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.S U M M A R Y 

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

examined in three part~. 

The -first part is devoted to the legal nature of the constitution. 

It will examine the role of the two sour·ces of its nature and 

sanction, namely the contractual and .the statutory. It wi1l also 
' . , I • 

identi_fy the parties to the constitution and accordingly the 

contracts to be found therein. -Then consid~r~tion will be given 

to the possibility in law of altering the company constit_utiori 

by the unanimous consen·t of-all its members, without complying 

with the formalities ·tor such alteration as are prescribed by 

statute. In addition, att~nti~n-will be given t6 th~ problem 

of rectifying mistakes in the constitution once it is registered. 

These to"pics serve,to cast light on the legal riature of the 

company constitution. 

The second part is concerned with aspects of the enforcement of 

rights arising from the contract embodied in the constitution. 

One such aspect ·is the proposition that continued membership of 

a company is a barrier to an action for. damages against that 

company. 

-Another aspect is·the ultra vires doctrine under the common 

law in terms of which acts be.yon~ the capacity and powers of 

a company are void. Since the ·memorandum and articles 

i 

,fl 
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,_.-.... : 

ionstitute a contract; the members rights in relation to such an 

act wil1 be considered. 

The· important changes to this common law doctrine wrought by 

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

Another aspect is the rule in Foss v Harbottle, which circumscribes 

the rights 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 mattefs of internal management, where 

the ·irregularity is capable of ratification by a simple majority. 

Cons~quential difficulties in the definition and the enforcement 

_6f the member's personal rights will also receive attention. 

The third part is devoted to another major topic to which 

special attention will be gi~en, namely the outsider rule. 

It declares that rights purporting to be given by 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 ~mbodied in the constitution, and, therefore, its 

role as an obstacle to the enforcement of contractual rights 

embodied in the consti"tution, will occupy the remaining 

chapters of this dissertation. 
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CHAPTER 1 AN OUTLINE 

The s~bject-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 co~plex subject will be examined, and have been 
selected b~cause each contributes to a comprehension of the contractual nature 
of the company constitution. 

The first broad as~ect to receive treat~ent is the legal nat~re of the 
' 

constitution~ Its contractual nature may be traced to its antecedent, the 
constitution of the joint.~tock associ~tion. On the·other hand, a company. 

. . 

w.hich is registered under the relevant companies legislation derives_ its 
sanction from this statute. The role of these two s.ources· in determining 
the legal nature of the constitution is evaluated. 

The contractual nature 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 matt~r anothe.r way, of the 
contracts \'1hich_ are to .be found in the company constitution, will also be 
examj ned. 

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_const1tut~on do not require the unanimous assent of all the members of a 
company. The r~sulta~t possibility that such alterations may occur-by the 
unani~ous assent of all the members, while dispensing with the formalities 
prescribed by sta~ute, will, iherefore, be examined. 

The possibility of rectifying mistakes in ~he 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 ~nquiry is the enforcement of rights 

arising from the contract embodi_ed_ in 'the. constitution·: ·as this also 
contributes to.an under~tanding.bf the nature of the company constitution. 
In this regard, the following matters, inter alia, \'till. receive aftention. 

J'.y 
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The first ~~tter is the righi of the parties thereto· to reiover damages 

arising _out of a breach of the contract in the constitution; in_the light 

of the proposition that continued membership of a company is a barrier to 

an action for damages against that company. 
<:.-

The second is the ultra vires doctrine, in terms of which ... ~cts beyond 

the ··capacity and powers of a compa_ny are voi o. Si nee the memorandum and 

articles constitute a contract, the members'. rights in r_elation to such an 

act \need to be examined. The important changes to this common law doctrine 

·wrought bys 36 of the Co~pan~es Act, 1973, will also receive detailed 

attention. 

The third is -the rule in Foss v Harbcfttle, which circumscribes the 

right of a member tci take action to enforce rights arising from the ~r~ 

. constitution,-i11 regard to a wrong done to the company, where the irregul~rity 

is capable·of ratification-by a si~ple majority. Consequential difficulties 

in the definition and the enfor~ement of members' personal rights will also 

receive attention. 

T_he remainder of.this dissertation is devoted to another major topic, 

to which special att'ention will be given, namel~ the outsider rule .. This· 

.rule declares that. rights purporting to be given by 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 an obstacle to the enforcement of contractual 

! 
!· 

f 
t 
I 
1 
! 
I 

! 
I 
J 

i 
' 

f 
i 
r 
' • 

· rights embodied in the constitution, will occupy the ·remaining ·chapters of . 1 

this dissertation. 
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. . . 
CHAPTER 2 THE LEG/-\L NATURE _OF THE CONSTITUTION OF A COMPANY· 

1. Intioduction 

11 It is generally accepted today that the memorandum and articles 
constitute a contract bet1·1een the company and its members to. the exten·t 

3. 

thaj; the prov is ions thereof affect the members. in tliei.r _capacity as members. 111 

I 

That the legal nature of the constitution of a company is contractual, is 
not a controversial proposition. \-!hat has occasioned difficulty has.been the 
meaning of s 20(1) of the English Companies Act, 1948 and its predecessors a? 
far· back as the Joint Stock Companies Act, 1862.2 This section corresponds 
to s ~5(2) of the South African Companies Act, 61 of 1973.3 Considerable 
difficulty has also arisen in regard to the parties to the company constitution. 

It is proposed in thi~ chapter to deal with the legal Dature of the 
. . 

company_ constitution, and the meaning and import of the section. 

In the first place, the matter will_ be d~alt with ~n English l~w. The 
reason·for this ·is that the incorporated company of·our law is modelled after 
its English C?U~~rpart. 4 Many of the rules of the English common law of 

., 

companies ,apply in South African lav, with· little or no modification. Thus 
the E~glish vie1·1 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_ rules of South African la1t1,_for exampl~, 
the rules relating_ to a stipulatio -al teri. In such cases the South African 
law is applied. 5 ~- / 

/~,· 
, . J .. 

In the second p·lace;~ therefore,. the position in South African law will 
then be set out. In this 1•1ay the interaction of the English common la1·1 and 
our legal principles, will _be observed in the subject under ~iscussfon. 

l. Cilliers Benade De Villiers 35. The words underlined are. italicised in th~ 
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 thereof.•. Ss VII -~rid X of the Joint Stock Companies Act, 1956, which 
- ,,=-corresponds thereto, is slightly different ·in form. 

3. Hereinafter· referred to · as "the Act". 
4. Cilliers Benade De Villiers 11. 

. . 

5. Ibidem. 
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2. The- En.9.lish law 

2.1 Introduction 

.· 4 •. 

The company is histor1cally descended from the joint stock':·as~ociation, 

a type of large partnership whose formatio~ was brought a?out entirely by the 
agreement of its members acting ~nder the co~mon law. This agreement was 
kno~m at the time as a "deed of settlement" .1 · Under the J·oint 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 

. 2 
deed of settlement. 

This Act, the earliest English.companies legislation, adopted the 
existing method of forming an unincorporated joint stock company by agreement, 
and, as Gower says, 11 merel:Y S:up~r:-.imposed incorporation on regis.tration 11

•
3 

However, in doing so, it. effected a radic.al departure from the past, in that 
the company became a separate legal entity ~part from its members.4 

2.2 The le.9.al nature of the constitution 

What, therefore, is the nature .of the company's constitution? Is. it· 
statutory or is is· contractual? In th~ leading case· of Hick1i1an v. Kent or 
Romney Marsh Sheepbreeders' Association, ~stbury J pointed out that a company 
carinot in the ordinary course be bound otherwise than by statute or c~iltract. 5 

lhe matter_had arisen for judicial comment prior to ,Hickman's case •. 
In a number of cases, the contractual nature of the company constitution had 

' . 6 
been ·t~ken for ~ranted. 

1. Gower 33 et seq. 
2 •. Par VII thereof. 
3. Gower 261. 
4. Ashbury Ra1lway Carriage and Iron Co v Riche (1875) LR 7 HL 653. 

~ ' 

5. cl915J 1 ChD 881 at 897. - . 

6 •. Tavarone Mining Co Re, Pritchard's cas~ (1873) 8 ChApp 956; -~ee Chapter 3 at 
-'J3 and Chapter 8 at 179-180; Eley v Positive Government Security Life Assurance 

Co (1876) 1· ExD 20 and-88; see Chapter 8 at 181~182; Browne v La Trinidad 
"fT887) 37 ChD l; see Chapter 3 at 33 and Chapter 8 at 182-184. 

7 
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In _the 1 eadi ng case of Hood v Odessa Waterworks Company __ it \'las held 
that the constitution of a company is a contract. 1. Hm·1ever, fn 8isgood v 
Henderson's Transvaal Estates Ltd, Buckley L J said that the purpose of the 
memorandur.1 ·and. articles was to define the position of the shareholder, and 
not to bind him in his personal capacity as ·an individual .2 C-~~sequently, 
•it followed that an article could not validly increase a shareholder's 
lia,bility above the amount s·tated· in the memor_andum nor_bin_d him in respect 
of his share of its assets on a winding-up. Although thesi words seem to 
deal vlith the contractua1 nature of a company's constitution, it seems clear 
that Buckley L J was in fact referring to the subordfnate 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 wer~ described 
as equivalent to a co~tract. 3 ·However, in the same matter, r~ported as -
Quin and A~tens ltd v Sal~on, the House of Lords approved of lhe view expressed 

,n Hood's case namely that the c_onstitution·of a ~ompany is a·c-~ntract. 4 

In Hickman's case, Astbury J, in ans\':er to the question· whether the constitution 
of a company was statutory or contractual in character, expressed· the vie\'J that 
it was·in t~e relevant settion that-its obligation must be .found. 5 He? h~ving 
considered the authorities as they then stood, aescribed the constitution ·as a 

. . 6 
statutory agreement. 

·1n one case after Hickman's case, it.was said of s 20 that it may \·Jell 
be that it adj us ts the relations of ordinary members.inter se in the same \~ay 
as a·contract would if signed by all. 7 In another it was described simply as 
a contra~t. 8 In the case of Beattie v E and F Beattie Ltd it was said that 
s 2o·giv~s to articles of association a contractual 'force. 9 · 

The views of leadin~ Engli~h academic writers, on the question of the 
contractual nature of the company constitution, are, briefly~ as follows: 

1. (1889} 42 ChD 6~6 at 642; see Chapter 3 at 34. 
2. · ~1908J l ChD 743 at 758. 
3. 

4. 

Cl909J 1 ChD 311 .at 318. The tase is also reported 
Quin and Axtens Ltd v·Salmon cl909J AC 442 HL. 

El909J AC 442 HL 443. 
5. ·Hickman's case supra 897~ 

·6. Ibid903. 

in the Appeal Court as 

~)· __:, \.) .... 

-·1 
I 

7. Loridon Sack_and Bag Co ltd v Dixon and .Lugton Ltd cl943J 2 All ER .763 CA 765F-G 
8 .. Greere(deceased) Re, Greene v Greene cl949J 1 All ER 167 ChD 170A-:J. 
9. Cl938J 3 All ER 214 CA 217F-G. 

7 
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. . 

In tower's view it is clearly.established that the memofandum and 

articles.constitute a contract. 1 ·. 

·Penni~gton is of the same opinion. 2 Read literally, s ·20 appear~d to 

create a contract between the company and its members to observe a1·1 the 

provisions of the memorandum and articles. 

✓ Halsbury, on the other hand, states that the question how far the : . ~ 

memorandum and articles cons.titute a binding contract between a company and 

its members on the one hand and on the other ·hand between its members inter se, 

was one of great difficulty and wa~ ·not altogether clear. 3 However~- the 

learned author then proceeded to state that the articles are a contract between 

the c~mpany and its members in their capacity as such. 4 On the other hand, 

Halsbury 1 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 
. . . 5 

but only a contra~t between the company and its members. 

Gore-Browne 1 s view is that the effect of s 20(1) is to create an 

obligation binding alike on the members· and the company.- 6· _A shareholder was 

not bound in his·personal capacity. The purpose of the memorandum and 

articles was to define .the positlon of the shareholde_r as shareholder., not to·. 

bi"nd him in ·his personal capacity as an individual. 7 

Wedderburn said o{ s 20 and_ its predecessors, that "this section makes 

the :articles into a contract between the company .and_ each member I in respect 

of their rights arid duties as member,s 111
•
8 "The existence of some such contract 

was cl ear. 1 aw in spite of the. fic.t9that the secti~n did not read "by each 
. . 1/ . . 

member and the company~ 11 The unsolved problem had been whether the articles 

were also·a contract"betweE{nc'the1memb.ers inter se. 

1. 
2. 
3. 

4. 

Gower 261. 

Pennin.gton 55. 

Halsbury. 71. p~r 117. 

Ibi~ · 71 par 118. 
. •. 

5 •. l!? __ i..:-4 72 par 119. 

6. 

7. 
8. 

Gore-Browne. ·51. 

Ibidem· •. 

~!edderburn K H : C.ompany law - Effect of -,,,rticles as a contract .:. remedy 
agai·nst directors T\9'58) · CLJ ltIB. 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·l~arned authors have qualified their remarks with 
reierence to the outsider rule. 1 . Thus, Gower stited thats 20 gives the 
memorandum.and articles contractu~l effect only in so far as they confer 

.rights or--oh.ligations on th:e.member in his capacity as ~member. 2 

Having regard both to the judicial 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 regarded in 

. English law as contractual in nature. The difficult problem has always 
. -

been the role of s 20(1) of the English Companies Act, 1948, and its 
predecessors~ It is to this q~estion that attention will now be given. 

2.3 · The role 6f ·the section in the creation of legal relationships 
through the compan~ constitution 

7. 

,,. 

The first English companies legislation was the Joint Stock Companies 
. . 

Act, 1844. It simply adopted the existing method of f~rming an unincorporated 
joint stock company by deed of settler:ent. This deed, of course, constiJ;uted 

,;.. a contract between the members who \·/ere party to it. 3. It also provjded that 
the cons ti tutiori should contain uridertaki ngs by every shareholder with a 

. . 
trustee on behalf of the company to pc.y for his shares. and "to perform the 
several engagements in the Deed on the part of the ~hareholders. 114 This 
Act did not lay down the nature of these engagements. It did, hmvever, - . 
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 after 
incorporation ther~of. 5- This seems to indicate a clear recognition.that, 
in terms of English common law, the ccmpany, which would be incorporated in 

1. Gow-er, 263; Pennington· 55-56; Halsbury 71 par 117; Gore-Browne· 5.1. 
This question will receive detailed atten~ion under the heading of the 
outsi'der rule in Cha~t~rs .8-12. 

2. Gower 261. 

3. Joint Stock Companies Act -supra par VII. 

4. Ibid par XXV. 
5. Ibidem. 
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8. 

terms of this Act, would be precluded from being bound by the contract 
embodied in its constitution, for the re~son that this agreement was 
concluded prior to its own coming into existence. 1 The Act therefore 
provided a statutory ex-ception to this common law rule to enable the 
company 7 after its incorporation, to be so bound. This, it is submitted,. 

. •' 

is the reason for the agreement between the shareholder and the trustee 
for'the company to be-formed and the statutory prov1s1on that such.agreement 
could be enforced in all respects as if entered into by the company after 
·t . t· 2 , s 1ncorpora ,on. 

· This ·Act \'JaS 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 aiong the lines of the 
the p;resen't· s 20 of the 'English.Companies Act', 1948. This section has been 

. . 

retained intact iD all subsequent company legislation. 

The.Act of 1856 was repealed and replaced by the Compa~ies Act, 1862. 
. . . 

Under this and u~4er all subsequent English Companies Acts, the procedure 
. . 

of the· Joint Stock Companies Act, 1844, for the incorporation of companies 
wa~ no longer followed. Instead, the pr6cedure 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 pur.pose, may, by subscribing 
their names to a ~~morandum of association ·and otherwise complying with the 
requirements of the act in respeti/of registration, form and incorporate a 

3 . # 
,,I 

company. , // 
c:..-:::, <-> ~ -~; 

Under.this section, the incorporators., a·s in the 1844 Act, subscribe 
their names to the-memorandum prior to the formation of the company. By so 

. . . 

doing they contract \•ii th each other, and with the company prior _to its 
i ncorP,orat-i on, purporting to bind the company to its own cons ti tutiOn, which 
of cou

0

rse is impossjble under English common law. 4 . 

. 1. · ihe5°'question of the constitution 
receive detafled attention below 

2. Joint Stock ~ompanies Act, 1844 
. . . 

3. S 1 of the English .Co_mpanies Act, 
4_. See ·below at 13 et seq. 

as a pre-incqrporation 
at 26 et seq. 

par XXV. 
'1948. 

contract will 
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There· is no equivalent to the prov1s1on in the Joint Stock Companies Act·, ,....1844~. 

declaring this to be an agreement bet-.1een the shareholders and a trustee for_ '0 
. . jY 

the company to be formed, and enabling it to be enforced as if entered into by 
th~ comparw ·after i~s incorp~ration. 1 Instead there is s 20(1) of the 
Companies Act, 1948 and its predeces~ors. This section embodies the statutory 

san~tion 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 eachmember, and cont~ined covenants on the part of each 
member to observe all the provisions of the memorandum and of the 
articles." 

Th.is section, end its predecessors in- successive English Companies Acts, 
has always occasioned difficulties in interpretation, d~spite the optimism. 
of Lindley L J which he expressed·in 1887 in Browne v La irinidad. 2 He 
thought that the difficulties in construing the corresponding s 16 of the 

. English Companies Act _of_ 1862 ha·d b!;en removed by the authorities. However, 
.in l915, Astbury J in Hickman's case said thaf tl:1e exact nature of the covenant 

ri~e to considerable discu~sion an~ was ·referred to in the section had given 
even.then very di.fficult to define. 3 Furthermore, in 1958 Gower confessed 
that the exact effect.of the se~tion had long been one of the most baffling 
questions ih company law. 4 He also commented on_ a provision in the 1856 
Act on the line~ of the presents 20 as follows: "Unhappily, full account was. . . 
not taken of the· vi ta.l · new factor, name1y, the fact that the _incorporated company 
was a·separate legal entity,'_and the \•1ords 'as if ... signed and sealed by each 
member' did not have added to them 'and by the company'. This oddity has 
survived into the modern Acts. 115 

1. 
2. 
3. 

4. 

5. 

Joi~t Stock Companies Act, 1844 par XXV. 
37 ChD l at 15. 
Hickman's case supra 890 ·and 897. -. 
Gower -L CB: .The Contract"ual Eff~ct of Articles of Association (1958) 
21 MLR 40.l. 

Gower 261. The provision in the 1856 act is set 04t in ss Vlf and X 
thereof; see 3 above at footnote 2. 
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. . 

Pennington says of the section. that, although it state·s th_at the 

company' shall be bound by the memorandum and articles, it is not deemed to 

-have executed them as the members ari deemed ~o have done. 1 This, he says, 
' j . 

is the result·of·an oversight in translating thi covenant in th~ old deed 

of settlement (\-Jhic.h could.not be entered into by the company because it v,as 

unincorporated) into the terms of .modern incorporated com·panies. Nevertheless 

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

much as its members. In support of this view he relied on Hickman's case. 2 

This section is undoubtedly obscure. It says that it binds the company 
\ . 

bu't 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 ma.de because the word 11 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 

company •. · The section ~ays that the company" is bound as if the memorandum 

and the articles had each- been signed by the members. It is submitted that . . . 

this was not an ov_ersight, as suggested by Penn:inaton, but recognition that 

·the company•co~ld not sign because,.at the time, it was not in existence.3 It 

also obviates the necessity. for the company to sign the con$tituti.on every 

tim~ 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. lf that 

is n·ot' the case,. or: if _such covenants by .itself are not binding because they 

are pre-incorporation covenants·, 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 hound as if tfie m~morandum and articles ha~. been signed 

by ea~h member. Hm•1ever, iiY terms of s l°(l) of the English Companies Act, 
. . .. 0~ 

-1948; th~ subscribers are obliged to subscribe their names to the mem6randum-

of associat.ion as part of the mode of forming an incorpor·ated 

1. -Pennington ~5. 

2. · Hickman v Kent or Romney Marsh Sheepbreeders' Association cl 915J l ChD 881 
· at 897. 

·3. Pennin9.ton 55. 
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company. The subscribers are, in _terms of s 26(1) deemed ·to ~ave agreed to 
become 'members of the company. In the case of subscribers, s 20(1) would 

.appea_r to be redundant, since they s1gn the constitution in terms of s 1(1). 

This woul_d ·be··so·, were -it not for the fact that ·the constitutic0 is· a pre­
incorporation contr:act·as far as the company is concerned. Their signatures 
would, therefore not be sufficient to create a binding contract between them 
and. the company, were it not for s 20(1). 

Other members are n?t obliged to sign the constitution. However, their 
agr~ement to become members is a requirement of membership 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 constitution. ~{et 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 contained covenants·on the part of each member. This 
signifies that the articles do not contain such covenants, whereas the essence . . . . . 

of the concept of the constitution ~s a contract is that it contalns such 
COVE:nants. . Neve-rthe 1 ess, the members and the company. are .deemed -to be. bol!nd 
to such covenants -"by the members 11 

•• In other words the sec ti on contemplates 
that there are, iri fact, no such covenants. It is submitted that this could 
mean. that there are ro binding covenants b~cause the company-was not in existence 
wheA they were· made, or because the necessary consensus ad idem to form a 
contract is missing in regard to ciembers who become such aft~r incorporation. 

It ~ay 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 m·ay· not exist. 1 . The state of affairs is the existence of an agreement in 
the constitution. In this sen.se, despite the un.fversal opinion that the 
constitution is a-contract, it could, it f~ sub~itted, 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 
betweeh themselves inter se? In Beattie's case it was said that_s 20 gives 
·to the articles- a. contractual force. 4 .·-· ... :)· 

. 1 .. 
2. 

Palmer· 129 par 14-10 . 
cl909J 1 ChD 311 CA 318. 

3 •. Hickman's· case supra 903. 
4. ·seattie v E and F Beattie Ltd cl938J 3 All ER 214 CA 2l7F-G. 
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12 . . 

The significance of this creation .by statute of a contract may not be. 
. . 

fully apparent in the case of a sma 11 company 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 o_utside the constitution, signed by the 
company and the members, adopting the constitution.and confirming 1t as the 
contract between the partie~. 

On the other hand, the lik~lihood 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 beh'leen the. company and the members, brought about by the same 
acts by which persons become members of the company. 

. .. ·' 

The question may, therefore, be asked whether the section is essential 
. ' 

for the:purpose of preserving or ~reating the contractual nature of the 
company constitution • 

. Astbury J. in Hickman's case raised the issue ·in the following way. 1 

Having stated ·that the section was ·diffic"'lt to construe or understand~ he said: 
"A company° cannot in the ordinary.course be bound otherwise than by statute or 

. . 

contract an.d it is in this section that its obligation must be found. 11 He also - ,- . 

said: "Much of the difficulty is removed if the company be regarded, as the 
framers of the section may very well.·have so regarded it, as being treated in 
law as a party to its ow_n memorandy~ and articles. 112 · 

.f 
The. matter can. be_ t~sJ~d_. ~:Y enquiring whether, in the absence of the 

s&etion, the company and its members would be bound to each other under the 
constitution. 

As far as the. initial subscribers and th~ promoters are concerned, 
there•i~, it is submitted~ no legal obstacle to their agreeing with each 
other to.form an association and to incorporate.the-company.· The agreeme~t 
between these members, inte'r··se, is not dependent on the section . 

... - ... c_:_:~, 

After the incorporation• of the company, the.introduction pf new members 
would requir.e the signature by all members, old ·and new, and by the company, 

1·. Hickman!s·case supra 897. 
2. lbid~m. 
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. . 
of agreements tp· abide by the constitution, to admit the new members and 
to release old members. It is submitted that the section enables new 
members .to enter into agreements with the company_..atid with the existing 
members without· ~~ch signature, since the section provides that \he_memorandum· 
and ~rticles bind the company and the membe~s to the same ~xtent as if they 
·respectively had been signed and sealed by each member. This facility is 
not available to the subscribers, who are required to subscribe their names 
to the memorandu~·6r association, as part of the process of incorporating the 
company. 1 

The.-posi.tion ~f the company, it is submitted, is quite different, in 
that the company could not be a party to its own. constitution, but_ for the 
section, for th~ reason that the constitution is an agreement co_ncluded prior 
to it~ {ncorpo~ation, that js to s~y, before it came into existen~e. 

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

. • . 
In g~neral, only the parties to an agreement are bound by it~ in the 

sense that they car, s_ue · or· be sued ori it.2·· Since the company was not in 
exisience at.the ti~e thit the agreement in the constitution was concl~d~d. 
by the-subscribers,- it was_ therefore not a party to it·and therefore could not 
be bound by it~ 

It might, h~wever, be contend_ed that the subscr~bers were agents for · 
the company about to be formed, or alternatively, that they were acting as 
principals·, intending that the company could,after its incorporation, accept 
the benef1ts.of .this contract. 

Under s 11 of lhe :~nglish Companies Act~ 1948 the memorandum of 
association i~ required to be in accordance with ~he 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 

L ._S~ 1.(1) of the Companies Act, 1948. 
c,.,, .... ,)~ 

2. Scruttons·Ltd v Midland Silicones Ltd El962J l All ER.l HL 6. 

This is the position in English la•,., according to the doctrine of privity of 
contract • 

. "·~ 

)' 
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shares itated. 1 In none of fhese forms does the company appear as a - ~ 
Party to the cons ti tut ion or tO" the contract there.i ri contained. Furthermore_, ~ 

j:i' 

if one looks at the memor~ndum prescribed in thi~ Act, there is no suggestion · 

in· the word?- used, of an ag:ency for the ·company, or of a· contract between t\-.10 
. . 

principals for its benefit as· a third_ party thereto. 

✓ Hm-.,ever, if the wording of an agreement for the benefit of, oron behalf 

of a· company entered into prior to its incorporation 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 

befor_e it is •incorporated, because it does not yet e~ist as a legal perso~. 112 

It is proposed to examine this proposition in t\\lO parts.· The -first. 

is in respe.ct of the agreement by an agent for the company" prior· to its - . 

~:incorporation~- that is to say,-by an agent for a non-existent principal. The 

second is the contract for the benefit of a: third, entered into by two principals. 

As to the first, the position is as follows.· An agent may make a c;ontract 

for hi_s pr"inc'ipal which has the sar.ie consequence as if the latter had made it 

himself. To thjs extent, therefor~, the fundamental rule that a person cannot 
. . . 

be_ affected, either beneficially or adversely, by.a_contract to which. he is 

not? party, is considerably diminished in its area of operation. 

·where an agerit pur~orts to enter into a contract on behalf of his 

principal without in f~ct ha~ing ·been authorised to do so, in general the 

principal ·may_ ra~ify or adopt the contract \•rith retrospective effect. 3 

However, a company cannot sue or be sued upon a contract made by an 

alleged agent on its behalf prior to its incorporation. This is the 

principle ·in Kelner v Baxter. 4 In this case the promoters of a proposed 

1. 

2. 
3. 

4. 

' 
In the English Companies Act, 1948 this. form is set out in Tables 
B; C, D and E in the Fi.rst Schedule to the Act. . . 

Slightly different forms are prescribed for public companies, private 
companies and companies limited·by ·guarantee. For the present purpose 

. the differences are of no·consequence. 

Pennington. 87. 
Cheshire and·Fifoot 458 et seq~ 

(1866) LR 2 CP 174. 
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'company purport_ed to enter into a contract on its behalf, and the com~any, 
when formed,-purported to ratify the contract.- The company was \1/0tmd up, 
b~ing unable to pay its debts. The promoters were held personally liable 
on the ground that the_ com~any could not possibly ratify as a principal 
what was done for it; by_an alleged agent, before it was legally in 

. . 
existence •. Therefore.the agents were personally liable, since they had 

. . 

con;tracted for a non-:existent principal. 

In Melhado v Porto Alegre Rail Co the articles of association of the 
company provided that the direct.ors.were authorised, at their discretion,· 
to pay certain pre-incorporation expenses. 1 The plaintiffs claimed these 
expenses, having disbursed same in the course of promoting and establishing 
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 co~pany could not ratify it. 2 · 

Pehnington says that just a~ a company cannot enter into an agreement 
bef6re it is inc6rporated, because it does not yet exist as a legal person, 

. so for the same reason, it is not bound by contracts made by agents purporting 
to a~t on its behalf before its incorporati~n. 3 Pennington goes further: 

. . . ~-. . . 
11 By a strict application of this rule, it-has been held that a company·may 
not after .its incorporation ratify such a contract made on its behalf befor~ 
it was incdrporated. 114 _ .As far as the,-second type of· contract is. concerned, 
that·is to say, contracts for the benefit of a third_person, concluded by two 
principals,-it is.settled law that rights ~annot be conferred on a stranger 
to a contr~~t as of right to en1or.fe the contract ·JE......E_ersonam. 5 

,~' . 

. ·' 
It is submitted- that,.these ... principles. 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 conclud~d before its incorporation. Nor can it adopt or ratify 
this contract. 

.. 
1. (1874) LR 9 CP 503; 43-~JCP 253. 
2., ~,:::_l~jd 505. 
3. Pennington 87. 
4. Ibidem . 
5. 

. . • I 

Dunlop Pneumatic Tyre Co Ltd v Selfridge and C_o Ltd cl915J AC 847 HL; 
see also Getz L: Contracts for-the Benefit of Third Parties (1962) Acta 
Juridica 38 at 53-
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•, I' 

· It is against ·this common. law background· that.s 20(1) is to be considered. 
~ 

JY It provides that, subject to the prov1s1ons of the act, the memorandum and 
. . . 

articles sha)l, when regist_ered, bind the company and th_e members thereof to 
· the same extent as if they respectively had been signed and sealed by each 
member, and contained covenants on th'e part of each member to observe a 11 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.is submitted, therefore, that one purpose of s 20(1) of the English 
Companies Act, 1948 and of its predece~sors as far back as the Joint Stock. 

·Companies Act, 1856,· is to provide a statutory exception to the comm~n law 
rule against contracts for a non-existent principal, whether by an agent ori 
its behalf, or .by tv,o principals for its benefit. 

A~othei purpose is to.dispense wiJh the need for the compa~y itse~f:or 
new members from time to time, to sign the memorandum or the articles. 

. . 
·A further purpose is to obvi_ate the necessity to seek a consensual 

·contract in the· constitution. The -section is a deeming provision, creating 
a cohtract in the constitution eVe~ if there be rtone fn fact. 

This explan~tion gives meaning to the view of Astbury J expressed in 
Hickman's case, and mentioned ab?ve, that.much of the difficulty of construing 
or understanding the section is removed, if the company be regarded,.as the 
framers of the section may have regarded it, as being treated in law as a party 
to"its own memor~ndum and articles. 1 

It also, it is submitted, offers an answer to Gower's criticism that the 
framers of the section failed to take into account the vital new factor, namely, 
that the company had become a separate legal entity. 2 In fact the section can· 
b·e expla'ined, as has been 'attempted above, on the basis that it assumes that 

the ~ompany is a separate pe\sona, and on the further basis.that it recognises 
that this new entity cannot, under the common law, be a party to its own 

. . . 

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

In passirig,_~t_is t6 ~e no~ed that, under the sam~ common la~ rule, 
the subscribers to the memorandum would not be able to demand that the 

li Hickman's case supia 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-incorporation agreement, 
namely the.c.onstitution-.- It is submitted that thi,s explains s 2\_(1) ·which 
lays down that the subscribers to the memorandum of a company shall ·be deemed 
:to have agreed to become members of the comp.any upon its incorporation, and 
shall 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 joints.tock association, to explain t_his 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-incorp·oration 
agreement which -is deemed to be binding on the company. The statute does 

. not permit the company to a·dopt or· ratify any other contract entered into on 
its behalf with a third p~rty before it \'/aS incorporated. 1 

2.4 · Conclusion ·on the Enqlish lav 

· Firstly,the ·company constitution is without doubt· contractual in 
character. This pioposition leads to further enquiries, more particularly 
who a~~ the parties ~o the iontract, the-method of altering and of ~nforcing 
the contract, a.nd the scope of the contract, that is to say,. whether it is 
limited to those provisions conferring rights and obligations on the member.~ . . . 
·in his capacity as a member. These enquiries will occupy the remaining 

chapters hereof . 

. Secondly, the source of the rights and obligations contained in the 
contract in the constitution is both the agre~ment of the members and the 
sanction of s 20(1). The purpose of the section~ it has been submitted, is 
threefold. Firstly, it provides a statutory·exception to the common law rules 
against contracts by ~n agent for a non-existent principal, and against the 
stipulatjo alteri. Secondly, it facilitates changes of membership after 
incorpor-ation, by dispensing with the need for signature by new m_embers, 
ahd tiy_the company. Thirdly~- it is a dee~ing provision, imposing a-contract 

.... ..:•··· • ... ,·)·~ 

1!· Pen_nj_n_gtor1 1 81 •. 
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18. . · ~ 

,on the coinp·any and its members, even if consensus cann.ot be e·stabl ,shed. 

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

3. South African law 

3.1 Introduction 

1 South African company 1 aw is, of course, independent of English law, · 
being governed by the Act. · On the other ha~d the English common law is part 
of our company law, to the extent that it is not inconsistent with the South 
African common law. 1 However, ~,here secti ans of the Act have obviously been 
taken,over from the English companies 
follow the meaning as laid down in an 
case wher~ the terms are identical. 3 

legislation, our courts will, as a rule, 
English court. 2 This is frequently the 
It is not, however, inevitable. 4 · 

Until the adyent of the Act, South African company legislation was_ 
modelled for the most part on the English Co~panies Acts in for~e from time to 
time. 5 · The S9uth African Companies A~t 46 of 1926 repealed various provincial. 

' . 

ordinances and remained the law with numerous amendments until the promulgation 
of tbe Act in 1973. The South African equivalent of s 20(1) of the English 
Compa:nies Act·, 1948 was s 16 of the Companies Act, 1926, v1hich became~ 65(2) 

' . 
of the Act'. This reads as follows: 

' "The memorandum and articles shall bind the company and the 
. . 

members therof to the same extent as. if they respectively 
' -

had been signed by each· membJ:r,. to observe all the provisions 
of the memorandum and of the articles, subject to the provisions. 
of this· Act." · c.:_:~ ~J --~ .,.,.../ 

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 
Companies.Act. 6 It was however, inexplicabl~ left out of· the Companies Act, 
. . 

1926 ari"d out of the Act • 

. ... ,., ___ :..;: . 

· 1. Ci 11 i ers Benade De Vi 11 i ers 1.1; see l above.-
2. Estate Wege v Strauss 1932 AD 76 at~l. 
3. 

4. 
5. 

6. 

Buckingham·v Combined Holdings and Industries Ltd 1961 (1) SA 326 (E) 3310-C· 

Se~, for example, Albert v Papenfus 1964 ~) SA 713 (EC). 721. 
Cilli~rs Benade De Villiers 12. 

' . 

S 16{1) of Act 31 of 1909 of the Transvaal. 
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Pyemont expressed the· vie\11 that the omission may weaken the intended, 
. . 

effect of the ·section, namely t.o create rights- and obligations, binding 
alike on the members and -the comp~my, and between .the members inter se. l 

. . .. 
However, s 65(2) of the Act has b~en construed by the Appellate Division as 

·. having the i~me meaning as~ .20(1) of the English Compa~ies Act, 1948.2 

, Consequently, it is subm·itted that the decisions of English courts on 
the meaning of s 20(1) of the English Act are of great importance in 
ascertaining the meaning of s 65(2) of the Act. On the other hand the 

. English courts.have-had great difficulty in interpreting s 20(1). Innes CJ 
. -

in Ross and Co v Coleman spoke of the many English c9-ses on the matter, 11 not 
all of them harmonious~. 3 

As a res~lt, their judicial inter~retations a~e by no means authoritati~e, 
~or are these ~upported by long lines of cases. 4 On the other ~and~ the · 
history of s 20(1) and its predecessors as far back as the English Companies 
Acts of 1844 arid 1856, serv~s to explain tbe meaning of s 65(2) of the Act, 
because s 65(2) has been modelled on th~ English sectiory. 

Having regard to these principles, it is proposed to set out the vi~ws 
of South African judges on the contractual nature of the company constitution 

- . 

.in South African la\'J and on the me~ning of s 65(2) of the P.ct and then to . 
o~tl ine 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 Coleman. 5 There was no· 
doubt ·in the mind of Innes C J that the articles are an agree~ent. 6 · However, 
the court was construing the· _articles of a company which v,as registered under 
the Ordinance of the Orange Free State 24 of 1904. In terms of this Ordinance 

l_. P.y~niont 36. 

'h 
)Y 

2. Gohlke and Schneider v Westies Minerale.(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 actuaily said was that the articl~s in themselves are merely 

an agreement ·betv,een the shareholders 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 He_sties Minerale (Edms) Bp~ l970 
(2) SA 685 (A) 692E-H and Chapter 3 hereof at 57 and Chapter 4 at 78et seq. 
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a company requires a memorandum. The Ordinance 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. ~--
. . Q 

. The matter aro·se again in Ko-operatiewe Wynbouers VEn=eniging van ZA Bpkt. 

v Botha·. 1 A wine farmer became a-·member of a co-operative society, registered 
,,, . . . . 

under the Companies Act, 1892. The articles of the society bound members, for 

an i ndefi ni te period, to se 11 their wine only to persons authorised by the 

soci~ty and only at prices fix·ed by the company. In an action by the company 

for an interdict restraining a member from selling.wine to persons not 

authorisea by the company, the main defence was that this clause was illegal 

a~ constituting a~ un1awful restra~nt of trade. 2 

The court, in decidiDg this .. issue, clearly viewed the articles 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 wh~the~ the contract 

. containtrig· such a clause, is between two individuals or between an· individual 

and a corporation of wh~ch he is a member, whether it is contained in a 

document exp·ress ly styled a contract or whether the contract arises out of · 

articl_es of associ~tion. 3 · 

.One of the leading cases on the nature of the company ·constitution is 

De ~iiliers v Jacobsdal Saltworks 4 . Its-main import arises in regard ~o the 

·outsider rule, an~ considerable attention will be given to it under that 

heading. Never-theless, it is authority for the contractual nature of the 

cons t_i tu ti on. 

Botha JP relied on two English cases, namely Hickman's case5, and 

Beattie's case, 6 to support his view that, while in terms of s 16 of the 

. Companies Act, 46 bf 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 company . 

. 1. 1923 _ CPD 429_. 

2. lbid 434. 

Ibid.435. 

1959 (3) SI\ ~73 (0). See Chapter 12. h.ereof at 263. 
. . 

0-•-'" ...• ;:)·~ 

3·, 

4. 
5. 

-6. 

~ickman v Kent or Romney ·Marsh Sheep Breeders I Association c1915J · 1 ChD 881. 
. .. 

Beattie v Beattie E ano f;Ltd cl938J 3 .All E~ 214 C~. 

7. De Villiers' case supra 873-874A. 

'· 7 
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Potgieter J relied on Eley's case,.1 Browne v La Trinidad,2 Hickman's 

case,3 and Beattie's case. 4 It was c_l~ar from these decisions that 11 the 

articles of association do not create a contract between the company and a 
member except in his capacity as. a member''. 11The articles", he s~id,. 

·•tconsti tute a contract between the mem.bers inter se and between the company 

and the ~embers but onJy in their capacity as members .. 115 

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

that every member. was bound.to observe all t~e provisions of the articles, 

in terms of s 16 ·of Act l:-6 of· 1926 and \•ms entitled to enforce the pr.ovi s ions 

and. restra_in breaches of them, ~s 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. Nevertheles?, 

it is submitted that he did support this view of the constitution, since ·he 

expl~ined ihat a stranger-to the articles could n6t rely on them merely 

betause, in term~ of the articles, the parties to them had ~ade an agreement 

-betwee~ themselves relating to hjm.7 ··He .relied for this view· on Hickman's 

case8 and on B"eattie's case9 , although· h_e questioned th.is view in our law, 

"having regard to the rule that a stipulatio ·aiteri' may be accepted by him 

for whose benefit it i.s made. 1110 

Th~ Appellate Division reaffirmed, in Gohlke and Schneider v Westies 

Minerale (-Edms) Bpk, the. fact ·that·th~. articles have.the same force as a contract. 1 

Trqllip J A.said of s 16 of the Companies 0rdina_nce of South West Africa, that in 

substance .it is the same as the corresponding section of our Act and in the 
' .. c:·- 7' 

,t 
<.::.-, ,, ..: . ? 

Eley v Positive Government Security Life AssLfrance Co (1876) 1 ExD 20 and 88. 

I 
I 

l 
t· 

f . 
f. 

l 
i 
1 

I l. 

2. 
3. 
4. 

( 1887) 37 ChD 1 . ! 

·5. 
6. 

Hickman's cas~ supra~ 

,Beattie's case suprq. 

Oe Villiers v- Jacobsdal Saltworks supra· 8_7?:1-.877A .. · 

1964 {2) ~H A59 293 at.298. See Chapter 3 at 58 ; Chapter 12 at 27i. 

7; -.:..::. lbi dem. 

8. ~ickman's case supra. 
~- -

9. Beattie 1 ~ .case supra. 

10. Isaacs, Geshen and.Co (Pty) U:d~v_ E°llis supra 298. 

-11. ,.970(.2) SA 685 (A) 692F-G . 
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succes·sive English C_ompanies Acts. He said th~t the section does not render 
the·articles absolutely binding on the ~ompany and·its members as though 

·they were statutory enactments. The company and its members, he said, are . . ·-

bound only_ tb the s~me ext~nt as ~f the articles ha~ be~n signed by each 
member, that is, as if they had contracted in terms of the articles. "The 
arti~les, 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 i,-1hy, as with· any other contr.act, it could not 

. be departed fro_m by a bona fide agreement concluded between the company and 
all its members to do something contrary to the articles. 1 

-The judgment of Milne J in the c~se of Rosslare(Pty) Ltd v Registrar. 
of Companies_ also rested on the assumption that the company constitution 
ii contractu~l in natuie. 2 In this case, the judgment dealt with t~e 
outsider rule. However, ih approaching the problems associated with the 
~utsider rule, Milne J dealt_firstly with the submission before the court 
that it.was the fact that the amended ar.:ticles gave the ~hareholders rights. 
to the company I s property in their. capacity as members .,.,hj ch rendered the 
~rticl~ objectionable. 3 First of all, Milne J quoted the 0ords of 

~otgieter J in Qe Villiers v Jacobsd~l Salt \forks that the art_icles 
const_itute a contract between_ the members inter· s~ and.between the company 
and the members, but only in their capacity as members. 4 He also notecr 
that this passage was approved by the Appellate Division in Gohlke's case . . 

where Trollip J A said that "the articles therefore merely have the same 
force as a contract between the company and each and every member as such 
to observ~ their provisions 11

•
5 

Milne J then proceeded to deal with the outsider rule, to which a 

return will be made below. 

- l. I~id ~t-69~E-H. The learned judge also said th~t, of course~ to bind 
new ~embers and to affect outsiders, the agreement would probably have.to 
be incorporated into the articles by a sp~cial resolution duly registered 
{692.H). 

f:·"L 
,).Y 

1972(2) SA 524 (D) _528A-D.. . This case receives detailed attention belo.,.,. See 
Chapter 12 at 272:·_·et seq. ·There·is; therefore, it is submitted, no need to 

2 •. 

3. 
4. 
5. 

traverse the judgment in:detail at ·this juncture. 
The words underlined.are· italicised in the judgment {528A). 
oe· Villiers v Jacobsdal Saltworks supra 876-7-

Gohlke and Schneider v Westies Minerale (Edms) Bpk supra 692F-G. 
I 
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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 Hind.ing-up Act, 1862 \•Jhich provided .. 
that the ar_ticles of association shal1 bind every member as if he had 
subscribed and sealed same and had covenanted to conform to all the. articles 
thereof. 1 The respondent claimed from the appellant damages caused by 
the fraadulent conduct of two of the appellant's servants in.the course of 
carrying out their duti.es on its behalf."2 . The fraud_complained of was that 

I . • ,. 

these servants "designedly refrained" from informing the other party that 
certain suretyshi.p was ultra· vires and of no force or effect. 3 The defence 
pleaded was that the other party.was.deemed in law to know that the contract 
of suretyship was ultra vires and invalid, and that therefore was not induced 
to ent~r into the ~ontract by the said fraud. 4 

Holme~ J A referred to the case of Central Railway Company of Venezu~la 
v Jos~ph Kiich. 5 In that.case the same defence was raised to a claim of 

-~amages for fraudi and_received short sh~ift .in the House of Lords. H~l~es J A, 
in folltj\·Jing that judgment, noted.the import of s 16 of the Hinding-up Act, 1862 
and the fact th·at any one who had without frau·d taken shares could not a 11 ege 
ignorance of the -memorandum and articles merely because he had not signed or 
seale~. them, b~t tf he never actually signed o~ seiled them, nor had notice of·. 
what they co~tained, the statute could not be taken to impute to him knbwledge 
of the co"ntents so as to protec:t t·hose who by a fraud had induced him to do that 

. . 

whict:i, in tlie absence of fraud, \voufd have precluded nim from saying he was 
ignorant of their contents. 6 

' 
"In other words", s~id Holmes ;:J A, 11 a statutory deeming was held not to 

apply to a ~erion who had been ind~ced·to take shares by fraudulent 
misrepresentation or concealment•.•_..7 · · · 

1. 1976 (4) SA 659 {A) 673H - 674A. 
2. Ibid 667F-G. 
3. Ibid 671D-E. . , 

· 4~ Ibid 672C.: 
-

· 5. cl867J LR 2 HL 99 at 123·~ 
, . . . 

6 •. ,Oran-je Benefit Society .v. Central Merchant Bank Ltd supra 673D-674C. 
7; Ibid 6748-C .. , 
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It is.submitted that these wor~s in s-16 of th~ English-Windin~-u_p Act., 
1862 are very similar to those of s 65(2) of the Act, and that the description 
thereof by Holmes J A as a "statutory deeming''.applies ·equally to the follow.ing 
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 respectively . . 

been signed by each member. It is submitted·,_ theref?re, th.at s 65(2)· may well 
be 9escribed as a deeming provision, in- the·sense that a state of affairs is 
cohsider~d to exist,-even if it does not. The state 6f affairs i~ questiori 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 
constitution 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 Villiers, relying on_ Hickman's case, state that' it 
is gene:rally accepted today that. the me~orandum and articles constitute a 
contract between the company and its members to the extent that the provisions 
thereof affect the members in their capa~ity as members. 1 

- ·Henochsb·erg· deals with s 65(2) of th_e Act, in particular the \'ioi·ds "shall 
bind the ~ompany and the_ members -to the same extent as if'\ 2 . Hi th reference 
to prbvisi0ns in the articles purporting to confer rights on persons othen-li~e 
tha.n. in their capacity as members, Henochsberg quotes in extenso, and, it is 
sub~itted, with approval from De Villiers'- case3 .an~ from Gohlke's tasea 4 · 

Then Henochsberg p·roceeqed as· follows. The English cases were, however, far: 
from consiste~t as regards the efiect of the articles as a contract biriding 
th~ members .inter se. 5 - ,.: l'n· '!th~ valuable judgm.ent of Vaisey J in Rayfield v 
Hands 116 he had clearly and correctl~ favoured the view that the articles did 
constitute a contract between the members as such inter se. The language of .. 
the statute seemed ciear enough, since it exp~essly said that t~e memorandum 
and articles were binding_on the members to the same extent a? if they had 

' respec!ively been signed by each member, subject on_ly to the provisions of the 
Act. 

---:-,;. .,.., ____ ;....,l 

1. 
2. 
3. 

4. 

Cilliers Be~ade De-Villiers 15. 
Henochsber_g 120. 

. . . 

De Villiers v Jacobsdal Saltv,orks 1959(3) SA 873(0). See above at 20. 
Gcihlke and Schneider v Westies ~in~rale ~Edrns) B~k 1970(2) SA 685 (A) 692£-H. 
seea6oveat21; s_ee_Henochsberg 121-12. 

5. Ibid 122. 
·6. El958J 2 All ER 194 ChD. 
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It is submitted ~hat Henochsberg has brought together several concepts, 
tr'eating them as one, whereas they should be dealt. vrith separately, the one 
·concept leading to the next. These are, the cont~actual nature of the 

. (· 

constitution, the role of s_ 65(2), the partres to the contract c,in~ained in 
the constitution, the enforcement of that c9ntract, and t~e outsider rule. 

, Naude states that the historically determined contractual character 
of the articles was imposed on the cocpany constitution in the first English 

.Companies Act, and this character has remained to this day, embodied ins 16 · 

of Act 46 of 1926. 1 This section was the point 0-f d~parture \-Jhenever the 
courts were required to give judgment on the binding effect of the articles. 
In n~ne of the decisi.ons in which this matter arose, \•1a.s the character of 
the· constitution viewed as anything but contractual. There had_been differences 

· of opinion _as t6 the interpretatipn of the articles, but these dijferences 
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'i case,· 
namely;that "the-articles merely had the same force as a contract between. 
the ~ompany ·and each and every member as such to observe their provision.s. 113 

, In Beuthin's viev1, the description of th.e articles of association as merely 
havin.g the same force as a contract did very 1 i ttle to solve· the difficul t'ies 
.invo-lved'in determining the exact nature of the contractual relations 

.. established by the articles, both as between the company and ·the mer:ibers, and 
as· be.tween the members inter se. 3 

Hahlo says·of the memorandum and articles, that, on the authority of 
s 65(2), once registered, they bound the company and its·members, including 
further members, as if they had been signed b·y each member. 4 They constituted 
a .contract bet\·1een· the company and its members, a:nd regulated the rights of 
members inter se; non-members acquired no rights under the articles, and even 
a mem~er coµld riot enforce. provisions which did not concern hi~ as a member. 5 

l-. ~Naude 57. S 16 of Act 4.6 of 1926 is·; of course, the predeces·sor of s 65(2). 

2. _Ibidem.. . · .•· .·~ ·· ······ .:J• 

3. Beuthin RC :·Ap ointment of Directors and leqal Effect of Articles (1970) 
87 SALJ 395 at referring to Gphlke an Schneider v Hesties Minerale 
{Edms)Bpk 1970 (2) SA 685 (A) 69L~~H. See above at 2T: 

4. Hahlo 68. 

5. Ibid 89 and 92. 

.,. 
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3.4 An assessment 

Firstly, it is submitted that in the case~ and the.academic writings 
referred to, the contractual nature of the ionstitution has been upheld and 

. affirmed. 

, Secondly, the influence of the English cases, particularly Hickman's 
I • 

case, and Beattie's case is beyond question. 

Thirdly, running through all these judgments is the influence of the 
outsider rule, and also the queitiori of the parties to the agreement embodied 
in th~ constitution. 

Fourthly, the sanction for the legal nature of the constitution is 
ackn~viledged to bes 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 1 though there is a reference to s imi 1 ar words in another context as a deeming 
provi s fon. 1 

The meaning and import of s 20(1) of the Engliih Companies Act, 1948 was 
considered i~ the first section ·of this chapter. Three propositions were .. .. . 

advanced in respect thereof. The first is that it provides an exception to the 
Engli_sh common law rule against contracts for a non-existent principal, whether . . ~ . 
by an agent on its behalf, or by two pri nci pa 1 s for its benefit. The second 
is :that the section dispenses with t_he need for the .company itself, or new 

. . 
members from time.to time, to sign•the memorandum and-articles. The third is 
that it is a deeming prbvisio~;::ot5~iating the necessity to seek a consensus ad 
idem betv,een the parties _t? t~e ~ontract contained in ·the constitution. 

c_ .J ~-' ... -~./ 

It is prop<;>sed to consider these propositions in South J\frican law. In 
-doing so, it is necessary .to repeat the fact that English co~pany law is part.. 
of our common law, subject to any_·distinctive -rules of South African com:;ion 
law.which· prevent the reception of a particular rule of Engli.sh lav,. 2 It is . . 

·also iwportant to note thats 65(2) of the Act _i~ identical to s 20(1) of the 
English Companies ~ct, 1948~ except for the phrase "and contained covenarits on 
the,:·pa:rt of each member11 which appears in the English Act, but not in the Act. 
Howev~r, s 65(2i bf the Act has b~en construed b~ the Appellate Division as 
havin~ t~e-~a~e. meaning ass ~0(1) of .th~ English ·A~t. 3 It is, therefore, 

1. Oranje Benefit Society v Central Merchant Bank Ltd 1976 (4) SA 65~ (J\)_ 674B-C. 
2. Cilli~rs Benade De Villiers 11. 

3. Go~lke and Schneider v Westies·Minerale·(Edms) Bpk 1970 (2} SA 685 (A) 6928-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 conclusions arrived at in regard to Eng_Jish la\•/. This obviates the 
necessity to trave·rse the S!lme ground again. 

(" ~, 

:/' 

The first question, therefore, is \-Jhether s 65(2) provides a statutory 
exception to a South African common law rule against con.tracts for a non­
existent person •. 

. The South African common la\•/ di vi des a 11 agre~merits for the benefit of or 
on behalf_ of a third party into tvm classes: those made by agents purporting 
to act on behalf .of principals; and those made by principals for the benefit of 
a third party. 

In regard to the former, the·South African common law, in common with 
the law of England, upholds the _rule that there can be no ratifi~ation by a 
principal of a contract made by~ person purporting to be his agent if the 
contrac::tvias concluded _at a time \•1hen the pr.incipal vias not in existence~ l 

·However, unlike.English law, it is possi0le, in South African lav,, to 
~ontr~ct independently for the benefit of a third person. Such a contract, 
when duly accepted by the person for whose benefit it v,as made, may be 
enf_orced by him even if he w·as not in existence at the time of the con.tract. 2 

Accordingly, it is possible for a company to become a party ~o the contract-
·embodied in the constitution, although it was conclud~d before the company 

-
came into existence provided that this contract was concluded by principals 
acting in.dependently and with the clear intention to provide a benefit for the 
company still to.be. for~ed. 

However, in the absence of clear proof that.·a stipulatio alteri was 
intended, the company could not accept the·benefi.t of such a contract. 3 

Furthermore, a person who, as a·gent for a company not yet formed, concludes 
a contract with another, cannot also be a principal contracting independently 
for a s-tipu.lation for the benefit of a third. 4 

·l. 
2. 

·3". 

Lecomte v Hand B Syndicate of Madagascar 1905 TS 696 at 706. 
McCulloch v F·erm·tood Estates Ltd 1920 .AD 204. · 

.. -~ .. ,·) :I, 

4. 
Baikie v Pretoria Municipality 1921 TPD 376 at 379. 
Sentrale Kunsmis Korporasie v NKP Kunsmis Verspreiders 
'S7f" 36.7 (A) 394H and 403G-H. . It- is submitted that he cou 
~r agent in the alternaii~e,. provided he states this clearly. 

k 1970 (3) 
e principal 

7 
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There is some difficulty in ascertaining whether a particular 

tran~action falls under one cl~ss or th~·other,· especially where the 

third perso~ was not in being at ~he date of·the agreement. 1 

T~e South Afric~n common law position is, therefore, that it is 
. . . 

impossible for a company to be a party to its own constitution, since it 

28. · 

was ,'agreed· upon prior to its incorporation. Nor can it adopt or ra..tify the· 

constitution in the event that it was entered into on its behalf by an agent 

prior to its incorporation_. It cou.ld,however, adopt a constitution concluded 

by two pr_incipals before or after its incorporation provided it was clearly 

intend_ed as· a stipulatio alter"i. It could, of course adopt its constitution 

. after its incorporation, by agreement with its members. 

:in orcier to apply these principles to the constitution of a company, 

it is necessary to bear in mind that the procedure for registration of a_ 

company jn South African lav, is the same-as in English la\'l, with the exception 

that _in South Africa it is possible und~r the Act to form a one-man company. 2 

Any single person may form a company by follo1:ling the same procedure. Naturally 

its constitution cannot be a contract beti.•1een the incorporators since there . . . 

is only one .. At most it is a declaration by him, or else it is a contrp.ct 

between him and the company prior .to its formation. This, too, is an 

impo~sibility, since the company is not_ in existence._ It is equally impossible 

that such a declaration could be i stip~latio alteri, since this can only arise 

from·a contract between two persons and not.from a unilateral declaration. 

Since all the acts l_eadi~g to the ipcorporation of a on-e-man company take_ 

place prior· to ·the comp.any's incor·poration,it is submitted that it is only 
• I .. • 

the prov is-ions of s 65(2) ,which.· inake it possible for the company after 

inc~rporation to accept an. offer by the single incorporator so as to create a 

binding contract ·between him and the company. 

Once the proceduie for registration is the same in South African law as ip 

English law; and once the effect of the South African common law is to preclude 

the poss-ibility of a·n agreement for a non-existent person, except on the narrow 

... p ... =:.:: 

1. Mccullogh v Fernwood·Estates Ltd supr~. 

2 .. s l of.the English Companies Act, 1948 corresponds to s 32 of the Act. 
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,, ~ 

fact~ -required for·~ stipulatio alteri, 1t is submitted that the argumenti 

put forward regarding the meaning and import of s 20{ l) of the English Act, 
. , 1 , 

apply equal.ly to s 65(2) of the Act~ It is submitted, therefore, that 

s 65(2) does· in fact provide ·an ex·ception 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 bet\•Jeen the company and the members. 011e. argument advanced in 

regard to this submission in English law, cannot be put forward in South 
, , 

African law, namely the fact t~at the section states that the company and 

the members aie bound as if the memorandum and a~ticles contained covenants . , , 

on the part of each member. · These words ar·e not to be found in_ s 65{2) of 

the Act. 

Neve~theless, the view thats 65(2) is a deeming prov1s1on finds support 

in the -comments .of Holmes J A in ·Oranj e Benefit Society v Central Merchant 

~ank ltd. 2 H~ there ~esc~ibed words similar tb thQse-found ins 65(2), 

·partici..11 arly the words II the articles sha 11 bind every member as· if he had . . 

subscribed same" ~s a statutory deeming. In other words, the constitution 

is a .contract, al though in fact ~here may _be no consensus between the company 

and the members. The contract may have been actually concluded, but if it was 

not,it \·1as created by a statutory fiction. This, it is submitteEI, is the . . 

meaning of the words of ·Trollip J A in Gohlke's case that the articles "merely 

have tlie same force as· a cont'~act. 113 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 

illustrate that the contract between the parties may in fact exist, but·if it 
, ' 

does not, the.statutory fi.ction deems it to exist. 

l. See above _at 4 et seq. 

2~ •. 1976 ( 4) SA 659 (A) 67413-C. ·-. 

3.- Gohlke and Schneider·v Westies Minerale{Edmsl_fu}k. 1970 (2) SA 6.85 (A) 

4. 
F=-G. 

Beuthin · R C : ~ointment of Dir~ctors and Legal Effect of Articles (1970) 
87 SALJ 395 at 9. 
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30. 

3.5- Conclusion on the· South African law 

:._otwithstanding the distinctive South African r.ules on the stipulatio 

alter(, ·it is submitted that the conclusions on th'e English law jn_regard to 

the legai nature of .. the company constitution,· are equally valid /~ South African 

law. · 

4. General conclusiqn 

- The contractual nature of the company constitution_ is, it is submitted, 

beyond question. This contract originates partly ·in the agreement of the 

parties, and partl_y;from the operation of the section in question. It may 

be said, therefore, t~at the company constitutio~ ~s contra~tual in character· 

:and statutory in. origin·. 

It is now proposed to examine~ in ·the next chapter, the con.tracts embodied 

in the consti"tution. 

<. 

':."I·.-.>· .,, •.• i'.)-a 
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CHAPTER 3 THE CONTRACTS EMBODIED IN THE CONSTITUTION 
,, 

1 .. Introduction 

HaviRg concluded that·a_company's constitution is statutory in. origin 
and contractual in nature, it now becomes necessary to deal with the contracts 

contained in the constitution. 

S 65(2) of the Act clearly says 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 s~ction, therefore, th~re are 

. -
contracts embodied in the constitution between the li1embers inter se, and 
between the ~ompany and its members. 1 These contracts are universally 
recognised today. 2 However, the road to this reiognition has been strewn 
with uncertainty and confusion_.·· "'· 

It is proposed to trace the evolution of this recqgnition in two parts: 
firstly,the contract between the members inter se and secondly,the contract 
b_etween the_ company and its members. 3 · In doing so, it" is prop~sed in each. 

-·· ·case _to commence with the English lavt and thereafter_ to state the position in· 
South African law. This sequence· is dictated by the strong influence of 

· Eng1ish law on-South Afrfran company lm•i. 4 l.t -~s al~o convenient, thereafter, 
. t.o consider the validity of a contract for the benefit of a third, which is 
found in the constitution~ 

In the next chapter consideration will be given to the alteration of 
these contracts, and the problem of their rectification. 

1.. Gohlke and Schn~ider v·Westies Minerale (Edms) Bpk 1970 (2) SA 685 _(A) 
692F-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. "Ci,llfers Benade De Villiers 35-37-· 

3. Mention will also be made, in this chapter of the possibility in South 
African law of includi'i-19, in the company's cons.titution, a contract for 
the benefit of a third.· See· belm·, at 62 et seq .. 

- 4. See Chapter -1 • 
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2. The· contract between the members inter se 

2.1 English law 

·s 20(1) of tbe English Cor.ipa:iies Act, ··19Ll-S, obscure .:~1 it is, 

states quite clearly that the constitution contains covenants on the part 

. ~f ~ach member. 1 Nevertheless, Jt was noi until 1958 th~t the question as 

to whether these covenants are binding betv1een· the members inter se, was 

answered, in Ralfield v Hands, in the affirmative. 2 

. Gower considers that the question, whether th_e memorandum constitutes 

a contract between the members inter se, had previously been completely 

uncertai~. 3 He~~d, prior thereto~ argued for·the view that s 20 
. . 

does establish a contract betv,een the members inter se so that a dire.ct 

right of action· bet\'1een the members should be permitted. 4 Wedderburn was 

of the same opinion. 5 The unsol.ved problem, he said, arising from section 20 
. ' .·. 

of the Companies Act, 1948, had-~een whether the articleswere,in addition to 

being a. contract between the company and th~ members, also a contract between 

the memb~rs inter se .. Both these learned writers therefore welcomed the 

deci_sion in _Rayfield v Hands, 6 which. in their respective views answered the_ 

· ~uestion in the affirmative. 7 

Firstly, hm·1ever, the way in which the question had be~n dealt with 

pre~iously will be set.out together with the reasons why it had remai~ed 

unanswered. 

-
The joint stock association, which preceded the incorporated company 

was created solely by an agreement bet1t1een the members inter se. Company 

legislation in Engl_ish _law merely superimposed on this contract between the 

members inter se, a company, separate and apart from its members, which was 

incorporated by re.gi stration. 8 The contract between the members inter se 

remained the basis of the comp~ny. 

1. 
2. 
3. 

4. 

5. 

6. 

7. 

8. 

Which.section corresponds to s _65(2) of the Act. 

cl958J 2 All ER 194 ChD. 

Gower LC B: The Contractual Effect of Articles of Associati6n (1958) .. 
21 MLR 401. .· " . . -)· 

Gower ~ C ·s : The Principles of Modern Company· Law (Second Edition London 1967) 
253-25 Ll- • 

Wedderburn K H: Effect of Articles as a Contract - re:c:edy against Directors 
{1958) CLJ T48. 

·cl958J 2 All ER 194 ChD. 

Gower LC B: The Cont~actual Effect ~f Atticles bf Association (1958) 
21 MLR 401; 1'/eddarburn 1 s article supra.· . ' 
Gower 261 '. ' ' 
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The cases have passed through three stages. Firstl~ the constituti~~ was· 
' . . 

regarded as · solely a contract ·betv,een the members ·inter ·se. Then this . 1--. 
)J> 

was denied. and the. constitution was regarded solely as a contract between 

th·e company ·and the members. Today it· is regarded· as both a contract bet\veen 
. ' 

the company and its members and betw~en the members inte~. 

•✓ The earliest 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 mernbers i.nter se. 

Thus in Tavar'one Mining Co Re, Pritchard's Case.the 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 ~h~ allotment of fully paid 

shares. 1 The arti~les were the only agreement of allotment. When· the 

company wa~ wound up, an atte~pt was made to place one of the a1lottees on. the 

list of cont~ibutories in respect of the share~ allotted to him and not paid 

up. It was held that the articles \'tere not a \-Jritten contract between the 

vendor· and the company since articles a·re only a contract betv,een the- members· 

in~er_ s·e. ~ _ Consequently the shares were held not to be p_aid up in terms of 

s 25 of the Companies Act, 1867 •. As a result the allottee was placed on the 

·list of contriliutories.~ 

. In Eley v Positive Government Security Life Assurance Co the plaintiff 

clai~ed relief arising out of a breach of the contract bet1t1een himself and 

the company appointing him as its solicitor. 3 The agreement, said the 

plaintiff, 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 co.mpany and third parties, but only between the members inter se~ 4 

In Browne v La Trinidad ·a member ,,.,ho became a director was removed from 

office. 5 The member _challenged his removal, contending that an agreement had 

been adopt~d by the company as part of its articles and that this agre~ment 

1.. _ (1873) 8 ChApp 956. 

2. Ibid 960. 

3. ( 1'876) ExD 20 and 88 . 

4. Ibid 89. 

5. ( 1887) 37 Chb· L 
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provided that he would be a director and that he would not be removed 
until a certain date, which had not yet arrived. It was however held, 

rejecting his.claim, th~t inter alia the articlei were not a co~tra~t 
between the member and the· company but only between the members·, inter se. 1 

It is apparent from these ca~es that the earliest view was that the 
articles are undoubtedly a contract beh-1een the members inter se. The 
question was whether the constitution was also a contract beh-1een 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 m~mb~rs inter se. 

This was clearly stated in the leading case of Hood v Odessa· Haterworks Co. 2 

The company carried on business ·as a waterworks and in doing so made a 
substantiai profit which_w'as appl.ied in extending-the company.'s yrnter mains. 

As a result, although the profi~s were available for the declaration of a 
dividend, there was no cash with which to pay it. The ~ire~tors proposed 
to declare a dividend of .£1 per shar_e but, instead of paying it, to convert 
the ~iViden~~ into debent~re bonds bearing interest and redeemable over.a . 

. period of thirty years. The company passed a resolution declaring a <livid.end 
and offering members debenture bonds bearing interest and redeemab~e at 
annuc3:l drawings over thirty 'years. The p.laintiff, a member, sought cl.n 
inj'unct.Jon restraining the company_ from acting.on this resol~tion as it 

, cont~avened the irticles. O~e 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 profits of the company for 
contingencies. 

In support of the 1njunction it was argued that the directors were 
obliged to pay the· dividends which had been declared and that there was no 
contract with the shareholders to pay them a dividend in ·share? or bonds. 
The. pr,oposal of the d,rectors·was,- it was argued, a compulsory loan by way . . 

of a di_yidend at presei:it but payable- at an uncertain period in the future. 

1. Ibid 13. 
2. {1889) .42 tho 636 at 641-642. 
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_A~cording to the judgment of Stirling J, although there were profit~ 

wi_th which to pay the dividends, the question-simply was.whether it was in 
. ';-. 

the power _of the majority of the .shareholders to ins·ist, against the will of JY 

the minority, that the profits wh.ich had actually been ~arned be divided, 

not by th~-payment bf cash~ but by the issue of debenture bonds. 1 

, The rights of the sharehol~ers in respect of a division of the profits 

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

v.e~_governed bys 16 of the Companies Act:1862. 2 The articles, he said, 

• constituted a contract not merely between the shareholders and the company, 

but bet\•/een each individual shareholder and ;very other. 3 Therefore the 

question regarding the manner of disposing of dividends, not by paying same, 

but by issuing debenture bonds, would-be answered _iri the negative, if there 

was in the articles a contract between the shareholders as to the division 

of the profits and the provisions of that contract had not been followed. . . 

Stirling J then went on to analyse the articles, 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 b~tween the members i nt_er 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 dividencls-. 5 · 

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 

approval. in the Chancery Divisi~n in Salmon v Quin and Axtens Ltd. 6 The 

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

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

1. 

2. 

3. 

4. 
5 •. 

6. 

7. 

Supra 641. 

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

• • f ' 

Supra 641-642. · 

Ibidem. 

Ibid 646. 

cl909J l ChD 311 at 318. 

cl909J AC. 442 HL. · S-ee Chapter 8 at 190-191. 
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company was entrusted to its directors,· which included two of the major 
shareholders who were its managing direttors,·who had certain powers of 

.36. 

veto; . Wh~n Salmon vetoed a directors' resolution this was r~ferred to a 
members' meeting and was passed by a simple majority. It was contended that 
members' resolutions have a higher authority than those of directors. In 
rep_ly the_ House of Lords said that "the. bargain of the shareholders contained 
in 'the articles" laid down a method of managing the b·usiness - the- directors 
could not do certain things·if Salmon object~d. 1 It was therefore held that 
the members' resolutions were inconsistent with the articles, and that the . . 

company be restrained from acting on 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 un.certa-in whether the constitution is 
or is not a contract between the members inter se? 

It is submitted that the answer is to be found.in the dissenting judgment of 
Lord~Hershell in ~elton v Saffery. 2 This case introduces the secon~ line of-. 
·cases, name.ly those which. regarded the constitution as being a contract solely 
bet~1een ·the company and the members, and not between the members inter se. 

.. In -this case it was held to ~e ultra vi res for a company to issue shares 

. . 

at a discount even if authorised to do so by the articles. Nevertheless the 
' -

holders of shares ·so is~ued were not thereby relieved from liability in a 
wi~ding-up, for the amounts unpaid on· their shar~s for- the adjustment of the 
rights of contributories 'inter se and the company's debts and the costs of 
wi.ndi ng-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 wa~ 

♦ • l ~ ., • 

invalid'it did not prevent the holder of such.shares fr·om_being liable to 
contritiute to the full amo~nt of the shares fo~thi purpose of paying the 

1.. -·--1t>'i d 443. 

2. c1897J AC 299 HL 315 et seq. 
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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. 1 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 distribution of i.ts 
sur~lus assets. 2 Lord Her~hell then considered t~e 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 artfrles 
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 n)embers· inter se, which were only regulated through the _company. 3 There 
was no contract betv,een the indi vidua 1 fl)embers of the company; but tbe 
articles did not any the less regulate their rights inter se. Such rights 
could only be enforced by or against a member t~rough the·company, but no 
member had, as between himself and another member, any right beyond that 
which:. -the contrac;t with the company gave. 4 There was nothing in the statute , . 

to prevent,th~ articles of a company providing for different rights attaching 
. . 

to different classes of shares, in respect of either dividends or a distribution 
of a·ss.ets on a winding-up. 5 Consequen·tly over and above what was necessary 
.to p~y the debts of the company and the expenses of winding-up, there was nQ 
need for members to contribute an equal sum to the funds of the company in 
order to adjust t~eir ri~hts. 6 -~ (,· 

. . 

To sum up his views, "l.ora-·Hershe]l interpreted s 16 as creating a contract 
in .the articles ~etween the members and the· company, but not beh-1een the 
members inter se._ · Their rights and obligations inter se derive from the 
contract \'Jith the c~mpany a·nd can only be enforced __ through the company. 

l. lb1 d 311. 

2. Ibid 313. 

3. - --Jb:.id 315. 

4. Ibid 315. 

5. Ibid 316. . . 

6. Ibidem. 
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It is submitted that lord Hershell erred ·in his views for the followt°ng 

reasons: 

Firstly, he ignored the historical anteceden·t of 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. 1 

, .... 
/y 

Thirdly, he erred in saying thats 16 of. the Companies Act, 1.862 did not 

purport -to settle the rights of the members inter se-. 2 It did refer to covenants 

by t~e members, although it did not say.with \'-/horn th_ese covenants are concluded. 

Nor did it state pos_iti_vely that the c·onstitution was a contract between the 

members inter se. However, it certainly did not exclude its existen~e. 

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

· to create a .contract between the members inter. se. It has been argued that 

the purpose of the section ,s to enable the company to be a party to contracts 

concluded prior to the company's existence. 3 
. . 

Consequently there is no need to state that contracts bebveen the members 

-inter se embodi"ed in the constitution, are binding on them. 

under the common law. 

They are binding 

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 medi~m of the company, but also to challenge the very existence 9f a 

contract between- them. lord Hershell 's views have had a considerable impact. 

They have been quoted i-n Ha 1 sbury. 4 They have a i so peen referred to -

with approval in two English· cases. 5 It is now proposed to deal with 

these c~ses 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. 

l. Tavarone Mining Co Re, Pritchard's cas\;? (1873) 8 ChApp 956; Eley v Positive 
Government Security L if.e Assurance Co- (1876) l ExD.20 and 88; Wood v 

r 
I 
1 
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~ 

_· Odessa i•later\'JOrks Co (1889) 42 ChD 636 at 642. ... 

2. This section is the predetessor=of ~ 20 of the English Companies Act, 1948, 
which corresponds to s 65(2) of th~ Act~ 

3. 
4. 
5. 

As set out in Chapter 2 at? et seq. 

Vol -7 par 11j. 
London Sack and Bag Co Ltd v Dixon and Lugton Ltd cl943J 2 All ER 763 CA; 
greene (deceased) Re, Greene v Gr~~ne· cl949J 1 All ER 167 ChD. 

:I 
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In the case of London Sack and Ba~- Co Ltd v Dixon and Lugton L~d1 

the facts were as follows. Two compani~s were.engaged in a dispute arising 

out of a c6ntract 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, 18~9, s 4: The. latter contended 

that there was a written submission within this act by virtue of the following: . . . 
both comp·ani es were members of another company whose rules were biP1di ng on 

)''= 
l 

I• 

I 

E 
ii 

its members; one of these rules provided th~t all disputes arising out of 

transactions connected with the trade shall be referred to arbitratidn; -I 
. . 

s 29(l)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 ~ot included in the articles, was made pursuant to the articles 

and ~as thds binding on both the parties. Thus the rule constituted a 

written submission to arbitration. 2 

-_These contentions were rejected by the ceurt, on the_basis that there 

can be no written agreement to arhi trate ·unless· the -written ·contract between 

,.,th_e .. pa.rties refers to and incorporates the arbitration clause. 3 

t; ·· . For the contention that s 20. creates a contrc1.ct bet\'10en the members 

of a company inter se, counsel for ~he appellants relied on Welton v Saffery 

and ~ther ~~ses. 4 Scott L J,one of t~e judges in th~ case, was not satisfied 

.that couns.el had interpreted these decisions correctly. 11 It may well be, 11 
• 

. ' . 
said the judge, "even as betv,een or_ainary members of a-·company who are also' 

~ I . . 

in a nomfoal way share~o-lders, th,at section 20 adjusts_their legal relations 

inter se in the same_way p_s_, ~, ~coi,tract in a single document would if signed 
. . - . 

by a 11; and _yet the statutory result may no_t be to constitute a contract 

between ,them about_ rights of action created entirely outside the_ company 

rel ati onshi p, such as- tradfng transactions bet\~een members. 115 · 

ln,support of this view the judge quoted Halsbury,. to the effect that 

while articles regu1ate the rights of the members. _i_nt_e~se, they do .not 

· 1. · -ctf943J 2 Alf ER 763 CA. 

2. Ibid 764-765. 

3. lb.id 765D-.L 
4. · Cl897J AC 299 HL. l"he oth~r cas·es relied on were Hickman v Kent or Romney 

Marsh Sheepbreeders' Association cl915J l ChD 881; Wood v Odessa Waten,orks Cc 
TTiffi"9)•42 ChD 636; Borland 1 s Trustee v Steel Bros Cl901J 1 Ch1J279. 

