MACFARLANES

UNFAIR PREJUDICE PETITIONS -
LESSONS TO BE LEARNT AND RECENT DEVELOPMENTS

When entering into a corporate relationship, few contemplate an
acrimonious split some years down the line. Even with carefully
documented agreements, including exit provisions, relationships
can turn sour and expectations may not be met. Whether a majority
or a minority investor, it is important to understand the remedy of
unfair prejudice both to ensure you can best guard against it and
utilise it should the need arise.

Whilst there are a number of causes of action for aggrieved
shareholders, we are seeing an increased use of the statutory
protection afforded for unfair prejudice, notwithstanding it being an
expensive and fraught process. This is often a process called upon
to bring the relationship to an end but is equally an effective tool

to take control of a company or ensure that conduct is regulated
going forward.

This eBulletin summarises the grounds for bringing an unfair
prejudice petition and draws some lessons to be learned from four
recent cases this year.

TOP TIPS TO AVOID OR REDUCE THE IMPACT OF AN UNFAIR PREJUDICE
PETITION:

¢ Documentation: Decide what relationship you wish to have
with your fellow shareholders at the outset, and whether you
wish to minimise the risk that your relationship will be found to
be a quasi-partnership. Carefully document this, including any
management rights for shareholders. While a shareholders’
agreement is not by itself inconsistent with a quasi-
partnership, shareholders’ agreements which contain clauses
expressly excluding the relationship of trust and confidence
reduce the risk of a finding of a quasi-partnership relationship
(see below for why this matters). Ensure any new agreements

or understandings are properly reflected in the documentation.

¢ Record keeping: Where the minority shareholders are
likely to be adversely impacted by a decision, make sure the
company properly documents why that decision is in the best
interests of the company (as opposed to in the best interests
of some of the shareholders).

¢ Avoid a conflict: Where directors use their powers to pursue
their own interests (or those on whose behalf they have been
nominated) as shareholders, not only is this at risk of being
a breach of fiduciary duty but also grounds for an unfair
prejudice petition.

¢ Separation: Bear in mind that an individual’s conduct as a
director does not mean that they can be deprived of their
shareholder’s interests. If faced with a difficult situation with
a director/shareholder, take care not to trespass on their
shareholder’s interests (which can include a right to be
involved with management of the business).

If unavoidable, you may need to consider making them a fair
offer for their shares.

¢ Valuation: Unfair prejudice disputes are costly, time
consuming and often involve “airing dirty laundry in public”. As
the petitioner's goal is likely to be a share buyout, consider
whether it is possible to value the shares and make an early
offer to buy the minority's shares. This will involve seeking
early expert advice on the value of the shares.

¢ Resolution: A straightforward valuation of the petitioner's
shares might give rise to difficulty. There may be other issues
that need to be determined first before a valuation can be
carried out, such as what adjustments should be made to
reflect any breaches of duty by the majority shareholders.
Think creatively in coming up with alternative solutions that
might work.

GROUNDS FOR BRINGING AN UNFAIR PREJUDICE PETITION

The basis of unfair prejudice actions is statutory. The testis set
out in section 994 of the Companies Act 2006. In order to bring
a successful unfair prejudice action, three requirements must be
satisfied:

1 The conduct complained about must be conduct of the
company’s affairs.

The concept of a company’s affairs is broad. It includes anything
which might properly come before the board for consideration.
Matters concerning both a parent company or a subsidiary
company can be caught as impacting upon a company’s affairs. It
captures both acts and omissions.

While it does not capture the activities of shareholders among
themselves (such as dealings with their shares) it will bite if

those activities translate into acts or omissions of the company.

A shareholder casting its vote is an exercise of that shareholder’s
private rights, and not of itself conduct of the company's affairs.
However, the passing of a shareholder resolution pursuant to which
a company does or does not take a step, is an act of the company
which is capable of founding an unfair prejudice petition.

2 The conduct must prejudice the petitioner’s interest as a
shareholder

The petitioner must be a shareholder (they can be the majority
shareholder). Beneficial owners of shares held by nominees may
not petition. Equally, a petitioner cannot use this remedy to protect
his rights as a director (save for where there is a quasi-partnership)
or a creditor.

