
	
Business Law and Practice

Tutorial 8:  Company Shares




Outcomes

As a result of this Tutorial, you will be able to:

· Advise on the extent of directors’ powers in relation to a transfer of shares.

· Explain the component elements of a share transfer article.

· Explain the procedure required for a company to issue ordinary shares.


Materials and preparation needed

For this Small Group Session you must:

· Refresh your memory on the on-line Lecture on Company Meetings (as well as the Company Procedure Example which follows it) and listen to the two on-line Lectures on Company Shares. Make notes using the PowerPoint slides relating to these on-line Lectures.

· Read the following sections of the Companies Act 2006:

· s113
· s125
· s248
· s355
· s549 – s550
· s554 – s555
· s560, 561 and s563
· s569 
· s769








Task 1
You are still a trainee solicitor in the Corporate Department of Trinity Solicitors.
You and your supervisor meet with a new client, Elliott Armitage.  Elliott tells you that he has recently resigned from his position as Creative Director with ‘Trinkets’ a monthly magazine. His departure was amicable and he received a “goodbye” payment of £50,000 which he is keen to invest in a new business venture.
Last month Elliott was approached by Peter Griffin, the Managing Director and Chairman of Toys Limited (‘Toys’), a wholesale supplier of executive toys and gadgets. Toys is a major advertising client of Trinkets and so Elliott is well known to Peter as was his departure from the magazine.
Peter believes that Elliott's experience in the executive toy business will enable him to spearhead changes to revitalise Toys’ business. It is also proposed that Elliott use the payment he received from Trinkets to buy shares in Toys.   
In preparation for the meeting with Elliott you did a company search on Toys and obtained Toys’ Articles of Association (see Attachment 1). You note from your company search that Toys was incorporated in 2011. Its only directors are Peter Griffin, his wife Lois, and Cleveland Brown. Peter is the Chairman.
Toys’ issued share capital comprises 1,000 ordinary shares of £1 each all of which are fully paid.   Peter holds 750 of these shares, Lois holds 150 shares, and the remaining 100 shares are held by Cleveland.  
It has been agreed that Lois will sell her shares and resign from her position in the company.     
Elliott advises you that the parties have agreed to implement the following proposals as soon as possible:
· Elliott to buy Lois’ shareholding of 150 shares of £1 each for £40,000.
· Elliott to take up full-time employment with Toys as its Innovations Director. He will be granted a 3 year service contract.

Elliott has been advised that Cleveland is likely to “go mad” when he hears of the plan and is willing to do everything in his power to block the proposals.

Question 1
On the basis of the Articles of Association of Toys, consider whether Cleveland will be able to use his power within the company as director to block the proposed transfer of Lois’ shares to Elliott. 

What would be the situation if the company did not have this special article and was just relying on the MAA? 
Answer 
Initial Plans

1. Decision to register transfer of shares will be a board decision under articles (Art 3).

1. Any director can convene a board meeting (Art 9). Clement cannot prevent this.

0. Quorum is 2 under Art 11(2).  S177 declaration of interest not relevant as a transfer of shares is not a proposed arrangement with the company. 

1. Under the articles there are no pre-emption rights by virtue of which Cleveland could insist on existing shareholders having the opportunity to acquire any shares offered for sale.

1. Share transfers that must be registered (mandatory categories) are set out in special Art 26.3(a). 

1. These include transfers to members of family of members and existing members.

1. Member of family defined in special Art 26.4(b).

1. Elliott is not an existing member or a member of the family of a member. Therefore not in any mandatory category and so under Art 26.6 the board has a total discretion. 

1. Cleveland is in a weak position at board level as Lois and Peter can outvote him and the transfer will be registered. 	

1. Directors owe a duty to the company to use their powers in good faith to promote the success of the company for the benefit of its members as a whole – s172 CA 2006. It would be extremely unlikely that Cleveland could successfully challenge the Directors exercise of the power to approve the transfer on the basis of the information provided.

					
What would be the situation if the company did not have this special article and was just relying on the MAA? 

No difference. Reg 26(5) states that:

‘The directors may refuse to register the transfer of a share, and if they do so, the instrument of transfer must be returned to the transferee with the notice of refusal unless they suspect that the proposed transfer may be fraudulent.’