5. · L~ndon Sack and Bag's case supra 765F-G. 
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constitute a contract between the members, inter ~e, bu~ only a contract 
between the company and its me~bers and, therefore, .the rights and liabiliti•es_J}) 

ot members under the articl~s can only ~e enforced by or against the members­
through the· company_. Con·sequently the judge held ·that' any doubt about the 
written submission being clearly established is a sufficient reason for a 

juqge exercising his discretio~ against a stay. 1 

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 via the contract between each of them and the company and can only 
be enforcedinter se through the medium of the company. 2 

Hm·1ever the judgm~nt went further, stressing-that even if, as between 
shareholdi_ng members, there is a written contract for 11what may_ be called the 
purposes of company law", it does not follow that the rule applies to extrinsic 
purposes such as individual trading. 3 As to the relevance of this, it will 
be rec~lled that it was contended in argument that the written submission was 
to be found in a rule promulgated_ in terms of the artic.les, in terms of which 

.,. • va ll disputes_-, arising out of transactions connected with the. trade were to be 
submitted to arbitration. 4 

/ 

- The judgment concluded by finding that the parties were not ordinar:Y 
·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 parties in 
this matter~ The action for a stay therefore failed. 5 

1. London Sack arid Bag's case supra 765H. 
2. Welton v Saffery cl897J-AC 299 HL 315-

3.· London Sack and Bag's cis~ supra 765H-777. 
4. Ibid 764F-G. 
5. The judgment suggests that· there is a distinction in principle between 

articles intended to be for company la~ purposes and others having 
extrinsic purposes. ·such a d_istinction 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 bet•.,1een rights 
given qua members and rights given qua outsiders. See Hickman v Kent or 
Romney7-rarsh Sheepbreeders' AssociaTion cl 915J l ChD · 881 · at 900. It \·Ii 11 
therefore be considered together with the outsider rule. Sea Chapter 8 at 
185-186 and Chapter 11 at 260. 
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In. ·Greene (deceased} Re, Greene v Greene the facts were as .f o 11 ows. 1 

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

·special resolution with the result th~t it did n~t·apply to the case of a 

director leaving a widow a~d with the further result that the sL1res of such a 

.dir~ctor were deemed to pass on his death ~o his wife. 0;ne of these 

directors died intestate, le.aving.·a widow and children. The ·board of 

dir'ectors of the company resolved that the wid.ow be registe:red as the holder· 

of the shares and registration was made accordingly. The executor of the· 

deceased director disputed this registration, claiming that the shares fell 

into the deceased estate of the director in question, to be divided equally 

on in_testacy between the widow and the children of the deceased. In an 

action by the executor testing the va1idity of the registration the court 

held that the a_rti cl e in question as amended was contrary to s .6~ of the 

Companies Act, 1929, (nows 75 of the Companies Act, 1948). This section 

prohibits the registration of a transfer of.shares unless a proper instrument 

of transfer has been delivered fo the company .. As there was no such i nstrumer'lt 

of tra~sf~r the registration was invalid. 2 

·· ·--- ·, ·It was-further ·contended on behalf ·of the widow that as between hersel-f . 

. _ and .the other benefi ci ari es on i ntes t::cy that there had been a donation to 

her.by the deceased of these shares or alternatively that~ trust ~ad been 

created in her favour by the resolution amending the articl~ in question. 

Boih ~hese contentions were r~jected by the c~urt. 3 

· · The widow al so sought to rest her cl aim on a contract. She relied for 

this on s 20 of the Companies .Act, 1920·whereby the articles constitute a . 

contract between the members. "The ans•,•1er to this", said the Judge, "is that 

such a contract ·could only be enforced by or_ through th~ company: Welton v 
Saffery cl897J AC 315; and an article which is, as I have held, ultra vires 

the company cl eariy cannot_ be so enforced _.;, 4 

Then the widow argued that there was a contract between the deceased and 
• • ! ~ 

' . 

the ot~er directors that each of th&m would~ in-consideration of a reciprocal 
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pro~ise by the others of them, dis.pose of. his shares in favour of ~is widow. ,. 
. ' 

,)··~ 

1. cl949J 1 All :ER 167 ChD. 

· 2. Ibid 169. 

3. Ibid 170.l\. 
4. . Ibid. 170C-D. 

'· J 

~&.'R*:-t4 J¾·:C::!'- · .»"::"1~A~t-¥:1'~4 .. ~t• ., ~ ~~:-. ,1•~!-»%f- ttc-",¥!.& ,, 2~~-~~~~· .7 ,. -_.•.-tt~~-:i;:'1 it~•-~.+!'(.~_.__..,.j~~,~;:~~ "':~• ·~, ~-- - ;... -- ' . ' ": - ' ~ 



42. 

The court held that there ·\'1as no such contract, and that the widow who . .(• 

was no party to it,- could not enforce it, had .it ex_isted .. 1 

The cases under review revea1 ·a divergence -0f opinion on the existence 

and enforceability of a cor'ltract between the members inter s e .. On the one ·hand 

is a line.·of cases,· consisting of Welton v Saffery; 2 London Sack and Bag Co Ltd 

v Dixon and Lugton Ltd; 3 and Giee;;(decea~ed) Re; Greene v Greene. 4 These 

cases deny the existence of this contr.act. They consider that members' rights 

and obligations inter se derive only from °the contract wi'th 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 Case\ 

Eley's case; 6 Browne v La Trinidad/ Wood v Odessa Hatervmrks Co; 8 and.Quin 

~Axtens Ltd v Salmon. 9 In these cases the courts, particularly the House of 

lords in the last-mentioned case, held that the constitution is a cO"ntract. 

between the members inter se .. 

Th.is, then, is the background to Rayfield·v Hands. 10 It is the third 

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

. _ betweeri the members inter se. In Rayfield v Hands the plaintiff was the 

registered holder and beneficial owner of fully paid·ordinary shares- in the 

·.capital of a company. . The defe.ndants were al so members of the company and· 

wer~at all material times its sol~ directors. 11 · One·of the ~rticles of.the 

company provided that every member who i.ntended to transfer shares 11 sha 11 

i nfor-m the di rectors \'tho will take the· shares equally between them at a fair 

value. 1112 The plaintiff informe_d the·defendants in writing as the directors· 

of the company of his intention to transfer his shares to them in terms of 

the articles~ The defendants contended ·that they w2re not liable to take and 

pay for the plaintiff's shares. 13 

l. Ibid 1700-E. 

2. Supra. 

3. Supra~ 

4. cl~M9J J All ER .167 -ChD. 

5 .. · Tavarone Mining Co Re~:Pritchard's Case [1873J 8 ChAp~ 956.· 

6. Eley v Positive Government Security Life Assurance Co cl876Jl ExD 20 and 88. 

7. [1887J 37 ChD 1. 
8. cl889J 42'ChD 636. 

9. Cl909J AC 442 HL. 
10 •. cl958J 2 All ER 194 ChD. 

11. Supra 1950-~. 

12-. Ibid 195f_·.; 

13. Ibid .196B-D. 
~~.~'f '1/,"f, ~f. u;;p~•-~~~,,·~·~~~~: J • ""fi_t?-1; ,ji, f.V·f!~·~~Jif,'~V . ..:+''~:)t•.+w.!,?'"•*-~·..!f~,?,J.~W_.J:1:-:) .r .a +.t.-t~J ~ -r~~~T;-"l 
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Gower has set out two of the arguments advanced for th~ plai.ntiff . 1 

The most difficult part of plaintiff's case;.s:::iys Gower, was to ·persuade 
. . .• . 

the judge that""an· article of association which provided that dii·'ctors should 

purchase a member's.shares imposed obligations on the directors,noi qua 
. . . -. . . 

. directors, but qua members. Cou~sel argued that qua directors it ,,1as 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 share~ in a private company, 

for they alone had access· to the books, could assess prospects and determine 

polfcy. The article was, therefore, selecting a particular category of members 

as purcha-sers, viz •. those members who vrere directors, just as it might have 

designated male members or those who held ordinary shares. 

Counsel's second problem, s·ays Gower, was to persuade the Judge that, 

notwithstanding the dictum· of Lord Hershell in Helton v Saffery,: an article 

could constitute a contract direc;:tly enforceable by one member against another_. 

Counsel. r~l ied for this purpose on s 56 of the Law of Property Act., 1925, 

saying that Lord Hershell's opinion nad been outmoded by statute. He also 

r 

! 
! 
i 
' 

r 

I 
I 

i 
~ 
! 

!. 

l 
i 

•··,,argued ·that .the article in question might found a contract quite indepen_dently 

s 20 of the Co~panies Act. The directors, he argued, relying on Carlill v 

·carbolic Smokeball. Co, 2 made a continuing offer to th~ other members for the 

time _being to purchase any shares tendered. for sale by those· members, _an 

of· \ 

- offer.which could be turned into a binding contract by acceptance. Hence, . 

· ran the argument,· the member-directors had undertaken· to purchase in accordance 

\;,,ith the article·s by which all members were bound on joining the comp~ny .. 

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 LC B :· Rayfield v Hands - A Postscri~t and a Drop of Scotch (1958) 
21 MLR 657. This methdd of dealing with this case ~s adopted in order 
to seek some clarity and order in the judge's line of reasoning, that is, 
by 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. Hm·1ever, when all is said and done, one 

:can only deal seriatim ~ith.the erratic road followed in the judgment 
· to what was in fact a sound conclusion.· 

.::i•->' ··.·• ,_J-... 

·2. cl893J l QB 256 CA. 

f 
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impo·sed no enforceable liability on them. They contended that the words II the 
directors ~Jill take the shares", suggested an op_ti.on· on the part of the 
di~ectors ~ .a contention w~ith the court rejected. T~e article, said the 

· judge, im~osed 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 _bµy them. 1 The article :ought to be construed so as to validate it and 
in that spirit it created an enforceable obligation. 

Vaisey J then dealt with the further poi_nt taken by the defen_dants, that 
the arti.cles, and this article in particular, did not create a contractual 
relationship-between the plaintiff as shareholder and vendor and the defendants 
·as directors and pu~ch~sers. 2 This ~oint depended on~ 20(1) of the Companies 
Act, 1948. The judgment noted that there had been a number of appatently 
conflicting judicial decisions, as to the exact nature of the contractual 

. relations e~tablished by the articles, both as_bet1,11een 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 noted-

........ .- . . . 

the statement of Lord Hershell in.Welton v Saffery that there was no· contract 
;,·.,fo,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 wa~ 
considered by Vaisey J to be· 11 somewhat cryptic" • 

. ... . The question,·said the judg~, 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 plainti"ff as a member and the defendants, not as directors, 
but ai members. In support of this conclusion the judgment quoted Lei~ester 
Club and Country R·acecourse Go Re, 5· \•1here the court had held ·that the 

\l--
f! 

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

l. _· Rayfield v .Hands C1958j ·2 All ER 194 ChD 196C-F. 
2. . Ibid 1978. 
3. ci897J AC 29~ HL 315. 
4. Rayfield v Hands supra.198A. 
5. (1885) 30 ChD 629. 
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opinion therefo~e that the contract before him-was a contra~t or quasi-contract 

. between. members, and not between members and di re~tors . 1 

The judge then indicated that he proposed to-deal with the point that 

the a~ti cl e.s create a contract between the compa~y on the one h
0

,'ld ~nd the 

members on the other, so t~at no relief can be obtained in the abs~nce of the 
. 2 . : 

company as a party to the suit. _. Presumably the relief referred to was as 

betv,een the members. This brought Vaisey J fate to face with the obstacle 

created by Lord Hershell's judgment in Helton v Saffery. 3 It also led him 

to deal with two arguments raised by plaintiff's coun.sel on the point. The. 

first of these arguments, alr_eady mentioned, was that Lord Hershell's views 

had been -rendered ~utmoded bys 56 of the Law of Property Act, 1925. 

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

met by tv/0 cases. 4 T·hese cases·, he said, laid down the principle that where 

a covenant.had been made, not by ·or- with, but for the. benefit.of_ the plaintiff 

he could, therefore, sue without_the interv~ntion of the covenantee. It would 

appear that Vaisey J was prepared to accept lord Dennin~'s ~iew that it is 

possible; in the light-of the section referred to, to allow a stipulatio• alteri 

~-- despjte· the ~lear·English law prohibition. 5 

~,· ... ;,,·i- This would presumably, enable the contract between the company and the 
, . . 

member to contain a stipulation for the benefit of a third, namely the other 

memb_e·r. The latter could, therefore, by accepting the benefit of same, enter 

into a contract v,.ith the first member. 

-
··The.second argument for plaintiff, also in relation to Helton v Saffery 

was that the article might found a contract quite ·independently of s _20 of 

the Companies Act, ~ 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 cont~ntion, (o~ was it the defendant's) 
v1as upheld." Vaisey J then proceeded to deal with the second contention for 
the- pl'aintiff, namely' that despite Helton v Saffery the article was a 
contract beu,,een the members inter se, d1 rectly enforceable without the 

. intervention of the comp_any. · · · 
2. · Supra 198 c-.D. ,. _, ... -- ,) • 
3. cl89.7JAC299_HL. 
4. Smith v River Dou las Catchment Board cl949J 2 ~ll ER 179 CA and Drive 

ourself Car Hire Co London v Strutt cl953J 2 All ER 1,75 CA. 
5. The English Jaw 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 Nidland Silicones Ltd cl962J l All ER l HL 16. . 

.,. 
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at any -time. The 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 
that it seemed to him to be relev.9-nt. 2 . 

Although Vaisey J apparently decided to circumvent Welton v Saffery 
in _:this way, that is by means o~ a stipulatio alteri, it seems that counsel 

. also persuaded him to adopt a conclusion directly opposed to Lord Hershel l's 
. . 

views. This appears to be the case because Vaisey J then said that he had 
considered ~ord Hershell 's dissentient speeih in Welton v Saffery3 and the 

. -
comprehensive review of the earlier authorities by Astbury Jin Hickman v 
Kent or ~omn~y Marsh Sheepbreeders' Association4 and that among the num~rous 
dictci cited in the latter judgment one of the most helpful and convincing~as 
~hat of Mellish L J ·in.Pritchard's Case. 5 He the.n quoted from the -latter 

.case as follows : 11 
••• the articles of association are simply a contract. 

between the members inter se in respect of their rights as shareholders. They 
. are the. deed of partnership-by which the shareholders agree inter se. 11 This 

quotation contains the principle in B__ayfield v Hands. -All the rest is 
commentary. 

Then the·j~dg~ent referred t6 the facts in Dean v Prince, 6 a case in 
• # - • 

which no reference was made to s 20. Vaisey J no~ed .that there a dispute 

'~ J.y 

aro~e out of a valuation of shares arising out of an article which proviHed 
-that a deceased director's shares should be purchased by the surviving directors 
at an auditor's valuation. There was, said Vaisey J, a close similarity between 
the two c_ases and al though the point under. s 20 v,as not taken in Dean v 

. . . 
Prince it.was not overlooked since the decision was one of the Court of Appeal, 

l. c·l893J 1 QB 256 CA. 
2.: Rayfield v Hands cl958J 2 All ER 194 ChD l98E~F. 
3. tl897J AC 299 HL. 315 {thereby continuing to d_eal with plaintiff's 

second point).· 
4·. C:19'15J, 1 ChD 881 
5. TaOarone Mining Co Re,.Pritchard's Cas~ (1873) 8 ChApp 956. 
6 • .'cl954J l All 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 con~lusion to be similar.) 
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Vaisey J then referred "in passing 11 to Borland's Trustee v Steel Bros 
where a.provision in the articles compelled a shareholder to transfer his 
shares at any time to particular persons at a particular price. 1 Vaisey J 
noted· that Farwell J had observed in that case that" the articles. were a 
contract between the shareholders under s 16 of the Companies A~t, 1862. 2 

Vaisey J then repeated _the view that the proper way to construe the 
constitution was as a commercial or business document wnich·. 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 betv1een directors being formed by the terms of a company's articles. 4 

He therefore felt ~ncouraged to find in the present case a contract similarly 
formed between a-member and member-directors in-relation to their_ holding of· 
the company's shares in its articles. 

Then the judge said_ that his conclusion might not be of so_general an 
application as to extend to the-~rticles of ·association of every company since 
this was a private company bearing a close analogy to a·partnership. 5 In the 
result the directors were held to be. obliged, in their capacity as members, to 

.-, .. ,,purc.has·e the shares offered to them by the plaintiff members. 

. , r ,.-.. o--~ - Hedderbu rn has written · on Rayfi.e 1 d's case. 6 Gower too, has commented 
on it~ 7 Both have welcomed the decisi~n and th~ conclusion thats 20 makes 

. . 

.a contract between the members inter se, enforceable without the intervention 

l. Cl901J l ChD 279. 

I 
I 

l 

i 
r-
! 
t 

i-
i• 

I 

\' 

2. This section corresponded at that date withs 20 of the English tompanies Act, -
·1948 ands 65(2) of the A~t. The case of Borland's Trustee, supra, was of 

3. 

-course highly relevant to plaintiff's second conten_tion and in strong support 
of it. In ract it offered a better avenue to circumvent Helton v Saffery than 
either s 56 or the·general offer of Carbolic Smoke Ball's case. It therefore 
deserved ~ofe than a ~assing 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. 
Cl954j 1 All ER 749 CA. 

- . 

4. Rayfield v Hands El958J 2 All ER 194 ChD 198H. 
. . 
5 . .- Ibid 1991. 

. . -· . :) . 
·6. WedcJerburn K H : Effect of Articles as a Contract - remedy against Di r·ectors 

{1958) CLJ 148. 
7. Gower L C B : 

~..tr~ ... ..,,a_.i;, H:"2_:"¥81··◄~ ;"_•.;~T;~~:-

The Contractual Effect of Articles of Association (1958)- 2l MLR 
401 (This ~,i11 be re!erred to as 11 the firs·t note11

) •. 

Rayfield v Hands - a postscript and a .-drop of Scotch (1~58) 21 ML 
657 (This· \·Jill be referred to a's "the second note 11

). 

7 
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of the company. Both considered this conclusion to have been un?upported by 
the cases quoted, to have been arrived at by a devi'ous route, and by arguments 
which are not wholly convincing. 

(> 

The major criticism expressed by Wedderburn is that the obiigation rested 
. on the di rectors, ~ di rectors, and not qua· 1}1embers and was therefore 

unenforceable under the outsider r~le. 1 

Gower, in his first note, agreed with this criticism. He said there that 
the only way to reconcile ·the decisions with the earlier cases v,as to formulate 
the test, not in terms of the capacity of those on ·whom it purported to confer 
rights_or·duties, ~ut on whether its exercise affected them as members. 2 He 
also suggested that the earlier authorities could be distinguished- on the basis 
that they referred to non-members ~ 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 directors;· this could not be the ansv,er where the 

.directors .did not have ~o be members; nor did it follow that every·director 
would hold the nec~ssary share qualification at the appropri~te time; nor 
would. this argument_ be as strong in a public company where the directors were 
not the obvious ·buyers. 3 

-Both Hedderburn and Gower reject the -proposition of Vaisey J that his 
concfosion might not apply to every_ company since the case concerned only a 

, . 

~rivate company analo~ous to a partnership. If this means, they say, that this 
article was only likely to ·be found in private companies, there would be no 
quarrel wfth this.· If, however~ it meant thats 20 differed in its effect a~ 
between ·public and P:iva_te companies, there was nothing in the section \·1hich 
supported such a conclusion. 

Both writers consider that reliance by Vaisey Jon Leicester Club's 
case was unfortunate. 4 · To equa·te directors with a sub-species- of memb·e-rs was, 

1. 

2 •· 

3. 

4. 

The.outsider rule.is to be fauna in Hickman v Kent or Romney Marsh 
• Sheepbreeders I Association cl915J l ChD 881. r1uch of this the.sis is 
·devoted to .the outsider· rule~ which need not be canvassed at this.stage •. ~. 
It wi 11 be submitted that Rayfi e 1 d v Hands had nothing to do with the · . -
out~ider rule~ See Chapt~r 9 at 223. 

First note supra 402. 
Second note ~upra 658. 

Leicester Club and Country Racecourse Co Re {1885) 30 ChD 629 at 633 ... 

-, 
'· 7 
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false. Di rectors_ were not merely working memb~rs·. They neeq not. be 

members· at all. However, ·Gower, in the second note, changed his view ·· •' 

on this aspect as \·rel 1. The case was merely ·quote.d to illustrate that 
. . 

a reference to directors-in the article in question need not necessarily 

re.fer to th~m in that capa~ity. 

The manner in which Vaisey J so1:1ght to find that an article may 

~"\ j 

JY I 

~ 
l 
l 

conJtitute a contract enforceab~e by one member against another, notwithstanding 

the dictum of Lord Hershell in Helton v Saffery, is also criticised by both 

writers. The reference to s 56 of the Law of Property Act, 1925 and Lord 

. Denning I s di eta thereon~ which suggest that ~he section had des tro_yed privity 

of cont~act, is rejected by Wedderburn on the ground that the sect~on suggested 

no such reform and that this was no way to solve a company la\'/ problem. It is 

al so submitted that s 56 of the Law of. Property Act v,as not intended to amend 

~ 20 of the Companies Act, 1948. 

The noti-on that Carbdlic ~moke Ball's case could be used to found a 

· contract independently of s _20 was also rejected. 1 Both writers consider 

the remarks of Vaisey J, that this case. was relevant, t9 be unclear. Gower­

pre~umes that it meant that this provision in the articles was a general offer 

by each member to every other member which was accepted either by jo_ining the 

."_:, ;. i r:·~-company or offe.ring.·the· s~ares·:for1sale:~.11This, he says, begged the whole. 

question, -v,hi ch was ·whether the· offer was·· de_emed .to be· made by the company or ·· 

by the members, or both. 

. ·Gower· considers that the reference. to Dean v Pri nee was the frailest 

__ stravl of all_. 2 .· · ·I·t \~a-~ ·far fetched to suggest that this could be regarded 

as any au.tho}'.'ity_ for the proposition that the article constitut~d 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 o'n a 

question of fair value of the· shares in question. 

These writers nevertheless welcome the conclusi_on 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 light 

of its history, and on dicta ·not quoted in the judgment, rather than the 

arguments adduced by the learn~d judg·e_. · 

1. 
2. 

Carlill v Carbolic Smo~e Ball Co Cl893J 1 QB 256 CA. 

The. learned writer's view· is to be found in Gower L C· B : The Contractual 
Effect of Articles of- Association (1958) 21 MLR 401 at 403-:--The case 

· referred to by him is Dean v Prince cl954J 1 All ER 749 CA. 
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The criticisms of these two eminent writers are, of course, ·well founded. 
Vaisey .J undoubtedly touched on irrelevant topics which had been raised ·i'n 

. . 
argument before him such as the article as a ~eneral offer; ors 56 of the 
Law of Property Act, 1925. In addition, his ju~gmen·t is both disjointed and 
o~scure. furthermore, he fiiled to deal with the problem as a matter of 
principle.with due regard to·the authorities. The problem, he correctly 
observed, was whether the article created a contract between the plaintiff 
a~ ~hareholder, and the defendants as directors and purchasers, a problem to 
be resolved in terms of s 20(1) of the Companies Act, 1948. 1 The so.lution 
could have been arrived at through the following reasoning. 

The first step is to note that, historically, the constitution had 
a lway's been a contract between the mer1bers inter se ,. to which, by the process 
of registration, th~ c9mpany was grafted as a separate legal entity. This 

·conclusion. is well supported by authority, more particularly Pritcha·rd's fase2 

and Borland's case3 (both of which Vaisey J quoterl), Eley 1 s case4 Browne -v 
5 , . . ' 

La Trinidad., Wood v Odessa Waterworks Cc, 6 and raost important of all, the 
· decision of the House of Lords in Quin and. Axtens Ltd v Salmon. 7 

-, = The ~ec~nd step is that, on incorporation of the tompany, in terms-of 

.J,.S:,.20,- its constitution i.s a contr~ct :>0th behreen the mer,ib.ers inter ·se 
· and a 1 so between the c.ompany 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 
Saff~r~. 8 Then the reasoning in the latter case is to be rejected, on the 
grounds set-out previously in this chapte.r,9 in favour of the high 9-uthority 
of Quin and Axtens v Salmon. 7 

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 wo~ld have fallen for consideration under the outsidei 
rule. 

1. Th-is is the English -equivalent of s 6_5(2) of the Act. 
. . . 

2 •. · Tavarone Min_ing Co _B_e,·Pritchard's case (1873) 8 ChApp 956·. 

Borland's Trust'ee v Steel ·sroscl901J 1 ChD 279. 

~ ... 
JY 

3. 
4. 
5. 
6. 
7. 
8~ 

Eley v Positive Goyernment Security Life Assurance Co (1876) 1 ExD 20 and 88. 
(1887) 37. ChD l. . 

. . . . 

{1889) 42 ChD 636. 

cl 909J AC 442 H. 

cl897J AC 299 HL. 

9. See 38 apove. 
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Vaisey J qualified his conclusion -that the articles were a contra.ct . . 

between the members inter se by observ_ing that it may not extend generally to 

all companies since this was a private company-analogous to a. par:tnership. 

Both Wedderburn and Gm-1er rejected this, saying that if it meant that s 20 _ 

differs in its effect as between public and private companies, there was 

nothini in the section.which supports this conclusion; 

: The~e is no doubt that this criticism is valid. It has previbusly been 

observed that the contracts.contained in the.constitution are created by a 

statutory fiction. 1 In the cas.e of a small private company.it may be possible 

to find a ~onsensual contract, actually concluded. In the large public 

company, with thousands of members, this is most unlikely. Nevertheless the 

statutory fiction applies in both situations so that even in the latter, a. 

contract is presumed- to exist beti,.1een the members inter se, al though there may 

be nb meet,ng of their minds and although the membership may be constantly 

ch·anging. 

·.In English law there is no doubt, .today,·that the tonstitution is a 

contract between_ the members inter se wh1ch is "directly enforceable by the 

members without the intervention- of the company. 

2.2· South African law 

I.tis now proposed to trace the South African 'cases and company law 

text-books on the. question whether t_he cons ti tud on is, or is not~ a contrac:t 

between the members inte_r se. - -Reg.?rd will be had to the English authorities 

and the extent to which they agree with, or differ from, the South Afrfcan 

vie\•ipoint-, with particu_lar ref.eJ".'_ence to any South African reaction to . . 1 
Welton v Saffer_y2 and to _Rayf_i_e_l_Q___y_ Ha_Tl9~. _ 

In South African law Ross and Co v Coleman contains the first comment 

on the parties to the contract. in the articles~ 4 The facts were a_s follows. 

The plaintiff was one of three directors nominated·as such i.n·terms of an 

1. _ ·_.Ctlapter 2 at _ll .and 17. 
.... .J'-\.-•. ~, 

· 2. cl 897J_ AC 299. HL. See 36 above et seq. 

3. c l958J _ 2 A 11 ER 194 ChD. See 42 above et_ seq .. 

4. 1920 AD- 407 at 40~ and 418 • 
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'article and entitled under that art~cl~ to retain office for five years. 

The arti~les also provided for remuneration f6r the directors. As a result 
of tension·between some of the directors, a.special gerieral meeting of members 

passed a special resolution in t~rms of which t~e remuneration of directors 
was henceforth to be settled by the company from time to tim~ at its annual 

. ,' 

general meeting. The_plaintiff, a director who had received an annual 
salary as·· a full-time direc:tor,protested and voted· against this reiolution 
and thereafter resigned as director and brought an action for damages for 
wrongful dismissal. 

· Innes.CJ considered whether the plaintiff was entitled to any relief 
undei the circumstances. The first question he considered was whether the 
alteration was valid in itself. The company was registered under the 
Ordiriance'o.f the Orange Free State, 24 of 1904, which required a memorandum 
of a~socia;ion but said nothing about articles:1 However,. the articl~s 
themselves provided for alteration by special resolution. 

. The second question was whether such an alteration was an infringement 
.··.of t~e plaintiff 1 s rights. Such_ an alteration would not justify a breach 

of the company I s-obligations. In other words; was there any contract b_etween 
the_ plaintiff and the company and, if so, had the plaintiff acquired a vested 
right -to re!Tiuneration as ·a director. in the future? AT) agreement between the 
pl afnti ff and the company was admitted "by the parties. The dispute was as to 
its ·terms and scope. Innes C J ind_icated .that h·e did not propose ·to discuss 

in detail the English ca~es, whi.ch,i1er_e not all harmonious .. · Furthennore, 
the posit16n was not complicated by any obscure statutory provision. 2 This 
was~ no doubt·, a reference,. to. s J6 of the English._Companies Act, 1906, and 
to the fact that the matter was governed by_ the Ordinance of the Orange Free 

State, 24 of 1904,.which required a memorandum but said nothing of articles. 

"Articles of assotiation 11
, he said, 11 are, fn themselves, merely an 

agreenrent between the shareholders inter se. 113 

· l. -Ibid 416. 
. \ . 

2. ,:-,_Ibi'd 417. I . _, 

3. . Ib~d 418. 
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These articles were subject to ·amendment at t~e will of a s·pecified 
majority, expressed in the prescribed manner. What is more, they were 
incorporated ~y jmplication into the contract between the company and the 
director. This contract was subject to the. amendment of the art.·ic]es, save 
where the amendmeni amounted to a breach of contract. Irr the instant case 
an amendment did not amount to a breach. Th~ contract_wa~ accordingly 
altered by the amendment thereby depriving the plaintiff of his right to 
future remuneration. 1 In the result the action for damages failed. 
Furthermore the plaintiff's claim for services rendered prior to the 
alteration also failed because under the articles prior to the amendment, 
the directors al~ne had the right to decide what the plaintiff should receive. 
No .such decision had.been made when the amendmerit was ~assed, depriving the 
directors of this right. 2 · 

The relevance of the case for.the present purposes lies in-the statement 
of Innes C J that the articles are merely an agreement petw.een the members 
inter s·e. 3 The importance of the case is considerably diminished by the 
fact that the company in question was incorporated under the Ordinance 

. . 

~-of ·the Orange Free State, 24 of ·1904, which contained no statutory provi"sion akin 
. to s (55(2) of the ·Act. 4 Nor did it make provision for ar_ticles of association . 

. There ar~ n~ other rep6rted cases on .this question prior to 1958! 5 

However the company la\1 text-books in South Africa c.ast some light on the 
prevailing opinion on the point prior to Rayfield v Rands. 

Pyemont, in qealing with s 16 of Act 46 of 1926, said that the i'ntended. 
effe~t.of this ·section is to create an obligation binding alike ·on the members 
in their dealing·s with ·the company, on the c~mpany in its dealings with the 
members as members, and on the members in their dealings with one another as 
members. 6 As authority for the latter proposition h~ quoted_El~y's case. 7 

1 .. Ibid 418-419. 
' 

2. IQ_id 420. 

3. : Ibid 418. 

4. Ibid 417. 

This was the ·year in which Rayfield v Hands was decided. 

·.;- _-... . .·-. ,·.). 

5. 
6. Pyemont 36. This section is the.predecessor of s 65(2) of the Act. Pyemont 

has· consistently held th:is view through several editions since 1926. 

7. Ibidem. 

7 
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,, 

On.the other hand, the shareholder was not bound in- his personal capacity 

and fur~he'.more the purpose of the _memorandum and _a_rticles was to define . 

the positio~ of the sharehqlder as shareholder, not to bind him in his 

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

Henderson's Transvaal Estates Ltd. 2 · He also quoted in support thereof 

Hickman v Kent or Romney Marsh Sheepbre~eders~Association. 3 

Henochsberg stated that the q~estion as_ to how far the memorandum and 

. articles constitute a bi_nding contract betwee_n a company and its m~mbers on 

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

great· di.fficulty (lnd is not altogether clear. 4 Henochsberg quoted in support 

ther~of from both Hickman's case and Ele"'s case. 5. Furthermore he. said,.· 

· while the ~rticles are a co~tract bet\•teen the company and its members they did 

not constitute a contract betw_een the members inter se al though they _did· 

. regulate their rights inter se. For this proposition he relied, inter alia, 
on Welton v .Saffery. 6 . .. 

Hahlo's view at that stage was that the memorandum and articles 

constituted a contract between the company and its members an·d also regulated 

the rights c;:>f members inter se. 7· · 

None of these writers referred at all to Ross ·and Co v Coleman. 8 Beth 

Henochsber9. and Hahlo took for granted the proposition in Welton v Saffery9 

that ·there is no contract between the members inter se whose relationship 

is nevertheless regulated by the.memorandum and articles, to be enforced 

1. · Ibidem. 

2. C.l908J l ChO 743 at 759 ~ 

3 •. Cl915J l ChD 881. 

4. Henochsberg ES·:. On.the Companies Ac~ (First E~ition Durban 1953) 47. 

J'j) 

· · 5. Hickman v Kent or Romney Marsh Sheepbreeders' Association c1915J 1. ChD 881; 
Eley v Positive Government·security Life Assurance Co (1876) 1 ExD 20 and 88. 

6. tl897J AC 299 HL. · 

7. - l:lahlo H R : Company Law through the Ca$es (Firs_t Edition Cape Town 1958) 43. 

8. 1920 AD 408. 

9. Supra. 

~~ .. •St¢';-.?"-•~~~•"f!fv';''(l'~'t:,,":fi~~~~~~~~~•A.>t • """•,•~•- J • ,,,; .. :','•••.~, ;..._ •' ~· l·• ,--.~••..ol; ~•.,,~'? 
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through the medium of the company. 

_Despite the views of these authors the judgryient of Potgieter J_ in 
De Villiers v .. Jacobsdal Saltworks stated clearly that the artic:-"'.·es constitute 
a contract between .the company and its members, and between the members inter se, 

·but· o.nly in their capacity as mem_bers. 1 in this case, the nature of the 

pleadings and of counsel's arguments appears from the j~dg~ent of Potgieter J. 2 

It is, therefore, 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 dis~l9sing no cause of action. The plaintiff's claim was for. 

damages arising out of a breach of contract beu~een himself and the defendant 
company. According to the decia_ration 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 ~s 25 

. per ~erit of.the shares we~e held by various persons. 3 · It is not certain 
whether the pl~intiff was one of such persons, an important and unanswered 

;· question, impor.tant, because it leaves-the question of the plaintiff's 
memb~rship an open one. No ·allegation of -his membership was made. 

It was then ·alleged in the dei"claration that, pursuant to the provisions 
of the articles-and in terms thereof,the plaintiff was appointed a director, 
his appoi.ntment b~ing governed by and subject to the conditions contained in· 
the_~aid articles, which formed the basis of the contract by which he was 
appointed a director. At all r~levant 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 plaintiff ceased to be 

. . , . . 

a director on the terms of his initi_al appointment and was in fact no longer 
a direclor. 5 As Potg~eter -~ summed up the matter, the original ·articles 
were.superseded by new articles the effect-~hereof was that the plaintiff. ""' ' ..... 

-1.. 1959(3} SA 873 (0) 876H. See al~o Chapter 12 at 263-264. 
2. Ibid 875 et seq. 
3. Ibid 875D-G. The variou-s persons·were the wife, tru.stee, heirs or 

·lega·tees of the deceased original di.rector. 
·4. Ibid H. 
5. Ibid 876A. ,·, 

7 
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.~ 
was no longer a director for life but was subject to electiori like all the 

other directors. 1 · . - _}9 
' 

In rep_ly to a request :for further Iiarticulars the p-laintiff averred 

· that the c·ontract 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. 2 

In arguing the exception~ the defendant_'s counsel made two submissions. 

· Firstly, the articles had no contractual effect in so far as they purported 

to confer rights or obligations on a member othervlise than in his capacity 

as suth. 3 This proposition was conceded by counsel for the plaintiff.4 

. Potgieter J~ in· de.aling with this point refer~ed to ~•s case, 5 

Browne v La Trinidad,6 Hickman's case,7 and Beattie's case. 8 . It was clear 

from these decisions that the articles of association of a company did not 

create ·a con.tract between the company and ·a member except in his capacity 

as a member. "The articles constitute·a contract between the members inter se 

. and beu1e~n. ~he company and the meinbers but only in their capacity as members. 

·They· ·do not .for instance constitute a contract between the company and a 

-~:-d:irector in hi_s- capacity as such~ 11
•
9 

The second submission for the defendant was that in the absence of s . . . 

contract.outside the articles, whatever contract might be embodied in the 

articles was subject to alteration by an alteration of the articles, for 

the contr~ct derived its force a~d effect only. from the articles. 10 . Plainti\f's 

co~nsel agreed with thii contention, but urged that the declaration alleged ·a_. 

contract \•1hich consisted of plaintiff's appointment as director pursuant to the 

articles, the said appointment bei.ng governed by and subject to the conditions 

contained in the articles. That_contract might be capable of the construction 

that the parties also· agreed that no subsequent alteration of the articles 

w~uld .affec;t the terms of plain~-iff's appointment.as director. 11 

1. Ibidem. 
2. . 'Ibid 876C-D •. 
3. Ibid D. 
4. Ibid 8770.: 
5. 
6. 

Eley v Positive Govern.nient Security Life Assurance "co {1876) ·l. ExD 20 and 88. 
( 1887) 37 ChD · l.. 

7. Hickman v Kent or Ror:mey Marsh Sheepbreeders I Association cl915J l ChD 881. 
8. Beattie v E ~nd F Beattie Ltd Cl938J 3 All ER 214 CA. 
9 •. De Villiers' case supra 877A~ 

10. Ibid.876E-F. 
11. Ibid F-H. 
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Potgieter ~ afte~ noting that this· submission for _the excipieni ~as 
not alternative to, but flowing out of. the first, considered several English 

. . 

cases. upholding this proposition, and then h_eld that in. the present case no 

special contract outside the articles was alleged, but one wholly governed by 

the articles. 1 In other \~ords there was no agreement preventing any subsequent 

alteration of the articles from am.ending the terms of ·plaintiff's appointment 

as ~irector. In the result the exception was upheld.· 

Botha JP agreed with this ap~roach~ He held that it was clear_that, 

while in terms of s 16 of the Cotnpanies 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 capaci"ty 

·other than that of a member, for instance, as solicitor or director, could be 

enfo~ced ag~i ns t the company. 2 

The relevance of the case to. the present topic is, of course, the 

statement of Potgieter J that the articles constituted a contract not only 
. . 

-betv,,een· the company and the members, but also between the members inter se, 

but O!')_ly ·in their :capacity as members .• 3 . In ·the Appellate Division, Jrollip J·-A 
. . 

·' · referred to ·these words, obviously with approval, and then sa·id "the arlicles 
. . 

· therefore merely have the, same .force as a contract between the company and 

each- a·nd every member as such to observe their provisions 11
• 
4 There seems to. 

1~ Ibid 877A-87S~ particularl1 __ at_878F-G. 

2. Ibid.873-874A. In·supporfof this proposition he quoted both Hickman's· .. 
case supra and Beattie's case supra. 
He then proceede_d to ,d~ql _wi.th the propositfon, which is not germane to the 
present enquiry, that a per·son might enter into a contract with a company 
in terms of one or more of the artic1es 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· 
sucb ~lteration was inconsistent with the existing agreement. See 
De Villiers' case supra 874A-875. · 

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

4. --~.GohJke and Schneider v .Hes ties Minerale Edms B k 1970(2) SA 685 (A) 692F-G. 
See Chapter at et s~q. ee a so oss are Pt) Ltd v Registrar of 

· Companies 1972 (2) SA 524 (D) 528 and thapter 12 at 272 et seq. 
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be no room for doubt that Trollip J A would, 1f the need· arises, include, in ~ 
. ).Y 

this proposition the con.tract in ·the constituti9n. between the members inter se~ 

The statement ·by Potgi e.ter J in Oe Vi 11 iers.1 cas·e appears to hav(; 

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

cas·e, Browne v La Trinidad and. Hickman's case. 1 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 con_tract in the cons ti tuti on between 

· the members inter se, o.r that it was finally.settled in B__ayfield v Hands~ 

·-In the .case of Jsaacs, Geshen and Co (Pty) Ltd v Ellis the matter fs also 

referred to briefly.4 Caney A JP there commente~ on the right of a member to 

e~force certiin rights· under t~e articles as against another member-who w~s 

acting in a manner which infrJnged those rights. "Then comes th·e questior_1 11
, · 

he said, "whether any member, including applicants, became entitled to enforce 

his rig_hts under the provi s·ions under consideration otherwise than against or 

through first respondent. 5 In my judgment he could notbring ·proceedings· 

against any member in occupation in disregard of the provisions of the articles, 

... at a~y /ate before third respondent has allocated a space to such a member. 116 

. This appears to supp,ort the p;oposition i'n Helton v Saffery. 7 However, 

-this conclusion is qualified. The memb~r could not a~t against another· 

memb~r before.th~ company· had allocated a space to him. Thereafter, presumably, 

he could act against the other members without the intervention of the company~ 

In the _secQnd edition of his book, Henochsberg made no reference to · 

De Villiers' case. 8 He.did, however, repeat a view in disagreement \-iith 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 thro~gh the company. In spite of this he referred to 

RayJi~l_Q___'{__tlands9 whe~e, he sai_d, it was held to be ·unnec~ssary to join the 

1. De Villiers v Jacobsdal Saltworks 19S9 (3) SA 873 (0}.376H •. 
2. El897J AC 299 HL. 

3. c]958J 2 All ER 194 ChD •. 

·4. .1964(2) _PH A59) at 293. · See belovi at'66 et ·seq. 

5. The first respo;1dent wus the company. 

6. Supra 299. 

7. cl897J AC 299 HL. 
. . 

8. Henochsberg ES :·on the Companies Act (Second Edition Durban 1963). 
9. cl958J 2 All ER. 194 ChD. 
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company in an a~tion between the members inter se. In the latest edition 

of his book, Henochsberg, in dealing withs 65(2) quotes extensively from 

De Villie~s• case and from Gohlke's case.1 In regard to the .contract 

embodied in the constitution between the member~ inter se he refers to the 

inconsi~tent English tases as well as "the valuable judgment of Vaisey_J j_n 

Rayfield v Handsn whi~h clearly an_d corr_ectly (in the •view of the learned .. 

author) favoured the view that the articles do constitute a contract betv1ee.n 

the members, as such, · inter .se. 2 ~ 

Cilliers Benade De Villiers. observe that the question whether the 

articles can be regarded as a contract between the members inter se ~ad long· 

been in dispute. They acknowledge the affirmative answer in Rayfield v Hands. 

In South Africa it had been unequivocally stated in De Villiers v Jacobsdal· 

Saltworks -t.hat members in their capacity as such ,.,,ere in fact contractually 

bound inter se. 3 

Hahlo quotes both Welton v Saffery anq Rayfield v Hands. 4 . The articles 

constituted a eon tract between the cor:ipany and its members and regulated 

the rights of the membe~s inter se. 5 However; in s·o far as· the articles 

amouf!ted to a contract between the mei.lbers inter se, they might be enforced 

by di~ect ,ac:tion.betv,een the membe~s. 6 

_ To sum.up, therefore, South Afric~n academic writers have acknowledged 

and.~pproved of the answer to the probiem given in Rayfield v Hands. 7 

~s fa! a$ the-·c~ses_.go, bo!~ Ross and Co v Coleman8 and De Villiers 19 case 

make. it indisputable t~a·t the con,stitution is a contra~t between the members 

inter se.. It follows wi,thout,dciubt, that it can be enforced by direct action 
• . • • -- .J ,,_J ..... ,./ • 

between the members 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. Heno~hsberg 119-122. 
2. lbid 122. 
3. 
4. 

Ctlliers Benade De Villiers 39 • 
. Hahlo 90-91. , . 

,· . 
. I , .... ..::.__ .:-~ 

· 5. Ibid 89. 
...., 

6. 

7. 
8. 

Ibid.92. 

cl958J ·2 A l1 ER 1 ~~- ChD. See 42 et ·seq above. 
1920.AD 408 at 417-418. 

9.· De Villiers v Jacobsdal 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 hacf taken certain steps under 
. 1 · . . <;_;. 

the articles. ·· 

2. 3 Cone l us ion 

The existence of a contract between the members inter se arising out of 

the constitution, is now .beyo_nd doubt. It arises as a result of the 

incorporation of the company and the operation of.the statutory rules regulating 

the mann~r in which membership of the company is attained and terminated. 2 

It does not rest on consensus between the pa~ties·to the contract, 

although this may be present on-the facts. Apart from the company the parties 

to the contract change as ·the names on the register of members alter. It is, 

in fact, a contract imposed on ~he parties by law. It is nevertheless 

unive_r~ally regarded as a·contract. ·· No at_tempt has been made to place it in 

the category of c:uasi-_contracts in which, it _is submitted, it □ight also be 

placed, without doiDg violence to the concept of the latte~. 

3-~ · The contract between the company and its members 

· ·3.l -English law 

Both s 20(-1) of the English Companies Act, 1948 and the English 

cases thereon hav~ been dealt with in the preceding section so that there ts. 

no n_eed to repeat them. Suffice it to note that in the nineteenth century 

there was a view,- widely held, _tha t the arti ~l es were not a contract between 

the company and its members but only between the members inter se. This was 

the vie\'1 in Tavarone Mining Co Re, Pritchard 's. Case; 3 Eley v Positive·. 

Government Security Life Assurance Co4 and Browne v La Trinidc1d? It was_ later, 

however~ clearly stated that the constitution is a contract between .the members 

and th~ company. The _two leading cases for this proposition are Wood v 

Odessa Waterworks Co. 6 and-Salmon v Qui"n and Axtens Ltd. 7 

> ··' <)s 

1. 
. 2. 

Isaacs _,G_esheri and Co v El.1 is 1964 ( 2) PH A59 at 293 · • See 58 above et seq. 

S 103 of the Act. 

3. 
4 . 

. 5. 

(1873) 8 Ch~pp 956. 

. (1876) 1 ExO 20 and 88. 
(1887) 37 ChD 1, 

6. (1889) 42 ChD 636. ,-
. ' 

7. · ·cl909J l ChD 311; c1909J AC 442 HL. ,.-·. y 
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One. explariat·ion for the early view, that the constitution is not· a 
.. 

contract between the company and its members, may be th.at the company 
. . 

develo(:€d from the partnership and contractu'al concepts of the join~ stock 

association which was. purely a contract between the members inter se. 

· Another is the incomplete recogniti.on, during the nineteenth century, 
✓ 

of 1the 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 11 like any other independent person with its rights and 

liabilities appropriate to itse,-f. 111 · 

' 
Whatever explanations there are for this confusion, the matter was 

capable of an easy solution. S 20 of the English Companies Act, 1948 

and its predecessors, state quite clearly that the con~titution contains 
. . 

covenants on the part of each member and that it binds the company. 

. 3.~ · South African law 

As in the case of the English la·,.,, -so too in regard to South African 

law,~there is.no.~eed to travers~ all the authoritie~. The only case which 

· ;.,.did· not ho=ld the view that the 'constitution is a contract between a member 

and :the company was Ross 'and Co v .. Coleman. 2 Innes C J said in the Appell ate 

Divfsion th~t the articles were not. a contract between the plaintiff (a 

member) and the company.: "Articles-of Associa'l:ion,"·he said, 11 are in 

. .themselves merely.an agreement.l:>etween the.shareholders inter se. 113 .No 
.. '-,,:.~: . I/~ . 

attention· has been paid ·to this ~~'se i_n .this context, presumably becaus.e, as 

previously mentioned~ it \'f~s not/decided in terms of s · 16 of Act 46 of 1926.3 
. . . c_, <., .... ,/ 

Cilliers Benade De Villiers hold the view that it is generally accepted 
. . 

today that the memorandum and articles constitute a contract between the company. 

and its members. 4 ~~nochsberg says of s 65(2)·that its terms ar.e substantially 

similar ,to ·those of the corresponding sections of successive English Companies 

Acts. 5 _ He. quotes from Gohlke's case, the conclusion that the constitution 

1. ·--c-salomon v Salomon and ·Co Ltd tl897J AC 22 HL! 

2. 1920 AD 408. 

3. !~idem·.. See above at 51-53. 
4. Cilliers Benade De Villiers 37; 

5. Henochsber9 120. 
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between the is both a contract .betv,een the company and its members and 

meinbers inter se. 1 · Other writers hold the same· ~i.ew. 2 

cl.early stated in De Villiers• 3 ~ase, i.n Go_hlke 1 s4 ·case·, 

This view was 

and in Rosslare'f 5 

case. 

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 corpo\ate entity. 6 Apart from 

this .. d iffi cu_l ty, there has been no controversy at a 11, concerning the 

existence of this contract. 

4. The contract for the· benefit ·of a·.third party· 

4.1 Introduction 

rn South African law it is permissible for two persons to ·enter into 

.·. an agreem~nt_which is intended to.enable a third person to come in as a· 

-party· to. a contract \'Ii.th one of the others. 7 Th_e question has been raised 

~--whether such a~ agreem~nt· can valid~y be contained in a compahy's conititution. 

The ·problem does not arise in English law. It is proposed to outline th_e 

·position in English law and then to contrast it with the position in South 

African 1 aw. 

1. 

2. 
3 . 

Ibid 121. 

Naude 57, Hahlo ~9, Pyemont 36. 

De Villiers v Jacobsdal. Saltworks 1959 (3) SA 873_ .. (0) 876f,.,. 

b 
)-• 

. 4. 
5 •. 

Gohlke and Schneider v Westies Minerale (Edms) Bpk 197~ (2) SA 625 (A) 692F-G ... 

Rosslare (Pty) Ltd v Registrar of Companies 1972 (2) SA 524 (D) 528. 

6. 
7. 

In Salomon's case supra. 

McGullogh v Ferm•rnod 'Estate Ltd 1920 AD 204. 
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·4.2 English law 

.It is considered a fundamental piinciple of EDglish law that only a 
}.l 

.J 

person wh~. is a party to a._contract can-sue on it. 1 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 consideration must 

move from the promissee, on the other. 2 

The application of this principle to the ·company constitution was 

• first tested in Melhado_ v Porto Alegre Rail-~o. 3 The contract for the benefit 
I 

of the third person was not the main issue, whi~h was the fact that the 

cont_ract between the promoters and the company had been concluded before the 

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

Lord Cciler_iqge C ·J expressed the view that in law the constitution could not 

be a binding contract between_ the company and persons not parties to the 

articles of. association. 4 

The question is not whether a mem~er can acquire ~ights under the 

constitution in some c~pacity.other tban that of member. That is the 

· p'rovi·nce ·of _-the outsider· rule. 5 · The question is whether a third party, in 

; .-:··no way,a party· to the articles; ·can.· come in as a party, thereto. The two issues 

are ·not always kept separate in the cases. Ttius· in E-1 ey v Positive Government 
I • 

Security Life Assurance Co the articles.appointed the. plaintiff to be the 

. .. : .defendant ... company's solic·itor. 6 --~The .. fact.that the plaintiff subsequently 

- --- ----------------------'-----------------------~------
1. Dunlop -Pneumatic Tyre Co v Selfridge and Co cl915J AC 847 HL. The 

:principle ~as been criticised by Lord Denning in Drive You~self Car 
Hire Co (London)~ Strutt cl953J 2 All 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 cl962J 
l All ER l HL 16. 

2. Cheshire and Fifoot 367. 

3. ·(1~74) LR 9 CP 503 •. Th~ facts of the case are set out in 
C~apter 2 at 15 an~ in Chapter 8 at 189-181. 

4. Ibidem 506. 

5. The outsider rule will occupy a_ large portion of this dissertation. See 
_ C.hapters 8-12. 

·6. (1876) l fxD 20 and 88. 
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became' a member did not prevent the co.urt from holding that he was not a 

party to--the articles, although named tlierein~~ 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 i·t~ 2 

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

cle~rly stated ·in Hic~man ~ Keni or RomneyMarsh Sheepbreeders' Association. 3 

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

·and a third person. On the other hand, no r1ght merely purporting to be given 

.by an article to a person, whether a member or not, in a capacity other than 

that ?fa member, can be enforced against the company. 4 

These cases clearly indicate that in English law, following the general 

proh~bitio9, a contract for the benefit of a third, which is found in a 

company constitution, canr1ot be enforced by the third. 

4.3 . South African law 

,.,,, ... .,. Unlike the -English law, and despite the Roman law maxim alterius nemo 

stipulari potest; South African ·law does not _prohibit a contract for_ the 
. . 

i 
I 
' 

,-

i 

! 

~-: ·henefit of a third. It fa· proposed, therefore, t_o briefly outline the· South• . 1· 

Afric~n ·common law on the poin_t a:·nd then to consider the stipulatio alteri 

contained in the company constitutfon . .- Although the •juristic nature of the-

.. , .... •· third- party I s rights. -has ~been a matter of some contr_oversy, a matter which .is . 

. -.not.relevant to the present topic, -it seem·s clear that our courts construe the 

third party's _rights in·terms· ·of ;the traditional offer and acceptance theory..5 f . 

l. . Ibid 90. The c·ase \;·;if 6e·-'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 -9..!:@_ member. However,· it \'lill be 
submitted that the court over l ookeatne 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, ana 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. _J_bidem • 
.. _.,,.L_,:...'l.: 

3. cl915J 1 ChD 881_ at 900. 

4. Ibidem. 

5. Hil~ne·r MA : ~Lt~ Qua~situr:1 Tertio ~omparison and Syn.thesis (1957) 16 LQR.·446·! 
De Het J L : D1 e Oritw, kke l 1 ng van d1 e Ooreenkorns ten oehoev,e van I n Derde I 
(Lei d~n 1940). 

~..,:liif-~~:.:-~~.,: ...... .f~•;l#,;\-:~!/? ... "-~-' ;c--25J§illt---~. - ~r.~,- n f •. ,7•~,,.,., .... ,.a \ .... ':" ~":;'~~~~~""""~·. 
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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 notifying 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. 1 

It must be.clear, of course, that the stipulation is in fact· made for the 

benefit of the third party/ If it is~ it is essential that the third party 

ac~epts the benefit. 3 Bef~re the benefit stipulated for has been.accepted 

by the third party, he can be deprived of it· by the consent of the t\~o others p 

for they are at that stage the only·persons having rights under the agreement. 4 

Since it is clear that the stipulatio 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 tlie company constitution. Naude says that-South African law is unique i"n 

that it recognise~ both the stipulatio alteri and the contractu~l natur~ of 

the company con;titution. 5 There are; he-says, no aspects of the company's 

constitution wnich raise obstacles in principle to the recognition of any 

contract. for tha benefit or a thi~d which may ~e fo~nd ther~in. 6 

·':,_·." .. -He 'offers the following example to illustrate the point.7 A, B and C. 

form a private company to undertake building construction, but being under­

capttalised; allot one quarter of the ~hare capital to D. He accepts the 

all~Ybnent, on condition that it i.s stipulated in_the_articles for-the-benefit 

of X Ltd, that all cement purchases.:are made from the Jatter company, in wh1ch 

D is a major shareholder-. X Ltcl writes to the company, after its formation, 

accepting the ~ffer. Subsequentlt, orders for cement are placed elsewh~re. 
C --i ,_., ...! ,,.,.• 

.l.- Crookes NO v Watson 1956_ (1) SP. 277 (P.) 238. 

2. Baikie v Pretoria f-1unicipality l9il TPD 376. 

3. Thal NO v Baltic Timber Co 1935 CPD 110 at 116. 

4. Van der Plank N O v Otto 1912 AD 353; Crookes N O v Watson supra 286,\-G." 
The subject of the stipulatio alteri is by no means free of difficulty.See 
De-Wet J C -: o·ie Oitwikkeling van die Ooreenkoms ten behoe\•/e van 'n Derde 

. (Leiden 1940) .141. Also the judgment of Centl i vres C J in Crookes N O v 
:.-.::;Watson supra. Hov,ever these difficulties are beyond the scope of this 

cf1 sserta tion. 

5. Naud~ 66. 

6. Ibid 67-. · 

7. lb.idem. Any references in !laude's example to obstacles to enforcing the 
rights_ of the ~hird arising out of his capacity have been omitted and \•iill 
be dealt with at_length as part of the enquiry into the outsider rule. 

'-'!,>f-:-'!IJ#'. ,..~').<! .;~ f.<,• . ,.,.~ .. •• -·*-'-'":/1;; .~ ~ Y"-Z.~!".,...,_,~~"".~~• "i • ..,..~!T"'''"'N"t''"" Ob~·_,,..,,~___.....,..,.~ 
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According to the general view, says Naude, that a third can acquire 

no rights unde.r the articles, X Ltd would ha.ve no· remedy. Thec_.article was 

inserted for the benefit of the third. Unless it had no legal c'onsequence, 

·;t had to be acknowledged to be a _stipulatio 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 directoi could not appear in the articles, provided of course 

that the intention was to confer a benefit on the third . 

. 
It was amazing, .says Naude, that the opportunity t.o interpret articles 

in this manner, arose pnly a few times and on no occasion was the opportunity 

taken to m~ke a·positive s~ateme.nt on the point. 1 On one occa~fon the full 

bench of the Natal Provincial Divis•ion did no more than raise a passing doubt 

on the rule that a third could not acquire any rights under the articles, in 

. the light.of the contract for the benefit of a third. 2 · 

, , .... This r~fers to the obiter dictum of Caney A JP in the-case of Isaacs,. 

Geshen and Co v· Ellis. 3 The fact's l'Jere as folfov,s. The ar.ticles 

; ."of a property-a·mingcompany provided tha.t each holder ·of a share was entitled 

to th.e exclusive use and occupation of a specific flat and accommodati_on for 

one· servant. The use of one parking space was also available if the secretary 

..... in. .. hi._s sole discretion decided to allocate such space·. The ·secretary had 

not allocated su-ch parking space. However, the major shareholder of the 

company, ·who had financed the building of the property in question, sold 

shares tti prosp~ctive occupiers of flats. In the tourse of doing so, he 

purported to ali~nate in: perpetuity the right 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, t,herefore, ·entitled t~ occupy a flat and a parking space if one was . . 

allocat:d to him. The r~spondents were the property-owning company, the 

shar~holding company, the secretary of the property-owning company,. and the 

shareh6lder~ in the latter ~ompany who were making us~ of parking spaces: in~ ,~­

; ts building. Because the sec~etary had not made an a 11 oca ti on and because 

l. Naude 67 and footnote l, thereto, i_ncluding .the references contained therein. 
2. Ibidefu footnote 1. 
3. 1964 {2) PH A59 293. 

\ .. .... ·, 
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,, J' 

the -parking spaces -had in any event been alienated,_ the ~hree applicants · 

sought a decl ari tur that.this al i_enation was contrary to the articles and 

that the s·ecretary was obliged to_ alloc?te a parkfog space to each of them 
. . . 

in terms of the articles. Th~ 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 eac~ member were bound urider 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 acquire 

such ri_ghts · merely because by the terms of the· articles the parties made 

an agreement between themselves relatfog to him. 1 

• .;J;,:. ~~But'', .said the . .judge , 11 quaere this proposition 1n our law having regard 

, :<~9 the rule that a. stipul atio al teri .may be accepted by him for whose benefit 
. it was made. 112 . 

· However, he said there was a contract between the company and the 

secretary'who·se terms·were·to be found in the relevant articles, and therefore· 

t· ,,·;_:the· secretary was bound by them.- • It.-:therefore became·:·part of his duty to::· 

allocate·parking spaces to the applicants. 
. . . 

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

· the secretary of his duties? The judge considered that each member had 

locus standi 1n this regard becaus~ t~e catter involved the ind~vidual 
. . 

right in respect of which each i·1as vested, the ri_ght to have the secretary 

allocat~ parking spaces. , 

- . 
It is difficult to fol19w the latter ·proposition since. the s~cretary's 

duties arose from a contract with the C(?mpany and not with the members. 

1. 

2. 

3. 

Ibid 298. 

Ibidem. 
Ibid 299, 
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Furthermore, it was a contract apart from the artkles, and .the secretary 
·acquired no personal rights thereunder. He merely served as the tool to 
give effect tcf the .company's obiigations to -allo~ate the parkin\::, sp~ces. 1 

4.4 Conclusion 
. . 

South African law, in sharp contrast to English law, permits the 
enforcement of a contract for the benefit of a third. There seems no 
obs~acle in principle to 'the enforcement of such a stipulatio alteri 
contained in the articles, provided that the reco~nised requirements for 
a valid stipulatio,alteri are present. 

Cilliers Benade De Villiers say that it had been argued co~vincingly 
that a stipulation in favour of a. third party in a set of articles was 
legally acceptable2 and th~t the existence of such a possibility. had 
been raised obiter by the full bench. 3 Our courts had_not_ as yet had 
the opportunity to state the law in this regard. Provided that all the 
requirements for such a stipulation were present, and the stipulation 

68. 

,rela.ted-,to the inter.est of the.company, i"ts use was both logical and desir_able. 4 

· :: !.:· . ."c:·:_Jhe ·recognition of a:-stipulatio alteri in the articles, does not make 
the third a party to the constitution. I.tis not necessarily an alternative . . 

rocid to membership. A new and separate contract has arisen, separate and_: 
.,. a par-~- -from, the cons ti tut ion ·upon·=the terms of those articles 'llhi ch are· _ 

intended:to be for.the benef{t~of the.third. What is more, taking the fact~ 
in Naude's example, on acceptance by the third, a contract arises solely 
between the company and the third. The promoters fall away and have no 
rights. 5 Of co~rse i(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 articles, but is separate and apart from them. 

1. lb-idem. 
2. ._ T_hi s refers to Naude 64..:68. 

-3. This refers to the judoment of Caney A J P in Isaacs, Geshen and to v ··Ellis 
sup~a. · ~ 

·4. Cilliers Benade De Villiers 36. · 

5. Cro6kes NO v Watson supra. 
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Presumably the stipulatio·alteri is alte~able,· if the relevant article_ ~ 

.is altered_ by the company in general meeting - unless the parties by contract .J 

ex"cl uded this possibility. -. · 

Fin~lly, the recognition of the'stipulatio alteri in the articles does· 
not,negate the general rule 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 su~ on it. 

. 5. General conclusion 

This chapter has been devoted to .the contract_s ·embodied in the constitution. 
As stated in the introduction, it is universally recognised today that the 
constitution contains contracts between the company and its members, and 

. -

between the niembers inter se. There are, presumably, separate contracts 
. . . 

between. each member and the-company and separate contracts between each of 
the members with each of the other m~~uers. 

. ~:-. ..:.~: -. ·; The road to this. fi rrri cone:l usi on was troubled by early doubts a_s to 
whether or not.the contract was one bebveen the company and its members, and, 
by· later reservations \,1hether ,there was -a contra~t bet\veen the members inter se. 
-Both these queries have been resolved in favour of the present view. 

:. ... ,,. __ ...... :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~ Sµch a possibility is out of the question in English iaw. 
However, u_n 1 i ke the con_tract. between the company and the members, and between 
the members inter se,- the stipulatio alteri, when accepted, is on terms set 
out· in the article.s, but is s·eparate and apart from them. 

The contracts em~odi~d in the constitution are subject to the general 
law of contract, and to the provisions of the Act. The development of·company 
law has-$iven these contracts a sui generi~ c_haracter. The special 
characteristics of the consi"itution as a contract will be investigated- in 
the forthcoming chapters. rn·the next ·chapter attention will be given to 
their ~lteration. · Thereafter.aspects. of their enforcemen~ will be considered. 
Then the remairider of this dissertation 0ill be devoted.to the out~ider rule. 
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CHAPTER 4 - A~ TERATION OF THE CONTRACTS EMBODIED If~ THE CONSTITUTION 

1. .. Introduction 

It has already been indicated that the company constitution is 

statuto~y in origin ·and. contractual_ in nature. l Furthermore·, it is clear 

that" the c·ontracts contained in the cons ti tut ion ar_e of tv/0 types: those 

between the company and its members and those between the members i ~ter se. 2 · 

However, these contracts, contained 

disp-lay var.ious special characte;istics. 3 
in the memorandu~ and articles, 

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 de_al with two such special 

characte:ristics of the company cof}stitution_ as a contract, namely the principle 

of unanimous assent, and the rule against the rectification of the constitution. . . . . . 4 . 
Both concern methods of alteration of the constitution ... In:the next chapters 
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·•it- ts~proposed to ~onsider other aspects in w~1ch the normal•ionsequences of a._ 

.•·contr~ct are· vari.ed in the.company constitution. Th.ese revolve around the 

question of the enforcement of rights between the member and the company, and 
. i· 

between the·members inter se. These r_ights arise, not only within the contract 

i.n. t.he constitution, but also outside it. .. _. ___ .. 

0 

In subsequent charters, the putsi der rule will receive detailed· 

attention. 

1. Chapter 2. 

2. Chapter 3. 

3. Gower 262. 
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/f 
'' I 

c:.:.-, ;, -~ . .,/ 

4. Alteration by special resolution· is, of cour?e, another method 
'provided by the Act~ 
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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 a 11 the parties thereto. They can, of course, impose 

restrictions on their own powers. to vary. 1 There seems no reason why they 

cannot agree that the contract be varied at the instance o_f a stated majority 

of the parties, with or without the further ~ondition that this majority may 

· only vary the contract by means of stated procedures. 

. However, a company may alter its constitution, without the consent of 

all the members, in terms of the Act, at the insta~ce of a prescribed majority 

e?(pressed in the manner· laid dovm in the Act. 

Both the memorandum and.the articles may be altered by special 

resolution, duly registered.~ It has been. stated that a company cannot, 

either by a statement in the articles, qr by a contract ~utside the articles., 

deprive itself of the power to alter its articles in the m~nner prescribed in 

.~ 
.-' 

• the -Ac.L3---:n Oil the other· hand, says• Hahl o, .. ; t was in one case· taken for ~ranted 

that.the ar.ticles may require all resolutions to be passed by ~rn increased 

~ajor.ity, and that this v1o~ld_ presum~b1y include ~p~cial resolutions. 4 However, 

shar~holders are at liberty to undertake. to vote in a particular way, and· such 

votin~ agreements can be _~nf~rced. 5 Th~y can,accordingly, agree on the exercise, 

ot their votes on special resolutions generally, and on alterations to the 

constitution, in particular. 

l. . 

.: .... 

Thus in S A Sentrale Ko-op Graanmaatskappy Bpk v Shifren 1964· (4) SA 760 (A) 
it was held that the parties may validly agree to contract only in writing 

.;and.they may also agre·e not to vary·such an agreement except in writing, in 
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·which case they are not free .to vary same, save in writing (per Steyn CJ , 

2. 

3. 

4. 

5. 

766). l: 

The memorandum may be a 1 tered in terms of s 55- and s 56. The a 1 tera ti on of 
.the articles is gov~rned ~y s 62 ands 201. t 
Hahlo 93, relying on Allen v Gold Reefs of West Africa Ltd [1900] 1 ChD 556. l 

• I 

Hahlo 9~, the case being Swerdlow v tohen 1977 (1) SA· 178 {W). ·The case 1 

has been taken on appeal to the full bench of the Transvaal Provincial 
Division and is reported.in 1977 t3) SA 1050 (T). 

6ublin v Di~er 1962 (4) ~A 36 (N); Ciliiers Benade De Villiers 192 and 
the other au thori ti es· therein quote . .i 

I 
. -=-----=_....,..,.,,,,,,,....,,__,= __ .,....,......,,_,,___ . l 
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In a company having a share capital every member has a right to vote 

at meetings- of the cornpany. 1 In a public comp.any a member is entitled to 

one vote. for every sha~e 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 bear to the aggregate amount of the nomi na 1 va lt.ie of a 11 the shares 

72. 

i ss1,1ed by .·the company. 2 On the other h~nd, the voting rights of a;, member of 

a private company, are, subj_ect to s 193(1), to be determined by the articles 

of the cornpany. 3 Accordingly, in _a private company some shares may carry 

greater voting rights than others. 4 · On the other hand, non-voting shares are 

not ·permitted in South African law. 5 However such shares are possible in 

English law, in both private and public companies. 6 

There are a number of cases, both in English and in South African law, 
. .• 

iri wh.ich the members, or the directors, have by:..passed_ the statutory requirements 

and' hav~ chosen tri express the corporate will· unanimously and iriformally. The 

result of the cases is that the corporate will_ can be fo_rmul ated and expressed, 

~n certain circumstances, without the obs.ervance of any of the prescribed 

-formal i-ti es, provided only that-· .there is ·comp] ete unanimity· among the members', 

or the· direc_to.rs,. ·as t·he case may be.7 This principle has been invoked in 
. . 

regard to two types of situation·. _ Firstly, matters which Beuthin calls internal 

man~gemen.t, and secondly, ·in rega~d to the alteration of the constitution. 8 It . . . . .. 
is pfoposed to examine the principle in.relation to the latter. However, it is· 

· neces·sary; 0 by way _of introduction, to dea 1 '.v'Ji th the former. It is proposed to 

deal .w.ith .. e.ach in Engli.sh .law and irf South African law:-
~-- /I 

1. S 1.93(1 ). .. , 
. < ... _-, (J• -, • .,. . .,1 

2. S 195(1). In English law, all ·shares in all companies have equal voting 
rights, b~t this can be modified by special provisions in the memorandum 
or in the articles. Gower 351. 

3. S 195(2). In regard· to private companies, there is no difference in 
general principle between English law and our law. 

,Swerdlow v Cohen 1977 (1) SA 178 (H) 184F-=G. · 

l 

I 
i 
I 
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,~ 

4~ In_ English law this is true in both public.and priv~te companies; ~ushell v.·-1 
Faith cl969J l All ER ·JQ02 CA 1004B-C. This case is also reported in []970J 
1 A 11 ER 53 HL ~ 

•·.J~~l 

5. S 193(1) of _the Act. 
l 
I 6. 

7. 

8. 

Pennington 552. 

Beuthtn R ·c : The Principle of Unanimous Assent (1974) 91 SALJ 2-3. Thii 
will be referred·to as "the second article 11

• Beuthin had previously \'Jritten 
cm the same topic (see App?intment of Di-rectors and Legal Effect of Articles 

.I 

(19701 87 SALJ 395 at 398 'the first article~). 
• . • I 

Internal management is a phrase used by Beuthin, in.the first article, supra./ 
· The _phrase was referred to with approval by the Appellate· Division in · r 
_Quadrangle Investments (Pty.) Ltd v Witind Holdings Ltd 1975 (l) $A 572 (A) / 

w.- . 5821\-B. · · · 1 
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2.2 En£lish law 

The English courts have not adopted this distinction between the 

intern.al managgment and .the a 1 tera ti on of the con-s.ti tu ti on. Hmt~ver ~ the 

effect of the cases may be summarised in the following rules. ·:..,· 

73. 

Firstly, the act proposed to be done must be intra vires the company. 1 

Seccindly, such an act must be honest. 2 Thirdiy, there ~s rio need to hold a: 

meeting. 3 Fourthly, an informal decision is binding on new members, who join 

the company after the dectsion was taken, that is, where the decision is 

impl.emented immediately. 4 · Wh~ther it applies to a continuing act is not 

certain. 5· Fifthly, members who abstain and stand by, well-knowing that the 
. -

decision in question is being implemented, will ·be taken to have assented 

thereto. 6 

The underlying policy of the- rule seems to be that the requirements 

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 

them by the statute. 7 · The rule has- not,however, been free of criticism·. It 

·precludes the posidbility··of fu11,·and frank discussion·of issues. In addition 

_it makes it difficult for new members, and memb~rs of the public, to know what 

•· h·as b-~en decided by a company. 8 .·.on the· other hand, ft seems reasonable to 

permit the members of a company; which is small enough to tale advantage of it, 

.. to enjoy the facility of instant communication and immediate decisions. 

- · .. ,:,•.,l..•i--:•.:· ·.Baroness -Wenlock- v.,Ri.ver.··Dee,Co ::(1887} 36 ChD 674;. Salomon v Salomon and 
C~ Ltd c189JJ AC 22 HL; Express Engineering Works Re cl920J 1 ChD 466·CA; 
Bailey H·aY and Co Ltd· Re c197lJ 3 A11. ER 693 ChD. 

2. Buchanan {Peter)· v McVey cl955J AC· 516 at 521 and· 533. 
r 

3 •. Parker and Cooper Ltd v Reading cl 9?6j ChD 975. Th.e court declined to foll ow · 
Ne\'11Tian (George~ and Co·- Re cl 895J · 1 ChQ 674 CA despite the fact that the latter 
case had deci ed that the holding of a meeting was essential on the grounds 1 

that it had also held the transaction to be ultra ~ires and, further, no I 
meeting had taken place. I 

4. 
5. 

. 6 •. 

7. 

8. 

' . f 
Duomatic Ltd ·Re cl969J l All ER 161 ChD. l 
Beuthin the·second article supra 9-10. The learned author is of the opinior: 

· that tn- such cases tlie princip.le should not apply. ' 

Bailey Hay and Co Ltd Re supra 701G-H. :·.•-·· .... ,-. :). 

As t~ey were permitted to do in Express Engineering Works Re supra. 
See also 0xted Motor Co Re cl~21J 3 KB 32 at 38. 

Morse GK: Formality in f_ompapy Affairs (1971) 121 NLJ 379 at 380. 

•. 7 ~---- ______ ! 
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74·. -· 

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 Insu;ance Co Ltd. 1 The company had been in·corporated, · nine~een years 

previously, by submitting to the registrar a memorandum of association duly ~ 

signed, ·and articles which had not_ been signed by the ~ubscribers. The· company 

was howeve.r duly incorporated and the articles were registered as such. Over 

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 bu~in·ess under the articles for nineteen years 

without obj~ction. 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 m?ved t~e court for relief, arguing that, as the articles had not beei . 0, 
signea, they were not the regulations of the company and therefore the directors 

did' not have the power. 2 

In the c~rcumstances the ·court inferred· that the shareholders had adopted 

and accepted the articles as the valid articles ·of the company. 3 It was true; 

..... ,:satd· l!:~rd··Davey; ·that -the ·articles-had ·been irregularly -registered but this·was 

no .. 1 reason .why .the· shareholders should ·not:adopt them .. .The statutory mode of .. 

doing so was by special resolution; but this was only machinery for securing 

'the assent of the sharehoiders,· or a· s~fficient majority of them. 4 Their . . 

acqu_ies_cence had been shown by a long course of d~aling, and as a result the 
: r-::1. I registered 1articles .. had become the a,rticles· of the co~p_any. ~ 

. ·.::· ;· 
It i's important .to note that under the English Companies Act, 1948 and 

its ·predeces~ors, there .i~:noJne~~ to register a ~pecial resolution, nor is it 

voi_d until it is so registered. If registr~tion 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, i.t could not 

substitute.for the rieed for registration. 6 In regard to -Ho Tun.g's case, an 

· 1. d902J AC 232 PC. This matter was heard on appeal from the Supreme Court 
of Hong Kong~ The relevant sections of the Companies Ordinance (Hong Kong), 

--~c.:.::1865 are substantially 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 l a,,.i. 

2. Ibid 235. · 

3. l_bi'd·em. 

4~ Ho Tung v Man Cn Insurance Company supra 236. 

5. Ibidem. 

6. This point is made by Beuthin in the first article 398-399. 
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irregular registration might _then be no registration at all, so that the. ,, 
articles could not be adopted in this informal .rnann~r. H9wever, in Ho lung's 

i­
f 

I 
} 
f 
t . 
I 
I 
i· 
l 
! 
; 

cas·e this irregular registration of articles did not .preclude their adoption - _J'}; 

·by.the memb·ers informally, as_ expressed 5n their·conductover a long period of- time. ! 
. . 

It is, therefore, submitted th~t in English law, since there is no 
need to register the articles in terms of the English Companies Act, 1948, 

there is no policy involving the protection of creditors, new members, or the 
public. The shareholders are therefore entitled to waive the benefits 
con·ferred on them. The reason,it.is submitted, is that the formalities are 

· for their beneiit.alo~e. 1 In fact, a special resolution was considered in 
Ho lung's case; to be no more than machinery for securing the assent of the 
_shareholders. 2 This view is strength~ned by the opi·nion expressed in 
Ouomatic Ltd. Re, that new members who join after the decision in qu~stion 
had been taken, are bound by it even if formalities were not complied \•1ith, 
since they are "bound by what nad been constitutionally done within the 
company before they became m~mbers of it".~-

•. 
2.3 South African law 

i r•.t, , ... "As previously mentioned·;·'it:is proposed, first1y·to deal with ·the 
. . 

1 . prindp.le- o.f unanimous .ass.ent..in .situations involving matters .bf internal 
management. The principle has been applied in several cases and is accepted 
as.·settled .law. 4 It has been accepted a-s a sound principle giving effec.t to 

. 5 
the s~bstance rather than the mere form of the members' assent. On the 

· .: · other. hand,: a 1 though the principle, has ·been accepted, it has probably not been. 
thoroughly examin,ed, in either 'English or South African law. 6 

South Afritan courts have relied on the English authorities to find th~t, 
w.here the matter is intra vires the company, and there is no suggestion of fraud, 
the company will be bound by the unanimous assent of its members even if this is 
not expressed in a gerieral·meeting. 7 It does not matter whether the assent is 

l. 
. 2. 

