~ Ibid 703I.
. Ibid 704A.
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majority dispensed with the proper procedures and simply insisted on this

_ or that being done, his conduct was oppressive because it deprived the
'_'m1nor1ty of their right as members of the company “to have its- affa1rs
conducted in accordance with its articles of assoc1at1on" 1

As far as the outsider rule is chcerned, this case clearly illustrated
that a member who is a director and who is preverted from functioning as a
director,may nevertheless be aggrieved qua member and not simply gua director.
In Tine with other cases, it ‘upheld the member's r1ght to participate in
management 2
x'Wedderburh'says that the member had a general contractual right to have
the art1c1es observed by the company and that this right extended to the
enforcement of outsider rights. However, in enforcing this right the member
had to make out nis case as a member and might not appear in thé capacity of
"outsider". 3 The need to make out a case as a member and not as an outsider

1s, 1t is subm1tted, 111ustrated by the f011ow1ng case.

In Lundie Brothers Ltd Re the relief sought was a petition for relief
4 The company was a small

_under s 210 of thé English Companies Act, 1948.
printing company which the petitioner joined as a part-time working directbr.
-In due course he became a permanent director on a part-time pasis, and
chairman of the board. Later he became a shareholder, holding one third of

* the vot1ng shares and half of the shares carrying dividend rights. 5 There
“was in substance a partnersh1p between the three shareholders of the company
at the time, each being a working director.

Subsequent]y‘he was ousted as chairman and then it was made plain that
his services as a workiﬁg director were no longer required and by resolutions
passed, his services were term1nated Later he was removed as a signatoky on
the company's cheques. 6 | '

1. Ibid 704F G. See also the remarks of Romer L J at 706F-G, ‘

2. . Quin and Axtens Ltd v Salmon £19097 AC 442 HL T

~ Pulbrook v Richmond Consolidated Mining Co (1878) 9 ChD 610 = == 3>
“ Hayes v Bristol Plant Hire . Ltd C19573 1 AT1 ER 685 ChD

- Richmond Gate Property’Co‘Ltd’ Re £19641 3 A1l ER 936 ChD.

Wedderburn supra 40.

C19651 2 A1l ER 692 ChD:
" Ibid 695. '
. Ibidem.
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- The petitioner's main grievance was that he was ousted as a working
director.  That, said Plowman J in giving judgment in the case, had nothing
to do with his status as a shareholder at all. 1 In the result the petitioner )
fa1]ed to make out a case for relief under s 210. 2 .

"‘; . It might be argued that cases, such as these two, which arose under

_ s 210, are not relazsant in a discussion on the outsider rule, or for that
matter on the concept of the contract in the constitution. The answer, is

‘ 1t is subm1tted as follows : ' .

‘ ) First]y, the relief sought under s 210 is, as Wedderburn points out, an

3 In other words

“action arising out of a breach of contract by the company.
s 210 prov1des a means for the enforcement of the contract contained in the

constitution.

Secondly, the breach consists of the failure by the majority to conduct
the affairs of the company according to the articles and according to the
degree of probity required of the majority.4

.- Thirdly, the scope of that contract is affected by the outsider rule,
in the sense that, according to 1t rights given in the articles in some
capac1ty other than that-of member are not enforceab]e

.- If therefore, in the course of adjudicating on s 210 and thereby on the
hscope of the contract contained in the articles, the courts uphold "outsideh"
rights_given to the members, th?é;tbuches on the very issue raised by the-
outsider rule. If, unfortunately, the attention of the court was not drawn
~ to Hickman's case, this certainly detracts from the value of the case in
regard to the outsider rule. Nevertheless’ these two re]ated pr0pos1t1ons
‘are juxtaposed and’ fa]] to be reconciled, if poss1b1e Thuss in Harmer's
~case a right given to members to participate in the management as part of the
"_general\regulations was upheld. This.serves to re-define the outsider rule
- and to limit its meaning accordingly. It seems. to be for this reason that

1. -Ibid 6998-C.

2. Ibid 699H. . . |
3.  Wedderburn.K W : Oppression of Minority supra 41.
4 Harmer (H R) Ltd -~ Re supra 701A-C..
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: wedderburn considered that such a result demanded a re-appraisal of many - §2

.ear11er cases, including Hickman's case. Of course, Lundie's case raises

the question as to when the member who -has been ousted as a director is
affected-in his s*atus as a.member and when he is not. It would appear that,
in removing the petitioner, the majority were acting within their rights as
prescribed by the articles. In other words, they were conducting'the affairs

- of the company in terms of the contract contained in the .constitution. The

member cou]d,'therefore, have no complaint.. Plowman J did not, however, put

the matter in this way. He said that the petitioner's grievance,-that he was
ousted -as a working director, had nothing to do with his status as a shareholder. !
This leaves the question, of enforc1ng his r1ght qua member to participate in the
management, somewhat in the air. ‘

5. Cases on the outsider rule in relation to the contract between the

members inter se

It has already been submitted that the constitution, in addition to

‘being a contract béetween the company and the members, is also a contract

between the members inter se. 2 One case which dealt with this proposition

. also touched on the outsider rule in relation to such a contract. The case

" is London Sack and Bag Co Ltd v Dixon and Lugton-Ltd. 3 It was there-stated
- that while s 20 regulated the legal relations of shareholders in the same

~ way as a contract, yet the statutory result might not be to constitute a

contract between- them about rights of action created entirely outside the
company relationship, such as tradihg transactions between members.4~ This
suggests that there is a distinction in principle between articles intended
to be for company law purposes and other articles. Such a distinction is

“‘novel and by no means elucidated in the judgment. Nevertheless it is not.

unlike the distinction found in the outsider rule between rights given qua
members and rights given qua outsiders.5 In fact the proposition mentioned
above, that the contract between the members does not extend beyond the

Ibid 699 B-C.

See Chapter 3 at 51.

£19431 2 A1T ER 763 CA.

Ibid 765F-G. See Chapter 3 at 39-40.

Hickman v Kent or Romney. Marsh Sheepbreeders' Association E1915] 1 ChD
831 at 900. . .
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company relationship, was stated as a response by the judge in the case to
to the coritention by counsel that s 20 created a contract'betwqen the
members of a company inter se and the reliance by counsel on Hickman's

" case, inter alia, és authority for this prbposition.] The Jjudge was not
sag{sfied that counsel had interpreted this decision correct]y.2 Its
effect might well be, he said, to 1imit the contract betweén the members

to the company re]ationship.? :

That the constitution is a contract between members inter se, was

4

finally 'decided in Rayfield v Hands.” The case has been fully canvassed

5

It will be recalled that the judge'cohfirméd the existence of

a]reédy.
. 6

the contract in the constitution between the members inter se. In doing

so,‘the’judge relied on what he called the comprehensive review of the
earlier authorities by Astbury J in Hickman-'s_case.7 Accordingly he
he found that the articles were simply a contract between the members

8

inter se in respect of their rights as shareholders. Taken Titerally.

this judgment did not deal with the outsider rule at all. - The judgment

rested on the finding that the article was binding, on members gqua members

- and not qua d1rectors 9

However, this flnd1ng has been criticised by Wedderburn who is of

the’ op1n1on that the obligation rested on the directors, qua.directors

" and not qua members and was therefore, unenforceable under the outsider rule. 10

Gower was at first inclined to follow this cr1t1c1sm n However, he later

adopted the view that the article selected a category of members, namely those

who were d1rectors 12

1. London Sack's case supra 765E-F.

2. Ibidem F.

3. Ibidem F-G.

4. 'C19581 2 A1) ER 194 ChD.

5. ‘ See Chapter 3 at 30 et seq. . . '

6. - Rayfield v Hands supra'198A and C. SR
7

‘7. Ibid 198F-G.. See Chapter 3 at 42. In regard to Hickman's case
see Chapter 8 at 176 et seq. ’

. Ibid 198G-H.
9. Ibid 198A. . See Chaptgf 3 at 50 .et segq.

10. . Wedderburn K W : Effect of Articles as a Contract-remedy against Directors
(1958) CLJ 148,

11. Gower L C B : The Contractual Effect of Art1c1es of Assoc1at10n (1958) -
.21 MLR 401(the first note). s

12, Gower LCB: R_xf1o1d v Hands - A Postscr1pt and a Dn;p of Scotch (1958)
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Despite ‘this slight difference of opinion, it is clearly the view of
both Wedderburn and Gower that the outeider rule applies to the contract
contained'in the constitution as between the members inter se. ! It has
been submitted that this was probably the view of Astbury J hav1ng regard

to his judgment in H1ckman s case.

6J< A judicia] comment From Australia on the outsider rule .

Although the outsider rule in other jurisdictions which tend to follow
English Company law, such as Australia, New Zealand and Canada, are beyond
the present scope, a case from Australia contains an important criticism of. :
the outsider rule. The case is Australian Coal and Shale Employees - '

Federation v Smith.3 In a Timited company, whose shares were held by

ihddstrial‘organisations and by individuals, the board of directors consisted "
of eight members. Of thése the four most serior in office~were required to
retire.at the annual general meeting but were eligible for re-election. The
company's articles prescribed a special method for the election of directors
whereby votes were counted before the general meeting and the result was
declared at thatimeeting. It’was'a11eged that the secretary had incorrectly. .
counted certain votes and had incorrectly refused to ‘count other votes. As
a result the true result of the poll did not emerge. Appropriate declarations
were sought to ensure such result and to restrain the. 1nfr1ngement of the rights-
f the shareholders of the company )

The p1a1nt1ffs were some of the shareho]ders who ™ purported to sue cn
" behalf of -themselves and all other shareho]ders in the company,4 except- the
defendants and the company . Y -

o

The point taken on behalf of the-defendants was that it was necessary to have L
‘ ' 5

all the shareholders before the court either actua]]y or through representatives.:
‘ _The matter was f1rst approached by the court .in terms of the rule in

. Foss v Harbott]e A]though as a general rule on]y the company could sue if
a wrong was done to the company. However if the wrongdoers controlled the

e

Wedderburn ‘supra 150. - Gower, the first note supra 401.
. See ‘Chapter 3 at 205-207. ‘

(1937) 38 SR NSW 48.

. Ibid 52.

Ibid 53..
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7

company, an individual shareholder suing on behalf of himself and all .2
other shareholders except the defendant might sue to remedy the wrong.]

Ther the court reaséned that under the relevant section of the New
South Wales Comparnies Act, 1936 the memorandum and articles were a contract
-binding the compary and its members. As a result a breach of the articles
»Qas'both a wrong to. the company and also a wrong by the company in the nature
of a breach of a shareholder's right to have‘the articles observed by the
company.2 S _ . '

¥
N Cbnsequent]y if a person who was entit]ed to act as director of the
company was unlawfully prevented from.acting this was a wrong both to the"
company and to. the director. ' A

In spite of the rule in Foss v Harbottle,.said the judgé, if the cohpany
" permitted an unqualified person to act as-a director its condu 't might
constitute a breach by the company of its obligation to its shareholders to
abide by the articles.’ . |

“This would entitle the shareholder to bring an action against the

- company arising out of this breach.” However,.such an actionAby the shareholder
faced another difficulty - that created by the outsider rule which extended

to a right to act as a director. No right purported to be given by the
*-artitles to a person in any .other capacity than that of member could be
.enforced'against'the company, including the right to act as director.

The judge then proceeded to criticise the rule in the folTowing terms:

'4"Both-upon principle and upon authority, I see no reason why a member who, by
virtue of the articles and of things done thereunder, is also a director,
cannot as against the company, at any rate while_it is a going concern,

~ insist on his right to act as a,-director."4
. Ibid 54, B
. Ibid 55.
Ibid 57.
. Ibidem.

W N -
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1 The judge was

Dne of the authorities quoted was Pulbrook's case.
further of the opinion. that there was no reason why a sharehola»r (presumably
act1ng qua member) could not insist that a person entitled to act under the

‘ art1c1es as a director, shou]d not be prevented from act1ng as a director,
-wand that the compiny should not employ someone as a director who was -not

./ént1tled to be one,. 2’

It fol]owed that, as the plaintiffs were suing the shareholders, to
enforce individual rights which were conferred on them by the articles
severa]ly and not ‘jointly, there was therefore no need to join all the members.
In addition, the p]dintiffs purported to sue on beha]f'of all shareholders
except the defendants. Furthermore, the company as a party was regarded as

suff1c1ent1y represent1ng all shareholders who were not part1es to the action. 3

The point taken by the defendants was-therefore overru]ed. It is
submitted that the judgment is to be we]comed, It clearly and on principle
rejected the outsider rule, recognising the historical truth that provision
for the appointment of directors was one of the-essential features of the o1d

- deed of settlement ¥ and has a]waysAbeen treated by statute as a matter to be
provided by the articles.® - ' ‘ '

On the other hand the outsider rule precludes the member from enforc1ng

"h1s own right to be a director. In this case the issue was whether a
shareholder could compel the company to abide by the articles in appointing _'
its directors. The question therefore was whether a member had a general '
right to enforce. the articles. Had the person who was precluded from being
a director, also been the plaintiff-member, then the question would have been

,_whether the member's right to have the art]c]es observed prevailed, even if
it 1nv01ved the 1nd1rect enforcement of an outsider right. 6

1. Ibﬁd 57.  See Chapter 8 at ]94 195.
'v2. . Ibid 57-58.. ‘ :
3. Ibid 59-60; = a
4.  1Ibid 57. .
5. Ibid 57. . -
6. Further attention is given to the possibility of an indirect enforcement

~of outsider rights in Chapter 10-at 235.
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7. A conclusion on the cases subsequent to Hickman's case

The emergence of cases, poles apart from each other, is apparent from
a survey of the Eng]1sh cases, both before and subsequent to Hickman's case.

0f the cases subsequent thereto, "two 1gnore and' contradict the outsider
ru]e entirely. They are Hayes' caseland Richmond Gate's case. “In both
“these cases the plaintiff, being a member, sought relief under the contract
in the articles, in respect of his position as a director; in the former
because he was expelled from office as a director; in the latter because he
claimed remuneration. In both it was held that where the director was a

member he was entitled to rely on the articles. This clearly contradicts the
3

rule in Hickman's case,

In contrad1st1nct10n Beatt1e s case, on the other hand, refers to and
'upho1ds the outsider rule. 4 The judgment in Beattie's case in effect
precludes the enforcement of certain rights flowing out of the contract in the
constitution and upholds others. In doing so it is consistent with the
Orthodox formu]ation of the outsider rule.

;

It woqu however, be an error to conc]ude that the effect of Beattie's
case and of Hickman's case for that. matter is to divide the member and his
jnténtions into two: one as a member and the other in his private capacity
- or some other capac1ty, such as a director. In fact, 1nstead of looking at’
the member, the outsider rule,- -in 1ts orthodox formulat1on, looks at the
provisions of the art1c]es, d1v1d1ng them into those articles which create
outsider rights and ob]lgatlons,and which are accordingly unenforceable, and
those articles giving rights and creating obligations to the member gua
member which are enforceable, as forming part of the general regulations of the-
company applicable alike to all shareho]ders.5 . It has already been submitted

.1. N Hayes'v Bristol Plant Hire Ltd £19571 1 A1] ER_685'ChD.
- 2. Richmond Gate Property Co Ltd Re [19643 3 A1l ER 936 ChD.

3. - Hickman v Kent or Romney Marsh Sheegpreeders Association 19151 1 ChD 881
“—at 897 and 900.

4. Beattie v E and F Beatt1e Ltd []9383 3 A]] ER 214 CA.
5. Hickman's .case 897.
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that, whether the test rests on the rlght or on the member, it unavo1dab1y
turns to the other of these two tests, 1eaV1ng a vo]at11e and unsatisfactory: %
-cr'1ter‘1on..l The quest1on, theréfore, which arises from Beattie's case is '
how to determine when a r1ght is ‘an outs1der right and when it is an

enforceab]e membersh1p right.

- Another case which causes difficulty in relation to the outsider rule
2 : )

"is Harmer's case.

The effect of this case is that a member may enforce his personal right
to have the articles observed by the company. The result is that a member
may indirectly enforce an outsider right in the process of enforcing his
contractual rights as a member. This -is 1n essence Wedderburn's theory of
indirect enforcement of outsider rights. 3 '

The overail result of these cases is, it is submitted, to raise
"difficnlties in regard to the principle underlying the outsider rule and its
accurate formulation, particularly having regard to the.uncertainty which
the conflicting judgments have generated. |

"0n the other hand, the member's personal right to have the affairs of
'the_company conducted'according to the constitution is covered by the

- statement of Astbury J in Hickman's case, that articles regulating the rights
andpobligations of the members generally as such do create rights and’
-‘ob]igations between them and the company respectively.4 It would seem that,
in enforcing his general rights as a member, the member may enforce an
outsider right. . This is undoubtedly an area of uncertainty.

There is the difficu]ty of discerning a basis for reconciling Hayes' case

and Richmond Gate's case - which did not recognise the outsider rule - with
5.

Hickman's case and'Beattie's case.

Furthermore the scope of the outsider rule is uncerta1n although. it
seems reasonab]y clear that the outsider rule has been held to encompass the

-~

" See Chapter 8 at 208, ,
Harmer (H R) Ltd Re [1958] 3 A]] ER 689 CA.

See Chapter 10 at 235,
Hickman's case supra 900.

. Hayes v Bristol Plant Hire Ltd £19571 1 All ER 685 ChD.

- Richmond Gate Property Co Ltd Re £19641 3 A1l ER 936 ChD.
Hickman v Kent or Romney Marsh Sheepbreeders’' Association £19511 1 ChD 881.
Beattie v E and F Beattie Ltd’t19§8] 3 ATT ER 214 CA.
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. contract contained in the constitution between the members inter se.

P
N

Before attémpting to. deal with these éspects, it is proposed. to

. examine the views of English academic writers on the subject. Then a general
assessment of the outsider rule in English law «will be essayed. Thereafter,.
the outsider rule in South African cases and academic writings will be
reviewed and an attempt made, by way of conclusicn, to assess cr1t1ca1]y the
outsider rule in South African law.
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CHAPTER 10 - - ' THE ENGLISH ACADEMIC VIEWPOINT ON THE OUTSIDER RULE

Introduction

It has been noted'that the outsider rule seeks to inhibit the

contractua] effect of the const1tutaon That this is so, is reflected in

the views of all Engl1sh academ1c writers, ' :

For examp]e Gower stated that the "the memorandum and articles have no

d1rect contractual effect in so far as they purport to confer rights or

ob11gat1ons ‘on a member otherwise than in his capacity of a member".

Pennington.

U This

view was repeated in both subsequent editions.2 This was also the view of

3 4

In support thereof Pennington relied on Hickman's case.

Halsbury; Palmer, Gore-Browne and Marshall Evans all adopted the same point of

)
- view.

On fhe other hand, Goldberg offered a nove] twist to.the matter.s A

- ;membef he said, had no right to enforce a. right or power bestowed by the

: const1tut1on on a person otherw1se than in his .capacity as a member of the
'  company, whether or not that person was in fact a member, unless the enforcement

of that latter power or right was 1nc1denta1 to the enforcement of the member's

contractual right to have the company's affairs conducted by the appropriate

organ ‘of the company spec1f1ed in the Companles Act 1948 or in the memorandum

and articles. 6

-

1.

(1958) 21 MLR 657-658.

Gower L-C B : The Pr1nc1p1es of Modern Conpany Law (First Edition London 13854)
252. 2 o

Gower L C'B : Modérn‘cdmpah}'Law (Second Edition London 1957) 263 and (Third

_Edition London T969) 263; The Contractual Effect of Articles of Association

(1958) 21 MLR-401 and Rayf1e1d v Hands - A Postscript and a Drop of Scotch ..

Pennington 52.

Ibidem.” Hickman v Kent or Romney Marsh Sheepbreeders Association 19153 1
ChD 881 at 897. ' :

Ha]sbury Vol 7 par 117. -Palmer 130; Gore-Browne 51 and 786;
Marshall Evans D': Quantum Meruit and the Managing Director (1966) 29 MLR- 608.

‘Go?éﬁerg G D :.The Enforcement of Outsider Rights under Section 20(1) of the

Qompanies Act 1948 (1972) 35 LR 362. -1t is pronosed to deal with his theory
in deta11.as a separate aspect of the Englisn academic viewpoint on the C
outsider rule. See be]ou at 238 et seq.
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- ) N . . . . "":‘
.Wedderburn expressed the opinion that it was abundantly clear that the

articles constituted a contract between the company and each member, in his

' - capacity as member;] However, he_propounded a thédry permitting the indirect

Aenforcement'bf outsider rights, as an exception to the outsider rule.?

