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SUMMARY

Section 71(3) of the Companies Act 71 of 2008 has introduced into South African company
law a provision which for the first time permits the board of directors to remove another director
from office in certain specific instances. A further significant innovation in the Companies Act
71 of 2008 is contained in section 162, which empowers a court to make an order declaring a
director delinquent or placing him under probation in specific instances. The effect of section
162 is that a court is empowered to remove a director from the board of directors. The focus of
this thesis is the removal of directors from office by the board of directors and by the judiciary.
The thesis explores the underpinning philosophy of the statutory provisions relating to the
removal of directors from office. It also examines the impact of the power given to the board
of directors and to the courts to remove a director from office. The grounds and the procedures
for the removal of directors by the board of directors and the judiciary are examined. The
fiduciary duties applicable to directors in removing a director from the board of directors are
also explored. In addition, this thesis examines the removal of directors holding multiple
positions or capacities in relation to a company, such as an employee or a shareholder with
loaded voting rights. The remedies which may be relied on by a director who has been removed
from office by the board of directors are examined. Recommendations are made to strengthen
and improve the provisions in the Companies Act 71 of 2008 relating to the removal of directors
from office by the board of directors and the judiciary. Amendments to the Companies Act 71
of 2008 are suggested to remove ambiguities; to guard against the abuse of sections 71(3) and
162; to improve the grounds and procedures for the removal of directors by the board of
directors and the judiciary, and to enhance the remedies that may be relied on by a director who

has been removed from office by the board of directors.

Key Terms:

Removal of directors from office; Balance of power between directors and shareholders;
Ineligibility; Disqualification; Fiduciary duties; Automatic termination clauses; Loaded voting
rights; Delinquent directors; Directors under probation; Suspending a delinquency order;

Setting aside a probation order; Damages and compensation for loss of office
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OPSOMMING

Artikel 71(3) van die Maatskappywet 71 van 2008 het ’'n bepaling tot Suid-Afrikaanse
maatskappyreg toegevoeg wat die direksie vir die eerste keer in staat stel om 'n ander direkteur
in sekere spesificke gevalle uit sy of haar amp te verwyder. ’n Verdere belangrike vernuwing
in die Maatskappywet 71 van 2008 word in artikel 162 vervat, wat 'n hof magtig om ’n bevel
uit te vaardig wat 'n direkteur misdadig verklaar of hom of haar in spesificke gevalle aan 'n
proeftydperk onderwerp. Die effek van artikel 162 is dat 'n hof by magte is om ’'n direkteur
uit die direksie te verwyder. Die fokus van hierdie tesis is die verwydering van direkteure uit
hul ampte deur die direksie en die regbank. Die tesis verken die onderliggende filosofie van
die statutére bepalings wat met die verwydering van direkteure uit hul ampte verband hou. Dit
ondersoek ook die impak van die bevoegdheid wat aan die direksie en die howe verleen word
om ’n direkteur uit sy of haar amp te verwyder. Die gronde en prosedures vir die verwydering
van direkteure deur die direksie en die regbank word ondersoek. Die fidusiére pligte van
toepassing op direkteure by die verwydering van ’n direkteur uit die direksie word ook verken.
Daarbenewens ondersoek hierdie tesis die verwydering van direkteure wat veelvuldige posisies
of hoedanighede met betrekking tot 'n maatskappy beklee, soos 'n werknemer of aandeelhouer
met gelaaide stemregte. Die regsmiddele waarop ’n direkteur, wat deur die direksie uit sy of
haar amp verwyder is, kan steun, word ondersoek. Aanbevelings word gemaak om die
bepalings in die Maatskappywet 71 van 2008, wat met die verwydering van direkteure uit hul
ampte deur die direksie en regbank verband hou, te versterk en te verbeter. Wysigings aan die
Maatskappywet 71 van 2008 word voorgestel om dubbelsinnighede uit te skakel; om teen die
misbruik van artikels 71(3) en 162 te waak; om die gronde en prosedures vir die verwydering
van direkteure deur die direksie en die regbank te verbeter, en om die regsmiddele waarop 'n

direkteur wat deur die direksie uit sy of haar amp verwyder is kan steun, te versterk.
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NGAMAFUPHI