' . 
Express Engine2ring Harks Re supra; Oxted 1-:otot co· Re supra 38~ 

Ho. Tung v Man On I risurance ·Co Ltd supra 236. 

cl969J l All ER 161 ChD l69A-B. . . 
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3. 

4. ~er Trolljp J A in Gohlke and Schneider v Westies Minerale (Edms) Bpk 1970 (2:r 
(A) 6940~t:... · . . _ . . · r 

5. 

6. 

7. 

Ibidem. Support for this view is to be found in s 236 of the Act which i 

limits but doei not prohjbit an article which validates a written resolution I 
of directors as if it had been_passed at a meeting 6f the board. . ·t 
The second·article supra 6~7. ·, 
Gompels v Skodawerke of P.rague 1942 TPD 167 at 171-1?2. Sugden v Beaconhursf 
Oairies.~Pty) Ltd 1963(2) SA 174 (_EC) 179-180; Dublin v Diner 1964 (1) SA 799~ 
(D) 800- Ol; Quadrangle Inve·stments v Hitind Ho1dings Ltd 1975 (1) SA 572. (P, f 
582/\-B. · , 
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given by all the members at the same time or place or not. The court will 
look at all the circumstances to ascertain the existence of unanimous assent. 

. ' . . 

It will see'k the. intention through minutes and actions at the t:ime of the -
informal.resolution and. subsequently. 1 Hh~re there is only on~' shareholder 
·and-director, his frame of mind is that of ·the company and his acceptance is 
sufficient. 2 However, the assent must be ful]y informed. 3._ The pol icy 
behind the principle seems to be that if a section of the Act is for the 
benefit of the sharehold~rs, they can waive compliance with such formalities. 4 

~he.principle has been held to apply to resolutions of both directors and 
5 members • 

.. - -

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 
of resolutions. 6 For example, in Gompel's case the shareholders authorised a 
contract with out passing· a· formal reso 1 ution .7 · In Sugden~ s cai;e the 
shareholders, in the_ same manne~~ authorised the disposal of a property. 8 In 
Dublin v Diner an irregular allotment of shares was validated by the unanimous 
assent of the members. 9 · 

Beuthin is of:the opinion that; although there.was some doubt as to 
. . 

• whether the principle ought to be accorded a general and universal· applica_tion, 
. . 

neve~theless it might be invoked in regard· to such matters as fell into the 
cat~gory of internal ma.nagement. 10 _ It was not unreasonable .to preclude 

·. . 

·existing members, having given their unanimous assent, from complaining 
of what they had santti oned. 

1. 
2. 
·3; 

4. 
5. 
6. 

7. 
8. 
9. 

10! 

·Av·ondson Trust (Ptyl_L td v Houda 1975(2) SA 444 (T}-. 
Supra 448 D and F. • 
Taylor L and Co (Pty) Ltd v Grabe 197~(3) SA- 75 (T}. 
See for example Sugden v Beaconhurst Dairies (Pty) L:td 1963(2) SA 174 (EC}. 
Beuthin th~ first article supra 398. 

Ibidem·. 

Gompels v Skoda\•1erk_e of,.~rague supra .. 
·sugden v Beµconhurst Dairies (Pty) Ltd supra. ., .. __ •.. ,. .. , .. <).,. 

Dublin v Diner supra. 
The first article supra 3g·a. 

7 
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That the principle may be valid)i invoked to validate a particular act 
. . 

of intern.al management is rendered beyond question by the Appellate Division 

in both Gohlke'~ case and in Quadrangle's case. 1 As long.as the act is 

intra vires the memorandum~ it is valid even if it c~ntradicts the ·articles.-.2 

The principle of unanimous assent can only apply where an ordinary 

res~lution is required. The meaning of the term 11 internal managem~nt 11 is 

not, defined, either by Beuthin or by the Appellate Division. 3 Consequently 

it-is submitted that the yardstick.of an ordfoary resolution is more-accurate. 

Although it is also not defined as s·uch, it is safe to infer that an ordinary 

resolution-is required save where the Act requires a special resolution. 4 It 

is, therefore, a much more reliable guide than the test of internal management. 

There it, however, a more basic criterion. It is submitted that wherever the 

cour-f:s hav·a-allowed the members to waive the fo_rmalities laid dm·m in the Act, 

the reason has been that the formalities have been found to be for the benefit 

of ·the sharehol de;s a 1 one and therefore. they ·are free to waive same. 5 · 

Whether ~he principle can apply io continuing acts ·which have been 

authorised -unani~ously but informally, is doubtful since a new member is 

probably entit.led ·to insist on strict adherence to fonnalities. 6 This is 

certainly_ th.e view of Beuthin. 7 -- In this ·regard, he draws a distinc1;io~ between 

acts which have already run their course and those, the real effects of wh·ich . . ' . .. 
continue to live on operating in the future to the prejudice of new members. 

-In-th·e !former, he ·says, it may well be unne!=essary and unduly legalistic to · 

:·in.si·s~ _upon adhere~ce to the prescribed formalities. 8 · In the latter, it 
. • • •7 . . 

would be ve-ry d1fficult_ for the new member to know what_ the decision was. In 

fact, in the latter, ~ay_s _Be_uthin_~ their.real interests are protected by the 

l. Supra. 

2. Quadrangle Investments v Witind Holdings Ltd supra 58~A·-·s. 

3. Goh~ke and Schneider v Westies Minefale {Ed~s) Bpk sup~a 6948-C. 

4. "Matters requiring a 'special resolution are listed by Cilliers Benade 
D.e Vi 11 i ers 2·1 9. 

' 
l 
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5. , See for example Sugden· v Beaconhurst Dairies (Pty) Ltd supra. _ 

6. · -cTois would follow from the remarks of Troliip J A in Gohlke and Schneider v ,,_ 
Westies Mirierale (.Edms)- Bpk supra 6~2G-H. ·_ 

7. Beuth1n RC: The Principle of Unanimous Assen~ (1974) 91 SALJ 2 at 17, 1·-

11the second· article". . 
\ ' 

8. The·second article ·10. · • 
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formaliti-es, so that the courts should be slow-to recognise the principle where 
. . 1 

new members.are concerned. 

It is now propos·ed to deal with the principle in regard to the alteration 

of the constitution. The matter was first considered in the ·case of G6hlke and 

Schneider v Westies Min~rale (Edms) Bpk~ 2 In this· case the Appellate Divi~ion 

considered the doctrine in the light 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 article~ o·f. that company. 3 

The facts were as f o 11 ows. A company ca 11 ed S arus as Mi nera 1 s ( Pty) Ltd 

. was registered under· the South West African Companies Ordinance. 4 The relevant 

articles provided that the number of its directors be determined in general 

meeting; and that any director, other than a life director, would continue to 

hold office until .otherwise determined by the_ company in general meeting·. The 

latter a:1 so had the pov,er to fil 1 . any vacan~y caused by the retirement ·of a 

director by electing a person to be a director·. T\~o days .later all the 

shareholders and the company entered into· a written agreement in terms of which 

the .p.~~intiffs and: the second res·pondent'.were.entitled, respectively,_ to appoin:t · · 

twp directors 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· 
. . . . 

direct6r who·had resigned. Some tim~ after their nomtnee had takeri office the 

plai!ltiffs sought a declaratory order that he had.bee!) duly appointed a director 
.. . 

of the company. Trollip J A took th~ view that the agr_eement meant that a party's 

·nomi·nee:•would become .a-director·10f·,£arusas· on his merely nominating him as such. 5 

l..-

1. . Ibid ·11. c;:::., ,·:,, ~ . .,J 

2. Supra.~ 

3. Ibid 6923. 
4. No 19 of 1928 which is substantially th~ same as the South African Companies 

Act, 1926. rn particular s 16 of the Ordina!'}ce is in substance the same· as 
'the corresponding section in the South African Companie~ Act, 1926 and the 
~uccessive English Companies Acts; per Trc;>l.lip J A in Gohlke's case, supra 
692C-E. S 16 is also the same ass 65(2) of the Act. 

5. .. :_.}_bid 691 o.:E. ..... .,. .... _~': . 
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It was contended for the defendants, in opposing this order, that on this,-, 

con,s tr-u cti on of the ·agreement it was contrary to the art i e: 1 es, and was 

unenforceable against the· company .since· it had not been incorporated in the 1 . . . 
articles. 

79. 

Trollip J A in regard to this contention, took the view that t~e 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 provisi?ns. 2 11 Now that co~~ract",. he said, "is ~ot made 

immutabl~ or indefeasible by the Ordinance in any res.pect relevant here. 

Consequently,. I can see no reason why, as with any other contract, it cannot 

be departed from by a bona fide agreement concluded. bet\lieen the company and 

all its members .to do something intra vires of the company's memorandum, bu:t 
. . 

in a manner· contrary to the ar~icles, and why that agreement should not bin.d 

.them, at least for as long as they remain the only members. Of course, for . . . 
it to bin.d new members and affect outsiders·, the agreement would probably have 

be inco~porated into the articles by sp~cial resolution which wo~ld have to bi 
registered~"~ 

Since the latter situation· aid not arise, Trollip J A expressed the view 

that,- even if the clause in question was contrary.tq the articles it was 

never-the-less binding on all the parties.· However, on the facts~ he did not 

,think_ that the agreement did conflict wi t.h the articles. 4 The 1 atter simply 

required a genera 1 meeting to appoint directors to fi 11 .vacancies caused by 

the retirement or removal of directors, a situatio_n which did not arise. The 

members, however, had inherent general powers to fill other vacaRcies such as 

t~ose caused by resignation, death, incapacity or disqualification.5 ·As a 

matter·of practice the members ·exercise this power, he said, by ordinary 

resolutions at a ge·~eral meeti.ng.·6 ·rhe latter, said the judge,\•ras only the 

fonna l machinery for securi ~g the assent of membe~s, and if such assent had 

b~en otherwise obtained it .was just as effective. This principle of unanimous 

l. Supra 6928. 
2. ibidem F. 

3. Supra 692G-H. 
4. Ibid 693; 
5. Ibid 6938-C: 
6. Ibid 693f . 
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oo. 
, ~isent hid ·been applied in the English tou~ts. 1 In Ho-lung's case-the Pri~y 

Council ·consid~red that the unanimous assent of all the members was s~fficient .. 
to adopt ·a _new set of articles although they were not s.igned b.Y the subscribers 

nor adopted by special resolution. Such assent was virtually the same as a 

special resolution. 2 . · · 

Trollip J A considered that such reasoning would apply a fortiori where 

onl'y an ordinary resolution would have been required as in the pre£ent case. The 

principle of unanimous assent, he said, had ~een 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 11 we should accept it as being 

· settled la~v 11
• 
4 

The learned judge considered that unanimous assent was sufficient to. ~lter 

the ~o'nstitution, certainly for as long as there were no new members. On 
. . 

th~ other hand he. found, as a f~ct, that th~ agreement did·not contradjct the 

articles. It was not, therefore, nece~sary for him to make this observation,. 
. . 

whicl:l may ther(;fore be regarded as mer~ly an obiter dictum. On the one hand 

he seems to conclude that the forma 1 i ti es requi·red by the Act for a va 1 id sped al 

, . .. resolution, could be dispensed with if· there, is unan-imous assent. On the other 

.. hand :what:.was·required.to achieve the appointment of·\·/iehahn as a director-was 

not, in hi°s view, a special resolution altering the articles, but an ordinary 

resolution.at a general meeting. This machinery was .also not essential if the 

ass~nt of members was otherwise obtain~d. 5 

' -r. The· cases referred _to byT-rol,;lip.J ·A (693G to end of page) were Salomon v 
Salomon a-nd Co Ltd Cl897J AC ·22 HL; Ho Tung v Man On Insurance Co .[ td cl902J 
AC 232 PC. .r -~ 

2. Gohlke and Schneider"\, ~ie~t-ies Minerale (Edms) Bpk 1970(2) SA 685 {A) 694D-E. 

3~~ . Gorn els v S.kodawerke of Prague 1942 TPD 167; Sugden v Beaconhur$t Dairies· 
Pt Ltd 19&3 2 SA 74 C; Dublin v Diner 1964 (1) SA 799 {D). 

4. Gohlke's case s~pra 6940-E. 
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5. Trollip J A had an opportunity, subsequently,. to comment. on his own 
Judgment in Gohlke's ·case in the later case of Quadrangle Inves"bnents v 
Witind Holdings Ltd 1975(1) SA 572 {A) 582A-:B.· Gohlke's case, he sa·jd, I 
applied the principle ·of unanimous assent to validate the doing of a !-

. particular act o.f internal management which_ \•Jas intra vires the company's I 
----cmehnorandum, and which; at worst, was merely contrary to the articles. 

. I . . . . . I 
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· Beuthin has commented on Gohlke's case.· One result of it, he said,J' 

was that a company may be bound to conduct its· internal affairs according to_ t~ 

the tenor of two conflicting contracts. 1 In hi_s .opinion the obiter dictum of _J:v 

Trollip J A -to the effect that unanimous assent can be used to alter the 
. . 

constitution, if only temporarily, that is to say as long as there are no new 

members,2 would not only lead to a h~st of unnecessary problems, but was also 

inc~rrect. 3 On such an approach~ the unregistered unanimous assent would not 

be binding on existing members and the company once a nevr member was admitted. 

What, he asks, is the position of a new member or of a creditor pending 

regi strati on. 

.Beuthin·notes that notwithstanding this obiter dictum, Trollip J A 

was of the opinion that the articles o·nly empowered a general meeting to 

appoint directors to fill vacancies caused by retirement or removal of 

directors. I_n _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 u.nanimous assent, the assent of all t~e_ 

members and Sarusas, as evinced by the agreement, rendered the clause in question 

--bi:nding·•on a_ll--of .. them just as-if·they·had approved ~t by ord.inary resolution·in·· 
. . . 

_general-meeting.,It-was notieasy .to assess the correctness of this decision from the - . 

judg!Tient as reported. · The article_s ·\'1hich empowe~ed t~e directors to fill any 

_.c9-s.ual vacancy .were of vi.ta 1 importance. Even .. i f tne power to appoint. a di rector 

had been vested by the articles in the company in general meeting,_ the agreement· 

.consiituted:an assent in·-advance by the1.t\'10 parties, as members, to future 

.appointments. 4 However the parties did not regard what had taken place as 

constituting.any_ resolution of the company at all, and consider~d it necessary 

for the appointments to. take place· in the normal manner. Furthermore~ not all 

l 
f~ 
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~ 
"~ 

I 
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1 

i 

1.. 

' i 
r 

! 
:· the: members .were present when the:-board sanctioned the agreement. 5 ... ,_ 

In the second place if there 0as a resolution of members, on the court's 

construction of it, it was a determination that directors should 

_-:::1•.• 1 

. . . 
1. Beuthin RC: Appointment of Directors and Legal Effect of Articles (1970) 

87-SALJ 395 at 399 the first article. 

2. · Gohlke's case supra 692G-H. 

3. Beuthin RC: The Principl~ of Un~n1mous Assent (1974) 91 SALJ 2 at 16 
tlie second article. 

4. Gohlke's case supra 690F-G. 

5. The first ar.ticle supra 401 ~ 
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be appointed not by the organ upon which that power _had been conferred by the 
arti cies, but _by. some other persons. If the articies had expre(s_sly ·conferred 
the power· to appoint di~ectors on the company in general meeting', the 

·-resolution would have been an attempt to alter or add to the articles. 1 

Finally, the general meeting itself was not a )egal per~on but only an organ 
, 

of the ·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. 2 

· Beuthin has also commented on the use of the·principle in relation to 
the alteration of the constitution, requiring as it does, the passing of a 
speci~l resoluti6n, duly recorded b~ the Registrar. 3 · -There was,. in his 
opinion an impo_rtant difference .beb,een the English Companies A.c~, 1948 and the 
Act. In the English Act~ 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 ·registered. Therefore, it could.not.be in any \-.Jay a formulation _and 
expressipn of the corporate will. 1he pol icy of the Act was that business 

. . 
> :;•···:'·· ·which required, a .. s_peciµl-:resolution was ·-a matter of pub·l ic' concern. There.fore,. 

-upon pain of criminal sanctions, a company was bound to give the public 
timeous and comp let~ noti c~ . of what it was doing. 4 Regis ti:-a tion t-.Jas ther.efore 
an -E:Ssential and indispensable for~ality which could not be by-passed·by the 
simple expedient.of obtaining unanimous assent . 

•.. ., _· .... : ... :: .... It. fo 11 ows -of course, that., th_e _a l.teration of the cons.ti tut ion, requ, ring . 

as it does a srecial resolution, duly recorded, cannot be effected by 
unanimous assen~. 

.-_J;,- .. ,:"v-!:t-:• dt,does· not follow, ,.however, that a special· resolution- can only be . ·.. · ,,.;·. · 
passed at a genera·l meeting, and not, for example, by means ·of a round-robin 
resolution: There must be a iesolution since it must b~ recorded by the· 
Registrqr. · This cannot be waived or substituted by unan_imous assent manifested 

l. ·, Ibidem. 
.2. -The first ~rticle supra 402. · ·:.- _J•"• .• ()"a. 

3. He ha~_done io in both ~rticles, as more fully-appears below. 
4. The second article supra 14 and is. 

., 
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in· some other way. · . But there is no· need, it is submitted, to pass it. at a 

meeting. · .The policy requiring registra-tion is ·for the benefit of the public, 

so that the·members cannot waive it. There is no need to hold·a meeting 

where a special resolut.ion is not· required, the reason being that the policy. 

· of holdi_ng a meeting fa for the benefit of the members who ca_n waive it. 1 

It is submitted that the same policy applies to the hoiding 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· ~eeti ng may be c~·lled on a shorter notice than 

laid down in s 186 {l_) if it is so agreed by the majority specified in- the 

section. 

The question of the alteration of the constitution was de·alt with for 

the second time by the Appellate Division in the case of Quadrangle Investments v 

Witind Holaings Ltd which is reported both in the Witwatersrand Local Division 2 

and in the Appellate Divisi~n~ 3 In the latter.court Trollip J A delivered ihe 
, . . 

judgment. The·crisp question, he said, was whether a dividend declared by a 

company in contravention of a condition_ contained in its.~emorandum, which could 

lawfully have.been contained in its articles of .association,-instead: of its 

· · ··memor.andum (as:·pre_dica.ted iffi·s: Ubis ·of::-: ·the-Companies ·Act,,·46 of 1926) was,va-1-:id·,_::: 

or. vai1dated. because all its sha~eholders unanimously-assented to it. 4 The · 

matter arose on an exception to a .rejoinder. The facts were as follows. The 

plaintiff company, Quadrangle, sued .the defendant comp_any, Witind,. for 
. . 

R50 904,69; In its plea·witind allegei that Quadrangle had declared a dividend 

of· R.51 000 and that the dividend was·payable to W1tind as being then the sole 

C 
F 

~ 
I 

I 

t 
I ,-
-

·benefi ci-a·r··shareh"o·l der· rof· 1Quadrangl/·and ···that· the effec·t of· the dividend was :·to·--. : .. : 

exti_nguish," by ·set-off, .. the R50 9?4,69-claimed by_ Quadrangle. 5 In its· . : . r 
replication, -Quadrang.le .aver,red _:that, in terms of its memorandum, it was 

t - . -·--------------------'---------------- .... _ .... _ .. , 

l. Sugden v Beaconhurst Dairies {Pty} Ltd 1963 (2) SA 174 (EC). 

2. 1974(3) SA 354· (W). 

3. 1975{1) SA 572.(A) . . 
4. Ibid 575H-576A. 

5 • Ibid 576H. A further plea of exceptio d~ii was also raised which is 
not relevant·to the present enquiry. 
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pre-vented in law-from paying dividends from its capital reserves, of which 
the said dividend of R51 000 was a portion. Ther:-efor·e no valid set-off could 
. . 1 

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 record~d-, the-shareholders 
of Quadrang)e had assented to the declaration of the ·said dividend so that its 
declaration was valid, as was the set~off. 2 

Quadrangle excepted to th{s rejoinder as disclosing no defence, in that 
it averred·that the informal a~sent of all shareholders was not~ complian~e 

,,.__ 
1-Y .-

with s 11 bis~ because no formal resolution was passed, nor was any minute noted 
or transmitt~d 'to the Registrar in terms ~f s 65 of the said Act. 3 

The exception had been dismissed in the court a g~o~ 4 Galgut J, in 
,. , : ,. ,the. nower;- court, had held ~-that S'.• ,11, bis- was appl i cab 1 e s i nee the cl au_se in 

guestion was indeed a condition as·c?ntemplated in that section. Hence (so the· 
judgment in•the court a quo proceeded), the declaca~ion of the dividend, 
althQugh contrary to the clause in questi_on, was not ultra vires and it \{as 
valid or validated because-all the shareholders of Quadrangle unanimously 
assented to the de~laration. 5 The declaration of the dividend, said the 

· · -~ · ,·,cjudge,~ar,:g·u·oc, :·did ·not,,alter·the-memorandum and therefore di·d not require a 
special resolution. It merely rendered this particular dividend valid. 6 

• •-,:. ... L • •, ,, .... ~ !- 0 

Jt was common ·cause that, despite the repeal of the Companies Act,· 46 
of·,1926; tHe.provision~ of thi~ act ~till governed the dispute. Much of the 
dispute revolved around s 11 bis(l) of the Companies Act, 1926 in terms of 

1.· Ioid 577B. 
toid 577D-578C. 
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4. 
5~ 

6. 

Ibid 578C-G. Nor was it del_ivered to the Regi.strar in terms of s 11 
. -

Quadrangle Investments v-Witind Holdings Ltd 1974(3) SA 364 (W). 

~ 

bis(3). I 
f Ibid 578~ to end·of page. 

Ibid 57913-53.0B.- . There -is no need to state the ultra vi res doctrine 
in this section. It will-however, be dealt with_ i~ Chapter 6. 
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which any conditions in the memorandum which could_ lawfully have been contained 
in the articles could be altered by special resolution. This was intended to 
provid·e· an exc~pt_ion to the rigidity of s ·g of the ·1926 Act whi~h prohibited 

alteratio~s of th~ memo~andum except in the ~ases provided for{~ the 1926 
Act.~ The court~ quo found that the clause in the memorandum could have been 
contained in the articles; therefore, by virtue of s 11 bis{l) of Act 46 of 1926 

.- .. - . . 

it could. have been altered by special resolution; therefore the clause was to 
be treated on the same footing as though it had been contained in the articles; 
the~efore 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 qu~ was criticised as follows. S 11 bis{l) laid d9wn a method 
of altering the memorandum •.. Thi~ section did not, however, amend the ultra 

. . 

vires rule. Consequently if an act is not permitted by the memorandum it Has 
ultra ·vires the company.· The judge therefor_e erred in finding that the 
declaration of the dividend \·ms ultra vires the company._ Furthermore, in 
none of.the cases quoted by counsel for_ the ·appellant was there anYquestion 

. . 
of unanimous assent involving the amendment of a memorandum. All the cases. 
·referred to ·acts ·int~a vi res the company. 2 Gohlke's case Vias dis.tingui'sha6le 

"·on: the··ground that it was· not concer.ned 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. 
· respo-ndent, that once the clause in the memorandum co·uld have la\•1fully been 
· t::otitafn'ed .. in 'the-. articles:; ·and ·therefore•·could have been altered by special 

resoluticih, the_ sole remaining question was whether the ultra vi res doctrine· 
applied to s 11 bis~l),. so as to defeat t~e unanimous as?ent of the shareholders. 
The .. underlying approach :of the English Companies Act, 1862, had been to prevent 
the shareholders from doing, by una~imous 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 prohi.bi.ted by Act of Parliament. 3 This rigidity 

had· been moderated from time to time~ In parti_cul ar in regard to matters 
. -

appearing in the memorandum~ which could have appeared in the articles, the 
. . . 

·1. 

2. 
3. 

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 
unless the memorandum it~elf la-ys down special procedures. 
Supra 573F.-H. 

Supra 574 - 575. 
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: company was gi~en virtually unrestricted powers to alte~ the memorandum. 

This was·, therefore, not an attempt tQ do a thing prohibited by Act of 
. . 

Parliament~ The shareholders were doing what the Act entitled them to do, 

subject to a procedure_ des~gned to protect the minority. There was a 

distinction beb:,een what may not be done at all and \·1hat must be done by a 

special procedure. S l1 bis permi_tted the dividend to be declared, provided 

th~~e wa~ a special resolution altering the memorandum. The prinf5ple of· 

ynanimous ass~nt did not relate to acts not permitted by the memorandum -

its application was inconsistent w_ith the provisions of the statutes. However, 

it was no part of the respondent's case that the unanimous assent was equiva1ent 

to~ 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, undetstood the respondent's 

contention to be thats 11 bis(l) had in effect relaxed the ultra vires 

doctrine so that conditions referred to.in-s }l bis(l) ~ould now be altered 

· by special resolution. Therefore· an alteration could also· be duly effected 

,·a! ,i_::n,by.:·thet.:unc3..nimous· assent of·•the --shareholders~ 1 . Alternatively the offending.. ·· ,,, . 

. . a.~t.,yas not_ u]tra· vi res the com_p-~ny and._could be vali.dated pro hac vice, 

I 
l 
i 
! 
! 

i 

that ·is,_ without altering·the conditions by the shareholders' unanimou; · f 
assent thereto. t 

-.. 

· ~--·• ';·· 1hat~-argument, ·he said; ·could· not· prevail .. Hhen a :condition, which 

. .,;.c.ou.ld.have..been inserted in the articles, \~as inserted. in the memorandum it ... 

became par:t of_ the latter an·d· subje.ct ·to the 1926 A°ct. It could not be. altereq~ 

except in the cases and by the m~thod for which express provision was made in 

the 1926 Act~ In cases· under s·-·11 bi.s it could only be altered by special 

.resolution.· It also-became one·of-the-,prdvisions of the memorandum which 

s 16 enjoined the ·co~pany and its members to observe. 2 It followed that 

such a condition co_uld not be _altered by the unanimous assent of the 

sharetrnl,ders, but only by .a special resolution. Furthermore, ·in tenns of s 65 

of the J926 Act a special resolution had to be re.corded by the Registrar ~efore it 

became effecti.ve_. . In addft"ion in tenns of s 11 bis(2) a copy of the memorandum 
··· ... c:·~, 

1. 'IQid 581(\." 

-2. Ibid 581B-E. S 16 of the Companies Act, 1926 is nows 65(2) of the Act . 
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The purpose of these as. al.te·red had also to be delivered to the Registrar. 
pro~1s1ons was to b~nefit those members of the public 
shareholders, including prospective ones~ 1 · 

such as creditors and Q--. 

-ft 

. . 
SecoRdly, he dealt with.things done in a contravention of such a condition, 

that is on which could not be altered, except in the cases and in the mode laid 
down by the act. It followed,_ he said, that any such thing was ultra vires and 

·void and could not be validated by the un~nimous assent of the shareholders. 2 It 
was, however, unnecessary to decide \'ihether, with out first duly a 1 tering such 

· a condition, a company c;::ould by special resol_ution authorise or su_bsequently 
ratify the offending act. 3 For in the present case only the unanimous assent 
of t~e shareholders was relied on, which was insufficient because it purported 
to do something whi~h the Act forbade; unless its requirements were first· 
Eomplied with. On the facts of the case, Trollip J A found thats llbis 
applied to the condition in the memorandum of Quadrangle, because it was a 
condition \'ll}ich could lm'lfully have been contajned in the articles. It 
followed that the declaratibn of the divid~nd out of the capital reserve was 
ultra vires and n~ll and void. It couTd, therefore, not be val~d or valida~e~ 

·{ ~~t:-:J:JYlreason:-:oLthe··unanimous assent of,·.its: shareholders., ·Hence the exception: 
~--shoul~.have ~een upheld and the appeal succeeded. 4 

./·· 

2.4 Conclusion 

··•-·-·· · -r~•·r;r- -.-,d•Jhere···an act. requires to•· be· authorised by a special resolution, the .... "i !1' .... · f 

~-~~' .... pr.tnci.ple .. of.unanimous. assent.ca_nnot.be.;invoked entirely, .the obiter dictum .. 
of .. T-~~1n~-J A to the contrary, n~-b~i-th;t~~ding. 5 The members cannot waive 

.. provisions of. th·e Act re.lating to special resolutions because these 9-re not 
only 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.·> 
c~nstitution, such as creditors and shareholders. 6 On the other hand the 
holding of the necessary meeting seems to be solely for the benefit of 
shareholders who may waive this:benefit, even in the case of special 
resolutions, provided that the special resolution itself is duly recorded. 

1. Ibid 581G . 
. 2r Ibidem E. 

3. Ibidem H to end of pag~. 
4. Ibid 5828-D. 
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! 

5. Gohlke and Schneider v Westies Ainerale (Edms) Bpk 1970(2) SA 685 (A) 692G-H .. ! 
6·. Quadrangle Investments v Hitind Holdings Ltd supra 581G-I-I. 
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On the other hand the principle .may be invoked in matters of internal 

management provided that there are no matters of concern to members of _the 

88. 

public. In other word_s, t~e pri-nciple may be freely applied to matters which · 

require no more than ordinary-resolutions. Wherever, therefore, a sect~on of 
. . 

the Act is solely for the benefit ?f the existing memb~rs the principle is 

avaflable; but not where the policy of a section is to protect the ,Public. 

3. Rectification of the Constitution 

3.1 · Introduction 

Rectification of a written contract can be obtained in those cases 

in which it is proved that both parties had a common intention which they 
~ . ' . . 

intended to express in the ·contract.but which through a mist~ke they failed 

to express. 

The basis of this rule is that in contr·acts regard .must be had to the 

truth of the matter rather than what has ~een wfitteh. 1 

·.·.However, s·outh African.law has accepted the English r1Jle that ·a }-1ritten 

contract ii the sole memofial of a transaction so that no evidence is 

admissible to prove the terms of a contract save the clocument, or .if it is 

lost_,. secondary evidence of. its content~. 2 . Where the written document does 

not reflect the true intention of the parties, rectification is a necessary · 
' -

·, ·· ".:·,:·,,:, prerequ.is~ te to a s·uit:·or:i 0:the·contt;act·;.' tSuch a claim is .for ,rectification of a 

. ~-

mutual error· arid is based .on the hypothesis that the pa.rties have failed to 

pla~e themselves where they·,intended to pli;ice the~selv~s.~ 

.: :. J-n the case of the·:company ··constitution, al though the memorandum and 

art.icles are a contract, re¢tification is not available where·the articles 

are registered in the wrong form by mistake. This is so, both in English 

1 aw ana in. South African law. 4 

1. Weinerlein v Gach Buildings Ltd 1925 AD 282 at 289. 
.... • ... .:___;.:.~ . . 

·2. Meyer v Merchants Trusts Ltd. 1942 AD 244 at- 253. 

3. · Ibidem. 

4. Gower ·262~ Hahlo 93. 
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89. · 

3.2 English 1aw 
,, .15' 

. · The matter was·dealt with .in English law by the Court of Appeal in 

th~ matter of Scott v Scott (Frank J) (London) Ltd. 1 · In this case a widow 
. . 

of· a former _shareholder so~ght a declaration that she was entitled to be 
. . 

placed on ·the defendant company's register of members for 100 shares which 

were _registered in her husband's nam~ at his death. 

The defendants, the remaining shareho~ders in the company, challenged 

her right to be so registered. They also claimed that, on a true construction 

. of the articles, the pl~intiff was bound to 6ffer the shares to th~ defendants, 

alternat~vely 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 
. . 

~ ... 
J.Y 

the widow was entitled to be registered as the holder of the shares in que~tion. 

On the ~uestion of rectification of the articles, the Court of Appe~l 

upheld the view of the court a· quo, that it had no jurisdiction to rectify 

·articles of ~ssociation. 2 Jhe reasons of·.the Court of Appeal were that a 

company -only came into being when certain statutory requ_irements had been 
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.. -:~., _1 ••. satis.fi,ed.~ ..... Upon .its incorporation, a-.company could only alter or extend ·the 
f­
l 
I 

consti.tutfon ··in terms of the relevant companies act which contained no hint of 1 
l 

, .. ,, -· :a·,power to,rectjfy. On the_ contr.ary•,_dt--was-the memorandum and articles actually 

-~.'-: ···-:. 

• ..... ,\ ~ .. 

submitted to the Registrar wh.ich were retained and reg-istered by him .. Furthermore, , 
. ~ 

the, .. effect of registrat-ion·in·terms·of s·_l4 of·the English Companies Act; 1929, \~as! 

_noJ .. t_o.,pe.rrnit. rec;~ification. 4 ,.--;1.-The.only contract {in the constitution) was a •!'' 

--statutory: ~ontract and there: was··no ma<;:hinery in the statute for compelling the. --· 1 

r.:?•gistrar. to· register any ·rectification. 5 !: 
. l 

• In Pennington's view, the rationale of this standpoint is that for many 

y~_ar..s" . .th.e .. ~ourts .. had ... n:o. power ,to ,.amend the. constitution, even where there was 

a drafting error which the court could rectify in any other contract. Such 

pm'lers as the 1948 Act had conferred on the court were 1 imi ted to cases of 

· oppression ?f minority.sharehold~rs. 6 

l. Cl9_4pJ 3 All ER 508 CA. 

2. Scott v Scott (Frank J).·(London) Ltd supra 515G-H. 

3. Ibid 516. 

4. This correiporids to_ s 65{2) of the A~t. 
5. The only previous deci~1on had been Evans v Chapman cl902J 8& 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 the-Act. · 

! 
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J.3 South African law ,, 

In South African law the ·English view has bee~ ado~ted without questioR. ~ 

The_ matter was referred t~ in Konyn :v Vi~dge Bros. (Pt~) Ltd 1. The matter was J 

turned on ~he _interp'.etation of an·article of a company.· Assuming, said 
O'Hagan J,that the article in.questioo failed to express the true intention.: 
of the signatories, the court could not, as a matt~r of interpretation, give 

·effect to that intention. 11 Nor does the Court have the power to rectify the 
arti~les of association of a company if thcise articles do ~ot accord with 
what is shown to have been the concurrent intention of the signatories at 
the moment of signature"~ 

.·· Naude criticised this attitude on the ground t.hat it did not give 
due regard to the.contractual nature of the articles. 3 A company, as has 
b~en previously pointed out, originates in the agreement of its members, but i~ 

·, incorporated as a separate enttty on registration. 4 Its constitution ha·s · 
been accurately described as a statutory agreement. 5 In relation to 
rectifi~·ation, it is the statutory compo_nent which prevails. The company co~1es 
into bei.ng on registration. It is a creature of statute which can only alter or 

.,·, .. i.':·ex,terid_jts-f.'consti.tution'·in terms of'the Act. Since the Act is silent on 
·.r:e:ctifi·ca.tion, s_uch a remedy does. not exist. 

3.4 Conclusion 

:_ Deipite the·existence of this.rule; ·the member is not 0ithout relief. 

i .I 

! 
r 

r 
i-
1 

I 
I 
I 

~ 
t 

I 
t 
f 
! 

F 
I 

r· 

I 
r 
I 

r 

t 
r 

· ~£12c;:::As~.was1cstated in Evans;v Chapman;- the'..,prbper machinery to:amend (and thereby 
to rectify) the constitution is a special resolution. 6 It is submitted that 

; _-il :·;·: - : 

·a r~fusal by the requisite majority to pass the necessary resolution may make 
it 'just and equi~able' ·for the company to be wound up by the court. 7 

Alt~rnativ~ly, · su~h 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 Vi edge Bros {Pty) ltd supra 825C-D. 

3. Naude 64 footnote 1. 
4. ~ 32 of _the Act. 
5·. Per Astbur_y J in Hickman v Kent or Romney Marsh Sheepbreeders 1 

Association c 1915J 1 ChD 881 at 903. · . ~ 
6. (190~)-86 Lt 381. 

7. In terms of s 344(h) of the Act. 
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,the court· has the power to make any .order it thinks fit,- including an order 
for the ~lteratfon of the articles. _T~e latter pov,er is implied in ·the 
provisions of subsections (4) and (5) as·· welr as partly .in the provisions of 
subiection ~(a)· of s 252 of the Act. 1 . 

4. General conclusion 

. This chapter has sought to illustrate the sui g~neris 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 problem of the rectification ~f ihe 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-
parti~ular'act of internal management, provided _it is intra vi res the 
constitution. In_English law the principle will probably permit the alteration 
of the constitution, without complying v1_ith the formalities. In South African 
'law; this is not the case. The c·onsen1: of ·all the parti-e~ to the contract 
do~s not_.suffice .. to vary·it. The variation must also comply- with the 

'requir:-ements of the Act. In the case·of ·rectification, in both systems of 
.:law, ·tt-ie•.requirements of the statute ·also prevail. The constitution is. a 
stat~tory agreement. In these cases the statutory has prevailed over the 
contractual ~omponent. 

It is proposed, in the next chapter, to continue the investigation 
, · ':into-·the-special characteristics. :of the ·contracts embodied in ·the constitution, 

Cd IJ- • 

by examining their enforcement as such. 

t:..::::::, r., ..!. ·,.,.../ 

l. Henochsber.9 434. 
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PART -2 

ENFORCEMENT OF RIGHTS IN A COMPANY 
<'·• 
Z:/' 

I~ 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 ~ot to do, or he may 

tender perfonnance late. Where the debtor is in breach of his contract, the . ' 

creditor. is entitled to one of several remedies, depending on the particular . . 

facts of the cas-e. . For example, he may seek an inter~ict or an order for . 

specific performance,_with or without damages. He may also cancel the 

contract, and at his option claim damages, or not. 1 
. . . 

In the case of a company .constitution-, one would assume, as a result 

of its.contractual nature, that every party_ to the contract in the constitution 

has the normal contractual remedies~ The validity of this assump.tion,is, in 

:;ess~nce, th_e subject of. this part of this dissertation • 

. ::.r;;,; -~, f"'· ',·. -Of ·cours·e, not a.l l :·_the agreements, between the ·member and the company 

~ ; . -: ; ,_: 

,• . . 
are found in the constitution. The member may enter into a_ host of 

co~ercia)" transactions with the company which are embodied in agreements 

outside the constitution, such as-loans, service ~on_tracts, -or the sale or 

leas·; ng of good_s. One wou 1 d expect.that such commercial and other . 

·trahsac~ions may be embodied in· the constitution. However, this ·cannot 

be taken. for ~ranted, having regard to the "outsider rul e112 • Apart from 

such transactions, .a me_mber may acquire claims against his company in delict, 

.-,~ , ... for .. example as a_.result of a running0dol/m incident or .as a r.esult of the 

fraud of its duly· authorised agent or employee.·· An underlying ·question in al 1 

these situations is whether membership of a company is an obstacle to a member 

acqui.ri ~g ,such ·rights aga,inst the company, and enforcing them. 

-1. . Alternatively, he may·_refuse to per-form on the grounds of ·the defaulting 
-party's b_reach. · . 

·.,. _, .... , .. ,)·· 
· 2. See Chapters 8-12 be.low. However, in at least one case, a corrrnercia1 · 

transaction between the .company and its members was embodied in the 
artiiles and was upheld wJthou~question. See Boston Deep Sea Fishi~g_ 
and Ice Co v Ansell (1~88) 39 ChD 339 at 356. 

'I 
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,, C 

In regard to such rights, that is, those arising outside the const{iuti6~, 

in almost all cases membership· is no bar to their. enforcement. If it were,_ y 
. .> 

a fortiori it would also be a bat to 

. iiself. 1 
rights arising from the constitution 

However, in one case, continued membership was considered to be a 

· barrier to enforcing a right which arose outside the cons ti tu~ion. 2 The 

·validity of the principle set forth in this ca?e will be .the subject of the 

fifth chapter of this dissertation~ In regard to rights arising from the 

· constitution itself, several matters require-atte~tion. 

·· The fi.rst is the ultra vires doctrine, in terms of which a company 

exists only for the objects for which-it has been.incorporated and only has 

the capacit.y to perform such c).cts as are indicated by its objects. ·Sinc::e 

the memorandum and articles c~mstitute 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 company to observe its stated objects. 

In terins of this doctrine, acts which are beyond the capacity or powers of 

:_·:,;the·:company ~re _void.-<· The sign:if.icance..:::oL the ultra vires doctrine has·been 

curta"iled. d~astically by.s 36 of :the Act. 3 These two aspects will :form the 

· subject of the.sixth chapter. 

-· "·· • ... ;.i,r .. ,-, ••. ,Thereafter attention -will- be,drawn to the extremely compl ,cated arid 
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. .,,.., ... .aft-.:trodden thick_et..of the .. rule .. in,f.oss ,v Harbottle. This.rule clearly .,. ! 

· ,~--- • "circums·cri'bes the right of a me~ber'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 in~ernal management where the irregularity is_ capable 

of ratification by a simple majority. PJthough it does not purport.to restrict 
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.... : .... ·•.-·,··the'·enforcement ,_of the member's•·personal:··rights, it raises' difficulties in~· 

regard to their d~finition. This ~ill be the subject of the seventh chapter. 

This, then,' is the scope of this part of this_ dissertation. 

.... (f' I 
I 

1. 

2. 

3. 

lhe enforcement of .rights arising from the constitution itself will 
occupy Chapters 5-7 of_ this disserta·tion~ 

Houldsworth v City of Glasgow Bank (1880) 5 AC 317 HL. 

Cilliers Benade De Villiers 52. · 
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·. A further obstacle to the enforc~ment of contractual rights embodied iri 
' . 

.the constitution, is the rule that rights purporting to be given by an article 
in a capacity other than that of a member cannot be enforced against the 
company. 1 This, the ·"out~ider rule", will be the subject of the remaining 
chapters hereof. 

.·. ' ~:.:·- p;. 
l ,,. 

; I .. - :' 

c.~ Cj ..f. ·,.rl 

1. •Hi.cknian v Kent or Romney Marsh Sheepbree~tex?~1 ·Association cl9l 5J l ChD 881 
at 900. 
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CHAPTER 5 THE PRINCIPLE IN HOULDSWORTH'S CAst1 

() 

1. Introduction ·~~ . 

In both South African and English law, where a person 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, 

obliged to make an election timeously between these mutually exclusive courses 

of conduct. He capnot do both. 2 In other words, he cannot both approbate 

and reprobate. 

Whether he rescinds or enforces the contract, he is entitl~d to claim 

damages. 3 · Maintaining the coritract and claiming damages may appear, 

superficially 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· 

.,,1_.da,mages, is.not both approbating and-reprobating. Fraud is· a delict and th-e 

action based OD fraud is delictual and not cont~actual in its nature. 4 T~e 

·--r~---vtct5m who stands by the'contract·while-seeking damages for fraud,. is in no·· 

sense repudiat_ing the contract. He seeks .to be compensated· in deli ct_ for 

· ·- - the·loss he suffered as a result of the fraud, while adhering to the terms'. 

--'.'~ 1of·-the contract \~hich he concluded. 

"·:•-· The questio~ arises whether these principles apply where a person 

take_s shares from a company. The answer wi 11 be sought firstly in English 

1 aw, and then in· South ·African 1 aw. 

1. · Houldsworth v City of Gl asgo\'/ Bank supra . 

2. · Bowditch v Pee 1 and Magi 11 1921 AD 561. 

3. · 'Frost v Leslie 1923 ·AD 276 at 279; Trotman v Edwick 1951(1) SA 443 (A) 
448H. 

4. ·- Trotman v Edwi ck supra·. 
()-.. 
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2. En.9lish law· .. •"" 

2.1 · Damages without rescission· 

·Th~right to ~laim 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. 1 The question was crisply 

fr;med by Earl Cairns LC in the following manner. 2 

11 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? 11 

96 •. 

h 
JY 

The facts in !h'i~ case were, briefly, as follows. 3 The plaintiff bought 

£4000 of th~ stock of the Glasgow bank, an unlimited company registered under 

the Companies Act, 1862. A y~ar later, when he was still a member, ·it went 

into liquid9-tion. He was then, being am.ember., placed on the list of 

contributories and paid calls. He claimed that he had been induced to buy 

the stock by reason of fraudulent misrepresentations made to him by the· 

_.: :.i~:dir.ector:s. and.other ban~,.officials and, since it was too late for him to .. : ... 
- . . 

obtain rescission of the contract of allotment once winding-up had commenced, 

· he brought an action for damages against the company. 

·, ·,_._,,. ·-,~n:-,Jt··was contended for the appellant that a principal was liable for .the 

• .. ! ...... , .. ~raud~of,his-.agent acting·,within••the:sphere of his business and that this·.• 

·· ··· : \'.las· ~so :'in ·:tne. case of.-an:i ncorpqrated company acting through its directors·. 

·Therefore·the company wa~ liable to make reparation. It was also argued for 

the appellant that the defrauded partner could choose to rescind th~ contract. 

induced· by the fraud;. or. to claim damages without doing so. Furthermore on 

··" -·::general·pr.inciples··he could·.retain·his shares and yet get damages. 4 A ·· ·· 

liquidation could.not extinguish this liability. A1though it did put an 

end to rescission and re~tituti6n, the right to damages remained. Nor was 

it in-consistent to claim damage·s from a company of which.the appellant·was a 
member .. 5_ · . 

l. (1880) 5 AC 317 HL. The matter-was heard as an appeal against a 
judgment of a Scottish court. 

2. Ibid 323 .. 

3. Ibid318· 

4. Ibid 320 • 
5. Ibid 321. · The respondent's ~ounsel was not called.on to reply. See 322. 
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Ii.was held, unanimously, that as·rescis~ion was impossible, no 

action for· damages could be broughL 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 wi-11 be 

made to comment on the· validity of the principle laid. down in the case. 

. 
· garl Cairns in his ju~gment, having stated the facts, assumed that the 

fraud was such that, if the bank was a going· concern, the appellant would 

have been entitled to rescissio~ ~nd restitution. 2 As against the· 

liquidators, the position was different. After a winding-up it was too 

late for rescission. His right to claim damages against the liquidators was 

the same as his right to do so prior thereto, on the assumption that he d_ia 

not ~lee~· 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, ·could elect to retain the shares and to claim damages. 4 

. 
.There was no doubt in the judge's mind that a purchas~r of goods enjoyed. 

•~·:r-the right ~to make t_his 'election. 5 · ·'·However, _h~ questioned \'1hether this right 

existed whe_re_ th_e· subject-matte"r of the contract ind~ced by fraud \'✓ as shares 

·or-·stock i!n a_ partnership--or company;· ··In··such a case the· buyer undertook to 

tak~ ~is share of past liabiliti~s and of profits and losses .. He had agreed 

· ·tb '·coritr·ibute to its assets_ and he ·had- agreed that these be used .in a 

· .. -, ·,rpar-ttcu·l ar- way. - ·In s·uch -a ··contract a· demand· that these ·assets be used to p~y- --~ ·:·· 
. . 

• i- J. the .. new. .partner damages. for a .frraud\.ias ;_not i ricl uded, -and any application of. .,. 

the assets for. such purpose \-.:a·~---~_{variance with .the c_ontract. As a result, Ms 

claim was at variance wit~_ the_ contract, by which he wished to abide. In 
. c. •. _.,, • J ... ~ 

other words,· in substance, if ri6t in·form~ he was both approbating and 

,r~proba~ing, which he might riot do. 

l. . Ibid 317. 

2. ' Ibid' 322-326. 

3. I-bid 323. 

4. Ibidem. 
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Lord Selborne, in his judgment, started with the rule that a master 

was li~ble for the wrong of his agent, in fraud as in any other wrong. 1 

A corporate bq9y, he said, was responsible for the.fraud of its agent to 
. . 2 . ., 

the extent that it had profited thereby. For many purposes a·"corporator, 

98. - · 

·having dealings with his own company, and who suffered a wrong at its hands, 
was in the same position as a stranger, excep~ that he ~ig~t have to contrib~te 
tow~rds ·his own claim. 3 However in the present case i.t was impossible to 

separate the pursuer's c~aim from his status as a corporator, unless that 
status was terminated by rescission. As long as he r·emained a member his 
loss was equal to his aliquot share of all the debts of the company. His 
claim.was not re~lly against the corporation as an aggregate body, but 
against all the memb~rs, except himself. 4 lts.effect~as to thrbw on them 

.. his share of t_he company's debts. But they were as innocent as· he was. If 
the guilt Was imputable t~ them, ·it was imputable to him. Re~cission was, 
therefore,the only_ remedy by which the company could be made answerable 
for this fraud. 

Lord Hatherley, in his judgment, proceeded as follows. The agent who 
. . . . . . 

made a fraudulent ~isrepresentation acting in the scope of his authority, . 
-thereby inducing his victim to enter into a contract, bound his principal so 

. 5 . . 
that the contract was voidable. A corporation was bound ~Y the wrongful. 
act _of its agent no less than an individua·1. If, however, restitution was 
not_ possible, the_ contract could not be rescinded, \•J~atever right for 
damages might have existed. On the present facts, the fact that the appellant 
was .a member at the date of liquidation ~·,as fatal to his case. By remaining 
a member._he ass-urned a liability for his aliquot share of the debts of the .. • 

company, including the debt to himself for damages. If there were other 
.shareholders in a like position to him,-he would have to bear his aliquot 

\ 

share of liability- for their claims. The ~ppellant, he said, was trying to 
reconcile two inconsistent·positions, that of shareholder and that of creditor 
of t~e shareholders ihcluding himself. 6 No case co~ld be add~ced in wh~ch 
a s.ha;eholder claimed reli.ef for a debt in which- he 1,1as himself a co-debtor. 7 

l. Ibid 326. - :.;-~•.. •.• ()'> 

2. Ibid 328, 
3-. Ibid ·329. 

4. Ibidem. 
5. Ibid 331· 
6. Ibid 333. 

7. 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 

employed a ~ishonest agent_. 1 Si~.c~ he .could nof rescin_d the contract, he 

would not- ·escape the burden _of this common misfortune, that is, in having 

employed dishonest agents. 

Lord Blackburn, in his judgment considered the contract with a joint 

stock company to be a very peculiar one. 2· It was in substance an agreement 

to become a partner in the company, and to c·ontribute to all its liabilities, 

as if he had been a member from the beginning. 3 T~ere was no do~bt that a 

contract ind_uced by fraud was not void but only voidable. It followed that 

the ~2ceived party might rescind the contract and d_emand restitution, but· 

only if he himself ~ad~ restitution. If he could not do so, "it was too 

late to re·scind. 114 On the other hand, he entertained no doubt.that, if 

instead of-seeking to set aside the contract, he sought damages, such an 
. . . 

action _could not be maintained against the· company, but only against the 

directors personally. 5 Furthermore there were strong reasons ~iven by th~ 

· other. judges for ho 1 ding that 11 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 brj ng no action of deceit against the 

company whilst he remained a· partner in if. 116 · 

In the result the appeal was dismissed, without any dissenting speech 

being given by any of the judges. 

~ 
f Y 

.Hou·ldst-:orth's case was referred to in Appleyard ex parte. 7 The· plaintiff 

had sold to the ~ompany certain leases, part of the price being in fully paid­

up sh~res in the company, an.d by an issue of debentures. The company was 

ordered to be wou~d up. The ·plaintiff was placed on the list of contributories 

for 500 shares, 1n reply to which he claimed £1000 damag~s for a breach of 

1. Ibidem. 

2. Ibid 337. 
3. Ibidem. 

4. lbid 338. 
·5. Ibid 340. 

6. Ibidem. 

7. (1881) 18 ChD 587. 
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contract.by th~ company, in that fully paid-up shares should have been 
allotted to him. The court held that t~e plaintiff was entitled to prove 
his claim for damages. Houldsworth 1s case was distinguished .as being one, 
not of contract, but .of fraudulent misrepresentation. ·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 

' claim was inconsistent with the contract. The fraudulent procuring of shares 
·was distinguishable from ordinary claims by~ shareholder, which were to be 
treated as if he were a strange~. · .In the case of shares, the victi~ 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. 111 

Houldsworth's case was also referred to in Addlestone Linoleum Co Ltd Re. 2 

The facts were that the co~pany issued fully p~id-up preference shares of tne 
nominal capital of £10 each, for £7.10.0. pe: share. Four years later the 
company: was wound up and the app~icants·we~e placed on the list of contributories 
for·the amount-of £2.10.0. per share •. The applicants diq not deny liability but 
claimed damages against the company for breach·of contract,·in the sum of ? 

£2.10~0. 

Kay ·Jin the court a quo said that, assuming a: member could retain his 

sha,:-es and.sue for damages, in· fact they were oblige~ as members to pay and 
furt.hermore, they had contracted that 'as ·members, this money was first to be 
app.1 i ed to payment to other cred i toi:-s, who. were not in embers. 3 

· Then, referring to Houl·d·s~;·~lth 's case, Kay J noted that the shareholder .. 

was making a claim which w~s i,nconsistent with the contract of membership, and 
• . t:. ,./ '., :"' . .,: 

accordingly, as he could not bring this claim before winding-up, he could not 
d~ so thereafter. 4 

1. Ibid 595. 
2. · (1887) 37 ChD 191 CA. The case is reported "in this reference both in the 

C.ourt a quo, ·at 191 et seq , and in the· C_:i1,1rt of Appeal at 201 et seq. 

~ 

3. . Ibid 197-198. ·- ~ 

4/ -•=.:lbid 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 vihich 

the. purchaser might have a choice of reme~ies, and t:1at by acc~pting a share 
~he a·llo:ttee r,;erged :,ir:iself in a society and· contracted to Ray calls .... . 
when made. See Houlds\•JOrth v City of Glasgo\•/ Bank_ (1880) 5 AC 317 HL ->24. 

--
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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:.ooss.ibilities. 
Either the contrac~was to ·issue shares at a discount,_ in which case the 
liability 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 

f 
I 
I 
~ 

! 
could not get rid of them, nor could they claim da~ages for the loss they sustained ~ 

• i 

through the shares not being fully paid-up. The principle in Houldsworth's ~ 

case, he.said, was that the shareholder contr~cted to contribute money to be 
applied to the payment of the debts·and liabilities of _the company, and it 
w~inconsistent with his position as a shareholder, while he remained such t6 
claim back_any of that money. This principle, he said, governed ·this case. 3 

2.2 En9lish academic writers 

Houldsworth's case has been criticised by Gower as showing a confusion 
. ~ 

betw_een the. company and the members, and because its reasoning is unsati sfa~tory. · 

.Gower also expre~sed the view that this decision was anomalous and 
"entirely contrary to the nonnal rules of the law of contract, for· one can. 
recqver d_amages for fraud without also res·cinding the contr~ct. 115 The cause 
of this anomaly was, in his opinion, the failure of the House of Lords to 
realise that a c;ompa~y v1c.s an entity distinct from it~ members. 5 In his view 
the deci~_ion could be justified, however, as maintaining the capital of the 
company, by preserving-the company's share capital as a guarantee fund for 
creditors. 5. Consequently a shareholder 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 ■- 6 The case, says 
Hor.nby~, was demonstrably riot an anomaly, but was_ quite consistent with the 

1. 
·2. 

Addlesto~Linoleurn Co Ltd Re (1887) 37 ChD 191 CA 204. 
Ibid 205. 

-~- Ibid 206. 
4. Gower L C B : Notes on Cases (1950) 13 MLR 367 note 8. -

~-..::>· ~·,)·• 

5. Gower L C B" : Modern Cqmpar.y Law- ·(First Edition ~ondon 1954) 63-64 and 
279 and 314-315 •. 

·6. Hornby J A : Reviews and Notices (1955) 71.LQR 415 a_t 416. 
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·doctrine of corporate personality. The·underlying principle was not the 

protecti6n of outside creditors, but the protettion of Houldsworth 1 s fellow 

shareholders from a claim which \-Jas inconsisten.t with his contract with them. 1 

. . 
In the first place Hornby takes issue with Gower's "attempted 

rationaiisation of the _case", which dealt only with the situation when it was 

too-late to obtain res~ission. It did not deal with the shareholder who had 
I • • 

just discovered the iraud. 2· Furthermore in the case where it was \oo late 

for rescission, it was not correct.to say that damages were just as d~trimental 

as rescission since, as Gower co~sidered, the ~ssets would be equally· depleted 

in eith~r event. 2 On rescission, the plaintiff would recover the amount he· 

contributed. On a claim for damages, he would only receive t~e difference 

between his contribution and the true value of the shares, leaving the company 

with _the ai_fference. Finally, he says, Gower did not support his argument 

by r~ference to anything said in the case. 2 

In .a footnote Hornby says, of Gower's viev,, that the claim was inconsistent 
I - • . 

with the contra·ct between the members, th_a t it may be ra tner. o 1 d-fash i oned 

to describe the company cons ti tuti on as being. a contract bet\'1een the members 

inter·._se, but _it y/as immaterial \•ihether it was a contract or not. 3 

·on a first reading of the _rep·ort, says Hornby, one might agree with Gm~er. 

The co~pany·should be vi~ariously li~bl~, and it should not matter· at all that 

the plaintiff remained a member of the company, since_ the latter had an 

independent existe·nce. On the other,·hand, 'it was said _by· Lo.rd Selborne that 

i_t was impossible to separate tlie.matter of the pursuer's claim from his 
. • I . . . • 

.sta~us as a corporator." This showed that Lord Selborne·•s .view was that 

despite the fact that the'corripany had.a separate personality and that a 

sha-reholder may b_e a creditor of the company, the ciaim must fail and the 

reason was that the c-laim was inconsistent with the contract between the 

l. Hor~by.J A: Houldsworth v City of Glasgo,.., Bank· (1956) 19 MLR 54 at 55. 

2. Ibi_dem. 

3. Jbidem footnot~ 7. 
~-- ... c:~;. 
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plaintiff and t~e other sharehold~rs. 1 It was, however, not sufficient 
. . 

to say 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 _,reaspn would equally preyent a shareho 1 der f,-:-om ever 
claiming damages from the company. 2 The consequence of receivi,ng··such 
damages was in effect the variation of the ·contract between the members. 
The. plaintiff had contracted to b~ar a certain fraction.of the company's 
liabilities, but on receiving damages he bore only a fraction of the 
liabilities as he imagined them to be. In electing not to rescind, he 
affirmed the contract and therefore had to abide py it, and could claim 
damages for fraud. 3 

It might be objected that the buyer of go6ds might elect not to 
rescind the contract, ·and can nevertheless claim damages. The answer, says 
Hornby is that there was a· distiti"c~ion between the buyer of goods and the 
buyer of shares. In th~ former, there was -only-the legal relaiionship 
between the purchaser and the _vendor. In the latter, there-\•Jas in addition . . . -
to the reiationship between the subscriber and the company, the relationship 
between the subscrib_er and his fellow shareholders. The 19-tter were not 
yicariously responsible for the fraud be:ause the misrepresentations were· 

·made by an agent of the company, who was not an agent·of the share~olders. 
To allow the shareholder, who elec~ed not _to rescind his contract, to clai·m 

·damages, would work a grave injustice on his fellow shareholders since it 
_would increase the liabilities for which theyviereresponsible. 4 The judges, 
says Hornby, we~e aware of the company's separate entity and took their 
decision .. to protect, not its creditors, but its shareholders and were· fully .. 
just_ified ·in so d~ing. 5 · 

Gower replied to Hornby's· article in a·bri~f footnote thereto. 6 

Hornby, he said, a.rgued that the case coul~ be justified as a necessary 
protection for shareholders. To do so, it was necessary .to establish that if 

1. Ibid 56. 

2. . I bid 58. 
3 •.. "Ibid· 59. ·:i-~·• ... , ••.. ;,J-,. 

4. Ibid 60 •. 
. 5. Ibid 61. 

6. Ibidem. 
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,-,. 

one·shareholder were allowed to recover damages for fraud without rescinding, 
this would cause greater-damage ~o his fellow shareholders, than if he were - )~ 

forced to ~escind ~swell. This,_ he said, was demonstrably 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 only 
plausible explanation for the rule, however, was that a shareholder should not 
b~ allowed to deplete the company's "capital". 1 This ru_le would make more 
sense if it barred both rescission and damages, rather than merely damages 

· alone. But the theory seemed to be that, as .a shareholder, he cou.ld not 
touch "capital", whereas if he rescinded he ceased to be a shareholder, and 
becam~ a creditor to whom this restraint did not apply. The practical results, 
he said, were just ~s absurd under Hofnby's explanation, 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 shareholders from being placed in a 
wbrse ~osition, than if Houldsworth had rescinded, and then claimed damages~ 
but th~t it was to protect them ffom a claim which was inconsistent with the 
contract ~lit-h the fellow shareholders. 3 

Gower r~peated his disapproval of the ca~e.in the second edition of 
his .book •. 4 He noted that a company's r_i_ghts agai~st 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 res~inded. 5 Furthermore wh~re a false statement appeared in a prospectus, 
the company was not liable in damages when shares had been purchased in such 

r . 

circumstances. 0 
· This was because, Houldsworth's case laid down the rule that 

damages could not be recovere~ from the company unless the allotment was 
rescinded. The case showed a failure to recognise fully the separation 
between the company and the member, _but it could_be ~xplained on two grounds. 6 

F:i rst1y ,, damages were inconsistent with the "implied''. contract betv,een -the 
membersj or,secondly,it ~eflected a recognition of the share capital as a 
guarante~ fund for members. 6·. A sharehold~r who wished to fescind ha~ to do 

1. l'bi d 62. 
2. 
3. 
4. 
5. 
6. 

Ibidem. · 
Hornby J A~- Ccirrespondenc~ 
Gower LC B : Modern Company 
lbi dem. 
Ibid 295. 

. 
to the General Editor-(1956) 19 MLR 185. 

Law (Second Edition London 1957) 261. 
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so promptly, since his shares might.have led othe~s to extend credit to the 
company. But if he could recover damages, although he had lost the right 

105 .. 

to rescind,- the consequences to third parties would be just as detrimental, 
since the·ass~is-~ould be equally depleted. 1 As a result a cll~m.for 

-damages for fraud could have no meaning. T.he only remedies.-were a claim for 
rescission and a refund of the purchase price. On the othei hand, he said, 

~ 

presumably the rule did not apply to contracts to purchase debentures. 

In the latest editfon 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 tbat Houlds\·1orth 1 s case was wrongly decided. 2 Furthermore," 
in his opinion, where the representation had become a term of the_ resulting · 
contfact, instead of merely a f~audulent misrepresentation, the. rule would 
equal_ly apply, ~n the auth.ority of Addlestone Linoleum Co Ltd. R~. 3 On the 
other hand, he said, if the fraud ~as connected with a take-over, the rule 
should not prevent action against the company, since the plaintiff would 
have ceas_ed to be a member whe·n his shares \'iere acquired. 4 · 

Pennir:igton relies on Houldsworth's case as authority for the· propasit.ion 
that a subscriber for shares cannot, as an exception to the general rule, claim 
damages for fraud, unless he rescinds the allotment~ 5 . A plaintiff, he says, 

could not sue the company for damages while he remained a shareholder, bec·ause 
he was still bound by the contract between him and the· company and his fellow 

. . 

· shareholders, which contract was implied from his me~bership, and one of the 

tenns of that contract was that the company's property shall be used only for 
the purpose of ?chieving its objects, which did not include the payment of · · 
compensation to ~efrauded subscribers. 

Pennington's view is subject to the criticism that such an argument, 
resting ·as it does· on the objects, would preclude the payment of damages even 
if there is rescission. It w6~ld also prevent the deceived purchaser of 
goods•WQO is a member from obtaining damages. It is an _argument which rests 

1. ._ Ibid 295 • 
. 2. Gower-319 ~ :-.. _:., .. -··<)·s 

3. · (1887) 37 ch·o 191 CA 205> As Houldsworth's case was dealing with a cause 
of fraudulent misrepresentation -and not of.breach of contract, this case 
must be taken to have extended the principle. See also Appleyard ex ·parte 
(18~1) 18 ChD 587. . 

4. .·Gower 330 footnote 6. 

· 5. Penni ng_ton 242 . 

7 
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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 

.evade~ by the terms of a contract, irito which the victim has been induced 
by the· very fraud. complained of. 1 A further difficulty in Pen..,ington's 

views, which rest ~n the ffaud being a term of the contract, is that, on 
the· facts in Houldsworth's case, the fraud~lent misrepres~ntation which 
had. been made by the agent, had not been incorporated into -the contract of 
allotrne~t. 2 This was the view of Hall V C in Appleyard ex· parte. 3 As 

a result, in the latter ,ase the Houldsworth. principle was not applied, 

106. 

because the fraud was a breach of contract and not a fraudulent misrepresentation 
outside the contract. 4 On the other hand, i_n another case, the same test, that -> 

the claim was ineonsjstent with continued membership, was applied to defeat 
a claim arising out of a fraudulent brea~h of a contra~t. 5 It is not 
necessary ~o re·concil e th~se poi 11ts of view, because the pres_ent ·enquiry is 
concerned with the quest.ion whether continued membership is an .Qbstacle 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 fr.om breach of a 
contract. 

2.3 An ass~ssment of the principle in Houldsworth's case in English law6 

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 v~riance with.the contract, with which the plaintiff wishes to abide, and 
that this is, in substance, both approbating and reprobating, which is not 
allo"'.'ed.·· The second is that,. although a fraud by an agent renders his 
principal liable vicariously, nevertheless the existing shareholders, although 

1. See for example the South African case of Oranje Benefit Society v 
Centra 1 Merchant Bank Ltd 1976 ( 4) S.A 659 ~73-674-D-E and the judgment 
of the House of Lords mentioned therein, namely Central Railvrny Com::ia_ny 
of Venezu~la v Joseph Kisch (1867) LR 2 HL 99 at 120 .. · 

2. · ·Houldsworth's case supra 322 and 324. 

3. E-1881J 18 ChD 587. 

4. : Ibid 595. 
· 5. In_ Addlestone Linoleum Co Ltd f'.!e. (1887) 37 ChD 191 CA. See ·a1so· Gower '.529. 
6. Houldsworth v City of Glasgow Bank (1880) 5 AC 317 HL. 
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., I:> 

they ·had employed a. dishonest agent, could not be h~ld v~cariously liable, 
since they were all innocent of the fraud. Nor could a claim be brought 
ag_ainst the company but ~nly_ aga{nst th~ director ·pe~sonally. 1 In regard 
to the first underlying re&son, the notion that a v1cti~ of a fraud, who is 
induced thereby to enter into a cont~act, and who elects to abide by the 
contract and to claim damages, is both approbating and reprobating, is 
µnsound. To reprobate a contract is to repudiate it. To claim damages 

·either in tort, or for breach of.contract, is not to repudiate it. 
. is no doubt that, according to English law a·person who purchases 

. -

There 

goods, concerning which the vendor has·made a frauduJent misrepresentation, 
may ret~in the goodi and claim damages. 2 Th~s is so, despite the fact that 
the two courses of conduct superficially appear to_ be inconsistent. In fa·ct, 
if there is such an ·inconsistency, it is no bar to a claim for damages 

. . 

together with a claim for specific performance. Despite the fact that a. 

share deal creates an ongoing relationship between buyer and seller, the 
. . . 

position is the same: the action for damages does not amount to a repudiation 
or a reprobation, although there may be· some incons_isteAcy. 

_Gow~r fias offered, as a reason, the need to preserve the share_ capital 
as a guarantee fund for creditors: There is no such suggestion in the case. . ~ 

Furthennore such a policy would not stop at barring_ damages. It would insist 

It, 
).Y 

on barring rescission as well. It cannot therefore, be regarded as a satisfactory 
expl~nation. 

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 seri~s of misconceptions • 

. 
Firstly,it rests on the: view that the action is not really against the. 

corporate body but· against all the ~embers except one, namely the plaintiff. 3 

. This ignores the separate corporate entity of the company. It also, as a 
r-esult, -ignores the fact that it was the company which gave the agent h·is 
mandate-, .and not the shareholders. 

1. Houldsworth's case supra 340. 

2. Ibid 323. 

3. Ibid 329:-
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S·econdly, the action against the other members, while it res ts on 
the valid assumption that there is a ·contract between the members inter se, . . .. · 

108. 

arising out of. the issu_e of shares, also assumes-'that they coul~ be.vicariously 
liable, but for the exception created in th~ case. 1 This liability assumes 

. ·a mandate from the members to the_agent. Now the directors, as such, are not the 
ag~pts of the shareholders, ·sinci 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 ~oes not constitute a mandate 
from the_members personally. There may, of c_ourse, be such a mandate, arising 
out of the facts_ot a given s{tuation. Apart from this, it is incorrect to 

. . 

assume, as Lord Hatherley did, that the plaintiff and the other s·hareholders 
had employed dishonest agents. 2· If there is no mandate on the· facts, the 
only alter~ative is a mandate ari.sing out of the contract cre~t~d bys 20 of 
.the English Companies Act, 1948-~rd its predecessors, As has been indicated,. 
this contract is a statutory fiction. 3 It. is, of course, a contract between 
the company and the members, and th~ members inter se. In the present ·case 
the .contract between the members derived from the activities 
of the directors. · Nevertheless it was in fact created by a statutory fiction 
which.creates legal obligations which would otherwise not exist. Jhis fiction 
does _not extend to creating·a mandate by the existing shareholders in_favour 
of ·an agent to introduce a new member. Hence it is no basis for imposing~ 

• vicarious liability on them. 

Thirdly, ev~n if the existing shareholders did give the agent a·mandate, 
the ~ew member aid not~ so that it is impossible to impute a vicarious liability 
to him. 

Fourthly, a~ to the reason advanced in 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 vica.rious liability. 4 

1 • . This situation was not. dealt with by the court in this case~ 
2. 

3. 
4 .. 

'Ibid 334 •. 
See Chapter.2 at 11. 
Houldsworth's case supra.329-33O. 
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If the shareholders were n6t innocent, there would be no need to invoke 

a vicario_us liability. They would be -liable a~ parties to the fraud. 

109. 

In the result, this underlying reason for the outcome o·f the case is unsound. 

The company clearly was liable while the shareholders were not .. 

Apart from these.strictures, it is to_b~ noted that th~ speeches given 

in 
1
this case, while recognising that the company was a separate le~al entity, 

.did not view the claim as or:ie by the member against the company, but as a 

claim by the member against all the other me~bers, as if there was a_partnership. 1 

The significance of the predeces-sor ·of s 20 escaped them. As a result they did 

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_ relationsh1p 

between the members inter se \.'1as not that of a partnership, but arose fror:n ·a 

stat~tory, 9-greement created by this section, and having its own peculiar 
. . 

characteristics. Consequently they did not acknowledge that the contra~t 

between. the members is also a statutory-fiction which only comes into being 
. . 

on r.egistratio~ of the company arid of the members. 

Likewise, at the time of the exchanges between Gower and Hornby the 

existence of 9-_ c9ntract between the members inter se, arising from the 
. . . 

constitution, _in tenns of the relevant section of the English Companies Act, 

had nqt yet been fully recognised. The latter described it as old fashioned 
.. 

to s·peak of the memorandum and articles as a contract between the members 

inter se. 2 In the opinion of Gower, the relationship between the members 
. . 

inter se was controversial, and the·fact that it was contractual was by no 

means accepted .. 3 Hm-je~er, th~ -i~~~Lf~- h~d not -yet been s_ettl ed, by t:1e case of · .- . 

Rayfield v Hands, in favour of the view that the·constitution is a contract 

between the members int·e/te·.'4-···.- This· woul·d not, it is submitted, have altered 

their viewpoints-. ~lthough Go\.'1er did not express himse1f on the matter, _tio_rnby" 

said it was •immaterial whether the constitution is a contract· between the 

members or not. 5 

1. Houldsworth's·case supra 329 . 
. . · 

2. Hornby J A : Houldsworth v City of Glasgow Bank (1_956) 19 MLR 54 
·---=a:t 55 footnote 7. 

. . 
3. G_ower LC B ·: The Contractual Effect of Articles of Assoc-iation (1958) 

21 MLR 401; Rayfield v Hands - !-'. r:>stscrip-t and i-\ drop of Scotch (1953) 
21 MLR· 557· 

4 • 

5·. 
CJ9~8J 2 All ER 194 ChD. See Chapter 32 et seq.­

Hornby's article supra at 55 footnote 7. 
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110. 
•• .[i 

3.· · South African .law - ,'v 
.-' 

3. l A survey of the. c·ases and_ academic wri ti n.9.s 

The proposition that a purchaser of shares, induced to purchase 
same by a fraudulent mi sreprese_ntati on, may not retain the shares while 
claiming damages, was mentioned by De Vil l_i ers J A in Pathescope (Uni on) of 
SA Ltd v Mallinick. 1 In this case the pla~nt1ff, a teacher in a Government 

· school, applied in Augu~t 1922 'for 100 shares_ in the defendant company which 
were duly-allotted to her and paid for by her. In ~cember 1925 she brought 
an a~tion for rescission on the ground that s~e had been induced to apply 
for the shares by th_e n:ii srepresentati ans 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 knowledge, she had taken no steps until 1925 to-

. have the co~tract rescinded and have her ~ame deleted from the share register, 
and that, by reason of her delay, she was not now entitled to have the relief 
she claimed. The court a quo, construed the plea as one of estoppel, ·found 
that there h~d been a deliberate fraud practised on ~he plaintiff, of w~ich 
the company became aware and gav~.judgment for the plaintiff presumably on 

. ~the ground thai such knowledge defeated the defence of estopp~l. 

. 
· · 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 r!;!gister as soon as the facts on which he 
relies come·to his knowledge. 2 The reason for this, it was contended, was 
the peculiar·nature of the contract to take shares which affected the interests· 
of creditors and ·other shareholders. 
repudi~tion was required. 3 

Therefore, it was said, more than mere 

In his judgment De Villiers J A considered tha~ the substantial defence 
to the acti,on was the delay, in .not having the contract rescinded, and .in not 
havin~ the plaintiff's nam~ del~ted from the _share· register. 4 However, he 
exam1ned very closely the evi.dence as to wliether the misrepresentation· had 
beeri material. ~lthough there had been a deliberate fraud, nevertheless ihe 

1. 1927 AD 2.92 at 30l. 
2. Ibid 293. 

3. Ibid 293-

4 •. Ibid 296· 
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plaintiff entered the contract on a promise that if s~e ~as unwilling to 

. take up the shares she need not do so. Accordingly the fraud was not, said 
the j~dge, ·the cause of the contract and so.the ~l~intiff faile1. 1 · 

. ~. 
Consequently it was. not necessary to consider the defence of delay-. However 
the· court a quo had construed the.defence ~s. one of esto~pel and therefore 
th~ judge considered it adv{sabli to consider the true ~ature of the defence~ 

In English law a purchaser of goods induced to buy by a fraudulent 

misrepresentation might ~leci to retain the ~oods and recover damages. 2 But, 
he said,apropos of English law, "the same principle does not apply to shares 
or st.ock in a joint stock company, for a pers·on. induced by the fraud of the 

- - ~ . 

agents of a joint stock company to become a par.tner in· that company~ can bring 
no action for d.amages against the company whilst he remains in ·it; his only 
remedy is restitutio in irrtegrum ·ai:id rescission of the contra·ct; and if that 

. . . 

becomes impossible - by the winding-up of the company or by any other means -
his action for damages is irrelevant and cannot be maintain€d 11

• As authority 
for thi.s ·proposition the judge. referred to Houlds1t✓ 0rth 's case. 3 

There·can be little doubt that this statement was obiter dictum. ·rh_e · 
-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 ques.tion of 
delay .• An entirely different principle was raised, unrelated to the·question 
of delay, namely .1tJhether the purchaser of shares cou~d remain a member and· 
claim damages. Immediately after interpolating this reference to Houids1-,orth's 
case, the judge returned to the question of delay, which he said could cause 
a purcha~er to -loie the right ~o rescind. 4 Then he iurned to the error of the 
court a quo in cons.truing the defence as -one of estoppel. It was not, he. said, 
a case of estoppel but of a praesumptio juris etjure, founded on the publicity 
of. the register. 5 . 

1. Ibid ,300 • . 
2. Ibid 301. 
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4. "Ibidem~ 

5. Ibid 303. 
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De Wet and Yeats consider that the rule that a person could abide by 
·a contract and claim damages applied equally to a-contract for the purchase 
of shares, .as '"it· did to· all other contracts ·which were induced 'L'y f~aud. 1 

. . 