It may be said, therefore, that thé English academic writers unanimously
'accépt the view tha% the contractual effect of the constitution is limited by
the outsider rule, s¢ that it is only b1nd1ng to the extent that it affects

members in the1r capac1ty as such. '

2. The - meaning of s 20(1) of the English Companies Act, 1948

‘It has been submitted that underlying the view 6f Astbury J on the
contractual effect of the constitution was his interpretation of s 20(1),
namely that the section permits the enforcement of general provisions in
the articles, and prohibits the enforcement of rights therein contained in
some capacit} other than that of a member.S

" In regard to this, EQEEE stated that it was settled as an overriding-
principle, that this section gave the memorandum and articles contractual
- effect only in so far as they conférred rights or obligations on the member
in his capacity as membér. This was true of the contract between him and
his fellow members, as it was of his contract with the company.4 ‘ Ha]sbury,
Gore- Brgwne and Palmer expressed the same point of view. 2 - Wedderburn also
did so.

However, his theory of 1nd1rect enforcement of outsider rights

‘would seem to require a different 1nterpretat1on of this sect1on.7 Goldberg;

>

1. " Wedderburn KW : Shareho1ders‘ Rights and the Rule in Foss v Harbottle (1957)

CLJ 194 at 208.
2. - Ibid 212. See.also Wedderburn K W : Contractual Rights under Articles of

~ Association - an Overlooked Principle IlTustrated (1965) 28 MLR 347,
Gower 264 (Wedderburn was a co-author of Gower). .It is proposed to deal
with Wedderburn's theory referred to above as a separate aspect of the

outsider rule.
3. See-Chapter 8 at 209-210. See also Chaptér 9 at 213-218.

4. Gower 263. Gower L C B : The Contractua] Effect of Articles of Association

{T958) 21 MLR 401,
5. Halsbury Vol 7 pars 116-117;  Gore-Browne 50-51;  Palmer 130.

6. Wedderburn K W : Shareholders' Rights and the Ru]e in Foss v Harbottle (1957)

CLJ 194 at 208 and’ZTO Gover 263.
7. See below at 235 et seq.
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in putting forward this theory of the enforcement of outsider rights,
recognised that one of the questions was the eifect of this section. !

o Neverthe]ess, in his view the only legally enforceable ob]1gat1ons 1mposed

by virtue of this section were imposed on members of the company QJa
members and not qua solicitor, director or any other outsider. 2 As w1th
'iWedderburn S theory, it would seem .to requ1re a d1fferent 1nterpretat1on
of this section.

Pennington, on the other hand, stated that, read literally this section
appeared to create a contract between the company and its members to observe

all the provisions of the memorandum and articles, whatever theymight relate to.

However, he noted that this section has been construed to create a contract
only in respect of the rights and duties of members as such, so that if the

' memorandum and articles provided fqr other matters, those provisiohs did not
--form part of the contract.. ' It will be submitted that such an interpretation
of this section is in conflict with the literal meaning of the statute.’

. Suffice it to say that apart from a reservation expressed by Pennington,
the English academic writers unanimously have accepted the interpretation of .
this éection under]ying the judgment of Astbury J in Hickman's case, namely
that it gives the constitution contractual effect only in so far as it conveys
r1ghts and ob11gat1ons on the member in his capacity as such

3. }The outSider rule and the contract in the constitution between the members

Jdnter se

It has been submitted that, from the tenor of his judgment, Astbury J

might have app11ed.the outs1der rule to the. contract contained 1n the articles

between the members inter-se. 6

1. Goldberg G D The Enforcement of Outsider Rights under Ject1on 20 (1)
of the Conpan1es Act 1948 (1972) 35 MLR 362 at 364.

2 Ibid 373.
: 3. See below at 238.

.~ Pennington 55.
5. See Chapter 9 at 213-218.
6. See Chapter 8 at 207.

4



233.
' In Gower's view while the memorandum and articles were a contract between
the members inter se, this could only be the case in so far as this contract
affected members in their capacity as members, and this was true also of the
1 3 ‘
and

contract between the members inter se. Ha]sburyz, Pennington

. Wedderburn4 have expressed the same view.

" 4. The Eley cases® : a : :

Astbury J took the view that the Eley cases purported to give specific
contractual rights to persons in some capacity other than that of shareholder.
It was his attempt to reconcile this with other cases, that Jed to his formu]at1on

6

of the outsider rule. 7

.There .can be 1ittle doubt that the learned judge's view of the Eley cases
has béen acéepted without question in English law and, in particular, by English
academic writers. o

Thus Gower .relied on Eley's case as-support for the view that if an
article provided that someone be the company's solicitor, he could not rely
d1rect1y on that as a contract to enforce his r1ght to be the solicitor, even
if he was1n fact also a menber, for the article concerred him in his capacity
as an’ outs1der, not as a member.8 ‘This was also the view of Palmer, Gore-Browne

and Penningto-n.9

1. Gower L C B : The Contractual Effect of Articles of.Association (1958)‘2f MLR

401 and 403.
_ _ ¢ Modern Company Law (Second Edition London ]957) 254 Gower 263.

2. ~Ha]sbury Vol. 7 par 17,
- 3. Pennington 55.

.4," Wedderburn K W : Shareholders' Rights and the Rule in Foss v Harbottle (1957)
- ' " CLJ 194 at 208. )
Effect of Articles as a Contract-remedy aga1nst D1rectors

- (1958) CLJ 148 et seq; Gower 263.

5. Reference has been made to the Eley cases in Chapter 8 at 177 and 179- 184
. The Eley cases are the following: .

Tavarone Mining Co Re, Pritchard's Case (1873) 8 ChApp 956;

‘MeThado v Porto Alegre Rail Co (1874) LR 9 CP-503;

Eley v Positive Government Security Life Assurance Co (1876) 1 ExD 20 and 88;
Browne v La Trinidad (1887) 37 ChD T.

6. Hickman v Kent or Romney Marsh Sheepbreeders Association r19157 1 ChD 881
- at 902, 4

7. See Chapter 8 at 206.
Gower 263. o
9. Palmer 14.10; Gore-Browne 51; Penriington 56.

-
=
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/ are no more than an agreement between the members inter se.

-

234.

/. Marshall Evans held the same view of the import of both Eley's case :
_ 0 4 . =18

L/ It has'béen submitted fhat the Eley cases merely decided that the articles

2 This is not the

view.of the English academic writers, who have adopted the view of Astbury J,
namely that in these cases contractual rights were gmven to persons in some
capacity other than that of shareho]ders.3

5. Public policy under1ying the_outsider rule

Tﬁere is no sign in the judgmenf of Astbury J of -any consideration of .
public policy as a reason for formu]atiﬁg the outsider rule.  Instead the
basis seems to have been the necessity to reconcile two lines of cases.4

“In only phe of the English academic writings is there any attempt to
juétify the outsider rule on grounds of pub]fc policy. In Goldberg's view
the gouft‘s restriction on the enforcement of outsider rights was warranted
in commefcja]_]ife.s He equated the controllers of a company, be they'dfrectors
or the majority of shareholders in general meeting, with trustees in regard to
the performance. of their duties. It was inconsistent with the éppointment of
a trustee that the testator should give to some other person an irrevocable
officé of agent, receiver or manager. The Taw relating to trustees frequently

"afforded assistance in regard .to companies.

It is submitted that Goldberg's analogy with trustees is obscure. If it.'
relates-to their fiduciary duties, then a distinction is to be drawn between
directors and majority shéreho]ders. The former are not parties to the
Con;titdtion, although obviously they have fiduciary duties. The latter, while
being parties to the'constitution, are entitled to vote on selfish criteria,-

" subject only to the rules ré]ating to oppression of minorities.6

1. Marshall Evans D : Quantum Meru1t and the Managing Director (1966) 29 MLR 608
- at 611; Eley's case supra; Browne v La‘T'1n1dad supra.-

2. See.Chapter 8 at 201.

3. Hickman v Kent or Romney Marsh Sheepbreeders Association supra 896.
See Chapter 8 at 177.

4,  See Chapter 8 at 178.

5. Goldberg G D : The Enforcement of Outsider Rights under Section. 20(1) of the
: Companies Act 1948 (1972) 35 MLR 362 at 377. (This articTe will be referrea

_ to as Goldberg:)
6. Gower 562, ‘

(T
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6. Wedderburn's theory

Ip'wedderburnfs view a member could compel the company not ta depart
from the contract with him under the articles, even if that meant.indirectly
. the -enforcement of "outsider" rights vested either in third parties or
ﬁimse]fg so long as, but only so long as, he suel qua member and not qua
outsider.q

Th1s view was f1rst expressed in his article on Foss v Harbott1e2 as an
3 There is no need to recapitulate in detail
4 -Salmon, he said, cou]d

exp]anat1on of Salmon's- case.
the reasons he advanced in relation to Salmon's case.
- not enforce a r1ght vested in him qua managing director, ‘since that would be

“ enforcing a right given to him in-the capacity of "an outsider. It.was obvious,
~therefore, that Salmon enforced the right of a member to have the articles

observed by the company.5

Th1s exp]anat1on of Salmon's case had not escaped 1ater Judges | In
Beatt1e s case the 3udge expressed the opinion that a rlght to call upon the

- company to observe the articles was the right and _the only r1ght in this

respect which was common to all.the members under this article.

In a Tater article, he noted with a certain satisfaction that all three
judges in Harmer's case clearly recognised the general contractual right to
have’ the artic]es.dbserved by the company.7 Subsequently, he considered that
" the reasoning in Richmond Gate's case provided interesting support for the

validity of this_approach.8

1. Wedderburn K W : Shareholders' Rights and -the Ru]e in Foss v Harbottle (1957)
: CLJ 194 at 212-213;
. Effect of Articles as & Contract-remedy against Directors "
(1958) CLJ 748 at 150;
Oppression of Minority (1959) CLJ 37 at 40;
- - Contractual Rights under Articles of Association - an

L Overlooked Pr1nc1p]e ITlustrated (1965) 28 MLR 347 at

348-349.

Wedderburn K W : Shareholders' Rights and the Rule in Foss v Harbott]e supra
Quin and Axtens Ltd v Salion [19097 AC 442 HL. v 2"
These are fully set out in Chapter 7 at 165 and Chapter 8 at 192.

Wedderburn K W : Shareholders' Rights and the Rule in Foss v Harbottle supra 21Z
Beattie v E and F Beattie U'td £19381 .A11 ER 214 CA 219A.

. Wedderburn K W : Oppression of Minority (1959) CLJ .37 at 40;
Contractual Rights under Articles of Association - an
Overlooked Principle TTlustrated {1965) 28 MLR 347 at 350.

8. See Richmond Gate Property Co Ltd Re [1964] 4 A1} ER 936 ChD See
' Chapter 9 at 213-214. .
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‘"It is true," he stated on one occasjon, "that the proposition to which
' this conclusion gives rise apparent]y conflicts with the rule in H1ckman s .
case that outsider r1ghts can never be enforced by reliance upon the articles; ol
On severa] occitsions he acknow]edged that, if this view was correct, the
law surrounding H1clman s case was more complicated and- more odd than had often
been thought; but a line of authority, brooded over by Salmon's case supported
the view. 2 He also recognised that its importance lay in extending the category
of personal rights to a general right to have the articles observed and, therefore,

that the propositions in Hickman's case were very seriously affected. 3

Marshall Evans commented on wedderburn's theory, en passant, in dealing'
with Richmond Gate's case. 4 Although Wedderburn had argued convincingly in
_ favour of an indirect enforcement of outsider rights contained in the constitution,
on the basis of the member's general right to have the articles observed,
nevertheless these outsider rights were unenforceable since, in terms of the

section, the articles embodying same were not a contract between the member and -
: .

the compény.

) Gd]dberg'aiéo.commen¢ed on Yedderburn's theory. By way of an introduction
to his own article on the enforcement of outsider rights under S 20(1) of the
Compan1es Act, 1948, he expressed the’ f0110w1ng opinions.

1.  Wedderburn K w Shareho]ders R{ghts and the Rule in Foss v Harbottle (1957)
. CLJ 194 at 213.° ' . o :

2. Ibidem. See also
Wedderburn K W : Effect of Art1c1es as a Contract - remedy aga1nst Directors
(1958) CLJ 148 at T150;
Oppression of Minority (1959) CLJ 37 at 40.

3. “Wedderburn K W : Contractual Rights under Articles of Association - an
~ Overlooked Pr1nc1o1e [TTustrated (1965) 28 HMLR 347 at 349.

4. Marshall Evans D : Quantum Meruit and the Managing Director (1966) 29 MLR
608 at 611-612. See Richmond Gate Property Co‘Ltd"Re supra.
See also Chapter 9 at Z213-217.

5. Marshall Evans D. Quantum Meruit and the Manag1ng Director supra 611 612
See Lhapter 9 at 2]4

6. Goldberg 362.°

/.'
i
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A Wedderburn's theory.contaiﬁed an inherent exaggeration.1 - It was in

direct contradiction to the view set out in Gower that the memorandum and
~articles Had no direct contractual effect in so far as they purported to
confer rights and obligations on a member otherwise than in his capacity of
a'mémber.z, The views put forward 1n‘§gygg left the conflict. unanswered.
ggygg s view was too narrow, while that of Hgggglburn was - too wide.>

Goldberg did not state explicitly his reasons for advancing these

" eriticisms of Gower or Wedderburn. Instead he proceeded to expound his -
own theory, which by implication would disclose the shortcomings in the
opinions of these two eminent authorities. Nevertheless, at the conclusion
of his article, Goldberg expressed the view that Wedderburn had revealed an'
important truth, namely that the typical formulation of the second princib]é
‘postulated by Asidbury J was in such need of refinement as to be quite
mis]eadj'ng.4 Goldberg was, of course, referring to the classic-statement
of Astbury J in Hickman's case, namely "that no right mere1y=purporting to
be given by an article to a person, whether a member or not, in a Capacity

other than that of a member, as for instance, as solicitor, promoter, d1rector, '
lI5 -

can be enforced against the company.

Having regard to his yieWs set out above, it is submitted that
'wedderburn would no doubt add to this the fo]lbwing: "save where the
'member, qua member, exercises his-personal right to have the constitution
~ observed by the company.”" In Goldberg's View tledderburn pointed the'way
and took the firsf step.§ Goldberg advocated another addition to the

aforesa1d second principle of Astbury J.7

1. " Ibidem.

2. Ibidem; This'reference to Gower was in fact a reference to
' Gower L-C B : Modern Company Law (Second Ed1t10n London 1957) 252.

3. Goldberg supra 363.
4. Go]dberg supra 374,

5. Hickman v Kent or Romney Marsh Sheepbreeders Assoc1at1on c19153 1 ChD 881
' at 900.

6. Goldberg supra 374.
7. As is ‘set out in Goldberg summarised below at 238 et 'seq.
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‘7. Goldberg's theory '
' Goldberg's.startihg point is s 20(1) of the Companies Act, 1948 as the gy .
only source of the binding effect quthe__constitutibh'.1 ‘Proceeding from this -

unassailable point he reviewéd_the cases whose ratio decidendi supported the
' 2

following construction.

_’A member of a company had a contractual right under s 20(1) to have the
affairs of the company conducted by the particular organ of the company specified
in the articles, even if this involved the enforcement of an outsider right in a
.person, be he member or not. On the other hand, a member could not enforce an .
outsider %ight conferred on a person, be he member or not, unless such enforcement
was ﬁncidental to the enforcement of a member's contractual right to have the
affairs of the company conducted by the particular ofgan specified in the
cohstitutiong'or in the Act. Outsider rights would only be enforced if,‘and
only if, two conditions were fuifilled. The first was that a member was
entitled to compel the company not to depart- from the contract with him even
if that meant indirectly the enforcement -of outsider rights vested in either -
third parties or himself, so long as, but only so long as, he sued qua member
and not- qua outsider. The second was that the enjoyment of the outsider right
was incidental to the exercise by a'particu]ar organ of the'company of a power
vested by the Act or by the company's memorandum or articles in that organ.3 _

éo]dberg then proceeded to review the cases, inc]udfng those usually cited
as supborting the bUtsider rule, testing them both against his own organic
theory, set out in the second condition above, and against the right of the
member to Have.the.company's affairs conducted in terms of the first condition
mentioned above. -He also, incidentally, judged these cases in the 11§ht of
Wedderburn's repudiation of the line of authority led by Hickman's case.4

1. Goldberg 363. :

This is the first review herein of Goldberg's ‘theory. It is necessary,
therefore, to present it in some detail. In contrast to the précis given
of Wedderburn's theory presented above. Although this causes a change in
style, it is submitted that this is unavo1dab1e, if one is to do Justice

to Goldberg's theony
2. Ibidem.
3. Supra 365.

4. Wedderburn K W : Shafehofders' Rights and the Rule in Fbss v Harbottle (1957)
CLJ 194. o ' . :
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. ~ The first of these cases was glel's,caee.] In Go]eberg‘s'view,.deSpite'the
. provision. in the articles on which the suit was. founded, the court held that on
. a prbper construction of the articles when read as a whole, the power to appoint
the company's solicitors still resided in the board of directors and. it was the
board which had appointéd the new solicitors.? In the result, the board had "
exercised a power o appointment given to it as-an'organ of the company.
Therefore, the exervise by the plaintiff of his outsider right to be the
company s solicitor was contrary to the member's r1ght to have that part of
the company's affairs conducted by the board as the appropriate organ.?
‘However, it has been submi tted ahove that the judgment in Eley's case
rested on the finding that there was no agreement between the plaintiff and
- the company because the articles werenot a contract between the members and .
the company, but only between the members inter se.4 As for Browne v '
La Trinidad, Goldberg said that the plaintiff did have an enforceable contact"
 with the company which was embodied in the art.ic]es.5 In fact,iLind1ey L J in the
the case had expressly found that there was no contract between the members and

~ the company but only between the members-inter ée.e However! the plaintiff sought
an injunction preventing the company from acting'in breach of the agreement with
him. Such an 1nJunct1on would in effect be an amendment of the articles. It

- ~would depr1ve the organ vested by the articles with the power to amend same,

the organ being the general meet]ng. Thus the remedy sought was not incidental,
‘but centrary to the members " right to have the company's affairs conducted by
the organ referred to in the Act. The refusal of the injunction was therefore

inevitable. e .
. . ' " ,.)’VL - ’ - .
.Goldberg also referred to Dale and Plant Ltd Re.7The-on1y issue was whether °

" ——
o Qe

~ or not the plaintiff was entitled-to enforce the outsider right bestowed on him
~by the articles to be the company's secretary for a specific period. That issue
cou]d not be incidental to any question of the company's secretarial work being
carried out by the appropriate organ of the company, because the company had
ceased to ex1st The claim was, therefore, d1sallowed

1. E]ey v Positive Government Security Life Assurance Co (1876)1 ExD 20 and 83.
‘See Chapter § at 177 and 179-184,

2. <Go]dberg supra 366. )

3 Ibidem.

4. See Chapter‘S at 183 and 207.

5. Browre v La Trinidad (1887) 37 ChD 1 at 14-15; Goldberg supra 366 et seq.
See Chapter 3 at 182-184,.

6. Browne v La Trinidad supra 13.

7. (1889) 61 LT 206. See Chapter 8 at 198.  Goldberg supra 367.
Goldberg supra 367. '

g s pr
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It is submitted that difficulties arise from the e]evatibn by Goldberg
of the.company secretary to the status of an organ-of the company, on a par
as it were, with the board of .directors or the members invgenerai?meeting.
Apart from this, Goldberg's fnterpretation of the case is nowhere to be found
~;fn the judgment. The case was decided on tﬁo grounds. Firstly, a company
could not ratify a pre- 1ncorporat1on contract. Second1y; the articles being 4
merely a contract between the members inter se, were not binding on the

company. 2

Goldberg also referred to Beattie v Eand F Beattie Ltd.3 His
interpretation of IHis_case was that the defendant could claim the right

to go to arbitration only in his capacity of outsider (that is, difector)

" because it was in that éapacity_that he was being sued. The enforcement
.of this outsider right would not héve been incidental to ensuring.that

a particular organ of the company performed the task entrusted to it, since
an arbitrator, who had to be independent, could not be considered a part of

the company at all. It seems strange,indeed, to conceive of an arbitrator

as an organ of a company.

It has been submitted that Beattie's case, while'SUpporting the, outsider
rule, also set out by way of obiter dicta, the basis for Wedderburn's pr1nc1p1e
of the indirect enforcement of outsider rights. % There is, however, no sign -
in the Judgment of -any support for Goldberg's "organic" theory.

* In regard to Salmon's case, Goldberg explained it on the basis that the

organ chargéd by the articles with acquiring or letting premises was the board
of directors, acting with:the consent of both managing directors.5 Since the
plaintiff was seeking to uphold this article, his injunction was granted.