The main sources of a shareholder’s interest in the company
are, most obviously, the company’s memorandum and articles of
association. Prejudice to the petitioner’s interest as a shareholder



generally requires damage to the financial position of a shareholder
(such as damage to the value of a shareholding). Unfair prejudice
actions are often premised on a shareholder's expectation that
they have a right to be a director or a right to be involved in the
company's management from which they have been excluded.

3 The conduct complained of must be unfair

There is no provision for “no fault divorce” under the unfair prejudice
regime — unless there is unfairness, the petitioner will not be
entitled to relief. A petitioner will be able to complain of unfairness
where there has been a breach of the company's memorandum or
articles, or where there has been a breach of a collateral agreement
between the shareholders (such as a shareholders’ agreement)

or breach of a legitimate expectation. A company’s conduct will

be unfair where the directors have acted in bad faith or for an
illegitimate, ulterior purpose.

QUASI-PARTNERSHIPS

In some circumstances additional equitable principles apply

which mean that lawful conduct which abides by the company’s
constitutional documents is, nevertheless, inequitable and unfair.
Equitable principles apply where the company is, in reality, a quasi-
partnership and the shareholders have a legitimate expectation
that other shareholders will not exercise their rights in a way which
would be unfair to them. This will often be the case in small, private
companies. Legitimate expectations only arise in quasi-partnership
relationships. A company may be a quasi-partnership where, for
example: the relationship between the shareholders is formed or
continued on the basis of a personal relationship, involving mutual
confidence; there is an agreement or understanding that all the
shareholders will participate in the management of the business;
or there are restrictions on the ability to freely transfer shares.

Such a relationship can exist even where it is not reflected in any
shareholders' agreement (though a no partnership clause helps to
avoid the risk of a finding of a quasi-partnership).

In a quasi-partnership relationship, there is a presumption that
the exclusion from management of a minority shareholder will
constitute unfair prejudice unless it is accompanied by an offer to
buy the minority’s shares at a fair value'.

REMEDIES - WHAT CAN YOU EXPECT?

The court has a wide discretion to make any order it thinks fair
and equitable which is most likely to remedy the unfair prejudice
suffered?. The remedy is adaptable and corrective, not punitive.
The court does not have to limit itself to the relief the petitioner
wants or desires, and a successful petitioner is not entitled to

! See Re BC&G Care Homes Ltd; subnom Crowley v Bessell and others [2015]
All ER (D) 115 for a recent example of this.
2 See Thomas v Dawson [2015] EWCA 706 by way of example.

any particular form of relief. The discretion is so wide that the
petitioner's own conduct may be taken into account in deciding
whether and what relief to grant.

However, the most commonly sought relief and the most popular
order is an order that the majority buy the petitioner's shares. This
severs the relationship between the parties and provides a clean
break.

The court encourages fair value offers to be made to the petitioner
to buy them out at a price to be determined by an independent
valuer. Thought should be given to this option at an early stage of
an unfair prejudice petition as an unreasonable refusal to accept
an offer can provide grounds to strike out the petition wholesale.
However, even if this is accepted in principle, there may still be
various issues which need to be determined before a fair valuation
can be carried out (such as whether the petitioner's conduct should
be taken into account).

Other remedies the court may order include:

¢ anorder that directors transfer property to the company which
was acquired by them in breach of their fiduciary duties;

¢ anorder requiring the company to refrain from, or to do, a
particular act;

¢ anorder authorising the petitioner to bring civil proceedings in
the name of the company;

¢ anorder that the petitioner’s shares be bought out;

¢ itis possible, but rare, for the court to order a company to
distribute its assets to the shareholders:; or

¢ the court also has the power to order the minority to purchase
the majority’s shares, but again this is rare as the majority
are usually better placed to continue to run the company’s
business and the minority shareholder usually has insufficient
funds to buy out the majority shareholders.

VALUATION - KEY PRINCIPLES

If the court orders the shares to be bought out, then the court

will require the assistance of an expert valuer. The basis of that
valuation is an important and often costly issue. If itis inevitable
that an unfair prejudice dispute will end in an independent valuation,
consider seeking to narrow the factual issues in dispute at an early
stage and obtain an early valuation (in agreement with the other
side). This will help to focus settlement discussions and could assist
with cutting through parts of a costly court process.