_The_ proposition in -Houldsworth's case that such a course :of conduct was 

112.-

inconsistent with the rights of a·shareholdet was not, in their opinion, well-. . 

founded. In the judgment, they say, it was c·ontended that. the plaintiff in· 

_such action was bringing an action against all the shareholders and therefore 
against himself - a proposition which was intonsistent with the separate 
corporate existence of the company. -

- Cilliers and"Benade noted that the statement tha~ a person could claim. 
damages and at the same time continue to hold the shares, because his continued 
membership was incompatible with litigition against the company, ·though 
historicaliy explicable,_n.egated.the separate legal personality __ of the company. 2 

The validity of the obiter dictum quoted above in the case of Pathescope (Union) 
of SA Ltd v Mallinick, was, in their view, doubtful.3 . 

. 3.2 An assessment of this rule in South African. law. 

It has been .previously indicaied that, even if the separate legal 
personality of the company would have been recognised in Houlcls1:10rth 's case 
it.would not of itself have enabled the ju·dges to grant the relief claimed. 
Lord Selborne, for one, was aware of the company's s~parate existence. 4 Their 
problem was tha~ 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 tvlO further 

step~, which th~ ju~ge~ did not take. The first was to recognise that the 
claim rested on deli ct 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. 
2. 

·3. 

4. 
5. 

D~ Wet and Yeats 482 footnote _(W). 
c·ill iers H S and· Benade M L : Company La\v (Second Edition ·ourban 1973) 
132 footnote 18. In Cilliers Benade -De Villiers this footndte is deleted. 

. .---~ .-,:.J~ 
1927 AO 292 at 30~ 
Houldsworth's case supra·329. 
Ibidem. See also the speech of Earl Cairns 325. 
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ex°i sting members. · In the case of the company, this arose out of the 
'• J.."'>' 

. . 
activities of its agent, as well as out of the legal fiction created under 
the statut_e. The company was, on the facts, vi~ariously liable for the 
fraud of i ~s agent. In the._ case of the shareholders, the contract arose 
solely out of the l~gal fiction which contained no mandate. On the facts 
the shareholders had given the agent no mandate. Consequently they could 
not be held vicariously liable for his fraud. 

There are no relevant principles of South African law which justify 

113. 

· the exception created by Houlds\'1orth 1 s case. to the relief available to the 
victim of a fraud in the purchase of shares.· This is so, even though the 
docttine of the constitution as a contract has been_taken over from English 
law. It is submitt~d ~hat the case itself was wrongly decided, and that our 
courts are the ref ore, free to depar_t from it on pri nci p 1 e. 

· 4. Conclusion 

Arising from this investigation into Houldsworth 1s case a· conclusion ~ay 
be drawn, it is submitted, that the agreement in the constitution is no-more 
than a statu.tory fiction, which only comes into existence upon registration of 

. -the company and of th~ members as. such from time to time. 1 Furthermore the 
scop~ of this statutory agreement ·;s limited in the sense that rights and 
obligations not stated in the constituti.on or in the Act \'lill not be readily 
implied therein .. For example, the members in Houldsworth 1 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 dir~ctors, who induced him to become a member.~ 
Nevertheless·, if 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 re1at1onship between the members arose under the statute. 

. . 

The new member had a _claim against the company, 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. 
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of the nett asset value of their shares, as a _result of the company being 
obliged to pay damages. 

.The P.r-inciple in Houldsworth's case, precluding, as it does, an 
. . 

action for damages without a·rescission of membership, is certainly an . . 

,1,:, 

obstacle to enforcement of rights in a company. It has been submitted that 
thii principle is unsound and should not be followed or extended, either in 

. English or in South African law. It follows that there is no reason why 
membership should be a bar to enforcing righ~s which arise outside the 
constitution. In chapter seven of this diss·ertation, which deals· with 
the ruli in Foss v Harbottle, the other side of the question arises, namely 

. whether membership is a bar to enforci~g ri~hts which arise inside the 
constitution. 

Prior t_hereto, attention wi 11 be given to the ultra vi res doctrine· 

114. 

)~ 

· insofar as tt deals with the enforcement qf rights arising from the constitution. 
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. CHAPTER 6 THE ULTRA VIRES. DOCTRINE ANOS 36 OF THE ·ACT . 

1. Introduction <"·, 
~. 

That the memorandum and articles are.a contract be~ween the company 
·and its members and between the members inter se, is a trite proposition 

115. 

. ~ . . 
at this stage of the development of company la\1. One aspect of that agreement 
is that the parties to it, the members and the company, agree that the company 
wi 11 have the capacity and pow·ers set out in the memorandum as read \•ti th the 

Act.· The constitution therefore determines ~he capacity of the company. 1 

·· Under the common law, the ultra vires doctrine declared that an act 
don~ on behalf of a company which was beyond its capacity was n~ll and void. 
S 36 of the_ Act; however, ~tates ._inter alia that no act of~ company shall 

· be void by reason only of. the fact that the company 1;1as without capacity or 

power so to act. 

The relevance of-the ultra vi~es doctrine and of s 36 in regard to the 
conc~pt ·of t~e company con~titution as a contract, is that each in its qwn ~ay 
affects the met~ods of upholding that contract .. 

The ultra vires doctrine is of English origin and has.been taken over 
intact into South African law. S 36 is not to be found in English law~ which 
has adopted another form of statutory relief. In England, s 9(1) of the 
Europ~an Communities Act provides that, in regard to persons dealing in good 
faith with a company, the powers of directors are deemed to be free of any . 
limitation in the company's constitution. 

l. See Nau de S J : Company Contracts : the Effect of Se st ion 36 of the r.ew Act 
(1974) 91 SALJ 315 at 319-320 and 326. In the view of this learned 
author the main business of a company v,culc initially fall \·:it:--1i:: the sco;Je 
of the stated main object,but r:right ::hange so that an uns_tated ancillary 
object may become the main object in terms of s 33(2). Therefore the 

·fact· that the memorandum ·.-ia.s a contract "founded .on rather thin ice." 11 
It is submitted, however, that these changes can only be brought about by I 
tne directors, a"cting .in terms of their mandate in terms of the constitution. i 
Jherefore the constitution continues to determine the capacity of the company I· 
although it may no lqnger reflect it accurately. >-'->· ...... ,:)~ I. 
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Because the.ultra vires doctrine·has been taken into South African 

law unchanged, there is no need to deal with t~e subject first in English 
and then irr South African law. Nor is there_ any advant~ge in ~ealing in 
any way withs 9(1) of _the European Communities Act. 

ll6. 

it is, therefor~, proposed to set ouf the statutory afrangement under 
the

1
-earlier Companies Act, 46 of 1~26 a~d the common law ultra vires doctrine. 

Then detailed attention will_ be given to s 36 of the Act in the co~text of the 
Act's new statutory arrangements.As there are· no judicial pronouncem~nts 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 
ventu~ed their views on the inte~pretation of the section. In particular, 
Naude has written a perceptive analysis of s 36 which requires a careful 
studY: and ·a_ssessment •

1 
The views of the other a ca demi c writers wi 11 be referred 

to from time to time, in t~e context of Naude's views. 

2. The old statutory arrangement anij the common law 

The ultra vires doctrine rested ori the statutory arrangement of the 
-~ompa-!1.i es Act, 46 :of 1926, which -was re pea 1 ed by the Act. 2 According to 
s .5 of Act 46 ·of .1926 the ,requisite number of persons·, by subscribing their 
name~ to·a memorandum of association and otherwise complying with the 
requjrements of this Act in respect -of __ registration were entitled to form an 
incqrporated company. S 6 ands 7 provided tha~ the memorandum state the 
objects of the company. S 9 prohibited such a company_from altering "the 
conditions" contained in. its memorandum except in the cases, and in the 

. . /. 

mode~ and to the extent for which.· prov·; s ion was made in the said Act. S 17 
provided for·registration'.of·t~e-'memorandum, _ands 18 required the Registrar 
of -Companies to ~ertify that the company was incorporated, \'/hereupon it becar,;e 

a body corporate, tapable of exercising all the·f~nctions of an incorporated 
company, as specified, expiessly or impliedly tn the company's memorandum . . . 

and ar.ticles and in the said J\ct. The articles \"/ere subordin-ate to the . . 

memorantjum prescribing, as set out ins 12, s 1~ ~na s 14,·and the 

~· ... '1.---:1;..l 

· l. -NaiJde S J : _ Company Contracts. : the Effect of Section 3G of the ne•.-1 /-.ct sup:::. 
.2. What_jollows is a brief resum§ of th~ words of Trollip Ji in Quadranqel 

InvE>stments. v ~-!itinc! Holdir.cs Ltd 1975 (l) ·sA.572 U\) 579f:-'.!. 1he case--
1S a_lso re~ortec~ i:l the court a o~E_ · 1974 (3; SP.. 364 ('.·!). 
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117. 

regulati_ons for the ·internal management of the company. Subject to ·the 

provis·ions of this A.ct, and the co~ditions con~ained in the memorandum, th~ 
articles could in terms of s 15, be freely altered ·o_r added to by special 

re~olution.· Trollip J A described the memorandum under this·Act as follows 

- ~-, 
_)Y 

. . 
"Consequently, according to the Act, the memorandum is the constitution 

of the company; affirmatively it empowers the company to act within the provisions 

expressed or implied in its memo·randum; negatively it forbids the company to do 

anything which is beyond or contrary to those provisions; -... i,_l 

The essence of the ultra vires doctrin~ in regard to anythi~g done by a 

company beyond its capacity was, said Trollip J A as follows: 

" ••• jf any ~uch thing is done, whilst it would not be illegal, it would 6e 
null and void, as haying been, in effect, prohibited by the Act; and it wo~ld 

therefore b_e. incapable of validation by subsequent ratification by the shareholders 

even if they unanimously assent thereto.· On the other hand any act or acti~ity, 

·contrary to the articles but within the am.bit o,f the memorandum, is at 1tmrst 

merely voidable and can be v·aHdated by the shareholders ratifying it in the 

requisi.te manner. 112 That was the_ ultra vi res doctrine ·as applied to register·ed 

companies .. ,~ English law, this doctrine was first authoritatively expoanded by 

the House of Lords in Ashbury Railway Carriage and Iron Co v Riche, ·the locus 

-~lassicus on th~ subject. 3 

It is submitted that,· in Ashbury .Raih,ay's case, the ultra vi res 

doctr-ine, 1t1hich had previo·us_ly been evolved by the courts in relation to 

companies incorporated- by statute, was held for the first time to apply to 

companies· re.gistered under the Companies Acts. In this case, the company_ 

ha~ limited objects, so that it was beyond the powers of the company _to enter 

into t~e contract in questio~, namely to 

a railway in Belgium. This contract was 

purchase a concession for constructing 

therefore void. 4 

1. Ibidem 579H (my deletion). This Act was .the ~ormer Companies Act, 
• 46 of 1926. 

' 
2. Jbidem 579 H-580 

3. (1875) LR 7 HL 653 at·.670. 

4. Ashbury_Baj_l_'Ma}'_ 's case supra 672 .. 
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1 ls·. 

Ho~e~ef, historically, registered companies ~uch-as the one in· 

Ashbury Railway's case did not derive f~o~ companies incorporated by pa.rl iament, · 

but were the successors of the former unincorpo~ated companies, whose deeds 

of settlement merely 1 imited the -authority of the directors. These unincorporated 
- . 

companies were essentially large partnerships created by agreement with unlimited 

liability. Their succ~ssors, although they v1ere registered ·companies, retained 

the,·same c;ontractual characteristic: their constitu_tio.n was a type of statutory 

agreement. 1 This re~ains true of the registered company to-day. \et the courts 

imposed on them a doctrine created _essentially for an entity incorpor_ated 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 Quc:1.drano.le's case as set out above, v,as 

that the company did not have unlimited capacity. 2 It had the capacity ·set 

out ih the memorandum, as read \'dth the former Companies Act. 3 Its capacity 

was· determined by the agreement containe~ in the constitution. 

In terms. of the ultra vi res doctrine, atts of the· ~ompany beyond that 

capa.city were regarded as ultra vires the· company. 

·.· The result of the ultra vi res doctr_ine was that the agreement in_ the 

constitution defined the limits of the company's capacity and the ultra vires 

doctrine protected these iimits~ Thai this was so, i~ shown by the reasoning 

of E~rl Cairns.in Ashbury Railway's ca~e.
4 

Quoting the predecesso~ to s 20 

of the English Companies Act, 1948, t:ie said. that the memorandum of association 

was to be. a covenant in ~1hich ev.er.Yp member agreed to observe the conditions 

of the memcirandum, one .of which w~~ that the objects for which the company 

was ·establish_ed were the objects _ _.~entioned. in the· memorandum and that he 

wou_ld not only observe that, but \'1ould observe it subject to the :1rovisions 

of the Act. The covenant was not merely that every member \'✓Ould observe the 
. . 

conditions upon which·the company was establish~d but that there would be no 

change in the objects and that·included an undertaking that no object be 
' . 

1. Hickman v Kent or Romney Marsh Sheepbreeders' Association cl915J 
l ChD 881 at 903. ·----~--~ 

' --·•1;. .. . 

2. · ~'--'Q'uadrangle. Investment~ _v Wit.ind Holdings Ltd 1975 (1) SA 572 (A) 579 •. 

3. 
4. 

46 of 1926. 

Ashbury Ra.ih-tay Carria.9.e_and Iron Co v Riche supra 669. 
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pursued by the company except as was. mentioned· in the memora·ndum_: This 

stated affinnatively "the ambit and extent" of the·company's powers and 

negatively that nothing be done beyond that ambit.!. Therefore a contract . , . 

by the company ·which was- beyond the objects in its memorandum, W,\S beyond 

119. · 

the company's powers. and was void at its beginning because the company could 

. ~ot make the contract. 2 Such a contract 1--1as· therefore wh:olly null and void 

and could not be ratified. 3 

A consequence of t~e fact that an ultra vires act was void, was that 

any contractual or other obligation, beyond a company•·s objects and not 

incidental thereto, was unenforceable. 4 Any of the parties to an ultra vires 

transaction could_ass~rt its invalidity. A membe_r had a~ inherent right to seek 

an in_terdict to restrain a company or its directors from doing an ·act beyond­

the capacity of ·the company. 

Another consequenc·e was t_hat each party was obliged to restore to the 

other what was received and if th.at was not possible, in- Sou.th Africa an action 

- on the ~ro~nd of unjust_enrich~ent was avail~ble. 5 Agents of the:company which 

concluded a transa_cti_on beyond its capaci_ ty were 1 i ab 1 e_ to the company for 

damages suffered, though the court at its discretion might relieve direcior-s 
- . 

and 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~ This· was so since an ultra vires act was a well recognised exception 

to the rule in Foss v Harbottle. 6 · 

Persons who contracted with the company, other than members ,..,ho. had 

contracted through.the constit~tion, _could easily be in an invidious positio~: 

The c·ompany was not_bound unless,firstly,the contract fell within the scop-2 of 

1. Ibid 670. 

2- Ibid 672. 

3. .lbid,673. 
' 

4. Cilliers Benade De Villiers 53. 

5-. · Ibidem. 

6. Edwards v·Halliwell cl950J 2 All ER 1064 CA 1067A. See Chapter 7· at 169Jet sc.=:. 

Hahlo. 535 says that while the representative {or de"rivative) shareholders' 
action of the common law has not been abolished, it is likely to be 
rriplaced by proceeding~ under s 266, See Chapter 7 at ~72-173. 

f 
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the company's capacity, and secondly, the person acting on behalf of the ·· ·' 
company had the necessary authority to do so. l·. "According to the ultra 

- 'b .J-• vires doctrine, any contract outside the scope of the.objects and thus 
exceed i.ng th_e compa~y I s cap~ci ty was void; .•. 11] "Moreover., s i nee the objects 
clause appeared in a·public document of the company, a third party was in 
tenns ~f the doctrine of constructive· n6ti ce deemed to have knm'll edge of it. 112 

· As far as the authority of the perso.n acting on beha 1 f of the company 
was concerned, the law of agency provided the-basic source.of rules. 3 These 

·were applied in-conjunction with the doctrine pf constructive notic~ 
mentioned. above, and the Turquand rule , in terms of which the third party 
was not affected by, but was protected against internal irregularities such 
as the failure to compl1 with prerequisites for the.~xercise of powers on 
behalf of the. company, as laid down in the articles. 4 The interplay of the. 
company's lack_ of capacity on the authority. of its agents was important: the 
authority of .the person or organ to represent the company in transactions, 
could never exceed the capacity or powe_rs of the company itself.5 

In order to escape the consequences of an ultra vi res act, it had -
become·the practice to state the objects in the memorandum with such proiixity 

-that it had become a ludicrous doc~ment. 6 In addition, as a result of the 
"independent objects clause", · each· object was considered an independent 
object. The result of these drafting techniques ¼~s to produce a cumbersome 
and very complicated document. Its effect was to defeat the ultra vires 
doctrine because it sought for a memorandum g1v1ng a company unrestricted 
objecti. ·"Asa result it had failed to protect third parties and in-fact 
became a pitfall for the unwary. 117 The burden of interpreting the memorandum 

l. 

2. 
3. 
4. 
5. 
6. 

7. 

Naude S J : Company con.tracts : the Effect of Section 36 of the ne\•t Act 
-(1974) 91 SALJ 315 (Naude 1s article). 
Ibid 316-

.Ibidem. 
' Ibid 317. 

Ibid 318. 
Van Wyk de Vries Cammi ss i.on 27.08-.27.15 . 
lbid.27.09(c) and (g) arid the authorities therein quoted; 
Gower 87. 
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was beyond the layman so that it v,as a vexatious obstacle in t·he world of 
business. The operation of the ultra vires doctrine deprived companies of 
advanta~eou~ and profitable transactions. It rar~ly, if ever, operated to the 
advantage of th~ ~ompany·and seldom to the advantage of third pa~ties. The 

. . 

l_aw ~emained uncertain, despite or because o_f the prol ixit.y of objects and the 
-independent objects clause. As regards the shareholder, in fact he had no 
ready remedy after a transaction had been declared void and the company had 
suffered loss. 

3. · S 36 of the Act 

·3.1 Introduction 

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 pov1er 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 betvieen the 

· company and its members or directors, or as between its members · 
and its directors, ·neither the company nor any other. person may in 
any legal proceedings assert or rely upon any such lack of capaci'ty. 
or power: or· authority. 11 

· 

This section fonns part of the statutory arrangement of the Act. 
Although this differs from that of Act 46 of 1926, which it replaces, the 
present statutory arrangement has for present purposes- achieved much the same 
result .• 1 This result is set out in detail by Cilliers Benade De Villiers. 2 For 
the present enquiry_,· the follov:in9 salient features of this arrangement are to- be 
noted~ The comp~ny is incorporated as a body corporate which is capable of 

exercising all th~ fanctions of an incorpo~ated co~pany: The co~pany's objects 
are stated, as is its purpose . 3 It has the ~apacity determined by the r.1ain object, 
as stated in the me~ofandum, as well as unlimited objects ancillary to th~ 
main object, except such as are excluded expressly in the inernorandum. 4 It 
also-ha-s plenary .power~, save those specificany excluded. 5 

l.· ·. See s 32-33; s 56(1), s· 53(1) and s '64. 

2. 
3. 
4 •. 

5. 

· At 54 et seq. 
S 32-33 ands 52. 

S 52(1) (c) {i) read withs 34. 

S 34 read with s 52( l) (c) (ii) a-nd with Schedule 2. 

., . ...., ... '• ... ()c. 
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· Opinions may and do d_iffer on the interpretation of s 36, · and no doubt 
pend~ng. the finalit_y of judici°al interpretation, such differences will con'tinue.-1 

It is submitted that the leading article on this topic, which presents a 
most penet~ating a~alysis Qf·the section, is that of Nau~e. 2 It is proposed,· 

. . 

· therefore; to present his major propositions seriatim_. It is then proposed to 
consider those aspects which go to th'e root of the present enquiry into the 
natare 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 ~ost complicated as well as an 
uncharted area of law. -

3.2 Naude's theory 

Naude outlined th~ traditional position with particular reference to the 
two requirements for the validity of a contract to v1hich a company vias a_party, 

. . 

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 notice and the remedies· 
available. He stressed that, in -regard to the question of authority, the lav, 
of agency provided the basic source of rules, coup 1 ed· with the doctrine of 

· -.constructive notice an~ the Turquanq rule. The requirement of capacity also 
.had direct significance in regard to the quest10~ of authority since 1 authority 
coul<l never exceed the power or capacity_of the company itself. 

In regard to the new position under s 36, three major topics received 
attention: .the determination of· a co!"1pany's capacity and pm·,ers; the 
abolition of .a company's· capacity and p::>wers 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 detennination of a company's capacity and 
powers, the position remained that a company did ·not nave unlimited capacity 
o·r pm~ers. Generally speaking;· the validity of a third party's contract· 
with a Company was no lon~er_. affected by the ·1atter's capaci_ty or lack. 

1. Naµde's article supra 324~ 
Cilliers Benade De Villiers 55-57. 

2. Naude's article supra. 
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of it. _One possible interpretation of the second part of the section was 
thai the· ultra vi res doctrine had be~n preserved where the third· party happened 
to be an insider. Hence the question of the capacity of the company remained 

. . .. · 

of vital impor~iince. For this reason the learned.,author gave considerable 
attention to the q~estio~. 1 • The outcome of his exercise was tha~· the company 
continued to have 1. imited powers and capacity, whether it was a company 
·registered under the new Act or an·existing company. He then. concluded as fol)ows. 

, 

11 In vie~ of s 36, the extent of a company I s capacity and powers has 

become either wholly or only partly irrelevant - depending on one's interpretatio~ 
of that section - in determining whether that comp~ny incurred contractual 
1 iabil ity: 112 

In regard to the second topic, the abolition of a company_'s capac1~y 
and powers as a requirement for a contract,the section provfded that no act 
of a company was void etcet~ra. 2 Opinions.-might vary on the interpretation 
of this innovation. 3 In particOlar the vie~, that the phrase commencin~ with. 
'except'· had the effect of preserving the traditional ultra vi res doctrine in 
respect of contracts between a compan-y and its di rectors or members, vias kno:·m 
to be di~puted. 4 ·This le~ to a possible distinction b~tweeh a cc~pany's 
contracts with outs1ders on the one hand and with insiders on the other, a 
useful distinction for the purposes of elucidation and disc~ssion, although 
not necessarily a valid ·one. 4 · 

The validity of a contract w·ith an outsider was clearly not affected by 
any lack of capacity or power on the part of the company. This was so, \'1hether. 
there _was-knowledge of this lack of capacity, or even collusion in ~espect 
thereof. The c·ontract was no longer rendered void and furthermore neither the 
compan.v nor the thira party might in any legal proceedings assert it or rely 

·t 5 on 1 • 

1. Ibid.318-323. Naude's detailed presentation of thi-s aspect is not relevant 
to the present enquiry • 

• Ibid '323. 

!bid 324 • 
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Naude S J . : Company contracts : the Effect of ~cti on 36 of the nevi Act. ( l 97C:. 
91 _SALJ 315 at324 (Naude> article). ·· ,.)• 
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The result was to destroy the doctrine of constructive notice, ~hich. 
became irrelevant. It served to encourage directors to ignore the company's 
main object a 1 together, and overprotected the third party, bec·ause it rendered 
his actual knowled~e irrelevant. 1 · 

A member could Jeek an interdict _in ~egird to ~atters beyond the company's 
capacity or pm-1ers but the "theory justifying it had "virtually col lapsed". 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 exception because an ultra v.ires act 
was void and could not be ratifi~d bj the members in general meeting''. Now 
it was no 1onger 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 com~any was on rather thin ice, because the memorandum no longer 
contained an accurate refl~ction of the company.'s capacity. 3-

Nevertheless a member c6uld obtain ~n interdict, _but the.new basis was 
the last part of s 36 itself since, as bet~een. the compa~y and its members or. 
dire~tors, the co~pany's lack of_ capacity or ~ower might be asserted or relied 
on in· any legal proceedings. After the contract in question was concluded 
t~ere was hothing a membef could ~o to sei it ·aside. 4 

. -- . 
The director's fiduciary duty not to act beyond the company's pov1ers · 

and:capacity remained, as did his 11ability for -damages, and in fact became 
far more significant since the comp.any, being bound t0 the ultra vi res contract, 
was in greater. danger th·an pr~~i·~-ufly · of suffering loss. This extended the 

. (· . 

significance of the excep~i_on ~o ·the last part of s 36~ Such a claim against 
• • € .••. ,I ' • ... ' 

the director~ in question might-~rise in in action by the company, or as 
between the members claiming derivatively ind the directors. A member might 

l. Ibid 325. 

2. . Ibidem. 

3. · -Ibid 326. 

4-. Ibidem. -
,··-... c:I:.: 
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r~lY. on s 266 to effect the institution of proceedings by the company itself 
or ·by a curator ad litem. 1 

It w_as an unaccepta~le proposition that the phras.e, 'or because the 
· directors had no authority to perform that act on beha 1 f of the company by 

reason only of the said fact' ins 36, meant that an outsider who contracted 
wit~ the company had been relieved not only of the first traditiona~ 
requirement for a valid company contract, but also of the.second, namely, 
that the directors who acted on behalf of the company had to have the necessary 

. . 2 
authority. 

~., 
)Y 

In regard to contracts vlith insiders, that is with directors or me.mbers 
of the same company,_ i~ was clear· that· in terms of. the exception in the last 
part of s ~6., either the company or that insider may in any legal proceedings 
assert or rely upon any lack o.f capacity or power on the part of the company for 

. . . 3 
· the purpose~ of the contract. 

·ror what purpose might this assfftion be made? There were two views· 
on this· part of s 3i. 3 

The fir~t view was that the traditional ultra vires doctrine had been 
·preserved in fespect of i~mpany coniracts with·i~side~s only, and that 

' . 
the~efore a member or a director or the company would therefore still be able 
to r~ly as agains~ the other on the fact that an act beyond the capacity of 
the company was void. Howeve½ 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 reliance upon· 

such lack of capacity was not a pro vi so to the basic provision in the first 
part ·but was complementary to it. Clearly 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 contracts 
were void applied to all contracts, with an outsider or an insid~r. 4 This 

• ' I • 

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 capatity or.pow~rs to 
obtain· an interdict or claim compensatio.n from the directors ,,,hose ultra vires · 
acts caused loss to the company. 

1. Naude's article supra 3~6; 

2. Ibid 327. The words underlined are set out ~Y th~ rearned author in i.talic~ 
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 iniiders, would 
place directors and members in the same positfon. However, while a director 
might be expect.ed. to know that he was acting beyond the company\s capacity 

• • • I .. , 

and powers, and therefore need not be protected, it would be most unfair towards 
_members._ Members were deemed to know the-company's capa:City and powers, in 

ter~s of the constructive notice d·octri n_e, a lth_ough they. may we 11 be unav1a re 9f 

the position. A few shares inherited or purchased in the co~pany, would change 
their contractual rights ~awards the company. This interpretation could, 
ther~fore, not be supported. 

The second vjew was that the ultra vires doctrine had been destroyed in 
respect 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 cou-ld se.ek an inter.diet and compensation. 1 The reasoos 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 pow·ers, and that this was an OYerriding proposition 

. . 
. not subject to any exception. · The section contained an additional prohibition, 

. . . 

that against asserting the- company's ·1ack of capacity or powers, but to this . . . . 

ther~ was an·excep~ion in favour of insiders. Consequently, while in~id~rs 
c"c>uld make this· assertion, it could not alter the fact· that_ the ultra vi res 

. . 
act was no lon~e~ void. Therefore, insiders ~ould only seek_an interdict and 
damages. Furthermore, any distinction between insiders and outsiders·for the 
purposes of the va_l i di ty of an ultra vi res contract with a company became 
meani~gless, so that previous conclusions regarding outsiders cipplied to 
insiders, __ particul~rly the fact that the validity of the contract was· unaff~~ted 
by knowledge, and the destruction of the operation of constructive kn0\•1ledge, and 
the availability ·of .an interdict and a cla·im for compensation. 

Nevertheles~, this interpretation had inequitable implications. A director 
would be protected, in_spite of _his knowledge that he act~d beyond his authority 
because of the company-'s lack of capacity or powers, and \'/Ould ·nevertheless have 
a valid tontract with his company. He, and the other dire·ctors, would be liable 

in d~mages. 2 

1. Ibid 329. 

2~ Ibid 330. -
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In a word, therefore, s 36 had "effectively destroyed the first 

traditional requirement for a valid. co~pany contract,· namely, that the . . . . 1 
cori1pany has_ to have the nec~ssary .capacity and powers. 11 

,..~: 

Naude then dealt with the third major topic, namely the preservation 

of the authority of a person ac~ing on behalf of a company as a requirement 

for a contract. 

127. 

The Van Wyk de Vries Commission vJas 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 

~ 
JY 

to perform that act on behalf of the c~:mipany by reason only of the said fa\:t. 2 

~his did not mean th~ ~bolition of the general req~irement that the person acti~g 
on behalf df the company must have the necessary authority to do so. How~ver, 

its meaning, and the reason fo~ 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 powers. An ultra vires cqntract as a result. 

was not binding, both because the company lacked capacity, and because th_e 

di rectors did not have the requisite authority preci s-e l y because of the 
•' . 

. company's lack of capacity. Under _the new dispensation, since capacity i,,1as 

no longer relevant, every ultra vires contract woul_d -but for this phrase, 

·have been open to attack ·on the ground t~at the directors' authority hact·been 

exceeded merely because the transaction was beyond the company's capacity or 

powers. 3 This, the second tradJtional requirement,still stood in the sense 

that v1here an act was within the company I s capacity the authority re qui rernent 

would also have to be fulfilled. If the act fell beyond the company's capacity 

or powers, the c6ntract could no longer be attacked on the ground that the 

direciors had no authority. _(Presumably, this is because in terms of the 

section, a contrac·t will not be void because of the absence of the directors' 

authority which is lacking .by reason only of that fa~t.) This was so, 

altho~gh the legislature had preserved this requirement regarding the dire~tors' 

authority. Therefore,an .enquiry on this point should proceed on the assumption 
that the company had the nec·essary capacity and pm•iers; if ·the comp3ny would 

1. 
2. 

3. 

Ibidem. 

Ibid 331. 

Ibid 332 .. 
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then be.bound this conclusion.was not affected by the fact that-the capacity 
and power were in fact lacking. Since this general requirement remained, 

128. 

the law of agency continued to apply, in conjuncti.on··~lith the law of constructive 
.. . . /"-

notice and the Ttirquand ru_le, but without r·egard to the compan}i:'·s _capacity or 

powers. 1 Where, however, the articles expr~ssly restrict~d the director's powers, 
· then a contract entered into-on bihalf of a ~ompany by the directors beyond its 

capacity with an outsider, would not be open t~ attack o·n the grounds of lack 
of capacity, in terms of s 36. 2 It would be possible to attack this contract 

. . 

on the basis of the directors' lack of authority, because this arose, not only 
because of the company I s 1 ack of capacity and powe·rs, but a 1 so because their 
powers were expre_ssly restricted in _the articles. Therefore, unless the 
company in general meeting ratified the contract, it would not be- bound. 

Thi~ ~oniract was ratifi~b]e. 3 In the past, ratification was possible . . . 

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, ratifi'cati on was poss i b 1 e \•/here the 
agents had exceeded their_authority,- irrespective of whether the contract 
was intra vtres the company . Such a ratification was·effettive v~s-~-vis · 
. the third party, but it was arguabl~ that a member could obtain an interdict 
against ratification where the act fell ·beyond the company's capac1ty or 
pow_ers. 

Naude conc·luded his learned article with the following submissions: 4 

(a} it wa~ no long~r a requirement for a valid company contract that the co~p~ny 
had ~o have the· necessary capacity or powers, whether the other party was an 
inside~ or an outsider.· 
(b} the person representing the company still had to have the necessary authority~ 
which could exceed· the company's capacity and powers. Therefore the tradi tiona 1 

·1 ink between company capacity and di rectors' pm·rers had been b_roken, certainly 

1. ]bid 333. 

2. . Ibid 334 • 

3. !bide□. :~- _:.>•·• ...... , ;.:J··a 

4 •. Ib.i d 335 ~ 
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in respect of the directors acting as a- board. 1 An individual agent's 

acts could, ·however, still be challenged for _lack of authority ·because his 

authority exceeded the ~omp~ny 's capacity or powers. It was to be 'hoped 

that the_ courts would ·interpret s 36 so that the phrase 11 directors 11 meant 

129. 

not only the board, bu~·also indivi_dual directors or any other agent, so that 

these coul cl al so act beyond · the capacity of the company if so authorised. · 

Such authority could be actual or ostensible and, therefore, the principles of 

estoppel would apply, as also the possibility of ratification. The T-urquand 

rule and the doctrine of construtti~e notice would also continue to operate,. 

the latter with unfortunate results. 

On a practical level, the enquiry as to the agent's authority woulq · 

proce~d on 'the assumption that the company itself had -the necessary capacity 

and p~wers. 2 

Finally, although the term ultra vires had been used to describe 

· contraventions of statuto_ry provisions ('such as s 37, s:38 and_ s 225) or a cornnoo 

law rule· (such as·that dividends may not be paid out of capital) s 36 was not 

designed to aprly to these. 3 · 

In·dealing with Naude's views, it is proposed to take for granted those 

on th~ ·determination of a company's cap~_city and pm'lers, accepting ·as valid his 

conc~usion that the company continues to have only_ a l_imited capacity, as in 
4 . . . . 

the past. Consequently, there can s ti 11 be acts beyond the capacity or oowers . ~ - .. 
of the company. The first ques'ffon·wh-ich arises, therefore, is whether s 36 

has abolished the ultra•vires doct·~ine · entirely .or only partially. 
. ----- , . 

l.:.:.. .J () .!. ·,, ✓ 

3.3 The abolition of the ultra vires doctrine 

Naude 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 c6mpany contracts with insiders only~ The seco~d w~s that the 

.ultra vires doctrine.had been_destroyed in respect·of insiders as well. In 

rejecting the first view in fa~our of the second, Naude advanced the following 
~- ... ,.:=~, 

argument. 

l. Naude's article supra 335. 

2. IQid° 336. 
3 .. Ibidem. 

4. Ibid 323. 
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130. · 

On the wording of s 36" itself the crucial first part stated that 'no 
act sha 11 be void' by reason only of the company's lack of capacity or power. 1 

The. second _part which prohibited the assertion of or reliance on such lack of .J~ 

capacity in legal proceedings·, was. not a-proviso to the t?asic 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. 
Ther~fore 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 res·pect of insiders would have startling consequ·ences. 2-

.. Cilliers Benade De Villiers tend to favour the view that the ultra vires 
doctrine was abolished entirely. They recognise, _however, the force of the 
other point of view, namely that, ass 36 must be taken to have amended the. 
common law strictly within the_limits of the wording of the secdon, the· 
.contract of a member with his company would in all respects be regulated by the 
common law d~ctrine of ultra·vires. 3 · 

Hahlo also takes the same view, namely that it was well arguable that 
as reg-ards· contracts, the ultra vires rule had been abolished ·in respect of 
.i-~siders as well. 4· On the other ha!)d, it. followed from the v,ording of s 36, 
that -ultra vires had not been aboHshed as regards internal company affairs. 

Henochsberg also regards the doctrine of ultra vires as remaining 
. . 

an important part of the law relating to companies, since members and directors 
could in terms of s 36 itself claim damage·s or an interdict. 5 

Gibson say~ that the effect of the section was to abolish.the doctrine 
of ultra vires totally- as far as third parties were concerned. As to the 
positfon regarding the aboliti·on of the doctrine in regard to insiders, he 

. 6 . 
makes no comment. 

1 ~ 'Naude S J : Company' Contracts : the Effect of Sec ti on 36 of the nev, Act 
_{1974) 91 SA[J" 315. at 327-3_22 (f'lauC:e's ardcle). 

2. Ibidem. As Naude say~~ it might be ~n order in rega~d to direciors, 
but its operation in regard to members would be most unfair. A member 
may find his contract vo1d due·to·a few forgotten shares, acquired years 
~reviously. · · 

3. Cilliers·Benade De Vi1liers 57~ 
4. Hahlo 78. 
5. Henochsberg 70. 
6.· Gibson 304. 
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It is submitted that the question turns purel! on a literal construction 

of the· section~. '.'No act is void" is clear and unequivocal. It.brooks of no 
. •·, 

exception.· It is submitted, therefore, that the ultra vires doctrine has been 

abolJshed entirely. 

The Van Wyk De Vries Commission rejects · the suggestfon of abo 'Ii shi ng 

· the ultra vires doctrine entirely, preferring to protect third parties and to 

preserve the role of the altra vires doctrine as far as shareholders are 

conc~rned. 1 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 powers. 2 Th~refore, since the es.sence of the 
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ultra vires doctrine is that any_act beyond the capacity of the -CC?mpany is void, 

and since such acts are no Jonger-void, the effect of s 36 is to destroy the 

· doctrine entirely. 3 A 
f 

ln 9pposing this conclus_ion, it may be argued that the ultra Vires 

• doctrine has a daub 1 e effect. Firstly, the company may not act beyond ifs 
. . 

capacity or powers·, and if it does so act', any such act· is void. Secondly,-
. . . 

Jt means that therefore the directors have no authority, It is submitted, 

_however, that the second effect is not a-portion of the ultra vires·doctrine, 

but flows out of the law of agency, being b-ased on the simple fact that an 
. . . 

agent cannot be invested with great_er authority than the capa~ity of its 

principal. Thus, -~lthough the ultra vires doctrine h~s been abolished, in 

the sense that no act beyond the capacity of the company is any longer. void, the 

company remains with a limited capacity and the agency proposition remains ttie· 

same,· namely that_ the company cannot give ~he agent autho.rity to do acts beyond 

the company's capacity. : 

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 compa,ny -nor any other person may in any legal proceedings assert or rely 

upon any_ such 1 ack of q1pacity or of po1;1er or authority. To thi ~ there is one 

exception, namely that as between the company and its members or directors, or 

1. 
2 .-

3. 

S 27. ?2 ( e) ·; s 27. 24. 

Naude's article supra 328.· 

See Ashbury_ Railway Carfiage ·and Iron Co v Riche (1875) LR 7 
HL 6'53 at 670. 
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• , .,,;i 

as between its membe_rs and its directors, such assertions may be made. It 

• would be incorrect to read this·as re-instating the ~ltra vires doctrine in 

regard to insiders,. bearing in mind the overriding ·effect of the first 

- ·1r--.. 
J.Y 

. . . 

propositio~.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 th~ 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 tcr act. 1 

'Cilliers Benade De Villiers, on the other hand, express the view that 

even when the outside_r ~new full well at the time of concluding the contrac·t 

that it was b_eyond the capacity of the company to enter into that contract,. the 

contract would still be binding and neither party would be able to assert the 

.company's lae;k of capacity in any legal pr9ceedings. 2 

In supporting the later view , two submissions are made. •Firstly, it· · 

seems unlikely that the legislature intended the void act to come into 

existeRcesolely because some third party had actual knm·1ledge· that it was ultra 

vires the compan-y's capacity or pbwer:s. There is certainly nothing in the 

. literal wording or meaning of-the section to support such a conclusion. 

Secondly, according to the doctrine of constructive notice, all persons 

dea 1 ing with the company are deemed to have knowledge of its capacity or po,,.,ers. 

It is submitted that ~n the contrary and, as Naude says, the section renders 

any notice., whether actual or constructive, irrelevant for this purpose. 
3 

3. 4 The com{}any 's capaci1,Y 

The second m~jor question raised by Naude was whether s 36 has abolished 

the requirement for a valid company contract, namely that the company itself has 

the necessary capacity and powers to enter into it, th·e point of departure being 

. th·at a ·compa'ny does not have unl i.mited capacity or powers. 4 

. . 
1. Henochsberg 71. See the criticism of this view. by Naude SJ 

Henochsberg on the Companies Act (1976) 39 THRHR 95-95~ also· 
Naude 1 s article supra 324. · 

2. Cilliers Benade De Villiers 57. 

3. Naude S J : · Company Contracts.: ~:he Effect of Sec ti on 36 of t,1e n '2\'I Act . 
315 (Naude's article) 325. 

4. Ibid 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 VJas without capacity Or 
power so to act· o~ becau·se ~he di rectors had· no a.uthori ty to pe;~-o~ that 

act ~n behalf of the company by reason only_of the said f~ct. 

s1nce such an act is no longer void,does it follow th.at the company 

need not have the necessary capacity, having regard to s 36 ? 

133. 

Henochsberg 1 s view is that neither the company itself, nor those dealing 

with ii, could now resile from a transaction merely on the ground that it was 

-beyond the powers_of the company fo enter into such transaction. 1 

· Gibson's _view is that a third party could hold a company -bound by a 

contract made with him by a director on behalf of a company wh-ere the 

performance required by the contract fell outside the capacity of the company. 2 

Cilliers Benade De Villiers hold the view that in terms of s 36 such an 

act-was not void, and sine~ no one could rely on the company's lack of capacity 

or the directors' i ack of authority on that ground, conseque·ntly such acts vrere 

9s valid and enforc·eable as acts within the comp~ny's capacity. 3 

In Naude's ·opinion, in view of s 36, the extent of a company's capacity 

and ·powers had become either wholly irrelevant or only partly relevant - dep_ending 

on one's interpretation of that section - in determining whether that company 

incur;ed contractual liability. 4 In the contract with outsiders, the company's 

capacity and powers. did not come into the picture. 5 . The contract could not· b·e 

successfully att.acked on this ground. The lack of capacity or power did not 

render the contract void·; and, furthermore·, neither the ~ompany nor the third 

party could in any legal ·proceedings assert or rely on it. 6 

In the contract with insiders, either the company or the insider could 

in a_ny .legal, proceedings as_sert or rely on such lack of capacit~ or pm•,er. 7 

·1. . Henochsberg 70 . 

. 2. . Gibson 304 • :,._;,.········· <:}• 

3 • Cilliers Benade De Villiers 56. 

4.· Naude's article supra 323 .and 33"5. 

5. Ib1d 324. 

6. Ibid 325. 

~- ibid 327. 
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134· .. 

. ,Jn_.Naude's opinion, the only purposes for ~,hich this· assertion could.be· made 
. . 

, were an action by the member seeking an_ jnterdict restraining the company and· 

• its directors from acting beyond the company's capacity or powers, or an action 

by the. company or initiated by the member, seeking compensation against·a 

· director whose acts beyond the company's capacity or powers·had caused the 

company ·1 oss. 1 

Consequently any distinction between insiders and outsiders for the 

purposes of the validity of an ultra vires contract with a company became 

meaningless. 2 Therefore s 36 ~ad· effectively destroyed the requirement for 

a vaJid company contract, namely that ·the company had to have the necessary 

capacity and powers to conclude that contract. 3 Furthermore, in regard to 

· acts beyond the directors' authority, which also fell beyond the company's • 

capacity or pm.,iers, this lack of capacity was not a· ground for attacking the 

directors' fack of authority. 4 The enquiry would proceed on the assumption · 

that the company had the necessary capacity ~r ·pm·,ers. 5 

This then is Naude's answer to.the second major·question whi~h he-
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raised in his article. It is Naude's view that ·s 36 had abol°ished the requirement 

· for a .valid company contract, namely that the ·company itself had to have the 

.ne~essary capacity and po1t1ers to enter into it. It is· submitted that this view 

rests· on two assumptions .. The first is that because acts beyond the capacity 
. ( 

and p.owers of the company· are no 1 anger _-void, therefore they are ipso facto 

bind~ng on the company. The second is that the c_omp~ny's capacity is irrelevant 

because it cannot be asserted. ,, 
. .· ·.::.··· ;/ 

Dearing with the.first assum·ption in relation to .the company's capacity,:· 
, . 

it is submitted that several~diffjculties arise, both in regard to the 

. assumption that acts which are not void are binding, and in regard to the 

conclusion that tne.company itself need not have the necessary capacity. 

1. Naudg's article supra 329. 

2. lb'idem. 

·3. Ibid 330 and 335. 

4. . · ~it>i d 332. 
"-·--~•-..:,....: 

5. Ibidem. 
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135. 

The first difficulty i-s that, in effect, the company has the necess,::iry 

capacity and powers-, which in turn leads to the conclusion that the company 
is endowed with unlimited powers~ Yet this contradicts Naude's first 
conclusion, namely that a company_, in terms of s 36, has only limited 

. - l . -
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. 

'h 
JY 

· It would simply have declared that the company has unlimited capacity. Instead, -

the legislature enacted_ that no act shall be_void by reason only ~f the fact that 
the company was without capacity or power so ~o act~ These words themselves 
imply of necessity that the company may be "without capacity or power so to act". 

The third difficulty is that the words 11 no a·ct shall be void" _were intended 
to abolish-the ultra vires doctrine, which held that acts beyond the capac1ty -of 
a company were void. This meant that at common law such acts were a null°ity, 
non-existent in law. 2 In ter_ms of s 36 it is- submitted, such acts are no longer 
legally non-existent. Henceforth, such acts do exist l~gally and would be. 

· capable of being adopted and ratified by the company if it had the capac:ity or 
powers. 3 ; 

The fourth diffi~ulty is that.it seems to be inconsistent to assume that 
. - . 

t~e company's capacity or powers are sufficient for any particular purpose 
(or are unlimited), so that the act in q·uestion is valid and binding, while 
at the same time ~rguing that the directors who do the act for the company 
are liable in damages for acting· beyond the company's capacity o, pm·1ers. By 

the same tok~n there seems to be no grounds for permitting an interdict 
. . 

ag.ainst the company in _respect of an act beyond its capacity or pm·1ers, 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 pov,ers. 

. L 
2. 

3. 

Naude's article supra 323. See above at 129 • 
' . 

See Bell Houses Ltd v City Wall Properties ltdc1965J 3 All ER 427 QBO 
4-35FG. ---

It is proposed to return to this question be1ow in dealing with the 
directors' lack of authority as a ~esult of the company's lack of 
capacity er powers. See -belov1 at 133 et seq • 

l 
F 
; 

I 

} 
1 
I !L 

I 

l 
' ' 

1, 

' 
t 
t 

I 

. 
l:: 

I 

I 

l 
I . 
) 
i 
t· 

I 

. "l:rfJ:-'l-~9~~,..~·~>#:.\:'~~~"#!;..~7{'f!f.S.,"'t~- .6_k{t~~~~("':'~~~'J¢2q.•fFli~,~~~'V.9~~~~· A,.~1§4~,_,.f"3..:i,_w.t;,f.,!!t:n.~"!"-~.~_.f;~~:~r,;-:-~,f";-:.,,,-~ ,::_~ _ __.,.,. ,~-~,:""'?'':'·~:·~~~-'. 
t 



136· . 

. 
~he 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 m~rely asserts the negative, 
namely that s~c~ an act is_not void. It does noi assert the po;;tive, namely 

that such an act is bindi.ng on the company! as if it had :the necessary capacity 
or powers. 

It is therefore submitted that although acts which are beyond the 

· capacity or powers of the company are not void, they are not lpso facto 
binding on the company. 

, However, Naurje's view regarding the company's capacity, mentioned 
. --- . 

above, rests on two ~ssumptions. Having dealt ~ith th~ 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 '-11ay 

. . . 

around. The first question is. ~hether the·company had the requisite capacity. 
If it d_id, caedit questio as far as s 36 is_concerned, a1th·ough ar:i enquiry might 
ensue on ordinary principles of age~cy on the directors' mandate.· If the 

· company did_ not have the capacity, then, in terms of the first provisio~, t_he 
?ct is no longer v-oid. Capacity remains relevant in regard to the authority 
of the company's representatives, who cannot have authority beyond the capacity 
of the company. 

At this stage the second basic provision comes_into force. In the 
outsider situation, lack of capacity and lack of authority for that reason, 
may not ~e asserted or relied upon, because of the second provision. In th~ 
inside~ situati-on, the enquiry is the same and these questions remain relevant. 
In this case, l~ck nf capacity and authority may be ass~rted or relied on­
because of the exception to the second provision. 

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 '-lthy the legislature felt 
oblige~to regulate when the$e matters may, and when they may not-be asserted . . 

or r~lied upon._-
: . _, ..... :::) ~ 

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 ~onstitution. ·The 
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1.37. 

Act itself, ins 65(2), declares that this contract is binding. ·To disregard 
the 1 imi ts on the company I s ·capacity or · powers and the di rectors I lack· cff 

. . 
authority for this reason is,·in essence, to ~r~ue that ·although the company ~ 

. . - ~ 

and its me_mbers have agreed to limit the capaci ~Y .of the company, and thereby J 

afso to li~it the authority ~fits diretto~s, nevertheless such agreed limiti 
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 
cap·acity and powers of the comp-any and the authority of its di rectors by 
r~ference to the agreement embodied in the constitution.· 

As Gibson notes, the effect of s 65(2)_is ·that there is a contract 
bet\--1een.the members and the company in terms.of the-memorandum and articles 
and ."there is no doubt a duty on the di rectors to conduct the affairs of 
the company on the qasis of that contract. 111 

Suppbrt 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 company had the necessary capacity, there 
would be no need for the second main proposition of s 36._ In bther words; · 

· thete ~ou)d ~e no need to provide.that neither the company nor any othe~ person 
_may in any 1·egal proceedings asse!"t or rely on any such lack ·of capacity or 

• power or authority. Such an ass·ertfon would be bad in law as· conflicting 1,-✓ ith 

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 exception to the second main 
proposition~ There would be no need to draw a distinction between insiders and 
outsiders, g·iving the former the right to assert a lack of capacity, 1,-1hile 
d~priving the latter of this right. Clearly ther~ is such a distinction, and 
as clearly, the insider may ~ake this assertion. 

1. Gibson 305. 
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: 3. 5 .Jhe agent's authority _;. 

<~, 

The third maj_or 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. 1 

Cilliers Benade De Villiers state that an act which the directors 
had no power .. t-o perform for the reason that the act fe 11 beyond. the 
company's· capacity or power wai in terms of s 36 not void ·in terms 
of the main provision. However in terms· thereof, neither t~~ company 
nor any other person might rely in any iegal proc2edin-as on th2 

directo~•s lack of authority as a result t~ereof. 2 S 36, however, 
ex~ressly provided.that this did not operate in the insider situation . 

. Henochsb·erg considers that the words in s 36 II or because the 
directors had no authority ... by reason only of the said fact" appear 
to_be words of supererogation. If the tompany lacked the capacity or 
power to perform an act, a fortiori the di rectors 1 acked su.ch capacity 

. .3 or power. 

1. Naude's article supra 331-332. - . 

2. Cilliers Benade De Villiers 56. 
3. Henochsberg-72. 
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Gibson's view i~ that the settion in referring to a director•~ lack 

of _authority is concerned only with such a lack of authority because it is 

ultra vi res the company. In other words a third party ·could hold a company 

bound by a contract ma_de w1 th him by a di rector on behalf of a company where 

the performance required by the contract fell outside the capacity of .the 

compan;. 1 But of co~r~e, a. dire~tor could. h~ve no attual ~uthority to 

pet;form an act which was beyond the company's ca pa.city. The authority 
. . 

could only be ostensible or.deemed to arise by virtue of an extensive 

interpretation of s 36 - an interp_retation which was not justified by the 

wording of the section. 2 It would·not however appear, despite the use of 

the· word 'authority' ins 3~ that the question of a director's authority 

was irrelevant. The director's authority remained an issue to be determined 

in accordance with the principles of the law of agency. 3 

Under the new dispensation, the absence of authority ~s a result of the 

company's lack of capacity would, says. Naude, become of practfral imp.o~tance. 4 

The _fact that an act was beyond the ca~acity ~r powers 9f the company now had 

no effect on third parties and the val1dity of _their confracts 1tlith the compan~'. 

Therefore, every ultra vires contract would still be open to attack on the g_round 

that"-the directors' authority ha·d been exceeded merely because the transaction·· 

was beyond, the company's capacity_ or poi,,,ers. 5 Hence the need to i nse~t the 

phrase ins 36, forming part of the_ first main provision thereof, namely that 

no act is void because of the directors' lack of authority by reason only of 

the; company's lack of capacity. It .. is su~mi tted that, although Henochsberg 6 

dismisses this phrase as no m9re .. th_an words of supererogation, Nau de' s 

explanation set out a_bove is ~a.:fid. 7 Henochsberg's_view is that, if the 

company l9cks the power or _the,capacity to perform an act, a fortiori the 

di rectors lack such ~ap.ac'i·t~·-·s~ .,.:True, but _the act is al so beyond the authority 

o{ the directors· because it is beyond the capacity of the company. It is, 

1. Gibson 304. 

2. "Ibid ·30s. 

3. Ibidem. 

4 .. · Naude's article 332 . 
.. :· .... c~· 

· 5. -Ibidem. 

6. 

7. 
8. 

Henochsberg 72. 

Naude's article supra 332. 

Henochsberg_ 72. 
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therefore, necessary for the phra·se to appear in the section. 

In evaluating the effect of this phrase ins 36 Naude stresses thats 36 

· intef alia-proVided that no act of a company shall.·be void by reason only of 
. . . (, 

the fact that_ the compa.ny was with out ca pad ty or power so to att or because 

-th~ directors had rto authority to perform that act on behalf of the company by 
reason only of the said fact. Mhile this did not abolish the general 

. . . 

re~uirement 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 powers· no longer meant that the contract could be 
att~cked on the ground that the directors had no authority. 2 The legislature 
having preserved the requirement th~t the directors must have the necessary 
authority, the practical effect \•JOuld be that the enquiry as to this authority 
had to proceed _on the basis that the company had the necessary-capacity and 
pm,,ers. 3 

It is submitted that, to ·all intents and purposes., th_e practical effect· 
of this is that the company 1 s lack of capacity or powers is irrelevant in 
examining the authority o_f its directors or other agents. 

The crux of ·Naude 1 s viewpoint, it is subm)tted, is that no act is, 
in te.rms of s. 36, void because the di rectors had no authority to perform that 
act on beha 1 f of the company, by reason only of the fact that the company· ,..,as 
without capaci.ty· or: power so to act. 4 Therefore, so the reasoning seems to 
proceed~ such acts are incapable 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 11 void 11

• rt· means not merely a nullity ab in~tio, an act which is 
non existent in law. 5 It also covers an ~ct which, although unauthorised, 

1. • -Maude's article 331- The words underlined are ital.icised by the author. 
2. lbid 332. 
3. 

4. 
5. 

Ibidem. 

Ibid. · 
This apt description of _an ultra vires act is. per Mocatta J in 

:,,.;., ., ,::). 

Bell Houses Ltd v City Hall Properties Ltd c19ffi 3 All 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 principal, so as to c·reate a binding contract between the principa'i' 
, , 

141. 

and the third party, with whom·the agent concluded t~e unauthorised agreement )~ 
in the first place. The latter meaning clearly _alters the la\', of agency. 

. ' 

Was·this the intention.of the legislature? On a literal .interpretation 
of the section it must be conceded tnat 11 void 11 could carry both meanings. 

l 
t 
! 

It is however, 11 a well known canon of construction that we cannot infer l 

that a statute intends to alter the commo~ law: 111 Such~ result,·it is submitted, I 
. must have been. clearly intended by the legisiature. 

C{lliers Benade De Villiers, in a slightly different context, express the 
view·that s 36 must be taken to have amended the common law strictly within the 
wording of the sectton; 2 · 

On the one hand, it is clear that the purpose of s 36 is to altir the 
common law in respect of the ultra vires qoctrine. 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 moi:-e than needs be. Furthermore, in constrn·ins 
s 36,_in.such a way as to restrict the extent to whi~h it amended the common 
law, it is submitted that it leaves the law of agency intact, save in one 
respect only.· That r·espect is th.at, except in the insider situat'ion, . . .. . 

neither the company nor any other person may in ani legal proceedings assert 
or rely upon any lack of qUthority arisi"ng only from the company's lack of 
capacity or powers. 

It ·is submitted that to argue that the section renders acts which are. 
/ . , 

beyon~ the compa~y•s ca?acity or powers ipso facto bindin~ on tHe company, 
although the agent lacked th~ requisite authority, only because of the company 1 s 
lack of _capacity o_r powers, i-s to alter·_the common law of agency in an important 
respect. It is proposed, at this stage, to outline the common law position of 
the principal whose agent acts beyond his authority.· This will serve, it is 
submitted, 'to clarify the ·position of the company on whose behalf acts ·are 

1. 

2. 
3. 

Casserley v Stubbs 1916 TPD 310 at 312. 
See also Steyn 102-106. · 

Cilliers Ben~de De Villi~rs 57. 
Van Wyk de Vries Commission 41. 
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pur·ported to be done, which acts are beyond its capac.i ty or powers. Under -

the ultra vires doctrine such acts ~,ere void. S 36 expressly states that ·----- . '• 

such acts are not vo.id. The question 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 gen·eral rule is that if a person acts without 

another's express or implied or residual authority he 'can·not place under 

I.'--, 
. .J.1'. 

any obligation the person in whose name he does any business of whatever nature"' . 1 

De Villiers and Mackintosh state the same propO'sition as follows: 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, 

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). 11 

The learned authors quote two authorities in support of this 

principle. Th~ first is Gompels ~ Skodawerke of Prague. 3 It was there· 

stated"by Greenberg J P that the principal 's liability in contract depends on 

a·ctual authority. The.·second is.Har.ris Clifford (Rhodesia) Ltd v ToddN 0. 4 

The judge in this matter ·stated the· principle as follm·is. ".It is clear t~at in 

contract the principal 's liability to thi-rd parties for the acts of his agent 

depends either upon ·the agent'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 estoppel. 115 

It is submitted that, on these authorities, acts of an agent which are 
not actually or ostensibly au~horised do not bind the principal. On the other 

hand; the principal may adopt ~r ratify such acts. 6 There is also the 

possibility that the principal who finds that his _authority has been exceeded 

by his .a~ent may repudiate ,liability. The agent wh~ acts on behalf of a 
principaJ beyond his princ_ipal 's authority, is liable to the third party on a 

1. 

2. 

3. 
4. 

Kerr 66 and the a1,1thori ti-es therein quoted. 

De Villiers ~nd Mackintoih 213. 

1942 TPD ·167 at 171. 

1955(3) SA jQ2(SR). 
5. Ibid 303F-G. 

G. • Kerr 66; De Villiers and Mackintosh 213; Gompels v· Skoda.,.,erke of Praque 
supra; Harris Cliffo·rc[_JRhodesia) Ltd v Todd N O supra. 
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brea·ch of his war·ranty of authority. 1 
,, , .... 

s; 
. .J 

On the basis of these authorities, it seems clear that an act on behalf 

of the comp_any which act i_s-beyond its-capacity or-powers, but which is not· 

void, having regard to the first main provision of s 36, is not binding on the 

canpany at conmon law. This does not differ from Naude's view of the comnon law, .-. 

prior to the promul ga ti on of s -36, namely that "the authority of the person 

or organ to represent the company could obviously never exceed the capacity 

or powers of the company itself 11
•
2 It follows, it is submitted, that the 

· principal, in this case- the company, could not be bound by such acts. To 

argue tl=lat, because of s 36, such an act becomes binding on the company, it 

has 6een subini tted, is to alter the common law of agency, as outlined above. 

Such an alteration is not apparent from the words of s 36 whfrh states 

no more than that acts beyond_ the· capacity or po\.'1ers 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. Hhat then is the 

legal_ effect of such an act, as far as "the company is concerned? At common 

law the· c~mp~ny's right to adopt and ratify such an act is di_fferent from that 

of a natural persona. Since the.company lacks the capacity or power to do 

-that act, it c;a·nnot ratify the agent's unauthorised act on it~ behalf. 3 Can 
. . -

it repudiate the act? To- do so the company will · perforce have to rely on 

i_-ts ·1 ack of ca pad ty. 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. 4 

At this stage the second main provision of s 36 comes into play, serving 

.to alter radically the common.law position set out above. Although the 

contract is not binding on the company at common law, 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, except as between the company arid its 
. ' 

1. 
2. 

3·. 

4. 

Blower v Van Noorden 1°909 TS 890 at 899. 

Naude S J : Company Contracts : tire Effect of Section 36 of the new t.ct 
(1974) 91 SA[J 315 (Naude's artfcle) 318. 
I-fit pu~ported to ratify such an act, 
give rise tp remedies by the insiders. 

Naude's article supra 318. 

this \•JOuld·, ft is submitted, 
See 145 below et se~. 
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members or directors. The result, although the contract is· not.binding on 

the company, is the same as if it were, a result, ·it is submitted, \'1hich 

144. 

•arises sole_ly by virt_ue of the provisions of s 3~., which produces an. unassailable 

transaction, despite the company's lack of capacity or the direc~ors' lack of 
. . 

authority arising solely as a consequence thereof. It is.for this reason that, 
. . . 

. in the outsider situation, there i·s no way iii which the company may cancel the 

transact_ion nor any need to ratify it. 

On the other hand Jn the exceptional position, that is, in the insider 

situ.ation, the second main provision does not apply. The act \'lhich. is 

unauthori_sed, because of the lack of the company I s capacity or powers, remains 

unauthorised, and_ wh_at is more, the· insiders an_d the company may assert or . 

rely on such lack of capacity or power or authority. 

Their right to do so arises under the common 1 aw of agency, and s 36 does 

not deprive them of this ·right .. 

To conclude, therefore, it is submitted thats 36 has preserved the 

agent.' s authority as a requirement for a va 1 id company contract. However, an 

enquiry into· the a·gerit's authority does not proc~ed, it. is s·ubmitted, on·tne 

basis ~hat the company had the necessary capacity and powers. On the contrary, 

the assumption is that the· company has a· 1 imited capacity and power·s, and that 

the common law .of agency remains unaltered; save ,,.,here an alteration is expressly 

provided for by s _36, or is a necessary implication fi:-om its words. Consequeht1y 

·in the outsider situation, an act beyond the capacity or p01•1ers -of the company 

remains b~yond the authority of its agents but, since this cannot be assert~d. 

or relied ·on, the result is an unassailable transaction, despite the company's 

lack of ·capacity .or _the .directors' lack of authority solely as a consequence 

thereof. In the insider·position the common law prevails, the act remains 

beyond the capacity. or powers of the company and the di rectors' 1 ack of authority 

as a consequence thereof, and the insiders may assert or rely on this. 

·For what purpose may this assertion be mad_e in the -insider situation? 

Is it confined to interdicts and claims for compensation, or does.it include 

claims :to set such an unautho~ised agreeme~t -aside ? Is the compan·y, on the . 
. . .. ·' ... ,)·> 

other han~, entitled to rati'fy the act ? These questions lead to a further· 

major aspect.of s 36, namely the remedies available i'n·this exceptional situation, 
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the theoretical- ba~is for such remedie~~ ahd the rights of various insiders, 

particularly the members, to enforce such remedies; and the question of 

ratification by the company. 

3.6 The insid~r~ remedies 

Nat1de states th-at th_e member could not have an agreement between the 

company 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 capacity. 1 The member co~ld, however, 

seek an interdict preventing the company from entering into this agreement with 

the outsid~r, although the theory justifying ft had "virtually collapsed. 112 

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 company or as.between the members claimiDg derivatively and 

the· directors. 3 

In regard to contracts between the company and insiders, that is, with 

di rectors or members of the same company, the contract could _no longer be 

attacked. 4 All that the member ·could do was, as in the outsider si~uation, 
. 

to_ seek an ihterdict before the agreement in question was concluded, or 

damages from the other directors, ·after the agre~ment was concluded. 

Cilliers Benade De Villiers· note- that a member may rely as against 

the other insiders.on the fact that an act beyond the.capacity of the company 

was in breach of th~ mem~randum} · ,)'1embers (in their c~pacity as such) would 

still be ab.le to assert- among themselves and against the company the con.tract 
• I / • 

between them as contained ,in, th-e .. .memorandum. An injunction would be appropriate 

. bef~re the company concluded any contracts with third parties beyond its capacity 

or powers. Thereafter the company would be powerless to resile from the contract 
. . . 

with the third party, ·and the members could not.compel it to do so. The members 

l. Na'ude's articJe supra 324 and 329. 

· 2. Ibid 325 and 329. 

3 •.. J~!.J?id .329. .. -:~-_'.-

4. Ibid 329-330- and 3.35. 

5. till·iers Benade De Villiers 56-57. 
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146. 
., ,/'i 

could however proceed against the directors personally for acting beyond 

their authority and in b~each of their_ fiducia.ry duties. T · 

Hahlo_expresses the v~e0 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: 2 

Henochsberg likewise is of the opinio.n that an individual shareholder 

may bring proceedings to restrain the company from committing an ultra vires 

· act before it is done. 3 

Gibson,. after noting that there was a contract between the members a·nd 

_the company in terms of the memorandum. and article~,' as provided for in terms 

. of s 65(2) of the Ac~, ·asks what remedy the member had where the directors 

~ui ded the · c·ompany into an ultra vi res contract. 4 For practi car purposes,.- t11e 

right to an interdict was illusory. It c.ould only be exercised before the 

company. was bound in contract. Once the ·contract was concluded with a third 

party, ·whether or not _it was ultra vires, a member could n_ot prevent the. 

performance of the contract. Eve·n a claim by the third party for specific 

performance ~ould not be conteste~. However, s 36 en~isaged ~hat in·some legal 

.proceedings, t_ha t is as between the .company and its members or di rectors, 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 

~ 
).Y 

that set out ins .266, in terms of which a member could in{tiate 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 vi'res contract 

was not entirely.clear. In addition, although ·s 36 reserved the right of a 

menilier to assert ·or re.ly on ultra vires as against the company, proceedings under 

s 252 ~ere dependent on acts which were 'unfairly prejudicial, unjust or 

'inequitable', and not on any question of ultra vires. 

I.t is now proposed to. offer:- several submissions on this subject. 

l. Cilliers Benade De Villiers 56-57. 
2. Hahlo 78. 

3. 
4. 

Henochsberg 72. 

Gibson 305.-308. 
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The member I s rights of ·recourse. i_n re·spect of acts beyond the capacity 

of the c6rnpany are, it is sub~itted, threefold: the member ~ay 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 capacity; and he may, in the insider situation, 

call on the company fo set aside any act beyond its capacity. He may, in the 
I . . 

. . . 

latter two instanc~s, initi~te the proceedings himself in a derivative action 

. on behalf of the compa~y, 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 ~nter intci an 

agreement, beyond its capacity, is not cont rovers i a 1. Hov1ever, a poss i b 1·e 
. .• 

defence to such an action -falls to be considered, namely whether such 

transaction or the wrong committed by t_he di.rector, in acting outside the 

company's capacity or his authority, is capable of being ratified by the . 
company. if this is possible; neither· the interdict nor ·the damages action 

could be entertained, at least until th~ matte~ is ~eferred.to the members. 1 
. . 

If there is ~r.c1:tifica.tion, theri n_either an interdict nor damages vJO.uld be .. 
·possible, ,on ordinary principles of agenc·y_. 

. · The member's right to have the c_ontract set as i-de in the i n·s i der s i tua ti on·, 

an~ .the question of ratification are closely lin~ed to each other, and to the 

limitations on the member's rights to act in terms of the rule in Foss v 
' 

Harbott 1 e. · · ~:.:··., 
.( .. 

·In -regard to the .member's.,:right to have the contract set aside in the 

i~sider situation, the fundamentals have already been postulated, nam~ly that, 

altho~gh the act beyond the company's capacity or powers is no longer void, 
. . . 

it continues to be ultra vires and beyond the ~uthority of the directors for 

that reas9n. FurtMermore s 36 has not altered the common law of agency in 
• I ' • 

the insider situation, so that such an unauthorised act, while not being void, 

~s als~ hot bindin~ on the.c?mpany, unless the ccimp~ny ratifies it. 2 

i 
I:: 
I 

. 1. -~his view is based on t~e analogy of Bamfor~ v Bamford C~969J 1 All ER 969 CA~ 
where an act_by the di~ectors, whi~h was h•i:t?. ·yires th~ ~ompany_~~t voidab1,q 
due to the directors' improper motives, was capaol~ of oe1ng rat1r1ed by the J 
ihareholders i~ general meeting by-~rdinary resolution, after full disc!osurei 
~y ·the directors. ·(The case-is also reported at c1963J 2 A11 ER 655 Cr-.D.) · 

2. 
. . . 

That this is the common law of agency, and that it has not been altered by 
s 36, save in this important respect has been submitted above at 141 
et· seq. 
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Where the act is within its power~ and capacity, 'the company is· entitled 
to adopt ·arJd ratify it, or to repudiat~ it. 1 -~Jhere the act is beyond the -
capacity or powers of the company, it is submitted that it is not entitled, 
at common law, to adopt or ·ratify it. On the contrary, it ought to repudiate 
the act as ultra vires, and is not precluded from doing so iri the insider 
situation~ having reg~rd to s 36. If the company, in an insider situation, 

• I • • 

purports to adopt and ratify an act beyond its capacity or powers; the member, 
it is submitted, is entitled to call on the company to have it set aside, and 
to intervene, 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 _i~ the company's capacity or power , to adopt and ratify the 
unauthorise·d act. In answering these questions, it is necessary to bear in 
mind always that in the insider situation, the essential alleg~tions of· lack 
of capacity and the consequential. lack ·of authority may be asserted and 
relfed on. 

, As far as the common law is concerned, Lord Davey stated in Burland v 
Earl~2 that the·court will ~ot interfere.in the internal management-of 

companies acting within their powers, and furthermore 11 in order to redress a 
wro~g·done -to the company or to recove~ moneys or damages alleged-to be due 
to the company, the action should prima facie be brought by the company itself". 

. . . : 

As an exception to the second rule, the member could institute proceedings 6n 
behalf o~ the comp~ny i~ certain cj~cumstances. 3 One-of these circumstances 
was_statect°by Jenkins L Jin Edwards v Halliwell? as follows: 
"Where the act complainedrof·is.wholly ~ltra vires the company, the rule has 
no.application since the action canno-t be confirmed by the majority. 114 

1. Where the -act i's not·in terms of the constitution, but is _not beyond the 
company's capacity or powers, the member may well have the right to 

•de,mand that the company conduct its affairs according to the constitution. 
S:e below at J51 et seq. 

2. Cl902J AC 83 PC. This·.is, of course, the rule in Foss v Harbottle._ 

3 •. ~c:J:b idem • 
4. Cl950J 2 All- ER 1064 CA· 1066F-:-1067. 

l. 
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Naude, noting that a member can, in the·light of s-36, as in the past, 
seek an interdict, then says·: 1 ."The traditional·. th·eory justifying an 

.· individual ~~mber's right t9 ·enforce compliance \'iith the.provisions of the 
memorandum; : has, however, vi rtua 1 ly cO'll apsed. 11 He offers t\·10 reasons for 
this conclusion. Firstly, the exception to the rule in Foss v H,arbottle 
in the case of an ultra vires act rested on the fact that an 11 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. 112 The second reason was that the argument that'~he member's 
right.to hold. the company and its directors to condu~t within the company's 
capacity1iwas based on tbe fact "that tne '.memorandum con.taining the object(s) 
constitutes.a contract inter alia between every member and -the company. 113 

Because the company's memorandum no longer necessarily contained an accurate 
·reflection of the company's capacity, this._was ~•founded on rather thin ice. 113 

'r-, 
fl-' 

In regard to the first reason it ·is submitted, however, that the position 
is not as sta~ed by Naude. The reasoning in support of this submission ts as 
follows. It' is manifest tha,t s 3~ has not abrogated ·the rule in Foss v Harbottle. , 
It follows that ·where a.wrong is done to a company, the position remains that.the. 
action to redress this should prima· facie be brought by the company itself. 4 

With ·this rule remain the·so-called exceptions to it. 5 · One of these ari~es 
where-the acts complained of are beyond the capacity of the company. 5 It has 
already been submitted ·that, al though s 36· renders an ultra vi res act no 1 onger · 
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 exception to .. . ~ . 

the rule in Foss v Harbottle,_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 
. resolution. 5 . Authority for the narrow proposition, that the majority cannot 

1 • Nau de S J : Company• contracts: the E-ff ect of Section 36 of the new Act 
{1974) 91 SALJ 315 {Maude's article) 3ZS. ~ · ~ 

2. Ibidem . 
3. !'bid 319-320· and 326. See above ·at 1 footnote 1. 

MacDougaTI v Gardi~e~ d875J l ChD 13; Edwards v Halli~ell cl950J 
2 All ER 1064 at 1067A. f 

4. 

. 5. Ibidem. It would be more accurate to state that the rule in Foss 
does not apply to matters which are ultra vires the company. See 
Bamford cl968J 2 All ER 655 ChD 659-660. 

v Harbottle. f 
Bamford v . ! 
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ratify acts which are beyond the company's capacity or powers, is to be found 

in the f6llowing cases. These cases were, how~ve~ not decided in relation to 

s 36. · Two·dealt with the common law ultra vires doctrine, wh·ile one was 

concerned with unautho~ised.acts ~f directors which were not ultra ~ires the· 

company._ Nevertheless, it is submitted that the principle to be found in these 
.. 

cases can be invoked a~· support for the view that the majority cannot ratify 
. . 

acts which are beyond. the company's capacity or powers·. 

The first of these ca~es is Edwards v Halliwell. 1 Jenkins L ~ there 

said:. 11Where the act complained of is wholly ultra vi res the company, the rule 

has no application since the action cannot be confirmed by the majority. 11 

The second is Bamford v Ba~ford. 2 Harman J, in dealing with acts of· the: 

directors which were 11wrongly done 11
, said that the directors could "by making 

. .• 

a full and frank disclosure and calling together the general _body of the 

shareholders, obtain absolution and forgjveness of their sins; and prov~ded 

the acts. are not ultra vi res the company as- a ~hole, eve~ything will go on as if 

it had been done all right from the beginning." 

The third is Quadrangle Investments v Hitind Holdings Ltd. 3 Tr?llip J A-' 

th(;!re ·said of the· ultra vi res doctrine, that anything ·which is beyond or 

contrary to the provisions of the memorandum "would be null and void, as having· 

been·. in effect prohibit_ed by the Act; 9-nd it would therefore be incapable of· 

vali~ation by subsequent ratification by the shar~hol~ers, even if they 

unani_mously assent· thereto". 
. . . .:-.:::· / 

This· statement by Trollip J::·A could, of course, mean ·that the act which 

is contrary to the provisions .. of _ _the memorandum is void and is therefore 

. incapable of ratification, or it could mean .that because it is beyond th.e 

1. Supra. The relevanc~ of ratification of.such acts has, it is submitted, 
been dealt with above at.142 et seq. 

2. tl96~J l All E~ 969 CA 972E-F. This case i~ dealt with at lennth in 
CIJ_apter 7 .at 168 et seq. . . .; 

3. . 1975 (1) SA 572 (A) 579 It should be noted that there are cases on 
.. · _t}le rule in Foss v Harbottle in which the ma.iority have breached the 
'·-'--articles wi_th impunity_ for iQs:tance McDciuqall v Gardiner cl875J l ChD 13; 

Mozley v Alston (1847) 1 Ph 790. l:lm.,rever in neither was- the breach 
ultra vires the company. It is always difficult to·be certain of 
p.roposlt1.ons on the rule in Foss v Harbottle.- There are judgments on it 
which are difficult to reconcile. However, the -latest cases and academic 
vfewpoints favour the view that the majority is ·incapable of ratifying a 
breach of the articles, because it constitutes a breach of contract. See 
below at 151 at footnotes' 1 arid 2. 
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provisions of the memorandum, therefore it is 11 in effect prohibited by the 
Act" a~d consequently it is both null and void and_·1_ncapable of ratification. 
In the light of the other two cases, the latter s~ems to be the,nref~rable 

. . . . . .. ~ 
. ~ . 

interpretation. In other words, the act was both void and incapable of 
ratification. Both are the result of common_ law· rules. :Although the act is, 
as a_result of s 36, no longe·r void, it is s·ubmitted that it remains incapable 
of ratification in terms of the common law. The reason for this, it is 
submitted, is that acts which are beyond the capacity or powers of the company 
ijre,incapable of ratifica~ion. 1 

Wedderburn has written an article dealing. inter alia with the 
shareholders' personal right of action t9 have the constitution generally 
obse.rved, subject to the rule in .Foss ~ Harbottle. 2 Iri it he notes the words of 
Plowman Jin Bamford v Bamford, 3 ·to the effect that the articles were a contract 
an~ that each member was ~ntitle~ to have the affairs of the co~~any conducted 
according to _the articles. "This propositi~n is merely- an exegesis of s 20(1 ). 