1. Gower 142-143. A secretary .is considered to.be‘an officer of the company,
whose functions are purely ministerial and administrative.

DaTe and Plant Ltd Re supra 207. See Chapter 8 at 198.

£19383 3 All ER 214. See Chapter 9 at 215-218. Goldberg supra 367.
See. Chapter 9 at 217-218. :
« Quin and Axtens Ltd v Salmon E1909] AC 442 HL, See Chapter 8 at 190 192
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.Siﬁce it incidentally enforced the plaintiff's outsider rights, it refuted
. EEEE&'S view that articles containing outsider rights cannot be enforced.
On the other hand, because a question of the division of powers among the o
company's organs was an essential part of the plaintiff's case, the judgment
did not support Wedderburn's view that the indirect enforcement of outsider
rights is possib]e in the course of enforcing the members general r1ght to hav=
the company 's affairs conducted in terms of the art1c1es, that is to say, it
did not support Wedderburn unless his views were modified as suggested by

Goldberg.

-It is submitted that the fallacy in Goldberg's reasoning is apparent from

! There is no mention in the case of outsider rights

.a reading of Salmon's case.
or that these could be enforced if this was incidental to the work of an organ

-of the: company. On the contrary, the judges apparently took it for granted

"~ that. Salmon, as a member, had the right to contract in the articles for his
right of veto as a director; and that such a.right formed part of the genera]
regulations of the company, applicable alike to all members ; This is borne out .

by the judgment of Loreburn L C in Sa]mon'e case, in which he dealt with the

- contract in the conétitution by saying that the‘bargain of the shareholders

contained in:the‘articles amounted to this = that the d%rectors should manage

the business of the company. but they could not manage it in a particular way -

' they could not do things if Salmon or Axtens objected,z' Consequent]y,

the case is no authority for Goldberg or Wedderburn-or.Gower on this point.

v

Go]dberg then proceeded to make411ke observations on two other Eng]1sh
cases. The first is Pulbrook v Richmond Consolidated Mining Co. 3 The
second is Hayes v Bristol.Plant-Hire Ltd.4 Goldberg says that both cases

involved a question of organic organisation of the companies: they entrusted
' certain powers to their respective boards of directors but they also defined
who should be members of the boards. In each case the p]aintift was seeking
to ensure that the organ so spec1f1ed should be properly constituted; and
1nc1denta11y in each case the plaintiff's outsider r1ghts as ‘a director were
uphe]d 5 - ‘
. -Qu1n and Axtens Ltd v Salmon supra.
Ibid 443, _
- (1878) 9 Chp '610. See Chapter 8 at 194-196 and 203.

£19579 1 A11 ER 685 ChD. See Chapter 9 at 211-213. This case is on all fours
“with Pulbrook's case, supra, except in the fact that in Hayes' case the
director did not have to be a member. The director being a member was
nevertheless entitled to the same protection. Accordingly, the principle in
Pulbrook's case was applied. o

W N -

5. . Goldberg supra 369.
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1f Goldberg is‘correct then there would be much merit in the contention
by counsel in Pulbrook's case that, if there was a wrong, the action should |
be in the name of.the company. It would then be ‘necessary to argue that, as
Wedderburn has suggested the nembers have a persona11r1ght to have -the
company's affairs conducted /in terms of the articles. However, Jessel M'R,
"1n g1v1ng judgment “n Pu]UCOK's case, found that the p]aintiff who was
necessar11y a shareho]de in order to be a director, had. suffered an individual
wrong since he had be dePr‘V¢g of the right given to him in the constitution
to take part in its pihagement. There was no hint in the judgment of the
concept of outsideprights, or any doubt as to their enforceability. The
worganic organisafon Of the company" was neither canvassed nor considered.

These compits apply equally. to Hayes v Bristol Plant Hire L'td which
followed Pu1b>’°k s case.” - In the view of the judge in Hayes' case, if the
director wa¢d150 a shareho]der4he was entitled to invoke the articles to
protect hioffice as director.” - The Judgment is quite contrary to the

outsider ile and is silent on any r1ghts incidental to the working of
rgans.

company

Jldberg also commenied on Harmer (H R) Ltd’ Re®, . In his view, in
aC¢1ng to the.prayer in the case, the court was only 1nc1denta]1y ma1nta1n1ng
4f outsider r1ghts of the pet1t1oners, who ‘were directors as well as members.
/2>,//1e eédrt was concerned rather that those powers conferred on the board were -
axercised by the dfgan'specified in the articles. If a'decision under s 210 might

by analogy be used ih the construction of s 20(1), the case still fitted his
< modifications of lledderburn's stance 6

It'is submitted; however, that Go1dber§ has takenthis judgment out of its
context and fitted it into a mould conceived by himself. Contrary to
' Goldberg's view, it is submitted that the effect of the judgment in Harmer's
case was to uphold the members"eontractual rightsas set out in the constitution.

.

1. Wedderburn K W : Shareholders' Rights and the Rule in Foss v Harbottle (1957)
© . CLJ 194 at 212. ' ; : .

2. Pulbrook's case supra 613 RS
3. Hayes- case supra and Pulbrook's case supfa.

4, Hayes' case supra 688D-F. .

5. 019583 3 A1l ER 689 CA. See Chapter 9 at 218-220.

6. Goldberg G D : The Enforcement of Outsider Rights under Section 20(1) of the

Companies Act 1948 (19/2) 35 MLR 362 at 370 ("Goldberg ‘)
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“In terms of the Judgment in Harmer's case, the members were entitled to have
: the affa1rs of the company conducted according to the constitution. 1 This
~had nothing to do with protecting ‘the board in its powers. It was only
fortuitous that the members' complaint was that the majority had interfered
with the board. Had the. majority refused to keep books of accnunt assuming
by way of an example they were required to do so under the articles, this may
also have been oppressive in terms of s 210. In & word therefore, Harmer's
case had nothing to do with the enforcement of outsider rights.

- Goldberg also sought to re-state the case of Richmond Gate Property Co Ltd Re,
2 In his view, the plaintiff's case was based on

so as to fit his proposition.
"his having been an organ, namely the managing director, so that his criterion
had been fulfilled.>

.The criticism of this, is the same as in previous cases. " The judgment made
no reference to organs. It simply found-that the effect of the artic]es'coup1ed
with the applicant's membersh1p of the company was to create a contract between )
~ the member and the company as to his director's fees. 4 This d1rect]y contradicts
* Hickman's case and 6ffer$ no support for the tneory of either Wedderburn or
Golgberg. fUrtnermore, a managing director, deriving his authority from the
board, can hardly be an organ in his own right. :

8. An assessment of the English aeademtc viewpoint on the outsider rule

There is unan1m1ty among these wr1ters on some aspects of the matter. They
all agree that the outsider rule is, an 1ntegra1 part of English law and that its :
result is to inhibit the contractua] effect of the constitution, so that it is
only binding to the extent that 1t affects members in their capacity as such. >
Likewise, there is- no doubt in their minds that s 20(1) of the English Compan1es:,
Act, 1948 permits the enforcement of general. provisions in the articles and
- prohibits the enforcement of rights therein contained in some capac1ty other
'_‘than that of member and that this is true of the contract between the members

_Harmer's case supra 704F-G and 706G-H.
19641 3 A1 ER 936 ChD..

Go]dberg supra 370-371. -
. Richmond Gate’ Property Co Ltd Re supra 93’F -H.  See Chapter 9 at 233.

See above at 230.
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and between the members and the compény.1 ~ By the same token, they all agree
that the outsider rule applies to the contract between the members inter se.2
Furthefmore,'thgre'is no doubt among them that the’Eng cases puroorted to give
specific contractual rights to persons in some capacity other than that of

. shareho]ders.3 In other words, thg_view of-Asthry J on these cases has become

the view of the English academic writers,3

- There are, on the other hand, aspects of the outsidér rule raised herein,
which have received no atténtion from the English academic writers referred to.
Nothing is said by them regarding the question whether the outsider rule looks
solely at the provisions in the articles in order to test the enforceability
of a rféht or obligation, or whether it looks only or also at the relationship
-~ of the’membervto_the company, or to the other members.4 Apart from Goldberg,
ﬁothing is said of considerations of public policy which may or may not justify
“the outsider rule.’ . B

As for the twin test§ laid down by Astbury J for the outsider rule, namely
that of capacity and genérality, the tendency seems to be to stress the .
criterion of capacity, although Marshall Evans stated the test in terms of the-
. general regulations applicable alike to all shareholders, in other words , the

- generality test.®

As' to the fact that ‘there are conflicting cases, some upholding the outsider
rule aqd others ignoring it, or by implication contradicting it, there is some
: comment. Wedderburn, in particular, noted the inconsistency between the outsider

. See above at 232.
. See above at 233.
. See above at 234.
See Chapter 3 at 209.
- See above at 234. /

Marshall Evans D :“Quantum Meruit and the Managing Director (1966)
29 MLR 608 at 611. _ - ‘

.
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rule on fhe one hand and Salmon's case and Richmond Gate's case on the other.'

He, -of course, sought to reconcile the pbsition'in terms of his theory.2 -
" Marshall Evans, in commenting on Richmond Gate's case, took the view that the

case was wrongly decided in the light of the outsider rule.d

Y7

Three is to be noted among the English academic writers an undercurrent
of disquiet regarding the outsider rule.. Thus Goldberg stated that the typical
formu]ation'of the secohd principle of Astbury J was quite misleading and in
need of refinement.’ Gower spoke of the "unnecessarily restrictive rules laid
‘down in the earlier authdm’ties."5 Wedderburn stated that if his view of
Salmon's case and Beattie's case was correct,®the law surrounding Hickman's
case was "more complicated and more odd than has often been thought."6 He
‘also said that the orthodox formulae usually derived from cases like Hickman's
case did not. represent the full story 7 and that his rather heterodox '
proposition demanded are-appraisal of many earlier cases, such as Hickman's -

case.

Both Wedderburn and Goldberg sought to overcome the binding force of
Hickman's case as a precedent and the obvious shortcomings of the outsider rule,

' by means of theories which acknow]edged the validity of the ru]e while’ seek1ng
9 .

to mod1fy its effects

1. Wedderburn K W : Shareholders' Rights-and the Rule in Foss v Harbottle (1957)"
' CLJ 194 at 212. ,
Contractual Rights under Articles of Association - an
0ver100ked’Pr1nc1pTe Illustrated (1965) 28 MLR 347'at 348.

2. See above at 235 et seq. _ :
3. " Marshall Evan; D : Quantum Meruit and the Managing Director‘shpra'610-611.

4., Goldberg G D : The Enforcement of Outsider Rights under Section 20(1) of
the Companies Act41948 (1972) 35 MLR 362 at 374.

5. -Gower L C B : The Contractual Effect of Art1c1es of Assoc1at1on (1958)
21 MLR 401 at 404.-

6. Wedderburn K W : Shareho1dérs' Rights and the Ru1e in Foss v Harbottle (1957)
- CLJ 194 at 212. '

7. Wedderburn K W : Effect of Articles as a Contract - remedy against Directors
(1958) CLy 148 at T50.

8. MWedderburn K W : Oppression of Minority {1959) CLJ 37 at 40.

9. On Wedderburn s theory, see above at 235 et seq ; on Go]dberg s theory,
see anve t 238 et seq. ‘
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To a certain extent Wedderburn sought to interpret the cases in terms of
. his theory. For example, in regard to Salmon's case, there is no sign in the
Jjudgments of the outsider rule, or of an exception to it arising from the
" members' personal right ‘to have the articles observed.] The same may be said
of his views on Richmond Gate's case.2 On the other hand, it is submitted
that Beattle s case is strong authority for his view, since the judgment c]ear]y
recogn1sed the possibility that in a dispute between the company and’ a director,
"any member would be entitled to call on the company in terms of its contract

with the member in the articles to refer the matter to arbitration in terms -
3

Furthermore, Harmer's case, in another context, re-iterated
4

of the articles.
this personal right of the members.

A]though Wedderburn's theory commends itself as a way out of the dilemma,
for which thére is judicial authority, particularily in Beattie's case,
- nevertheless it does present some difficulties. Firstly, it contradicts the
outsider ‘rule itself, which Wedderburn cohcedes? Secondly, it assumes that
there are provisions in the articles which are unenforceable in terms of the
outsider rule, whereas s 20(1) of the Companies Act, 1948 provides that all
the provisions of the constitution are binding as a contract.

Th1rd]y, as with the outs1der rule 1tse1f Wedderburn restricted the
1nd1rect enforcement of outsider r1ghts to those rights which arose.gua
member and not qua outsider. The d1ff1cu]ty is that the precise distinction
is not clear. The dividing line could be said to be a question of fact, to
be determined having‘regard to‘the circumstances of each case. This,however,
does not prov1de a substitute for & test formu]ated on principle and
app]1cab1e to all circumstances . ;

Go]dberg s theory is entirely novel and has no backing in any of the cases,
On the contrary, it rests on‘an ex;post facto rationalisation of the cases to ‘
_which he refers. It.is submitted that his exp]anat1on of these cases is quite
unre]ated~tb'either,the facts or the judgments. It is further submitted that
‘there seems to be no reason in principle, why members' rights, arising from.the

1. “$ee 235 above and Chapter 8 at.192,
2. See- 236 above and Chapterg at 213.

See. 236 -above and Chapterc\ at217 and‘Beéttie v E and F Beattie Ltd 19387
3 Al] ER 214 CA 219a,. ~ '

4.. See 236 above and Chapter9 at218- -220 and Harmer (HR) Ltd Re C19581
3 All ER 689 CA 704F-5. s ‘

Suqu 213. See 236 above. 2 =2 N Toss v abetFle
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contract contained in the constitution, may be rendered unenforceable or not,
depending on whether the company's affairs are being conducted by the appropriate®
. organ. This is so, whether the rights in question are outsider rights or not. .

9. Conclusion

f In accepting the outsider ru]e as an integral part of English ]aw,] the
Engllsh academic writars have not given due weight to the cases which have

2

ignored and have contradicted the outsider rule;” or to the literal meaning of

.s 20(1) of the English Companies Act, 1948 whiéh gives a contractual effect to

3 or the fact that, in none of the cases

all the provisions of the constitution;
preceding Hickman's case, are any of the elements of the outsider ru]e to be

found.

1. See above at 236 and Wedderburn K W : Shareholders' Rights and the Rule
in Foss v Harbottle (1957) CLJ 194 at 213.

2. See Chapter 8 at.204-205. |
3. 1Ibid 209-210 and Chapter 9 at 213 et seq.
4. See Chapter 8 at 205.

N

~
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" CHAPTER 17 - THE OUTSIDER RULE IN ENGLISH LAW : A GENERAL ASSESSMENT °

1.

Introduction

"Having traced the. outsider rule from its origin, as well as the cases

- preceding and subsequent to Hickman's case and th2 views of the English
academ1c writers re]at1ng to. it, it is now proposud to offer a restatement
of the rule in its modern form, as we]l as some criticisms of it.

2.

A restatement )

‘The classic statement of the outsider rule is as follows.

Another statement of the rule is as follows.

1

"No right merely purporting to be given by an article to a person,
whether a member or not, in a capacity other than that of a member,
as, for instance, as solicitor, promoter, d1rector can be enforced
against the company.

“"Articles regulating the rights and obligations of the members generally

as such do create rights and obligations between them and the company
respectively." i
The ‘outsider rule has also been described}as'foll'ows.2

"The contractué] force g1ven to- the articles of asroc1at1oh'by the seet1on
is limited to such provisions of the art1c1es as apply to the relationship

..of members 1n their capac1ty as members.'

3

“It may well be, even as between ordinary members of a company who are
also in the nominal way shareholders, that s 20 adjusts their legal
relations inter se in the same,way- as a contract in a single document
would if signed by all; and yet the statutory result may not be to -

.constitute a contract between them about rights of action created
entirely outside-the company-relationship, such as trad1ng transactions
between members."

.

‘Per Astbury J in Hickman- v Kent or Romney Marsh Sheepbreeders' Assocjation 1915

1 ChD 881 at 900.See Chapter 8 at 176 et seq.

Astbury J introduced this statement by stating that no art1c]e could constitute
a contract between the company and a third person (ibidem).llhile this re-affirms
the Eng11sh rule _prohibiting the enforcement of a.stipulatio alteri, it is not a
part-of the outsider rule. Nevertheless, Astbury J re-introduced this prohibitio
into the statement quoted.above by the phrase “whether a member or not". It is

- submitted that this phrase has no proper place in a rule which only deals with

the rights of members and not with the rights of non-members at all.
Beattie. v £ and F Beattie Ltd C19383 3 A1l ER.214 CA 218B-C. See Chapter 9 at

"~ 215 et seq.

London ‘Sack and Bag Co-Ltd v Dixon and Lugton Ltd 19431 2 A]] ER 763 CA 765F G

See Chapter 3 at 39-40 and Chapter 9 at 222.
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3. Comments on the outsider rule

" The following comments are offered to e]ucidate'the rule. -~

Firstly, it could be Said'that the rule does'nbtAdivjde the member and
his intentioﬁs into two and that it Tooks instead at the contract in the |
,constitution, dividing the articles into those which confer rights in the
capacity of a member and which are enforceable and those which confer rights |

! However, eijther

in some other capacity and which are unenforceable.
statement is both partly true and partly false. 'This is so because it is
-impossible to judge the member and his intenti@ns without looking at the
rights conferred in the articles. Likewise, in-: order to examine the nature
of the right contained in the articles, it is necessary to exam1ne the member
and his intentions. On the other hand; those articles which regulate the '

rights and ob]1gat1ons of the members generally as such are enforceable. All

that may be said is that the outsider rule limits the contractual force of. the |

articles by referr1ng to members in their capac1ty as such or as outsiders.
Prec1se1y how this works is uncertain. :

Secondly, it lays down twin criteria of enforceability: capacity and-
generality. 2 " Yet neither is adequately defined. In regard to capacity, it
is illuminated by no more than a few examples, namely rights given to a person

as a solicitor, promoter, or director are given in-a capacity other than that of

members.3 It is therefore a question of fact in each case, depending on the
interpretation of the article in question.

In regard to generé]ity, this also is illustrated only by example and, not

by any statement of princip]e.3 It, too, must be regarded as a question of fact

in each case, depending on the interpretation of the article in question.

1. "Hickman's case supra 897 and 900; See Chapter 8 at 208 and Chapter 10 at'244.

. 2. Hickman's case supra 897 and 900. See Chapter 8 .at 208.
3.  Ibid 900. '
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o

. There 15, therefore, no all-embracing test to d1st1ngu1sh between articles
which confer membersh1p r1ghts, or outsider rlghts on the one hand and genera]

o

' rxghts on the other,

Third]y,'it is possib]e to observe dne development in the outsider ru]e;
namely a theory permitting the indirect enforcement by a member of outsider rigits
by enforc1ng his genera] right to have the affairs of thz2 company conducted
in terms of the constitution. This derived from Jjudicial statements in Beattie's

; case.] Based thereon, the theory is expounded by wedderburn.2 It derived
support from Harmer's case, albeit indirect]y.3

fourth]y} the outsider rule, as has been previously demonstrated, applies
to the contract contained in the constitution between the members inter se as
well as to the contract therein between the company and its members.

Finally, ‘the effect of the outsider ru]e is not to render the contract
tota]ly unenforceable. Instead, it renders it divisible, with those parts
which offend the outsider rule being unenforceab]e while the remainder rema1ns

b1nd1ng 5

4. Some criticisms of ‘the outsider rule in English Taw

Various criticisms have been offered.of the outsider rule in the course
of the preceding chapters. - It is proposed to re-state these briefly and to
of fer 'some others. ’

First]y;'the.view which Astbury J took of the Eley cases on the ohe hand,
.and,the.other cases, was_erroneous.6 He regarded the Eley cases as,hévihg
refused to uphold.the contract between the member and the company because the o
articles in question purported to give Specific contractual rights to persons in
some capacity other than that of shareholders and in none of them were members
seeking to enforce or protect rights given to them as ﬁembers in common with the

1. Beattie's case supra 218H¥219D. See Chapter 9 at 215 et seq.
- 2. See Chapter 9 at 217-218 and Chapter'lo at 235 and 246.

3. Harmer (HR)'Ltd Re 19581 3 ATl ER 689 CA. See Chapter 9 at 218-220.

‘4. London Sack and BagﬁCo Ltd v Dixon and Lugton Ltd £19433 2A11 ER 763 CA 765F G.
. Hickman's case supra 890 and 903; Chapter 3 at 29-40;
Chapter 9 at 222.