Minority shareholdings are usually subjected to a pro rata value
discount. There is no rule about what that discount should be, and
the level of the discount is something a valuer will opine on having



regard to a multitude of factors including the voting rights attached
to those shares, any directorship rights and the likely identity of
abuyer. In the context of an unfair prejudice petition, the value

of a minority shareholding will not usually be discounted when

the company is a quasi-partnership. In those circumstances, it is
more usual for the court to simply value the shares by reference
to a pro rata value of the company as a whole. Conversely, where
the company is not a quasi-partnership, a discount will usually be
applied though not always. Whether the company is a quasi-
partnership or not is therefore acutely important to the value of the
claim.

The court may also make other adjustments to the valuation in
order to achieve a fair result. It may, for example, order that the
valuation be made on the hypothetical basis of various factual
assumptions which seek to put the petitioner back in the position
he/she would have been in but for the unfairly prejudicial conduct.
Equally, it may seek to compensate the petitioner for the unfair
prejudice suffered even where that did not significantly impact upon
the value of the shareholding®.

The date of the valuation is generally the date of the order for the
purchase of the shares. However, this is subject to the court's
discretion®. If valuing the shares as at the date of the order is likely
to cause unfairess, the court will choose a different valuation date.

Finally, the fact that the majority shareholders might not be able

to afford to buy the minority shareholder’s shares will not stop the
court making such an order, although the court has in some cases
ordered payment on deferred terms.

The recent cases that form the basis for this note are listed below.
For a more detailed summary please click on the relevant links:

¢ Arbuthnott v Bonnyman: The case of Arbuthnott v Bonnyman
& Ors[2015] EWCA Civ 36 demonstrates the use of the
unfair prejudice remedy (unsuccessfully in this case) to

¢ Thomas v Dawson: The case of Thomas v Dawson[2015]

EWCA 706 demonstrates the breadth of the discretion
conferred on the court when ordering relief under s.994.
Despite the Company being balance sheet insolvent, the court
ordered that the petitioner be granted an option to purchase
the majority’s shares at a fixed price and be permitted to
continue to have conduct of the management of the company.

¢+ Re BC&G Care Homes Ltd: The case of Re BC&G Care

Homes Ltd; subnom Crowley v Bessell and others [2015]
AllER (D) 115 (Jun) demonstrates the impact of a quasi-
partnership on the available relief. As a useful reminder of past
authorities, it was held that in such circumstances, the removal
of the petitioner’s right to be involved in the management

of the company was unfair in the absence of a fair offer to
acquire his shares.

¢ Birdiv Specsavers: The case of Birdi v Specsavers Optical

Group Ltd & Ors[2015] EWHC 2870 demonstrates the
impact of wrongdoing on a fair valuation of shares and how
things can go wrong when directors use their powers to
pursue their own interests. The court ordered that the price
payable for a petitioner’s shares should include a sum to make
good the prejudice that has been unfairly suffered by Mrs
Birdi, even though the prejudice did not depress the value of
the company or Mrs Birdi's shares.
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MACFARLANES
RECENT CASES - SUMMARY

ARBUTHNOTT V BONNYMAN

The case of Arbuthnott v Bonnyman & Ors [2015] EWCA
Civ 536 demonstrates the use of the unfair prejudice remedy
(unsuccessfully in this case) to challenge the exercise of
rights under the articles by the majority shareholders. This
case confirms the circumstances in which an alteration to a
company'’s articles may be challenged as invalid.

A retired partner from a private equity business (Charterhouse)
claimed unfair prejudice in relation to the acquisition of his
shares in Charterhouse Capital Limited by the remaining
partners. The retired partner alleged that an amendment to
the company'’s articles, so as to include an additional majority
“drag” provision, was designed to facilitate the expropriation of
his shares at a gross undervalue rather than for any genuine
corporate purpose.

The claim failed largely because, on the facts, the amendments
to the articles amounted to no more than a “tidying-up” exercise
of existing provisions, there was no evidence of bad faith or
improper motive on the part of the respondents and the
claimant was unable to demonstrate that no reasonable
person could have thought the amendment was in the
best interests of the company.