. Its purpose is to demonstrate that the plaintiffs are suing in respect of their 
own individual contractual-rights and· that the rule in Foss v Harbottle is 
therifore exiluded~"l 

Accordingly, -~~e mino_ri_ty 1s contractual.rights ha°d be_en enlarged 
by the._ principle that the shareholder had a· ·contractual right to have the 
constitution generally observed. The minority shareholder could not bring a 

. . 

succes-sful action if the matter was a procedural irregularity or the like which 
-

the ordinary majority in general meeting could validate, or some other. 
impropriety (sue), a·s 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 resolution altering th~ memorandum cari 
alter the capacity of the company. Therefore an ordinary resolution, which 
has no 0

re·tro'spective effect', .i·s inad~quate_. I-t doe·s not· suffice to 

l. 

2 •. 

3. 
4· 

. :·-· _,. .. . <")·~ 

.Se~ Chapter 7 at 167 ~t seq. The present reference anticipates the· · 
matter and is, therefore, perforce only a brief summary. 
Wedde~burn KW: Going the whol~ Hogg v Cramphorn ?. {1968) 31 MLR 688.· _ 

c1968J 2 All ER 655 ChD:659-660. 
Wedd~rburn 

1
supra 692. · 
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. . ~ 

ratify. a breach of duty by the directors, or the action of the majority in 

ratifying the directors' conduct by an ordinary resolution. - ,'y _.., 

It i$ _submitted, the~efore,.that the ultra vires exception to the rule 

-in Foss v Harbottle continues-to be soundly based on principle. 

,, Naude, however, bas_e~ .'his view that this exception had fa 11 en away on 

a further ground namely that the cons ti tuti_on no 1 onger reflects the agreement 

between the company and its members, because _the memorandum no longer refl ecte_d · 

.all the objects, because the directors might change the·c_ompany's b.usiness.in 

terms.of~ 33,· and thereby change the objects in the memor~ndum. 1 This · 

situation is analogous to that in s 221(2) fo terms of which the directors 

may issue unclassified shares upon terms in their djscretion, thereby 
. . 

co.nceivably altering the agreement between the company and the members as set 

out in the constitution, by pre?cribing the rights relating .to the shares· .. It 

js submitted,_ however, that the ultimate s~urce _of the directors' authority to 

change the company's business, or to issue shares, is the constitution. Therefore 

their exercise of this authority does not in any way alter the fact that the 

constitution is a contract which is binding in terms of s 65(2) of the Act. 

It is the.agreement _embodied i_n the constitution which, in the framework 

of the Act, determines the capacity· of the company., ~nd· the authority -of its 

directors, and the rule of the majority w~ich is inherent in the rule in 

Foss v Harbottle. This agreement also defines 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 conside~ the ultra vires situation as an exception to this rul~. 2 

In conclusion, -therefore, it is submitted thats 36 has not altered 

the "ultra vires" exception to.the ru-le in Foss v Harbottle, although it has 

obviously afforded a defence to a member's derivative action in the outsider 

· situation, namely that lack of capacity or powers may not be asserted .. In 
• < I • • 

addition, 'and for the same reasons, s 36 has not rendered ratification either 
. ' 

·possible or irrelevant in rega~d to an act by the company which is beyond its 

capacity .or powers. In the insider situa~ion, 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 defer:ice, that·the.ultra vires act was ratified by the majority of 

. 1 • 

2. 
Naude's article supra. 32b • 
See Chapter·? at 162 et seq.· 
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members. -Furthermore, in the insider s·ituation, it is submitted that the 

company may· refuse to ·adopt or ratify an ultra vi res contract, and that the 
------. ' 

member may take action -to set it aside apart of course from his right to an 

interdict before the event, and to demand compe_nsation_ from the directors 

after the event. Finally, it is submitted, that it is no defence for either 
, . 

the :company or the directors to plead that the contract was, or is ~apable of 

being ratified by an ordinary resolution pass~d by a simple majority of 

members. 

Having dealt with the member's right to have the ultra vires contract 
' 

set aside in the insider situation, ~nd the member·'s'.right to interve~e under 

the common law, and the question of ratification by the company of the ultr~ 

vires;act,'it remains to consider the member's ~ight to intervene under the 

Act. 

It will be recalled that Gibson, in deaJing with the right, in the 

insider situation, _to assert or rely on .the lack_ of capacity .of the company, 

refers· ·to the ne~ derivative action embodied in s 266. 1 Cill iers Benade 

De. Vii-liers }et ou~· the workings of-s 26_6 in d~ta·n. 2 .. A~ember was · 
. . .· . , . 

entitled to= initiate proceedings on behalf of the company against the directors 

or officers of the company in respect of acts which constituted a·wrong or a 
. . . . . - ' ' 

breac·h of trust or breach of faith, as a result of which the company suffered 

damage? or loss, or harl been deprived.of any benefit and the company itself . 

had not institutedproceedings_on.su~-h a gr~und. 2 -
..__, _.,,, 

. /-- . 
Gibson's view is that it was not entirely clear whether an ultra vires 
. . • . <.::--, ~i ... • 1~ . 

act was covered·by this wording. The- director might have acted in the bona 
' . --

fide if mistaken yi ew that the act would be fo_r the benefit of the company. 

Furthermore the concepts· of .ultra vires and lawfulness might n.ot coincide. 

_ the other hand, an ultra vi res ~ct might "amount to a 'breach of ·trust' (if 

scarcely _to· a breach of faith) whether or: not the dtrectors acted bona fide".­

_As a resul_t of such difficulties, a member initiating action under s 266 did 

at cons_iderable peril, unles!(·the directors acted dishonestly. Furthermore, 

''. proceecfi ngs under s 252 for relief were dependent_ on acts, omissions or the 
. . 

conduct .of affairs of the· company which were 'unfairly prejudicial, unjust or 

inequitaple·, •·_an_d. not upon any ·question of intra or ·ultra vires. 113 

1.-

2~ 
3. 

Gibson 306. 
Cilliers Benade De Villiers 430. 

Gibson 308. 
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It is submitted that, in the absence of judicial interpretation, it is 

not possibl~ to take the matter further. 
C'·. 
·':.! 

3.7 The meaning o~the phrase ins 36 "as between the members and the 

di rectors". 

Naude indicates that legal proceedings to enforce directors• liability 

where they have breached their ·ndu ci ary duties to the company to act within 

its powers and capacity, may be brought as between a member claiming derivatively. 

and ihe difecto~s. 1 

· Henochsberg conveys no more in re 1 ad on to this phrase; th<1n this, that 

obviously such a claim.cannot be brought if there is a benefit to the company 

arising out of s·uch a trans_actio~,. instead of a loss. 2 

Cilliers Benade De Villiers observe thats 36 per~its a member to rely 

as against the company and other insiders on. the fact th.at a·n act beyond the 

·capacity of the company-is in breach.of the memor~ndum. An obvious example, 

wa,s wheri a m~mber wanted to hold the directors, and accordingly the compi:1,ny:, 

to conduct within the company's capacity. 3 · 

Gibson .·'en passant, notes thats 36 ~nvisaged that, in legal proceedings 
• I 

between·the members and the directors, a p~rty thereto could assert or· rely on the 

lack of capacity of the company. 4 · 

-
S 36 postulates that, as between the members and the directors,. the 

company 1 s··1ack of capacity and the directors'lack of authority arising 

therefrom, can be as_sert;ed. 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 individua·i director there·is 

no n:•excs, since the individual director has no .fiduciary duty to the individual. 

member. 5- . Nor is there. a nexus in terms of the articles, s i nee the di rector 

is no't _a party to the constitution. 6 

1. 

2. 
3. 
4. 
5. 

6. 

Naude~s article supra 327. 

Henochsberg 72. 

Cilliers Benade De Villiers 56 •. · 

Gibson 306. 

:)~~··~··---· (.)·~ 

Percival v Wright tl902J 2 ChD 421 ·Cilliers Benade De Villiers 263. 

This follows from the fact that the ·constitution is a contract between the 
·· company and the ·members,_and the memberi inter se. See· Chµpter 3 at 32 

et.seq. 
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. · As between the members collectively and _the d_i rect(?rs collectively, other 

considerations appl.v. It is arguable that the words '.'the directors" --refer to-tn1.'? 

board of directors. 1 It is ~qualiy arg~able that ·the words 11 the members" ref-er 

to the memQers in general meeting. ·This is a preferable interpretation, since 

there is, no nexus between the ·individual member ancLthe indi~idual director, . . ' . 
. . ' 

arising so 1 e ly out of the cons ti tuti on. Likewise there is no nexus betv,een 
/ . . 

the board of directors and the individual members. 

Furthermore, the members in general me·eti ng 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· ";as between the members and the directors-11 '_:;redundant. 

On tDe. 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 

ri~ht to instiiute proceedings against the.~i~ectors. Although the action is 

to be brought on behalf of the company, this section may be said to create a 
. . 

nexus as between the members and th_e directors, sufficient ·to give a·meaning to 

the phrase -in_-question. This is a rather thin interpr_etation because, strictly 

speaking, the member in bringing the derivative action acts on behalf of the 

compa~y. Nevertheless; it does have the advantage of 9iving these words in 

s 3~ a meaning. 

4. · Conclusion 

The-common law doctrine. of ultra vires forms a background to the new 

and unexplored s 36 of the act, the meaning of which has not as yet been 

ble;sed with the c·ertainty of _judicial interpretation. 2 Whatever one says 

of its meaning, one is venturing into the world of the· unknown, and of 
. . . . 

controversy. There are three questions which are most likely to cause 

·. dissention. 

_.l. 

2. 
Naude's article supra 332. 

Cilliers Benade De Villiers 57. In one case the matter was ·raised in 
argument. See Patakh Centre Pty .Ltd v Stern NO 1978 (l) 259 (D) 260 
and 262E-G... twas con.ten e tat an.act by a company which, in terms of 
its mem·orandum . it. has no power to perform, is· ·void .~nd .an agreement to 
perform such an··act is· also void. It was, however, Deld that the company 
had the power, in terms of the ~emorandum, to do ~he act in question. 
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The first is whether the act beyond the capcl.ci ty of the company, 
because it· is no 1 onger void, is ergo binding on the company, despite the 1 ack 
of author1tY of its director~, ar1sing ~nly 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 wheth~r the act beyond the .company's capacity i S· capable 
of ratification by the majority by ordinary resolution, having regard to the 
fact that it·is no longer void. 

An attempt has be~n made in the preceding pages to submit answers to 
these questions. In doing so the following propositions have e·merged as 
portion of these answers. 

In.the first place, it is submittect thats 36 has ~adically altered 
the common law in regard to enforcement of the contract in the constitutjon 
by abo_l i shing· the ultra vi res doctrine entirely. Th:i s has occurred. despite 

. . 

the recommendation of the Van Wyk de Vries Commission that the best course 
. . 

.woulq be to attempt no ·general repeal of the existi~g ~aw of ultra vi.res, 
but to provide protection to third parties contracting with companies against 
the ~nfair operation of the ultra vires ;ule.1 · 

In the second plate, it is submitted thats 36 has altered radically 
. . 

the operation of _the agreement embodied in the company constitut~on. In 
def.ining the capa~ity of the company, the constitution reflects the c·ontract 
betwee~ the company and the members. Whereas under the common law doctrine 
of ultra vi res acts of the company beyond its .capacity were simply non­
existent, now such acts do exist. 

In ~he ·third place it,is submitted that what has emerged, after the 

~ 
JY 

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 ~xist, it is by no means .:!£so facto 

l. ·Par. 41. 
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157. 
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 incapable of being adopted or ratified by the company, and an interdict 

. . 

restraining such an ac~- prior to i_ts occurrerice, and compensation by the 

responsible agents to the company, remain legal remedi·es available.to the 

company and the insiders. 

In the outsider situation, lack of ratification by the company is 
irrelevant .to the question of the company's liability for an act of its 

agents· beyond its capacity or powers, since such a lack may not be asserted 

or pleaded as a defence. This, of course, does alter the common law of aQency. · 

: In the insider situation it is submitted-that, in terms of s 36, such· 

an act is not bind·ing on the company, because. the act was unauthorised and 
. . 

incapable of ratification, and these facts may be asserted or pleaded in 

terms of s 36. · 

. Finally, it is submitted that the section, although complex in its 
consequences·) is i.-,orkable ;·and is consiste.nt with the·common law. It p.rotects 

. . . , 

the .third· party at the expense of -the insider's rights, while giving the 

insi~er rigbts of recourse against the fOmpany's agents who exceed their 

authority. 
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CHAPTER 7 - THE RULE IN FOSS v HARBOTTLE 

l. Introduction 
<".:,, 

'-{, 

158. 

In an investigation into the concept-of the constitution of a company 
in genefal, 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 contractual rights and obligations between these parties. The righti to be . 
enforced may therefore be those of the company or of a member or a group of 
members. The legal.rule developed uhder the ap~Tiation_of the rule in Foss v. 
Harbottle, and the various exceptions.allowed to that rule, directly affects 
the enforcement ~f those various rights. 

. -

The manner in which to treat that topic, however, causes a dilemma. 
. . 

On the one hand the topic has been extensively dealt with, both in academic 
· writing,· and in the cases. 1 The subject is~ furthermore, notorious for its 
difficulties, and a number of judgme~ts on it are by no. means easy to re~on~ile. 2 

On the other hand the rule has become a major obstacle to the enforcement 
by a ;hareholder of his rights. 3 What is more, it has been_noted ·by both. 
Wedderburn and Naude that, as the constitution contains a contract between the 
members and the cqmpany, a member should be able to defend himself against an 

· unjustified vari~tion 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 
i rreg.ul ~rity, cla-she_s head on with the pri-nci pl e of E.acta sunt servanda. 4 

1. Cilliers Benade De Villiers 425 ahd ~he a~thorities therein quoted. 
2. Wedderburn KW: 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. V~n Wyk de Vries Commission 42.10. 
4-. : Naude 177; Wedderburri-supra 209° · 
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It is therefore proposed· to set out the.rule.in Foss v Harbottle in 
.general outline, indiGating briefly- the different types of action involved 
and the sta:tutory relief now ·available. · Then attention will be given to the 

. . 
· existence of a clash between the rule against interference with the internal 

. . 
affairs of a company and the concept of the constitution as a contract; The 
ruli 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 it stands, with one poss_ible variation arising out of s 36 of 
the Act. 

2. ·. English law 

2.1 The rule in Foss v Harbottle 

The rule was described by Lord Davey in Burland v Earle as follows. 1 

-"It is an 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 cle?-r ·law tha~ 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 should prima facie be_ brought by the company itself.". 

· "But an exc~ption is made to the second rule, where the persons against 
whom the relief is sou~ht themselYes hold ~nd control the majority of the 
shares in the.company, and will not permit an action to be broug~t in the 
name of the company. In that case the courts allow the shareholders to bring 
an action in their nam~s." 

"The cases in which the minority can maintain such an action are .•• 
confined to those wher~ the acts compl~ined of are of·a fraudulent character 
or- beyond the powers of the company." 

"It should be added that no mere informality or irregularity which 
can be remedied by the majority -will entitle the minority to sue, if the act 

l. t l 902] AC 83 PC • The deletion is ·mine .. 
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when done regul~rly would be within the powers_ of the cbmpany and the· 
int~ntion·of the majority of the shareholders is clear ... " 

A more recent formulation is to be found in Edwards v Halliwell. 1 

The facts in that case were as fo 11 ows. 2 

160.~ .. 

One of the rules 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 ~lso· 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 
del~gates of the union, without taking any ballot, passed a resolution increasing 
the amount of the contribution of employed members. The plaintiffs, two members 
of the union, claimed against two members of the committee and against the ·union 
itself a de~laration that the alteration adopted at the delegate meeting was 
invalid. 

It was argued for the defendants.that w~en an. action vasbrought by an 
individual in respect of. a mere irregular_ity in _a matter whicht-1as intra vi res 
a trade· uni on and concerned its internal management, the court would not as a 
rule intervene_. _A mere. irre·g.ularity, it was conceded 1 did not cover .fraud, 
oppression ,~-r unfairness. 3 

In the view of Asquith L J expre.ssed in one of ·the judgment's of the 
cour:t, "the matter was strongly tinctured not, indeed_ with fraud, but with 
oppression and unfairness. Here wer,e men who had a ri g_ht not to have their 

i • • 

contributions increased, -except' 'by .'ci ballot resulting in a tv,o-thirds majority. 
Thi~ right ·was ·clearly "violated.";.... Jenkins L J in his· judgment in the· case : 

dealt with the reluctance 'of' 'tne·-'court to interfere with the domestic affairs 
of .a company and _the more general proposition commonly called the rule in 
Foss v Harbottle. ~ He then.set out the rule as he saw it, of which the 
following is a summ~ry. 5 

Firstly, the _proper plaintiff in an action in_ respect of a wrong alleged 
to ha_ve - been done to a compa~y was J?rima facie the company or the association 
of per..s.Qns itself. , , ,....._ ___ :-1 

1. .cl950 J 2 All ER 1064 CA. 

2. Ibid 1065A-G. 
3. I~id 1065G-H. 
4.' Ibid _l065H. . . 

5. Ibid l066G-1067. 
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~econdly, where the alleged wrong was a transaction which might be 
made binding on the company by a simpl_e majority of the members, no individual 
member was allowed to maintain an action in respect·of that matter f6r the 

. ( ·, 

simple reason that, if a· mere majority 
ha~ ~een done, then ~adit q~oestio. 1 

of th~ members were in fa{our of what 
No w~ong had been qone to the company. 

:If on the other hand a simple majo.rity of members of the company was against 
. . . 

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 
which an individual member could assert in his own.right. 

. 
·· There were-certain exceptions to the rule. Thes~ were as follows. 

.Hhere the- act complained of was wholly ultra vires the company, the rule' 
had no application since th·e actio·n.could not be confirmed by ·t_he majority. 

Furthermore where the action was a fraud on the minor.ity and_the wrong­
.doers w~~e· in control of the company the rul~ was relaxed in favou~ of the 
aggrieved minority who were allowed to bring a minority shareholders' action 

. . . . . . 

on b~half of.themse)ves and aJl others. If thi~-were not so, the grieva~ce 
wou1d never reath the court because the wrong-doers themselyes being in control 
would not allow the company to sue.· 

· Finally the rule did not prevent a member from suing w~ere the act 
·could .not be sanctioned by a simple majority but only ·by some special majority. 
In this case the-company was attempting to do, without a special resol~tion, 
that which required a special resolution. If it cou1d assert that it alone ~~s 

. ' 
the proper -plaint_iff, th_is would allow a cpmpany to do de facto by ordinary 
resolution that which according to its own regulations could only ~e done 
by special resolution. 

The final _exception,~et- tiut above, in the opinion cif the judge, 
fitted,t~e case exactly. Here the act complained of could. only validly be 
done by ~_special majority. This had not been the case. 

l. This spelling is exactly as in the judgment. 
., . ..,..,. . :")-.. 
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As far as the facts were concerned, these did ~ot f~ll into the 
. . . 

general ambit of the ru l ~. It was not. a matter where the wrong was done 
to_ the union, in which case the c~Lise o~ action wo·uld b~long primarily to 
the union •. • Un the c;:ontrary, the members complained that the union had 
invaded their individual rights, by a purported, but invalid, alteration 
of the tables of contributions. In those circumstances the rule in Foss v 

, 

Harbottle had no application at all, for the individual members 
not on behalf of the union but in their ow~ right as memb~rs. 1 

was therefore given in favour of the plaintiffs. 

2.2· Types of action 

were suing 
Judgment 

Arising from th~ r~le, different types of action are to be instituted. 

'h 
j)> 

Where the m_ember is entitled to act against the wrong-doers to assert the · 
company's rights, his action is called a derivative action. Where he acts to 

.assert his own personal rights under the c9nstitution it is called an individual 
action.· Where he acts on behalf of himself and those who are in the same 

. . . 
position as himself to assert the right of the group, his remedy is described as 
a repre~enta~ive action. 2 · 

In Gower's -view th_e decision·s on whether the action should be by or 
against the company are confusing because frequently the same fa~ts g·ive . 
rise-to both possibilities. 3 

. 
The difficulties arising from the rule have led to a form of statutory 

relief co~tained ins 210 of the English Companies Act, 1948.4 Any member 
who complains-that the affairs of a company are being conducted in a ~anner 
oppt'essive to some part of the members (including himself) may petition the 
court, ·which, if satisfied that the facts would justify a winding-up but that 

. ' 

this would unduly prejudice that part of the members, may make such order as it 
thinks fit. 5 

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 Harbottle and the concept of the 

1. Edwards v H~l~iwell supra 1067H. 

2. Gower 587-594; Wedderburn supra 205. 

3.· .Gower. 
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 

this contract, so that the·member is precluded from seeking relief· from 
' . 

_such a breach by the rule in Foss v Harbottle, then there is indeed such. 
. . . 

a ~lash. . Anyone who- becomes a minority shareholder in a company does so 

wifh the.obvious knowledge that where his point of vi~w conflict;Mith that. 

of the majority, the latter1 s w.ill is likely_to prevail. 1 The matter turns 

on the extent to which the _majo~ity __ can overrule the minority, or in other 

wor.ds, on the boundaries of majority rule, which, in Wedderburn's view 

define th~ limits of the rule in Foss v Harbottle. 2 It is therefore 

necessary to examine these boundaries, and in doing so, the first step is 

tq ascertain whether the source of majority rule is to be found in the 

contract f~ the constitution. If it is, then the enforcement of that contract 

is· the yardstick ·both of majority rule and qf the rights of· the minority, as 
. . 

the source and limit of the rule in Foss v Harbottle. 

· 2.4 Majority_ rule and its source· 

. . 

·.· That.the majority derives its rights from the ~onstitution, that is 

to_ ~ay the contract in the ~ons t~. tuti on, ·is a proposition not frequently 

stated in _the cases, but its truth _is nevertheless, it is submitted, beyond 

que·sti on. Buckley J in Hogg v Crampho·rn Ltd ~tated that the court should 
.. 

not itself interfere with the exercise by the ma'jority of its constituti.on~l 

rights. 3 Plowman· J stated the .. matter in ·somewhat stronger terms in 

Bamford ,r Bamford. 4 . He there ~~aid that the articles _were a contract binding:: 

on· the company and a 11 its. members and each memo er was entitled to have the . : 
• • • €;_, .• 7 • I -,., ",.,.,,• • 

affairs of the company conducted acc·ording 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 

majority •. 

.- . 
l. ~ogg v Cramphorn Ltd [1966J 3 All ER 420·CnD·428B-D. 

2. · Wedderburn stipra 198 . .... ';_..(=z----. . . . 
3. cl966J 3 All ER 420 Ch~ 428C-D. 

4. ·c l968J 2 All ER 655 ChD 659-660. See a 1 so Hanner (HR) Ltd Re [1958J 3 
. All .ER.689 CA 704F-G and 706G-H. . - --- -
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2.? The boundaries of majority rule1 

Si nee the source of majority rule is to be fot 1nd in the contract 
j . 

in the constitution, it- also defines the boundary of majority r::.:.le. This 

· boundary may be asc.ertai ned as follows. Where there are breaches of that 
. . . 
contract by the majority, the power of the.majority and of the minority is 

manifes~ed by the majority's power to ratify such breach arr_d the minority's· 

power to prevent such ratification. This power derives from the right, be 

it express or implied in-the constitution, to enforc~ the contract contained 

therei~ .. This question of ratification is therefore the next aspect to be 

considered. 

2.6 The earlier view : that in ·certain cases the majority ·may ratify 

its breaches of the articles 

. 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 b·reach of the c1.rticles. 2 On the other hand, not all the cases have 

said this. What is more, the majorfty is not as powerful as the former line 

of cases· suggests·. 3 · There are cases where the majorit~ has not been permi-tted 

-to bind the minori.ty. 4 What, therefore, is the dividing Jine between what the 
, . . 

majority may do, and what it may.not do? Clearly it may DOt act beyond.the 

cap~ci ty of the company itself, nor may it act in fraud of the minority. Nor 

can it do by an ordinary resolution that which requi~es a _special resolutio·n. 

· Nor does it intr:-u_de into the area of the personal rights of members. 5 In othe_r 

words th~ member ~as the right to prevent the terms of his contract w·ith th_e. 

other ~embers b-eing altered by a simple resolution rather than a special 

resolution. Thi-s contract is the one which always arise·s from the articles in 

terms of s 20 of the Companies Act, 1948 and.its predecessors. 6 The -courts, 

said Wedderburn, had recognised the member_'s contractual rights in general terms, 
and his personal rights, as well. as. his right to enforce -same. 7 

1. · See G6wer on the subject of the controlling shareholders' duties, viz 
.ch.apter 24 at 561~581. -

2. ·- Gower 199 and the exampies there quoted, particularly footnotes 34-36. 

.3. 

4. 
s·. 
6. 

7. 

. . ....... ()~ 
See _for example Wood V- Odessa Waterworks Co {1889} 42 ChD 636. ···-

Wedderburn· supra 199. 
Edwards v Ha 11 iwe 11 · supra l-066-10.67. 

Wedderburn supra 208. 

.Ibid 209-211 and the authorities the.rein quoted. 
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This agreement v.e.s strengthened, he says, because many actions were in· fonn 
. . 

're~resentative'. The sharehoiders ap~~ared as representative plaintiffs 
just becaus·e their fellow members, or a clas·s of them, shared· an i~terest 

. in. the matter. Uedderburn's authority for the view that the member· has a 
contractual right to enforce the contract in tne constitution is Salmon's· 
case. 1 

It will be recalled that Salmon brought an action on behalf of himself 
and all the other shareholders, except the defendants, to restrain the company 
and its directors from acts which we·re inconsistent with the articles. 

I 

Salmon, he says, could not have been tryjng_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 
di rector because in such capacity·, as an outs i.der, he could not enforce the 
cont~act arisi~g from the articles. 2 ~e, therefore, as 

1. 

2~ 

' 

Salmon·v·Quin and Axtens Ltd ~1909J t ChD 311; tl909J AC 442 H(. - See 
. Chapter 8 at 192.: This point is made by Wedderburn supra 212-213. 

· This. proposition, insofar as it touches on the 11 outsider 11 rule, will be 
. dealt with again in a more appropr_iate 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 links between the rule in Foss v Harbottle and outsider 
rule. See also Wedderburn KW: Contractual Rights under Articles of 
Association - an Overlooked P;inciple Illustrated (1965)28 MLR 347. at 
348 where the same propositipn is· advanced .. 
It will be submttted'belo~ in Ch~pter 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 management. 
It was the basis of his membership that he would be a maDaging 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 
c,onst-i;tution 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 Ax tens •. 
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is evidence_d by the form of representative action adopted, sued .as a 
shareholder to protect a right p~rsonal 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 ~he company not to 
depart from the contract with him Under the articles, even if that means 

166-•. 

I • • • 

indirectly 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~ 
outsider. He considered that a g~neral application of the right of'.a 
member to call upon the company to observe the articles conflicted with the 

· rule in Foss v Harbottle. 1 It·clashed_with the view i~ 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 l~vels. 3 He considered several answers to the problem, for example 

. . 

that the majority· could ratify what was in substance an alteration of the 
article~, or a complete transformati.on -~f the company. 4 · Neither of these 

. . 

was a . genera 1 · 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 b~ rat:ified;. on ... the other stood those in ~he grip of the ordinary. 
majority., The cases afforded little satisfactory assistance in deciding 
where.each a~ticle would:fall •. Therefore matters of internal management 

. . . 
ougnt to be confined to matters already covered by judicial pronouncements, 
although this would leave anomalies.__ Outside of these cases, the member 
might enforce his contractual rights. In effect Wedderburn sought to break 

. . .• ..:... 9 - . 

.away from ·the .internal_ nianagemenfrule, leaving it whe_re the courts haye 
brought i_t. The same vie'!" is _supported in Gower· on the basis that it 

• . <. .. _-, ~-~ -. ·' . 

eliminated ratification as a bar to an action by a member in respect of 
some impropriety.~ 

1. Wedderburn K l-I: Shareholders' rights an·d the rule in Foss v Harbottle 
• (J957) CLJ 194 at. 213, which article has b.een referred to as 

"Wedderburn" •.. 
2. lb.idem. The reference is to MacDougall v·Gardiner {1875) 

3.<~:_-:Wedderburn su'pra 213_ a·nd the authorities therein quoted. 
4. Ibid 214. · . 

5. Gower 264 and 586. 

1 ChD 13 at 22-23. 
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. , This. approach seems unsatisfactory. It a~_~epts that the case.s are 
inconsistent ~nd ~re incapable of being reconciled, either wit~;each other 

. . 

or with an underlying principle. It also accepts that t~e majority is 
entitled to breach the articles and to ratify such breach by an ordinary 
resolution. 1 Furthermore, it a~cepts that ttiis 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 later view: that the majority may not ratify its breach of t_he. 
articles 

Wedderburn has, however, taken the matter further. 1 ·He has done so 
in response to two cases·, namely H~gg v Cramphor-n L te:2 and Bamford v Bamford .3 

These cases deal, not with the r·ule in Foss v 1-l_arbottle-, bu-t,with the breach 
. . 

of fiduci.ary duties of.directors. Nevertheless, the boundaries of majority 
rule are clarifie9 by reference to the power. of the majority to ratify 
irregularities by means of an ordinary resol.ution. In addition, the extent 

·o{ the majority's right to act without reference to the merits of its views, 
. . . 

and the source of that right in the company constitution, emerges with some 
cladty. 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'i . . 

ariitl~, it is proposed to set out the cases. 

In the case of Hogg v Cramphorn Ltd the directors, in order to foil 
a take-over bid attached special voting rights to a number of unissued 
preference shares and allotted .them to a trust to which they made loans with 
which to pay for the s·hares .4 · These transactions were· cha 11 enged by a 
~harehol'de;. The court h

0

eld that o_n a proper i.nterpretation of the articles 
the directors had no power to attach specjal voting rights to these shares. . . ' 

However, it did _not follow that the allotment be set aside, since the J:r,uste~~-
·could elect ·to retain the shares without the special voti~g rights. 6 However, 

1. Wedderburn KW: Going the whole Hogg v Cramphorn? (1?68) 31 MLR 688. 
2. c·l 966J 3 A 11 ER 420 ChD. • 
3. ·cl968:J 2 All ER 655 ChD; cl969J l ·All ER 969 CA. 

4. tl966J 3All ER420ChD. 
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6. Iqid 426B. . · > 
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it was necessary to refer the allotment· to the_ general meeting, without 

whose ratification the allotment was liable. to be set aside. l. In exercising 

their rights, the majority. at such a general meeting could ratify the al lo~ent 

and the loans. Unless the majority in a company acted oppressively towards a 
. -· 

minority, the court w~,uld not interfere .. with the exercise by the majority of 

its cons ti tut iona l rights,· or embark on an enquiry in·to the respective merits 

of· the views held or poHcies favoured by the m~jority or the minority. 2 

The case of Bamford v Bamf.ord·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. Plowman Jin the court a quo 

did, however, approve counsel's contention that the rule in Foss v Harbottle 

had no pla~e where the plaintiffs sued in respect of their -own individual 

cont~actua l rights. 4 The· facts were as fo 11 o~,s. By way of a defence _to a take-

over, the directors of a company had _i~sued ·soo 000 unissued ordinary ·shares 

to a third company at par for cash. Unde~ the company's articles all unissued 

· shares were at the disposal of the directors .. In an action by two shareholders 

for a declaration. that the allotment was void it was alleged that the allotment . . 

was not made ·in good faith fn the interes~s of the company and was therefore in 

excess of 'the directors I powers. _. The mat·for arose on a preliminary poi rit of 

law that i~ to say, whether, assuming the directors ~ad not acted. bona fide _ 

in t~~ interests of the company, the a•i1otment _was c~pable of being ratified 

by an ordinary resolution of the members,and if this.were done whether such·a 

_ resolution would be eff~ctive. -~:In,-the appeal court th-e matter was dealt with_ 

· on the iss·ue of the division of powers between the directors and the general 

mee.ting and on the exis.tence. o.fr-a residual power to be found in the general 

meeting. Harmari J viewed the matter in this light, holding that if the 
' . 

directors ilidthi~gs wrongly which they could have done, had they complied with. 

th~ cons ti ttiti on then .the genera 1 meeting coul 9 ratify their ·acts. 5 He was 

also inclined to frown on the 'judgment of Plowman ~ in the court a qua, as· 

~eing ·"unapt". 6 He. considered that any question as to wheth~r the general 

1. . · Ibid 429E-F. · 
. .,..- ... t. • 

. 2 •. ''-·tbid 428C-O. 

3. El9~8J 2 All ER 655 ChD; cl969J l A11 ER 969 CA. 

4. cl 968i 2 -All ER 655 ChD 659-660. 

5. Bamford v Bamford cl969J 1 Alt.ER 969 CA 973C. 

6. Ibid 9731. 

t 
I 

• > 

f 
! 

f 

. ;· 
t 
t 

~ 
I 
I 

1· 
I 
i 
1:: 

I 

1· 
j 

l • j 
i . 

I 
: 11 

~\fl.?AL,;.,_;p1.pQ1,b~_:t(;q:, W~..,_i'f1,.i§ibi,◄t ,SP Y. t !tW•~~,ra:m_ t!:..Jr~~-m-Mt~w~~''n'._~,.~~~~•--~"~ .. ~~,.,,.;-;1; ----------~ I I 



1at.liii-''~~.,$,ii,4;!M·l.i>'• 'K·i .tk , "' • .- .-_.A!.,.-w ,n; _t_ l!t ,I I ■ilJl 

r' 

169_. 

meeting had any residual power to allot was i-rrelevan~ since the company in 
general rn~eting was not called on 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 t~e reli~nce placed by-Plowman J 

in,the co~rt a quo o~·Hoqg v Cramphorn Ltd. 1 This case was, said Harman J 

"very like the present" since in both cases the matter was referred to a 
· general meeting for ratifitation. 

· Wedderburn has written a hoti 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 t-his article Wedderburn observed that Plowm~n J was unravelling five 
pr_inciples of company law~ previously interl_~cked in an.inelegant way •. 3 

These were, firstly, the constitution a·s a contract; secondly, the rule in 
. . . 

Foss v HarbottJe which prevented the member from suing w~ere the majority 

could ratify, by_· ordinary majori:ty"_? thirdly, the· residual power of the general 
meeting; fourthly, the shareholder's person~l right of action to have the 
c_o_nst'itution ·gerierallY ob_served, s·ubject .to the rule· in Foss v Harbottle; 
fifthlyi the indiv~d~al shareholder's right to biing a derivative action 
to protect. his company against wrongs ,where the wrong-doer was in control. 
Plowman J's view was that the articles were a contract; and that each member . ' . . 

was entitled to require of the compa·ny and· of every other member that the · 
' - . 

affairs <:>f the company f?e co·nducte:d according to the articles for the time 
being in iorce. This ·propositio~·was·merely an ~xegesis of s 20(1). ~Its 

. , •· 

purpose ts to demonstrate= that~he p1aintiffs are suing in respect of their 
own individual contractual rights and that-the rule in Foss v Harbottle is 

. . 4 
th_erefore excluded." 

. ·. 

l. Hogg. v Cramphorn Ltd cl 966J 3 All ER 420 ChO. which was referred to in th·e 
· court a quo. See Bamford v Bamford cl9(>8J 2 All ER. 655 ChO 66$-f.,. 

2. Wedderburn KW: Going the whole Hogg v Cramphorn? (1968) 31 MLR 68'8 
particularly .691-692. 

' 3. -:.~c:::J'bidem 688 .. . _! 

4. Per Plowman .J in Bamford v Bamford .cl968J 2 All 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 1n Harmer ~HR~ Ltd 
c1958J 3 All ER 689 CA .. In the latter case (704F-G) it was state tat 
conduct was oppressive if it deprived the minority of shareholders of·· 
their right as members of the company to have its ·affairs. conducted in 
ac~ordance with·its·articles of association (see also 706~-H)~. . . 
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,:tie effect of this~ said Wedderburn,was _to enlarge the minority's 
. contractual rights by adding to the concept of the constitution as a contract, 
· the further. principle that the shareholder had ~--d>ntractual right to have the 

,:. 

constitution generally ·obsl:!rved. Wedderburn had, of course, a·~vocated this 
. vi e!.,r previously. 1 · 

It also clarified the extent to which the rule in•Foss v Harbottle had 
. placed limits on these latter principles. According to this judgment the 
minority shareholders co~ld not bring a successful aGtion if either the matter 
was· a 11 procedural irregularity 11 or _the like, which the ordinary majority in 
general meeting could validate, or the matter concerned some other impropriety 
(such as a breach-of duty by the directors) which the general meeting had the­
power to ratify and did actually ratify .: 2 The ordinary pri nci_pi e had so far 
been that a minority shareholder .. had no locus standi to bring an action . . 
wh~rever it was possible for the ordinary majority to ratify, save in the case 
of wrongs to the company. This- was the pri nci pl e in McDouga 11 v Gardiner, 
even though there had been· a breach of the· articles. 3 - - - --

Once the member had· the right to have the constitution generally 
observed, that disposed effectively .of any right which the majority might 
have had to ratify such breach. In demanding that the affairs of the company 
be c~nducted according to the constitution, the individual member was.suing 
to·enforce his own individual rights. The majority could not rely on the· 

. rule in Foss v Harbottle. 4 · 

2.8 The existence of a clash between two princigles 

It seems f_air_ to _comment that Wedderburn has aeparted from his previous 
view that the rule in Foss v Harbottle might·be ~n excuse for a breach of the 

· articles and a barrier to their enforcement by a .member. 5 lt is further 
. . 

submitted that, despite the strictures of Harman J, the words of Plowman J 
clearly illustrate tha·t in fact there is no clash betwee~ the 'two principles. 6 
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1. Wedderburn KW:· Shareholders' Rights and the Rule in Foss v Harbottle i 
(1957) CLJ 194 at 212-213, referred to above as "Wedderburn". _ . t · . 

-
.2. 

3. 
4·_ 

· Wedderburn KW: Goi-ng the whole Hogg v Cramphorn? {1968)31 MLR.688--'at?692.· l 
Ibidem. · . · . · · · I 
This is the effect of the -judgme-nt o{·Plowman J in Bamf_ord v Bamford· · J 
in.the cour~ a quo supra 659-660~ 

5. See·uedderburn '213-214. 
6. Harman J's views are set out in Bamford v Bamford, supra in the 

Appeal Court. · 
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Wherever.a member can rely on contractual righ_ts given to him in the articles, 

the rule in Foss v Harbottle does not apply. 1 Such contractual rights are 

individual, such as the right tci vote, and are also general,such ai the rig~t: 

to hav~ the affairs of the company conducted in terms of the articles~ The · 

majority, too, 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 

constitution. 2 There is no conflict betwee~ the members' individua·l rights 

and the rights of the majority, 'because they both have a common source, that 

is to_ say; the same contract, which provides the same limits. Therefore the 

rights of the minority and the majority have common boundaries and thus th~re 

can be no clash. A breach of the articles is no more than an attempt to 

change these boundaries. ~hether 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 ~ breach of those terms or not ? 

There seems, therefore,to be no clash in.principle between the rule and· 

the concept. That there are, on the other hand, cases which are inconsistent 

with.·this propos-i.tion, · is beyond. question. 3 

3. -South African law 

3.1 · Introduction .-

The rule in Foss v. Harbottle1·has been taken over in South African common. 

law as it stan-ds. However, the .'rule ·has been referred to infrequently. 4 

1.. 

2. 

C:"::::, ~.> ..f. ,.;-/ 

See also Bastin NA: The Enforcement of a Members Rights. The Journal 
of_ Business .Law January 1977 17 at 23. ~~~ 

Hogg v Cramphorn Ltd.cl966J 3 All ER 420.ChD 428C-D. 

3. See.for example Mozley v- Alston (1847} 1 Ph 790. 
·MacDougall v Gardiner (1875) l ChD 13 at 22-23. 
In this enquiry, care has been taken to ·avo.id. a detailed analysis of cases 
and of definitions. Thus "personal rights" and "ratifiable irregularities" 

· are but two concepts which, in the.context of the rule in Foss v Harbottle, 
c.:.,cJ:equire special s.tudy. Since the rule itself is beyond the scope of the 

present dissertation, no ~ttempt is made to·define same. 

4. · -See:·the follovling cases : 
Cohen·v Directors of Rand Collieries Ltd 1906 TS 197 
lfc56inson v Imroth- 1.917 WLD 159- · 
tares· 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 
Coo~er v Gavratt 1945 WLD 137 
Mil er v Miller 1963(2) SA 199 (SR) 
Grundling v Beyers 1967(2) SA 131 (W) 
Sor ens on v Execuffve Cammi ttee Tramwa and Omni bus Workers ) 
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The ac~demic writers in effect deal with the English law on the subject. 1 

. As in. English law, the rule reinforces the power .of the majority. Likewise, 

the source.of .. majority -rule is to be found in th~ contract in f,ie c~nstitution. 

3.2 Majority rule and the rule in Foss v Harbottle 

The rule of the majority has been expressed by Troll i p J A in 

Sammel v President Brand Gold Mining Co Ltd. 2. He said: "By becoming a 

shareholder in a company· a pe·rson 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 

where they adversely·affect his own rights as a shareholder (cf. -sections 16. 
. . 

and 24) •. That_ principle of the supremacy of the majority is essential to the 

pro~er functioning of companies.~ Clearly it is by his contract in the 
constitution that the member is bound by the decisions of the majority. 

On the rule in Foss v Harbottle itself, the prevailing view.is that of 

.the Van Wyk de Vries Commission, namely that the possibility of a shareholder 

intervening-in matters ( such as a wrong commi tt~d by the d frectors aga ins~ ·the 

_company) is stringently limited by the Foss v Harbottle rule; and that the field 

of the derivative action is so narrow that it has little significa·nce in the 

context of shareholder prot~ction. 3 Consequently, as in E~glish law~ recourse 

is had to the Act to provide a rem_edy_. 

3.3 Statutory remedies 

·-The Act provides various remedies.for members. The most important 

are: s 252 which· affords a member's remedy in cas·e of oppressive or unfairly 

prejudicial conduct and~s 266 which provides for.the initiation of proceedings 

1. 
2. 

3. 

Cilliers Benade De Villiers 423; Naude 167; Hahlo 535. 

1969 (3) SA.629. (A) 678G and 679C and the authorities there quoted. 
0

Se'e also Aspek Pipe 'Co (Pty) Ltd v Mauerbe.rger 1968' {l) SA 517 (C) 
528F-G. " 

· ·Par 42.10 .. 
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. ~--\ 

'· J 

'F91!1!:EW'S-•3Y LWV .... ~---U" ------;;~~Q'I"' ....... ..,,,.--------

~ 

f 
} 

t 

I 
r 
i 
f 
' 

' 

I 
I 
I 

1 · 
t 
I 
f 
t. 

t 

I 
I 

t 

1 · 

t 
f 



-~~';l;»,t;·td,;,·"dV1cWr·~t '-i,,",;iPI, -.,."r.-;;)- 1·-'ilS:: t.iGetJL, ....,l::Klr«-----.~ -~J _ _. __ _ 

.. 1J3. 

on behalf of the company. by a mell!ber,··a type of statutory derivative action·.·l .J~ 

Hahlo says· of s 266 that it.is lik~iy to replace the representative or 

derivative·shareholder'{ a~t.ion o-f the common law.t 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 o~ loss or has been deprived of any benefit and 

-the company itself has not instituted proc;eed i ngs 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 pro~ee~ings and if the company fai.ls to do so in one month he 
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may do so. Cilliers Benade De Villiers summarise the effect of the section iri the • 

following ~ay. 3 If a member can satisfy the court that (i) the· company ·has n.ot 

i ns~i_tuted ~he proceedings; but (ii) ther~ are. prima faci e grounds for such 

proceedings; and (iii) an investigation into such grounds and the desirability 

of the· institution of such proceedings ·is justified, the court ~ay appoint ·a· 
. . 

provision9-l _curator ad litem. He is obliged to und~rtake that investigation 

and report to the court on the return day. On his report the court may either 

·discharge the.provisional order or confirm his. appointment and authorise the 

insfitution of the proceedings. 

3~4 The effect of s 36 of the Act 

Naude.holds the view thats 36 of the Act has altered the South African 

law on the rule in Foss v Harbottle. 4 A member could seek an ii:iterdict in · 

1. 

2. 

3. 

4. 

-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 
investigatio·n. 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). · 

• I • • . • 

At 535. It has been. suggested thats 266 was probably enacted to deal 
wjth the difficulti.es in the rule in F0ss v Harbottle. See Brown v Nanco 
{Pty) Ltd 1976 (3) (SA) 832 (W) 834£:-: 

. At 431. 

N-aude S J : Company Con tracts : the Effect of Sec ti on 36 of the new Act 
(1974) 91 SALJ 3l5 a~ 324 et seq.· See Chapter_6 ~t 124. 
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regard to matters beyond the company's ·capac;"ty or powers but the theory 

justifying· it had "virtually collapsed". The basis had beeri t_hat the proposed_ 

ultra vires act was an exception to the rule in Foss v Harbottle; "and it w·as 

an exception because an ultra vires act was void and could not be ratified by 

the members in general meeting. 111 - Now. it wa~ no lo~ger void and ratification 
, . . 

was irrelevant, so that the basis of the exception h~d disintegrated. Seiondly, 

the argument that the memorandum constituted a contract inter alia between every 

.member and the company, was on r.ather thi_n ice because the memorandu·m 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 tr~verse the same· ground again, save to 

repe~t the.•conclusion offered,. as follows. A~ act beyond the capacity or . 

po~ers of a_ compa_ny was, at common law, both void and incapablE;? of rati.fication. 

Although such an act is; as a result of s 36. of the Act, no longer void it has 
. . . 

been submi.tted_ that it remains incapabJe of rutification because it is in 

breach.of the contract embodied in the constitution. 4 

4. :.-Conclusion 
/ 

Fo·r the present purposes, ft is not necessary to attempt to resolve any 

of the difficulties inh~rent in thi rule in Foss v H~rbottle, if ~hat were at 

all possible. That rule is only rel_evant to illustrate, as it does, the 

relationsh_ip betwe.en the member and;the coinpany, arising from the constitution. 

Both the .c_ompany and the member-.--.·haVe rights arising from the contract contained 

in .the arti cl ~s. Each is subje2't to· i imits ~ 
c.-::::, ~J ..!.. ..,./ 

The members' rights are of two types. His personal rights which are not 

subject-to the w·ill of ~he_majority, and his ~orporate rights_, which are 

subject to the majority. An example of the former is the right.to receive 

notices, or; _the rig.ht to vote." An example of the. latter is ·the right to . ' 

receive 'a dividend,. if so declared by the majority._ In addition the member may 

have a general right to have ·the affairs of the company conducted in terms· of . . 

the.· articles. . \ · ~,, __ ,;...;2 
•,~! 

1. · Ibid 325. 

2. lbip 326. See Chapter 6 at 124. 

~- See 'chapter 6 at i49 et seq. 

4. Ibidem 
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The rule in Foss v Harbottle seeks to rec·oncile _ the ·conflicting interests J;.: 
of the company, the majority, the minority and th_e individual member. In the · 
first p 1 ace . i·t grants to the company the . so 1 e right to protect i tse 1 f against 
~rongs to itself. In the second pla~e it seeks to protect the majority in the 
exercise of its prerogatives. In the third place it recognises that in the 
inte~ests of justice, there must·be situations in which the member ought to be 
able to act, in respect of a wrong to the c·ompany, and also in instances where 

· the majority is not entitled to ratify the irregularity in question. In such 
a situation the member's ·right exists in spite- of the views of the majority to 

. . 

· the contrary. Finally it is clear that the rule 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 \•tay 
prejudiced by it, or to permit a breach of the articles. However, j_ust as· the 
formulation of a single rule in· Foss v Harbottle, instead of two, is of limit~d 

, -value, so tod this simple proposition by no-.mearis resolves all issues. 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 lackin~. The 
inconsi.stencies and gaps in the case law, of necessity, leave the rule in Foss v­
Harbottle in a state of disarray.· 

l. See Naude 172 on the subject of one rule in Foss v Harbottle,- also 
-~edderburn 198. · -
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CHAPTER 8 - THE OUTSIDER RULE .~ -~·-

1. lntroducti on · 

The importance of the outsider rule in dealing with the constitution 
as a contract is that it clearly seeks to inhibit the contractual effect 
of the constitution, by limiting its enforceability to ~ights conferred 
on.the parties.to the contract in their capacity as members and in no 

. -
other capacity. The outsider rule, also described as the~ member 
rule, was o_riginally formulated by Astbury J in Hickman v Kent or Romney 
Marsh Sheepbreeders' Association. 1- .In this chapter, it is proposed to 
review the seminal ·judgment of Astbury J in this case, and his formulatio_n 
of the outiider rule, which he postulated as a method of recon~iling two. 
apparently conflicting lines of earlier cases in that regard. In doing 

· so, he_ formulated the tests of capacity ~hd g~nerality, as the yardstick 
for the validity and enforceability of the contract in·the constitution. 

In order to place this judgment in its historical context the _cases 
p_recedi ng Hi ck.man's case wn 1 be. e~ami ned to determine the meaning and 
ext~nt of the outsidei rule, with- a view to ascer~aining whether they 
COf!tained 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. Hitkman's case 

In Hickman ·v Kent.or R9mney Marsh Sheepbreeders' Association the 
defen·dant association brought an action to. stay proceedings in an action 
against· it by a member who sought relief in respect of matters arising. 
solely out of the affairs of the association in .subs-tance to enforce rights 
~ndeP i~s articles. 2 The stay was sought in terms of the Arbitratiori 
Act, 1889, the submission to arbitration ~etng an article ~f the association's 

. constitution. Whether th~ article constituted a written agreement between 
the member and the company was· the cr1sp_ issue in the case. 

1. c1915J 1 Cho 881 at go·o. 
2. [1915] l ChD.881 
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In. deciding the issue, Astbury J ·was faced with apparently conflicting 
authoriti~s, holding on the one hand, that the·articles do not constitute 
a contract between the company and its members, and on the other hand, th~ 

opposite point of view. 

He.-quoted four cases namely Pritchard's case, Melhado's case, Eley's· 

case, and Browne v La Trin_idad. 1 These cases will be referred ;o as the 
Eley_ cases. These cases acknowledged that ·the articles are a contr.act between 
the members inter se, but denied that they are a contract between the compqny 
an·d the members. However, Astbury J found that in the Eley cases "the 
art{cles relied upon purported to give .specific contractual rights to persons 

. . . 
in some capacity other than that of shareholder, and in none of them wer-e 
members seeking to enforce or protect rights given to them as members in _ 
com~on with the _other corporators 11

•
2 "The act~al decisions," he said, -"amount 

, . 

to thi.s. An outsider to whom rights purport to be given in the articles in 
his· capacity ~s such outsider, 1tihether he· is- or subseque_ntly 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 part of the general 
reguiations of the company applicable alike to all shareholders and can only 
exist by virtue of ·some contract-between such person and the company, and the 
subsequent allotment of· shares to an outsider in whose favour such an article 

.. C 

is inserted does not enable him to sue the comp~ny on such an article to 
enforce rights which are res inter alia acta and not part of the general rights 
of the corpora tors as s_uch. 113 -.. :: · r' 

.t 
On the other hand, _f\_s tbt,1rY J observed that in other cases t_he company 

had been held to be ·entitl;d~ ~a; against its members, to enforce and restrain 
breaches of its .regulations.4 

1. :· · Tavarone Min~ng Co ~e,- Pritchard 's C3.se (1873) 8 ChApp 956, -
.-. Melhado v Porto Alegre Ra, 1 Co (1874) LR 9 CP 503 

Eley v Pos itj ve Governmen_t Security Life Ass~rance -Co ( 1876) 1 ExD 20 and 88 
Brown~ v La frin1dad ( 1887) 37 ChD l. · · · 

,.• .· -

2. ·· Hickman I s cas~ supra a·96. 
-·• ,--..-~ . , ; 

3.'->'--"1bid. 897~ · -·- . - ... 

4. ·Ibidem. 
The other.cases quoted by Astbury J are: 
MacOougall v Gardiner (1875) 1 ChD 13. 
Pender v Lushington (1877) 6 ChD 10. 
Imperial Hydropathic Hotel Co.Blackpool v Hampson (1882) 23 ChD 1. 

~~$.ff)<q,JAf~s.tl{·* .. "'-~1:Co',4fll ¥~ "m" ,;-t·n:m;:,r T '\......,,...-n=-"" - -

I 
. ' 

1

-y' 

t 

{ 

i 

fi 



~~/aW'hef",,1 -I ·,. •• 7 •o, -_.4-_ .• ~I_ .I ·---~II_~~--·-

, (· 

178. 
•. <" 

·It was also clear to him that shareholders as against their company 

. can enforce and rest.rain breaches of its regulatio~~. 1 s-" .J.T 

In al_l. these cases2 A~tb'.ury ·J fouri·d that the respective articles sought to 

be enforced related to the rights and obligations of the members generally as such 

and were not given to persons in some capacity other than that of shareholders. 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 ~ contract between the company and a third-person; 
• i 

secondly, that no right merely purporting to be given by an article to a_ 

pers~n, whether a member or not, in a capacity othe~ than that of a member, 

as 1or instance, as _soJicitor, promoter, director~ can be ~nforced against 

the company; and thirdly, that articles regulating the rights and obligations . . 

of the members generally as such do create rights and ob 1 igati ons between ·them · 

and the comp~ny res pee ti ve ly. 114 

The first proposition is of course a restatement of the English law 
. . 

relating to privi ty of contract. ·1he second and third proposition, read 

together,~1ili be referred to_ as t~e outsider rule. 

_Astbury J sought to reconcile two apparently <:onflicting lines of cases 

.in order to determine when articles are, or are not, binding as between the 

· ·. com~~ny and its members. • He regarded the Eley cases ~•1hi ch 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 -contractual 

rights to persons ·in some capacity other than that of shareholder.5 · 

Furthe-rmore, he considered th~t the reli~f sough\)n 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 rigpts could not be 

l. th·.;sup'port.:of this he· refer-red to 
Johnson v Lyttle's Iron Agency (1877) 5·ChD 687 at 693. 
lfood v Odess a 1-J a terworks 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 l •. The other cases are set out at 177 above at 
fobtnote 4~ · · · 

3. Hickman's case supra 899-900. 

4. Ibid 900 • 

5 •. Ibid 896-897_ and 900. 
6.· Ibid.896-897. 
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·enforced by the member against the company as arising from the contract 
embodie9 in the articles. 

179.: 

His view of "the other cases" was that, by contrast, the ri'ghts and . 
obligations in question were enforceable because they were _general and were 
held by the members i_n their capacity as such. 

Astbury J then examined the facts before him in the light of these tests. 
He found that the plaintiff's action was. in substance, to enforce his rights 
as a member under the articles.against the association. 1 Furtherm.ore, he 
h~ld that the article in question was a general article applying to all the 
membe~s ~s such. 2 It_ therefore created enforceable rights and obligations as 
between the member and the ass~ciation~·3 · 

In order to·offer ~ critical assessment.of Hickman's case, it is 
e,sential to review the English cases prece~ing_it. Much 6f the judgm~nt 
in Hickman's cas·e rests on Astb~ry J's.vi~w of and his attempt at re~onciling 
the judgments. in these cases. It is-therefore proposed- to examine these 

. cases .preceding, Hickman Is case to ascertain whether they provide any ev_id_e~ce' 
of the outsider rule; the criteria of capacity and generality; and ~ts purpose 
~f i~miting the· contr~ct_containe~ in the arti~les fo matters relating solely 
to membership. 

The Eley cases, which in the view of Astbury J purported to give 
specific contractual rights to pers_ons in .some capacity other than that of· 
shareholder, will be· d~alt wit.h firs_t. Then the other cases mentioned in 

· Hickman 1·s· case \·lil.1 receive attention, together with several cases nof referred 
J 

to· by Astbury J. c:= ;.., ;;· 

3; The E.l e1. cases 4 

In Tavaron~ Mining Co ;Re Pritchard's Case the articles provided that . . 

the ~ompany should, irmJediately after incorporation, enter into an agreement . ' . 

to pur~has~ a mine; the price to be paid partly_ in.~ash ahd partly in fu11Y 

1 •.. ~.:_~bid 902. 

2. Ibidem. · 
3. Ibid 903. 

4. The Eley cases are.: 
T~va~ Mining Co . Re, Pri tch~rd' s C.~se· ( 1873). 8 ·c'1App 956 
Melh~do v Porto Alegre Rail Co (1874) LR 9 CP 503· 
Eley v Positive Government Security Life Assurance Co (187.6) 1 ExD 20 and 
Browne___y___l.._g__ Trinidad (l 887) 37 ChD l. See 177 above at footnot~ 1. 
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paid-up shares to be allotted to the.vendor or his no~inees. 1 The articles 
. . 

were signed by the vendor and six other persons .and were duly registered. The 

directors allotted the shares 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 vendof was pl~ced on the list of 
. ·-

c9ntributories 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 be.en other\'Jise 

~etermined by a written contraet .. · The only written contract _was the artic_les. 

Ho\orever, -the articles were not considered to be a contract in writing between 

the ··vendor and the company,. but only a contract between the shareholders inter 

_se in respect of their rights as sha~eholders. 2 · 
, 

Since there was, in the view of the court, no contra~t between the 

member and the company, there could be.no enquiry into either :of the .concepts 

of capacity or generality in Hi.ckman's case or their e~ements.'. 

-Iri the case of M~lhado v Porto Al~gre R~il Co the ariicles of association 

of the company provided that the directors were authorised, at their di scret,i.on, 

top~~ ce_rta,n 'pre-incorpo,ration ~xpenses. 3 The piaintiffs claimed these ·: 

expenses, having disbur_sed same in the course of promoting and establishing 

the company. The court held· that there was no contract between the plaintiffs 

an~- the defendant company. 4 Furthermore, said .the_court, supposing there 
. 

was a contract among the promoters;before·the company_came into being, 
: . ' ---·- . " 5 

purporti_ng to bind it, -the company could not ratify such a contract. 

Fina·lly, the ~ourt concluded thit. apart from tbis tliere was in point of 

law, ·no contract betwe·encthe ilefendant ·company and persons not parties to the 

ariicles of association. 6 

1. · Pritchard' s case supra·. 

2. . Ibtd 960. · . 
' 

3. 1~874) LR 9 CP 503; 43 LJqP. 253. 
4. Ibid 505 expressly r·elying on Kelner v Baxter (1866) LR 2 CP 174. 

. \ 

5.·.-c-2Ibid 505. 'J. 
. 6. Ibid 505. · This view is in keeping_with the English law on the contract 

·with a third. See Scruttons v Midland S:il kones Ltd cl962J .l All ER l HL; 
. Getz ·L: .Contracts for the Benefit of Third Parties (1962) Acta Juridica . 
38-at 53. See Chapter 3 at 6-2 et seq. 
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f There is ·no.suggestion _that the plaintjffs \'_/ere m~mbers of the 

company. · In fact, they were found by the court to be- in no way parties 
'\'-., . 

JY i 
to the atticles. 1 The article._was re_garded as nothing ·more than a valid 

authority ·to t~e cJirectors _to p~y these expenses i.f 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 h.is capacity as an outsider. 2 

In fact all that was said in the case was that a person \-Jho is not a party 

to the articles cannot· sue the company on tfte e::ontr.act contained· in the 

· articles. 

There is no ~ign of any of the'elements of-the outs.ider rule - neither 

· capacity _nor generality are to be found in. it,, nor any concept_ akin to them .. 

The judgments in Eley v Positive Government Security Life Assurance Co 3 
. . . 

· in both the court of first- instance and i'n the cou.rt of appeal are referred 

to by Astbury J. 4 In one of the articles of the defendant company the 

plaintif_f w_as appointed as its solicitor, stipulating that he should not be 

remo-ved from office except _for mJ sconduct. A year· after its incorporation 

the plaintiff·became .a member· of the company. He acted for· a couple of 

years . in all. as its solicitor. Then his servie::es·were no longer required 

and the defendant company instructed other solicitors. 

; 

The plaintiff claimed felief arising ·out of the breach of the agreement:. 

contained in this article between himself and the defendant company. appointing 

him as its soli~itor to do its business. The plaintiff's contenti~n was that, 

by s 16 of the Compani'es Act, 1862, the articles r'ormed a contract on which 

the plaintiff could sue the· _compa.ny. 5 . 

The defendant.disputed this, contending that the articles did not in 

themselves constitute a contract betv,een ttie company and third parties but 

·only.betw~en the members 'inte/se. 6 Amphlett 8, in the court of first 

instance, upheld the det'enoant's contention. Although the.matter went to 

1. .Melhado v Porto Alegre Rail Co ·(1874) .LR 9 CP 503 at 506. 
· 2. Hickman v Kent or Rof!lney Marsh Sheepbreeders' Associat"iontl915J 1 ChD 

881 at 903. 
3. (1876) 1 ExD 20_ and 88. · 

4.. Hickman's.case supra 892-895. 
5. Eley's case supra 23 and 88~ 
6.. Ibid 23. 
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.the ~?urt of Appeal, Astbury J ~uoted the view of Amphlett B, stressing 
that in tonsequence, the articles canoot as a ~esult give a right of action 
to a person who is.not a pa~ty t~ the articles although named therein. 1 

't--. 
).Y 

The line of reasoning expressed by Amphlett J was upheld by Cairns LC 
in✓ the Court of Appeal, who held that the articles were an agreement inter. 
soc.ios. 2 The article in question was th.erefore a co~enant between the· parties 
to it that they would employ the plaintiff.· Furthermore, it was res 
inter alios acta, the ·plaintiff was no party ~o it_. 3 The dire;to~of the 
company, in employing the plaintiff as a solicitor for the company, were doing 
what they were oound to do as between. th ems elves and the company though not 
between themselves and the plaintiff. 3 · 

The court, having found· as a matter of fact that there was no agreement 
between the plaintiff and the defendant o~tside 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 
to t~e covenant between the members to emp1_oy him. 4 . This was the cour.t's view, 
despite the fact that Eley subsequently became a member. 

Since the court found, in Eiey's case,thaf there was no contract between 
.the· plaintiff and ~he company, there was.no room for a discussion on Eley's 
capacity, or on whether the article ~:as of general application. Neither of 
these aspects was in fact discussed.in the case. 

In Browne·v la Trinidad5 an agreement was entered into between the 
plaintiff and a trustee for a company to be formed, in terms of which the 

, . 

plaintiff would be a directo~ and would not be removed until a certain date. 
The company, called La Trinidad Lim.ited, was 'subsequently incorporated. 6 

J. .1-!_i_ck111an_'s case supra 893.: 

2. 

3. 
4. 
5. 
6. 

S_upra 89-90. 

Ibid 90. 

Ibidem. 
(1887) 37 ChD 1. 

Ibid 2. · 
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One of its articles provided that the directors should adopt this agreement; 
·another provided that the company mi9ht remove any director. 1 The plaintiff 

· was ··not a ·subscriber t_o the memorandum? b1:,1t he .. did have share.'>. allotted to 
· him. 3 ·He became a director but was removed prior to the expi;y ·of his term 
of- office. 

The plaintiff challenged his removal contending inter alia that upon 
a true construction of the articles and the pre-incorporation contract referred 
to therein, he could not be removed prior to the ex~iry of his term of office. 

. . 
The plaintiff failed in his action. In the first place, 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 only 
between the shareholders inter.se having regard to~•s case.~ 

Lindley L J in taking this view, found that there might have been some 
difficulty in arriving at this-conclusion, but for the_aut~orities. The 
plaintiff was, he said, a member and, haVing regard to s 16 of the Companies 
Act, · 1862 ·. there would_ be some force in the argument that the contract 
referred to in the articles had become binding _between himself and the ·corn·pany. 
However, there wo~ld be ~~~ontract until the shares .had been allotted to hi~: 
It would be remarkable, he thought, that thereupon a contract wou1d aris~ 
between him and the company as to a matter not connected with the holding of 
shares. ·However, these difficulties were removed by the authorities, said 
the -judge, so th~t the plaintiff had no ·contract with the company. 5 

The case,therefor~turned on the simple proposition that the articles· 
. ' 

are.no more tha~ an agreement· between th~ members inter se. Questions 
identifiable with the concepts -of generality_and capacity in Hickman's case· 
therefore did not aris~. However the remarks o_f Lindley L J5 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 

1. lb.id 3. 

·2. ·. Ibid 2. 
:,.-_;..,•,.:.,•,··· ()~ 

.. 3. Ibid ·14 • 

4. Ibid·: 13~ 

5. Ibid 14-15. 
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-
·,·answers as capacity or generality .. Th.is is the closest one can come ·to 

finding the eiements of·the outsider r~le in.the preceding cases • 

. 4. ' Other cases 1 

It ;:s now proposed to exam'ine the other cases referre_d to by Astbury J 

in th~ course of his judgment, l~ading_up to the out~id~r rule, b~aring in 

mind that in his view, in all these cases (unlike ·Eley's cases),. the 
I .. . • -- . 

respective articles sought.to be enforced related to the rights and 

·obligations of the members gener~Jly.
2 

Of ~he_se, Astbury J described ·three as cases where the company was 

entitled as against its members to enforce and restrain breaches of its 

·regulations. 3 

Th~ ·'first of these was MacDougall v Gardi.ner. 4 At a· general meeting of a 

company a resolution was moved, in terms of.its articles, and a poll was called 
I • • • 

to vote on the motion, also in t~rms.of the art'icles. _ The chairman ruled that 

there could not be a poll on· the question of·an adjournment and left the room~ 

The plaintiff brought an action on behal·f of h1m~elf and al··, the other ' 

shareholders, except the directors, against the directors and -the cqmpany, 
. . . . . . , . . 

s.eeking a~·order .
1 
inter alia declaring that the conduct of the chairman 

was· ill~gal and imprope~ 

" It was held that the action could not succeed as it violated the rule 

• ·in ·Foss v Harbottle _since it sought:the interference of the court in the 

internal management of ~he compan~;s 

1. 

// 
I / / 

·The other cases are=~,.., ..! .-.,; 

MacDougall v Gardiner (1875) l ChD 13 
Pender v [ushington (1877) 6 .ChD 70 _ . 
lmperia1 Hydrotathic.Hotel Co Blackpool v Hampson (1882) 23 ChD l and 13 ·1. 

Johnson v Lytt ~s Iron Agency (1877) 5 ChD 687 
Bradford Bank:ing Co v Briggs (1886) 12, :- · _ ... · 

. Wood v Odessa Waterworks Co ( 1889} 42 ChD 636 
Salmon v Quin and Axtens Ltd cl909J l ChD 311; cl909J AC 442 HL 
Welton v Saffery cl 897_J AC 2991-lL. . . 

2 • .' Hickman's cas·e supra 899 • 
. 3. -~9bid 897. ·· . .J. . 

\ 

4. Supr:-a. 

5. Ibid 14. · 
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The court stressed that no one sharehoider. co_L1ld bring an a~tion rega-rdi_EJ 

internal .disputes unles·s there was something illegal, oppressi~e or fraudulel)t. 

£very lit,igation,' he said'., ·had to be in_ the name of the company, \•Jhich had to 

determine whether '.; t would act to re!]ledy 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 of its 

regulations. 2 However, there was no suggestion in the cas~ that the company. 

could not do so. · Rather, the question was-whether the shareholder was also 
. '1 . 

entitled to do so. In· relation to the outsider rule, the capacity in \<Jhich 

the.·:right \'fas given in the arti,:cle.was that of a m~mber, and without doubt the 

article, relating to the adjournmerit'of the meettng, applied alike to all 

· sharehol d~rs. However, neither the outsider rule nor a_ny of.its elements. 

was invoked_either in argument or in the judgments. 

The ~econd was Pender v l~shingto~-~·.;3/ I~ this case the chairman refused 

to co·unt certain votes cast in a poll: As a result certain shareholders 

brought an ~ction in their names·and that of the company to restrain the ,,. 

defendants 'from ruling out these_ votes_. It was said .1or the defendants that_ ; 

the company ought not. to have b·een-a plaintiff. However, Jessel MR rejected 

this contention, leaving it to the parties to tne ·action to call a general 

· meeting of the company to confir~ or reject the action. 4 ·· · 

The matter in disputri was the members' right to vote~ clearly a 

membersh_ip-right given in that capacity and in no way an outsider right. As 

. to generality, there is no doubt that the right to vote is a generaJ right, 

applicable alike to all members.· As in the prev1ous case neither of these 

tests nor any of the elements of the outsider rule are to be found which would 

justify the formulation of the outsider rule at a later stage. 

The third of these cases was Imperial Hydropathic Hotel Co Blackpool v 
• 5 • ' .. . 

'Hampson·. · The plaintiff company alleged that a general meeting of members 

had removed two directors a.nd had elected-two new directors in their ·place. 6 

l. lbid: 21~22. 
·2. Hickm~n•~ case supra i97. 
3. (1877) 6 ChO 70 . 

. 4. · Ibid 79. 
5. . (1882) · 23 ChD 1. 
6. · Ibid 4. 
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The company sought an order, inter alia that th~ defendant had been properly 
removed f~om his office as a director. The action having been dismissed, 
the plai~tiff company brought an appeal' contending that the resolution 

I ' removing the director was valid, relying on an art,icle w_hich gave power to 
th~_~eneral meeting to alter the_·articles:1· The .appeal· was dismissed. 
Jessel MR said in his judgment that a company had no incf<lental or inheren't 
power to remove a director but could only do so under a power in the articles. 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 arti~le relied on by the appellants. merely gave the general 
meet,ng a power-to alter the articles but riot to remove directors. 3 They 

. . . . 

could only pro~eed by way of a~teration of the articles and the'.eafter by way 
of removal under a power given under the altered articles. 

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 
articlei. These provided for the slection of directors and for the period of 
office·. The articles of this company provid.ed that the duly elected directors 
.remain. in office until the expi~y of a period. 4 There was nothing in the act . I 

·. I 

or in the articles which ·directly enabled a. general meeting to remove directors. 5 :· 

Undoubtedly the rights given under the articles to appoint directors, 
were giveri to the members in their capacity as such.and were applicable alike 
to all shareholders. However, ~either capacity nor generality were touched on 
in argument or i~ the judgments, nor was there any need to do so. The matter 
tur~ed entirely on the interpretation of the contract between the membe~s as 
embodied in the-articles. The_judgment clid_not deal wi'th the possibility that. 
the contract could be unenforceable as giving outsider rights to any of the 
members. 

Astbury J quoted these three cases - in which the company enforced . ' . 
its rights against the members - as_ a foil to the Eley c·ases, illustrating 

1. · · Ibid 5. :, .' 

2. 
3. 
4. 
5 •. 

Ibid 7 •.. 

Ibid ·s.·' 
Ibid 10 ..... 

. . "{. 
Ibid Tl. ·, 
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by con'trast the fact that in the Eley cases certain rights and obligations 

could not be enforced because they failed the twjr tests of generality and 

. capacity. ('._ 
··, .... ;. 

_ The approach· of Astbury J would have been valid if in these three 

cases some reference were made to these tests. or to th~ir _elements or to 
, 

.some concept akin thereto. But_ this was not done in any of these three 

cases. 

For the same purpose, Astbury J referred to a further five cases in 

which the shareho)ders were held to be entitled, as against their company, 

to enforce the contract. 1 Astbury J said of them that in each .case there 

appeared judicJal expressions qf.opinion which were impossible ~o disregard. 2 ; 

Attention.will now be giv.en to these cases. 

In Johnson v Lyttle '·s Iron Agency di rectors of a company made a ca 11 
. . 

on shares but the plaintiff did not pay on-due date and in fact ignored a 

warning to pay same plus interest b.y a certain date. 3 The directors thereupon 
. . 

pas.sed a resolution• forfeiting his shares. · It was held that the notice di-cl. 
. . 

not comply with the r-elevant article and was therefore bad and the forfeiture: 

was invalid •. / 

·. · The notice did not comply strictly with the provisions of the contract 

between the company and the shareholders which was Gontained in the regulations 

of Table A. 4 -The action was instituted by a shareholder agafost the company_·: 

and was -.successfu_l. _ In upholding the shareholder's right to enforce the .. 
. . 

contract embod·ied in the articles as against the company, neither capacity 

nor generality ~tere ca"nvassed in argumen·t 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, ~hus conforming ·to the test of generality; 

· I'n Bradford Banking. Cov Brig_gs5 one Easby, a coafmerchant, was a member 

. of the-respondent company wh_o pledged his shares to the app.ellant_bank as 

:>·'--'• ,. ' • ... ()·s 

l. These cases- are referred to in Hickman 1s cas~ supra 897-898. 

2. Ibid.898. 

3. (1877) 5 ChD 687 CA. 

4. · Ibi'd 693. 

5. (1886) 12 AppCas 29 .. 
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security for his indebtedness. In terms of _the articles of the respondent 

company; it had a lien on the shares of every·sharehol.der for all debts 
~ . . . 

due to ·the company. The appel]ant bank gave notice to the respoQdent 

company of the pledge: Easby's estate was declared insolvent at a time when 

he was· indebted to both parties to the action. and when he was the registered 
. . 

ho)der of the shares~ The dispute between the parties to the action was as to 
j • . • . • 

which of them was entitled to regard the shares as security for tfteir claims 

in priority to those of the other of them. 1 

Blackburn L C gave judgme'nt i.n the action, with which the other judges 

concµrred: He held that "the articles are, by virtue of s 16 of the Companies 

Act of 1862, a.,:·contract between the company and its members". 2 Consequently 

"the property in the shares was bound to the company 11
•
2 However, the bank's. , . ; . 

nottce put' an end to the preference enjoyed by. the company under the lieu .. 

After the date of such notice the bank's cl aim ranked prior· to· that of· the 
compan.y.3 · · 

Jhis case is quoted by Astbury J in Hickman's. case as· authori:ty for 

the proposition that.shareholders as against their company can enforce and 
restirain br~aches 'of i'ts regulations. 4 · However. the issue in the ca~e was 

th~. ranking of creditors ·on the shareholder's insolvency. Astbury J also 

quoted the .. case as an ex.ample ·of the enforcement of 9n article relating to 
• v 

the rights and obligations of the members generally as distinct from rights 

of~the character .dealt with in the Eley cases. 5 · In fact the House of Lords 
' / 

was silent on the_'q'uest~on of ·gen;ral.ity although there can be no dispute 

that the· rights and obligations,.in the article applied alike to all 

shareholders. On the.qu.estionfof capacity the~e was also no judicial 

c~mment in the case. Was Easby's obligation to subject his shares to the 

company's lien iimited to matters relating only to his capac~ty·as a member?. 

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. ___ ~:-Jbidem. ·- "-!~ . 
. '-

3. Ibid 37. 

4. Hickmpn's case supra 898. 

5. Ibid 899~ 
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of the respondent company and·owed it a consfderable suni. It seems that 
the capacjty of acustomer is not that of a memper. 1 Consequently, 
a·pplying 1;he outsider rule to the case; one would expect the result to be . . . 

that the lien was unenforceable sin~e it related to a claim against the 
member 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 enforceable. 

. ·, 
I-n the case of Hood v Odessa Waterworks cd2 the action was brought by 

a shareholder on his own behalf and on behalf of all the other shareholders 
against the company_. _The complaint was that the directors proposed, on 
·behalf of the company, to dispose of the profits in a manner no_t provided . 
for in the articles. The pla-intiff was held to be entitled to an injunction 
against the ctjmpany in respect thereof. . __ Once again there can be no doubt 
that the plaintiff acted in his capacity as a member in respect of matters 
appli~able alike to all sharehold_ers·. · However,these matters were· not before 
the court a~ all. In fact the burden of the judgments in the case was; as has 
been~referred to previouslr,3 and as was quoted by Astbury J4 that· the 
articles were a contract~ not merely between the shareholders arid the company, 
~ut-between each individual ·shareholder and each· othe.r. 5 

}; 

• Astbury J, -having q·uoted this statement, also quoted a comment thereon. 6 

Farrell L J in Salmon v Quin and Axtens Ltd had confirmed that the articles 
were a contract not merely between the shareholders and the company but Qlso 
between the ·members inter se. 7 However, he said, 11 it may welT be that the 
C~urt will not e·nforce· the covenant as between the shareholders in most cases 11? 

1. 

2. 
3. 
4. 

5. 
·s. 