5.  Hickman's case supra 897 and 900. See Chapter 8 at 205.

6. The Eley cases are those set out in Chapter 8 at 177 footnotel.
The fﬁ er cases are those referred to 1b1dem-footnote 4,

U —— - o o S o e
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other corporators.] In fact the Eley cases reached their conclusion without
" reference to the capacity in which the right was given in the articles, or the
generality of the rights and obligations therein created.? They did not apply
the tests of generality or capacity. They simply denied the existence of an’
agreement between the company and the member. The other cases undoubtedly
upheld rights and ob11gat1ons as between the company and the member, which were
genera1 in-character and related to the member in his capacity as such, as

Astbury J held. However, they did so, quite oblivious of the outsider rule or

any of its elements.

-secondly, the twin tests of generality and capacity are vague and produce'

 -uncertain results. The most that can be said of them is that whether or not a

'right complies with either test, depends on the facts in each case. 4 Astbury J
gives a few examples of capacity, but these do not permit of the formulation '
- of an exhaust1ve test.® Likewise the meaning of generality is vague.  One
example j1lustrates the problem. A special class of shares, giving preferential
voting and dividend rights would not confer a general right, common to all
members.  The obligation to pay the dividend rests on. the company, while the
. burden falls indirectly on all the other members. Yet nowhere is it suggested

that'suCH articles as create this preferential class of-member are unenfaorceable
as contradicting the outsider rule..

Thirdly, the basis of the outsider rule is not illegality or imhora1ity
or public policy, but a view of the meaning of s 16-of the English Companies Act,
1862 and therefore of its successors 5 Astbury J stated in Hickman's case :
"A company cannot in the ord1nary course be bound otherwise than by statute
or contract and it is in th1s section that its obligation must be found. © He
also exprnssed the view that géhera] articles which deal with the rights of
as such” ought to be treated as a statutory agreement7 It is to be
jnferred, therefore, that in the view of Astbury J this section permits the
enforcement Of general provisions in the constitution,.but not of provisions
containihy.outsider rights. - As a result of this view, it has come to be taken

members

1. Hicrﬂﬁﬂl's case supra 896:”See Chapter 8 at 178.

2. oo fhapter 8 at 198 5 Chapter 10 at 233-234.

3. The wther cases are those set out in Chapter 8 at 177 footnote 4.

4. See fnapter 8 at 208. ' . o

5. S 16 of the English Companies Act,1862 'is of course identical to s 20 of
' . the English Compan1es Act, 1948. See Chapter 2 at 18. )
6. Supra 897. ‘

7. 1bid 903
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for granted that the constitution is a contract between the company and the
members and between the members’ inter se, but on]y in their capacity as such, 1
Since the contractua] basis is derived from s-20, it may also be “*nferred that
the section uses the term member in the limited sense of a member as'such

. connoting thereby trat the contract does not ‘confer outsider rights on the

member.
i .

- The validity of this view of s 20 depends on an 1nterpretat1on thereof

The cardinal rule for the construction of all statutes is that they should

be construed according to the intention expressed in the Act itself. 2 This is

: der1ved;from the words employed, taken in their literal end simple meaning.

S 20 declares that the articles bind the company and its members to the
same extent as if they respect1ve1y had been signed and sealed by each member
"and contained covenants to’ observe all the provisions.

'Pennington observes that read literally, s 20 appears to create a contract
between the company and its members to-observe all the. provisions of the
memorandum and article$, whatever they might relate to.3
‘ it is submitted, applies tn the fact that in terms of s. 20 the articles bind
- the members to the same extent as if they had signed the constjtutioﬁ. But,.

The same reason1ng,

as Pennington points out, the section has been construed as a contract in respect
of the’ r1ghts and dut1es of members as such-and other matters do not forn part of

_-the contract. 4

. To justify a limited interpretation of the section which excludes from its

" scope Qﬁtsider rights, is to give a Vimited meaning to general words, such as
" "bind" and “"members" and "to the same extent” and "all the provisions”. Yet
it is a well established rule of interpretation that general words are ‘to be
- g1ven a genera] mean1ng, tﬁat is to say a comprehensive mean1ng, one that does
not support an exception to the genera11ty of their meaning. E

Gower‘263.
_ Craies 66.
" Pennington 55 -

© Pennington 56. - .
--Craies 177. . . :

N D WRN -
L ]
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To render the outsider rule cons1stent W1th the sect1on it becomes
necessary to say that although the member is bound to observe all the
articles to the same extent as if he had signed them, nevertheless the scope
of the constitution is Timited to those provisions which confer membership
rights and that those which confer outsider righfs are pro non scripto. It
is subm1tted that such a proposition contradicts the ord1nary 11tera1

-

_ mean1ng of the sect1on

The question may be asked whether there are other provisions in the
English Companies Act, 1948 which indicate a general policy, one way or the
other in ré]ation to the enforcement of outsider rights contained in the
constitution. Such a general policy would affect the interpretation of s 20
. and an assessment of the view of Astbury J on that section.

. There are, however, ohly a few indications; Firstly, in the case of a
6bmpany-limited by guarantee and not having a share capital, every provision
in the memorandum and articles puhportihg to givefany person a right.to
particip?te in the divisible profits of the company otherwise than as a member -
is void.

Secondly, members are described in the Eng11sh Compan1es Act, 1948 as:
those subscr1bers who become members; directors who undertake their qua11f1cat1on'
shares; and every other person who agrees to become a nenber and whose name is
entéred on the register of members. 2;. The term member is used in these sect1ons
‘as a general word, hav1ng a comprehens1ve meaning. No attempt is made to
qualify the notion of membersh1p by reference to "capacity as such", or- to Timit.
the concept of membership_. as contemplated by Astbury J. Nor may such a Tlimit
be inferred, since as a matter of 1nterpretat1on, words of general import, in
the absence of some convincing indication to the contrary, are: g1ven their
ordlnary meaning, w1thout 1imiting their scope.’ 3

It js’submitted, therefore, that these other provisions do not'alter the
i} ordinary Titeral meaning of s 20, nor do they support an inference that the
policy of the Eng11sh Companies Act, 1948 is to proh1b1t the enforcement of
_outsidér r1ghts embod1ed in the const1tut1on

1. S 21
2.‘v S 26(1) s 181(2) and's 26(2).
3. Craijes.177. '
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If this argument were not conclusive, one could examine-the section b
reference to the mischief it may be said to remedy. ~It is a recognised canon _ »
- of interpretation to discern and consider the common law before the passing of
~ the'statute, including the defect for which the common law did not provide. From
this one might be able to infer the intention of the legislature. It is proposed
~ to apply this test to the earliest Engiiéh Companies Act which contained this
" section, namely the Joint Stock &ompanies Act, 1856. The reason for doing so
is that the statute preceded Hickman's case. The section has been retained
intact in all subsequent company 1egis]ation.2w The effect of Hickman's case
‘on subsequent English company legislation will then arise for consideration.

Attention has been drawn to the rule of the English common law which
prohibits contracts entered into by an agent on behalf of a non-existent
principal and contracts by two principals for the benefit of a stranger.
Bearing in mind that the agreement leading to the‘formation of a company is
conc]uded priqf to its incorporation, it has been submitted that, at common
law, the company cannot be a party to its owh constitution. It is, therefore,
necessary to declare that the memorandum and articles shall when reg1stered
_ bind the company and the members thereof. This, it is submitted, is the
purpose of s 20 and the purpose of similar sections of ctnglish compan1es acts,

_ since ]856 ’

3 .

-

This purpose negatives any interpketation limiting the contract in the
constitution to articles which do not confer outsider rights. It is submitted
that this is a valid inference in regard to-the earliest English companies acts
and to the English Companies Act, 1948. o

* 1t may,of coUrse, be argued that the latest English Companies Act, 1948
was promulgated against the background of the common law at that time, which
included Hickman's case and the.outsider'rule. However, the English cases
. are by no means consistént in.their standpoint towards the outsider ru]e.4
*Furthermore there is no sign in the wording of the 1948 Act that its purpose
had changed from that of previous acts, and that its new purpose is to proh1b1t
outsider r1ghts in the constitution. Furthermore, the mischief to be remedied
~ remained ‘as real in 1948 as it was in 1856, namely the prohibition against

Craies et seq 125.

See Chapter 2 ‘at 8.

See Chapter 2 at 13 et seq

.o For the two lines of cases see Chapter 8 at-177 et seq.

DN e
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" pre-incorporation contracts, which makes it impossible in common law for a

company to be a party to its own constitutfon.]

. . . 3 . S C:‘\
The matter may also be approached in the following way. In“general, the
- mischief sought to be cured is to be found jn the act itself, but there are

- cases in which the Court has. referred to the h1story of the act in question

and “the reasons which led to its being passed.2 For present purposes, »herefore,
a glance at the history of English companies legislation would not be out of place.

- The modern English company evolved from the unincorporated partnersh1p which

was based. on mutua] agreement. 3

: The earliest Engiish Companies Act adopted the exieting method of forming
" a joint stock company by agreement 4 It merely added the power.to acguire
,separate corporate existence by means of registration. 5 It is therefore
submitted that the purpose of the English legislature was a limited one, namely
to give companies a framework, and leave them to manage fheir own affairs,
“without imbosing any particular constitution on them or restricting them
unnec_ess‘ari]y.6 It is, today, a trite proposition that a eompany may.regulate
its affairS'accerding to its needs, as long as it does not act in confiict with
the law in general and the relevant Companies Act, in particular. '

- Thirdly, the English cases are by no means consistent in their treetment of
the outsider rule.. As a result its-place in English law cannot be taken for
granted despite 1ts un1versa1 acceptance by English academic writers. 7

1. Chqpter 2 at 13 et seq.
2. Craies 127 and the authorities therein quoted.

3. Gower L C B : Some Contrasts between Br1t1sh and American Corporat1on Law (1956

"69 HLR 1369 at 1371-1372.
4. Joint Stock Companies Act, 1844 par VII.
- 5. Gower 261. | ‘

E ;6.‘ ‘In"a* speech in the English parliament by’ Loew on the Law of Partnersh1p,

1856, he set out this purpose. (English Hansard CXL 134). This is not
offered as a method of interpretation of the section, but nere]y as of
historical interest. , sz O

7. See Chapter 10 at 231.
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The English cases preceding Hickman's case display no sign of its
existence, nor of any of its elements, nor the twin criteria of capacity or
generality, nor any attempt to 1imit the scope of the contract contained in
the articles by means of the outsider rule or any of its element;,] It has,
in fact, been submitted that the outsider rule is a departure froh the
_ previous cases.] ' ’ | :
" There are only “wo English cases subsequent to Hickman's case which

;
2 On the other hand, there are English cases, both .

recognise its existence.
before and after Hickman's case which, without reference to the outsider rule,
simpiy permit the enforcement by members of outsider rights embodied in the

constitutio_n.3

. - The fact remains, however, that the decision in Hickman's case has the
‘binding effect of precedent,4 The outsider rule was enunciated as the principle
“on which the judgment rested; As such, it has the force of law. "As a decision
of the Chancery Division, it is binding on courts of first instance and on other
_divisional.courts. It is, however, to be noted that the Chancery Division
ignored jts own decision in two subsequent decisions.>
On the other hand, the rule has been considered on two occasions by the
court of appeal. It was referred to by this court with approval in Beattie{é
case, where Greene M R considered it to be good law that the contractual force
given to the articles by the section was limited to such articles as applied.-to
.the members in their capacity as menibers.6 Approval was accorded to the rule
: by the same court.in London Sack's case.7 There the same point was made in
the judgment in regard to the contract contained in.the articles as between the

members inter se. The court of appeal would normally consider these decisions

1. See Chapter 8 at 205.

2. Beattie v E and F Beattie Ltd 19381 3 AT1 ER 214 CA 2188-C;
TLondon Sack and Bag Co Ltd v Dixon and Lugton Ltd £19431 2 A1l ER 763 CA 765F- G

3. Pulbrook v Richmond Consolidated Mining Co (1878) 9-ChD 610;
Bradford Banking Co v Briggs (1836) 12 AppCas 29;
Boston Deep Sea Fishing and Ice Co v Ansell (1888) 39 ChD 339
Quin and Axtens Ltd v Salmon 19093 AC 442 HL,;
Hayes v Bristol Plant Hire Ltd £19571 1 A1l ER 685 ChD;
Richmond Gate Property Co Ltd Re £19641 3 A1l ER 936 ChD. L ey

4. The binding effect of English judicial precedents, on which the following
. ~is based, is drawn from the text of Halsbury Vol 22 pars 796-807.
5.  Hayes v Bristol Plant Hire Ltd supra;
Richmond Gate Property Co Ltd Re supra.
6. Beattie v E and F Beattie Ltd supra.

7. Ltondon Sack and Bag Co Ltd v Dixon and Lugton Ltd supra.

s
.. »



257.

. to be binding on itself, until a contrary determination has been arrived at
- by the House of Lords. On the other hand, it seems clear that the outsider
rule is in conflict with the decision of the House of Lords in the case of ,
.Quin and Axtens Ltd v Salmonxl -Consequently the Court of Appeal might refusé

to be bound by these two decisions, because, althcugh they have not been

overruled, they cannot stand with this decision of the House of Lords.
' . - . . - -

As far as the House of Lords is concerned, thz outsider rule has not
received its attention. ' There would seem to be reason to believe that if the
matter comes before the House of Lordé, it may be rejected, both on its merits,
and Beqause'it is in conflict with its own decision in Salmon's case.] It
.may be noted, in support of this view, that the rule, although enunciated more
than sixty years ago, has not been.consistently followed, nor acted upon by
persons, in’the formation of their contracts, in-the disposition of their

© property or in any other way. On the contrary, it has been more:honoured

in the breach than in the observance. '

Fburthly, the fact that a member has a personal right to enforce the

~ terms of the constitution is in conflict with the outsider rule. Wedderburn A
c]early'reCOgnised-the existence of this right.2 He relied on the higH authority
of the decision of the Housé of Lords in Quin and Axtens Ltd v Salmon. 3 It'wi11

be recalled that Salmon, a member, had a r1ght of veto oen the board of d1rectors

In exerc1s1ng this right he was enforc1ng a right common to all the members to

have the articles observed by the company. tledderburn had no doubt that this
‘decision was in conflict with the'outgider rule. 2 His conclusion was re1nforced
by the 3udgments in Harmer (HR) Ltd” Re. 4 It was stated in that case that members
of a company were entitled to-have-its affairs conducted in accordance with its
articles of association.”  Wedderburn concluded that the shareholder had a general
contractual right to have the articles observed, and this included "outsider-rights"
which the articles bestowed on himself or upon others, provided he .made out his case
6 Kedderburn sought to reconcile the outside}

~ qua member, and not gda‘outsjderJ

. 19091 AC 442 HL o '
Wedderburn K 4 : Shareholders' Rights and the Rule in Foss v Harbottle (1957)
CLd_394 at 212. " See Chapter 8 at 191-192.

Ibidem. Quin and Axtens Ltd v Salmon supra.
£19583 -3 A1l ER 689 CA. '
. Ibid 704F-G and 706G-H.
. wedderburn K U : Oppression of Minority (1959) CLJ 37 at 40.

O N A~ WwWwN
« o s

Hedderburn K W : Shareholders' Rights and the Rule in Foss v Harbottle supra 213.
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rule W1th thxs genera] contractual right. 1 Instead, it -is submitted that”
there is no room for such reconciliation. On the contrary, this general righg %
overrides the outsider rute. The Jatter cannot stand with the former. g

.The following example fs_offefed as an i]]ustrafion of the point. A
'dispute arises between a company and one of its directors. A member, not
being the director in question, seeks to compel the company to refer the
dispute to arbitration in terms of the articles. He ought to succeed,
having regard to his general right to have the company's affairs conducted
.according to its artic]es If the member hapﬁens to be the director engaged .
in the dispute, it ought to make no difference, in terms of this general
right.. Yet in terms of the outsider rule he ought, in the 1atter s1tuat1on,
to fail in his suit. 2 '

‘The two conclusions are irreconcilable. = Once a member can compel the
company to observe the constitution, he should be able to do so even if he |
enforces his 'own rights, and even if his own _rights are capable of being
descr1bed as outsider rights. This proposition is borne out by the fact
that, in several English cases, members have successfu]]y enforced their own
outsider rights arising from the articles. In Pulbrook's case ‘a member relied
on the articles to enforce his c1a1m for directors' fees,and to.be included as a
d1rector and a member of the board. 3 In another case, -rights and duties relating
to the ownership of fishing boats by members of a company were reQu]ated by the
company S art1c1es and such rights and duties were enforced by the court as a
dlrect contract beuween ‘the member and the company In Salmon's case a
member's right of veto of certain d1rectors decisions were upheld. 5 ‘In Hayes'
case, a member-enforced his right to be a director, and to perform his duties as-
such‘.6 ~Finally, in Richmond Gate's case, the existence of a contract contained
in ;he articles between a membéy‘and his company, regulating his right to

. 1. Wedderburn supra. See Chapter 10 at 235-237.

. 2. This example is based on the.facts in Beatt1e v E and F Beattie Ltd E1938J
: 3 AIT ER 214 CA. See Chapter 9 at 215 et seq. The facts are, however,
not identical. ‘ _

3. Pulbrook v Richmond Conso]1dated H1n1ng Co (1878) 9 ChD 610 Sée Chapter 8
at 194-195. '

4, Boston Deep Sea Fishing and Ice Co v Anseli (1888) 39 ChD 339 at 356.
~ See Chapter 8 at 195-196.. C :

5. Quin and Axtens.Ltd v Salmon supra. See Chapter 8 at. 190-192.
6. Hayes v Bristol Plant Hire Ltd 19573 1 AT1 ER 685 ChD. See Chapter 9 at 211.
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L In doing so, the

remuneration as a director, was confirmed by the court.
- court rejected a claim by this member-director, based on a guantum meruit,

since the ex1stence of an express contract automat1ca11y exclude:! such a

c1a1m

Fifth]y, there are no policy considerations justifyingithe outsider rule.
On the contrary, all articles which are not in conflict with the general law,

or with any express or implied provision or underlying assumptions of the
companies acts,ought to be binding in terms of s 20. " There is no suggestion of
an i]]egaT or immoral taint to an article conferring a right to a member in some
capacity other than' that of member, or which is not of genera1 app11cat1on and
is common to all members. The closest one comes to this 1is an attempt to
" justify this curtailment of outsider rights on the basis of an anéTogy with
Atrustees.z " There is an obvious flaw in this parallel, since members of
companies, unlike trustees, have-no fiduciary duties, and are entitled to ‘ a

exercise their rights on selfish criteria, subject only to the rule aga1nst :
3 |

“fraud on the minority.

Far from attemptfng to justify the outsider rule, it is submitted that
there is no reason of publi; policy to support it. On the contrary, public :
policy ought to frown on the rule. It is in the interests of members of the
publip_that they be permitted to protect their investments in a company;by
virtue of their membership, through its constitution. .To shroud those
) Eonstitutiona1 rights in the uncertainty of a yardstick such as the outsider
.'rule, is to deprive‘the member of protection. There seems to be no reason
why the ;onstitutioh cannot be used to protect a member's rights, whatever
they May be. His right embodied in the constitution, to be a director and -
to be paid fees as such has been upheld. 4 An-article regulating the transport
by members of a company's fish catch has been upher.5 Likewise a member's

"1. Richmond Gate Property Co Ltd Re 19643 3 A]] ER 936 ChD 937F-H.
See Chapter 9 at 213-215.

2. Goldberg G D : The Enforcement of Outsider Rights under Section 20(1) of
* the Companies Act 1948 (1972) 35 MLR 362 at 373. See Chapter 10 at 233 et;§eq

3. Gower 562.
4. <Pu1brook v_Richmond Conso11dated Mining Co (1878) 9 ChD 610.

5.7 Boston Deep Sea Fishing and Ice Co v Ansell (1883) 39 ChD 32S at 356.
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.right,contained'in'the articles, of veto over decisions by directors has
been uphe]d.] There seems no reason why'members should not provide in the
constitution for the arbitration of their trading disputes, although this
right has been denied,z Other examples come to mind, such as the right to
occupy the company's apartments or parking bays, in terms of ‘the articTes;

-'or an art1c1e prov1d1ng for a compulsory: loan by a member to the company.

l !
It might be argued that. these seem to be normal incidents of membership,

easily catered for by a more flexible definition of outsider rights. 'This
argument is open to the criticism ofxvagueness and uncertainty mentioned
above. It rests on the premise that, as a matter of public po]1cy, outs1der
_ rights should not be found in the articles. C

A]ong'the same lines, it might be said that matters which are"clearly
extraneous" to company purposes ought to be excluded from the constitution.3
It is‘however equai]y difficult to determine what is "clearly extraneous”,
- even if such a definition were desirable. The.following is an example.