The judgment contains a useful explanation of the common
law principles, which govern the circumstances in which an
alteration to a company'’s articles may be challenged as invalid.
The key points can be summarised as follows:

¢ Apower to amend a company’s articles is not without
limitation - even if it is exercised by a requisite majority of
the shareholders.

¢ Apower to amend the articles will be validly exercised if it
is exercised in good faith in the interests of the company.

¢ Provided that the shareholders genuinely believe that
an amendment is in the interests of the company, and
provided that this is not a view that no reasonable person
could hold, a proposed amendment cannot be challenged
on the basis that one or more of the shareholders was
actually acting under some mistake of fact or lack of
knowledge or understanding.

¢ The mere fact that the amendment adversely affects,
and even if it is intended adversely to affect, one or more
minority shareholders and benefit others does not, of itself,
invalidate the amendment if the amendment is made in
good faith in the interests of the company as a whole.

¢ Apower to amend will also be validly exercised if it only
affects the shareholders’ interests and not the interests of
the company itself, provided that the amendment does not
amount to oppression of the minority or is otherwise unjust
or is outside the scope of the power.

¢ The burden of proof lies with the party who alleges that a
power to amend has been invalidly exercised.

As explained above, these are common law principles but
it is clear that any amendment which offends against these
principles would also engage s5.994.

THOMAS V DAWSON

The case of Thomas v Dawson [2015] EWCA 706
demonstrates the breadth of the discretion conferred on the
court when ordering relief under s.994. Despite the Company
being balance sheet insolvent, the court ordered that the
petitioner be granted an option to purchase the majority’s
shares at a fixed price and be permitted to continue to have
conduct of the management of the company.

The case involved a breakdown in the relationship between
the two 50/50 shareholders (and directors) of the relevant
company, following which one of the shareholders (Mr Thomas)
continued to manage the business (a quasi-partnership
company that ran a residential care home). The other
shareholder (Ms Dawson) refused to consent to the payment
of a proper salary to Mr Thomas or to allow Mr Thomas to
access the company’s funds. Mr Thomas therefore issued an
unfair prejudice petition. The trial judge found that the financial
management of the company had broken down and that this
was to the prejudice of the members generally.

The imaginative relief granted was an option for Mr Thomas

to acquire Ms Dawson'’s sole share for £55,000. The trial
judge made this order notwithstanding the fact that the expert
evidence before the court suggested that the company was
balance sheet insolvent (but not unable to pay its debts as they
fell due).

The Court of Appeal upheld that this decision, finding that it
was well within the ambit of the very wide discretion conferred
upon the first instance judge. Although the judge’s solution was
“in certain respects, unusual’, and it did not necessarily secure

a clean break between the parties (as Mr Thomas was not
obliged to exercise the option) he was entitled (and correct) to
attribute a significant positive value to the company (as opposed
to a merely nominal value). The Court of Appeal identified a
number of advantages for Mr Thomas in obtaining control of the





company, including an income stream, free board and lodging

at the care home and the ability to enforce a judgment debt
owed by Ms Dawson to the company and to procure the non-
enforcement of a judgment debt owed by him to the company
(the debts were incurred as a result of derivative actions
brought by both sides). The Court of Appeal also said that it was
entitled to infer, from Mr Thomas' vigorous pursuit of the appeal,
that he wished to obtain ownership and control of the company
“as something of real value to him".

RE BC&G CARE HOMES LTD

The case of Re BC&G Care Homes Ltd; subnom Crowley v
Bessell and others [2015] All ER (D) 115 (Jun) demonstrates
the impact of a quasi-partnership on the available relief. As

a useful reminder of past authorities, it was held that in such
circumstances, the removal of the petitioner’s right to be
involved in the management of the company was unfair in the
absence of a fair offer to acquire his shares.

Mr Crowley had entered into a partnership with two others

(the respondents) to set up and run care homes. The parties
subsequently set up a company, BC&G Care Homes Ltd, to
run the business. Each of the partners was appointed as a
director and received one third of the share capital. The parties’
relationship subsequently broke down. The respondents
alleged that Mr Crowley had diverted business away from the
company, employed family members in the business contrary
to a prior agreement not to do so and had failed properly to
account for payments made out of company funds. Mr Crowley
was removed from his positions as director and employee of
the company. He then presented a petition for unfair prejudice
under s.994 of the Act.