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 197 and 198 below. 
(1889) 42 ChD 636. 
ibid 641-642. 
Hickman's case supra 898-899. 

Wood v Odessa Waterworks. Cc· supra 6~-2 •. 
See Hickman's cas·e su_pra 899.0n the question of a direct nexus between 
members arising from the contract in the articles see Chapter 3 at 32 
et seq. · · · 

7. c1909J l ChD 311 at 318. 
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It is by no means certain that Farrell L J was contemplating the 
application 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 Safferl. 1 This, 
of course related only to the enforceability 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 the 
other hand, not suggested that th~ outsider rule has no place in the contract 
between the members inter se. On the contrary it will be demonstrated that 
Astbury J probably intend·ed the rule to apply to this contract. 2 There is · 
one author.ity subsequent to Hickman I s case confirming the applicability o'f 
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 
tha'ti the reference to it by Astbury J. 4 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. 5 · 

In this case an arti.cle 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 
general meeting of members and were there passed by a simple majority. In a 
representative action Salmon, on behalf of himself and all other shareholders 

. . 

except the defendants, sought an injunction against the company and against 
Axtens and another, restraining them from acting on such resolutions. 
' 

1. cl897J AC 299 HL 315i See Chapter 3 at 36-38. 
2. See Chapter 9 at 222 et seq. 
3. London Sack and Bag Co Ltd v Dixon and Lug ton Ltd Cl 943J 2 A 11 ER 

763 -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. tl909J AC 442 HL. 
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It was argued before the House of Lords that the resolutions of the 
·general meeting of members were a higher authority than a resolution of 
directors; an_d tha't the -veto could only be effec:'tive upon resol_utions of 
the directors, but not.upon those of the c~mpany. 1 Loreburn L ·c disposed 

- of.these arguments-simply by saying that the bargain of the shareholders 
contained in the articles amounted to this, that the di.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. 2 

As the resolutions passed by the general me~ting were inconsistent 
with the· articles .in question the resolutions were not· binding. 3 Only a 
special resoluti~n could effect an alteration ~f the articles. 

There ts--no men~ion in the case of the outsider iule or ~ny of its_ -
elements •. Applying the rule·to the facts, it might be reasonab]e to infer 
that Salmon's right of veto ov~r directors 1 decisions was given to him as 
a director and was not p~rt of the general regulations ~ppllcable alike to 
all members. Viewed thus, the case_cl~_shes with the ou_tsider rule. It·would, 
how~ver; be_equally .accurate to argue that the right was given to·a rnember.and 
was exercised by him qua member, even though it· related to the member's right: 
to participate in the management. It could_ also be said to be part of the 
gene~al regulations, in the sense that th~ company was to be run in a_ particular 
way~ namely by· the directors who could, however, not do certain deeds if there 

. was objection thereto by Axten or Salmon. 4 -

Ho~ever, bo~h interpretations, either that the right was given qua 
direct~r, or th-at the right was given~ member, are ex post facto 

. rationalisations·, no more than attempts to fit the case ·into the outsider 
rule. Yet there is no·sign in the judgments of-the rule. 

1. 
.. 2. 

3. 

4. 

Ibid 443. 
Ibidem. LorebOrn LC also said ]I6id 443-444) that the failure of 
'the di rectors to grant these leases did not remit the matter to the 
di~cretion of the company in general meeting. This case therefore 

. established the princip.le of the division of powers between the 
· directors and the members. _•:i,. • ,")·a. 

- Ibi.d 444. 

Ibid 443. 
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In his Another interpretation of the case is that of Wedderburn. 1 
. - h 

view, Salmon was not trying to p_rotect his unique right to dissent from the .JY 

directori• decisirin. 1 A~ member he had no ri~ht of v~to; 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 personal 
to/him, but common to all shareholders. It could not be a right vested in 

.· him~ managing director. In such a capacity (as an "outsider") he could not 
enforce the contract arising from the articles. It was therefore obvious that 

· Salmon enforced the right of a member to ha~e the articles observed by the 
company. 11 It 1s true," he stated, "that the proposition to which this. 
conclusion gives rise apparently conflicts with the rule in Hickman's case 
that outsider right_s c;an never be enfo;ce9 by rel-ia.nc~ upon the articles~ 112 

Wedderburn's views as stated above, ~re not entirely acc~rate since he 
attem~ted td 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 LC 
~aid in the case, the shareholders entered into a bargain to allow the dir·ectors 
to manage the company in a certai'n way, namely, subject to the veto of ·Salmon 
and Axtens. 4 It was this contract contained in the articles which the court 
enforced. 

Nevertheless, his conclusion that the case clashes with the rule is 
doubtless correct. 

It remains to note the high authority of Salmon's case, being a 
decision· of the House of Lords,· in respect of which other judicial decisions 
i D conflict · or i_ncons i? tent with same; cannot stand. 5 

Returning to the judgment of Astbury Jin Hickman's case, the case of 
Welton v Saffer_y was also referred to_ in support of the proposition that 
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2. 

· Wedder_bl,!rn Ki~ : Shareholders' Rights and--the Rule in Foss v Harhottle 
CLJ 194'_.o:t· 212.· · : . _ .. , · 

'.· ... . . . . ... ·:· '. ,· ... ,. ·: ~ ':' .... 
•~ I 

( 1958) : 
1 
i 

Ib1dem. · · ... - · --·. · ·.: . . -.. .... 
' . 

3. ~::-Ibidem •... Wedderburn proeeed~d.--to. fonnalate his theory of the indirect 
. ; _ _., .. : ~nrorcement.of outsider .r.ights,--as~a-:method of ·reconcHing Salmon's 

.. •. · ·case _with the out.sider rule. See Chapter 10 at 235 et seq: 
4. Quin and· Axtens Ltd v Salmon supra 443. 

5. Halsbury V~i 22 pars 796-:807 on the·status of decisions of-the 
House of Lords. 
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· ·, ~ights and· obligations relating to ·the .members gene.rally can be enforced. 1 . 

This case, said Astbury J, was orie of those in whi_ch the shareholders 

were held to be entitled, as ag~inst their company, to enforce the. contract 

embodied in the articles. 2 · The learned jud.ge quoted from the dissenting 

judgment of Lord Hershell in Helton v Saffery .that the articles constituted a 
. . l 

contract between each-member and the company. 

The issue in Helton v Saffery was whether a company could issue shares 

at a discount. The articles expressly authorised 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 s~ch sha·res in order to_ pay creditors but not to settle the rights of the 

shareholders inter se. 

It·was held, with Lord Hersh~ll disseriting, that it is ultra vires 
. . 

the company for it to issue shares at a discount. As Lord t•)acnaughten said, 

•.1 there \·las an offer, but it was one which the law does not a 11 ow, to which .. . 

there·. was af! acceptance. But that ·offer ~nd acceptance could not coristi tute 

a ·contract~ Both parties ·acted under a misconception of law and the whole 

thi ~g was V?i d. 113 On the facts there ~,as no- room for. the consideration of 

the outsider rule or of capacity or generaiity. The article conflicted 

witfr.the statute a_nd being therefore:ultra ~ires,·was· v.oid. As such, no 

questions of invalidatin~ an othen~1se_ valid article arose. The proposition 

that the articles constitute a co_ntract between the member and the company, 

referred to above, of cour:se Jeaqs to the conclusion that such a contract is 

enforceable by the shareholders and the company. But it does not elucidate 

~he· outsider rule· qr its elements. 

1. cl897J 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 
i~ter ie. It is 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 constitution·.between the members inter se. · 
.. :·· i ·., 

2. ,_JJ.:iGkman v Kent or Romney Marsh Sheepbreeders' Association tl915J 
1 ChD 881 at -8~8-899. . . . · 

3. Welton v Saffery supra 321. 
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In all Astbury J quoted ·eight cases, other than the Eley cases. Three­
dealt witb the company's rights aga.inst its members, and the other five dealt 
w·ith the m,embers' rights against the company. 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 the elements of the outsider rule, nor 
did the judgments uph·o ld either the company's or the member I 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 
submitted, weakens considerably any suggestion that the outsider rule was 
inherent in the English law of the time. . ., 

5. Cases not mentioned in Hi ckrnan '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 
artd which d~ riot seem to·have been consid~red ~n Hickman's case, either in 
argument or in the judgment. It is proposed to deal with these·now. 

In Pulbrook v Richmond Consolidated Mining Co~ the articles provided 
that no person _be a director unless he holds, as a registered _member, shares 

. . 
of~ nominal value of 1500 at least. The plaintif~, ~eing the registered 
holder of the requisite number of shares, was elected a director. He had, . . . 

. however, mortgag~d 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.registered in the name of the mortgagee. 
As a result the plaintiff was not allowed to take his seat as a director. The 
plaintiff obtained an order of court rectifying the error but the directors 
persis.ted in their attitude, ·refusing to allow him to act as a director·. 2 

In_a motion to restrain the directors by injunction from thus interfering 

'i-, 
jY 

with the plaintiff's rights, it was argued for the ot~er·directors that if there 
was a wrong, the action should b.e brought in the name of the company. 

♦ I ' • 
\ 

Jessel MR delivered trye judgment of .the court. 3 He-said that ·in 
this·case- the plaintiff was necessarily a ·shareholder, in order to be a 
director and as a director-he ~as en~itied to fees and to remuneration. 4 

l. 

2 • 
. 3. 
4. 

(1878) 9 ChO 610. 
Ibid 611. 
Ibid 612. 
Ibidem. 

I 
I 

I 

t 
i ·: 

r 
I • 

• \ 
! 
i· 
1 
1 

i. 
l 
·i 

I 
I 
! 

!.: .. 
i 

l 
i 
I · i 
l 
i 
l 
! 
I 

•-· J • 

l' 
I 
1 
l 

I 
.i 

I 
! 



~•@t;;-lrK•· 1,t;,aj • ,w,w,e;;;,,.·M,1,,•.,.l;;;.,. .... - .. .. -1-L .... u.11t.1.za a i. 1 __ _ 

195. 

. His exclusion from_ the board was an ir:id.ividual 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 shareholder, as well as his liability as a di.rector. 

Besides that, he was i.n the position of a shareholder·; of a managing partner 

in;'the affairs of the: company and. he had a right to remain managin_,g partner. 1 

Here clearly there seems to be an enforcement of rights granted in 

the articles to a member in a cqpa.city other than that of member. On·the 

other han~ the restriction imposed in the articles, namely that no person 

be a-director unless he held as a registered member a stated number of shares, 

applied alike to all members. This would comply with the test of general~ty. 

: ~he tourt, in upholdjng the membe~•s right to be a director, adopted 

an. approach quite- unlike that of the outsider rule, in terms of which the 
. . 

right ~o be a director is an out~ider right, and as such is unenforceable. 

The court in Pulbrook's case found·itself in an analogous position to 

that_ of the court_. in Hickman's c_ase, yet it reacted differently and found 

no need to create something akin to the o~tsider rule. The outcome ,n_ 

Pulbrook. 1 s··-case is consistent with the historical ·evolution of company law, 

in terms of. which provis.fon for participation in the management of a company . 

was_._always a major factor in drafting the constitution of a company and of 

its· predecessor,' the joint-stock. company. 

. '.:-.:..·- / ' 

In ·Boston Deep Sea· Fishing and Ice Co v Ansell a company was engaged 

in ·carrying fish between ~ _fle~t ·of fishing smacks and ·its home ~ort. 2 
. • • <:.,·. J ~ ,J - •J/ . 

These fishing boats were owned by members of the company but the fish were 

carried _home in th~ company's vessels. One of the articles of the company 

imposed the obligation on e,Very 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 liome ·by a company ves·sel. 3 The article provided bot~ a ·penalty and a 

bonus. - • In a dispute between the company and a tnemb.er who owned a fishing 
. .· . 

boat; this artici'e was described by the cqurt as _a direct contract between 
.. .-c--:-:t.~ ' : . . 

-such member and the company_a~ regards his smack and was held to be 
' . 

enforceable as such. The right given to the company and the obligation 

1. I1;1icl 613. 

2·. ( 1888) 39 ChD 339. 

3. Ibid ._356·. 
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placed on members to use the company's vessels wa·s clearly of an outsider 

nature. Nor was it of general application. I;-only placed an obl_igation 

on some membe1~s ~. that is to say, those who ·were· smack owners. ~--

• Yet no doubts were raised, either irr argument or iri 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 crite,ria <;>f capacity or generality or any notion similar 

"thereto. 

Another case which is relevant to the present enquiry is Wheal Buller 

Consols Re. 1 ~n this case the articles provided that the qualification of 

a director was.the holding of 2-50 shares, that he might act before acquiring 

his qualification but that his off_ice be vacated if he did not acquire it 

within three months aft~r his ~lection. The dppellant subscrib~d the 

memorandum for 10 shares, was subsequently elected a di·rector and attended 
. . . . . 

meetings.·of directors _for more than three months after his election, but 

nev~r appli_ed for, nor had allotted to him, any shares. other than. his o:ig~nal 

ten. The company was wound up and_the appellant was placed on the list of 

contributories· for 250 sh~res. The argument for retaining him as _a contributory 

was that bys 16 of the Companies Act, 1862 all members are .bound by the articles. 

Furthermore, as the appellant had signed the memorandum. and taken ten ·shares, he 

.. ·therefore was a member, so that all the stipulations .of the articles were binding 

between hir., and_the ~ompany. 2 It \•1as argued furthermore that although by Eley's 

case not.hing in t~e articles could be a coniract enforceable by an ou·tsider.,. 

the appellant was not an outsider. · He was a member of the company and bound by 

the articles which -imposed upon_ any person b~coming a director a duty to take 

shares. In substance e~ch shareholder covenanted that if he became a director 

he. was to contract to take shares. 3 

The court· he 1 d that the appe 11 ant had signed the memorandum and therefore 
• • I • ' 

became -~_bound under the Companies A~t, 1862 · to -conform to the regulations 

contained in the arti c 7 es. 4 .· However a 11. the judges· agreed that· the ·arti c 1 e 
. . ' . 

in q·uestion did. not impose a duty on a member who became a director to. take :). 

·shares. 5- On the contra~y the article was held to say DO more than that; 

1. (1888) 38 ChD 42. 

2 •. Ibid 46. 
3. Ibidem. 

4. Ibid 48-50. 
-. 

5. . Ibid 49. 
'· 7 
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if a di rector did not acquire the requfs i te number of shares within three 

months, h~ should cease to be a director. 1 - It appear; that,had ~he·article -

imposed a duty on a member- who became a director to take shares, the 

appellant would hi1ve been held liable. The obligati~n was -not imposed 

bn a director but on~ member, that is - one who became a director. It 
! I • • • • 

wa:s pa rt of the g en2ra l regu 1 at ions of the company a pp 1 i cable al i k'e to a 11 

members. In addition the obligation was imppsed on the member in his capacity 

as a member. However,neither of ·these criteria, which fonn 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 terms 

of 5: 38(7)-·of the Companies Act, 1862, in term~ of which no sum due to a 

m~ber, in his ca_pacity as such, was payable to him in competition with­

creditors who were not members. In thes~ cases the question was whethir 
. . 

unpaid fees cl9 imed by directors were due to them in their capacities as 

members or as directors~ 

·.· In Dale. and Plant Ltd Re it-was argued under .the aforesaid sec!ion, 

that fees =due to a managing director were due to him in his character as a 

me~ber. 2 Kay J, the judge in·th~ ~ase, had no difficulty in rejecting 

this argum~~t. 3 . The managing director was appointed. as such because of his 

spe'.c.ial skills. This was also true of the.so1idtor·who was a 
. •. . . 

member. Likewise, a member who sold bricks to the company was not a creditor 
. ~- ! ' 

in his cha-racter as a member. /: 
. ,'! 

·/ 

In ·his judgment, i<ay--.-:(' diffined· 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 analogous to these, were due to him in 

his character as a ~~mber. 4 

1. Ibid 50. 

2 •. ~c_tJ889) 43 ChD ~55 at 258. 
3. Ibidem. 

4. Ibid 259. 
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The opposite view was taken in Lei_fest_er~CJ_LJ~_ andJ_ou_11try_ Racecourse Co Re. 1 
(· .. , ~--

In this case Pearson J held that directors'fees were due to ·the director 

in-his character as member. The directors·, he !,aid,could not divest themselves 

of their character of members of.the company.~ He concluded that strictly· 

within ·the terms of the section the- debt in question was due to the director 

in his character as a me~ber. 3 Both Gower4 and Wedderburn5 have criticised 

th~ judgment as bad law, since as a general statement, to view the directors 

as merely a sub-species of member, is palpably incorrect. 

Dale and P)ant's case and Leicester Club'i case tlearly recognise the 

possibility of _a person owing duties or enjoying rights in a du·a1 capacity. 

Consequently these authori-ti es db ~ot support the proposition· that rights 

given, in some c;1pacity other than that of member, are unenforceable. These 

cases, therefore, do not anticip.ate in any way the outsider rule. 
. ,. 

There is another relevant case bearing the name of Dale and Plant Ltd Re.
0 

In this case the ·pl ai nti ff entered into an agreE;ment with the promoters ·of. 

_ the company, not y°et formed, to be its secretary for five years at a stated 

salary. The plaintiff signed the memorandum for one share._ The company. 

was subsequently registered after the agreement was signed and one of the 

arti"cles provided that the plaintiff should be the secretary,. and authorised 

the directors to· enter into an agreement on the tenns of the pre-incorporation 
-

agreement. Instead of concluding a new agreement, the directors merely passed .. 
a resolutio.fl adopting and ratifying the pre-incorporation agreement. The 

judgment dismissed ~he action on two grounds. The first was that it was 

impossible for a company to ratify anything that was done or any contract 

that was made before it came into existence. The second was that articles, 

being merely a contract between_ the shareholders inter se.on the principle 
of ~•s case, were not binding on the company.t ___ -~ . 
1. {1885) 30 ChD 629. 

2. 

3. 
4. 

5. 

6. 

7. 

Ibid 633. 
Ibid 634. 

·.,- ~> 

Gower -L C B : The Contrac·tual Effect of Articles of Association (1958). 
21 MLR 401 at 402 footnote· 9 (The first note). --

Wedderburn K W : Effect of Articl.es as a Contract - remedy against" 
Direttors {1958) C[J 148 at _149. 
(1889) 61 LT 206. Apart from the identical .names_ the_re is no other 
s imi l ari ty between th~ two cases. 

Ibid 207. ~ 
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This is, therefore, another case where the questions of capacity 

and generality could not arise b~cause, although ·the plaintiff was a member, 

no contrattua 1 nexus between him and th.e company arose, as far as the ·court .. - . . 

·was concerned. 

6. A general comment on the preceding cases 

6.1 The Eley cases 1 

Astbury J's viev1son the Eley cases were important, since they led him to 

his fonnulation of the outsider rule. 2 In deciding whether the articles 

befqre him, ·in Hickman's case were a written agreement of submission in tenns 

of the Arbitration ~ct., he expressed the opinion that the Eley cases ought to 

be regarded. as dealing with and applying to articles purporting, first, to· 

contain an agreement with the-company and a t~ird person or, secondly, to· 

define the rights of a shareholder in some_ capacity other than that of a 

}? 

member ·of the company. To reconcile these decisions with the other express.ions 
. . . . 

of judicial opinion abovementioned, some such view, he thought, should be . . 

adopted a.nd _general articles dealing with the rights _of members "as such" 
. . 

treated as a statutory agreement. between them and the company as well as 

· between themseives inter se. 3 In other words he treated the. Eley cases as 

if the questions of capacity.and generality were ·th·e issues. Yet neither 

of these questio_ns were before the court' in any of the Eley cases. 1 

The view which Astbury J took of the Eley cases was not the 

t
. . . 4 -

con emporaneous view. 

Buckler in 1891 viewed the four Eley cases as authority for the 

proposition that a third party cannot sue on a contract contained in the 

articles, 5 and that articles ~hich provide:! that a certain person be employed 

-1. 

2. 
3. 

4. 

5. 

The E.l ey cases are •,-
Tavarone Mining Co Re, Prichard's case {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 Ch □ ·l. ·see 179 above et seq. 

S£!e 177 above. 

Hickman's-case supra 903. 

See Buckley:· ·on.the Companies Acts(Sixth Edition London 1391) 213 and 555; 
Palmer: Co~pany Law (Fourth Edition London 1902} 32. See also Dale and 
Plant Ltd Re (1889) 61 LT 206 at 207, in which the articles were described 
as a contract bet\·teen the shareholders. inter se ''t,tithin the principle 9f 11 

Eley's case. 
Buckley:.0n the Companies Acts_ supra 213 note 011) and 525 footnote (e). 
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in a particular office, for instance,.~s solicitor, did not consittute a 

contract with him. In Buckle,x's view, this wa·s so even if he was a member 

(notwithstanding s 16 of the Companies Act of 1862) since,. followi-ng the 

authorities, th~re was only a contract between him and the other members 

and not between him a~d the company. 1 

, Th~s view of th~ contractual effect of the ~rticles, although it 

follows both Pritchard's Case2 and Melhado's case3 is no longer regarded. 

as good law. 4 It·was followed, but questioned for the first time i"n 1887 in 

Brpwne v La Trinidad. 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 authorities, 6 ~ince Eley had shares allotted 

tQ him and.was L1erefore a member of the co~pany. Having regard to the 

tenns of s 16 of the Companies A~t, 186·2, _the judge ·thought there woui d 

be some force,. or at all events some plausibi"lity in the .argument that, 

being a member, _the contract which was referred ·to in the articles had become 

binding between the company and -him.
5 

1. - Ibid 559 footnote (9). Thfs view is also expressed by Kay J in . 
. Dale and Plant Ltd Re (1889). 61 _ LT 206 a~ 208._ 

2. Tavarone Mining Co Re, Pritchard's Case (1873) LR 8 ChApp 956. 

3 . .. Melhado v Porto Alegre Rail Co (1874) LR 9 CP 503 • 

4. Wood v Odessa Waterworks-.Co /1889) 42 ChD 636 af 642. 

5. (1887) 37 ChD l .at 14. /, 

6. Lindley L J used .the.-,ter.m.,"authorities" without specifying to which 
authorities he referred. 
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·A century later Eley•·s case has become a locus classicus. 1 It is.,,., 

t.o.:.day regarded as· one~the ·leading authori'ties .. for th·e outsider rule. 2 

' ' 

The· actua 1 basis of. the jw;lgment .has fa·ded from ~i ew, namely, that 

- 'h JY 

the artieles were viewed as.no more than a contract between the members inter 
se, and therefore conferred no rights as between the company and its members. 3 

!t- seems that Eley mi_ght well have succeeded, had the judges adopted the later 
I . 

view that the arti:les 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 thi.s assumption and had the court 
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elected to adopt the same reasoning as was subsequently adopted in Pulbrook's I 
' . ---- ' 

case~ it could then have upheld the right given to a member to be the company's ! 
. . . l 

solicitor, at least_ p~ospectively. 5 · It may well_•be that Eley had no retrospective i 
·rights to_be the company's solicitor prior to the date of his membe~ship. · · I 

I 
To say that a member may contract in the articles for his right to b~ ' 

a solicitor is consistent with Pulbrook 1 s·~ase, but it is quite inconsistent 
with the outsider rule. 6 

In·terms of the outsider rule, such a right is-not part of th~ general 
regulations applicable alike to-all members,.since the right is given to one 

. . 

member and nrit to all the members. It seems, .howe~er, that if a right or an 
. oblJgation rests on one or more members or on a category the correspondfng 

obl~gation or r~Qht rests- on all the ot~er members alike. 7 It is still 
therefore part of the general regulations. 

In· the second place, it might be argued that in terms of the outside~ 

rule such a right is given in some capacity other than that of member. To 

. 

I 
l 

I 1~ 
! 
l 

l. Eley v Positive Gqvernment Security Life Assurance Co (1876) 
Beattie v E and F Beattie Ltd Cl938J 3 All ER 214 CA 218C-F. 

l 
1 ExD 20 and 88. t 

2. 
3. 
4. 
5. 

6. 

7. 

Ifil's case supra 89-90. 
Wood

0

v Odessa Water~orks to (1889) 42 ChD 636. 
. . 

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 Qui'n and Axtens·Ltd c1909J l ChD 311; Cl909J P .. C 442 I-IL. 
Bradford Banking Co v Briggs (1886) 12 AppCas 29 .. 
Pulbrook's ~ase supra. 
See for example Rayfield. v Hands cl 958J 2 A 11 ER 194 ChD·. 
42 et seq .. 
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··this there seems to be no answer, save. to recognise tha-t, in tenns -of· the 

Pulbroo.k line ·of cases, a member may r~gulate. many aspects of his membership~ 
in.cludirig_his right to be a director,.or even ·a solicitor ·to _the compa~y. 1 

6.2 The other cases2 

These cases were referred t_o by Astbury·J as examples of articles which 

w~re enforced and which related to the rights and obligations of 111embers 

generally. 3 They served as a contrast to the Eley cases, which in his 

view, purported to give specific contractual rights to persons in some 

. capacity other than that of shareho.lder. These other cases have been 

examined in this chapter in the light of the twin tests inherent in the . 
outsider rule, namely capacity or generality • 

In -a.11 these other cases, except for Bradford Banking Co v Briggs, 

Salmon v Quin a'.':d Axtens Ltd, and Welton v Saffery, had the outsider rule been 

r 
r 
I. 
I 

I 

' 
i 

invoked, and had the tests of capacity and g·enerality been applied, the article 1 . . . . 2 I 

in _question would have been found to be enfor~eable. In fact, therefore, the t 
rule was.not contradicted by.the outcome. of the cases nor was it supported ( 

• I 

by these cases, which made no_mention thereof nor of its elements. 3 !. 
. . ' 

l 
. · _. ·. · . 4 . · i 

In Welton v Saffery, there was no room for a consideration of the outsider . i· 

rul~, s1nce the article in questi~n ~as in conflict with the Companies Act, 

1862 and was therefore void . 

_ 1. See 201 ab·ove at footnote 5.: 
. 2. The .other cases are : · · c.: ·,_/ 

. ,, 
. . ,, 

MacDougall v Gardiner (1875) 1 _ChD 13 
·pen"der v Lushington {'1877}· 6 ChD 70. 
Imperial Hydropath,c Hotel Co Blackpool v Hampson (1882) 23 ChD 1 and 13 
ohnson v .Lyttle's Iron Agency {1877) 5 CID 68' 

Bradford Banking Co v Briggs (1836) 12 ~ppCas 29 
Wood v Odessa v/atervt0rks Co ( f889) 42 ChD 636 
Salmon v Quin. and Axtens ltd c1909J 1 ChD 311; c 1909J AC 442.HL. 

.see-184 a~ove et seq. 
Welton v Saff_ery C1897J AC 299 HL. 

3. Hickman's case supra .a99. 

4. cl897J Ac 299 HL • 
... ·: .... ~1,:J 
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However, in Bradford Banking·co v Briggs1 and in Quin arid Axtens 
Ltd v Salmon2 the obligation in the one, and the ~ight in the other, was in 

In the fonner case . relation to the member in his capacity as an outs.icier. 
. -:~-... 

the article creating a lien in favour of the company was applicable alike 
to_all shareholders. However, in the latter case, the test of generality 
could _not be passed. Nevertheles~ in both ca~es there ~as _no mention of the 
outsider rule. In upholding the right and obligation in q~estion the courts 
in fact contradicted the outsider rule. Apart from these cases; Astbury J 

also quoted several judicial ·expressions of opinion. 3 These do no~ however, 
take the matter any further. They merely reiterate that the articles are an 
enforceable contra~t both between the members and the company and the members 
inter se. 

6.3 The ·cases not mentioned in Hickman's case 

The six cases mentioned below have been reviewed in this category. 

In these cases, no mention is made of ·the outsider rule. In two o_f 
them,· namely Pulbrook v Richmond Consolidated Mini no Co 4 and Boston Deep Sea 

Fishing and· Ice c·o v Anse11 5 the right and the corresp~nding obligation 'provided 
. for i_n the articles 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 fonner, the obligation did not appiy alike to all . . 

.. members, yet it \'{as held to be enforceab 1 e. 

In one caie, Wheal Buller Consols Re, the obligation was not imposed 
on a~ outsider, namely the director, but on the member who became a director. 6 

It was. part of t~e general regulations of_the company applicable alike.to all 
members. Furthennore the obligation was imposed on the member in his capacity 
as a member. Nevertheless neither the criterion-of generality nor that of 
capacity was i nves ti gated in ·the case. 

1. · '(1885) 12 AppCas 29.' 
2. C·l909J AC 442 HL ~ 
3. ·. Hickman v _Kent or Romney Marsh Sheepbreeders' Association cl915J _l __ ..,ChD. e~l. 

. at 897.-899. 

4. (1878) 9 ChD 610. 
5~ (1888) 39 ChD 339. 
6. (1888) 38 CbD 42. 
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In two other. cases, namely Leicester· CJub and Country Race Course 
Co Re, 1 and Dale and Plant Ltd Re, 2.the distinction was recognised, albeif _ _.SJ 

in a different context, be~een rights _and obligations resting on the member· 
as such and others resting on him in a different capacity. 

Another caS-(' of the same name simply reiterated the _rule that a company 
bannot ratify a pre-i.ncorporation 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 Hickman's case, certain conclusions 
may be drawn. 

In th~ first place three cases - where claims were brought by members 
against their companies arisi~g out of the contracts in the articles - were 
decided on "the simple proposition that the- artkles are_ no more than a 
contract cetween the members inter se, -and therefore confer no rights as 
between the company and its members. The .cases are Tavarone Mining Co. Re, 
Pritc.harcf's :case4, Eley v Positive Government Security Life Assurance Co 5 

and Dale and Pl ant Ltd. Re. 6 - - - - -- - --

In the second place two cases reaffinned the same principle although the 
parties were not members .. _The cases are Browne v La Trinidad7 and Melhado v 
Port~ Alegre Rai~- Co. 8 . 

In·the third place there are three cases in which rights could be 
de.scribed as outsider rights, following the examples given by Astbury J,. 
were exercised by members qua members and were upheld as such. The cases 
Pulbrook v Richmond Consol~ted Mining Co ,9 Boston Deep Sea Fishing 
and Ice Co v Anse1.1 10 and Quin and Axtens Ltd v Salmon. 11 In upholding 

l . · ( 1885) 30 ChD 629. · 
2. (-1889) 43 ChD 255. · 
3. 

4. 
~-
6. 
7. 
8. 
9. 

10. 
11. 

Dale and Plant limited ~e(1889) 61 LT 206. 
(1873) 8 ChApp 956. 
(1876) 1 Exo·20 an~ 88. 

( 1889) 6 l LT 206. 
(1887) 37 chD L 
(1874) LR 9 CP; 43 LJCP 253. 
(1878) 9 ChD 610. 
(1888) 39 ChD 339. 
cl909J 8C 442 HL. 
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such tights the court did not consider whether or not such rights were 
granted in a capacity other than that of member,.nor whether such rights 
fonn.ed p_art o.f the general regulations applicabi°e alike to a11~~11emb.ers. 
These cases are i~ fact ·inconsistent with the outsider_rule, re~resenting 
as· they do, a response on analogous facts by the courts 1n question, which 
.wa✓s·quite different from that of.Astbury J in·Hickrnan 1 s· case. 1 . 

This review of the cases preceding-Hickman's c.ase1. therefore clearly 
indicates a lack of evidence of the existence of the· elements of the outsider 
rule, or an awarenes·s of its twin criteria of capacity or generality, or 
any judicial at~empt to limit the contract contained in the articles by mean~ 
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 
pre~ious cases, and places a nov~l. interpretation on the iss~e. 

7. A crftical assessment of Hickman's case 

· In· the first place,_ it seems that Astbury J regarded the contract in the 
constitutio-n as valid, even though some of its provisfons m·ay be unenforceable. 
This in turn sugg~sts that the contract in the constitution might well be 
severable. 2 . There is, however, nothing in the judgment o~ the po.int whi.ch 
was not raised at all. 

In the second place, the question arises wheth~r the outsider rule applies 
to the contract·between the members inter se. On the facts in Hickmiin 's 
case there was no.need to decide the point. The defendant company brought an 
acti.on to stay ·proceedings brought against it by a membe_r, and to refer the 
dispute in issue· to· arb-~tration.in terms ~fits articles. 3 The question before 

1. Hickman v Kent or Romney Marsh Sheepbreeder·s• Association c1915J 1 ·chD 881. 

2. Hickman's case supra 897 ~nd 900. 
In English law,.if a contract contains a number of promises, some lawful, 

'othe~s unlawful, the· question is whether the whole ~ontract is to be 
c.ondemned, or the bad rejected· and the good retained. . 
This subject of severance, has had a chequered career. The present 
position i_s that if the unlawful promise forms the ~-.,hole of the ........ ,"J• 

· 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 176-179.above. 
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·the court was .therefore whether the articles were an agreement between the 
c001pany _and the members. Can one draw any i"~ferences regarding the applicability 
of the outsider rule to the contract in the constitution bet~een the members 
inter se? 

·Reference has already been made to the attempt ·by Astbury J to 
reconcile two lines of cases. 1 The basis of his reconciliation was that in 

I . - ,. 

the Eley cases, where a co~tract between the members inter se was recognised,·· 
the contract between the members and the company was denied, because the articles 
in question were not general and gave rights to the members in some capacity 
other than that of member. It would follow that such rights would be 
unenforceable between t~e members inter se. He, of course, may have intended 
to interpret those cases which denied the existence of the contract between the 
comP.any and the member, as stating positively that the articles are an agreement 

. . 

between the members inter· se for a 11 purpose~ .. : and in all capacities and not 
merely.in their capacity as members. -It is· submitted, however, that ·this is 
unlikely, since such a result wo~ld have b~eB inconsistent with his view on . . . 

the nature of the contract between the company -and its members. If the arti cres 
are only a limited contract, in regard to one relationship regulated thereund~r, 

. . 

there is no reason why the articles should be more all-embracing in regulating 
inother relationship. This view is supported by the remarks which he made at 
the commen~ement of his enquiry into the nature of the contract contained in 
the· articles. 2 ,-

"It is laid down," he said, "in text books of the highest repute 
that the articles are no·t a1 contract between the member and the 
company; .•• but a contract with the other members; and that 
the articles are a contract only as bet\·1een the members inter se 
in respect of· the fr 'r'i'g'hts as .shareholders." 

Furthermore,. towards the end of his judgment, Astbury J _ said that 
general articles dealing with the rights of members "as such" ought to be 
treated a~ a statutory agreement between them and the company _as well as 
between 'th~mselves inter s·e. 3 

. 1 •. · -See 176-179 above. 
. 2. 

3. 

'- ,..,.\._,_,;_: . 

Hickman's c·ase supra 890. 
!bid 903. 
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It is submitted, therefore; from ·the tenor of his judgment .. that 
'• ,/:' 

Astbury J might have applied the outsider rule to the contract contained 
in the articles between· the memb·ers inter se .. This possibility was 
somewhat -~esitantly recogr:tfsed in London Sack's case. 1 · 

In the third place, provisions which are unenforceable by reference 
~o- the outsider rule are not so because they are contra bonos mores. Such 
provision·s 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 pl ace, the i nterpreta ti on of the Eley cases was erroneous. 
It has been noted that these cases did no more than· reflect an early view· in 

.the evolution of English company law. This view held that the articles are 
only a contract between the members inter se, and not a contract between tt,1:. 
company and ·its members. 2 · 

.The Eley cases reached their conclusion, without .any reference to the . --
capacity in which the right was g·iven in the articles, or the generality 

-of toe.rights and obligations therein created. Nor did they·refuse.to give 
effect to the contract as between t_he company and the member on grounds which 
might be described as applying the tests of ca·pacity or generality .. They 

·. simply denied the existence of an agree~ent between the company and the 
member. 

I;-, 
_f Y 

As re_gards the other cases, rights ·and obligations were upheld_ as between 
the company and the member because, in the view of Astbury J, they were ge"neral 
and because .the;. conferred rights on the members in their capacity as such. 3 · 

The learned judge's conclusion 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 aiso been submitted that in:none of these cases was the ratio decidendi the 
outsider. rule or any of its elements. 5 

l. London Sack and Bag Co Ltd v Dixo~ and Lugton Ltd C1943J 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, cl~arly 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 fonnulation of the·twin tests of capacity and 

generality seems to be unsatisfactory. 
(~, 

As far as capacity .is concerned, did Astbury J provide a test to 

as.certain which rfghts are membership rights an-J which are outsider rights ? 

Astbury J gave a few examples. · Rights purport,1d to be given to a person as 
, . . . 

a solicitor, promoter, director 1t1ere given in a capacity other than that of 

member. 1 It is theref~re a question of fact in each case, depending on the 

in~erpretation of the article in question. 

In regard tQ generality Astbury J referred to a number of cases in which, 

in his view, the articles related to the rights and ob·ligations of the members 

genera 1 ly and not to rights of .the character referred to in the .Eley cases. 2 

Generality cannot.be construed as the obverse of capacity., viewing it 

as the positive aspect and capacity as the negative asRect~ Consider the 

following example: a set of articles permits all members to occupy· flats in a 

building· owned by a company and to pay rent thereon. Such articles do afford 

rights · to the members in corrrnon with other memb_ers, namely · to occupy fl a ts.· 
H_owever, the r.ights are given in a capacity other than that of member, namely 

as tenant. The articles in question therefore do not comply with ·the cap~city 

. test .• 

i 
I 
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It is not clear how the generality test would work in varying circumstances. j 
! 

In the abovementioned example each member is entitled to occupy a specific flat - i 
this is not the s~me right given to other members, who are entitled to occupy F 

. . J 

other flats. Thus the right to occupy a give.n flat is n_ot a right corTJTion to f 
all members. l 

In this example one could, of course.~ argue that the generality test is j 
complied with, even if the right to occupy a flat is given to only one member. f 
One basis could.be that the right to occupy flats (although not the same flat) ·j 

• ♦ I • • -i' 

i.s f;°iven alike to all members. Another basis cou·ld be that, although the r1ght to i 
- . . . l 

occupy a specific flat is given to a member, the corresponding obligation is general l 

·1. 
2. 

· Supra·goo. 

_Ibid 899-900. 
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· in• the sense that it rests on all the members •. Th1s would, however, not be so. 

The obligation rests on the company a.s.distinct from its members. Although 
there is a contractual nexus between the members to be· found -in the articles, 
it does not follow that there is an obligation on all the members ·to ensure 
to one of them the right of occupation in question. 

No_r is it certa-i n how the genera 1 ity 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 9uestion of generality therefore remains a question of fact, to be 
d~tennined by the court by reference to the article in question. 

In'1;.he sixth place, in formulating the outsider rule, Astbury J 

looked to the tenns of the articles in order -:.o ascertain whether the r-ight 
~6nferred in the.constitution, was an 9utsider right or not. 1 Yet h~ also 
considered tha_t no rights given ,n the_art.icl€s to person_s in some capacity 
other than member were enforceable. Thus the nature of the.right given in 
the articles depends on the capa,city of the member enjoying it. The test 
becotri"es volatile, quickly changing· its emphasis from·the article and H,e 
right therein· contained, to the member and his capacity. In fact, it. 
becomes impossible to lay down· a firm ~est for an outsider right.· All that -
one can say, is that it depends on the circumstances of each case. 

In the seventh place, it.has been submitted that-the tases preceding 
... _ -I/ • 

Hickman's -case clearly_ fndicate ~.-lack of evidence of the elements of the 
outsider rule, or an .awaren_ess,of its tv11n criteria of generality or capacity. 

• ~ • '·• •• I ' , .., . .,-.. . 

It is therefore submitted, as a major· criti_cism of the judgment of Astbury .J 

in· Hickman's case, that it is a departure from the previous cases. 

In the eighth_ place, ·it is submitted that underlying his view of the 
preceding ·cases is an assumption which Astbury J maae ·in- regard to the 
interpr_~'tation of the predecessor of s 20(1) of the -English Companies Act,. 194-8. 2 

This. emerges from the fo 11 o~d ng. 
~•""~l;l 

In the view- of Astbury J the company was bound either by statute or by 
contrac~ and it was clear to him that it was "in·thii section that its 

1. See 203 above et seq. 
2. Namely s_ 16 of the Companies Act, 1862. 

-;'lfu!.¥-.: ... "hsi;-:.li¾fM,,.,:rAttMw'M-.lt!P.f•!i;;~<J,?.:~•ir-~-::~w~'"h•'" "'i"n"'-~"i■liili• ~ - -,-

!-~ 



210. 

obligation was to be f~und'1• 1 To reconcile the decis1ons to which he··.-. 

referred, some of which recognised an agreement be"tween ·the company and - }9 

the members, the _others recognis·ing only a contract in the constitution 

between the members inter·.s·e, 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 s~·. 2 

Other articles, which were not" general, and which purported. to give rights to 

members in some capacity other than that of member, could not in his view 

be enforced against the company. The view of Astbury J, therefore, is based 

on an interpretation of the relevant section· in the Companies Act·. In his view, 

the _section permits the enforcement of general provisions in the articles,· and 

prohibits the enforcement of rights ti,erein contained in some capacity _other 

than that of member. · 

Wheth~r s 16 of the English Companies A~t, 1948 or iti predecess~rs, 

_read literally, supports this interpretat.~on -is another matter. 3 The 

section says that, subject to the provjsions of the act, the memorandum and 

articles shall when registered. bind the company and its members ther~of 

to t~e same.-extent as if they respectively had been ?igned and seal~d by each 

member and con_tained covenants on the part of each member to observe al 1 the 

proyisions of the memorandum and of the articles_. 

There is certainly no reference to generality or capacity i_n this 

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 bound to observe all the provisions of the constitution. · . . . 

· It is submitted, therefore, that a literal 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, part~cularly the fact that the judgment is inconsistent 

with the rel~vant ~ection, sug~est that-the outsider rule requires to be re-. . . . . . 

-considered by the courts. !heir handling of the matter_ in subsequent cases, 

together with th~ _vi~ws of English academic \'lriters will form the· subject of 

the next two chapters. 

l. 

2. 
3. 

Hickman's case supra 897~ 

Ibid 903. 
See Chapter 9 at 213-218.· 
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CHAPTER 9 - THE OUTSIDER RULE - THE_ ENGLISH CASES SUBSEQUENT TO _HICKMAN'S CASE 

1. Introduction 
<-::. 

....; 

The cases.subsequent ~o Hickman's case on the outsider rule will be 
dealt ~ith in the following manner. 

Firstly, there ar~ cas~s which, without reference to the outsider rule, 
simply pennit the enforcement by members of outsiper rights embodied in the 
constitution. 

Secondly, there is one case which applied and enforced the outsider 
rule, and at t~e same· time suggested the basis of a possible exception to the 
rule, by ·way of permitting the enf~rcement of general rights ·contained in the 
constitution and common.to all _the members.· 

Thirdly, there are two cases which, iii another context, deal with the 
member's rights to have the affairs ·of the company conducted according to the 
constitution. This ·has been interpreted, togetper with the· case referred .-fo.­
seco~dly above, as permitting the indirect enforcement of outsider rights by 
members,~ members. 

Finally, there are cases which deal with the outsider rule in relation 
to t~e contract in the constitution between the members inter se. 

2. Twp cases which enforced outsider rights 

~hese cases in fact continue a line of cases which began prior to 
Hickman's case. 1 The first case in this category is Hayes v Bristol Plant 
Hi re Ltd. 2 - -

. . 

In this case th¢ plaintiff, a member and a director, 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 pla~~- The defendants took a preliminary p·oin_~_,tha_t \:J-. 

1. 

2. 

Pulbrook v Richmond Consolidated Mining Co (1878) 9 ChD 610; 
Bradford Banking Co v Briogs (lBGG) 12 AppCas 29 
Boston Deep Sea Fishing.Jnd Ice Co v Ansell (1888) 39 ChD 339; 
Quin and Axtens Ltd v Salmon c1909J AC 442" HL; . 
cl957J l All ER 685 ChD. 
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.. 
the plaintiff did not have ·the requisite proprietary interest to seek the 

reli_ef cfaimed. 1 This was so,. because, so it was contended, the .articles 

did not confer any ·dfrect · right to a stipulated amount of remuneration to 

the di rectors. 2 

In dealing with. this preliminary point, Wynn-Parry J noted that 

directors did not need to be shareholders u~der the articles in question but 

that the plaihtiff was both a shareholder and a director as was the~ase in 

Pulbrook v Richmond Consolidated Mi.ning Co. 3 He rejected the attempted 

d{st_inctfon between the present case and the latter case, which rested on 

the fact that in the latter cas~ the director was necessarily a sha~eholder. 

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 Wbat is more, in the present _case the directbrs were e~titled, 

·in tenns of the articles to such remuneration for their services as might 

.have b~en agreed on, or determin~d by the company in general meeting. 5 This 

was therefore a. sufficfent proprietary i.nterest. The plai~tiff was therefore 

in a position to:maintain ·an action by himseif in his own name. 6 AJthough 

~e w~s a director, he ·was 11 in the .position of a shareholder, of a managing 

partner in the affairs of the com·pany" and he therefore had a right to· receive 

rem.urieratfon for his services.7 To contend that thi's was not a sufficient 

pr~prietary •interest, would be a denial of justice .. The preliminary point ~as 

accordingly dismissed. 
·.'.~:.:.: / 

It'.is submitted .that the ju·clgment is quite contrary to the outsid.er 
' . 

ruie. · Applying the rule ,to -these facts, the director, who happened to be a 

member, could not rely on the provisions in the articles relating to director's 

remuneration~ sfoce the rights embodied therein could only be_granted to the 

member in the capacity of an outsider. Further.more, such rights. were not of 

general ap~lication· since. not ·every member was a di.rector.· On either test, 

·· 1. Supra 686F-G. 

2. _,:_J;:he point res.ts, of c,ourse, on the English ·law doctrine of consideration. 
.... ,'----_;..., . . . -

. 3. (1878) 9 ChD: 610 •. See Chapt~r 8 .at 194-195. 

. 4. ~~yes .v Bristol Plant Hire Ltd cl957J l Al1 ER 685 ChD 688D-E. 

5. Ibid 686~-I .. 

6. Ibid 6871 to end of page. 

7. Ibid 68~E-G. 
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the right would be unenforceable under the outsider rule. Ther~ could not, . . . 

therefore, be a sufficient proprietary interest a·nd the preliminary point 

would be upheld. The defendants would have won Onder the outsider rule, yet . . 

they did not·rely on it. (··, .. , 
--.1 . 

. The second c.ase is Richmond Gate Property Co ltd ~e. 1 The applicant 

waJ a member, and one_ of two joi rit managing di rectors, of a company. He was 

appointed a managi:1J director under one of the company's articles of association, 

which provided that a ma.nagi~g director should receive such remuneration as the 

directors may determine. The applicant did work for the company as a managing 
directo~. On its winding-up he claimed remuneration for such work, although 
there had been no 'determination of ·the board that the applicant should recei_ve 

remuneration. Plowman J said: "The effect of art 9 of the articles, coupled 
with art 108 in Tabl~ A, coupled with the fact that the applicant was a 

. . . 

member of ·the company, i_n·my judgment, is that a contract exist? between 

himself and the company for pay~ent to him of remuneration as managing 
director ••• of such amount as the directors. may determfne. 11

•
2 

Since ther~ had been no such determination, hew.as erititledto no 
. . 

remuneration and ~ince ~here was an express contract in regard thereto, any 

quantum meruft was automatically excluded. Viewed from the persRective of 

the outsider rule, the following inference may be drawn: had there been such 
a d,e.termination there would have been a claim arising out of the contract for 

payment of remu_neration for services rendered as a managing director. Such 

remuneration wou.ld, be unenforceable under the outsider rule since it would 

have bee.n a right_granted in the capacity of an outsider and it would not . 

have· been a general right applica·ble alike to all shareholders. Seen in this 
light~ the case·;s ·quite contrary to the ·out~_ider ru.le. 3 

Wedderburn, .in writing on the case, ~oted that in the judgment the 

importance of the express contract between the member as _such and the company 

1. cl964J 3 All ER 936 ChD. 

_2. . fbid 937F-H. (my de l et1 on). 
3. -This is the view of Marshall Evans D: ·ouantum Meru·it and the Managing.:)· 

Director (7966) 29 MtR 608 at 611. See also Chapter 10 at 236. 
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was· stressed, as was the fact that both the me-nber. and· the company were 

bound by the arti c 1 es and s 20 o_f the Companies Act, 1948. 1 He noted 
.. 

that this• argument ran counter t~ the outsider ·rul~. In his view, the 

214 • . , 

· claim in.q~estion plainly·c9ncerned the plaintiff as a director and not in. 

his capacity as a member. He sought to explain the matter on the basis 

th9t a shareholder had a persorial right to have the company administered . 

. according to the terms. of the articles. 2 . It would be more accurate, it is 

submitted, to conclude that, in this case, no attention was paid to the 

outsider rule. 3 

....., 
.J.Y 

M·arshall Evans has commented on the case and on Wedderburn' s vi.ew of it. 4 

In his opinion the view, that the articles were. a~ express contract between 

the applicant as mahag·ing director and the company, was untenable in the light· 

·of authortty. 5 S 20 of the Compani-es Act, 1948 made. the articies a contract 

but only in respect of the general regulations of the ccxnpany applicable 

alike ~o a11 shareholders .. Wedderburn· hacl argued convincingly in favour of an 

indirect enforcement of such outsider rights as were in- i~sue, on the basis 

that a·member had a general right·to see that the articles were observed. 

Never-the,-ess· the member could not enforce these outsiner rights since the 

_ articles were Rot a contract between him and the company governing his outsider 
. . 

. rights directly. Therefore, the ·applicant had no .express contract with. the 

·company in the articles governing directJy his position as managing director. 

It is submitted that Marshall Evans in effect supported the outsider 

rule, giving emphasis to the generality test-to the detriment of the.capacity 

test and at the same time rejected Wedderburn's "convincing argument''. for the· 

indirect enforcement of. outsider rights contained in the constitution. 

1 .. 

2 .• 

Wedderburn K-W : Contractual Riahts under Articles of Association - en 
Overlooked Principle Illustrate (1965) 28 MLR 347 at 348. See Chapter 10 
at 235. · 

.ThJs raises the question o'f the indirect enforcement of outsider rights. 
See Chapter 10 at 235. 

3. _ Marshall Evans. supra 612. See Chapter 10 at 235. 

4. Marshall Evans D : Quantum Meruit and the Managing Director supra. 
. . 

5. Ibid 611. · Mrirshall Evans uied the words special rights instead of 
outsider rights~ For the sake of consistency in this dissertation, the 
words outsider rights 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 
inco.nsistent.with the outsider rule. 1 As in the latter cases~;, in neither . . ''-; 

Hayes' case nor Richmond Gate's case is there any reference to the outsider - . . 
ru·le. It seems ·,:hat had it been applied ·to these two cases there would have 
be,en no enforceab ·; e c~ntrac·t between the member and the company. As tbury J 

clearly stated in ~ickman'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 betw~en the shareholder and the company. 2 

-
3. A case which u2held the outsider rule 

The.case of Beattie. v E and F Beattie Ltd was the first English reference 
to and support for the outsider ru.le. 3 Th~s conclusion is clear, having :·f.gard 
to the view expressed by the judge in this· case. 4 He .saicl, "the contractual" 
force given to the articles of association by the section is limi-ted to_such 
provis1ons of the arti~les as apply·to the relationship of members in their 
capacity as members~ II 

· It is submitted that there is no room in this doctri~e for the view 
that. a member, in his capacity as such, is entitled to contract in the 
artiiles in respect.of his right to be a director, or to par~icipate in th~ 
management of the company, or a host of other matters germane to his membership, 
but which are, strictly speaking, outsider rights. 

· The facts of the case, briefly, were as follows: The plaintiff, a 
director and member holding a sµbstantial bu~ minority shareholding of a 
-company, brought a representative ·action against the defendant company and 
against·a fellow director and a substantial shareholder,alleging that the 
latter had a director conmitted certain irregularities. "The defendant applied 
to.have the action referred to arbitration relying on ~n ~rticle to-the effect 

' 
that af!y dispute betwe~n inter a 1 i a -a member and· the company should be so 
referred. 

1. 

2. 
3. 
4. 

. . 

Pulbrook v Richmond C6nsolidated Mining Co (1~78) 9.ChD 610 
Boston Deep Sea Fishing and Ice Co v Ansell (1888) 39 Ch□ 339 
Salmon v Quin and Axtens ltd C19097 l ChD 311; cl909J AC 442 HL 
Bradford Banking Co v Br.iggs (188~) 12 AppCas 29.· 

:· _, •. ·. ()·c. 

Hickman v Kent or Romney Sheepbreeders' Association. cl915J 1 ChD 881 _at 897. 
cl938J 3 All ER 214 CA. 
Ibid 2188-C. 
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The. court noted that the claims against the director were made against 1h 

him in his capacity as such and that the defendan·t. opposed the referral to - .JY 

arbitrati~~' on the groun~ inter.alia that the ~rti~le jn question did not · · 
cover the disputant who happened to be a member but was disputing in his 
capacity as a dir1?ctor. 1 The defendant contended that a member was a member 
~nd that there wa~· no. distinction between his capacity as a member and his 

· capacity as an i n<li vi dua 1; 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 
dispute. 2 ·The court rejected these contentions on.the basis that the 
director in question had to point to a written agreement of submission in 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 ~rticle in.qu~~tion 
·provided th.at the dispute between the company and the member be referred to 
arbitration. 4 · 

Ho~ev~r, s 20 had the effect of limiting the contractual force of·the 
artifles to provisions ~hich apply to the relations of members in their 
capacity as m.embers. 5 .· The reai matter was ~ dispute between· the company 
and-the director in his capacity as such. In referr1ng that dispute t~ 

· arbitration, he was not seeking to enforce a right common to himself and all 
other members bu-ta different right, namely, to have the dispute to which he 
was a party referred to arbitration. 6 The two rights were perfectly distinct· 
~nd quite d.ifferent. 7 The o_ne was the general right of a member to· refer . 

1. Ibidem. 
·2. Ibid 218. 
3; Ibid 2170-E. 
4. Ibid 217H. 
5. · . Ibid' 2188-C. 
6. I-bid 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 qua 

. director and -therefore. was unenforceable, since..,it had no cont::actual force 
. ~ 

following Hickman's case.· In the result, the article read with s 20 did not 

constitute an agr,:ement between ~he company and the director in his capacity 

~s / a di rector, evE. n t_hough he was a member of• the company. J There was 

therefore no writt~n submission to arbitration and the· defendant failed. 

On the other hand, the.judgment in the case clearly recognised 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 \'lith the 

memb~r in the a;ticles, to refer th~ dispute to arbitr.ation. 2 That was the · 

right and the only right common to all the members under this article. This 

is obviously a reference to Hickma_n's case, in particular to.the statement by 
. . . 

Astbury J that articles are enforceable which regulate the rights and obli~:tions 

of the members generally. 3 Th~n the judge_ in Beattie 1·s case said: "If that· 

were the-·right which the appellants were seeking to exercise, thefe might be 

something to be said for that argum~nt. 114 

Wedderburn has reiied on these remarks by the judge _in Beattie's case 

to support his view that a member could. compel the company riot to ·depart from 

th~_contract with him under the articles,·even if that meant indirectly the 

enforcement of 11outsider 11 rights vested either in third parties or in himself, 
. . . 5 

so long as, but_ only so long as, he sued~ member and not qua outsider. 
. . 

This view is inconsistent with the 

the right conferred in the article 

the.locus standi of the litigant. 6 

Ibidem. 

Ibid 2l8H-2l9D. : 

rule in Hickman's case, in tenns of whi~h? 

is the test of· its enf_orceabil i ty and not 

1. 
2. 

3. Hickman v· Kent ·or Romney Marsh Sheepbreeders' Association Cl9l5J l ChD 

I I 

i 
i 
! : ,, 

• 881 at 9007 - , 
4. 

5. 

6. 

Beattie's case supra 219A. The judge also said that enforcement of such l' 
· a right would present ·great difficulty being a matter involving the , .. 

•internal management of the company (219C-D). The better view seems; :J~ f 
however, to be that such rights are personal to the member and therefor~ r 
outside the ambit of the. rule in Foss v Harbottle. · See Chapter .7 particular~ l 
at 154 and 169_-170 and th~ references therein to \(edderburn's vie1·1s.. . \ 
Wedderburn.KW : Shareholders' Rights and the Rule in Foss v Harbo.ttle (1957) : 
CLJ.194 at·213. I 
Hickman's case supra _897 and 900. 

'· 7 
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Nevertheless, according to the obiter dicta in Beattie's case mentioned 
. . 

above, this judgment is authority for Wedderburn's proposition, thereby providing 
the basis:for an exception to the outsider-rule. On the other hand Beattie 1 s . . 
case upholds the outsider-rule and in doing so points directly to the probl~m 
inherent in it. This is the strange contradic~on that a member can ~s such . . 

have a say in the maniigem~nt of a: company, as wa~. the pas i ti on in Salmon's 
cc{se. 1 .· He can even dema~d that a dispute betwe>eil the company and one of its 
directors be referred under the articles to.arbitration. However, if he 
happened to be the director in que~tion, he would be required, in fcirmulating . . 

this demand, to avoid the pitfall that he appeared to be acting~ director . . 

and not qua member. He would be required to show, not only that he was acting 
~ member, but that he was seeking to enforce rights common to himself and all 
the o"ther_:- members. 2 Alternatively, he would be driven to rely on another 
agreement .. with the company outside the articles. 

·4. Two cases on the conduct of the affairs of a company in terms of its 
constit~tion 

The dilemn& referred to above is that a member can have a say in the 
management.of.a.company and demand that its affairs be conducted in terms 

. . 
Of the constitution, but he cannqt enforce his own rights under the 
constitution, if they ha~pen to be 9utsider rights, unless he formulates . . . ~ 

his· claim qua member and not~ director. This dilemma arises in dealing 
wit~ the outsider rule. It did not_arise jn reg~rd to a petition for relief 
against oppression. ...:.::..· / 

l: 
. /.' . 

The case of Hanner (HR) Ltd Re dealt with· s 210 of the English 
Companie~ Act, 1948:3 . Ne~erth'eless ·it contained statements of company law 

··which, as Wedder.burn says, reach out far beyond the confines of that section. 4 

Harmer senior~ having founded and run a highly successful business, incorporat~d · 
it and gave shares .in•the company to his sons. At the time of the action they_ 

1. Salmon v Quirt and Axtens Ltd Cl909J l ChD-311; C1909J AC 442 HL. 
2. Beattie's case supra 218H. 
3. "->c·t,1958J 3 All ER 689 CA. 
4. Wedderburn KW : Oppres.sion of Minority {1959) CLJ 37 at ·40. 
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held about 4000 A shares and the father held 1000 A shares. The holders of 
these A shares were enti.tled to ~he residue of th·e profits. Certain B shares ·J) 
~arried all the votes. The.fath~r·held nearly 800 B sh~res, and the sons held 

. . 

100 B shares. The.sons an·d _the fath·er were directors fqr life and the father 
was the chairman of the board with a casting_ vote. Hanner senior, however, 
continued to run the company alone, as if nothi~g had changed. He assumed 

. powers he did not possess, ignored the de~isions Jf the board of directors 
and asserted throughout.the matter that he had full power to do as he pleased 

. while he had voting con_trol. He dismissed employees, co-opted 11safe 11 

directors to the board, prohibited board meetings, Regotiated sales and 
vetoed leases. 1 The sons ·objected to his "autocratic interference 11 and the 
court had no difficulty in confirming~ on appeal, .an order under s 210 
.restraining_ the fat~e~ from continuing his course of conduct. 2 Th~re was 
undoubtedly opp~2ssion within.s 210, even though the· father was unconscious 
of the fact and had no motive other than .11 an overwhelming desire for power 
and not with a view to his own pecuniary ~dvantage. 113 

However, for present purposes, the s·ignificance of the case lies in one 
of the arguni-ents advanced for the sons. . It was contended ttiat the -sons had 

. been oppressedj if at _all, 6nly ·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 ccxnplained of by a member uf the company and had to be oppression 

·, of some part of the members (including himself) in their or his capacity as . 
members or ·a member of the compa_ny as such. 5 The judge found that ·ttie sons, 
as members and not merely as directors, were oppressed by the singular condµct 
of their father. 6 There might well be oppression from th~ point of.view of 
member-directors.where ·a majority shareholder proceeds, on the strength of his 
·control, to act contrary to the decisions of, or without the authority of the 
duly constituted b·oard of directors· of the company. 7 He also said that if the 

1. ·H~rmer {HR} Ltd Re -supra:709. 
2. lbid 710F. 
3. . Ibid 704E. 
4. Ibid 703!. 
,5. ibid 698F. 
6. Ibid 7031'. 
7. Ibid 704A. 
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majori'ty dispensed with the proper procedures and- simply insisted on this 
or that being done, his conduct was rippressive ~ec~use it deprived the 
minority of their right as members of the company "to have itst..:iffairs 
conducted in accordance wi·th its articles of association". 1 ~-

As far as the outsider rule is concernec;f, this ca_se ~learly illustrated 
that a ·member.who is a director and who is prevf:lr-ted from functioning as a 
director,may nevertheles_s be aggrieved~ member and not simply~ director. 
In line with other cases, it upheld the member's right to participate in 

. 2 
management. 

Wedderburi says that the member had a general contractual right to hav~ 
the articles observed by the company and that this right extendeq to the 
enforcenent of outsider rights. However, in enforcing this right the member 
had to make out his case as a member and might not appear in the capacity of 
"outsider". 3 The need to mak~·out a case as a member and .not as an outsider 
is, it.is submitted, illustrated by the foliowing case. 

In Lu-ndie Brothers Ltd Re the relief sought was· a petition for relief 
under s 210 of the English Companies Act, 1948.4 The company was a smali 
printing company which the petitioner joined as a part-time working direc~or. 
In due course _he became a pennanent director on a part-time pasis, and 
chairman of the board. Later he became a shareholder, holding one third of 
the voting shares and half of the shares carrying dividend rights. 5 There 
was in substance a partnership between the three shareholders of the company 
at· the time, e~ch·being a working director. 

Subsequently ·he w·as ousted as chairman. a·nd then it was made plain that 
his services as a working director were no longer required and by resolutions 
passed, ·his servic·es were terminated. Later he was removed as a signatory on 
the company's cheques.6 

1. 
2. 

3. 
4. 
5. 

-6. 

I.bid 704F-G. See also the re-marks of Romer L J at 70EF-G •. 
Quin and Axtens Ltd v Salmon cl909J.AC 442 HL 
Pulbrook v Richmond Consolidated MininT Co (1878) 9 ChD 610 
Hayes v Bristol Plant Hire Ltd cl957J All ER 685 ChD 
Richmond Gate Pro~rt_y Co Ltd Re cl964J 3 All ER 936 ChD. 
Wedderburn supra 40. 
Cl965J 2 AlJ 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 Jin giving judgment in the case, had nothing 

to do with his status as a shareholder at a~l. 1 In the result the petitioner 

failed to make out a ~ase jor relief under s 210. 2 

; It.might be argued that cases, such as these two, which arose under 
j . . . 

s 1
210, are not rel~tant in a discussion on the outsider rule, or for that 

matter on the concept of the contract in the- constitution. The answer, is 

it is submitted, as follows : 

Firstly, the relief sought under s 210 is, as Wedderburn points out, an 

action arising out of a breach of contract by the company. 3 In other words 

s 210 provides a means for the enforcement of the contract contained in the 

cons.ti tuti on. 

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 majo~ity. 4 · 

·.•Thirdly, t_he scope of that contract is affected. by the outsider rule, 
.. -

in the sense that, according to it, rights given in the articles in some 

capacjty other than that of member ~re not enforceable. 

If therefore, in the course of adjudicating on s 210 and thereby on the 

scope of the contrqct contained in the articles, the courts uphold 11 outsider" 

rights_ giv_en t_o the memb-ers' thqs· touches on the very issue raised by tJ,e 

outsider rule. -· If, unfortunately, the attention of tne court was not dra~m 

to Hickman's case, this· certiiinly detracts from the value of the case in 

regard to the ou:tsider rule. Nevertheless· these two related propositions 

are juxtaposed and· fall to be reconciled, if possible. Thust 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 Jimit its meaning accordingly. It seeins. to -be for· this reason tha.t 

1. · --=Ibid 6998-C .. 

2. I~id 699H. 

3. 
4. 

W_edder~ur_n. K W : Oppression of Minority supra 41. 

H~rnier (HR) Ltd - Re supra 701A-C .. 
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Wedderburn consi de·red that such a result demanded a re-a-ppra isa 1 of many 
earlier cases" including Hickman.'s case. Of cou_rse, Lundie's case raises - }

9 

the quesiion as t6 when t~e· member who-has been· ousted ~s a director is 
. . 

affected·in his s~atus as a.member and when he is not. It would appear that, 
Jn removing the p,~titioner, 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 contai_ned in the .constitution. The 
member could, t~erefore, have no complaint •.. Plowman J did not, however, put 
' the matter in this way .. He said that the petitioner's grievance,·that he was i--
ousted -as a working director, had nothing to do witn his status as a sha.reholder. l '. 

Thi~·1eaves the question, of enfor~ing his right -9.!:!i member to participate in the 
management, somewhat i.n the air. 

5. Cases on the outsider rule in relation to the contract betv,een the 
member·s inter se 

· It has al ready been· submitted that the constitution, in addition to · 
being a contract between the company and the members, is also a contract 
between·the.-members intPr 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 Sac~ and Ba~ Co Ltd v Dixon and Lugt6n-Ltd. 3 . It was there-stated 

· that whiles 20 regulated the legal rela.tions of shareholders in the same 
way ~s a contract, yet the statutory result might not be to constitute a 
contract between· them.about rig~ts of action created entirely outside the 
company relationship, such as trading transactions between members. 4· This 
suggests that tliere 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 elucida.ted in the judgment. Nevertheless it is not. 
unlike the distinction found in the· outsider rule between rights given~ 
members and rights given~ outsiders. 5 In fact the proposition mentioned 
above~ that the contract between the members does not extend beyond the 

1. 
2. 
3. 
4. 
5. 

Ibid 699 B-C. 
See Chapter 3 at 51. 
fl943J 2 All. ER 763 CA. 

Ibid 765F-G. See Chapt~r 3 at 39-40. 

Hickman v Kent.or Romney.M~rsh Sheepbreeders' Association [1_915J l ChD 
881 at 900. 
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company relationship, was stated as a response by _the judge in the case to 

to the contention by c~unsel that s 20 cre~ted a· contract ·betw~en the 

members of a company inter se and the reliance by counsel on Hickman's 

case, inter alia, as authority for this pr·oposition. 1 The judge was not 

sa!i-sfied that counsel had interpreted this decision co.rrectly. 2 Its 

effect:might well be, he said, to limit the contract between the members 

to the company relationspip. 3 

That the constitution is a contract between members inter se, was 

finally.decided_ in Rayfield v Hands. 4 The case has been fully canvassed 

alre~dy. 5 It w-ill ·be recalled that the judge ·confirmed the existence of 

the contract in the constitution between the members inter se. 6 . In doing 

so, the judge relied on wl'lat he ·called the comprehensive revi"ew of the 

earlier authorities by Astbury Ji~ Hickman•~ case. 7 Accordingly he 

he found that the articles were ·simply a contract between the members 

inter ie·in respect o~ their rights as ih~r~holders. 8 Taken lit~rally 

this judgment die! not deal with the outsider rule at a.11. ·. The judgmen~ 

rested on the finqing that the article was binding, on members qua members 
· and not qua dfrectors. 9 · -

. However, this finding has been criticised by. Wedderburn who is of 

the.opinion that the obligation rested on the directors, qua.directors 
.·· . - 10 

and not~ members and was therefore, _unenforceable under the outsider rule. 

Gower was at first inclined to follow this criticism. 11 However, he· later 

adopted ·the vi~w that the article selected a category of members, namely those 

who were directors. 12 

1. 

2. 
3. 
4. 
5. . 
6. 

·1. 

8. 
9. 

10. 

London Sack's case supra 765E~F. 

Ibidem F. 

Ibidem F-G. 
' . 

cl958J 2 All ER 194 ChD. 

S-ee Chapter 3 at· 30 e~.seq. 

-Rayfield v. Hands supra 198A and C. 

Ibid i98F-G .. See Chapter 3 at 42. In regard to Hickman's case 
see C~apter 8 at 176 et seq. 

Ibid 198G-l-l. 

lbi~ 198A. - See Chapte_r 3 at 50 .et seq. 

::,. _;.a-.·•' . ' .• ' ,.:) :a. 

. Wedderburn K W : Effect of Articles. as a Contract-remedy against Di rectors 
(1958) CLJ 148. 

11. Gower L C B : The Contractual Effect of Articles of Association .(1958) · 
21 MLR 4~l(the-f_irst note). , ~ --- ~--~~~ 

12, Gower L CB : Fayfield v ·Hands - A Postscript and a Drop of Scotch (1958) 
. 2.J,,· ~.11 Drilt7 ,~\f? ,.._~::>~ t.,.' ___ .. ,. · ·· . . 

-mrm&>:&SAA~!ELi!f..-~~i •"He=, .... ,.~iiii·~-~ www \j ---

l 
l 
t 
!, 

f 
I· 
i 

Ii 
1! 
! 

1~ 
I 

I 
: 

l 
'j 

i ~ 

l 
t 
I 

# 



224. 

D_espite ·this slight difference of opini_on, it is clearly the vfow of 

both Wedderburn and Gower that the outsider ru·le applies to the contract 

contained· in the constitution as between the members inter se .• 1 .It has 

been submitted that _this was probably the view of Astbury J having regard 

to· his judgment in Hickman's case. 2 

6~ · A judicial comment from Australia on the outsider rule 

Although the outsider rule in other jurisdictions which tend to follow 

Engl isli Company law, such as Austra•lia, 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 limited company, whose shares were held by 

in·d~strial. organisations and by individuals, the board of directors consisted 

o~ eight members~ Of ~hese the four most s~~ior in office-were required to 

retire.at the annual general meeting b~t were eligible for re-election·. The 

company's arti_cles prescribed a speciaJ method for the el_ection of directors 

whereby votes were counted before the ~eneral meeting and the result was 

decl_ared at that _meeting. It wa,s alleged that the secretary had incorrectly 

counfed certain ·votes and had incorrectly_ refused to ·count other votes. As 

a result the true result of the poll did not emerge. Appropriate declarations 

wer~ sought to ensure su~h res~lt and }o restrain the.infri~gement of the rights· 

of the shareholders of the company. 

The plaintiffs were some_pf the shareholders who-purported to sue en 
. . ~ ! . 4 

behalf of -themselves a_nd all oth~_r sh~reholders in the company, except· the 

defendant_s and the c?mp_an,t".:, ~-' .!. } 

The point _taken on behalf of the-defendants was that it w~s necessary to have 

all th~ shareholdets before the court either actually or through representativ~~-~ 

The .matter wa·s first app·roached by the court .in terms of the rule in 
♦ I • ' 

Foss v Harbottle. . Although as a general rule· only _the company could sue if 

a wrong- was done to the company. However if the wrongdoers control led th·e 

. 1. 

2. 
3·. 

4. 

5. 

Wedderburn ·supra 1.50. . §owet, the first note supra 401. -

See ·Chapter 3 at 205-207. 

(19~7). 38 SR NSW .48_. 

Ibid 52. 

Ibid 53 •. 
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company, an individual shareholder suing on behalf•of himself and all 
other sha~eholders except the defendant might s~e to remedy the wrong. 1 

- Ir--, j.Y 

Then the c·ourt reasoned that under the relevant section of the New 
South Wales Comparties Act, 1936 the ·memorandum and articles were a contract 

-binding the compary ~nd its members. As a result a breach of the articles 
-~as 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 -

, Consequently if a person who was entitled to act as_ director of th~ 
company was unlawfully prevented from.acting this was a wrong both to the· 
_company and to the director. 

In spite of the rule in.Foss v Harbottle, said the judge, if the com~~ny 
. permitted an unqualified person to act as·-a director its condu ·t might 
consti_tute a breach by the company of i.ts obligation to its shareholders to­
abide by the articles. 3 

This would entitle the shareholder to bring an action against the 
· company arising out of this breach.· However,.such an action by the shareholder 
faced another difficulty - that c~eated by the o~tsid~r rule which extended . . 
to a right to act as a di~ector. No right purported to be given by the 
articles to a pe·rson in any other capacity than that of member could be 
enforced against· tlie company, including the right to ac_t as director • 

The judge ·then proceeded to criticise the rule in the folTowing tenns: 

11Both-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 i_s a going concern, 
insis~ on h,is right to act. as a_-director. ,.4 

-
1. Ibid 54. 
2. Ibid 55. 
3. Ibid 57. 
4. Ibidem. 
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dne of the authorities quoted was Pulbrook's case. 1 The judge was 
: I . . .. 

· furth'er of the opinion. that there was no reason why a sharehol6~r (presumably 
at~ng ~ member)_ could n·ot insist that a person entitl~d to act ·under the 
t1rticles as a dirf!Ctor, should not be prevented from acting as a director, 

ri~d that the compc.ny should not ~mploy someone as a director who was not 
;,1,nti tl ~d to be one. 2 · 

It followed that, as the plaintiffs were suJng the shareholders, to 
enforce individual rights which were conferred on them by the articles 
severally and no_t •jointly, there was therefore no need to join a 11 the members. 
In. addition, the pl;intiffs purported to sue on behalf.of all sh~reholders 
except the defendants. Furthermore, the company as a party was regarded as 
sufficiently representing. a 11 shar.eho 1 ders who were not parti.es to the action. 3 

The point taken by the defendants was therefore overruled. It is 
submitted that the judgment is to be welcomed. It clearly and on principle 
rejected the out~ider rule, recogniiing the historical. truth that provi~io~ 
for.the appointment of directors was one of the-essential features of the ·old 

· deed of settlement 4 anu has always been treated by statute as a matter to be 
provi.ded by the articles. 5 

· On the other hand, the outsider rule precludes the member from enforcing 
his own right to· be a director. In this case the issue was whether a 
shareholder couid compel the company to abide by the articles in appointing 
its dire2tors •. The question therefore was whether a member had a general 
right to enforc~ 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 articles observed prevailed, even if 

it involved the indirect enforcement of an.outsider right~ 6 

1. Ibid 57. See Chapter 8 at 194-195. - . 

2 . . Ibid 57-58. 
3. 
4. 

Ibid 59-60. 

Ibfd 57. 
S~ Ibid 57. 

"·-> .-· ... -c•·- CJ" 

6. Further attention is given to the _possibility of an indirect enforcement 
of out~ider·rights in Chapter 1o·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 English cases, both before and subsequent t? Hickman's case. 

Of the case~ subsequent thereto, ·two ignore and· contradict the outsider 
ftile enfirely. They ·are Hayes' case land Richmond ·Gate's case. 2 ·In both 
these cases the plaintiff, ·being a member, sought relief under the contract 
in the articles, in respect of ~is position as a· director; in the former 
be~ause h~ 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 
rule. in H_,ickman's case. 3 

In contradistinction, Beattie's case, on the other harid, ·refers tb anct 
·u~holds the outsider rule. 4 Th~ judgment_ i~ Beattie's case in effect 
precludes the .enforcement of certain rights flowing out ·of the contract in the 
constitution an~ uphold~ others. In doi~g so ft is ·consist~nt with the 
orthodox formulation of the outs·ider rule. 

It. would however, be an error to conclude that the effect of Beattie's 
. ' 

case and of Hickman's case for·that.ma~ter,is to divide the member and his 
intentions into two: one as a member and the other in· his private capaci'ty 
or some other capacity, such as a director .. In r°act~ instead of looking at. 
the member, the outsider_ rule, •in jts orthodox formulation, looks at th~ 
provisioris• of the articles, dividirig them into those articles which create 
outsider rights and obligations _a'nd which are acc.ordingly unenforceable, and 
those articles giving rights and creating obligations to the member qua 
member which are·enforceable, as fonning part of the general regulations of the· 
company applicable alike to.· all shareholders. 5 . It has alread; b~en submitted 

1. 
2. 

3 • 

4. 
5. 

Hayes v Bristol Plant Hire ltd El957J 1 All ER_685 ChD. 
Richmond Gate Property .Co Ltd Re El 964~ 3 All ER 936 ChD. 