The pkob]em of %nc]uding -a marriage settlement in a company constitution
i1lustrates both the d1ff1cu1ty of definition and the lack of clear pub11c

po]1cy gu1del1nes

In the case of a ]arge pub11c company, a marr1age sett]ement seems
totally out of place. A.vague sense of ‘unease leading "to a suggestion of
~inequitable results accompan1es the not1on of a marriage settlement in a
public company. It m1ght not appear to be so incongrucus in a small family
company in-which husband and w1fe are the only members.

'However a c1oser‘examfhétidn”indicates'that, apart from questions related
~to the formalities attendant on a marriage settlement, there are no principles
of company law justifying the exclusion of such a contract from a company

1. Quin and Axtens Ltd v Salmon £19093 AC 442 HL.

2..- London Sack and Bag Co Ltd v Dixon and Lugton Ltd £19431 2 A1l ER 763 CA
- 7BbF-G. See Chapter 3 at 40 footnote 5.

3. London Sack and Bag Co Ltd v Dixon and Lugton: Ltd supra 765H. See Chapter 3
“at-39. : -
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Voo

constitution, other than the outsider rule. Nor is there any reason to
distinguish between pub]ic and private companies in'this regard. 1 S 20 T _j?
certa1n1y does not differ in its effect as between ‘private and public '

compan1es - Its wording does not lend any support to sué¢h a distinction, 2

A variation on the same theme, of seeking to justify the outsider rule
on principle, asserts that the special nature of the company constitution
justifies a limitation of its use to one type of contract, for example, for

3 The company constitution has, of course, been

company purposes only.
" frequently described as being sui generis.4 If this merely conveys that

the company is a unique invention of nineteenth century English capitalism,
makind possible the harnessing of large quantities of. risk capital, it is a
harmless encomium. -If it forms the basis of limiting the freedom of

members to contract with the company and each other, through the medium of
the constitution, then more is ‘required. Then the special nature of the
‘constitution-must be such that harm would be done by its use for any extraneous
purpose. It is submitted that no such harm is apparent and that there is
nothing in the special nature of the company to Just1fy this 1ntrus1on into

the basic freedom of contract of its members.

It may be argued that there 1s nothing to stop- members from contracting
for matters extraneous to the company relat1onsh1p, by enter1ng into contracts
outs1de the constitution. 4 It is submitted that thereis no justification for
'such formalism. On the contrary,  there are advantages in using the company
constitution as a vehicle for contracts between a member and the company, and.

1. . The Eng]1sh Compan1es Act, 1948, 5‘28(]), lays down the requtrements of a
pr1vate company. The other distinguishing features of public and private
companies are set out by- Penn1ngto 643-645.

2. In Rayfield v Hands £19581 2 A1t ER 194 ChD 1991 it was suggested .in the
judgment that the finding, namely. that in terms of s 20 the articles were an
agreement between the members,iignt not be of general application since the
company in question was a private company. Gower's comment was that if this
méant that s 20 differed in its effect as between private and public companies,
the_wording of the section lent no support to such a conclusion. See
Gover L C B : The Contractual Effect of Articles of Association (1958)

21 MLR 401 at 403. See Chapter 3 at 47-48.

3. This is the view of Scott L J in London Sack and Bag Co Ltd v Dixon and Lugton
Ltd supra 765F-G.

4. Gower 263 noted that it has been called a contract of the most sacred
character. He-described it as having various special characteristics.
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between the members inter se. For example, its terms and conditions are a
matter of public record. It is more flexible than an underhand:agreement,
since it can be changed by special resolution, given the requisite majority.]

5. Conclusion

Hedderburn has acknowledged that the outsider ruie is both complicated
and odd, and has called for its re-appraisal. ~Gower has described the rule
as uhnecessarily restrictive.3 It is submitted that cogent reasdns have been
~advanced for rejecting the outsider rule in its entirety. In its place is the
- simp]e'submission~ that articles which do not contradict the general law or aﬁy

“ express or implied provision of the Companies Act, 1948, are valid and enforceable.

1. See s 143 of the English Companies Act, 1948. .

2: Wedderburn K W : Shareholders' Rights and the Rule in Foss v Hérbott]e supra 212

Oppression of Minority (1959) CLJ 37 at 40. e

3.  Gower L C B : The Contractual Effect of Articles of Association (1958)
.-, 21 MLR 401 at 304. ‘ -
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" CHAPTER 12 - THE OUTSIDER RULE IN SOUTH AFRICA

1;‘ Introduction

“The outsider rule in English law has received extensive attention in
thjs,dis§ertation. flany of the rules of the English common law of companies
apply in South African law, with 1ittle or no modificatibn.] The reason for
dealing with the outsider rule.in English law has been.stated: it seeks to
inhibit the contractual nature of the constitution, by limiting its enforceabi]ity
. to rights.cohferred‘On the parties to this contract in their capacity as members

2

and inno other capacity. The same reason compels an enquiry into the outsider

. rule in South African law.

It is proposed, by and large, to. follow the pattern of treéting the subject
“adopted in regard to English law, namely to review the cases, then the views of .
academic writers, and then to offer a general.assessment and some criticisms of
‘the outsider rule in South African law. The conclusion fo]]owing thereafter is
based both on this -general assessment and on these criticisms.

2. The South African cases on the oﬁtsider ru]é

2.1 A review of the cases

The case of De Villiers v Jacobsdal Saltworks has been deé]t with at

: 1ength.3 There is therefore no need to traverse it once again.

Potgieter J-in.his judgmenf in the case held that the articles constituted
a contract between the company and the members, and between the members inter se,
but only in their capacity as members. They dfd not, for instance, constitute
a contract between the company and a director in his capacity as such.4

'1.  Cilliers Benade De Villiers 11.

2. See Chapter 8 at 176. -

3.. 1959 (3) SA 876 (0).See Chapter 3 at 55-58. o

‘4. 1bid 876H - 877A. _ | B
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The judge a]so held that it was c]ear from E]ey S case,] Browne v La Trinidad,*
Hickman's case3 and Beattie v E and F Beattie Ltd a that the articles of association

of a company did not create a contract between the company and a member except in
. 5 .

his capacity of a member.

Botha J P held that 1t was clear that, wh11e in terms of s 16 of the
Comoan1es Act, 1926 a- company s articles of association bound the cempany and
the members thereof to the same extent as if they had been signed by each
member, nevertheless no right mere]yspurporting to be given by an article to
a person, whether a member or not, in a capacity other than that of a member, -
~as for instance as solicitor or director, could be enforced against the company.
- This is, of course, the classic statement of the outsider ru]e. ‘

Ih1s case, therefore, perm1tted the reception of the outsider rule into
South African law, albeit without 1nvest1gat1on or critical ana]ys1s

“In the case of Grundling v Beyers‘tne’Mine Workers' Union, a registered trade

union; dismissed its general secretary.r . The 1atter.sougnt an order declaring;
inter alia, that his dismissal was invalid and setting it aside.8

ft was‘contended on his beha]f, inter -alia, that, "because the general
secretary had not been given a proper hearing, prior to his d1sm1ssa1 this
was null and void as being contrary to the const1tut1on of the union. 9 It-
;twas further contended that the post of general secretary was indeed a statutory
~or constitutional one - and that therefore the union was ob11ged to adhere to

its constitution in dea]1ng with h1ﬁ 1o

1. Eley v Positive Government’ Secur1ty L1fe Assurance Company (1876) 1 ExD
- 20 and 88. ~

. (1887) 37 ChD 1. . .
. Hickman v Kent or Romney Marsh Sheepbreeders Association C£19151 1 ChD 881.

2
3
4. £19381 3 A11 ER'214 CA,
5
6

. De Villiers' case supra 876H.

‘6. De Villiers' case supra- 873-874A. In support of this proposition he
quoted the fo110w1ng cases: o

Tickman's case supra 900
Eeatc1e s case supra.

7. 1967 (2) SA 131 (1).
8. Ibid 136A. '
9.. Ibid 137A-B.

10. Ibid 137B.-
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Tro]11p J as he then was, considered that there were two fallacies 1n
these contentions. L The first was that the Iega] re]at1onsh1p between the
genera] secretary and the union depended upon or- was derived from the Industria®
Conciliation Act, 1956, under which the union was registered, and was therefore
statutory or gggsifstatutory. The second was that any act by the union which
was'contrary to the provisions of the union's constitution was null and void.]

- The judge, having considered both the aforementioned Act and the union's
: const1tut1on concluded that they did not render the genera] secretary a
statutory or guasi-statutory official. 2 They merely enabled the union to

be reg1stered and then, as a corporate body,- to enter into a contract with
someone to be general secretary. Even if the latter was a member, the
_constdtution did not form any legal relationship between the union and the
general secretary as such. The only legal relationship it created was that
-between the union and its individual members in their capacity as membersi it
created none between the union and its members in their capacity as outsiders.
- The legal relationship, therefore, between the union and the general secretary
as such was purely contractua], name]y that of master and servant.2

These views, said the judge, ‘were fu]]y supported ny Eley's case, by
De Villiers' case and by Ha]sbury 3

. The position was “the same as that between a company registered- under
. the, Compan1es Act 46 of 1926 and its secretary or any other off1c1a]" ¥

Tro]]ip J then continued as fol]ows The union and genera] secretary,
in so contracting might expressly or 1mp11ed]y make certain provisions of the
const1tut1on part of their contract.5

0n the other hand the general secretary was, as he was obliged to be, a
member of the union too, and ‘the constitution was legally binding on the union
and its members in their capacity as such.6 It was unnecessary to determine
vwhether such legal re]atibnship was contractual or statutory or both, bnt'it
was clear that if the uaion actéd or proposed to act contrary to its constitution,

1. -Ibid 137D-F.
2. Ibid 138F-G.

3. Ibid 138-139. The .full references to the authorities -referred to by Trollip J
are Eley v Positive Government Security Life Assurance Co (187€)1 ExD 20 and 85.
See Chapter & at 181-182; De Villiers' case supra 874A and 876H. Halsbury:
Laws of England Vol 6 (Third Ed1t1on By Lord Simonds London 1954) pars
an

4, 'Grundling v Beyers supra 138H.
5. Ibid 139A.
Ibidem D-E.
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the law.afforded the member, as such, certain remedies limited by the rule
in Foss v Harbott]e.] If, therefore, -the general secretary's dismissal was
unconstitutional, he. as a member might also claim relief on that ground.

But the two kinds of remédy, contractual and constitutional, were entirely

different and each vias governed by its own rules. and were not to be Confused.2
- The judge then dealt with the contention that any act by the union in

breach of its constitution was null and void. In the view of the learned

but if the act was within its powers, but the manner of doing it dev1ated from

or was contrary to the constitution, it was at most voidable and capable of

rat1f1cat1on.3

In terms of its constitutioﬁAthe control of the affairs of the union

.. vested in its geanral counc%], and subject to that body the management‘of its
activities was in the hands of an.executive committee and a management committee.
A circuitous process was adopted whereby the union dismissed its secketary.s
‘The executive committee passed two resolutions, which appeared to be mutué]]y
contradictory. Firstly, fhe general secretary was given seven days within ~
wh1ch to answer charges, but in the meanwhile he was suspended Secondly, and
in addition, the execub1ve committee decided to dismiss him for inefficiency,
and pending the general council's confirmation of his d1sm1ssa1,,he was:

‘ forthiith suspended. A1l this was done instead of simply dismissing him,
and tendering to pay his salary and other financial benefits in lieu of a

" month's notice.5

It was argued for the general secretary that he was not given a hearing
by the executive committee of the. general council before his dismissal. 6 In
dealing with this, the’ audi alterem partem issue, the judge held that. in a
statute empowering an official to give a decision adversely affecting the
rights of liberty or property of an individual, there was a presumption that
‘the rule qpplied.7 There was, however, no such presumption in a contract

unless there was an express or implied term to that effect in the cqntract.8

Ibidem E-F.
Ibidem F-G.
Ibid 140A-3.
Ibid 133C-D.
ibid 140C-H.
Ibid 137A-B.
Ibid 141D-C.
Ibid 141E.

*
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_ Aithough.portions of the constitution had been. incorporated into the general
secretary’s service contract, none of them expressly created the obligation

to give him a hearing. Nor could such a term be impiied.] Conseguently
there was no obligation on the union to give him a hearing.2

Nevertheiess his summary dismissal for inefiiriency was unlawful since
it had been found by the industrial court that he ~as competent 3 ‘Even it
the failure to give him a hearing was a breach of his contract, this would
simply be an additional ground for holding that his dismissal was a breach

of contract.4

" The judge proceeded to deal with matters which are irrelevant to the

. present enquiry. 5 So far he had only considered the general secretary's

'rights vis’'a vis the union, as an outsider in regard to his dismissai that is

to say, in terms of his contract with the union.

However, even as a member he did not'think.the events in question enabled
him to invoke the aid of the court. If his dismissal by the -executive committee
was unauthorised or irregular for any reason, it was net ultra vires and void and
was duiy validated by the genera] council. 6

- The Significance of the case for the present enquiry is the judicial

Aanaiyéié of the relationship of the‘generai secretary tb_the trade union and

- of the role of the union’s constitution in Forming ‘that relationship. The

secretary.

general secretary was ‘both an off1c1a1 and a member of the union. He did not
derive his rights or obiigations 1n ény way from the Industrial Conciliation Act.:-
As far as the union's constitution was concerned, it was the constitution of a
body corporate, created undgnjinE"enabiing statute aforementioned, giving the
union the power to_enter into a contract with someone to be its general

7 The legal re]ationship between the union and its general secretary

‘as such did not derive fromAthe constitution, but from a contract outside the

N s W N —
L] *

Ibid 1424.
Ibid- 143A-B.
Ibid-1438-C.

- Ibidem F-G.
Ibid 143-147 .
Ibid 147E-F.

. 1bid 138F-G.

L4
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constitution. On the other hand he was a member and the constitution was
legally binding on the union and its members in their. capacity as such. 1
This would give him rights as a member, if the genera] secretary s dismissal

was unconstitutional, rights which were entirely different from those flowing
2

out of the general secretary's contraet with the union.

" This reasoning is analogous with that in the classic statement of
Astbury J in Hickman's case. 3 The effect 'of both is that no rights were
given by the articles to a person, whether a member or not, in a capac1ty other -

" than as a member.

4 There, too,

The reasoning is also analogous to that in Beattie's case.
the member could not rely on the articles as constituting a contract between
himself and the company.5 The member could, but did not, seek to enforce a
right common to himself and all other members, namely to have the affairs of
-the company conducted according to the constitution. 6 Both in Grundling's
case, and in Beattie's case, the court recogn1sed that the member had a right

to have the affairs of the corporate body conducted accordlng to the constitution.

1t was th1s which 1ed Wedderburn to postulate his theory that in exercising
this right, a member might well be enforcing 1nd1rect1y an outsider r1ght and
that this could occur despite ‘the outsider rule. '

_ {t is tempting, therefore, to view Grundling v Beyers as throwing light

" on the outsider rule and as aUthority for the reception of lledderburn's theory
of the indirect enforcement of outsider rights, in South African law. -However,
this conclusion would not be valid because a distinction is to be-drawn between -
a trade union and a company incorporated under the Act. The former is a body

1. . 1bid 139A.
2. Ibid 139F-G.
'3.. Hickman.v Kent or Romney Marsh Sheepbreeders' Assoc1at1on 19153 1 ChD 881

at 900.
4. Beattie v E and F Beattie. Ltd £19581 3 A11 ER 214 CA.
5. 1bid 2166G-4.
6. Ibid 219A. : S
7. Wedderburn K W : Shareholders' Rights and the Rule in Foss v Harbottle (1957)

CLJ 194 at 213.
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corporate under the Industrial Conc111at1on Act, wh1ch has no section such as

S 65(2) of the Act. There is therefore no reason. to-assume that the trade
union's const1tut1on is a statutory agreement between the company- and its

" ‘members, or between. the members inter se. Consequently the reasoning of _

: .TroTlip J cannot be applied to a company formed under the,Act. He found that

the Jegal re]ationship~between the union and the general ‘secretary as such, f:
“was purely contractual, and was the same as between a company and its secretary.]
This is a far cry from importing this reasoning, appropriate to a trade union
formed without reference to a section such as s 65(2) of the Act, into an

_ enquiry into the concept of the company constitution as a contract.

Therefore Grund11ng v Beyérs is of limited s1gn1f1cance for the purposes

“ of the present enquiry.

The case of Gohlke and Schneider v Hesties Minerale (Edms) Bpk has also
been dealt with at Tength.Z

The court was concerned with the-va11d1ty of an agreement between the
company and its members which, it was contended was contrary to- and sought ~
to amend the articles of that company 2 According to Tro]11p J A, the

aagreement meant that a party' B nominee would become a director of the company
mere]y on his nom1nat1ng him as such. 3 It-was contended that on this
construction of the agreement it was contrary to the art1c1es, and was
'\unenforceable aga1nst the company, since it had not been 1ncorporated in the
art1c1es.4
_ Tro]]1p JA exam1ned the propos1t1on 1n the 11ght of s 16 of the
Companies 0rd1nance 19 of 1928 (SHA) " As far as the articles were concerned
it was 1mmed1ate1y apparent that the section did not render them abso]ute}y

- binding on the company and its members, as though they were statutory enactmentS.Q
1. -Ibid.138H. .

2. 1970. (2) SA 685 (A). See Chapter 4 at 78-80.

3. lbid 6910-E. - ' e

4. Ibid 69B. . -
5. Which is, identical to s 16 of the Compan1es Act, 1926 and to s 65(2) of the Act
6.  Gohlke's case supra 692E-F.
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Then the judge referred to Hickman's case and De Villiers' case, in suppor%

of his view that "the company and its members are bound only to the same extent ®
as if the articles had been signed by each member., that is, as if they had
contracted in terms of the articles. The articles, theréfore, merely have the

" same force as a contract betwéen the company and each and every member as such

to observe their provisions. wl

’

Since that contract was not made immutable of indefeasible by the
‘Ordinance in any relevant respect, the judge could see no reason why, as with
- any other contract, it could not be departed from by.a bona fide agreement
concluded between the company and all its members to do something intra vires
the company's memorandum but in a manner contrary to the articles, and why
that agreement should not bind them, at least for as long as they remained the
only members.2 . ' ' '

It may be argued that th1s case was not concerned with the outsider rule
at all. .The purpose of the enquiry was whether or not the members could
depart from the terms of the constitution by means of a unanimous'agreement,
not suppOreed_by a special resolution altering the constitution.3 . Accordingly,
the issue was not the enforceability of outsider rights embodied in the
constitution. The issue was the r1ght to appoint a director effect1ve]y by
mere]y nominating him in terms of the aforementionéd agreement. 4 ,

{n addition it may be said that the reference to Hickman's case and to
De Villiers' case was for the‘purpose of proving the contractual rather than the -
statutory nature of the constitution, and therefore of proving their changeable,
instead of their immutable qua]ities.s.
‘ It may,therefore, be argued that the Appellate Division did not in this
case, consider the outsider rule as such. ‘

. Gohlke's case supra 692F’G.,‘
o Ib1dem G-H.
Gohlke's case supra 692 G-H.
Ibid 688C-D and 689A.
Ibid 692F-G.

DT W N e
L ]



- 27.

On.the other hand, Trollip J A, in describing the articles as merely
‘having the same force as a contract between the company and the members,
referred to theé members as "each and every member as such". L These “words
are - as is the phrase "in the1r capacity as members" - part of the termlno]ogy
. and the reasoning of the outsider rule.

P

b In support of this statement, Trollip J A referred to both Hickman's

case and De Villiers' case.2 He did not refer directly to the classic
statement of Astbury J formulating the outsider ru]e.3 'However, he did refer
to the statement of Potgieter J in De Villiers'case , in which the latter judge
unequivocally held that the contract in the constitution was limited to that
between the company and the members in their capacity as such.4 _

N It is,therefore, submitted that there is support in this ease, by way of
~an gbiter dictum, for the.outsider‘rule as part of South African Taw.' On the.
other hand there is no assessment of the validity of the rule, any justification
-for its reception, or its meaning or ramifications. . '

‘ The case of Isaacs, feshen and Co (Pty) Ltd v E111s has a]so been dea]t
with. 5_ No reference was made in the judgment of Caney A J P to the outsider

rule. Hickman's case was referred to both in support of the right of each -

member to enforce the articles as against the company, and in support of the

A,propos1t1on that a stranger has no enforceable rights uynder the articles. .

. However, the statement of Astbury J in regard to the outsider rule was not

' ment1oned

Gohike s case supra 692F-G.