It was not disputed that Mr Crowley’s removal as director and
employee amounted to conduct of the affairs of the company
for the purposes of s.994. The judge was also clear that Mr
Crowley's removal (without an offer to buy his shares) was
prejudicial (he rejected a submission that his interests had not
been prejudiced because the value of his shareholding had
not gone down). The main issue, therefore, was whether the
removal was unfair. On that point, the court found as follows:

1. BC&G Care Homes Ltd was operated as a quasi-
partnership. The parties had reached an agreement or
understanding, when they incorporated the company,
that the business would be run in the same way that it
had been run when it was a partnership. This included an
understanding, for example, that Mr Crowley would be
entitled to be a director of the company, and have day-

to-day responsibility for the running of the business so
long as he remained a shareholder. Such agreements and
understandings do not have to be enforceable as contracts
at common law to be operative for the purposes of s.994.
As a result, there were “equitable constraints” on the
respondents’ rights under the company’s constitution.

2. On the face of it, Mr Crowley's removal as director
and employee, in breach of the parties’ agreement or
understanding, was unfair.

3. MrCrowley's equitable entitlement to remain a director
and day-to-day manager was not absolute, irrespective of
how he behaved. The question was whether the removal
of the petitioner as director and employee, without any
offer to buy his shares, was a proportionate and justifiable
response to what the petitioners had discovered about his
conduct. The judge answered that question in the negative:
many of the factual allegations against the petitioner were
unfounded and the respondents had acquiesced in much
of what he had done by not objecting to the conduct when
they found out about it.

The judge concluded, therefore, that none of the allegations
concerning Mr Crowley’s conduct justified his exclusion
while leaving him “locked into” the company. His exclusion
was in breach of understandings and agreements underlying

his position as shareholder whereby he could expect to remain
a director and employee and was therefore unfairly prejudicial to
his position as a member. Accordingly the judge made an order
for Mr Crowley’s shares to be purchased by the respondents
and for steps to be taken for him to be released from a
guarantee given to the company’s bankers (and for him to be
indemnified in the meantime). The purchase price for the shares
was to be calculated by an independent expert. The judge
directed (as is usual in quasi-partnership cases) that there be no
discount to reflect the fact that it was a minority shareholding.

BIRDI V SPECSAVERS

The case of Birdi v Specsavers Optical Group Ltd & Ors [2015]
EWHC 2870 demonstrates the impact of wrongdoing on a

fair valuation of shares and how things can go wrong when
directors use their powers to pursue their own interests. The
court ordered that the price payable for a petitioner's shares
should include a sum to make good the prejudice that has been
unfairly suffered by Mrs Birdi, even though the prejudice did not
depress the value of the company or Mrs Birdi's shares.





The petitioner, Mrs Birdi, brought an unfair prejudice in relation
to Dartford Specsavers Ltd (the company). The company was

a joint venture which ran a branch of Specsavers opticians in
Dartford. Mrs Birdi was one of two holders of A shares in the
company. Together with the other holder of A shares, she was
responsible for the day-to-day running of the company. Holders
of A shares were entitled to a salary and the profits of the
company by way of dividends. Specsavers Optical Group Ltd
(SOG) was the holder of B shares. It did not receive a dividend
but was entitled to a management fee based on turnover and
had effective control of the board because it could appoint the
chairman who had the casting vote. Specsavers appointed itself
and Dame Mary Perkins (a co-founder of Specsavers) as the B
directors. The relationship between the parties was governed
by the articles of association, a shareholders’ agreement, and
service agreements.

Mrs Birdi alleged that Specsavers and the other holder of A
shares (a Mr Singh) had conducted the affairs of the company
in an unfairly prejudicial manner. The issues before the court
were whether SOG or Mr Singh had breached their contractual
or fiduciary duties and, if so, whether that warranted an
adjustment to the price payable for the shares pursuant to the
independent valuation.