_- Hickman v Kent or Romney Marsh Sheepbreeders' Association cl915J l ChD 881 
.. ,,._a3c 897 and · ~00. . · 

Beattie v .E and F ~eattie Ltd_El938J"3 All iR _214 CA. 
Hickman's.case 897. 
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that~ whether the test rests on the right, or on the member, it unavoidably 
tu~ns to the other· of these two tests, leaving a volatile and unsatisfactory­
criterion.1 The questi~n, therefore, which arises ~rom Beattie's case is 
how to de"l;ennine when a ri·.ght is ·an outsider right and when it is an 
enforceable membership right. 

Another case which causes difficulty in n.1 ation to the outsider rule 
·is Harmer's case. 2 

The effect of thi~ case is that a memb~r may enforce his pe~sonal right 
to have_ the articles observed by the company. The r.esult is that a member 
may indirectly enforce an outsider right in the process of enforcing his 

. . . 

contractual rights as a member. This ·is in essence Wedderburn's theory of 
.indirect enforcement of outsider rights.3 -- --

The overail result of these cases is, it is submitted, to raise 
difficulties in regard to the principle unqerlying the outsider rule and its 
accurate fonnul ation, particularly havi-ng regard to the.uncertainty which 
the conflicting judgments have generated. 

On the o~her hand, the member's personal right to have the affairs of 
the company conducted according to. the cons ti tuti_on is. covered by the 
statement of Astbury Jin Hickman's case, that articles regulating the rights 
and obligations of the members generally· as such do create rights and 
obligations 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 difficulty of discerning a basi~ for reconciling Hayes' case 
and Rtchmond Gate's case - ~hich did not recognise the outsider rule - with 
Hickman's case and· Beattie's ~ase. 5· 

Furthennore the scope of "!;he outsider rule ·is uncertain, although. it . , . . 
seems reasonably clear that the outsider rule has been held to encompass the 

1. 
2. 

See Chapter 8 at 208. 
Harmer .{!L_B.2 Ltd Re c1958J 3 All ER 689 CA. 
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3. · See Chapter 10 at·235. : ~ 
4. Hickman's case supra 900. 

. . 

5. Hayes v Bristol Plant Hire Ltd Cl957J l All ER 685 ChO. 
Richmond Gate Property Co Ltd Re tl964J 3 All ER 936 ChD. 
Hickman v Kent or Romney ~arsh Sheepbreeders' Association c1951J 1 ChD 881. 
Beattie v E and F Beattie Ltd cl938J 3 All ER 214 CA. 
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contract contained in the constitution between the members inter se. 
'(~, .. ' 

Before attempting to. deal_ with these aspects, it is proposed. to 
. exqmine the views of English academic writers on the subject. Then a general 
assessment of the outsider rule in English la~ ·till be ~ssayed. Thereafter, . 
th~ outsider rule in South African cases and ac~demic writi~gs will be 
reviewed and an attempt made, by way of conclus·; c.n, to assess cri ti ca lly the 
outsider rule in South African law. 
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CHAPTER 10 - - THE ENGLISH ACADEMIC VIEWPOINT ON THE OUTSIDER RULE 

1. Introduction 

It has been noted that the outsider rule s~eks to Jnhibit the 

contractual effect of the constitution. -That' this is so, is reflected in 
, 

the views bf all English academic writers. 

230. · 

For example Gower stated that the "the memorandum and articles have no 
direct contractual effect in so far as they purport to confer rights or 
obligations ·on a member otherwise than in his capacity of a member.". 1 This 
view w~s repeated in both subsequent editions. 2 This was also the view of 

· Pennington. 3 In support thereof Pennington relied on Hickman's case. 4 

Halsbu.ry, P'a1mer, Gore-Browne and Marshall Evans_all adopted the same point of 
. . 5 v1ew. 

On the other hand, Goldberg offered ·a noveJ twist to.the matter. 6 A 
.membe~, he said;had no right to enforce-a.right _or power bestowed by the 

constitution on a ~erson otherwise than in his .capacity as a member of the 
. . 

company-, whet~er or not that person was in ~act a membe.r, unless the enfqrcement 
of that latter power or right was incidental to the enforcement of the member's 
contractual right to have the company'.s affairs conduct~d by the appropriate 
organ"of the company specified in the Co~panies Act, 1948 or in the memorandum 
and articles.6 

1. 

2. 

Gower l· C B-: The Principles of Modern Company Law (_First Edition London 1954) 
252. .·_, 

. • . C .7'J <,, ...! ; 

Gower LC B : Modern Company 'law (Second Edition London 1957) 263 and (Third 
Edition London 1969) 263; The Contractual Effect of Articles of Association 

· (1958) 21 MLR-401 and Rayfield v Hands - A Postscript and a Drop of Scotch_. 
· (1958) 21 MLR 657-_658.~--~ --- - -- -- - - -- - -- -

3. Pennington 52. 
4. lbi.dern.· Hickman v Kent or Romney Marsh Sheepbreeaers'· Assoc·iation cl915J l. 

ChD 881 at 897. 
5. 

6. 

Halsb~ry Vol 7 par 117. -Palmer 130; Gore-Browne 51 and 786; 
Marshall Evans D: Quantum Meruit and the Managing Director (1966) 29 MLR- 608 . 
. -·-:t ' . . 

.G.oltlberg G D :. The Enforcell)ent of Outsider Rights under Section 20(1) of the 
~om~_ani_~s Act 19~-8 (1972) 35 f'.iLR}~2. ·It ~s pro~ose~ to _d2al _1-!ith h~s ·cheory 
1n eta1l. as a separate aspec~ or ~he Enol1sh acade~,c v1e~oo1nt on the -· 
outs·ider rule: See ~elO\·/ at 238 et seq. - · · 

4ft'!f@.t@,j&,4Q#,'lfo,w.t.t;f!JJ.y#i¥'4~'¥Wi.MR'@f- •iUlJ!!#Zl!!? ¥ lP ,.JP~@"f.lJJ.~Wm;'~"'-..., f-\ > f '# r-.-'iiililr'"T' 

-, 
j 

I: 
! ,. 
I 
l 

I 
I· 
I 
! 

l 
' . i 

I 

I 

!-, 
I ,. 
' ' I 
I 
I 
i· .. 

! 
. I 
i 
i 
I 

1: 
j 
I 

I 

i ; 
I ! .. 

i 
I 

f 
' • 

: j 

t 
I 

ii';, 



231. 

.t' 

. Wedderburn expressed the opinion that it was ab_undantly c 1 ear that the 
articles constituted a contract. between. th.e company and each member, in his - .fr 

. · capacity as member . 1 However, h~ propoµnded a theory permitting the indirect· 
enforcement· of outsider right~, as. an exception to the o~tsider rule. 2 

It may be said, therefore, that the English academic writers unanimously 
accept the .view tha i; the contractual effect of the cons ti tuti on is 1 imi ted by 
i~e outsider rule, sc that it is only bind{ng to the extent that it affects 
members in their capacity as such. 

2. The-meaning of s 20(1) of the English Companies Act, 1948 

It has been submitted that underlying the view of Astbury Jon the 
c9ntractual effect of the constitution was his interpretation of s 20(1), 
namely that.the section permit~ the enforcement of general provisions in· 
_the articles, and prohibits the enforcement _of ri_ghts therein .contained in 
some capacity other than that of a member.J-· 

In regard to this, Gower stated that it was settled as an overriding­
.principle~ ·that this section gave the memorandum and articles contractual 

-_~ffect only in so far as they conferr_ed rights or obligations on the member 
in his capacity as member. This was true of t~e contract between him and 
·his f.ellow members, as it was of his cont~act with the company. 4 Halsbu~y, 
Gore-Browne and Palmer expressed the sam~ point of view~ 5 · Wedderburn also 
did so. 6 However, his theory of indire~t enforcement of outsider rights 
would seem_ to requir'e a different .interpretation of this section. 7 Goldberg, 

1. Wedderburn KW: Shareholders' 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 Illustrated (1965) 28 MLR 347; 

Gower 264 (Wedderburn was a co-author of ~). . It is proposed to dea 1 
. with Hedderburn' s theory ref~rred to above as a separate aspect of the 
outsider rule. 

3. See--Chapter 8 at 209-210. See also Chapter 9 at 213-218 .. 

4. Gower 263. Gower L C B : 'The Contractua 1 Effect of Articles of Association 
{T958') 21 MLR 401. 

5. Halsbury Vol 7 ·pars 116-·117; Gore-Browne 50-51; Palmer 130. 

6. Wedderburn KW: Shareholders' Rights and the Rule in Foss v Ha\bottle (1957) 
CLJ 194 at 208- .and 210; Gm·1er 263 . 

. 7. See below at 235 et seq. 
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in putting forward this theory of the enforcement of outsider rights, 

recognis~d that one of the questions was the effect.of this section. 1 

Nevertheles~, in his view the only legally enforc~able obligations imposed 
. . . , 

by virtue of tti, s ·section were imposed on members of the cor:ipany ·[;-ua 

~embers and not~ solicito.r, director or a!ly other outsiger. 2 As ·with 

:wedderbi.Jrn's theory, it would.seem.to require a different interpretation 
of this ·section. 3' 

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 they might relate to. 4 

However, he noted that this section h~s been construed to create a contract 

only· in respect of the rights and duties of members as such, so ~hat if the 
memorandum and atticles provided for other matters, those provi~ions did not 

·form part of the contract.. It will·be submitt 0 d that such an interpretation 

of this section is in conflict wfth the 1 iteral meaning o[ th_~ statute. 5 

Suffice it to say that apart frO!l) a reservation expressed by Pennington, 

the English academi~ write~~ unanimo~sly have accepted the i~terpretation.of. 
this section underly.ing the judgment of Astbury J·in Hickman's case, namely 

that it gives the constitution contractual effect only in so· far as .it conveys 

rights and obligati_ons on the·member in his .c~pacity as such.· 

3~ . The out~ider rule and the contract in the constit~tion between the members 
inter se 

It. has been _submitted that, from the tenor of his judgment, Astbury J 

might have applied the ou~sider rule to the.contract contained in the articles 

between the members i.nter: se. 6 

1. Goldberg GD : The Enforcement of Outsider Rights under Section 20 1 
of the Companies Act 9 8 97 3 MLR 362 at 364. 

2 ·Ibid _373. 

3. See .below at 238. 
4.· Pennington 55. 

>.;, ,. e •• ,•,•• ,:J,·-.. 

5. See Chapter 9 at 213-21&. 
6. See Chap~er 8 at 207. 
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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 a 1 s.o of the 
contract between the members inter se. 1 Halsbury2, Pennington3 and 
Wedderburn4 have expressed the same view. 

,,_ 

4. The Elet cases5 

Astbury J took the view that the Eley cas·es purported to give spe.cific 
contractual rights to persons in some capacity other than that of shareholder._6 

It was his attempt to reconcile this with other cases, that led to his formulation 
of the'outsider rule. 7 

.There.can be little doubt that the learned judge's view of the Eley cases 
has b~en acc~pted without question in English law and, in par~icular, by English 
academic writers. 

Thus Gower .relied on Eley's case as- support for the vi-ew that i.f an 
article provided that someone be the company's solicitor, he could not rely 
directlJ on that as a contract to enforce his right to be the solicitor, even 
if _he was in fact also a member; for the art·icle concerricd him in his capacity 
as an outsider, not as a member. 8 ~his was also the view of Palmer, Gore-Browne 

. 9 
and Penni ng_ton. , 

1. Gower LC B i The Contractual Effect of.Articles of.Association (1958) 21 MLR 
401 and 403. ,... 1 . 

_ : Modern ·company L~w (Second Edition London 1957) 254; Gower 263; 
2. ·HalsburyVol. 7 par 117. , ,' 

~ . c,.::, c'_::, -!. .,_, 

3. Pennington 55. 
4. · Wedderburn K -W Shareholders' Rights 

CLJ 194 at 208. 
and the Rule in Foss v Harbottle (195~) 

Effect of Articles as a Contract-remedy against Directors 
. (1958) CLJ 148 et seq; Gower 263. 

5. Refe~ence has been made to the Eley cases in Chapter 8 at i77 and 179-184. 
The_Eley cases a~e the following: 

! 
i 
l 

I • i-
,,. i 

t 

! 
I 

T_avarone Mining Co Re, ·Pritchard's Case (1873) 8 ChApp 956; j:• 
MeJhado v Porto Alegre Rail Co (1874) LR 9 CP·503; 

'Elej v Positive Government Secu~ity Life Assurance Co (1876) 1 ExD 20 and 88; 
Browne v La Trinidad (1887') 37 ChD 1. . ! 

: I 
i 6. Hickma~ v Kent or Romney Marsh Sheepbreeders•· As~ociation cl915J 1 ChD 881 

at 902. 
7. See Chapter 8 at 206. -
8. Gower 263. 

9. Palmet 14.10; Gore-Browne 51; Pen~ington 56. 

\ 
I 
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/. Marshall Evans held the same view of the impor_t·of both Eley's case fr 

a.rid Browne v La Trinidad. l · 

I It ha£ ·been submitted that the Eley cases merely decided that the articles 

/ are no more than an agreement between the members inter se. 2 This is not the 

I 
view,of the English academic writers, who have adopted the view of Astbury J, 

namely that in these cases contractual rigbts were given to persons in some 

_ capacity other than that of shareholders. 3 

-
5. Public eolicy underlying the outsider rule 

There is ·no sign in the judgment of Astbury J of -any consideration of 

public policy as a reason for formulating the outsid.er rule. Instead the 

ba'sis seems to have been the necessity to reconcile two lines of cases .. 4 

In only 9ne of the English academic wr~tings is there any attempt to 

Justify the outsider rule on grounds of public policy. In Goldberg's view 

the cour.t's restriction on the enforcement of outsider rights was warranted 

in c~rmie~c_i.al Jife. 5 He equated the controllers of a company,_ be they di.rectors 

or the majority of shareholders in_ general meeting, with trustees in regard to 

the performance of their duties. It was inconsistent with the appointment of 

a trus"tee that the testator should give to some other· person an irrevocable 

office of agent, receiver o~ manager. The· law 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 

dire~tors and majority ~hareholders. The former are not parties to the 

con~titution, 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 rul~s r~lating to oppressi~n of minorities. 6 

' 1. Marshall Evans D : Quantum Meruit and the ~anaging Director (1966) 29 MLR 608 
at 611; Eley's case supra; Browne v La Trinidad supra.·. 

2. See Chapter 8 at 201. . 
3. Hickman v Kent or Romney Marsh Sheepbreeders' Association supra 896. 

See thapter 8 at 177 .. -- -~ 

4. See Chapter 8 at. 178. 

5. Goldberg G D : The Enforcement of Qutsider Rights under Section. 20(1) of the 
Companies Act 1948 (1972) 35 MCR 362 at 371. (This article will be referred· 
to as Goldberg·.) 

6. Gower· 562. 
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6. Wedderburn' s theory 

In Wedderburn's view a member could compel the company not t:1 depart 

from the contract with him under the articles, even if that meant indirectly 

the ·enforcement of "outsider" rights vest~d either in third parties or 

hims~lf,- so long as, but only.so long as, he suej ~ member_ and not qua 
outsider .·l 

This view was first expressed in his article ori Foss v Harbottle2 as an 

expla.nation of Salmon's case. 3 There is no need t~ recapitulate in detail 

the reason~ he advanced in relation to Salmon's case. 4 ·Salmon, he said, could . . -
not enforce a right 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 th~ ~ight of a member to have the articles 

observed by the c0mpany. 5 · 

Thi~ explanation of Salmon's case had riot esc~ped later judges. In 

Beattie's case the judge.expressed the opinion that a right to call upon the 
. . . . 

company to observe the articles was the right and.the only right in this 

respect_which was co~on to all. the members under this article. 6 

In a later article, he noted with a certain satisfaction ·that all three 

judges ·in Harmer's case clearly recognised the general contractual right to 

have· the articles observed by the co~pany. 7 Subsequen.tly, he ·considered that 
·, . 

: the reasoning in Richmond Gate's case provided interesting support for the 

validi~y of this approach. 8 

1 • 

2.-

3. 
4. 
5~ 

6. 
7. 

8. 

Wedderburn KW Shareholders' Rights and -the Rule in Foss v Harbottl~ (1957) 
cLJ 194 at 212-213; · 
Effect of Articles as a· Contract-remedy against Di rectors · 
(1958) cLJ 148 at 150; 
Oppression of Minority (1959) CLJ 37 at 40; 
Contractual Rights under Articles of Association - an 
Overlooked Principle Illustrated (1965) 28 MLR 347 at 
348-349. 

Wedderburn K W : Shareholders' Rights and the· Rule in Foss v Harbottle supra. 
Qui~ and .Ax tens Ltd v Sa.lmon cl 909J AC 442 Hl. J• _,. • •• • • -:J • 

These are fully· set out -in Chapter 7 at 165 and Chapter n at 192. 

Wedderburn K W : Shareholders-' Rights and the Rule in Foss_ v Harbottle supra 212 

Beattie v E ang F Beattie Itd C 1938J_ -All ER 214 CA 219A. 

We_dderburn K W : Oppr_ess ion of .Minority ( 1959) CLJ .37 at 40; 
Contractual Rights under Artic1es of Association - an 
Overlooked Principle Illustrated (1-965) 28 MLR 347 at 350. 

See Richmond Gate Property Co Ltd Re· cl 964J 4 A 11 ER 936 ChD. See 
.. ------------------ ' , . 

Chapter 9 at 213-214. 
~w~.~--
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·"It is true," he stated on one occasion, "that the proposition to which 

this conclu~ion gives rise apparently conflicts with the rule iri Hickman's 

case that outsider rights can nev~r be enforced by reliance upon the· articles~_111 • 

On several occ;tsions he acknow~edged that, ·;f this•·view was correct, the 

law surrounding Hicl:man's case was more complicated .and- more odd than had often 
I ---- • • 

been thought; but a lin·e of authority, brooded ov'er 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 

Marsha 11 Evans commented on Wedderburn' s theory, en pass ant, in dea 1 i ng · 

with Richmond Gate's case. 4 Although Wedderburn had argued convincingly in 

favour· of an indirect enforc·ement of outsi.der rights contained_ in the cons ti tuti on, 

on the b~sis of the· member's general right to have the articles observed., 

nevertheless these outsider rights ·were ~nenfor~eable sin~e, in terms of the 

section, the articles embodying same were not a ~ontract between the member and 

the company. 5 

Goldberg·_also commented on Wedderburn's theory. By way of an introduction 

to his own· article .on the enforc~ent of outsider rights under s 20( l) of the . 

CompaRies Act~ 1948, he expressed the.following op,inions. 6 

1. 

2. 

Wedderburn KW~ Shareholders' Rights and the Rule 1n Foss v Harbottle (1957) 
CLJ 194 at 213.' ? 

. ):' 

.Ibidem. See also: . // 
Wedderburn KW : Effect -of -Ar.ticles as a Contract - remedy against Directors 

(1958) CLJ 148 at 150; 
0P.P_!'ession of Minority "(1959) CLJ 37 at 40 • 

3. · Wedderburn K W ·:. Contractua 1 Ri qhts under Articles of As sod ati on - an 
Overlooked Principle Illustrated ()965) 28 MLR 347 at 349. 

4. · Marshall, Evans D. : Quantum Meruit and the Managi.ng Director: ( 1966) 29 MLR 
608 at 611-612. See Ri"chmond Gate Property Co Ltd Re _supra. 
See 4lso Chapter·9 at 213-214. -

5. Marshall Evans 0.: Quantu·m Meruit and the Managing Director suora 611-612. 
.S~~::~hapter 9 at 214. 

6. . Goldberg 362 .. 
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Wedderburn's theory contained ·an inherent exagg~ration. 1 · .It was in 

di'rect contradiction to the- ~iew set out· in Gower that the memorandum and 
. . 

articles had no direct contractual ef.fe_ct in so far as they purported to 

confer rights and obligations on a member otheniise than in his capacity of 

a member. 2 . The views put forward in Gm,,er 1 eft the conflict unanswered. 

Gower's view was too n~rrow, while that o(Wedderburn was ·too wide.
3 

Goldberg did not state explicitly his reasons for advancing these 

criticisms of Gower or i·Jedderburn. 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 Hedderburn had revealed _an 

important truth, namely that the typical formulation of the second principle 

·ppstulated by As~oury J was in such need of.refinement as to be quite 

mislead~~g. 4 Goldberg was,.of course, referring to the.classic -statement 

of Astbury J in Hickman's case, namely "that no right merely purporting to 
be giv~n by an article to a person, whether a member o-r not, in a capacity 

other than that _of a member, as for instance, as so 1 ic·i tor, promoter, di rector, 

can b~ enforced aga ins f th~ company. ,;S 

llaving regard to his views set out aoove, it is submitted that 

Wedderburn would ~o doubt add to this the following: "save where the 

member, qua. member, exercises his ·personal ·right to have the constitution 

observed by the company." In Goldberg's view, Wedderburn pointed the way 

and.took the iirs~ step. 6 Goldberg advocated another addition t~ thi 

aforesajd second principie of .Astbury J. 7 

1. Ibidem. 

· _ .2. Ibidem; This reference to Go\'/er was ih fact a reference to 
Gower L-C B : Modern Company- Law (Second Edition London 1957) 252. 

3. Goldberg supra 363. 

4. Goldberg supra 374. 

5. Hickman v Kent or Romney Marsh Sheepbreeders' Association cl915J l ChD 881 
at 900. - · 

6." Goldberg supra 374. · 

7-. As is set out in Goldber9. s1:1mmarised below at 238.et ·seq. 
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7. Golaberg's tbeoi:x 
,.., 

'-h 
Goldberg's .starting point is s 20(1) of the Companies Act, 1948 as the - JY 

only source·of the binding effect ~-f the ~onstitution .. 1 ·Proceeding from this· 
.unassailable· ·point he review~d_ the cases whose ratio decidendi supported the· II 

following construction. 2 

'A member of a comp.any had a ·contractua 1 right under s 20( 1) to have the .1 
affairs of the company conducted by the particular organ of the company specified I 
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 me_mber could not enforce an 
outsid~r right conferred on a person, be he member or not, unless such enforcement 
was ·in•ci dental to the enforcement of a [J]ember I s contra·ctua l right ·to have the 
affairs of the company conducted by the particular organ specified in .the 
constitution,· 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 
w_as incidental to the exercise by a p~rticular organ of the company of a power 
vested by the Act or by the company's memorandum.or arttcles in that organ. 3 

Goldberg then proceeded to review the cases, including those usually cited 
. . 

as supporting the outsider rule, testing them both against his own organic 
theory, set 01,Jt in the second cond.ition above, and against the right of the 
member to have. the. company's affairs conducted in terms of the fi~st condition 
ment·ioned above. -He also, incidentally, judged these. cases in the light 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 ·theo·ry. It is necessary, 
therefore, to present it in some detail. In contrast to the pr~cis ~iven 
of Wedderburn's theory presented above. Although. this causes a change in 
style, it is submitted· that this is unayofdable, if one is to do justice 
to Goldberg's theory. · · 

2. Ibidem. 
3. Supia 365. · · 
4. Wedderburn KW Sharehofders' Rights and the Rule iri Foss v Harbottle (1957) 

CLJ 194. 
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The first of these cases was Eley's.cas·e. 1 In Goldberg's view, despite ·the 
. . 

. provision. in the articles on which the su)t was. founded, the court held that on 
a proper cbnstruction of the articles when read ~s a whole, the power to appoint 
the company's solicitors still resided in the· board of directors and. it was the -
board which had ~ppoint~d th~ new solicitors. 2 In the result, the board had~ 
exercised a power o~ ap~ointment given to it as -an organ of the company. 
Therefore,.the exercise· by the plaintiff ·of his outside_r right to be the 

i . . • . . .. 

company's solicitor was contrary to the member's right to have that part of 
the company's affairs conduct~d by the board as the appropriate organ.~ 

However, it has been submitted above that the judgment in Eley's case 
rested.on the finding thatthere was no agreement between the plaintiff and 

• the company because the articles were. not a contract between the members and 
the compan~, but only between the members inter se. 4 As for Browne v 
La Tri~idad,'Goldberg said that the plaintiff did have an enforceable contact· 
with- the company wh-ich was embodied in the art.icles. 5 In fact, Lindle,y L J 1n the 
the case:had expressly found that there was no contract between the members and 
the company but only between the members·inter se. 6 However, the plaintiff sought 

. . 

an injunction preventing the company from acting in breach of the agreement with 
him. ·_Such an inju•nction would in effect be an amendment of the articles. It 

I • 

wou.l d deprive· the organ vested by the articles with the power to amend same, 
the organ being the genera 1 meeting·. Thus the remedy sought was not i nci denta 1 , 

but centrary·to the members'· right to· have the company's affairs conducted by 
.the o.rgan referred to _in the Act. The refusa 1 of the i nj unction was therefore 
inevitable. ,_· -~ 

·.·.:-..:::. / 

Goldberg also referred to Dale '~nd Plant Ltd Re.7The·only issue was whether 
or not the plaintiff was enti"tle-d--to e~force the outsider right bestowed on hilJl 
·by t_he articles to be the company's secretary- for a specific period. That issue . . 

could not be incidental to any question of the company's secret~rial work being·· 
carried out by the appropriate organ of the company, because the c.ompany had 
teased to exist. The ~laim was, ~herefore, disallowed. 8 . ' ' 

·1. 

2. 
3 

4. 
5. 

6. 

Eley v Positive Government Security Life Assurance_ Co (1876) 1 ExD 20 and 88. 
See Chapter 3 at 177 and 179-184. 

... ~~,~1;-J ~ . 

Goldberg supra ~66. 
Ibidem~ 
See ·Chapter B. at 183 and 207. 
Browrte v La Trinidad ()887) 37 ChO 1 
See Chapter 3 at 182-184. 
Browne v La Trinidad s~pra 13 •. 

at 14-1.5; · Goldber~ supra 366 et seq. 
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It is submitted that difficulties arise from fhe elevation by Goldberg 
of the. company secretary to the status of an organ>oF the company, on. a par 
as it were, ~ith the board of directors or the me~bers in genera~0meeting. 1 

Apart from this, Goldberg's interpretation of the case is nowhere to be found 
. . . 

.in the judgment. The case was de9ided on twti grounds. Firstly, a company 

could not ratify a pre-_incorporation contract. Secondly; the articles being 
merely a contract between the members inter se, were not binding on the 
company. 2 

Goldberg also referred to Beattie v E. and F Beattie Ltd. 3 His 
interpretation of t~is case was that the defendant could claim th~ right 

. . 

to go to arbitration only in his capacity of outsider (that is, director) 
because it was in that capacity that he was being sued. The e_nforcement 
.of this outsider right would not have been incidental to ensuring.that 
a particular organ of the company_performed the task entrusted to it, since 
an arbitrat_or, who had to be independent, could not be considered a_part of 
the company at all. It seems strange,indeed, to conceive of an arbitrate~ 
as an.organ of a company. 

It. has been· submitted ~hat Beattie's_case, while·supporting the. outsider 
rule, also set out. by way of obiter dicta, the basis for Wedderburn's princi"ple 
of th~· indirect enforcement of outsider ri gh.ts. 4 There is, however, no· sign . 
in the judgment of -any_ support for G·oldberg's "organic"- theory~ 

In regard to Salmon's case, Goldberg explained it on the basis that the 
organ charg.ed by .the articles with acquiring or letting premises was the board 
of directors, acting ~ith.the consent of both managing directors. 5 Since the 
plaintiff was seeking to uphold t~is article, his injunction was granted. 

1. Gower 142-143. A secretary is considered to. be an off.i cer of· the company, 
whose functions are purely ministerial and administrative. · 

2. DaTe and' Plant Ltd Re supra 207 .See Ch.apter 8. at 198. · 
3. cl938J 3 All ER 214~ See ;hapter 9 at ~15-218. Goldberg supra 367. 
4. See. Chapter 9 at 217-218. :,·>·· ....... \·J'S 

5.- Quin a,nd·Axtens Ltd v Salmon cl909J AC 442 HL See Chapter 8 at 190-192. 
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Since it inciden·tally enforced the plaint_iff 's outsider rights, it refuted 
Gower's view that articles containing outsider rights cannot be_ enforced. 
On the other hand, because a question of the division of powers among the 
company's organs was an·essehtial part of the plaintiff's case, the judgment 
did not support Wedderbu_rn' s view that the indirect enforcement of outsider 
righis is possible in the course of· enfordng the members' general right to hav~ 
the company's affairs conducted in terms of the arti.cles, that is to· say, it 
did not support Wedderburn unless his views were modified as suggested_by 
Goldber_g. 

It is submitted that the fallacy in Goldberg's reasoning is apparent from 
.a reo.di.ng of Salmon's case. 1 There is no mention in the case of outsider rights 
or that the~e 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 ~is 
right of veto as· a director; and th.at such a .right fanned part of the general 
regulations of tl:le company, applicable alike to ·all members; This is borne out 

· by the judgment of. Lorebu~n LC in Salmon's case,· in which he dealt with the 
contract in the constitution by saying that the bargain of the shareholders 
contai~~d in_ the article; amounted to this~ that the directors should manage 
the business of the company but they could not manage it in a particular way -
they could ncrt do things if Salmon or ·Ax tens objected. 2 · Consequently, 
the case is no authority for Goldberg or Wedderburn-or .Gower on this point. 

- . ---- -~--- ----

' 
Goldberg then proceeded to make.flike observations on two other English 

cases. T~~ fi~st is P~l~rook v Ri~hmond Consolid?ted Mining Co. 3 The -
second is Hayes v Bristol -Plant·Hire Ltd. 4 Goldberg says that both cases· 
invo~ved a question of organic organisation of the companies: they entrusted 
certain powers to their respective boards of directors but they ?lso defined 
who should be members of the boards. In each case the plaintiff was seeking 
to ensure that the or~an so specified should be properly constituted; and 

• I • • 

incidenta11y in each ~ase the plaintiff's outsider rights· as ·a director were 
upheld . 5 - - -

---t 

1. · Quin and Axtens -Ltd v .Salmon supra. 
2. Ibid.443 •. 
3. (1878) 9 chp ·610. See _Chapter 8 at 194:..196 and 203. 
4. cl9576 1 All ER 685 ChD. See Chapt~r 9 at ~11-213. This case is on all fou~s 

· with Pulbr~ok'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. 

5 •. Goldberg supra 369; 
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If Goldberg is correct, then there would be mu.ch 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 th~n be-.-necessary to argue ·that, as 

Wedderburn has suggested·, the members have a persona 1 right to ha've · the 
. . . l . 

company's affairs c1Jnducte1/1n terms of the articles. However, Jessel M"R, 

·in giving judgment ·;n Pultr·cok's case, found that the pla.intiff, who was 

nece~sarily a sharehclde/ in order to be a director, had- suffered an individual 

wrong since he had bez'/deprive~ of the right giv~n t~_him i~ the constitution 

to t~ke part in its 1.n~gement. There was no h1n~ 1n the Judgment of the 

concept of outs~:/4rights, or any doubt as to their enforceability. The 

"organic Organi s/ dn .of the company" was neither canvassed nor considered. 

These comt1ts apply equally. to Hayes v Bristol Plant Hire ltd which 

followed Pulb/ok's case. 3 
· In the yiew of the judge in Hayes'· case, if the 

director wa5Jlso a shareholder ~e was entitled to invoke the ariicles to 

protect hi'bffi'ce as director. 4 -· The judgment is quite -contrary to_ the 

.outsider;J,e and is silent on any rights incidental to the working· of 

compa/rgan_s. -

_ /ldberg also conmented on.Hanner (HR) Ltd - Re5• In his view, in 

~ _ accling to the-prayer in the case, the court was only incidentally maintaiDing - ✓outsider rights of the petitioners, who ·were directors as ·well as members. /2.: c~urt was •conc.~rned rathe~ th~t .t~ose p~wers conferred on the board were· 

/

exercised by t-he ~r:an spec1f1ed in tne articles. If a decision under s 210 migh_t 

by analogy be used 1h the construction of s 20(1), the case still fitted his 

· mo~ificati~ns of Uedderburn's stance. 6 · · 

It is submitted; how·~ver, that Goldberg has take, this 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 upholc;t the i:nembers' contractual righ1sas set ou·t in the constitudon. 

1. ~edderburn KW: Shareholders' Rights and the Rule in Foss v Harbottle (liS.ZJ 
ClJ 194 at 212. 

2. Pulbrook's CqSe supra 613. ,._;,-·----- ()1 

3: Hayes~ case supra and Pu·lbrook's case supra. 

4. . Hayes' case supra 688D-E. 

5. c1958J 3 All ER 689 CA. S~e Chapter 9 at 218-220. 
6. Goldberg G D :· The Enforcement of Outsider Rights unde_r Section 20(1) of the 

Companies Act 1948 (l-972) 35 Ml:.R 362 a.t 370 ( 11 Goldberg1i) .. 
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· In terms of the judgment in Hanner's case~ the members were entitled to have 

the affairs of the company conducted according to the constitution. 1 This 

had nothing to do with p_rotecting ·the board in its powers. It was only 

fortuitous that the members' complaint was that the majority had interfe.red 

with the board. Had the.majority r~fused_ to kee·p books· ·of account, assuming 

by WpY of an example th_ey 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 . 

. . Goldbe~g also sought to re-state the case of Richmond Gate Property Co Ltd Re, 

so as to fit his proposition. 2 In his view, the plaintiff's case was based on 

'his having been an organ, namely the managing director, so that his criterion 

had been fu~filled. 3 

.The criticism of this, is the same as in previous cases. Th~ judgme~t made 

no refere:nce to ·organs. It simply _found ·that the effect of the articles coupled 

with the applicant's membership of the company was to create a contract between 

the member and the company as to his director's fees. 4· This d.irectly contradict; 

Hickman'.s case and offers no support_for the theory of either Wedderbur:n or 
. . . ~ 

Goldberg. ,Furthermore, a managing di rector, deriving his authority froni the 

board, can hardly be an organ in_his own right. 

8. An assessment of the English academic viewpoint on the outsider rule 

There is unanimity among these writers on some aspects of the matter. They 
....... f . 

all agree that the outsi~er rule is_/an integral part of E_nglish law and that its:· 

result is to inhibit the contractua·1 effect of the ·constitution, so that it is 
• • • c. •. J ~, ... ,.,./ • 5 

_only binding to the extent that it affects me~bers in their capacity as such. 

Likewise, there is·n~ doubt in their minds thats 20(1) of the English Companies_. 

Act, ·1948 permits the enforcement of general prov_isions in the articles and 

prohibits the enforcement of rights therein contained in some capacity other 

than that oi member and that· this is true of the cont~act between the members 

1. . Ha~er I s case s~ pra 704F-G and 706G-H. 

2. 'fl964J 3 All ER 936 ChD.· 

3. Goldberg supra 370-371. 

4. Richmond Ga-te · Property Co Ltd Re supra 937F-+1. See Chapter 9 at 213. 

5. See above at 230. 
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and between the members and the company. 1 _ By the same token, they all agree 

that the outsider rule applies to the contract bet\.,,een the members inter se. 2 

Furthermore,- th_~r~- is no doubt among them that the·· Eley cases pur_oorted to give 
. . . . . . -- ~ 

specific contractual rights to persons in some capacity other than that of 

shareholders. 3 In other words, the view of·AstbJry Jon these cases has become 

the view of the English academic writers. 3-

There are, on the other hand, aspects of the outsider rule raised herein, 

which have received no attention from the English academic writers referred to. 

Nothi~g is said by them regarding the question whether the outsider rule looks 

solely.at the provis.ions in the articles in order to test the enforceability 

of a ri-.ght or obligation, or whether it looks only or also at the relationship 
. . 4 

·. of the member_ to _the company, or to t_he other members. Apart from Goldberg,. 

nothing is said of considerations o·f public policy whi.ch may or- may not justify 

· the outsider rule. 5 

As for the twin tests laid down by-Astbury J for the outsider rule, namely 

that of capacity and generality, the t~ndency seems to be to stress the 

criterion of ~apacity,· although Marshall Evans st~ted the test in terms· of the -

general regulations applicable alike to all shareholders, in other words, the 
g~nerality test. 6 · 

·As to the fact that there are conflicting cases, some upholding the outsjder 

rule and others ignoring it, or by i~p1ication contradi~ting it, there is some 

: comment. Wedderburn, in particular, noted the inconsistency between the outsider 

1. S~e above at 232. 
- 2. See above at ~33~ 

3. . See above at 234. 
4. ·See Chapter 3 at 209. 
5. See above at 234. 
6. Mar~h~ll· Evans D :· Quantum Meruit and the Managing Director {1966) 

29 MLR 608 at 611. 
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rule on the one hand and Salmon's case and Richmond Gate's case on the oth;~. 1 

He, -of course, sought to reconcile the pas iti on. in tenns of his theory. 2 - J? 
Marshall Evans, in commenting on Rfchmond Gate's case, took the view that the 
case was wrongly decided in the light of the outsider rule. 3 

. . 

Three is to be noted among the English academic writers an undercurrent 
of disquiet regarding the outside-r rule •. Thus Goldberg stated that the typical 
formulation of the second principle of Astbury J was quite misleading and in 
need of refinement. 4 Gower spoke of the 11 unneces~arily restrictive rules laid 

·down in the earlier authorities. 115 Wedderburn stated that if his view of 
Salmon's tase and Beattie's case was correct,'the law ~urrounding Hickman's 
_case wa·s "more· complicated and more odd than has often. been thought. 116 He 
also said that the orthodox fonnulae 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. 8 

Both Wedderburn and Goldberg sought to overcome the oinding force of 
Hickman's c~se_as a precedent and the obvious shortcomings of the outsider· rule, 

. . 
by means of theories which acknowledged the validity of the rule while· seeking 
to modify its effects. 9 .· 

1~ Wedderburn KW: Shareholders' Rights-and the Rule in Foss v Harbottle (1957) · 
CLJ 194 at 212. . 
Contractual Rights under Articles of Association - an 
Overlooked Princip1e Illustrated (1965) 28 MLR 347 at 348. 

2. See above at 235 et seq. 
3. · Marshall ~vans D : Quantum MerGit and the Managing Director s~pra·610-611. 
4. Goldberg G D : The .Enforcement of Outsider Rights under Section 20'(1) of. 

the· Companies Act 1948 (l972) 35 MLR 362 at 374. 
5. -Gower L CB : The Contractual Effect of Articles o·f Association (1958) 

21 MLR 401 at ~ 

6. Wedderburn KW : ~harehold~r~• Rights and the ~ule in Foss v Harbottle (1957) 
CLJ l94 ·at 212. 

7. Wedderburn KW : Effect of Articles as a c'ontract - remedy against Directors 
{1958) CLJ 14~ at 150. 

8. Wedderbu.rn K W : Oppression of Minority (1959) CLJ 37 at 40. 
9. On Wedderburn's · theory, see ·above at 23? et seq ; on Goldberg·•s theory, 

see above a.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 
judgments of the outsider rule, o~ of an exception to it arising from the 
members' personal right ~o have the articl~s observed. 1 The same m~y be said 
of his views on. Richmond Gate's case. 2 On the other hand, it is submi~ted 
that.Beattie's case is strong authority for his view, since the judgment clearly 
recobnised.the possibil~ty that in a dispute betweei th~ company an~a direcior, 
any member would be entitled to ca1l on the company in terms of i'ts contract 
with the member in the articles to r·efer the matter to arbitration in terms · 
of the·articles. 3 Furthermore, Harm~r's case, in another context, re-iterated 
this person~l right of the members. 4 . 

Although Wedderburn's theory commends itself as a way out of the dilemma, 
. . -

for which there is judicial _authority, particularly in Beattie's case, 
nevertheless it does present some difficulties. Firstly, it ~ontradicts the 
outsider·rule itself, which Wedder~urn co~ce~e~! Secondly, it assumei that 
there·are provis~ons in the articles which are ~nenforceable in terms of the 
outsider rule, whereas s ~0(1) of the Comp~nies Act, 1948 pro~ides that all 
the pr~_visions of the constitution are binding ·as a contract. 

.Thirdly, as with the outsider .rule itself, Wedderburn restricted the 
indir~ct enforcement of outsider rights ~o· those rights. which arose qua 
membe~ and not~ outsider. The difficulty 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 c_/rc1.,1mstances of each- case. This,however, . . 
does not provide a substitute for a'.·test formulated on principle and 
applicable ·to all circumstances .. </ · 

: Goldberg'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 
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. which he re'.ers. It -is submitted that his explanati~n of these cases is quite . ·1 
unrelated-to'either the facts or the judgments. It is further·submitted tnat ! 

. t 

.th.ere seems to be no ·reason in_ principle, why members• rights, arising from.the 
·--

... .J"' --- ':\,J . . 

1. See 235 above _and _Chapt_e~ g. at.192. 
. . 

2. See· 2~6 above and Chapter 9 at 213. 

' 3. See- 236 ·-above and Chapter 9 at 217 and Beattie v E and F Beattie ltd c1938j 
3 AlJ ·ER 214 CA 219A .. 

!· 

4.. See · 236. above and Chapter 9 at 218-220 and Harmer (HR) Ltd Re cl 958J 
3 All ER 6~9 CA 704F-G. 

5. · Wedde·rburn K l-J : Shareholders,· Rights and the Rule in Foss v Harbottle 
supra 213. See 236 above. I 
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contraci contained in the con~titution, may be rendered unenforceable or not, 
depen.ding on whether.the company's affai_rs are being·c_onducted by the appropri-at~J~ 
_organ. Thi$ is so, whethir the rights in question are outsider rights or not._ 

.9. Conclus.ion 

In accepting tt:e outsider rule as an integral part of English law, 1 the 
: ,, . 

English academic writ~rs have not given due weight to the cases which have 
ignored and have contradicted the outsider ~ule; 2 or to th~ literal meaning of 

.s 20(1) of the ~nglish Companies Act, 1948 which gives a contractual effect to 
all the provisions of the.constitution; 3 or the fact -that, in none of the cases 
precedi.ng Hickman's case, are any of the elements of the outsider rule to be 
found. 4 

/ 

l. See above at 236 and Wedderburn K W : Shareho 1 ders I Rights and the Rule 
in F9ss v Harbottle (1957) -CLJ 194 at· - - -- - --

2. See Chapter 8 at . 204-205. 

3. Ibid 209-210 and Chapter 9 at 213 et seq~ 
4. See Chapter 8 at 205. 

r• 
I 
i 
I 
! 
) 

i 
i 

. I 
i 

r 

' ' l 
L 
I• 
I 

I ; . 

l. 

I 

I I 

r 
I 
' 1 . i 
. l 
I ~. 
r 

,~~•k£4,jB,i,iji&M@£!1MffiAAfu¾fo®"'®!Ab§.?i61l'.fo.'i;'"i-'i\?~W\4¥P7fil .A 



248.· 

CHAPTER lT ..: THE OUTSIDER RULE IN ENGLISH LAW : A GENERAL- ASSESSMENT · 

1. Introduction 

Having traced the. outsider rule from its or1g1n, as well as the cases 

preceding and subsequen~ to Hickman's case and th~ views of the English 
academic writers relating to. it, it.is no~ propos~d to offer a restatement 

I • . • . 

of the rule in its modern form, as well as some c~iticisms of it. 

2. A restatement . 

'The classic statement of 1he outsider 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, director, can be enforced 
:against the company. · 

· "Articles regu)ating the rights and obligations of the membefs generally 
as :such do create rights and .obligations between them and the company 
.respectiveJy. 11 

The ·outsider rule has also been described as· foll.ows. 2 

"The contractual force given to·the articles of as-~ociation by the ~ection 
is limited to such provisions of the articles as apply to the relationship 
-of members in their capacity as members. 11 

. . 

An~ther·statement of the ~ule is·ascfollows. 3 

"It may we 11 be, even as between ordinary members ·of a company who are 
also in the n6minal way shareholders, thats 20 adjusts their legal 
relations inter se in the·same9way. as a contract in a single document 
would if s-igned by_ al 1; 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 trading transactions 
between members." · 

L ·Per Astbury Jin Hickman-v Kent or Romney Marsh Sheepbreede-rs' Association c19l5 
1 ChD 881 at 900.See Chapter 8 at 176 et seq. 
Astbury J introduced this statement by stating that no article could constitute 
a con:tr'act between the company and a third person (ibidem)Jlhile this re-affirms 
the English rule.prohibiting the enforcement of a. stipulatio alteri, it is not a 
part-of the outsider rul~ .. Nevertheless, Astbury J re-introduced this prohibitio, 
into the statement quoted above by the phrase "1t1hether a member or not". It is 
_s)i.1bm~tted that this phrase has no proper place· in a rule which only deals with 
the·-rights of members_and riot with the rights of non-members _at all. 

2. Beattie. v E and F Beattie Ltd cl938J 3 All ER .214 CA 2188-C. See Chapter 9 ~t 
215 ~t seq .. ·. · 

· 3. London ·Sack and Bag Co·Ltd v Dixori.and Lugton Ltd clB43J 2 All 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 ~ffered .to elucidate ~he rule. 

Firstly, it could be said tha~ the r.ule does·not. div1de the member and· 
. . 

his intentions into two and that it looks 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 confef rights 
in some other capacity ·and which are unenforceable. 1 How~ver, either 
statement is both partly true and partly false. This is so because it is 

. impossible to judge the m~mber and his intentiqns without looking at the 
rights conferred in the articles. Likewise, in ·ordeP to exa~ine the nature 
of the-right contained in the articles, it is necessary to examine the member 
and his intentions. On the other hand; those articles which regulate the 
rights and obligations of the members generally as such are enforceabl~. All 
that may be said is that the outsider rule lim;t:s the contractual force of. the 
~rticles by r~ferring to members in their c~pacity as such or as outsiders . 
Precisely how this works is uncertain. 

Secondly, it lays down twin criteria of enforceability: capacity and-­
general--ity.2 .- Yet neither is adequately defined. In regard to capacity, it 
i_s illuminated by no mor.e t_han a few ~xamples, namely rights given to a person 
as a solicitor, promoter, or director are given 1n ·a .capacity other than that of 
membe~s. 3 It is therefore a question of fact in each case, depending on the 
interpretation of the article in question. 

.In regard to generality, this· also is illustrated only by example.and, not 
by any statement of principle. 3 It, too, must be regarded as a q~estion of fact 
in ~ch case, depending on the interpretation of the article in question. 

'h 
.fr 

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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• There is, therefore, no all-embracing test to d.istinguish between articles h 

which confer membership rights, or:- outsider rights on· the one hand and general .JY 

rights on the other. 

. . 

Thirdly, ·it is possible to observe one development in the outsider rule, 

namely a theory permitting the indirect enforcement by a member of outsider rig.its 

by ~nforcing his genera·l right ·to have th~ affairs of the_ company conducted 

in tenns of the constitution. This derived frcxn judicial statements in Beattie 1 s 

case. 1 Based thereon, the theory is expound.ed by Wedderburn. 2 IJ: derived 

support from Harmer's case, albeit indirectly.1 

•, . 
Fourthly, the outsider rule, as has been previously demonstrated, appl.ies 

to the contract contained in the constitution between the members inter seas 

well as to the contract therein between the company and its members:i-

Finally, the effect of the outsider rule is not to render the contract 

totally unenforceable. Instead, it renders it divisible, with th_ose parts 
. . . 

which offend the outsider rule being unenforceable, while the remainder remains 
binding.5 · 

4. Some criticisms of the outsider .rule in English law 

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 
•. ~ .. 
offer some others. 

Firstly, the view which Astbury J took of the Eley cases on the one hand·, 

· and.the other ·cas~$, was_erroneous. 6 He regarded the Eley cases ·as having 

ref us~_ to upho 1 d the· contract between the member and the company because the 

articles in questio~ purported ·to give spetific contractual rights to persons in 

sane capacity other than th_at of shareholders and in n~ne of them 11ere members 

seeking to enforce or protect rig~ts given to them·as members in common with the 

1. Beattie's case supra 2181·1.:.219D. See Chapter 9 at.215 et seq. 

2. See Chapter 9 at 217-218 an~ Chapter ·rn at 235 and 246. 

3. Harmer (HR) ·ltd Re cl958J 3 All ER 689 CA .. See ·Chapter 9 at 2J8-220. 

"4. London Sack and· B~g Co Ltd v _Dixon and Lugton Ltd• cl 943J 2 A 11 ER 763 CA 765F-G . 
Hickman's case supra 890 and 903; thapter 3 at 39-40; 
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 footnote l. 
The ofner cases are those referred to ibidem footnote 4. 
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other corpo~a tor.s. l in fact theEley cases reached their conclusion without 

reference· _to the capacity in which the r-i-ght was. given in the articles, or the 

generality of the rights and obligations ther~in created~ 2 They did not apply 

the tests of generality .or c~pacity. They simply denied the existence of an·_ 

agreemen~ between the tompany and the member. The other cas~s undoubtedly 

upheld rights and oblig~·tions as between the company and the member, which \·1ere 

general in--character and related to the member in hi-s capacity as such, a:s . 

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 

·uncertiin results. The most that can be said of them is that whether or not a 

right cornplies with either test, depends on the facts in each case. 4 Astbury J 

gives a fc..-r ~xamples of capacity, but these do not pennit of the formulation 

of an ~xhaustive test. 4 Likewise the meaning uf generality i-s vague. One 

exam~le iJlustrates the problem. A speci~l cl~ss of shares, givirig preferential 

voting and divid~nd rights would no't con~er 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· sud1 art5cles- as create this preferential class of-member are unerifQrceable 

as contr<Jdicting the outsider rule._ 

Thirdly; the basis of the outsider rule is not illegality or immorality 

or public policy, but a view of the mea_ning o_f s 16·of -the English Companies Act, 

1862 and therefore. of its succes~ors. 5 Astbury J stated in Hickman's case: 

"A company cannot in the ordina~;\?.u~se: be bound otherw_ise than by statute 

or contract and it is in.thi~ se~ti~n that its obligation must be found." 6 He 
• • • C., ., 'I -. ,_,-.,' • 

also expr0ssed the view that general articles which deal with the rights of 

~embers 11,iS su.ch" ought to be treated as a statutory agreement? It is to be 

inferred, therefore, thiit in _the view of Astbury J this section ·permits -the 

enforc~mcnt of general provisions in the constitution, _but not of ~revisions 

containH,1,outsider rights. · As a result of this vie\:,, it has come to be taken 

1. 
2.-

.. · 
Hic~~~n•s case supra 896. See Chapter 8 at 178. ----- . . . . 
se'tf·tnapter 8 ~.t' 198 ; Chapter 10 at 233-234-. · 

3. The 0ther cases are those set out in Chapter 8. a~ 177 

4. sec r;bapter 3 ·at 208. 

s. s 16 of the English Companies Act,-1B62 is of course 
. the £~11i~h Companies Act, 1948. See Chaptei 2 at 18. 

6. Supr;j ~97 • 

7. Ibid 'JOJ_. 

footnote 4. 
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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 only in their capacity as such. 1 

Since the contractual basis is derived from S· 20, .it may also be \·nfe~red that 
the section uses the _term member in the limited sense of a _member as such, 

. . 
~rinndting thereby ttat the contract-does not confer outsider rights on the 

member. 

The validity of this view of s 20 depends on an interpretation thereof. . . . ~ 

The cardinal rule for the construction of all statutes is that they should 
be co~strued according to the intention expressed in the Act itself .• 2 This is 
derived_ from the wqrds employed, taken in their l1teral and simple meaning. 

S 20 declares that ·the articles bind the company and its members to the 
same extent as if they respectively·~ad been ~igned and sealed by each member 

· and contained covenants to observ~ all the provisions • 

. -Pennington observes that read literally~ s·20 appears t6 creati a contract 
6etween thi company and fts members to-observe all the provisions of the 
memora.nduin and articles, whatever· they might rela_te to.3 The same reasoning,· 
i~ is submitted, .applies T'-'J the fact that in terms of s 20 the articles bind 
the members to the same extent as if they had signed the constitution. But,. 
as Pennington points out, the section has been construed as a contract in respect 
of the··rights and duties of members a.s such and other matters do not form part of 
the contract. 4 

To justify a limited interpretation of the section which excludes from its 
scope Qutsider ri~~ts, is to give a limited ~eaning to general words, such as· 
"bind11 and 11members 11 a·nd 11 ·~0 the same extent11 and 11 all the provisions 11

• Yet 
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it i$ a w~ll established rule of interpretation that general words are ·to be . 
given a general meaning, ·that is to say a comprehensive mean_ing~ one that does , ,

1

._._ 
not support an exc~ption to the gener,ality of their meaning. 5 

1. Gower '263. ' 
2·. Cra i es ·66. 
3. P~nnington 55 · 
4. Pennington 56. 

5. ··. Craies 177. 
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To render the outsider rule consistent wi~h the section it becomes 
. . 

necessary·t~ say that, although the member is bound to observe all the 
articles to the same extent as if he had sigried them, 'nevertheiess ~he scope 
of the constitution is 1imited to those provisions which confer membership 
rights jnd that those w~ich·confer outsider righ1s are.pro non scripto. It 
is submitted that such· a proposition contradicts the ordinary literal 

I 

meaning of the section·. 

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 relation to the enforcement of outsider rights contained in the 

· constitution. Such a general policy would affect the interpretation of s 20 

. and an ass,essment of the view of Astbury J on that section. 

There are, r.~1t1ever, only a few indications. Firstly, in the case of a 
comj)any·limited by guarantee and not haying a· share capital, every provision 

. . . 
in the memoranqum and articles purportipg to g-ive any pers_on a right.to 
participate in the divisible profits of the company otherwise than as a member· 
is void. 1 

• I • 

. Secc,,ndly, members are descri~_ed i_n the English Companies Act, .1948 as: 
those.subscribers who become members; ·directors who undertake their qualification 
shares; and .. every other· person who a.grees to become a ·member and whose name is 
ent~red on the regi~ter of members. 2:. The ~e-rm member is used in these sections 

·as a general word, -having ~ comprehe·nsive meaning. No ·attempt is made to 
~- ' . 

qualify the notion of 11_1embership b.Y reference to 11 capac_ity as such", or-to lim·i~. 
the· concept of memb_er~hi,p:.-, ,9-~- _sontemplated by Astbury J. Nor may such a limit 
be inferred~ since as a matter of int~rpretation, words of general import, in 
the. absence of som~ convincing indication to the contrary, are given their 
ordinary meaning, without limiting their scope. 3 

•t j~ submitted, therefore, that these other provisions do not alter the 
ordinary literal meaning of s 20, nor do they support an inference that th~ 
policy of the_English Companies Act, 1948 is to prohibit the enforcement of 

.outsider rights e~bodied in• the constitution. 

1. S 21. 
2. S 26{1) s 181(2) ahd·s 26(2). 
3. Craies.177. 
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If.this argument were ncit conclusiv~, one could examine the section bg 
reference to the mischief it may-be said to remedy .. · It is a recognised canon_ ~ 

' )f 

- of interpre~ation to_ discern and consider the comm_on .law before the passing of 
the·statute,_ including the d~fect for which the common law did not provide. From 
this one might be able to infer the intention of ~he legislature. It is proposed 

_to apply this test to the earlie~t English Compan·ies Act which contained this 
section, namely the Joint Stock Companies Act, 1856. The reason for doing so 
ii that the statute preceded Hickman's case: The section has been retained 
intact in all subsequent company le~islation.i. The effect of Hickman's case 

·on subsequent En.glish company legislation will then arise for consideration. 

~ttention has been drawn to the rule of the English cormnon law which 
prohibits contracts entered into by an agent on behalf of a non-existent 
pr:inci pa 1 and . contrac~s by two pri nci pa 1 s for the benefit of a s tr_anger. 3 

Bearing in mind t~~t the agreement leading to the formation of a company is 
concluded priQr to its incorporation, it has_ been submitted that, at common 
law, the company cannot be a party to its own constitution. It i_s, therefor~,_ 
necessary to declare that the memor~ndum and articles sha1·1 when registered 
bind the compa~y and the members thereof. This, it is ~ubmitted, is the 

- . 

purpose of s 20 and the purpose ·of_similar sections of English companies acts, 
since 1856. 

~his purpose negatives any interpretation limiting the contract in the 
constitution to articles whi~h 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. 

· It may,of course, be argued that the latest English Companies Act, 1948 
was promulgated against the background of the common la1t1 at that time, _which 
incl~ded Hickman's case and the outsider rule. However, the English cases 
are by no means cons·istent _in. _their standpoint towards the outsider rule. 4 

· Furthermpre, there is no sign in ~he wording of the 1948 Act that its purpose 
. \ . . 

had changed from that of previous acts, and that its new purpose is to prohibit - . . . 

outsid~r rights in _the constitution. Furtherinore, the mischief to be remedied 
remained as real in 1948 as it was in 1856~ namely the prohibition against 

l. 

2. 
3. 
4. 

Craies et seq 125. 
See Chapter 2 ·at 8. 
See Chapter 2 at 13 et seq. 
For the two lines of cases see Chapter 8 at-177 et seq. 
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pre-incorporation contracts, which makes it impossible in common law for a 

company to be a party to its own constitution. 1 

('-, 

The matter may als6 be.approached in th~ following way. In~general, the 
mischief sought to be cured is to be found in the act itself, but there are 
cases in which the court has.refer-red to the history of the act in question 
and'the reasons which led to its being passed. 2 For preserit purposes, therefore, 
a glance at the history of English companies legislation would not be out of place. 

· The modern English company evolved from the unincorporated partnership which 
was based. on mutual agreement. 3 

The earliest English Companies Act adopted the existing method of forming 
. a joint stock company by agreement. 4 It merely added the power· to acquire 
. separate corporate exi s tenc·e by m~ans of regi strati on. S It is t_herefore 

submitted that the purpose of the_ English lerii~lature was a limited one, namely 
to give companies a framework, and leave them to manage their own affairs~ 

·without imposing any particular constitution on them or restricting them 
unnecessarily. 6 It -is, today, a trite proposition that a company may.regulate 
its affairs acc~rding to its needs, as long as ii does not act in conflict with 
the law in general ind the relevant Companies Act, in parti~ular. 

. Thirdly, the English cases are by no means consistent in their treatment of . ' . 
the outsider rule ... As a result its·place in English law canno·t be taken for 
granted, despite _its universal acceptance by English academic writers.7 

Chapter 2 at 13 et seq. 1. 
2. 
3. 

Craies 127 and the authorities therein qu~ted. 
1 

Gower L C B : Some Contras ts between British and American Corpora ti on Law ( 1956) Ir 

69 HLR 1369 at 1371-1372. 
4. · Joint Stock Companies Act, 1844 p~r VII. 

' 5. 

6. 

7~ 

Gower 261. 

·1n· a 'Speech in the Engl.ish parl ia_ment by Loew on the Law of Partnership, 
185~,.he set out this purpose. (English Hansard CXL 134). This is not 
offered as a method of interpretation of the section, but merely as of 
h'istorical ir:iterest. · -,...:.•· · ··-· ,-:J~ 

See Chapter 10 at 231. 
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The_Englis~ cases preceding Hickman's case display no sign ~fits 
existence, nor of any of its elements, nor the twin criteria of capacity or 
generality, nor any attempt to limit the scope of the contract contained in 
.the articles by. means of the outsider rule or any-'of its element .. 1 . It has, 

' . ~ 

in fact, been submitted that the outsider rule is a departure from the 
previous cases. 1 

/ There are only ~:wo English cases subsequent to Hickman's case which 
recognise its existence. 2 On the other hand, there are English cases, both 
before and after Hickman's case which, without reference to the outsider rule, 

. . 
simply permit the enforcement by members of.outsider rights embodied in the· 
constitution. 3 

The fact remains, however, that the decision in Hickman's case has the 
binding eff~ct o~ precedent~4 ~he outsider rule was enunciated a~ the principle 

··on which the judgment rested. As su·ch, it ha~ the force of Jaw. ··As a decis·i;m 
of the Chancery Division, it is binding on courts of fir&t instance and on other 
divisional .courts. It is, however, to be noted that the Chancery Division 
ignored its own decision in two subsequent decisions.5 

On the oth~r hand, the rule has been considered on two occasions by the 
court of appeal. It was referred to by this court with appr.oval in -Seattie'_s 
case, ~here Greene MR considered it ~o ~e good law that the contractual force 
give·n- to the articles by the .section was limited to such articJes as applied.-to 

.. the members in their capacity as me~bers.6 Approval \'ias 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 
member.s inter se. The court of appeal would nonna11y cons.ider these decisions 

l. 
2. 

See Chapter 8 at 205. 

I-
i 
I. 

J,-

,-
I 

I 

'.3. 

Beattie v E and F Beattie Ltd cl9j8J 3 All ER.214 CA 218B-C; 
London Sack and Bag Co Ltd v Dixon and Lug ton Ltd cl 94.3J 2 A 11 
Pulbrook v Richmond Consolidated Mining Co (1878) 9 ChD 610·; 
. Bradford Banking Co v Briggs (1886) 12 AppCas 29; .. 

i:R 763 CA 765F-G, I 
Boston Deep Sea Fishing and Ice Co v Ansell ("1888) 39 ChD 339; 
Quin- and Axtens Ltd· v Salmon cl909J AC 442 HL; 
H.ayes v Bristol Plant Hire Ltd Cl957J i All ER 685 ChD; 
Richmond Gate Pro~ Co Ltd Re cl964J 3 All ER 936 ChD . •.)•~~••r:••:"'• \.J'-

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; 

6. 
7. 

Richmond Gate ~roperty Co ttd Re su~ra. 
Beattie v E and F Beattie Ltd ~upra. 
London Sack and Bag Co Ltd ·v Dixon and.Lugton Ltd supra. 
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to be binding on· itself, until a contra~y- deteqnination has been arrived at 
by the House of Lords. On the other hand, it se·ems 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 Salmon~ 1 Consequently the Court of Appeal might _refus~ 
to be bound by these two decisions, because, al the-ugh they have not been 
overruled, they cannot stand_ with this detision of the House of Lords. . , . . 

As far as the House of Lords is concerned~ th2 outsider rule has not 
received its attention. There would seem to be reason to believe that if the 
matter comes before the House of Lords, it may be rejected, both on its merits·, 
and ~ecause·it is in conflict with its own decision in Salmon's case. 1 It 

.may be noted, in support of this view, that the rule, although enunciated mo~e 
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 
prop~rty or in any other way. On the contrary, it has been more: honoured 
in the breach than in the observance. 

Fourthly, the fact that a member has a personal right to ~nforce the 
terms of the constitution is in conflict with the outsider rule.: Wedderburn 
clearly·recognised· the existence of this right.2 He relied on the high authority 
-0f ihe decision of the Hous~ of ~ords in Quin and Axtens Ltd v Salmon.3 It will 
be recalled that Salmon, a ~embei, had a_~ight of veto Gn the board ·of directors. 

. 
In exercising this right he was enforcing a right c~mmo_n to all the members to 
have the articles observed by the company. Hedderburn had no doubt that this 
decision was in conflict with the;ou'f;~ider rule. 2 His ;onclusion was reinforced 
by the judgments· in Harmer. (HR) Ltd/: Re. 4 It was s_tated ·in that case that member·s 
of a company were entitled to,have✓ its affairs conducted in accordance with its 
articles of association. 5 Wedderburn ~oncluded that the shareholder had a general 
contractual right to-have the articles observed, and this includ_ed "outsider-rights". 
which the articles bestowed on himself or upon others, provided he .made out his case 
~ member, a~d not qua. outsider~ 6 Wedderburn sought to reconcile the outside~ . . . 

1. cl 909J AC 442 HL 
Wedderburn K H : -Shareholders I Rights and the Rule in Foss V Harbottle 0957) 
ClJ-_:J,94 at 212: 'See Ghap_ter 8 a~ 191-1_92. 
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2. Wedderburn K H :· Shareholde·rs' Rights and the Rule in Foss v HarbottJe supra 213. 

3. Ibidem. Quin and Axtens Ltd v Salmon s~pra. 
4. cl958J · 3 All E~ 689 ~A 

I 
I 

5. 

6. 

Ibid. 704f-G and 706G-H. 

L~edderburn K H : Oppression of Minority (1959) CLJ 37 at· 40. 
' 
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rule with this general contractual right. 1 Instead, it is submitted that~ 

there is no room for· such reconciliation. On the contrary-, this general right ~ 

ove~rides the outsider rule. The latter cannot stand •with the former. - -~· 

.The fQllowing e~ample fs offered as an illustration of the point. A 
dispute arises between a company and one of its directors. A member, not 
bein~ the director in question, ~eeks to compel the company to refer the 
dispute to arbitration in terms of the arti~les. He ought to succeed, 
having regard to his general right to have the c~mpany's affairs conducted 

. . 

.. according to its article~. If the member happ~ns 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 latter situation, 

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 ow·n-__rights are capable of being 
described as outsider rights. This proposition is borne put by the fact 
that, i~ several English cases, members have successfully enforced their own 
outsider rights arising from the articles. In Pulbrook's case ·a member relied 
on the articles to enforce his clai~ for directors' fees,and to-be included ~s a 
~irector and a ~ember oi the board~~·· In anothe~ ca~e, ·rights and duties relating 
to th~ ownership of fishing boats by members of a company were regulated by the 
company's articles, and such rights and duties were enforced by the court as a 
direct· contract be·t~veen the member and the company. 4 In Salmon's case a 

member's r~ght of veto ~f certain directors~ 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 the articles between a member and his company, regulating his right to 

l. Wedderburn supra. See Chapter 10 at 235-237. 
2. This example is based on the.facts in Beattie v E and F Beattie Ltd tl938J 

3 All' ER 214 CA. See Chapter 9 at 215 et seq. The facts are, however, 
· not -identical. · 

3. Pulbrook v Richmond Conso11dated Mining Co (1878) g ChD 610. See Chapter 8 
at 194-195. 

4. Boston Deep Sea.Fishing ~nd lee Co~ Ariseli (1888) 39 ChD 339 at 356. 
See Chapter~ at 195-196~. · 

s·. Quin and Axtens.Ltd "Salmon supra. See Chapter 8 at. 190-192. 
. . . 

6. Hayes ~_Bri~tol P_lant H_ire Ltd ci957J 1 All ER 685 ChD. See Chapter 9 at 211. 
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remuneration as a director, was confirmed by the cburt. 1 In doing so, the 

.court.rejected a claim by this member-director, b~scd on a quantum meruit, 

since the existence of an express contract automa.tica lly excl udec such a 

claim. 

Fi.fthly, there are no policy ·considerations justifying -the outsider rule·. 

Ori the contrary, all articles which are not in conflict with. the general law, 

or with any express or implied provision or underlyin~ ~ssumptions of the 

comp?nies acts,ought to be binding in terms of s 2Q. There is no suggestion of 

an illegal or immoral taint to an article conferring a right to a member in some 

capaci.ty other th~n· t~at of member, or which is not of.~eneral application and 

is common to all members. The closest one comes to this is an attempt to 

justify this curtailment of outsider rights on the basis of an analogy with 

. trustees. 2 · There is an ob·vious flaw in this parallel, since ~em_bers of 

companies, unlike trustees, have-~o fiduciary duties, and are entitled to 

exercise. their rights on selfish criteria, subjec·t only to the rule· against 

· fraud on the minority. 3 . 

'Far froni attempting to justify t_he outsider ·rule, it is submitted that· 

there is no reason of public policy to support it. On the contrary~ public· 

policy ought to frown on the rule. It is in the interests of members of the 
. . 

pub 1.i~·- that they be permitted to protect their investments in a company, by 

virtue of their m~rnbership, through its. constitution. . To shroud those 

constitutional rights in the uncertainty of a yardstick such as the outsider 
. . . 

rule, is~? deprive_ the member of protection. There seems to be no reason 

why the constitution cannot be used to protect a member's rights, whatever . . 

they may ·be. His right ·embodied in the constitutior~ to be a director and 

to be paid fees as such has been ~pheld. 4 An·.article regulating the transport 

by ~embers of a company's fish catch has been uphe id. 5 Likewise a member·• s 

. 1. Richmond Gate Property Co Ltd Re c1964J 3 A 11 ER 936 ChD 937F-H. 
See Chapter 9 at 213-215. 

2. Goldberg GD: The Enforcement of Outsjder Rights under Section 20 1 of 
the Companies Act 9 8 97 3 MLR 362 at 373. See C apter O at,__s33 _e(j~eq. 

3. Gower 562. 

4 . . Pulbrook v Rich~ond Co~solidated Mi~ing Co (1878} 9 Chb 610. 

5~ · Boston Deep_ Se_§_Fis_hin0 ai1d I'ce Co v 11.nsell (1888) 39 ChD 339 at 356. 
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r1ght,contained· in the articles, of veto over decisions by directors has 
been uph~ld. 1 There seems no reason why membe~s should not provide in the 
constitution for the arbitration of their trading disputes, althoug~ this 
right has been denied~ 2 Other ~xamples come to mind, such as the right to 
occupy the company's apartments or parking bays, in terms of ·the articles; 
or an article provi-:iing· for a compulsory· 1 oan by a member to the company. ! t . . . . 

· 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 of.vagueness and uncertainty mentioned 
abo~e. It rests on the premise that, as a matter of public policy, outsider 
rights should not be found in the· articles. 

. Along· the same lines, it might be said that matters which are 11 clearly 
extra~eous'' to company purpo·ses ought ~o be excluded from the cons ti tut ion. 3 

It 1s hoy,ever equally difficult to deter_mine \~hat is "clearly extraneous 11
, 

even _if such a ~efinition were des·irabl~. The.following -i? an example. 
The problem of including ·a marriage settlement in a company constitution 
illustrates both the difficulty of definition and the lack of cl ear public 
policy·guidelines. 

· In the case of a large public company, a marriage settlement $eems 
. , 

total~y out ~f place. A vague sense of ~nease leading to a suggestion of 
-inequit~ble results accompanies the notion of a ma~riage settlement in a 

. . 

public company. It might not appear to be so incongruo·us in a small family 
. . . ~ ..... f - . 

company in-which husband and wife are the only members. 
. .-? . . 

· However a closer ·examfoatio'n--·indicates ·that, apart from questions related 
· to :the formalitie~ 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 cl909J AC 442 HL. 
2 .. · London Sack and Bag Co Ltd v Dixon and Lugton Ltd cl943J 2 All ER 763 CA 

765F-G. See Chapter 3 .at 40 footnote 5. 
3. L~ndon Sack and ~ag Co Ltd v Dixon and Lugton-Ltd supra 765H. See Chapter 3 

··at-·39. 
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constitution, other than the outsider rule. Nor is there any reason to 
distinguish between.public and private _compani~s in .this regard. 1 S 20 

certainly does not differ in its effect as between ·private and public 
co~panies._.· Its wor_ding doe~ not lend any support to such a distinction. 2 

A variation on the same theme, of seeking tc• justify the outsider rule 
on principle, asserts that the s·pecial nature of t'1e company constitution 
justifies a limitation of its use to one type of ~ontract, for example, for 
company purposes only. 3 The company constitution has, of course, been 

· frequently described as being sui generis. 4 1-f this merely conveys· that 
the company is a unique invention of nineteenth century English capitalism, 
making· possihle the harnessing of large quantities of. risk capital, it is a 
harmless encomium. .If. it forms the basis of limiting the freedom of 
m·embers to contract with the company and each other, through the medium of 
the constitutions then more is·required. Then the special nature of the 

- ]9 

·constitution-must be such that harm would be done by its use for any extraneous 
purpose .• It is submitted that no such h.arm is apparent ~nd that.there is 
nothing .in the special nature of the company to justify this intrusion into 
the basic freedom of contract of its members. 

It may be irgued that there is nothing to stop-member~ from contracting 
for matters extraneous to the. compa~y relationship·, by ·entering into contracts 
outside the constitution. 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. 

2. 

The English Companies Act, 1948, s 28(1), lays down the requirements of a 
private comp~ny. The other distinguishing features of public and private 
companies are set out by·Pennington 643-645. 
In Rayfield v Hands Cl958J 2 All ER 194 ChD 1991 it was suggested .in the 
judgment that the firiding, namely that in terms of s 20 the articles were an 
agreement between the members ,r.right not be of .general app 1 i cation s i nee the 
company in question was a pr.ivate company. Gower's comment\'1as that if this 
meant thats 20 differed in its effect as between private and public companies, 
the_wording of the section lent no support to such a conclus.ion. _See 
Gower LC B : The Contractual Effect of Articles of Ass6ciation (1958) 
21.MLR 401 at 403. See Chapter 3 at 47-48. 

. . . -
3. This i~ the view of Scott~ Jin 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. 

1. 
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between the members inter se. For example, its t_erms and conditions are a 
matte~ ~f p~blic ~ecord~ It is more flexibJe th~n an underhand~gr~ement, 
since it can be changed by special resolution, given the requisi.te inajority. 1 

5. Conclusion 

Wedderburn has acknowledged that the outsider rule is both complicated 
and odd, and has called for its re-appraisal. Gower bas described the rule 
as u~necessarily restrictive.3 It is submitted that cogent reasons have been 
advanced for reject~ng the outsider rule in its entirety. In its place is the 
simple. submission - that articles which do not co.ntradict the general 1 aw or a~y 
express or implled provision of the Companies Act, 1948, are valid and enforceable. 

See_s 143 of the E~glish Companies Act, 1948~ 
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1. 
2~- t~edderburn K H : Shareholders' Rights and the Rule in Foss v Harbot~:~.-~u-~.;: 21: i ·1 

Oppression of Minority {1959) CLJ 37 at 40. ·· -
3. Gowei LC B ·: The Contractual Effect of Articles·of Association (1958) 

21 MLR 401 at 
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. CHAPTER 12 - THE OUTSIDER RULE IN SOUTH AFRICA 

_, 
c_., 

1.. Introduction '-.;. 

·rhe outsider Mlle in English law has received extensive attention in 
' . ' 

th,is,dissertation. Many of the rules of the English common law of companies 
a~ply in.South African law, with little or no modificati6n. 1 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 enforceability 
to rights .conferred on the parties to this contract in their capacity as members 
and 1n··no other ca-p~ci.ty. 2 The same reason compels an enquiry into the outsider 
rul~ in South African law. 

It is p·roposed, by and large, to- follow the pattern of treati.r:ig the subjer.t 
adopted in regard to English lawf namely to r~view the cases, then the views of.· 
academic.writers, and then to offer a general.assessment ~nd ~ome criticisms of 
·the outsider rule in South African 1a'1. The conclusion follovling the'reafter is 
based_ both o~ this -general ~ssessment and on these criticisms. 

2. The South African cases on the outsider rule 

2 .• 1 A review of the cases 

. .. The case of De Vi 11 i ers v Jacobsda 1 Sa ltworks has ·been dealt with at 
length~ 3 There is therefore rio need to traverse it once again. 

Pot~ieter J·in his judgment in the case held that the articles constituted 
a contract between the company and the members~ and betwee·n the members inter se, 
but only in their capacity as members. They did not, for instance, constitute 
a c~ntract between the company and a director in hi's capacity as such. 4 

· 1. Cilliers Ben~de oe· Villiers 11. 
2. See Chapter 8 at 176. - . 

3.. 1~59 ·(3) SA 876 (0). See Chapter 3 at 55-58. 

. 4. Ibid 876H - 877A. 
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The.judge ~lso held that it was clear from Eley's case,1 Browne~ La Trinidad,~ 1 

Hickman•s·case3 and Beattie v E and F B-e~ttie Ltci4that the articles of association 
of a company did not create a con.tract between the company and a member except in-
his capacity of a member. 5 · 

Botha JP held that it was clear that, whilt in terms of s 16 of the 
Comianies·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 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 or director, could be enforced against the company. 6 

This is, of course, the classic statement of the outsider rule. 

:This case, therefore, permitted the recepti_ori of the outsider rule into 
. . 

Sou~h African law,_albeit without investigati~n or critical analysis. 

· In the case of Grundl ing v Beyers t·he Mine Workers' .Union, a registered trade 
union~ dismissed its general secretary.7 . The ·l~tter sought an order declaring; 
inter alia, that hjs dismissal was invalid and settin~ it aside. 8 

It was, contended on his behalf, inter·alia, that, because the general 
secretary' had not been given a proper hearing, prior to his dismissal, this 
was nui 1 and void as being contrary to the cons ti tuti on of the uni on. g It 

... was further contended that the post o~ general secretary was indeed a statutory 
or constitutional one, and that therefore th·e union was-obliged to adhere to 
its constitµtion in.dealing wii~~~~~: 1~ 

. .1 . 

1. 