1.
2. . Hickman v Kent or Romney Marsh Sheepbreeders -Association £19151 1 ChD 281.
De Villiers v Jacobsdal Saltworks 1959 (3)SA 873 (0).
. Hickman's case supra 897 and 903. :
De Villiers' -case supra 876-7.
. 1964 -(2) PH A59. See Chapter 3 at 58 and 66- 68
. Ibid-298. Caney A J P (ibidem) also queried this propos1t1on in our law

(o2 TS o T — Y 71
L]

having regard to the rule ‘that a stipulatio alteri may be accepted by h1m )
- for whose benefit it is made. See Chapter 3 at 66-68. L

3~
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The significance of the case in the present context is that tt"was held
that each holder of a share in a company, who was entitled to a parking space i
on' the company's premises in terms of the articles, could enforce the right - &
agalnst the company.] Yet, it is submitted, in-terms of English law, the right .
to occupy a parking bay is the same as the right to be a solicitor or a promoter
or a director and as such is an unenforceable "outsider" right. It would appear
that Caney A J P, in omitting to comment on the outsider rule, nevertheless
perm1tted a wember, qua member, to enforce an outsider r1ght.

In the case of Rosslare (Pty) Ltd Y Registrar of Companies2 the applicants

" sought a declaratory order against the registrar, arising out'of his refusal to
register certain articles amended by the applicant in terms of -a special
reso]dtion.3' The case is the only one in which the outsider rule was considered
in depth, if not explicitly by name, in South African law.

It also touched on a basic principle which illuminates the notion that the
_company constitution is a contract, in the.following sense. The articles are
fbrmed by agreement and amended by special resolution, both followed by
registrétion.4 Registration is fqndamehta] to the process of formation and
change. ‘,It_is not merely a procedural matter, but involves questions ot
substantive law, that is to say, even if the procedures are immaculately
performed, the reglstrar may refuse to register amended articles. On what basis
may he do so? As Milne J p01nted out in this case, a company may validly -amend
'eits articles of association provided it complies with the procedural requirements
laid down, and the registrar is obliged to register them if they are in f
accordance with the Act.5 It was contended for the applicants that, provided -
the articles were not in conflict with the Act, and did not provide for some
illegality, the registrar was obliged to register them.6 The registrar, on the
other hand, took the view that anything which the Act did not provide for would
be illegal, and therefore not registrabie.7 His counsel conceded that the
' .regiétrar could only deq\ine o) register articles either expressly prohibited by,
or inconsistent'with the Act, and which were inconéistent with certain fundamental

Ibidem.

1.

2. ]972 (2) SA 524 (D).

3. Ibid 525A-B.

4 See s 32 - s 63 in re format1on, 3 55 -5 56 in re alteration of memorandum;

s 62 in re alteration of articles.
‘5. Rosslare's case stpra 525C-D.°
6. Ibidem.
7. . Ibidem D-E.
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assumptions in the Act.1

Mf]ne J formulated ‘the test as follows.: “Affic]es which arc not in conflict
with the general law, nor with any express or implied prov1s1on of or ‘underlying

. ‘assumpt1on in the Act, are registrable and the Reg1strar of Compan1es is ob11g=d

to register them.' w2 - T

Milne J then proceeded to consider the articles before him,'and the validity

of the registrar's refusal to register them.

The amended articles of association sought to be registered were in the
form cbmmon]y ehcbuntéred where the company owned a block of flats, and '
- individual flats in the building-were "sold" on the basis that bwnership of
' a particular number or block of shares entitled the owner of those shares to
occupation of a particular f}at.? The articles also made provision for levies
and compulsory loans by shareholders to the company.4 Article 4 made'provisidn
- for the share capital to be divided into a number of ordinary shares which would
be apportioned between twelve "share blocks". Each of . these blocks ent1t1ed
the holder thereof to "the exlusive use, occupation and enjoyment in perpetU1ty,'
free of rent, of a definite flat or garage in the company's -building”. 5 In
addition, the articles declared that the said holder had no such rights in -~
respect of any other flat or garage.6 The detailed rights given to sdch B
.holders were set out in an agreement annexed to the articles. |

" The registrér raised several objections to these articles.

Firstly, théyvignored the principle that a company is a'separate legal _
entity, since thereby the members would have the sole and exclusive rights to
certain pprtions of the company's assets.7 '

_ Secondly, the occupation agreement annexed to the articles.was not a complete
agreement, nor included in the memorandum.®  In developing this objection it was

ibidem E-F. . '

Ibidem G-H. - . ' o miee

Ibid 525H-525A. ' :

Ibid 526A.

Ibid 526C-E.
“Ibidem G.

1bid 527¢C.

Ibid 5270.
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contended that whiTe it was “possib1e for the company to enter into arrangenenis’
of -this nature with third parties or even with persdns whe were in fact members‘}?
of the company, it was nof permissible for the company to enter into such '
ar}angemenﬁ.with members inﬂfheir tapaciiy as members," Since the permanent’
right of occupation amounted to a return of capi:al to shareholders and
therefore an unauthorised reduction of‘capital.1

The judge regarded this as a "somewhat startling” proposition, one which,
if correct, would have far reaching consequences.2 He then dealt with this
" submission, namely that it was the fact that the amended articles gave the
shareholders rights to the company's property in their capacity as members
which. rendered the article objectionab1e.3< "It endeavoured, so it had been.
submitted to the court, -to promote a pu}e1y personal arrangement into an
arrangement with persons as members. '

The judgevcontinued as follows. There was a well recognised distinction
between contracts made by a éompany with a member in his'private_capacity and
those made with him in his capacity as a'member.4 In support of this he
quoted the,wopds of Potgieter J in De Viiliers' case, namely that the articles
constituted a contract between the members inter se and between the cdmpany and -
the members but only in- their capacity as members, and that they did not, for
1nstance constitute a contract between the company and a director in his -
capac1ty as such. 5 ‘

This passage had been apbroved by the Appellate Division in Gohlke's case.6‘
A member.of a company had no separate legal personality "in his.capacity
as a member" which-was distinct from him in his private _capacity.7 What was
meant by a contract with a member "in his capacity as such" was a contract
~ between .him and the -company which was connected with the holding of shares and
- which conferred rights which were part of the general regulations of the company

Ibid 527E-G.

Ibiden.

Ibid 528A.

Ibid 528A-3.

. De Villiers.v Jacobsdal Saltworks 1959 (3) SA 873 (0) 876-7.

Rosslare's case supra 528C. See Gohlke and Schneider v west1es Minerale

TEdms) Bpk 197C (2) SA 685 (f) 692F-G.

7. Rosslare's case supra 528D.
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applicable alike to all shareholders.

‘For this proposition he relied on -
2 . .

Y

Hickman's case. ' ‘ o . -
The rights given to the shareholders, in thé articles before the court,
. were part-of the general regulations of the company applicable alike to all
3

_shareholders, and iherefore they were contracting in their capacity as members.
The -rights in questiin were the .rights of occupat1on of a definite flat or
garage in the company's buﬂdmg.4
If members could contract outside the artic]es for such rights, there was
no reason why they could not do so in the artic]es.s~ .This was, of course, a
direct response to counsel's submission that these arrangements could be made
with third parties, or even with persons who were in fact members, but not
with members in their capac1ty as members. 6 ’
It, therefore, made no difference in law whether the contract embodying
"such provisions was contained in an agreement outside the articles, or
whether it arose from the terms of the articles themselves._7 There followed -
a careful analysis of the question‘of a reduction of capital. 8 The conclusion
arrived at was that the m2re grant of rights to the company's property without
actually returning the property 1LS€]f to shareholders did not-appear to amount
to a reduction of capital. 9 .Accordingly this objection to the amended articles

was not we]]-founded.]0

The judge theh'turned to consider the objection that the articles authorised
the directors to make levies upon the holders of shares to meet company expenses,
and the obligation placed on shareholders in the articles to effect loans to the
company.]] In essence these objections amounted to this, that these levies had

., 7

1. Ibid 528D-E.

2. Hickman v Kent or Romney Marsh Sheepbreeders Association 19151 1 ChD
881 at 896-897.

3. Rosslare's case supra 528F-G.
4. Ibid 526D-E.

5. Ibid 528G-H. -

6. Ibid 527E-F..
; . .
8
9

. Ibid 528H.
Ibid 529D-532,
9. Ibid 532-F.
10. Ibid 532F-G.

11. Ibid 532G-533H. As to the obligation to make loans see 276 below
footnote 4. See also the proviso to s 59(2) of the Act. ‘
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the effect of iﬁcreasing the 1iabtlity of ‘a shareholder towards .the company,
which would be contrary to the concept of limited liability, and that no prov1s1on
-was made in the Act to compel shareholders to 1end money to the company. 1

In support of these contentions, counse1 for the respondent re1ied on the
‘remarks of Buckley L J namely, that the purposes of the memorandum and article;
" was _to -define the position of the shareholder as shareho]der, not to bind him
in h1s capacity as an individual. z

However, said Milne J, it was clear from Hickman*s case that articles
regplating the rights and obligations of the members generaT]y did create
rights and obligations between them and the company respectively.3 The
obligétion to make loans to. the company would not be subject to any contribution

~ on a winding-up, but apart from this there seemed to be nothing -in s 107(g) of

4 the Companies Act, 46 of 1926 or in any other section nor was there any
underlying assumption of the said Act, which.prevented members from being bound
by the artic]es of association to make loans to the company.4

Ih_the result, the court held that the objections of the registrar.were

unfounded and ordered that the amended articles be registered accordingly.s.’

The judgment of Milne J in Rosslare's case is the~on1y'judgment in South
African law dea]ing in any depth with the contract embodied in the constitution
of a-company between it and a member in his capacity as such. In doing so the
‘-1earned judge dealt with a subject which is an 1ntegra1 part of the outsider
rule. What is-more, in his references to Hickman's case, he introduced
those portions of the judgment .in the latter case which contain the reasoning

1. Ibid 532G-H.

2. - Rosslare's case supra 533H. Reference had been made in Rosslare's case

at 525F-G to these remarks of Buckley J in Bisgood v Hende?EBETE‘Transvaa]
Estates Ltd 19087 1 ChD 743 at 759.

3. Hickman v Kent or Romney Marsh Sheepbreeders' Association E19153 1 ChD 881 e
. at 900 and 903.

4. Rosslare (Pty) Ltd v Recistrar of Comoanwes 1972(2) SA 524 (D) 524C-E.
"+ This case was decided prior to the-promulgation of the Act under which,-in
terms of the proviso to S .‘\~; o7 the Act, a condition in the articles that

the members are oo11ocd to mak loans to the conpanv is of no force or effect.

5. Ibid 534F.
See Hickman's case supra 900.
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1 The views of Milne J are

- and the classic statement of the outsider rule.
therefore. of great 1mportance in defining the mean1ng of the outs1der rule

in our law.

The judgment was concerned with a "somewhat startling proposition® that‘
it was nossib1e for the. company to enter into the arrangements before the
cdurt with members bvt—not with members in their capacity as such.z‘ Viewed
“in the context of the outsider rule, one would expect this to mean that the
contractual force of the articles was limited to those articles which-apply
to the relationship of the company té the members in their capacity as such.

But ‘this was not the proposition before the court. Instead, the reason advanced
' in argument why these arrangements were with the members in their capacity as
such, and were therefore objectionable, was that these arrangements resu]ted in
a redyctioneof capital. 4 Such a contention, it is submitted, appears to be a
non sequitur. There are presunab]y many articles which do not result in a
reduction of capital, and which could be’ sa1d, in terms of the outsider rule,

to be other than in the capacity of a nember, such as for example, articles

appointing a member to beé a director or a’solicitor of the company.

Milne J referred to a "well- recognised" distirction between contracts made
by a member in his persona] capac1ty, and those made by him in his capac1ty as
a member. o

:That there is a distinction between persons who have contractual capacity
and those who do not, and between contracts by a person-in his personal capac1ty
and in a representative capac1ty, 1§ tr1te law. Apart from this, there is no .
room, for doubt that, as Milne J says a member has no separate legal personality
in h1s capac1ty as a member, as d1st1nct from him in h1s private capacity.

1. - There are two .references to Hickman's case in the judgment of Milne J in
Rosslare's case, to be found therein at 528F and 533H. In the latter,
533H, reference-is made to-Hickman's case at 869 and 897, in which two
lines of cases are set out, the reconciliation of which was effected
through the outsider rule. See Chapter 8 at 178. ‘

2. Ross]are s case supra 527E-G and 528A.
3. ‘&See‘Beatt1e v E and F Beattie Ltd E]938] 3 A11 ER 214 CA 218B-C.
4. Ross]are s case supra 527F-G. ) , -
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What then is the meaning of the"well- recognised distinction" to which
‘MilneJ refers 2 It is submitted that it relates only to contracts in the
‘company const1tut1on It may be traced directly to the classic L1ctum of
Astbury J in Hickman's case. What has become we'l recognised is his view

- that "no right merely purporting to be given by én art1c1e to a person,

whether a member or not, in a capacity other than that of a member ...... oo

can be enforced against the company. ] This is, of course, the outsider rule.

- Milne J offered two tests of a contract with a member "in his capacity
as such".. The first is that such a contract is connected with the holding of
shares. For the present purposes, this test is to be examined only in regard
to the contract in the constitution, and not to-any other contracts outside the
constitution. The second test is. that such a contract confers r1ghts which
 are part of the aeneral regu]at1ons of the company, applicable alike to all
members. '

In regard to the first test, the following submissions are offered.

‘Firstly, Astbury J in Hickman's case did not examine rights, given inan’
art1§1e accord1ng ‘to whether these were connected to the holding of -shares.or
not.

'Second1y, inhformuiating this test Milne J, it is submitted, clearly
:contemplated that there are two types of contract contained in the constitution:
those which are connected with the holding of shares, which are enforceable if
they also comply with the second criterion; and those which are not so connected,
and are. therefore unenforceable. It is doubtful whether there are two such
- types of contract. As Jansen J A said in ‘Utopia's case, in seeking to ascerta1n
the nature of rights connected with the holding of shares, the source is normally
the constitution of the company.. 3 Furthermore, s 65(2) provides that all
- provisions in the constitution are binding. This serves to e11m1nate,the
‘distinction between contracts in the constitution. which are enforceable’

-because they are connected w1th the ho]d1ng of shares, and those which are not.

1. Hickman's case. supra 900.fly deletion. See Chapter 3 at 176. o
2. Ibidem : | :

3. Utopia Vakansie-Oorde Bok.v Du P]ess1s 1974 (3) SA 148 (A) 1€33-C.
~See below at 284 et seq : :
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.Third1y, thisiformulétion of the bﬁtsideh rule is self-contradictory. On
the one hand, only those portions of the constitution are enforceable which
- create r1ghts and obligations between the company and its members in the1r
capacity as such. 1 On-the other hand, a test of such capacity is whether
or not such rights and obligations are connected to the holding of shares.
Furthermore, the source of rights and obligations yonnected with the ho]d1ng
of shares is the const1tut1on of the company.3 ‘

2

Finally, s 65(2) clearly lays-down that all the provisions of the
constitution are binding. This effectively destroys any limit imposed by
the‘oqtsidér rule on the scope of the contract contained in the constitution.

- It is submitted that this conclusion is consistent with all relevant . ’
propositidns, excepting only the first test of Milne J and the outsider rule.
It ié the only rcasonable inference which may be drawn from the authorities,
read together. It is, therefore, submitted'that to say of a contract
between the company and its members, be it in or out of the constitution,

~that it is a contract with the member in his capacity as such if it is
connected with the'ho]ding of shares, takes the matter no further.

It might be added in passing that the holding of shares and membership
are'éq-eXtensive notions.: In a,cdmpany having a share capital .the member is
the person whose legal ré]ationship Qith the company arises by virtue of. his
“shareholding'in thg gompany.4 Sincg holding shares -in such a company is

~

1. Rosslare's case supra 5280:'Af

2. - Ibid 528D-E. A

. :':3(.’ 3

. 3. Utopia's case supra 1638-C. It'is submitted below at 285 footnote 5

BN oun: S v

that  even where shares are issued or allotted by the d1rectors, nevertheless,
the ultimate source of such rights is the constitution, since it is the source
of the directors! right to issue such shares. It is submitted further that

s 221 of the Act is not the source of such authority.

~Cilliers Benade De Villiers 118; s 103(2) and-s 105(1)(a).
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synonymous with membership it cannot, it is sgbmitted,-be a guide to ' °
distinguishing contracts with a member in his capacity as such from contracts '§?
' . o T4
with him in some other capacity.

_ In regard to the propdsitioﬁ that a contract with a.member in his capacity
as such, is one which is connected with the hold - ng of shares, one may assume
that the judge was dealing with a company Timitea by shares.] In regard to a

company limited by guarantee, it is submitted'that the Tearned judge would
formulate the test as follows: it is a contract between him and the company
connected with. his membership of the companyQ? Such a test would also depend
on a division of the constitution of a company into that portion which is
enforceable, -and thelother which is not. It would require an ana1ysis of
righfs and obligations in the constitution according'as they confer rights
in the capacity of membér or not. Such an enquiry would be identical to that
of Astbury J in Hickman's case, and would be subject to the observations in
“regard thereto.’ |

It is now proposed to deal with the second test put. forward by Milne J°
in Rosslare's case; in respect of a contract with a member in his capacity
as such, namely, that it confers rights which are part of the general
regulations of the company, app]icéb]e alike to all members.4 ‘ In'support
of this proposition Milne J referred to Hickman's-case at 896 and 897-.5 These
references are to the comments of Astbury. J in regard to the "Elgl" cases.®
In these cases Astbury J found that the articles in question purported to give
specific contractual rights-fo persons in some capacity other than that of
shareholder, and in none of them were members seeking to enforce or protect
rights given to them as members in common with other members.7 The decisions,

said Asfbury J, amounted to this. that an outsider to whom rights were given in the

*

- As defined in s 19(1)(a).
S 19(1)(b). |
See Chapter 8 at 208 et seq.
Rosslare (Pty) Ltd v Reg1strar of Companies 1972 (2) SA 524 (D) 528E.
See Chapter 8 at 177-179.

Ibidem. The "Eley" cases are: -

Tavarone Mining Cc Re, Pritchard's Case -(1873) 8 ChApp 9563

MeThado v Porto Alegre Rail Co (1874} LR 39 CP 503; . -

Eley v Posrtive Government Security Life Assurance Co (1876) 1 ExD 20 and 88;
- Browne v La Trinidad (1887) 37 ChD T. .

- 7. Hickman v Kent or Romney Marsh Sheepbreeders' Association E19TSJ-] ChD 881 at
-896. :

OO W N
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articles could not sue on them as contracts between himself and the company,
. because they were not part of the general regulat1ons of the company applicable

o

alike to all shareholders. | | « %

. There were, of course, other cases referred to by Astbury J in wh1ch the

o company was entitled to enforce its regulations as against its members. In

these cases Astbury J found that the rights in question related to the rights
and obligations of the members generally as such.?

“ In order to reconcile these two classes of decisions Astbury J formulated
the outsider rule, restated the English rule against the enforcement of rights
contained ih a contract between two persons in favour of a third person, and
postulated that articles regulating the rights and obligations -of the members
"generally as such did create r1ghts and obligations between them and the
- company respectively. 3 :

The second test of Milme J, therefore, it is submitted,‘restsjfirmly on
a the wording and reasoning of the judgment of Astbury J in Hickman's case;4

‘Like the dictum of Astbury J itpre=upposes that there are regulations
‘in the constitution which are not general, and are thekefore unenforceable.'

. The meaning of such general regulat1ons accordlng to Astbury J, is that
they do not confer spec1f1c rights -to persons in some capacity other than
"that of shareholder. According to the view he took of Eley's case, Astbury J

was of the opinion that Eley's right to be the company's solicitor was a specific

5

right- g1ven to him in some capac1ty other than that of member. Furthermore, it

- was not applicable alike to all members.

If one examines the right in issue in Rosslare's case, namely the right to
the exclusive use of a definite flat or garage, it is submitted that this was

. an outsider right.s' .1t was specific, it was applicable to only one shareholder

1. 1Ibid 897.

2. Ibid 899- 900. See Chapter 8 at 184~ 194 202-203 and 208. . e O
3. Ibid.900. o
4. Ibidem. - ' .

5. Rosslare (Pty) Ltd v Regfstrar of Compan1es 1972 (2) SA 524 (D) 525H-520A;
See 272 above.et seq. . : :
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and it was in some capacity other than. that of member. It could, therefore,
not be part of the general regulations of the company. It might be argued
that similar rights were given to all members and that, therefore; it was

a membership right and part of the general regulations. It is submitted,
howevef, that such an argument distorts the ordinary meaning of the terms
“specific rights" and "general regulations”. It also ignores the fact,
‘that in this case tne obligation rested on the company, and not the members
generally, while the r1ghts 1n quest1on were not. enjoyed by all the-members
alike. -

Apart from this, it is submitted that it is not an "underlying assumption
in the Companies Act", that all rights and all obligations contained in a.
company censtitution are to be held alike by all members. 1 It is well
recogn1sed on the contrary, that classes of members may enjoy r1ghts, or ca“ry
obligations which are specific to a class and not to members of ‘another c]ass.2
There is no obstacle, it is submitted, to a class consisting of one member or

to a member enjoying specific rights uhlike those of other members.