This means that if this were to be the case the board could still refuse registration but won’t do on our facts. 

	
Attachment 1 




Extract from Articles of Association

PRELIMINARY

(a) The Regulations  contained in Model Articles of Association (MAA) shall apply to the Company save in so far as they are excluded or varied hereby and such Articles (save as so excluded or varied) and the Articles hereinafter contained shall be the Articles of the Company.

(b) In these Articles the expression “the Act” means the Companies Act 2006, but so that any reference in these Articles to any provision of the Act shall be deemed to include a reference to any statutory modification or re-enactment of that provision for the time being in force.

26. 	TRANSFER OF SHARES


26.1	Model Article 26(1) is modified by the addition of the words "and, if any of the shares is nil or partly paid, the transferee" after the word "transferor".

26.2	Notwithstanding Article 26.3, the directors may refuse to register a  transfer or, as the case may be, transmission of a share:

(a) where the share is not fully paid and the transfer or transmission is to a person of whom they do not approve;

(b) on which the Company has a lien; or

(c) if they suspect that the proposed transfer or transmission may be fraudulent.

26.3	Subject to Article 26.2, the directors shall register the transfer or transmission of any shares:

(a)	to a member of the family of a member or a member of the family of a deceased member;

(b)	to any person or persons acting in the capacity of trustee or trustees of a trust created by a member (by deed or by will) or, upon any change of trustees of a trust so created, to the new trustee or trustees (so that any such transfer shall be registered pursuant to this paragraph only if such shares are to be held upon the terms of the trust) provided that there are no persons beneficially interested under the trust other than the member and any member of his family and the voting rights conferred by any such shares are not exercisable by or subject to the consent of any person other than the trustee or trustees of the trust or the member or any member of his family and also the directors are satisfied that the trust is and is intended to remain a trust the sole purpose of which is to benefit the member or any member of his family;

(c)	by the trustee or trustees of a trust to which Article 26.3(b) applies to any person beneficially interested under the trust being the member or a member of his family;

(d)	to the legal personal representatives of a deceased member where under the provisions of his will or the laws as to intestacy the persons beneficially entitled to any such shares, whether immediately or contingently, are a member or members of the family of the deceased member and by the legal personal representatives of a deceased member to a member or members of the family of the deceased member; or

(e)	to any other member of the Company.

26.4	For the purpose of this Article 26:

(a)	the word "member" shall not include a person who holds or, in the case of a deceased member, held shares only in the capacity of trustee, legal personal representative or trustee in bankruptcy but shall include a former member in any case where the person concerned ceased to be a member as a result of the creation of the relevant trust; and

(b) the following persons are a member of the family of a member:

(i) the member’s spouse or civil partner; 

(ii) any other person (whether of a different sex or the same sex) with whom the member lives as partner in an enduring family relationship; 

(iii) the member’s children, step-children or adopted children; 

(iv) the member’s parents,

(v) a grandparent, great grandchild or grandchild of the member;

(vi) a sister, step-sister or half-sister or brother, step-brother or half- brother of the member;

(vii) an aunt or uncle, or nephew or niece of the member; 

(viii) any children, step-children or adopted children of a person within paragraph (ii) (and who are not children, step-children or adopted children of the member); and

(ix) any children, step-children or adopted children of any person within paragraph (vi).

and subject to Article 26.5, where the member is deceased the definition in this Article 26.4(b) shall be read and construed so as to relate to a member of the family of the deceased member.

26.5	For the purposes of Article 26.4(b)(ii), a person lived as partner of a deceased member in an enduring family relationship, if he lived in an enduring family relationship with the deceased member at any time in the two years prior to the deceased member’s death.

26.6	Subject to Article 26.3, the directors may refuse to register the transfer of a share, and, if they do so, the instrument of transfer must be returned to the transferee together with notice of refusal giving reasons for such refusal as soon as practicable and in any event within two months after the date on which the instrument of transfer was lodged for registration, unless the directors suspect that the proposed transfer was fraudulent.