BREACH OF DUTIES AND UNFAIR PREJUDICE

Mrs Birdi's primary submission was (broadly) that Specsavers
(and Mr Singh) used their powers not bona fide in the interests
of the company but to benefit themselves at her expense,
ultimately with the aim of getting her out of the company. The
judge accepted that, if these allegations were made out, it was
clear that this would amount to unfairly prejudicial conduct.

On the facts, the judge found that three of six matters
complained of by Mrs Birdi constituted breaches of contractual
or fiduciary duties by Specsavers. Of those three matters one
was found to have caused neither loss to the company nor
prejudice to Mrs Birdi. In relation to the other two, the judge
found, without “any difficulties”, that they satisfied the test for
unfair prejudice.

Many of the issues in dispute were fact specific and a full
explanation of them is outside the scope of this note. However,
it is worth considering one of Mrs Birdi's allegations as an
illustration of how things can go wrong when directors use their
powers to pursue their own interests (or the interests of the
shareholder that appointed them) rather than the best interests
of the company.

One of Mrs Birdi's claims arose out of a series of thefts
committed by a Mr Patel, who was the A shareholder before Mr
Singh. On discovering the thefts, SOG persuaded Mr Patel to
resign and to sell his A shares to it, using the threats of a full-
scale disciplinary process and criminal proceedings as leverage.
As part of the deal, SOG did not recover for the company the
sums that Mr Patel had taken (instead they were taken off the
purchase price for the shares). The difficulty here was that,

in dealing with Mr Patel, SOG was purporting to act for the
company but, in buying the A shares at a low price, it was acting
in its own interests. The SOG employee who dealt with Mr Patel
subsequently admitted, in cross examination, that he had not
considered the capacity in which he or SOG was acting. The
judge described this as ‘a lamentable failure to operate, or even
fo understana, the corporate structure which Specsavers had
put in place”and found that SOG had breached its duty to avoid
conflicts of interest (now contained in s.175(1) Companies Act
2006) by using information obtained about the thefts to acquire
the shares cheaply for itself.

On the facts the judge found that this did not amount to unfairly
prejudicial conduct because it did not prejudice Mrs Birdi's
interests as a shareholder or cause the company any loss (SOG
was able to rely on an overpayment made in another respect
which more than compensated for the sums stolen by Mr Patel).
However, this example serves as a useful reminder that
directors owe their duties to the company, and not to their
appointors under a shareholders’ agreement, and that
directors’ powers must be exercised in the best interests
of the company. A failure to comply with this requirement may
found allegations of unfair prejudice (as well as giving rise to
claims against the directors personally).

Mrs Birdi also alleged (albeit as a secondary submission)

that decisions affecting the company were not made in
accordance with the agreed procedure in the shareholders’
agreement. However, the judge found on the facts that, whilst
certain procedures had not been complied with, the outcome
would have been the same if the proper procedures had been
followed. These failures, therefore, were not unfairly prejudicial
as no unfairness had been caused as a result of them. In
support of this conclusion, the judge cited Re Sunrise Radio
Ltd[2009] EWHC 2893 (Ch) where HHJ Purle QC said that
irregularities are likely to be ignored if the outcome would have
been no different if the directors had scrupulously observed
their duties.





ADJUSTMENT TO THE PURCHASE PRICE

The second issue that the court had to consider was whether
those allegations of unfairly prejudicial conduct, which were
made out, warranted an adjustment to the purchase price. (As
noted above, the parties had agreed that SOG would purchase
Mrs Birdi's shares at a price to be calculated by an independent
valuer).

The judge held that his power to grant relief under s.994 was
flexible and discretionary and that it was wide enough to order
that the price payable for a petitioner’s shares should
include a sum to make good the prejudice that has been
unfairly suffered by Mrs Birdi, even though the prejudice
did not depress the value of the company or Mrs Birdi’s
shares. Thus there was to be a difference between the value
of the shares and the price payable for them. However, the
judge declined, in the absence of expert evidence, to say what
adjustments should be made to the price. Instead he said

that this was a matter for the independent valuer and made a
declaration that the valuer should make such adjustments as
would compensate Mrs Birdi for the prejudice that she had
suffered.
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