There seems,:therefore, no valid reason why a member cannot contract

with a company in the constitution for a specific right, be it for dividends,
or tb.be'a director or to: occupy a specific flat or garage.

~.Having formulated the two tests'aforementioned, and having applied them -
to the articles in question, Milne inn Rosslare's case_expressed his supporf
for counsel's submission, that T ¥t would be permissible for persons who
were members of the company to coﬁ%ract outside the articles for such rights, .
it was equally permissib]é“for*%ﬁém to do so in the artic]es.3 If the articles
gave rights which amounted to a return of capital to shareholders, it made no -
difference inllaﬁ whether the contract embodying such rights was contained in
agreement outside the articles or in terms of the articles.t It is submitted

s

1. Accord1ng to the dictum of Milne J in Rosslare's case at 5254 this is one-
criterion for the registrability of articles.

2. See s 52(2) and'Table Aart3; s 1945 s 311; C1111ers Benade De V1111ers 83- 92

-’\.-_,-

3. Rosslare's case supra 528G‘u

4, Ibidem. Such an agreement would, it is submitted,be unenforceable if it did
not provide for due compliance with ss 83-90 of the Act, if, for example, it
prov1ded for a reduction by means other than a special reso]ut1on where this
is appropriate, or if it sought to avoid confirmation thereof by the court
where this is necessary. See Cilliers Benade De Villiers 95-102.

——

o —
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that there :can be no objection to this in the context of the rule against
the reduction of capital. Any agreement, in or out of the constitution,
resulting in an unauthorised reduction of capital would be unenforceable.

However, in the context of the outsider rule, it is submitted'that no
.-.éomparison can be made between contracts in the constitution and those outside
it. .It certainly would be a fa]]aéy to argue that, if an agreement would be
valid if entered outside the constitution, it would be valid if contained in
- the articles. The differences are too basic to permit of such a comparison.
It is the contract embodied in the constitution and-the effect thereof which is
to be interpreted. An underhand agreement between the company and its members
and between the members inter se is not subject.to s 65(2) of the Act. It need
not be registered.] It is not capable of being varied by a prescribed majority
"following the requisite forma]itiés.z In none of the cases has it been sugges ted
--that an agreément outside the constitution is invalid if it confers outsider rights.
On the contrary, in Beattie's case, the judgment contemplated the possibility that
if the outsider could not show that he was acting qua member, and was seeking to
'enforce‘rights common to himself and all the other members, he would be dfiven
to rely on another agreement with the company outside the artic]es.3 Such -
formalism is, indeed, one of the defects of the outsider rule.

In a word; to judge the validity of an article between the company and a )
member ‘in his capacity as such, by reference to an agreement outside the
constitution, would hardly be an acceptable yardstick. -

Finally, for the reasons which emerge below, the two tests of Capécity L
formulated by Milne J may be examined by the criterion which the learned judge
faid down for "registrable articles". It will be recalled that he held that,
notwithstanding compliance with tﬁe.requisite'formalities, in amending articles,
‘and presumably also in the formation of compahies,‘thé registrar was only
obliged to register same.in certain circumstances.

e S 32 requires registration of the constitution.
2.. S 62(1) permits the articles to be so altered.

3.  Beattie v E and F Beattie Ltd 19381 3 A1l ER 214 CA 218H. L e O
~ See Chapter 9 at 215-218. '
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"Articles", he said, "which are not.in conflict with the general law;
nbr with any express or implied provision of or under]ying assumption in the ;\
Compan1es Act, are registrable and the Reg1strar of Companies is. ob11ged to
register them. wl '

As far as the phrase "geheral law" is concerned, it presumably encompasses
the whole body of the law, both common and statute, as well as the Act. It is
subm}tted that, apart from the outsider rule, there is no rule of law which
precludes the enforcement of a contractAenfered'into in a éompany constitution

_ with a member other than qua member.

Nor are there any considerations of public bo]ic& which might justify
such a"propos'ition.2 Nor did Astbury Q'suggest anything other than a
need to reconcile his view of the "Eley" cases with other cases before
him.3 '

As far aé the Act is concerned there are, it is submitted, no "express
or implied provisions of or under1y1ng assumpt1ons in the Act which justify.
a refusal to enforce such a contract.: In fact, it will be submitted that the
outsider rule.is in conflict with the ordinary literal meaning.of s 65(2)

of the Act.}

The case of’Utopia'Vakansie-Oo?de‘Bbk v Du‘Pléssis'is of interest to the

présent enquiry, albeit only indirectly.s- Firstly, it is authority for the
‘proposition that in seeking to ascertain the nature of rights connected with
the holding of shares - one of the criteria put forward in Rosslare's case
for a contract between the company and the member in his capacity as such -
the source is normally the constitution of the company.6 Secondiy, on the
fécfs, the rights of occdpation attached to the preference shares in question
could be described as outsidervrights_.7 Yet this aspect was not argued or

L Rosslare’s case supra 5256-H.
2.. See Chapter 10 at 234 and Chapter 11 at 251.

3. Hickman v Kent or Romney Marsh Sheepbreedérs' Association 19151 1 ChD 881 at
' 900. See Chapter 8 at 178. ‘

See’ 291 below.
197k (3) SA 148 (A).
Ibid 163B-C.

. Ibid 179F.
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dealt with by the‘court, even though the nature of those'rights was an

~ essential element in deciding on the voting rights of these preferent
-sharého]dérs. This silence is eloquent test1mony to the uncerta1n place
of the outs1der rule in our law. :

It is not necessary to- traverse all the facts and ‘conclusions contaihed
in this leading case.] For the préseht purpose the following salient

features are to be noted.

A company had issued 100 000 preferent shares which conferred certain
rights on each holder thereof, inter alia, the right to certain dividends,
and the right to occupy a particu]ér bungalow at a holiday resort in the
Rustenburg district.z. A special general meeting of the company was held,
" which passed a special resolution which was duly registered,;incréasing the
ordinary share capital of the company. The purpose was to ensure that the
ordinary shareholders would retain control of the company 1nstead of the

preferent shareho]ders 3

. An obJect1on was raised to the validity of the spec1a] resolution for -
such increase, on the ground that the effect thereof and the reasons were

285, -

" not ment1oned'1n the notice of the meeting, as required by law.4 “A further o

_general meeting was called to pass the said resolution again. An urgent

apb?icétion was brought to the Transvaal Provincial Division for certain . .

~'dec1aratory orders, and an interim 1nterd1ct.5_ An order was granted

entitling the preferent shareholders to vote at this meeting as long as their
preferent d1v1dends were in arrear, and in regard -to certain resolutions which

directly affected the1r r1ghts or interests. An appeal was brought to the
Appe]]ate Division. '

Utopia Vakansie-Oorde Bpk v Du Plessis supra 179F.
Ibid 172A-3. ' o
Ibidem. .

~Ibid 174A. .

Oy B W N
[ ]

" For which seeNCilliers Benade De Villiers at 6; 91; 93; 213; 311 and 370.
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, In considering whether the prooosed resolutions would amount to a

variation or modification of the rights ‘of preferent shareholders, the
-Appei]ate Division had to describe what it regarded to be such rights. In casui
the preferent shares were held to confer the series of rights compfehensive]y

formulated in the memorandum of association.] These included the right to
occupy a part1cu]ar stand for ninety-nine years for ho]1day purposcs and for
2

1ect1na to bona fide ho]1day makers ' .

‘ The court, by'a‘majority of three judges to two, held that the proposed
"resolutions could not fail to affect the interests of the preferent shareholders
and’ therefore the judgment of the court a guo, declaring that the preferent
shareholders were entitled to vote, was upheld.

The reason1ng which led to this conc]us1on is set out in the Judgment '
of Jansen Jd A, one of the maJor1ty Judges.3

The relevant provision of the statute safeguarded the full exercise of
voting rights by preferent shareholders in regard to any resolution proposed .
which d1rect1y affected any of the r1ghts attached to such shares or the
1nterests of the ho]ders thereof "including any resolution for the w1nd1ng up
of the company s The judge said : "The concept 'a r1ght attached to such
shares' can generally cause no difficulty - normally such rights would be
def1ned in ‘the memorandum of association and the articles of the company
'concerned wd ' '

"Interests" was a wider concept than rights, covening a wider sphere,
bearing, however, some-relationshfp with the rights.6 - These rights and
interests extended much further -than what they would receive on 1iquidation.
They also included the right of enjoyment and occupation for rinety-nine years

Ibid 179E..
Ibidem F.
Ib1d 163 et seq.

S 62 quat (4)(a)(iii) of the Companies Act, 1926 as amended, correspond1ng
Ato s 194 of the. Act

‘5, Ib1d 1638-C.. Tt may be argued that, since directors have the author1ty to
issue or a]]ot shares at their discretion subject to the provisions of s 221
that therefore, the source of rights attached to shares so issued, is not the
constitution, but the directors' resolution. It is submitted, however, that
the authority of the-directors, and the powers of .the general meeting to
approve of such issue or allotment of shares, derives from the constitution,
albeit c1rcumscr1bed by s 221 of the Act..

6. Ibid 165E-F.

»
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(with an option to renew). This would be completely nullified if the resort
nd equipment were sold. 1 The learned judge thén analysed the income and
expenditure of the company and concluded that the 1osses on this account m1ght
very soon have affected the occupation rights of the preferent shareho]ders.]

" Therefore; a proposed loan to be raised would directly affect their interests.

The company would te required to bind itself as principal debtor, and if‘anything
went wrong the compény'"wou1d have to face the music".2 "This was exactly

par excellence a case where the preferent shareholders through their voting
rights should have a say on the advisability.of the proposed 1oan.2

As regards the election of directors, while in an ordinary trading
company it would hardly concern the preferent shareholders who the directors
were, in this case the position was d1fF°rent.3 The conditions in regard to

- the occupation righté h]aced the holders thereof in a part1cu]ar personal .
relationship with the directors, since they were subject to the decisions

. of the directors as far as their occupation was concerned, particularly in
regard to the observance of ‘the resort and'bamp rules, on the breach of which
their rights could be suspended. 4 For “these and other reasons, the rights. '
of occupat1on accorded to the preferent shareholders made the election of
directors an important matter as far as they were concerned 5 Consequently,
-they were held entitled to-vote. ' o

It is submitted that, seen in the context of Hickman's case, the right'
“of each preferent shareholder to occupy a particular bungalow on the company's
property, could only be regarded as a specific right, given in some capacity
other than as a member, not applicable alike to all members, and therefore an
outsider right and unenforceable as such.s Had the point beeh'taken, it is
submitted, that it would” have gone to the root of the contentions of the
prefergnt shareholders. It bou1d only have been countered by an argument
that the outsider rule is not part of our law.

.U‘-hw‘l\)_l
L]

. Ihidem.
. 'Ib1d 168H- 169A.
" Ibid 169.
. Ibid 169C-D. ‘ .
. Thése rights are set out in Utogia}s case supra 179E.
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2.2 Conclusion on the cases

There are but half a dozen cases in South African law touch1ng on- the
outsider ru]e. These are SubJeCt to a four-fold c]ass1f1cat1on . . -

Firstly, in three cases there is support for the famous.d1ctum of ‘Astbury J
in Hickman's case -.that no right in an article which is given to a member in a
capécity'ether than that of a member -can be enfor:ed against the company. 'These
cases are De Villiers' case, Gohlke's case and Rosslare's case. '

Secondly; in Isaacs, Geshen’s case, rightsvwhich would be outsider rights
in terms of Hickman's case were upheld, without in any way considering the
outsider ru]e.i The judgment of the Appellate Division in.Utopia's case
is in the same category, subject to one important proviso.? The preferent'

'shareholdérs were held to have interests which were dependent on rights. These
interests cou1d not be viewed in isolation from those rights. These rights
could be interpreted as outsider rights.. In upholding those interests, the
court may be said to have giuen tacit approual-to outsider rights, even
though the court held that the resoclution in questlon did not affect the
r1ghts themse]ves ' ’

Third]y, in only one case is there to be found an in-depth investigation
into the mean1ng of the concept of a contract with a member in his. capac1ty
_as such This is Rosslare's case .3 7

Fourth]y, there is the case of Grund]1ng v Beyers 4 In this case,
consideration was g1ven to the r1gh% of its members to insist that a trade
union, 1ncorporated under the Industr1a1 Conciliation Act, 1956 treat an outs1der
in a manner consistent with the fiember' S r1ghts under the constitution. The

1. - De V1111ers v _Jacobsdal Saltworks 1959 (3) SA 873 (0) 873-874A; -
Gohlke and Schneider v Westies Minerale (Edms) Bpk 1970 (2) SA 685 -(A) 692F- G
Rosslare (Pty) Ltd v Registrar of Companies }972—(2) SA 524 (D) 528E and 533H.

2. 1saacs, Geshen and Co (Pty) Ltd v E11is 1964 (2) PH A59 (N),
- Utopia Vakansie-Oorde Bpk v Du Plessis 1974 .(3) SA 148 (A).

~.3. Supra.
4. <3967 (2) SA ]31 (N)




289.

possibi1ity then emerges, although it is not canvassed in the caée, that a
member may, in enforcing such rights as he may have in this context, also

. ‘enforce his own outs1der rights. However, because “the Industr1a1 Conciliation
Act, 1956 has no section equivalent to s 65(2) of the Act, the Lase 1s of

. Yimited value for the present enquiry.

. It is proposed'to'return to these cases in the general assessment of the
outsider rule in South African law, which will be attempted after summarising
the views of South African academic writers on the outsider rule.

3. The views of South African academic writers on the outsider rule

~ There are no joUrﬁa] articles on the subject. The authors of the
standard works of reference on company law deal with the matter in the
- following manner. '

‘'Cilliers Benade De Villiers, in dealing with‘the 1ega1_re1ationships
created by the constitution, observe that it was generally accepted today that
the mémofandum and articles constituted a contract between the company and its
members to the extent that the provisions thereof affected the members in their
. capacity as member?s.2 In support of this, reliance was placed on Hickman's

case.3

L1kew1se the 1earned authors, in dealing with s 36, note that th1s

: sectlon did not operate between the: company and its insiders. 4_ Members,

(in their capacity as such, they submit), would still be able to assert among
themselves and against the company the contract between them as conta1ned in’
the memorandum._

Henochsberg states'thaf the articles by.themse1ves,cou1d not constitute
a contract binding the company to any persbn othér than a member as such'.5
This view is expressed in relation to s 65(2) of the Act, in regard to the
provisiqn that the constitution "shall bind the company and the members to the

7 1. - See 268-259 above. |
2, Cilliers Benade De Villiers 35. : S e

3. Hickmah v Kent or Romney Marsh Sheepbreeders' Association £191531 1 ChD 881;
De Viltiers v Jacobsdal Saltworks 1959 {3) SA 873 (0). :

4. Cilliers Benade De Villiers 56.
5. - Henochsberg 122, '
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~ same extent as if'tney respectively had been s{gned by each member;“ Both
Hickman's case and De’Villiers'case,] and Gohlke's case are relied on in

5 o - ®

support of this proposition.
Hah]o, “in deal1ng with. the effect of the articles as between the company

' and ‘the members, notes that they const1tuted a cuntract, but that even a member

could not enforce provisions which did not concern him as a member.>

support of this Hahlo relies on Eley's case, Welton v Saffery, Hickman's
. —_— 4 — ; —

In

case and Rayfield v Hands.

[

Naude in dealing with the binding effect-of the constitution, considers -that
the articles were a contract between the company and its members gqua members. 5
In addition he regards the articles as b1nd1ng between the members inter se
in their capacity as.such. 6 '

It is apparent that these_ learned authors have accepted the proposition a
. that in our law the memorandum and artic]es constitute a contract between
the company and its members, to the extent that the prov1s1ons thereof affect'
the members in their capacity as members.7
Apart from the aforementioned, there seems to be a dearth of 1earn1ng

on the outs1der rule in South Afr1can law.

4. A general assessment

Both the cases and the academic writings confirm that, in South African
law, no right merely purporting to be given by an artic]e'to a person,
whether a member or not, in a -.capacity other than that of a member, as for
instance as sol1c1tor or director can be enforced against the company 8 It
is frequently stated 1n_the converse, name]y that the articles merely have the
same force as a contract between the company and each and every member as such
to observe their provisjons.9 '

1. - "Hickman's case supra; De V%]]iers case supra. :
.2. 'Gohlke and Schneider v Westies Mineral.(Edms)Bpk 1970 (2) SA 635 (A) 692.
3. Hahlo 89, - ‘

4, 'Eley v Positive Government Security Life Assurance Co (1876) 1 Exp 20 and 88;
Welton v Saffery [18971 AC 299 HL; Hickman's case supra; Rayfield v Hands
C19587 2 ATT ER 194 ChD. ‘ .

Naude 57,
Ibid 58, . :
’C1111ers Benade De Villiers 35; Henochsberg,lzz ‘Hahlo 89; Naude 57-58.
De Villiers' case supra 873- -874A.

‘Gohlke's case supra 692F-G. . Cilliers Benade De Villiers 35.

Ww 00 ~NN OO,
0
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These propositions have been received into South African Taw almost
without analysis. The solitary exception is the judgment of Milne J in

' “"Rosslare's case, which, it is subm1tted, is the leading case on the top1c

in our 1aw.1

. - As the rule his been formulated in Rosslare's case, the articles are
enforceable as a contract between ‘the company and its.member on]y insofar .
as the member contracts in his capacity as such.2 Such a contract is one
which confers rights which are part of the géneral regulations of the
company applicable alike to all members.3

Th1s then is the doctr1ne known as the outsider rule. It divides

. the articles into two parts, one which complies with this yardst1ck and 1s'

" enforceable, and the other which is accordingly unenforceable. In this

sensé it goes to the root of the concept that the constitution of a company
‘iS'a contract, since it must follow that accerding to the outsider rule only

a portion of the contract contained in 'the-constitution is enforceable, namely
that‘portion in which the member contracts with the company in his capacity

as such;

The fo]]ow1ng are a number of subn1ss1ons to be nade in regard to this doctrine.

4 1 )The'0ut51der ru]e i$ in conflict with the’ Act

s 65(2), as does‘its English counterpart provides that the memorandum .
and articles shall. b1nd the company and the members to-the same extent as if
they had been signed by each membgr, to observe ali the provisions of the
- memorandum and art1c1es? iggqggt'to the provisions of the Act.

This section declares that the parties to the constitution are bound to
observe all its provisions,‘whereas the outsider rule postulates that the parties.
~are only bound to observe some of them. |

1. Rosslare's case supra 527-529.
2. Ibid 528A-B. -
3. «cIfidem D-E. U
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The section uses general terms fhroughout, of which the most general is
- the phrase "all its provisions". It is a basic rule of interpretation that
" general words are to be given a general meaning.}*“”The outsider rule, it is
submitted, coﬁtrﬁdicts’the~ordinary Titeral meaning of this seé%ion, construed

_in this manner, since in terms of the outsider rule, all the provisions of the’
constitution are nut binding on the company and the members. It is submitted that
thé’on]y valid interorétation of the section is to ascribe to its words, their
literal and therefore their general meaning. Reference to other sections of

the Act does not alter the general meaning of this section. For example, a

. member is, apart from the subscribers, every person who agrees to become a

member, and whose name is entered in the company's register of members.2

The dh]y section which might suggest a limited rather than a general interpretation

- of s 65(2) is the proviso to s 59(2), which declares that any condition in the

articles which provides for compulsory loans by members is of no force or
effect. Uhether such loans are_oufsider obligations, is by no means clear.

It may be that it is no more than an obligation placed on members qua members,
and whiéh is rendered of no force by the ététute. It might also be argued
that, if the outsider rule applied in South African Taw, the obligation to
~lend money would be unenforceable as an outsider obligation, and therefore

- s 59(2) would have been unnecessary. It is submitted that no _
policy can be extracted from this prov1so which would change the ord1nary
mean1ng of S 65(2) ’

-1t 1s subm1tted that, in test1ng whether this is the correct 1nterpretat1on
of the section, the courts are permitted in our law as in English law, to.
_examlne the mischief which the section was intended to remedy.3 This mischief
is the fact that a company cannot at common law, be a party to its own
constitution, since it is a contract which was concluded before the company's
incorporation 4 Nor can it adopt or rat1fy the .constitution, in the event

~ that it was entered 1nto on its behalf by an agent prior to 1ts 1ncorporat1on.4

1. Steyn 7.

2. s103.