	

Task 2 – Multiple Choice Questions (Reproduced from the University of Law SQE Sample Questions)

Question 1 
A private company was incorporated in 2015 and has the Model Articles of Association with no amendments. The directors of the company propose to allot 1,000 ordinary shares for cash consideration. To date, no resolutions concerning the allotment of shares have been passed. 

Which of the following statements best explains why the shareholders of the company do not need to pass an ordinary resolution to give the directors authority to allot the shares? 

A Because the company is allotting shares in return for cash so no authority is required. 

B Because the company is a private company with one class of shares so the directors already have permission to allot shares. 

C Because company directors can always allot ordinary shares without permission from the shareholders. 

D Because the shares to be allotted are not equity securities. 

E Because directors are permitted to allot up to 1,000 shares without shareholder approval

Answer
Option B is correct. The company was incorporated after the Companies Act 2006 (‘CA 2006’) came into force and is a private company with only one class of shares – this must be the case because it has the Model Articles and no resolutions relating to allotment have been passed, so there cannot be any other types of share. No amendments have been made to the articles that might restrict the directors’ authority to allot. The directors therefore already have authority to allot the shares under s 550 CA 2006. Option A is wrong because the fact that the shares are being allotted for cash does not change whether authority is required or not. Option C is wrong because sometimes directors do need permission to allot shares, depending on the company’s articles, the type of share and company, and when it was incorporated. Option D is wrong because ordinary shares are equity securities. Option E is wrong because there is no such rule that directors can allot up to 1,000 shares without shareholder approval. 

Question 2 
A private company incorporated in 2015 has the Model Articles of Association with no amendments. It has two shareholders, a woman and a man, who are also the only two directors of the company. Each shareholder holds 50,000 ordinary £1 shares. The shareholders have agreed in principle that the company will buy back 25,000 shares from the man for £40,000. The company’s distributable profits are £175,000 and its net assets are £800,000. Assume that the shareholders have not passed any relevant resolutions. 

Which of the following best describes what shareholders’ resolutions would be required to effect the buyback described above? 

A One ordinary resolution, to authorise the buyback. 

B One ordinary resolution to authorise the buyback and one special resolution to authorise the use of capital. 

C One ordinary resolution to authorise the buyback and a second ordinary resolution to authorise the use of capital. 

D No shareholders’ resolutions would be required because the company has the Model Articles of Association. 

E One special resolution, to authorise the buyback

Answer 
Option A is correct. This is clearly a buyback out of profits, not capital, because the company’s distributable profits of £175,000 are enough to cover the agreed price for the buyback (£40,000). The net assets figure does not change the position. Accordingly, only one ordinary resolution is needed (s 694 CA 2006) to authorise the buyback. Options B and C are wrong because this is not a buyback out of capital. Options D are E are wrong because one ordinary resolution is required.

Question 3 
A private company has four shareholders, a chemist, a translator, a software developer and a biologist, who are also the four directors of the company. The company has the Model Articles of Association with no amendments. It has an issued share capital of £100,000 ordinary £1 shares. The chemist owns 25,000 shares, the translator owns 50,000 shares, the software developer owns 15,000 shares and the biologist owns 10,000 shares. The software developer then sells 5,000 shares to each of the other three shareholders. 

Which of the following describes the chemist, the translator and the biologist’s percentage shareholdings following the transfer of the software developer’s shares as described above? 

A The chemist owns 25%, the translator owns 50% and the biologist owns 10% of the company’s shares. 

B The chemist owns 35%, the translator owns 65% and the biologist owns 12% of the company’s shares. 

C The chemist owns 29%, the translator owns 59% and the biologist owns 12% of the company’s shares. 

D The chemist owns 30%, the translator owns 55% and the biologist owns 15% of the company’s shares. 

E The chemist owns 25%, the translator owns 50% and the biologist owns 15% of the company’s shares.

Answer 
Option D is correct. Each of the remaining shareholders obtains 5,000 more shares of the 100,000 in issue, giving the chemist 30,000, the translator 55,000 and the biologist 15,000 shares. So the chemist has 30,000/100,000, ie 30% of the shares, the translator has 55,000/ 100,000, ie 55% of the shares, and the biologist has 15,000/100,000, ie 15% of the shares.
1