2. 
3. 
·4. 

s. 
·s • 

7. 
8. 

. 9 •. 

10. 

Eley v Positive Govern.ment.·s·ecurity Life Assurance Company (1876) l ExD 
20 and 88 . 
{1887) 37 ChD 1. 
Hickman v Kent or· Romney Marsh Sheepbreeders' Association cl~l5J 1 ChD 881. 
Cl9381 3 All ER.214 CA. . ' . 
De Villiers' case supra 876H. - . 
De Villiers' case supra·873-874A. 
quoted the following cases: 

•. ::· . ..-1.'.-·;1;.J ' . . 

H1ckman's case supra ~co 
I3ea.:ttie ... s c·ase ·supra~ 

1967 (2)·.sA. 131 (t-1). 

Ibid. l36A. 
Ibid 137.A-B. 
Ibid 137B.· 

In support of this proposition he 
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Trollip J as ·he then was, cons·idered that there were two· fa.llacies in 
these.contentions. 1 The first was that the legal relationship between the 
general secretary and the union depen_ded upo~ or -wa~ de~ived from the Industri_s-'.P 
Conci 1 iation Act, 1956, under \1/h.ich the union w.as ·registered, and was therefore 
statutory_ or quasi-statutory. The ~econd was that any act by the union which 
was. contrary to th~ provisions of t!)e union Is cons ti tut ion was null and void •1 

The judge, having considered both the aforemP.11tioned Act and the union's 
constitution, concluded that they did not render the general secretary a 
statutory or quasi-statutory official. 2 The; merely enabled the union to 
be registered 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 

, 
con$titutioi1 did not form any legal relationsh-ip between the union and the 
general secretary a.s such. The only' legal relationship it created was that 

·between t~e union and its individual members in their capacity as members;· it 
created none_ between the union and its members in their capacity as outsiders. 
The legal r.elationship, therefore, betwee~ the· union and the general secretary 
as such was purely contractual, namely.that of master and servant. 2 

These views, said the judge, were fully supported 0y·E1ey 1 s case, 6y 
De Vill~~rs; case and by Halsbury~3 --

• · . The position was "the same as that between a company registered· under 
. the.Companies Act, 46 of 1926 and its s~_cretary or any other official" •4· 

· Trollip J then continued as follows. The union and general secretary, 
in so contr~cting might expresslj or impl~edly make certain provisions of the 
constit~iion part of their contract. 5 

On the other hand the g~nera l s.ecretary was, as he was ob 1 i ged to be, a 
member of the union too, and the constitution was legally binding on the union 
and its ·members in. their capacity a~ s~ch. 6 It was unnecessary t~ determine 
whether such legal relationship was contractual or statutory or both, b~t it 
was clear that if the u.1ioi1 acted or proposed to act contrary to its constitution, 

1 • . ·Ibid 137O-F. 
2. Ibid 138F-G. 
3. I~id 138-139. The .full ref~renc~s to the authoriti~s-referred to by.Trollip J 

are Eley v Positive Government Secur1ty Life Assurance Co (187£) 1 ExO 20 and 88. 
See Chapter 8. at 181-182; De Villiers• case supra 874A and 876H. Halsbury: 
Laws ·of England Vol 6 (Third Edition by Lord Simonds London 1954) pars 
267-268 and 270. · . . 

4. ·Grundling v Beyers supra 138H. 
5. Ibid 139A. 

Ibidem D-t. 
~:Y.tta?'.44 WB-S-TWWW (.:±~. ' '~ 
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the law.afforded the member, as such, certain remedies limited by the rule 
in Foss v Harbottle. 1 If, therefore, the general secretary's dismissal was 
·uncon~titutional, he. as a member might also claim relief on th~t gfound. 

.. . . . . ~-
But the h~o kinds of remedy, contractual and constitutional, were entirely 
different and each ~ias governed by its own rules. and \·1ere: not to be confused. 2 

·The.judge then de~lt with the contehtion t~at any a~~ b~ the union in 
breach of its constitution was null and void. In the view of the learned 
judge only an act which ~a~ ultta·vites the company's· powers was null_ and void; 
but if the- act was within its powers, but the manner of doing it deviated from 
or was contrary to the constitution, it was at most voidable and capable of 
ratification. 3 

In terms 6f· its constitution the control of the affairs of the union 
. . 

-vested in its general council, and subject to that body the management of its 
activities was in the hands of an.executive c~mmittee and a management committee. 4 

A circuitous process was adopted whereby the union dismis.sed ·its secretary. 5 

The executive committee passed two resolutions, which appeared to be mutually 
contradictory.. Firstly, the general secretary w~s give·n sev·en days within_· 
which to answer_chatges, but in the meanwhile he was suspended. Secondly, and 
. . . 

in addi.tion, the executive committee decided to dismiss him for inefficiency, 
and pending the _general council's confirmation of his dismissal, he was· 
forthwith suspend~d. All 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 th~ e·xecutive c·omrrrittee of the. general council before h.is dismissal. 6 In 
dea1ing with this,the·audi alterem partem issue,_ t~e judge held that,_ in a 
statute empowering an official to give a decision adversely· affecting the 
rights of 1 iberty or property of ·an individual, there was a· presumption that 
the rule appl-ied. 7 Th~re was, however, no such presumptibn in a contract . . 

unless thgre was an expr~ss or implied· term to that effect in the co_ntract. 8 

... -· ·-•·. ()~ 

1 ~ Ibidem £-.F. 
2. Ibidem F-G. 
3 ~ . Ibid 140A-B. 
4. Ibid l33C-D. 
5. ib_id 140C-H. _· 
6 .. Ibid l37A-B. 
7. Ibid 1410-L ~ ... l 

8. Ibid 141 E. 
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Although_ portions of the constitution ~a~ 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 implied. 1 Consequently 

there was no obligation on the union to give him a hearing. 2 

Nevertheless his summary dismissal for inefficiency was unlawful since 

it had been found by the industrial court that h£ daS competent. 3 ·Even it 

the failure to give him a hearing was a breach of his contract, this wo~ld 

simply be an additional ground for holding that his dismissal was a breach 

of contractr4 . 

· 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 dismissal, 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 tne aid of the court. If h-is dismissal by thG ·executive committee 

was unauthorised or_ irregular for any reason, it was n0t ultra vi res and void a11d 

was dtily val i_dated ·by the gene~al ·council. 6 

·The significance of the case for the present enquiry is the judicial 

analys{s of the relationship of the general secretary to the trade union and 

of th;e role of the union's constitutio~ in forming ·that relationship. The 

general secretary was.both an official' and a ·member of the union. He did not 

derive his .r_ights or.obligations·i~--a~y·way from the Industrial Conciliat=ion Act.:· 
. ! . . 

As far as the union's constitution ·was concerned, i"t was the constitution· of a 
. . . . c.-:::, ( ~ .:. .. • 

body corporate, created under the "'enabling statute aforementioned, giving the 

~nion the pow~r to.enter into a contract with.someone to be its general 

secretary. 7 The legal_ relationship between the union and its g·eneral secretary 

as such did not deriv~ frorri the constitution, but· from a contract outside the 

1. . Ibid _142A. 

2. lb.id 143 A-B. 
·'\ . 

3. -Ib:tdhl 43 B-C. 

4. Ibid~m F-G. 

5. Ibid l43 -"l_L!-7 

6. Ibid 147E-F. 

7. Ibid .138 F-G. 
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,., 

cons:titution. 
legally binding 

On the other hand, he was a member and the constitution was 
on the union an~ its members in th~ir. cap~city as such. 1 

This would ·give him rights as a member, if the gemfral secretary's dismissal . - . . 
was uncons.t·itutiona 1., rights which were entirely different from those flowing 

· out of the general secretary•~ contraet with the union. 2 

~ This reasoning is·analogous·with that in the classic statement of 
Astbury Jin Hickman's case. 3 The effect ·of both is that no rights were 

- J'y 

given by the articles to a person, whether a member or not, in a capacity other 
than as a member. 

The reasoning is also analogous to that in Beattie's case.4 There, too, 
the member could not .rel_y on the articles as constituting a contract between 
h;mself 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 cons~itution.6 Both in Grundling 1 s 
case, and in Beattie 1 s case, the court recognised that the member had a right . . 
to have the affairs of the corporat_e body conducted according to the cons~itution. 

It was this which led Wedderburn to postulate his· theory that in ·exercising 
this right, a .member might well be en.forcing indirectly an outs.ider right, and 
that this ~ould occur despite the o~tsider rule.7 

~tis temptinQ, therefore, to view Grundling v Beyers as throwing light 
on the outsider rule and as authority for the reception of Hedderburn'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. . Ibid 139A. 
2. Ibid 139F-G. 

· 3. Hi~kman.v Kent or Romney Marsh Sheepbreeders' Association c1915J l Ch□ 881 
at 900. 

4. Beattie v E and F Beattie. Ltd cl958J 3 All ER 214 CA. 
5. Ibid 216G-H •. 
6. Ibid 219A. 
7; Wedderburn KW: Shareholders' Rights and the Rule in Fbss v Harbottle (1957) 

CLJ 194 at 213. 
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corporate under the Industrial Conciliation Act, which has no section such as 

.s 65(Z) of ~he Act. There is therefore no reaso~, to assume that the trade 

union's· constitution is -a statutory agreement bet\'ieeri the comparf.i::- and its 

·members, or between .the members inter se. Consequently t_he reasoning of 
. . . 

. Trollip J cannot be applied to a company formed under the.Act. He found that 

the Jegal relationship· between the union and th·e general ·sec·retary as such, 

was pureiy contractual, and was the same as between a company and its secretary. 1 

This ·;s a far cry from imr,orting this reasoning, appropriate to a trade union 

fonned without reference to a section such ass 65f2) of the Act, into an 

enquiry into the concept of the company constitution as. a contract. 

Therefore Gtundl~ng·v·seyers is of limited signifi~ance for the purposes 

.of the present enquiry. 

The case of.Gohlke and Schneider·v·Hesti.es·Minerale· (Edms) ·s·Rk has also 

been dealt with at length. 2 

The court was concerned with the- validity of an agreement between the 

company and its meinbe·rs which, it was contended, was contrary to and sought_. 

~o amend the articles of that company. 2 According to Trollip J A, the 

agreement meant that a party's nominee wo·uld become a director of tne compapy 

merely on his nominating him ·as such. 3 It·was contended that, on this· 

construction of t~e agreement it was contrary to the articles,. and was 
. . 

unenforceable against·the company, since it had not been incorporated in the 
a~ticles. 4 · 

Trollip J A examined the proposition in the light of_s 16 of the 

. Compani~s Ordinan~e, ·19 o_f 1928 (SHA). 5 As far as the articles were concerned, 

it was immediately apparent that the section did not render them absolutely· 

binding on the company and its members, as .though ~hey were statutory enactments·. 6 

l . · I b; d J 38H • 

~. 1970- (2) SA 685 (A).. See Chapter ·4 at 78-80. 

3: Ibid 6910 ... £. 
,,->···•····-· ,.:)" 

4, .Ibid 69a3. 
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Which is. i.cJentical to s 16 of the ~ompanies Act,· 1925 and to s 65(2) of the Act. i 
Gohlke 1 s case supra 692E-F. · . 
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.. •• J. .. 

Then the judge referred to Hfrkman's case and De Villiers' case, in support 
of .h~s view that "t~e company and its members ~re bo~nd orily to the same exteRt 
as if the a.rticles had been signed· by each member_, ·that is, as if they had 
contracted jn terms of the articles. The articles, ther~fore, merely have the 

· same force as a contract between the ~ompany and each and every member as such 
to observe their provisions. 111 

Since that contract \'1as 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 ao something intra vi.res 
the q>inpany'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 member~.2 

It may b~ argued that this case was n~t con~erned with the outsider rule 
. . 

at all. .The purpose of the enquiry was whether or not the members could 
depart from the tenns of the constitution by means of a unanimous agreement, 
not suppor~ed 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 right to appoint a director effectively by 
merely nominating him in terms· of the aforementi~ned·agreement.4 

In addition i~ may be said that the reference to Hickman's case and to 

~ 
jY 

De Villiers' case was for the purpose of proving the contractual rather than the· 
statutory ryature of the constitution, and therefore of proving their changeab)e, 
instead of their immutable qualities. 5 . 

It.may,therefore, be argued that the Appellate Division did not in this 
case, consider the outsider rul~ as such. 

-1. Gohlke's case supra 692F-G •. . 
2.. Ibidem G-H. 
-3. Gohlke• s case supra 59·2 G-:H. 
4. Ibid 688C-~ ahd 689A. 
5. Ibid 692F-G •. 
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On the other hand, Trollip J A, in describing the articles as merely 

·having the ~ame force as a contract between the cc;impany and the members, . . . . 1 <· 
referred to the· members as "each and every member· as· such". Th~:;e words 

271. 

are - as is the phra-se "in their capacity as members" - part of the terminology 

. and the reasoning of the outsider rule. 
i , 

i 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 rule. 3 · However, he did refer 

to the st~tement of Potgieter J in De Villiers' case , in which the latter judge 

unequivocally held ih~t the contract in the constitution. was limited to that · 

between the company and_ the members in their capacity as such. 4 

It is, therefore, submitted th.at there is support in this case, by way of 

. an obiter dictum, for the.outsider.rule as part of South African .iaw. 1 On the. 

other hand there is no assessment of the vali<;iity of the ·rule, any justification 

·for its. reception, or its meaning or i:-amifications. 

. . 
. The case of Isaacs, t;eshen and Co (Pty) Ltd v Ellis has also been dealt 

with. 5 . No reference was made in the judgment of Caney A JP to th~ outsider 

rule. Hickman's case was ref~rred to both in support of the dght of each · 

member.to enforce the articles as against the company, and in support of the . 

. __ propo;ition that a.stranger has no enforceable rights under the articles. 6 

However, the stat~m~nt of Astbury Jin regard to the outsider rule was not 

mentioned. 

1. Gohlke's case su~ra o92F-G. 

2. Hickman v Kent or Ro~ney Marsh Sheepbreeders' -Association cl915J 1 ChD 881. 
De Villiers v Jacobsdal Saltv1orks 1959 (3)SA 873 (0). 

3. ·Hickman's case supra 897 and 903. 

4. De Villiers' -case supra 876-7. 

5. ·1964 ·(2J PH A59. See Ch~pter 3 a~ 58 and 66-68. 

6. Ibid-2_98. Caney A J P ( ibidem) al so q~eried this proposition •in our 1 aw 
having regard to the rule that a stipulatio alteri may be accepted by him _ 
for· whose benefit it is _!]lade. See Chapter 3 at 66-68. ··· .,. · · · · .. o-.. 
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Th_e significance of the cas~ in the presen·t context is that it'was he)d 

that each holder of.a share in a company, who was entit~ed to a parking space 

on· the company's premises in te.rms of the articles·, c_ould enforce the right - .J~ 

against the company. 1 Y.et, it is submitted, in·terms of English law, the rig-ht 
. . . 

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 appe,it· 

that Caney A JP, in omitting to conment on the outsider rule, nevertheless 

pennitted a member, qua member, to enforce an outsider rig~t. 

In the case of Rosslare (Pty) L.td v Registrar of Companies2 the applicants 

sought a declaratory order against the registrar, arising out'of hfs refusal to 

register· certain articles amended by the applicant in terms of a special 

resol~-tion. 3 · The case is the only one in which the outsider rule was considered 

in depth, if not explicitly by name, in South Afric·an 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 

fonned by agreement and amended by special resolution, both follqwed by 

registr.ation. 4 Registration is f~ndame~tal to the process of. formation and 

change .. It )snot merely a procedural matter, but inyolves questions of 

substantive law, that is to say, ~ven if the procedures are im~aculately 

performed, the registrar may refuse_ to register.amende~ articles. On what basis 

ma~ he do so? As Milne J pointed out in this case, a company may validly-amend 

__ its a·rticles of a$sociation. provided it complies with the procedural requirements 

laid down, and the.registrar is obliged to register them if they are in 

accordance wi_th the Act. 5 It was·contended for the applicants that, provided· 

the articles ~ere_not in conflict with the Act, and did not provi9e for some· 

illegality, the re_gistrar was obliged to register them. 6 The registra·r, on the 

other h_and, took the view that anything which the Act did not provide for would 

be illegal, and therefore not registrable. 7 His counsel conceded that the 

. registrar could only decline to register articles either expressly prohibited by, 

or inconsistent with t~e Act, and which were inconsistent with certain fundamental 

1. Ibideme 

2. 1972 (2) SA 524 (D). 
3. Ibid 525A-B. · 

4~ See· s 32 - s 63. in re formation; s 55 - s 56 in re alte.ration of memorandum; 
s 62 in re alteration of·articles. 

5. 
·6. 
7. -. 

Rosslare's cas·e ·supra 525C-D •. 

Ibidem. 

Ibidem D-E. 
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assumptions in the Act.1 

Milne J formulated ·the test as follows.· "Articles which arc not in conflict 
with the general law, nor with any expre~s or implied pro~ision of or·underlying 

. . . 

. assumption in the Act, are regist~able and the Registrar of Companies is oblig~d 
to r-egis_ter them. 112 · .• 

Milne J then proceed~d to consider the articles before him, and the validity 
of the registrar's refusal to register them. 

~_he amended ~r-ticles of association sought to be registered were in the 
fonn commonly encountered where the company' owned a block of flats·, and 
individual flat~ in the building-were "sold" on the basis that ownership of 
a patticular number or block of shares entitled the owner of those shares to 
occupation of a particula~ flat.~ -The articles also made proviiion for levies 
and compulsory loans by' share-hold.ers to the company.4 Article 4 m_ade· provisio·n 

. for the share capital tc;, be divided into a number of ordinary shares which would 
be apportioned between twelve II share b 1 eeks". Each of. these b 1 ocks enti_tl e~ 
the holder thereof _to "the exlusive use, occupation and enjoyment in p~rpetuity, 
free of rent, of a definite flat or garage in the co~pany 1 s-building 11

•
5 In 

addition, the ~rticles declared that the said holder had no such rights in 
respe_ct of any other flat _or garage. 6 The· detailed rights given to such 

.. _holders were set out in an agreement annexed to the articles. 

-
The registrar raised several objections to these articles. 

. . 

Firstly, they ignored the principle that a company i$ a separate legal 
. .. . . 

entity, since thereby the members would have the sole and exclusive rights to 
certain portions of the ~ompany's assets. 7 _ 

Secondly, the occupation agreement annexed to the articles.was not a complete 
agreement, nor included in the memorandum.8 In developing this objection it was 

1.- l_bidem E-F. 
2. Ibidem G-H. 
3. Ibid ·s25H-526A~ 
4 •. Ibid 526f\. 
5. Ibid 526C-E. 
6. "Ibidem· G. . 
7 .• Ibid 527C. 
8. Ibid 5270. 
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contended that while it was "possible for the company to enter into arranger.1ents· 
of ·this nature with third parties or ev_en with perso-ns who were in fact members_}; 
of the company, it was not permissible for the company to enter into such 
ar~angemen_t. with mem_bers in•-their capacity 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 dea 1 t with thi_s 

· 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-~endere~ the article objectionable.3 . ·It endeavoured, so it had been. 
submitted to the cou~t, -to promote a purely personal arrangement into.an 
arrangement.with persons as members. 3 

The judge continued as follows. The~~ was a well recognised distinction 
between contracts made by a company 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.words of Potgieter Jin De Villiers' case, namely that the articles 

. . 

constituted a contract bet\•1een th~ members inter se and between the company and 
the members but only in-their capacity as members, and that they did not, for 
instance, constitute a contract between the company and a director in his• 
c·apacity as such. 5 

This passage had been approv~d by the .Appellate Division in Gohlke's case. 6 · 

A member .of a company had no separate legal personality "in ~is capacity 
as a member" which· was di-stinct from him in his private capacity. 7 Hhat was 
meant by a contract with a member 11 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 tegulations of the company 

' 1. Ibid 527£-G. 
·2. Ibidem. 
3. Ibid 528A. 
4. Ibid 528A~B.· 
5." De Villiers .v Jacobsdal Salt,..,orks 1959 (3) SA 873 (0) 876-7. 

6. Rosslare's cas~ supra 528C. See Gohlke and Schneider v Westies Minerale 
{Edms) Bpk l 97C (2) SA 685 (A) 692F-~--

7. Rosslare's case supra 5280. 
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applicable alike to ail shareholders. 1 

Hickman's case. 2 

275. 

,, .r1 

For this proposition he relied on 

The rights given to t~e·shareholders, in the articles before the court, 
. . 

were part·of the gf'neral regulations of the company applicable alike to all 

~ 
. .JY 

.shareholders, and therefore they were· contracting in their capacity as members. 3 

The-rights in questiJn· were the-rights of occupation of a definite flat or 
garage in the company's building. 4 

If members could contract outside the articles for such rights., there was 
no reaio~ why they could. not do so in the art~cles. 5 - 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· 
w,ith members in thei~ capacity as members. 6 

It,therefore, made no difference in law whether the contract embodying 
such provisibns was contained in an agreem~nt o~tside the articles, or 
whether ·it arose from the terms of the a-rticles themselves.7 There follm-,ed 
a careful analysis of the question-of a reduction of capit~l.8 The conclusion 
arrived af was that the n,-~re grant of rights to the company's ·property without . 
actually returning the property itself to shareholders did not ·appear to amount 
·to a .reduction of capital •9 .Accordingly this ob.j,ec.tion to the amended articles 
was not well-founded.lo 

the judge the~ turned to consider the objection that the articles authorised 
the directors to make tevies upon· the holders of shares to meet company expenses, 
and the obligation placed on shareholders in the articles to effect loans to th~ 

11 . 
company. In essence these objections amounted to this, that these levies had 

1. 
2. 

3.-

4. 
5. 
6. 
7. 
8. 
9. 
10. 
11.· 

. / 

Ibid 528D-E. 
Hickman v Kent or Romney Marsh Sheepbreeders' Association cl915J l ChD 
881 at 896-897. 
Ro~s1are's case supra 528F-G. 
Ibid 526D-E • 
lb id 528G-H. · 
Ibid 527E-F •. 
Ibid 528H. 
Ibid 529D-532~ 
Ibid 5320-F. 
-Ibid 532F-G. 
Ibid 532G-533H. As to the obli~ation 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 increasing the liability of a shareholder towards .the company, 
which would be contrary to the concept.of limited liability, and that no provision 

-was made in the Act to compel shareholders to len? noney to the company. 1 
<'-, 

~;'. 

In support of these contentions, cbunsel for the respondent relied 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 shareholder., not to bind him. 
in his capacity as an individual. 2 

However, said Milne~, it was clear from HickmanLs case that articles 
reg~lating the rights and obligations of the members generally did create 

. 3 
rights arid obligati-ons between them ~nd the company respectively. The 

- . 
obligation to make lo'ans to- the company would not be subject to any contribution 

.. oh a winding-up~ but apart from this there seemed to be nothing 1n s l07(g) of 
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 articles of association to make loans to the company.~ 

Iri the result, the· court held that the objections of the registrar were 
unfounded and ordered that the amended articles be registered accordingly. 5_. 

The judgment 6f Milne Jin Rosslare~s case is the only.judgment in South 
Afric_an law deaHng in any depth with the contract embodied fn the constitu.tion 
of·a·company between it and a member in his capacity as such. In doing so the 

.-1~arn_ed judge dealt with a subject which is an integra·1 part ~f the outsider 
rule. 6 What is·more, in his references to Hickman 1 s case, he i~troduced 
those_ portions of the judgment .in the latter case which contain the reasoning 

1. Ibid 532G~H. 
2. Rosslare's case supra 533H. Ref~rence had been made-in Rosslare's case 

at 525F-G to these rer-,art..s of Buckley J in Bisgood v Henderson I s Transvaal 
Es fates Lto cl908T 1 ChD_. 743 at 759 •. 

3. ~ickman v K~nt or Romnev Marsh Shcc breeders' Association cl915J l ChD 881;~~ 
at 900 an 

· 4. Rosslar.e Pty · Ltd v Rcr>istr,,r of Comoanies 1972'(2} SA 524 (D) 534C-E. 
1s case ~·tas dec1ded pnor _to tt:e· pro;:,u gation of the Act under which · in­

terms of the prov_is~ to s.:;•](~} of ttie Act, a condition·in the article~ that 
the members are ool 1£cd to ~J~c loaAs to t1e corapany is of no force ~r effect. 

5. Ibid 534F. 
· o. See Hickman's case supra. 900. 
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and the classic-statement of the.outsider rule. 1 The views of Milne J are 

therefore. of great importance in definfog the meaning of the outsider rule 

in our law.· 

The judgment was· concerned with a "somewhat startling proposition"- that 

it was possible for the. company to enter into the arrangements before the 

court with members hl't- not With me~bers in their capacity as such. 2.. 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 to the members in their capacity as such. 3 . 

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 resulted in 

a reduction,of tapital. 4 Such a contention, it is submitted, appears to be~-

non sequitur. Th~re are presumably· □any articles which do not result in a 
j • 

reduction of capital, and which could be.·said, in terms of the outsider· rule, 

to be other tha~ in the capacity of a m~mber, such as for example, articles 

appointing a member to be a director or a·solicitor of the company. 

t4ilne J_ refer~ed to a 11well-~ecognised 11 distinction between contra<:ts made 

by· a member in .his personal capacity, and those made by him in his capacity as 

a member. 

:That there is a distinction betw~_en persons who have contractual capacity 

and those who do no~~ and between contracts ·by a person -in his personal capacity 

and in a representative capacity/-if tr·ite law. Apart from this, there is· no · .. 
. /: . 

room. for doubt that, as ·Milne J says, a· member has· no se.parate legal personality 
• c.~-:::, <'.) ..! ! • 

in his capacity as a member, as distinct from him in his private capacity. 

1. · There are two-references to Hickman's case in the judgment of Milne Jin 
Rosslare's case, to be found therein at 528£ and 533H. In tbe latter, 
533H, reference·is made to'·Hickman's case at 869 and 897, in which two 
line~ bf cases are set out, the reconciliation bf which wa~ effected 
through the outsider rule. See Chapter 8 at.~78. 

·2. Rossl~re's case supra 527E-G and 528A. 

3 •. ,~~,Beattie v f; and F Beattie Ltd cl938J 3 All ER 214 CA 2188-C. 

4. Rosslare's case supra 527F-G. 

-,... 
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What then is the meaning of the"well-recognised distinction'' to which 

.Milne·J. refers? It is submitted that it relate.s· o·nly to contracts. in the 
. <:.:-, 

company constitution. It may be traced directly to the classic Lictum of 

.Ast~ury J in Hickman's case. What has beCOrJJe we 1 l recognised is his view 

· that "no right merely purporting to be given by , n article to a person, 

whether a .member or not, in a capacity other than that of a ··member .•.•.••. 

can be enforced against the company. 111 This is, of c~urse, 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 onl_y in regard· 

to the contract in the.constitution, and not to·any other contr~cts outside the . . 

constitution. the second ~est is .. that such a contract confers. rights which 

are part of the a,~neral regulations·of the company, applicable alike to all 

members. 

In ~egard to the first test, th~ follow~ng submissions are offered.·· 

Firstly°, Astbu_ry J in Hickman's case did not exarn;ne rights, g·iven in -an 

article, according to whether these were connected to the holding of ·shares or 

not. 2 

·secondly, in formulating this .test Milne J, it is submitted, clearly 
. . 

·contemplated that there are two types of contract contained in the cons ti tuti on: · 

those which are connected with the holding of shares, which are enforceable if 

they also··cornply 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 ascertain 

the nature of rights connected with the holding of shares, the source is. normally . 3 . . . 
the constitution of the company. Furthermore, s 65(2) p_rovides that all 

provisions in the constitution are binding. This serves to eliminate the 

. di st.incti'on between contracts in the ~onsti tution. which are enforceable 

· b~cau.se they are connected ~it~ the holdi_ng o[ shares, an~ those whi_ch are not. 

1. Hickman's case. supra 900. My deletion. See Chapter 8_ at 178. 

2._ Ibidem ; 

3~ Utopia Vakansie-Oorde Bpk:v Du Plessis 1974 (3) SA 148 (A) 163B~C. 
See below at 284 et seq. 
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Thirdly, this .fonnulation of the outsider rule is ·self-contradictory. On 
the one hand, only those portions oft~~ constitution are enforceable which 
create rights and obligations between the company and its members i_n their 
capacity as such •1 On· the other hand, a test of such capacity is ';Jhether 
or not -such rights an.d obligations are connected to th_e holding of shares.2 

Fur!hennore, the source of rights and ob·l igation5 ~onnected with the holding 
of 'shares· is the constituti.on of the company. 3 

Finally, s 65(2) clearly lays-down that all the provisions of the 
constitution are binding. This effe.ctively destroys any limit imposed by 
the outsider rule on the scope of the contract contained in the constitution. 

It is submitted that this conclusion is consistent with all relevant.· 
propqsitia~, excepting only the first test of Milne J and the outsider rule. . . 

It is the only reasonable inference which may be drawn from the authorit_ies, 
read together. It is, therefore, submitted "that to say of a contract 
between ·the company and its members, be it ·in Dr out of the constitution, 

. . -
that it is a contract with the member in- his capacity as such if it is 
connected with the holding of shares, takes the matter no further • 

.. 
It might be added in passing that the holding of shares and membership 

are·co-extensive notions., In a company having a share capital .the_ member is 
the person whose legal relationship with the company arises by virtue of his 

. . 4 
·sha~eholding in the company. Since holding shares ·in such a comp~ny is 

1. 
2. 
3. 

4. 

~. , 
Rosslare's case supfa 528C. j· 
Ibid 528D-E. . , // 

. • <.::::::> <:.> _,f ___ / 

Utopia'i case supra 163B-C. It·is submitted below at 285 footnote 5 
that even where shares are issued or allotted by the directors, 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 Vil.liers 118; s 103(2) and·s l05(l){a}. 

. . 
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syn~n,YTTious with'membership it cannot, 
di~tinguishing contracts with a member 
with him in some other capacity •. 

it is submitted, be a guide to ., J."'I 

in his capacity as· such from contracts 

In regard to tbe propcis~tion that a contract with a member in his capacity 
as such, is one which is connected with the hold·ng of shares, 
that the judge was dealing with_a company limitea JY shares. 1 

company limited by guarantee, it is submit~ed that the le~rned 

one may assume 
In regard to a 

judge would 
formulate the test as follows: it is a contract" between him and the company 

. connected with. his membe_rship of the company~~ Such a test would also depend 
on a div.ision of the constitution of a company into that portion which is 
enforceable, and the other which is not. It would require an analysis of 

. . 
rights and obligations in the constitution according as they confer rights . . . 

in the capac_ity of member or not. Such an enquiry would be identical to that 
of Astbury J in H"ickman' s case~ and would be subject to the observations· in 

. regard there_to. 3· 

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 suc-h, n'ame°ly, that it confers rights which are part of the general 
.regulations of the company, applic~b)e alike to all members. 4 · In support 
of this propos~tion Milne J referr~d to Hickman~s-case·~t 896 and 897~ 5 These 
refer-ences are to the corranents of Astbury J in regard to the "Eley" cases·. 6 

'In these cases Astb~ry J found that the articles in question purported to give. 
specific contractual rights to pe_rsons 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 Tlie decisions, 

)j) 

sai°d Astbury J, amounted· to this. that an outsider to whom rights were given in the 

1. As defined ins 19(1)(a). 
2. S l9{l)(b). 
3. Sae ~hapter 8 at 208 et seq~ 
4. Ross-lare (Pty) Ltd v Registrar of Comp~nies 1972 (2) SA_ 524 (D) 52!3E. 
5. See Chapter 8 at 177-179~-
6. !bider.,. The 11 Eley 11 cases are: 

Tavarone Minin~ Re, Prttc·hard'.s Case --(1873) 8 ChApp 956;. 
Melhado v Porto Alegre Rail Co (1874) CR 9 CP 503; . 
Eley v Poshive Government Se.cu:--ity Life Assurance Co (1876) l .ExD 20 and 88; 
Browne v La Trinidad (1887) 37 Ch □ 1. . · . . 

7. Hickman v Kent or Romney Marsh SheeQbreeders' Association cl915J l ChD 881· at 
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articles could not sue on them as contracts between himself and the company, 
. because they were not part of the genera 1 regula tio11s of the company applicable 
alike: to a11 shareholders. 1 , t 

·. There were, of· course, other cases referred to by Astbury J in which the 
company was entitled to enforce its regulation$ 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. 2 

· 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 in a co-ntract 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 rights and obligations between them and the 
company respectively. 3 

The second test of Milme J, therefore~ it is submitted, rests finnly on 
the wording and reasoning of the judgment of Astbury Jin Hickman's case.4 

Like the dictum of Astbury J it pre:-Supposes that there are regulation's 
·;n the constitution which are not general, and are therefore unenforceable. 

The meaning of such general regulations according to Astbury J, is that 
_they do not confel'.' specific rights -to persons in some .capacity other than 
·that of sharehol~er. According to the view he took of Eley 1 s·case, Astbury J 
was of the opinion that Eley's right to be the company's solicitor was·a speci.fic 
right·giv~n to him.in some capacity other than that of member. 5 Furthermore, it_ 
was n·ot a pp l i cab 1-e a.l i ke- to a 11 members • 

If one examines the right in issue in Rosslare's case, namely the right to 
the exclusive use of a definite flat or g~rage, it is submitted that this was 
an outsider right. 5 . It was specific, it was applicable to on~y one shareholder 

. 1. Ibid 897. . 
2. .Ibid 899-900. See Chapter 8 at 184-194; 202-203 and 208 • '..)- _-...~' . ()-.. 

3. lb id . 900 • 
4. Ibidem •. 
5. Rosslare (Pty) Ltd v Registrar of Companies 1972 (2) SA 524 (D) 525H-526A; 

See 272 aoove.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 t~e company. · It might be argued 
that similar rights were ui_ven to all members and that, therefore,· it was 
a memb~rship right arid part of the general regulations. It 1s submitted, 
however, that such an argument dis.torts __ the ordinary meaning of the terms 
"specific· rights" an-i "general regulations". It also ignores the.fact . . 

that in this case the obligation rested on the company, and not the members 
. . 

generally, while the rights in question 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.· 
comp~ny co~stitution are to be held alike by all members. 1 It is well 
recognised, on the contrary, that classes of members may enjoy rights, o_r ca':'ry 

obligat~ons which.are specific to a class and not to members of:another class. 2 

There is no obstacle, it is submitted, to i cl~ss consisting of one member or 
< .. • • 

to a member enjoying specific rights unlike those of other members. 

·_There se~ms ~ · therefGre, no va l_id reason why a rne~ber cannot contract 
with a comp~ny in the constitution for a ~pecific right, be it for divi~ends, 
or to be. a director or to: occupy a specific flat or garage. 

,, 

.. Having formulated the two tests aforemention~d, ~nd having applied them 
to the articles in question, Milne J:·in Rosslare's case_ expressed his support 

. ' ---- . 

for counsel's subm{ssion, that "-ff"itt would be permissible for persons who 
were memb~~s of the company to co1'.tract outside the articles for such ri.ghts,. 
it ~as equally pennis-siole'·for;t-hem tq do so in the articles.3 If the articles 
gave rights which amounted to a return of capital to shareholders, it made no 
differ~nce in law whether the contract embodying such rights was contained in 
agreement outside the.articles or in tenns of the articles. 4 It ,is submitted 

1.. According to the dictum of Milne Jin Rosslare's case ~t 525H this is one· 
crfterion for the reg,~trability of articles. 

2. -Sees 52(2) an,d·,:r_able A art3; s 194; s 311;.Cilliers Benade De Villiers 83-92. 
~:_....:._1}., . ; . ' 

-·3. Rosslare's case·sup~a 528.G-H. 

4. Ibidem. Such an agreement would, it ii submitted;be un~nforc~able if it did. 
not proiide for due compliance withs~ 83-90 of the Act, if, for example, it 
provided for a reduc~ion by means other than a special resolution where this 
is appropriate, or if it sought to avoid confirmat,on thereof by the court 
where this is necessary. See Cilliers Benade De Villiers 95-102. 
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that there :can be no objection to this in the conte~t of the rule against 

the reduction of capital. Any agreement, in or out of the constitution, 

resulting in an unauthorised reduction of capital wotild be unenforceable; 
. . C,, 

½ 
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However, in th~ context of the outsider rul<:, it is ~ubmitted ·that no 

comparison can be made betHeen contracts in the cnnstitution and those outside 

it. ,It certainly would·be a fallacy 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 memb.er.s inter se is not subject· to s 65(2) of the Act. It need 

not be registered. 1 It is not capable of being varied by a pres_cribed· majority 

following the requisite formaliti~s .. 2 In none of the cases has it been suggested 

that an agreement 'JUtside the constitution is invalid if it confe-r-s outsider rights. 

On the contrary, in Beattie 1 s case-, the judgment contempl~ted_ the possibility that 

if the outs.ider could not show that he was acting qua member, and wa:s seeking to 

enforce rights common to.himself and all the other members, he would be driven 

to rely on another ·agreement with the company out~ide the art1cles. 3 Such . 

formalism is, .·indeed, one of the defects of the outsider rule. 

In a word, to judge the·validity of aQ article between the company and a 

member. :in his ca·pacity as such, by reference to an agreement outside the 

constitution, would hardly be an acceptable yardstick. · 

Fina~ly, for the reasons which.emerge below, the two tests of capacity 
. . . . 

formulated by Milne J may be examined by the criterion which the learned judge 

1aid dow~ for 11 registrable articles 11. It will be recalled· that he held that, 

notwithstanding compliance with the requisite· formalities, in amending articles, 

and pres·umably also in the formation of compa.nies, the registrar was only 

obliged to register same in certain circumstances. 

1. S 32. requires registration of the constitution. - . 

2.. S 62(1) permits the articles to be so ~ltered.· 

3. Beattie v E ~nd F Beattie Ltd Cl938J 3 All ER 214 CA 218H. :l. _;.a,.~._. ·• .~-. ' ()·~ 

See Chapter 9 at 215-218. 
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"Articles"; he said, flwhich are not in conflict with the general la0( 
nor with any express or implied_ provision of or underlying assumption in the 
Co~panies Act, are registrabl~ an~ the Registrar of Companies is obliged to 
register them." 1 · . 

As far as the phrase "general law" is concerned, it presumably encompasses 
the whole body of the law, both common and statute, as well as the Act. It is . . 

submitted that, apart from the outsider rule, the~e is no rule of law which 
precludes the enforcement of a contract entered.into in a company constitution 
with a member other than qua member. 

Nor·are there any considerations of public policy which might justify 
such a·· propos.ition. 2 Nor did Astbury .J suggest anything other than a 

need to reconcile his· view of the 11 Eley 11 cases with other cases before 
h

\ 3 --
1m •. 

As far ~s the Act is concerned there a_re, it is submitted, no 11 express 
or implied provisions of or underlying assumptions" in the Act which justify_ 

. . . 
a refusal to enforce such a contrac_t. In fact, it will be submitted that the 
outsider rule.is in conflict with the ordinary literal ~eaning. of s 65(2) 
of the-Act. 4 · · 

The case o·f Utopia Vakans·ie-Oorde Bpk v Du Plessis· is of interest to _the 
present enquiry, ~lbeit only indirectly.5 . 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 
the source is ·normally the constitution of the company. 6 Secondiy, . . . 

such -
on the 

facts, the rights of occupation attached 
could be described as outside~-rights. 7 

to the preference shares in question 
Yet this aspect was not argued or 

1. Rosslare's case supra 525G-H~-
2 .. See Chapter 10 at 234 and Chapter 11 at 251. 

"-, 
_J; 

·J. 

4. 

5. 
6. 
7. 

~ickman v Kent or Romney Marsh Sheepbre~ders' Association cl915J 1 ChD 881 at 
900. See Chapter 8 at 178. 
See·_ ~91 _ be 1 ow. 
1°974 (-3-) SA 148. (A). 

Ibid 163B-C.-
Ibid l79F. 
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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 

285 . . 

· shareholders •. This siJence is eloquent t~stimony to the uncer.tain place 
'-; 

of the outsider rule in our law. 

It is not necessary 
i~Jthis leading cas~. 1 

features are to be noted. 

to- traverse all the facts and ·conclusions contained 

For the present purpose the fpllowing salient 

· · A company had issued JOO 000 preferent shares which conferred Certain 
rights on each holder thereof, inter alia, the right to certain dividends, . ---- . 

and the right to occupy a particular bungalow at a holiday resort in t~e 
Rustenburg district.2 A speci_al general meeting of the company_ was held, 
which pass~d a special re$olution which was duly registered, -increasing the 
ordinary share capital of the company. The. purpose was to ensure that the · 
ordinary shareholders would retain control of the company i.nstead of the 
preferent shareholders. 3 

Ari obj_ection was raised to the validity of the sp·ecial resolution for· 
such increase, on ·the ground that the effect thereof and the reasons were 
not mentioned .in the notice of the meeting, as requir~d by law.4 · A furt~er 

_ general meeting ~as called to pass the said resolution agai~. An urgent 
application was b~ought to the Transvaal Provincial Division for certain 
··decl9-ratory orders, and an interi~ interdict. 5 An order was granted 

' entitling the preferent shareholders to vote at this meeting as long as their 
preferent dividends were in arrear, and in regard -to ce~tain resolutions wh~~h 
directly affect~d their rights or interests. An appeal was brought to the 
Appellate Division: 

1. · For which see Cilliers Benade De Vill~ers at 6; 91; 93; 213; 311 and 370 • 
2. Utopia Vakansie-Oorde Bpk v Du Plessis supra 179F. 
3. · I•bid ·112A-3. 

4. Ibidem. 
5. ~-Ibid 174A. 



In considerin~ whether the propos~d resolutions would amount to a 

variatio.n or modification of the rights ·of pre·ferent shareholders, the 

286. · 

· Appellate Division had to describe what it regarded to be such rights. In casu·_. 
. . 

the preferent shares were held to confer the series of rights comprehensively 

formulated in the memorandum of association. 1 These included the right to 

occupy a particularst~nd for ninety-nine years for holiday purposes and for 

1etiing t~- bona fide holid~y-makers. 2 

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 s·hareholders 

and· therefore the judgment of the court a quo, declaring that the preferent 

sh~reholders were entitled to vote, was upheld. 

The reasoning which led to this conclusion is set out in the judgment 

of J~nsen J A, on~ of the majority judges.3 

The relevant provision of th~ statute .safeguarded the full exercise of 

voting rights by preferent shareholders· in regard to any· resolution proposed 

which directly affected ·any of the rights attached to suc·h shares or the 

inter:ests of the holders thereof· including any resolut·ion for the win_ding-up 

of th~ company.
4

- The judge. said:. "The concept '_a right attached to s·uch 

shares' can generally cau.se no _difficulty - normally such rights would be 

defined in ·the memorandum of association and the articles of the company 

"co~cerned. 115 

; , 
~ 

"Interests" w~s a wjder concept than rights, covering a wider sphere, 

bearing, ~bwev~r, some·relationsh{~ with the rights. 6 · These rights an~ 
. . . / . . 

interests extended much -furthe~-ihan ~hat they would receive on liquidation. 

Th~y also included the right of enjoyment and occupation for ninety~nine_years. 

1. Ibid 179E .. 
. 2~ Ibidem F. . , 

' 3~ Ibid 163 et seq. 

4 .. S 62 qfat (4)(a){iii) of.the Companies Act, 1926 as amended, corresponding 
-·to s 194 of the,Act . 

•. _ .. ;.(_ i}, , • _1 • • • 

·5. Ibid 1638-C.-. It may be ~rgued- that, since directors have the authority to 
issue or allot shares at their discretion $ubject to the ·provisions of s 221 
that therefore, the source of rights attached to shares so .issued, is not t_l:le 
constitution, but the directors' res-olution. It is submitted, hm-,ever, that 
the. authority of the· di rectors, · ~nd the pm·,ers of. the general meeting to 
approve of such issue or allotment of shares, derives from the constitution, 
albeit ·circumscribed ~Y 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 res6rt 
and·~quipment were sold. 1 The learned judge then analys-ed the income and ' . - _j'9 
expenditure of the company and concluded that the losses on this account might 
very soon have affected th~ occupation r-ights of· th~ praferent shareholders. 1· 
Therefore;·a propo!.ed loan ~o be raised would directly affect their interests. 
The company would te required to bind itself as principal debtor, and if anything 
went wrong the compa.1i "would have to face the music 11

•
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 1 oan. 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 different.3 The conditions· in regard· to 

· the occupation rights placed the holders thereof in a particular p~rsonal.: 
relationsh{p with the director?, since they were subject to the decisions . · 

. of the dire~tors as far as their occupatio_~ was_ concerned, particularly in 
regard to the observance of ·the resort and camp rules, on the breach of which 
their rights could be suspended.4 For·these and other reasons, the rights 
of occupa~iOf'! accorded to the preferent shareholders made the election of 
directors an· important matter as f~r as they were concerned. 5 . Consequently, 
·they were held entitled to·vote • 

. It is submitted that, seen in the c~ntext of Hickman's case, the right· 
-··of ea_ch preferent·_shareholder to occupy a particular bungalow on the company's 
property, could only be regarded _as a spec.ific right, given in some capacity 
o~her than as a member, not applicable alike to all members, and therefore an 
outsider right and unenforceable as such. 5 Had the point been taken., it is. 
sutimitted, that it would· have gone to the root of the contentions of the 
preferent shareholders. It could only have been countered by an argument 
that the outsider rule is not part of our law. 

1. Ibidem •. 
' 

2. Ibi~_l68H~l69A. 
3e lbid 169. 
4. Ibid l69C-D. 
5. These rights ·are set out in Utopia's case supra 179E. 

! 

I 
l 
i~ 
t 

I 
I 
f 
l 
I 

I. 

' •.' 

' l 
I 
' ., 

' -1 
I 

! 



288 .• 

.. 
2.2 Conclusion on th~ cases 

. . 

.There are but half a dozen cases in South African law touching on the 

outsider rule. These are subject to a four-fold classification. 

Fi.rstly, in thre·e cases there is· support fo1· the famous .dictum of·Astbury J 

in Hickman's case - th~t no right in an ~rti~le ½hich is given to a member in a 
capacity ·other than that of a member can be enfor·:cd against the company. These 

cases are De Villiers' case, Gohlke's case an_d Rosslare's case. 1 

Secondly; in Isaacs, Geshen'.s c·ase, rights which would be outsider right.s 

in terms of Hickman's case were upheld, without in any way considering the 

outsider rule. 2 The judgment of the Appellate Division in Utopia's case 

is in the same category, subject to one important proviso.~ The preferen-t 

shar~holders were held to have interests which ~-,ere dependent on rights. The$e 

interests could not be viewed in isolation from those rights; These rights . . . . 

could be interpreted as outsider rights!·. In upholding those interests; the 

court may be s~id to have given tacit approval- to outside~ rights, even 

though the court held that the resolution· in question did not affect the 

rights themselves • .-

Thirdly, in only one case is there to b~ found an in-depth investigation 

into the meaning of the concept of a contract with a member in his. capacity 

as such. This is Rosslare's ca~e •3 '' 

Fourthly, the.re· is the case of .Grundling v Beyers} In this case, . 

considerati_on was given to the'. r'fght of its members to insist that a trade . . l 
union, incorporated und.er the Indµstrial Conciliation Act, 1956 treat an outsider 

in a manner consistent wit'f{'::,t~e.,iii~mber-'s rights under the constitution. The 

·1. De Vflliers v Jacobsdal Saltworks 1959 (3) SA 873 (0) 873-874A; 
Gohlke and Schneider v·Westies Minerale Edrns Bpk 1970 {2) SA 685 (A) 692F-G; 
oss are Pt ltd v Re is~rar of Companies 1972 2) SA 524 (0) 528E and 533H~ 

2. Isaa-cs,' Geshen and Co (Pty) Ltd v Ellis_ 19.64 (2) PH ·A5.9 (N); 
Utopia Vakansie .... 0orde Bpk v Du Plessis 1974 .(3) ·SA 148 {A). 

3. Supra. _ 
. . \ 

4. ·-~-l-967 (2) SA 131 _(i-J). 
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possibiiity then emerges, although ·it.is not canvassed in the case, that a 
member may, in enforcing such rights _as he may have in this context, also 

: :enforce his own outsider rights. However, because.•the Industrial Conciliation 
Act, 1956 has no secti6n equivalent to s 65{2) ~f the Act, the las~ is of 

. limited value for the present enquiry. 1 

, I~ is proposed to.return to these cases tn 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 o~tsider rule. 

3. The views of South African academic writers on the outsider rule 

-
There are no jo~rnal articles on the subjett. The _authors of the 

standard works of reference on company law.deal with the matter jn the 
following manner. 

·cilliers Benade De Villier·s, in dealing with the l~gal relationships 
created by the constitution, observe that ·it was generally accepted today that 
the memorandum and articl_es constituted a contract between the company and its 
members to the extent that the provisions there9f affe~·ted .the members in ~their 

. . 2 
. capacity as members. In support of this, reliance was placed on Hi.ckman's 

case.·3 

····Likewise the lea~ned authors, in dealing withs 36, note that this 
sectjon 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 
them~elves and against the company the contract between them as contained in· 
the-memorandum. 

Henochsberg states· that the articles by themselves _could not constitute 
a cont~act binding· the company to any person other than a member as such·. 5 

This view is expressed in relation to s 65{2) of the Act; in regard to the 
provisi~n that the co·nstitution "shall bind the company a_nd the members to the 

1. See 268-269 above • 
. 2 •. Cilliers Benade De Villiers 35. :,-;_;,,,, .• -.o .... 

3. Hickman v Kent or Romney Marsh Sheepbreeders' Association cl915J 1 ChD 881; 
De Villiers v Jacobsdal Saltviorks.1959 (3rsA 8i3 (0). 

4. Cilliers Benade De Villiers 56. 
5. · Henochsberg _·122. 
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same extent as if they respectively had been signed by each member." Botb.-
Hitkman's case and De.Villiers' case,1 and Gohl.k·e•s case a.re relied on in 
support of this proposition. 2 · · · - _J'9 

Hahl o, ·in dea 1 i ng with. the effect of the articles a·s be tween the company . .. 
and the members, notes that they con~tituted a ccintract, but that even a member 
could not enforce provisions which did not concern him as a member.3 In 
support of this Hahlo relies ori Eley's case, Welton v Saffery, Hickman's 
case and Rayfield v Hands. 4 -- - --

.I 

Naude in dealing wi-th the binding effect-of.the constitution,·considers ·that ... · 
the articles were a contract between the company and.its members qua members. 5 

In addition he regards the articles as binding between the members inter se 
in their capacity as. su.ch. 6 

- It is appare;it that these. learned authors have accepted the proposition 
that in our_ law the memorandum and artic_~es q:mstitute a contract between 
the company and its members, to the extent that the provisions thereof affect 
the members in their capacity as members. 7 

t!" Apart from the aforementioned, there seems to be· a dearth of 1 earning 
.on the outsider-rule in South African law. 

4 .. A.._genaral assessment 

Both the cases and the academic writings confirm that, in South African 
law, 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 s·olic.itor or director can be enforced against the co~pany·.8 It 

"' . . . . 

is freguently stated in_ the converse, namely that the articles merely have the 
same force as a contract betwe·en the_ company and each and every member as such 
to observe their pr~visions.9 

L "Hickman·•s case supra; · De Villiers c;:ase supra • 
. 2. ·Gohlke and Schneider v L·Jesties Mineral.(Edms)Bpk 1970 (2) Sfo. 6G5 (A) 692. 
3. Hahlo 89. 

. . . 
4. ·Eley v Positive Government.Security Life Assurance Co (1876) l EAD 20 and 88; 

Welton v Saffery c1897J AC 299 H[; Hickman's case supra; Rayfield v Hands 
Cl958J 2 All ER 194.ChD~ ~ ~ 

5. Naude 57. 
6. Ibid 58. 
7. ·cilliers Benade De.Villiers 35; Henochsberg 122; Hahlo 89; Naude 57-58. 
8. De Villiers' case supra 873-874A. -
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9. Gohlke's case supra 692F-G.·. Cilliers Benade De Villiers 35. 1 
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T~ese propositions have been r~cetved into South ~frican law almpst 
without ·c1,nalysis. The solitary exception is t~e judgment of Milne Jin 

: ·Rosslare's·case, which, it is submitted, is .the leadin~ case on the topic 

in our law.1 

A~ the rule h,.s b~en formulated in·Rosslare's case, the· articles are 
enforceable as a contract between .the company and its.member only insofar. 
as

1

the member contracts in ~is capacity as such-. 2 . Such a contract is one 
which confers rights which are part of the g~neral regulations of the 
company applicable alike to all -rne~bers.3 

This then. is the doctrine known as the outsider rule. It divides 
the articles into two parts, one which complies with this yardstick and is· 
enforceable, and the other which is accordingly unenforceable. In this 

~ ~ . 

sens~ it goes to the root of the concept that the constituti?n of a company· 
is· a co_ntract, since it must foll ow that according to the outsider rul ~·only 
a portion of the contract contained in lhe-co~stitution _is enforceable, namely 
that portion in which the member contracts with the company _in his capacity 
as such·. 

The fo1lowing are a number of submissions to ~e mad~·in regard to~his doctrine.· 

-4.1 · ·_The· outsider· rule· is· in con fl itt ·with· the )\ct 

: · S 65(2), as does .its English counterpart, provides that the memorandum. 
~ . ~ . 

and articles shall .o,nd the comQany 0 and the members to-the same extent as if 
they had been signed by each ~~;~'7{, t·_o observe all th~ provisions of the 
memorandum and articles, subject/to the provisions of the Act. 

. • c.:::::::, -:.) -!. ·--' 

This s~ctio~ declares that the parties· to the constitution are bound to 
observe ·all its provisions,. whereas the outsider rule postulates that the part_ies. 
are only bound to observe s·ome of them. 

1. · ·Ro~slare's case supra 527-529. 

2. .Ibid 528A-B. 

3 . -4-lc<.: d . D E ·· \. . · • .,_._'--1--u.c, em - • .__, 

' 
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. 
T~e section uses general terms throughout, of which the most general is 

the ~hrase "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, contradicts lhe_ordinary literal·mean.ing of this se!(io~, construed 

. in_this manner, since in terms of the out~ider rule, all: the provisions of the 
constitution are nc,t binding on the company and the members. It is submitted that 

. . - . 
the only valid interrJretation 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 
membe_r, ·and whose name is entered in the company's register of members. 2 

The only 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. Hhether such 1o·ans are outsider obligations, is by no means clear. 
It may be that it is no more tha·n an obligation placed on members qua members~ 
and which is rendered ?f no force by the statute. It might also·be argued 
that, if the outs_ider rule applied fo South African law, th_e obligation to 
lend money ~ould ~e unenforceable as an outsider obligation, and the~ef6re 

· s 59(2) would have been unnecessary. It is submitted that no 
. . . 

policy can be extracted from this proviso, which would ~hange the ordinary 
meaQing of s 65(2). 

-It is submitted that, in testing whether this is the correct interpretation 
' 

of the section, the courts are permitted in our law as in English law, to. 
examine ~he mi~chief which th~ section was intended to remedy.3 This mischief 
is the· fact that a _comp~ny cannot at common law, be a party to its own 
constitution, since it is a contract which was concluded before the company's 
incorpor.ation.4 Nor can it adopt or ratify the-constitution, in the event 
th~t it was entered into on its behalf by ~n agent prior _to its incorporation.4 

1. Steyn '7. 

2. S 103. . . 
3 . · · S teyn 2 4 • 

Hleka v Johannesburg City Council ·1949 0) SA 842 {A) 852 . 
. 4. Chapter 2 at 14; 26 and 27-29. 

<, 
'· 7 

'.)• ~ ... ~,., ........ , ()·~ 
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It can., however, adopt its constitution if it was formed by the agreement-of 
two principals prior to its incorporation, provideq such.an agreement was a 
stipulatio alteri, and c.omplie.d with the requirements thereof.1 Unless s 65(2JT 
of the Act declared that the memo_randum_ and articies were binding on the 

. . 
company and its members; it is submitted that thn constitution would, in the 
vast majority of cases, not be binding, simply or! the basis that it is a pre­
incorporation contract·. 2 In e:ddition, it serves to regulate subsequent 

. transfers of shares between members, rend~ring the consti_tution binding between 
the company and new members, and between ex1st,ng and new members, as if the new 

. members had signed the ~onstitution. This,.it is submitted, is the mischief 
' which tne section serves to remedy, and not that' of-rights given in the 

constitution to members in some capacity othe'. than that of members. 

It may be argued that the Act is to be construed against the ba.ckground 
of the common lai'!, as at the date of its promulgation, that is in 1973, .an_d 
that therefore s 65(2) is to be interpreted bearing in mind De Villiers' case, 
·Gohlke's case, and Rosslare.'s case.3 In.·the result, the binding effect of the 
constitution would be limited to those-portions which constitute 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 ceurts wi_ll look at the history of the section, and at the common 
law; as it stood when it was-first introduced. rhe South African Companies Act, 

·._1926 repealed varjous provincial ordinan.ces and became the first company· 
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 Coleman.4 In that case Innes CJ expressed the view that. 
"articles of· association are, in themselves, merely an agreement between the 
shareholders inter se~ 115 Consequently s 16 could not be read in any sense 
except its literal, and there.fore it~ genera 1 sense. This remains true, it 
is submitted, of s·65(2) of the Act~ 

1. Chapter 2 at 27. 
2. lb.id 28. 
3 • . Supra. 

: 4. 1920 AD 408. 
_5. · Ibid 418. 
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It might_be arg~ed instead that the Act is to be interpreted against 

the background of English law. 

The South Africans 65(2) is the same ass 20(1) of the English Companies· 
Act, 1948. That tris· is s·o, was confirmed by the Appeflate Division in 

Goh 1 ke' s case. 1 

-1 Sotith African company law is, of course, ind~pendent of Eng11sh law, 
being governed by its own ~ct. The English .common law 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~ 
ou~ court~ will, as a rule, follow the meaning as laid down in an English Ccurt. 2 

This is the case where the terms are identical •3 This is particularly so· v1here 
an Engli~h court has authoritatively decided a question and the decision has 
beeri quote~ and followed -in a number of subsequent cases. 4 In that event~ the 
adoption of an English enactment is considered to be with full recognition of 
the seri.se which judicial interpretation. ha-s given to it. 4 

However, the English courts are far· from consistent in.their views on 
the outsider ru~e or on the meaning of s 20(1) of the English Compan~es Act, 1948. 
As a··result thefr judicial interpretations are by no ·means authoritative, nor are 
t·hese supported by 1 ong 1 ines of -cases. 5 Conseq~ently it cannot be said that 
thes_e· interpretat1ons w_i_l 1 b~ ful_ly· re~ognised by South African courts. 

;· On the other_ha'.nd, it is i"1Hcmi~ating to trace s·20{1) of the English Companies 
Act, 1948 to its ofigins_- This.::...cl7a~l_y indicates ~h-~ nature of the mischief for 
which it was a· rem.edy._ It was f,j'rst -introduced in the Joint Stock Com·panies : · 
Act, 1856. and has been re;t:a.,ineiJntact in ·all subsequent company legislation, 
embodying as it does tpe statutory sanctio.n for the legal nature of the company's 

l. Gohlke' and Schneider v Westies Minerale (Edms)Bpk 1970 (2) SA 6G5 (A) 
692D.-E. See Chapter 2 at 21-22. 

2 • . _-Estate Hege v Strauss 19_32 AD 76 at 81. 
_3 • .,_.,'-Btttkingham v Combined Holdin s. and Industries· Ltd 1961 (1) SA 326 (E) 3310-E. 

oo e oort Unite ~1a,n Reef GM o Lt In 10ti"Taation v Du Toit NO 1928 AD 
.. at. . lS 'Is, Q\·tever, not a \"lays t e·case, See. or exampfe 
Albert v Papenfus 1964 (2) SA 713 (E) 72i. 

4. · Osaka Mercantile steamship Co Lid v South African ·Railways and Harbours .1938 
AD ·146 at 173-174. ..~.~- ~ 

5. · See Chapter 2 at l-9. · 
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constitution in English law. 1 As such it has been consistently viewed as a 
difficult section to construe. 2 

/ 
('•, 

On the other hand, the English Joint Stock Companies Act, iB44 provided 
, that the constitution should contain undertaking!: by ever.y shareholder with a 

trustee on behalf of the company -~o-pay for his shares and "to perform the 
several engagements in the Deed contained on the pdrt of the shareholders". 3 

Furthermore this statute provided that on its incorporation these covenants, 
wh~ch were recognised as pre~incorporation contra~ts; could be enforced in all 
respects as if they had been entered into with the said company after incorporation 
thereof.4 

It is submitted that thi~ ~lear proof of the mischief, for ~hich the 
section and its predecessqrs was,.intended as a remedy in English law, will 
be taken into account in determining whether to construes 65(2) in general 
tenns or not. Since the mischtef was the pre-incorporation contract, and not 
the faci,that all the provisions of the ccinititution have a generil binding 
effect,_ there is no need .to construe the section in any way other than its 
literal, ana therefore general sense. 

·1t is sut>mitted for these reasonst that the outsider·rule is· in conflict 
with.the provi~ibns of s 65(2) taken literally. Furthermofe, there is no way 
to· teconcile the ~tatutory rule th_at all the provisions of a _constitution are 
binding, with th~ rule that only those provisions ar~ binding which affect the 
members in their capacity as such. 

4,2 · ·The··tests fonnuiated in·Rosslare's case are unsatisfactory5 

To judge a contract in the constitution, as having been concluded between 
the company and a member in his capacity 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 limited by shares, the source of all ~ights connected 

1. . See 'chapter 2 at 8. 
2. · ~ee Chapter·2 at 9 et _seq._and the .authorities· therein quoted.· 
3. Joint Stock Companies Act, 1844 par VII. 

· 4. Ibid par XXV. See Chapte_r 2 at· 7-8·: 

. .., • ...>_... ......... ()"A 

5. The~e tests are set_out_above at 2?4 et seq. S2e Rossla~e (Pty) Ltd v Registrar 
. ·of Companies· 1972 (2) SA. 52 11 (D) 5230-E. 

6. ·see the submissions. in this regard at 27 9 above et seq. 

(1 

'· J 
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to the holding of shares is the constitution. · S 65(2) states· that all .th.e 
provisions of t·he constitutfon are binding. 1 This is no way, therefore, ··in 
wh.ich to divide the· constitution into its enfo.rceabi~ and· unenforceable portton~.J.~ 
In a compa~y limited by ~uarantee~ where there are no shares, the source of all 
membership _rights is, it is. submitted, the constitution; including all its 
provisioni. The r~sult, is; it is ~ubmitted, 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- Ac.cording to -this test an article 
constitutes an enforceable contract if it is.part of the general regulations, 
applicable to all members alike. 3 As in the t~st of generality laid down in 

I 

. Hickman's case, there is no statement setting out the meaning of "general. 
regul.ations" ·or of the phrase "applicable alike to all members". On the 
contrary, if one examin~s the rights contained in the articles before the 
c-0urt in Rosslare's case, namely the sole and exclusive right to.occupy~­
particular flat or garage, this appears to be a specific right given to a 

' . 

. particular shareholder. Accordingly, such-.a right appears to be the a~tithesis 
of "general regulations appl~cable alik~ to.all shareholders 11

•
4 . 

In order to resolve ~he difficulty, it becomes necessary to argue that, 
if the- coinpan·y bears an obligation, for example to pro.vide the. accommodation, 
this is sufficient to make it par~ of the general regulations. 5 It is also 
neces-sary to argue that if all members enjoy a right· to· accommodation,· even 
.if.each member has an exclusive right to a particular flat, then this is 
·"applicable alike ta all memhers". 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 peculia·r 
to one shareholder, as opposed to rights applicable alike to all ~embers. 

1. Se~ the submissions in this rega_rd at 277 above et.seq. 
2. ·See Chapter 8 at 208. 

3. Rosslare's case supra 528E. See 280 above •. · 
4.. Ibid ,525H-526A. See 272 and 231 above. 
5. This...submission has.also been made herejn·;n regard to Hickman's ca-se. 

S~e Chapter 8 at 208-209;·. 
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A more basic difficulty is that ~~is "generality"· test ignores, in fact 
· contradicts, the existence of classes of memb~rs, each-enjoying rights and 

bearing obligations which are by no means ipplic~ble alike to all members.1 

For example, in Utopia's case, each member of th,! class of preferent 
shareholders was giveD the specific right to occl,PY a particular bung~low. 2 

There seems to be no ·way to recon.cile the existenc~ of classes of members . 
• I • • • • 

with the generality test. _It would be quite inconsistent \•Jith the outsider 
rule or the generality test to apply it only to the members of a cl.ass. 
It may be said that this test ooly ·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 like. It was not, it is submitted, the intention of Milne J to say .that 
mem9ership rights need not apply to all members alike. The judge said that . . 

rights are given to members in their capacity ·as such if they are part _of the 
, . 

generaJ regulations, applicable to all -members alike. In other words, he was 
dealing with membership rights.· All oth~r tights were in his opinion 

. ~ . .. 
unenforceable. What is more, such a distinction begs the question as to which 
are membership r~ghts, and which are outsider rJghts. 

The .result, it is submitted, is a strange convoluted pair of criteria, 
the ~ffect of which is -that all rights contained in the constitution are 

__ enforceable, whether ttiey be outsider 'l'ights or not. 

, On the other hand, having regard to the support given to the rule in 
. ·oe·Villiers' case:3· Gohlke's ·castf:4 and Rosslare's case,5 and by all the 

So!Jth African· academic writers_,~{there seems to .be no ·doubt that it ha; the 
binding effect of preced€rrt::~ui<Pwill. remain so, until the Appellate Division 
makes a decision to the contrary . 

. 1. For the rights of cl~sses of members see Cilliers Benade De Villiers 83 et se . . , 

2. · ·pt9pia Vakanste-OOrde Bpk·v·ou Plessis 1974 (3) SA. 148 (A) l79E. 
3. · ·oe Villiers v.Jacobsdal Saltworks 1959 (3)_~A 373 (0). 
4. ~-Gohlke and Sthneider v·Westies Minerale (Edms) B~k 1970 (2) SA 685 (A). 
5 •. :-. . .'c:::.&osslare (Pty))Ltd v Registrar of Companies· )972 (2) SI\ 524 (D). 

6. Cilliers Be.nade De· Villiers 3·5 and 56. 
Aenochsberg 122. · 
Aahlo 89 .. · 
Naude 57-58. 
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4.3 Its application to the contract embodied in the constitution as 
between the members inter se 

~ 

The outside·r·rule applies to the contract contained in thi constitution 
between the members inter se, as we 11 as that be1:'t1een the company and its 
members. Authority for this, it is submitte9, is found in the statement of 
Potgieter Jin De Villiers' case, to the effect t'ldt the articles are "a 
contract between the members inter se ••. but only in their capacity as members. 111 

This statement was referred to with approval in both· Rosslare's case, and 
Gohlke's case. 2 There seems to be no ground fo~ submitting that the outsider 
rule. should not apply between the members inter se. 

. ~ 

4.4 The effect of the r~le in relation to the stioulatio alteri 

. . 
The outsider rule may also be examined in the light of tha South African 

rules on the stipulatio alteri ;.which upholds a contract between two principa·is 
for the ~enefit of a third. 3 It has been -submitted that there i.s no obstacle 
in principle to the enforcement thereof, provided the recognised requirements are 
present.4 · 

·What is the ~osition if the outsider is also a rnembef? The-rule per6itting 
a stipulatio alteri in the constitution may seem to be incohsistent with the 
outsider rule, si~ce the stipulatio alteri in effect gives rights to an outsider 
arising from the· constitution. 

It is submitted, however, that it is at least arguable. th~t, by permitting . . . 
a stip_ulatio alteri to be embodied in the constitution, a right is given to 
members~ members, to confer a benefit ·on a third party, namely to enter into 
an agreement with the cbmpany, ~r conceivabl~ with other members~ 5 

1. De Villiers v Jacobsdal Saltworks supra 876-877A (my deletion) 
2. Rosslare Pty) Ltd v Registrar of Companies supra 5288-C. 

oh ke and Schneider v Westies Minerale (Edns) 8pk s~pra 692F-G. 
3. See-Chapter 2 at 27; Chapter 3 at s, et seq. 
. . 
4 •. ·see Chapter 3 at 65. ::,-·~--·-·,·•:··· ()'a 

·S. ·Assumirig that the req~irements of ·a valid sti~ulatio alteri are present. 
See Ch~pter 3 at G5. 

(::, 
~- :, 
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As far ai the terti~s ·is concerned he remains an outsider, even if fie is 
a member, because ·the right is accorded to htm qua- outsider. It.is a right 
to. enter into a contract with the company, or \:lith other members, on the 

. . 

tenns set out in the articles, but by means of a new contract separate and 
.. . ... . 

apart.from the constitution. He does not thereby become a party to the 

}) 

constitution. His. rel?tionship with the company, if he is a member, is govern1!d 
by-two documents: the constitution, insofar as he is a member and another 
agreement, dehors the constitution in respec~ of his outsider or tertius rights 
and obligations. In practice this can on1y be a rare and unusual situation, 
not often encountered.. In theory the outsider,'s rights are not embodied in 
the constitution. ' ! 

This argument avoids a· clash with the outsider rule. Nevertheless,· if the 
.outsider r~le itself did not exist, there would be no need for such·formalism or 
such minute distinctions. 

4.5 ·wedderburn's theory 
. 

It is necessary to enquire whether, in South African law, the outsider rule 
has ~een; or.· may be, modified in the manner suggested. by Wedderburn.~ 

· Reference has been made to Hectderburn' s theory permitting the indirect 
enforcement by a member of outsider rights by enforci~g his general ·rights 

-.to have the affairs of the company conducted in terms ·of the constitution. 2 

This theory remains untested i~ English law, although it has received indirect 
support in obiter dicta. 2 

1, 
. 

See Wedderburn 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 

. Oppress ion of Minority ( 19~9) CLJ 37 at 40 

Riohts under Articles - an 
ustratea 7at 348-

Go~ng. the whole Hogg v Cramphorn? (1968) 31 MLR 688. 

2. See Chapter 9 at 217, 220 ·and 222. · 

■ 
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Likewise in Sou.th African law., the possibility of-an iridirect-enforcerilent 

of outsider rights remains 
T~ollip·J (as he then was) 
subject.l 

uncharted territo~y. However, the judgment of .. 
in Grundling v Beyers suggests an approach to the 

· lt will be recalled that in that case, Trollip J held. that the general 
secretary's contract.arose from an agreement outside the constitution of the 
trade union. This gave him no rights under the constitution whicA 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 
su.ch __ certain limited remedies, limited that is, by the rule in Foss v Harbottle. 4 

If, therefore, the general secretary's dismissal was unconstitutional he, .as a 
member might also be able to claim some relief on that ground. 5 

. . 
If this is so, the converse is equally true. In othe~ words, the .member 

has a personal right to have the affairs of.the company conducted according 
to _the·constitution. Trollip J expressly ·quoted the example of the general 

• • I • • 

secretary's unconstitutional dismissal ·as affording the member,~ member, 
re11ef. This wa~ so in respect.of outsider rights which arose outside the 
constitution~- A forti·ori, this would al~o be true of outsider rights ~,hich 
ar_ose in 'terms of the con.stitution, that is to say, from rights derived from 
the agreement between the company and its members. .Furthermore,- it is 

• . . • . 0 

·submitted, that it oug~t to make no difference whether the member seeks to 
'enf~rce his own, -or;someone else's <iutside-r rights. 

/! n 
:/ .~~--~ 

This- approach-~ which ha.s --th~/eff~ct of giving the_ outsider remedies 
. '( 

arising from his me~be~st]jg,,.., t~~;not unlik~ that of Wedderburn, since it is_ 
a cornerstone of his theory that the·member has such a personal right, 
ptovided only that he makes out his case qua member, and does not appear 

.• · • C - . 

in· the capacity of an outsider.0 

1. 1967 (2) SA 131 (H) l38-139 and 147. 

·2. Ib-id 138G-H. 

_3.C>.· I_b~d 1390-F. ,,'.)-
. 4. 95n' the rule.in'--Foss v Harbottle see Chapter 7. 

5. Grundling v Beyers supra l38G-H. 
6. See Ch~pte~ 9 at 217, 220 and 222. 
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On the ot~er hand it has been submitted that there are basic differences 
. . -

between the law governing a trade union and the A~t. The fonner is governed 

by the Industrial Conciliation Act, 1956 in which there is no equivalent of 

. s 65(2) of the ~ct. While doctrines of company -·1aw, such as tb_e rule in .. . . . .... 
Foss v Harbottle.or the outsider rule, may be imported into the'law governing 

~ trade union, the· reverse process is not justified since the constitution of 

the trade union does not derive i.ts sanction from any statutory section akin to . 
. . 

} 
l 
l 

! 
j 
) 

i 

I 
y 
I 
~ 
I 

! 
r , 
t s 65(2) of the Act. The analogy with Grundling v Beyers, where by a parallel 
I 

of reasoning a member qua member might have a personal right under the constitution, j - . . 
ar~sing out of a wrong done to him~ outsider, has therefore only a limited !; 
application to the present enquiry. l 

4.6 Severability of articles having rega·rd to the outsider rule 

It is submitted that, as ;~ __ English· law, the constitutio_n which contains 
. . 

- - outsider rights does not become totally unenforceable. It may be divisible 

or severable. 1 

Since there is no. taint of ille_gality in .regard to outsider rights,· 

there is a strong. probability that the law will enforce the· unobje·ctionable-

. part of the· agreement, while rejecting the other.2 However, fo order to 

· pennit of severance, the two parts of the contract must be·expressed in such 

. a- way as to show that the notion of separa.te undertakings was present _to the 

_ _parties' minds·. This is a question of fact in each case. I~ is submitted,·. 

. however, that the· likelihood is that questions regard•ing outsider rights in . . . 

the articles are usually remote from the minds of corporators, let alone the 

possibility of suc.h separate undertakings. 

5. Conclusion · 

The·_ importanc~ of th_e outsider rule for the· concept of the company . 

constitution as a contract, is that it limits the enforce~bility of that 
. . . 

· .... contract to rights therein conferred on the members in their capacity as 

members., 

1. 
2. 

~See Chapte~ 8 at 205 and.Chapter 11 at.250. 

Midd.leton v Carr 1949 (2) SA 374 (A) 391. 
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•; .,, ... , 
.] 

Its reception into South_ African law ha~ been larg~ly an uncritical 
one, since no attempt h~s been made .to assess its validity. ~ 

_jY 

This. -is amply illustrated by the manner of its treatment in De Villiers' 
case1 and in Gohlke's case.2 In both these cases, the matter was taken largely 
for grante~. tn th~ same way, no S~u~h African court has challenged th~ 
erroneous view taken by Astbury J in Hickman's case of the Eley cases. 3 For 
example, Hahlo has cited Eley's case in support of his view that the constitution 
is only enforceable as a contract insofar as it contains provisions which affect 
him as a member. 4 The actual basis of the·cas~, it has been suomitted, is that 
Eley had n~ 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 compan; and the merribers. 5 

It has been submitted that the tests in Rosslare's case for deter~ining 
. whether rights are given .9.!:@. member or~ outsider, are unsatisfactory. 6 The 

effe~t of these tests is that, in all cases, the matter will depend on the 
circumstances. 

.- Finaliy, the most powerful prgument against th~ outsid~r 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 bi~ding on the parties there~o. 7 · 
.Jhis can only mean that all rights and -Obligations contained in the constit_ution 
are- enforce~b 1 e,. anc:\ not· merely those conferred on members in their capacity as 
members. 

It is submitted that, as in English law, so too in South Afric~n law, the 
outsider 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· its·members; unless they contradict the general 
law or any express or implied provision of the Act.~ 

1. De Villiers v Jacobsdal Saltworks 1959.(3)_ SA 87"3 (0). . 

2. Gohlke and Schneider v·Hesties Minerale (Edms)Bpk 1970 ·(2) S-A 685 (A). 

3. See Chapter Sat 199 and 207. 
4. Hahlo 89. 

5. See Chapter 8 at 201 and 207. 
6. See above at 2g5-297. 

7. See above at 291-295. 

8. Rosslare {Pty) Ltd v Registrar of Companies 1972 (2) SA 524 (D) 525H. 
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