3. Steyn 24, :

" . 'Hleka v Johannesburg City Council 1949 (1) SA 842 (A) 852.
4, Chapter 2 at 14; 26 and 27-29. . ‘

€™
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It can, however,'a&opt’its constitution if it was formed by the agfeementnof ,
two principals prior to its incorporation, provided such an agreement was a
stipulatio alteri, and complied with the requirements thereof.!  UnTess s 65(2§p .
of the Act declared that the memqréndum_and articiés were binding on the
company and its members, it is submitted that the constitution would, in the
vast majority of cases, not be binding, simply or: the basis that it is a pre-

incorporation contract'.2 In addition, it serves to regulate subsequent
-transfers of shares between members, rendering the constitution binding between
the company and new members, and between existing and new members, as if the new
members had signed the constitution. This,;it is submitted, is the mischief
which the section serves to remedy, and not thaf'of-rights given in the
constitution to members in some capacity other than that of mémbers. '

. It may be arguéd that the Act is to be construed against the background

of the common law, as at the date of its promulgation, that is in 1973, and

that therefore s 65(2) is to be interpreted bearing in mind De Villiers' case,
"gghlgg's case, and Rosslare's case.3 " In the result, the binding effect of the
constitution would be limited to those -portions which censtitute a contract with
the member in his capacity as such. On the other hand, s 65(2) is identical

to s 16 of Act 26 of 1926. It is submitted that, in interpretating s 65(2) of

. the Act, the courts will Took at the history of the section, and at the common
law; as it stood when it was first introduced. TFhe South African Companies Act,
-1926 repealed various provincial ordinances and became the first companyn

" legislation of the Union of South Africa. As far as the common law stood at that
time, there was no case law on the nature. of the constitution, except the case -
~of Ross and Co v Co]eman.4 In that case Innes-C J expressed the view that .

"articles of association are, in themselves, merely an agreement between the
sHareho]ders inter se_."b Consequently s 16 could not be read in any sense
except its literal, and theréfore its general sense. This remains true, it
is submitted, of s 65(2) of the Act. |

‘ 1. Chapter 2 at 27.
2. Ibid 28.

-3, .Supra.

‘4. 1920 AD 408.
5. -Ibid 418.
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It mtght be argued instead that the Act is to be 1nterpreted aga1nst
~ the background of English law.

" The South African s 65(2) is the same as s 20(1) of the Eng]1sh Compan1es

Act, 1948. That ttis is so, was confirmed by the Appellate Division in

Gohlke's case.1

i

-

1 'South African company law is, of course, indépehdent of English law,

being governed by its own dct. The English .common Taw is part of our

company law to the extent that it is not inconsistent with our common law.

Where sections of the Act have obviously been taken over from the English statute,

our courts will, as a rule, follow the meaning as laid down in an English Ceurt. 2

This is the case where the terms are identical. 3 This 1is part1cu1ar1y so where

an English court has authoritatively decided a question ahd the decision.has

been quoted and followed -in a number of subsequent cases.4A In that event, the

adoption of an English enactment is considered to be with full ‘recognition of

the sense which judicial interpretation has gjven to it,4
‘However, the English courts are far from consistent in their views on

the outsider rule or on the meaning of s 20(1) of the English Companies.Act, 1948.

As a result their Jud1c1a1 1nterpretat1ons are by no means authoritative, nor are

these supported by long 11nes of cases.5 Consequent]y it cannot be sa1d that

these” interpretations w111 be fu]]y recognised by South African courts.

- On the other hand, it is 1ﬂum1nat1na to trace s 20(1) of the English Companies
Act, 1948 to its or1g1ns This- c]early indicates the nature of the mischief for
which it was a remedy. It was ﬁarst introduced in the Joint Stock Companies °
Act, 1856. and has been reta1ned 1ntact in-all subseouent company legislation,
embodying as it does the statutory sanction for the Tegal nature of the company's

1. . Gohlke and Schneider v Westies Minerale (Edms)Bpk 1970 (2) SA 635 (A)
: 692D-E,. See Chapter Z’at 21-22. :

| 2. . Estate Wege v Strauss 1932 AD 76 at 81.

3. “~Buekingham v Combined. Ho1d1ngs and Industr1es Ltd 1961 (1) SA 326 (Z) 331D-E.
Roodepoort United Main Reéef G Co Ltd {In Licuidation) v Du Tocit NG 1228 AD
66 at. 71. This is, nhowever, not always the-case, See for example
Albert v Papenfus 1964 (2) SA 713 (E) 721.

4. - Osaka Mercantile Steamship Co Ltd v South African ‘Railways and Harbours 1938
RD 146 at 173-1/4.

5. 'See Chapter 2 at 19.
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constitution in English 1aw.]

_ difficult section to construe.

As such it has been consistently viewed as a
2 .

On the other hand, the English Joint Stock Companies Act,<?844 provided

- that the constitution should contain undertaking: by every shareholder with a
trustee on behalf of the company to’ pay for his shares and "to perform the
several engagements in the Deed contained on the oart of the shareholders”. 3
Furthermore this statute provided that on its incorporation these covenants,
whtch were recognised as.preQincorporation contracts, could be enforced in all
respects as if they had been entered into with the said company after incorporation

thereo_f.4

It is submitted thét this clear proof of the mischief, for which the
section and its predecessqrs was--intended as a remedy in English law, will
be taken into account in determining whether to construe s 65(2) in general
terms or not. Since the mischief was the pre-incorporation contract, and not
the fact that all the provisions of the constitution have a generaT binding
effect there is no need to construé the section in any way other ‘than its
literal, and therefore general sense. o

It is submitted for these reasons, that the outsider rule is'in chfiict
with the provisions of s 65(2) taken literally. Furthermore, there is no way
zto’recencile the statutory rule that all the provisions of a constitution are
- bindjng, with the rule that on]y those prov1s1ons are b1nd1ng which affect the
members in their capac1ty as such

5

;4,2 -'The"testS'formulated‘in'Ro$s1arefS’case are unsatisfactory

To judge a contract in theAconstitution; as having been concluded between
the .company and a member in his capécity as such, according to whether such
contract is connected with the holding of shares, is to advance the matter no
further 6 . In a company Timited by shares, the source of all rights connected-

. . See Chapter 2 at 8. _ _ _

. ‘iSee Chapter'Z at 9 et seq;ahd the authorities therein quoted.: . »>cro D3
Joint Stock Companies Act, 1844 par VII.

Ibid par XXV. See Chapter 2 at-7-87

L]

These tests are set out above at 274 et seq. Sce Rosslare (Pty) Ltd v Registrar

‘of Caompanies 1972 (2) SA 524 (D) 528D-E.
6. See the submissions in thlS regard at 279 above et seq
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. to the holding of shares is the constitution. S 65(2) states'thét'all,tge

provisions of the constitution are bihdihg.] This is no way, therefore, in

which to divide the constitution into its enforceable and unenforceable portionsg’

~ In a company limited by guarantee;~whefe there are~ne shares, the source of all '
mémbership r1ghts is, it is submitted, the constitution, 1nc1ud1ng all its

: prov1s1ons The result. is, it is subm1tted the same.

- The second test in Rosslare's case is, unlike the first, based'on Hickman's
case and is subject to the same comments..2. According to -this test an article
constitutes an enforceable contract if it is.part of the genera]'regu]ations,
applicable to all members ah’ke.3 As in the test of generality Taid down in
_Hickman's case, there is no statement setting oUt\the meaning of "general.

regulations” or of the phrase.“app]icable alike to all members". On the
contrary, if one examines the rights contained in the articles before the
court in Rosslare's case, namely the sole and exclusive right to.occupy a
particular flat or garage, this appears to be a specific right  given to a
-particular shareholder. Aceordingly, such-a right appears to be the antithesis

of "genera] regulations app]icab]e a]ike to all shareho]ders“.4

In order to resolve the difficulty, it becomes necessary to argue that
if the-company bears an obligation, for example to prov1de the accommodation,
this is sufficient to make. it part of the general regulat1ons,5 t is also
necessary to argue that if all members enjoy a right to accommodation, even
Jif each member has an exclusive right to a particular flat, then this ‘is
"applicable alike ta all members". There is the immediate difficulty that this
argument plainly contradicts the ordinary meaning of specific rights, as opposed'
to general rights, and also the ordinary meaning of rights which are peculiar
to one shareholder, as opposed to rights app]icabie alike to all members.

See the submissions in this regard at 277 above et seq.
‘See Chapter 8 at 208.

Rosslare's case supra 528E. See 280 abovem‘

Ibid 525H-526A. See 272 and 231 above.

This. submission has atso been made herein in regard to Hickman' 's case.
See Chapter 8 at 208- 209

OV B W N e



- 297,

~ A more basic difficulty is that this "generality” test ignores, in fact
contradicts, the existence of classes of members, each-enjoying rights and
bearing obligations which are by no means applicable alike to all.members.], .
For example, in Utopié's cése, each member of the class of preferent
shareholders was given the specific right to occupy a particular bungalow. 2
There seems to be no ‘way to reconcile the existenc2 of classes of members.
w1th the generality test. It wou]d be quite inconsistent with the outsider
rule or the generality test to apply it only to ‘the members of a class.
It may be said that this test only applies to outsider rights, namely those
given in some capacity other than that of members, and not to membership .
rights, such as the right to a dividend, to notices of meetings, to vote and
such 1ike. It was not, it is submitted, the intention of Miine J to say that
membersh1p rights need not apply to all members alike. The judge said that -
r1ghts are given to members in their capacity as such if they are part of the
genera] regu]at1ons applicable to all membéers alike. In other words, he was
dea11ng with membersh1p rights. "~ All bthér rights were 1in his opinion
unenforceab]e What is more, such a distinction begs the question as to which
are.membersh1p r]ghts, and which are outsider rights.

The fésu]t, it is submitted, is a strange convoluted pair of criteria,
the effect of which is that all rights contained in the constitution are
_enforceabTe, whether they be outsider aights or not.’

. On the other'héhd, having regqﬁd to the supporf given to the rule in
'De Villiers' case;3' Gohlke! S'éﬁéé;4 and Rosslare's case,5 and by all the
South Afr1can academic wr1ters,6,there seems to be no doubt that it has the
binding effect of precedént and4w11] remain so, until the Appellate Division
makes a decision to the contrary. o ; : ./

1. For the rﬁghts of classes of members see Cilliers Benade De Villiers 83 et sﬂ
2. 'Ytopia Vakansie-Oorde Bpk v Du Plessis 1974 (3) SA 148 (A) 179E.

3. 'De Villiers v.Jacobsdal Saltworks 1959 (3) SA 373 (0).
4. Gohlke and Schneider v lesties Minerale (Edms) Bpk 1970 (2) SA 685 (A).
5...cRosslare (Pty)Ltd v Registrar of Companies 1972 (2) SA 524 (D).

6. Cilliers Benade De- Villiers 35 and 56. -
Hénochsberg 122. .

ahlo
~Naude 57- “8.
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4.3 Its ahp]ication to the contract embodied in the constitution as

between the members inter se

€

The outeider'rule‘applies to the contract contained in the constitution
between the members inter se, as well as that between the company and its
members. Authority for this, it is submitted, is found in the statement of
Pdtgieter J in De Villiers' case, to the effect tiat the articles are "a
contract between the members inter se ... but only in their capacity as members.”
This statement was referred to with approval in both Rosslare's case, and
. 2 There seems to be no ground for submitting that the outsider

1

rule_should not apply between the members inter se.

4.4 The effect of the rule in relation to the stipulatio alteri

The outsider rule may also be examined in the 1ight of the. South African
rules on the stipulatio alteri,.which upho]ds a contract between two principails
for the benefit of a third. 3 It has been submitted that there is no obstacle
in principle to the enforcement thereof provided the recogn1sed requ1rements are

present

‘What is the position if the outsider is also a member ? The ru]e perm1tt1ng
- a st1pu1at1o alteri in the constitution may seem to be inconsistent with the
outsider rule, since the st1pu1at1o alteri in effect g1ves rights to an outsider

arising from the- const1tut1on.

It 1s submitted, however, that it is at least arguable. that, by perm1tt1ng
a st;pu]at1o alteri to be embodied in the constitution, a r1ght is given to

members qua members, to. confer a benefit on a third party, namely to enter into
an agreement with the company, or conceivably with other members,5

1.. De Villiers v Jacobsdal Saltworks supra 876-877A (my deletion}.

2. Rosslare (Pty) Ltd v Registrar of Companies supra 5283-C.
Gohlke and Schneider v llesties Minerale (Edms) 2nk sqpra 692F-G.

3. See-Chapter 2 at 27; Chapter 3 at 54 et seq. _ ’
4. . See Chapter 3 at § o S e On

5. "Assuming that the requ1rements of a valid stipulatio alteri are present.
See Chapter 3 at %55

.
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~As far as the tertius ‘is concerned he remains an outsider, even if fie is .
'a member, because ‘the right is accorded to him gua outsider. It'is a right
~to enter into a contract with the company, or w1th other members, on the
terms set out in the art1c1es, but by means of a new cantract separate and
apart,from the const1tut1on. He does not thereby become a party to the
~constitution. His relationship with the company, if he is a member, is governed
by- two documents: the constitution, insofar as he is a member and another
"agreement, dehors the constitution in respect of his outsider or tertius rights
and obligations. In practice this can only be a rare and unusual situation,
not often encountered.. In theory the outsider's rights are not embodied in
the constitution. ' RN

' Th1s argument avoids a clash w1th the out51der rule. Nevertheless, if the
.outsider ru]e 1tse1f did not exist, there would be no need for such forma11sm or
such minute d1st1nct1ons.

4.5 'Wedderburn's theory

It is necessary to enquire whether, in South African law, the outsider rule
has been; or-may be, modified in the manner suggested. by wedderburn.?

~ Reference’ has been made to Uedderburn s theory perm1tt1ng the 1nd1rect
enforcement by a member of outs1der rights by enforc1ng his general rights
.to have the affairs of the company conducted in terms of the constitution.

This theory remains untested in English law, although it has received indirect
2 . : ‘ '

2

support in obiter dicta.

1, See wedderoprn KW : Shareholders' Rights and the Rule in Foss v Harbottle
- (1957) CLJ 194 at 212-213

Effect of Articles as a Contract-remedy against Directors
(1958) CLJ 148 at 150

- Oppression of Minority (1959) CLJ 37 at 40

Contractual Rights under Articles of Association - an
Overlooked Pr1nc1p1e ITTustrated (1965) 28 MLR 347 at 348-
. 349,

; | Go1ng the whole Hogg v Cramphorn 2 (19 8) 31 MLR 688.
2. see Chapter 9 at 217, 220 ‘and 222.
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Likewise in South African law, the possibility of-an indirect.enforcement
.of outsider rights remains uncharted territory. However, the judgment of
~ Trollip'J (as he then was) in Grundling v Beyers suggests an approach to the

subject.]' . - : , ' . .

It will be recalled that in that case, Trollip J held. that the general
‘secretary's contract arose from an agreement putside.the constitution of the
trade union. This gave him no rights under the constitution which only '
created a legal relationship between the union and its members in their
- capacity as members.2 At the same time he was a member.3‘ As a result, if
the union .acted "contrary to its constitution the law afforded the member as
sdth\certain 1imited remedies, 1limited that is, by the rule in Foss v Harbott]e.4
IT, therefore, the general secretary's dismissal was unconstitutional he, as a
~ member might also be able to claim some relief on that grdund.5 '

If this is so, the cpnverselis equally true. In other words, the member
has a personal right to have the affairs of the company conducted according
to,the'constitution. Tro]]ip J‘express1y'quoted the example of the general
secretary's unconstitutional dismissal ‘as affording the member, gua member,
re]jef. This was SO in respect‘bf outsider rights which arose outside the
constitution.- A fortiori, this would also be true of outsider rights which
arose in terms of the const1tut1on that is to say, from rights derived from
the agreement between the company and 1ts members. .Furthermore, it is
'subm1tted that it ought to make no d1fference whether the member seeks to

:enforce his own, .or, ‘someone else's cutsider r1ghts

2 ad

-7 Bt

This-approach; wh1ch has the effect of giving the outs1der remed1es
arising from his membersh:g, is’ not unlike that of Wedderburn,since it 1s
a cornerstone of his theory that the’ member has such a personal right,
provided on]y that he makes Out his case qua member, and does not appear
in the capac1ty of an outs1der

1. 1967 (2) SA 131 (1) 138-139 and 147.
. 2. Ibid 1386-H. =
3. - 1Ibid 1390-F.
' "’Cﬁﬁ? the rule. 1n”Foss v Harbottle see Chapter 7.
.'5. Grundling v Beyers supra 138G-H.
6. See Chapter 9 at 217, 220 and 222.
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On the other hand it has been submitted that there are basic differences
between the law governing a trade union and the Act. The former is governed
by the Industrial Conciliation Act, 1956 in which there is no equivalent of
s 65(2) of the Act. While doctrines of company- Aaw, such as the rule in
Foss v Harbottle or the outsider rule, may be imported into the law govern1ng
- a trade union, the reverse process is not justified s1nce the constitution of
the trade union does not derive its sanction from any statutory section akin to
S 65(2) of the Act. The analogy with Grundling v Beyers, where by a parallel
of reasoning a member qua member might have a personal right under the constitution,
ar1s1ng out of a wrong done to him qua out51der, has therefore only a 11m1ted

app11cat1on to the present enquiry.

-'4,6 Severability of artic]es having regard to the outsider rule

It is submitted that, as ih“English‘law, the constitution which contains
outsider rights does not become totally unenforceable. It may be divisible
or severable. ' ) -
Since there is no.taint of illegality in.regard to outsider ?ights;.
there is a strong. probability that the 1aw will enforce the- unobjectionable-
'part of the agreement, while rejecting the other. 2 However, in order to
" permit of severance, the two parts of the contract must be expressed in such
.a-way as to show that the notion of separate undertakings was present,tOVthe
,parties' mjnds} This is a question of fact in each case. I; is submitted,.

.. however, that the likelihood is‘thét questions regarding outsider rights in

‘the érticles are usually remote from the minds of corporators, let alone the
_possibility of such separate undertakings. '

5. Conclusion -

The importance of the outsider rule for the'cbncept of the company
constitution as a contract, is that it 1limits the enforceability of that
. contract to rights therein conferred on the members in their capac1ty as

\

menbers
1. See Chapter 8 at 205 and Chapter 11 at 250. C e semmee (3
2. Middleton v Carr 1949 (2) SA 374 (A) 391. '

.
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Its reception into South African law has been largely an uncritical
one, since no attempt has been made‘to assess its va]idity.

Th1s is amp]y i1lustrated by the manner of its treatment in De V1111ers
case'l and in Gohlke's case. 2 In both these cases, the matter was taken largely
for granted. In th2 same way, no South African court has challenged the
erroneous view taken by Astbury J in Hickman's case of the Eley cases.3
~ example, Hahlo has cited Eley's case in support of his view that the constitutiocn
is only enforceable as a contract insofar as it contains provisions which affect
him as a member. 4 The actual basis of the~ case, it has been submitted, is that
E]ey had no contract with the company, although he became a member, because the
articles were construed as being no more than a contract between the members

-inter se, and not between the company and the members.5

For

It has been submitted that the tests in Rosslare's case for determining
-h whether rights are given EL__member or qua outsider, are unsatisfactory. 5 The
effect of these tests is that, in-all cases, the matter will depend on the
circumstances. o '

i analiy, the most powerful argument against the outsider rule, is that it~
contradicts the ordinary literal meaning of s 65(2) of the Act, namely that
all the provisions of the constitution are b1nd1ng on the parties thereto. 7
" This can only mean that all rights and obligations contained in the constitution
are~enforceab1e,-and not'merely those conferred on members in their capacity as
members. ' '

It is submitted that, as in English law, so too in South African 1aw, the
outs1der rule ought to have no place. Instead the rule, it is submitted, is
as stated in Rosslare's case that all rights contained in the constitution

- are binding on the company and 1ts members, unless they contradict the genera]

law or any express or implied prov1s1on of the Act. 8

De Villiers v Jacobsdal Saltworks 1959.(3) SA.873 (0).
_ Gohlke and Schneider v Westies Minerale (Edms)Bpk 1970 (2) SA 685 (A).
See Chapter S at 199 and 207. '
Hahlo 89. | '
See Chapter 8 at 201 and 207.
6. See above at 295-297. |
7. See above at 291-295.
8. Rosslare (Pty) Ltd v Reg1strar of Compan1es 1972 (2) SA 524 (D) 525H.

U'I-bw'm—o.
*
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