ISigaba 71(3) Somthetho weZinkampani 71 ka 2008 sewuze wangenisa emithethweni
yezinkampani zaseNingizimu Afrika, umthetho ongowokuqala ovumela ibhodi labaqondisi
ukuthi libe namandla wokugudluza omunye umqondisi esikhundleni sakhe ngaphansi kwezimo
ezithile. Olunye ushintsho olusha kuMthetho wama-71 weZinkampani ka 2008 uqukethwe
yiSigaba 162, wona ugunyaza inkantolo ukuthi ikhiphe umyalelo owazisa umqondisi ngokuthi
unecala noma obeka umgqondisi ngaphansi kophenyo, phecelezi “probation” ngesinye
isikhathi. Inhloso yeSigaba 162 wukunikeza inkantolo igunya lokugudluza umgqondisi
kwibhodi labaqondisi. Impokophelo yale thisisi wukugudluzwa kwabaqondisi, bagudluzwe
yibhodi labaqondisi kanye nomthetho/nobulungisa. Ithisisi ihlola ifilosofi yemithetho
ekhishiwe emayelana nokugudluzwa kwabaqondisi ezikhundleni zabo, Kanti futhi ihlola
umthelela wamandla anikezwe ibhodi labaqondisi kanye nezinkantolo ukuthi zigudluze
umgqondisi esikhundleni. Izizathu kanye nengqubo elandelwayo mayelana nokugudluzwa
kwabaqondisi yibhodi labaqondisi kanye nomthetho nazo ziyahlolwa. Imisebenzi emayelana
nokuthembeka eyenziwa ngabaqondisi ukugudluza umqondisi kwibhodi labaqondisi nayo
iyacwaningwa Ngaphezu kwalokhu, le thisisi .iphenya ukugudluzwa kwabaqondisi abaqokwe
ezikhundleni eziningi noma abanegunya elithize ngokwengqubo yenkampani,
enjengesisebenzi, phecelezi “employee” noma umabelwa-mashezi onamalungelo amaningi
okuvota, phecelezi, “loaded with voting rights”. Izeluleko ezingasetshenziswa wumgqondisi
ogudluzwe esikhundleni sakhe yibhodi labaqondisi nazo ziyahlolwa. Izincomo nazo ziyenziwa
ngenhloso yokuginisa kanye nokuthuthukiswa kwamandla oMthetho we-71 weZinkampani ka
2008, mayelana nokugudluzwa kwabaqondisi ezikhundleni yibhodi labaqondisi kanye
nomthetho. Izinguquko zoMthetho wama-71 weZinkampani ka 2008 ziqonde ukususa
izixakaxaka, ukulwa nokudlelezelwa kweSigaba 71(3) kanye no 162, ukuthuthukisa izizathu
kanye nezingqubo zokugudluzwa kwabaqondisi yibhodi labaqondisi kanye nomthetho,
ukugqinisa izindlela zokulungisa ezingasetshenziswa wumgqondisi osegudluziwe esikhundleni

yibhodi labaqondisi.
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CHAPTER 1 INTRODUCTION

INTRODUCTION

REMOVAL OF DIRECTORS FROM OFFICE
METHODOLOGY

REFERENCE TECHNIQUES

M w0 Dp R

1. INTRODUCTION

The Companies Act 71 of 2008, as amended (“the Companies Act”) which came into force on
1 May 2011, introduced into South African law a provision which for the first time permits the
board of directors to remove another director from office. This provision is contained in section
71(3) of the Companies Act, and it permits the board of directors to remove a director from
office in instances where a company has more than two directors and a shareholder or director
alleges that a director of the company has become ineligible or disqualified to be a director, or
has become incapacitated to the extent that the director is unable to perform the functions of a
director and is unlikely to regain that capacity within a reasonable time, or has neglected or has

been derelict in the performance of the functions of a director.

Previously, under section 220 of the Companies Act 61 of 1973, only the shareholders were
statutorily empowered to remove a director from the board of directors.! The novel power
conferred by section 71(3) of the Companies Act on the board of directors of a company to
remove a director from office in certain circumstances shifts the balance of power between the
board of directors and the shareholders in that the shareholders no longer enjoy the exclusive

power to remove directors from office.

!'See on s 220 of the Companies Act 61 of 1973 Stewart v Schwab 1956 (4) SA 791 (T); Swerdlow v Cohen and
Others 1977 (3) SA 1050 (T); Amoils v Fuel Transport (Pty) Ltd 1978 (4) SA 343 (W), Barlows Manufacturing
Co Ltd and Others v RN Barrie (Pty) Ltd and Others 1990 (4) SA 608 (C); James North (Zimbabwe) (Pvt)
Ltd v Mattinson 1990 (2) SA 229 (ZHC); J Du Plessis “Praktiese Aspekte Aangaande die Ontslag van
Maatskappydirekteure” 511-516; J Du Plessis “Die Nywerheidshof, Werknemers en Direkteure” 119-122; Kunst,
Delport & Vorster Henochsberg on the Companies Act 422(2)-424 (the previous edition of Henochberg on the
Companies Act 61 of 1973); Beuthin & Luiz Beuthin’s Basic Company Law 209-211; Esser “Company Law and
the Spoliated Director” 135; Beuthin “A Director Firmly in the Saddle” 489; MJ Oosthuizen “Swerdlow v Cohen
and Others 1977 1 SA 178 (W)” 165-169 and Masinire “A Critical Analysis of the Role and Protection of
Shareholders in the Removal of Directors in the South African Companies Act 71 of 2008 1988-1990.
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A further significant innovation in the Companies Act is contained in section 162, which
empowers a court to make an order declaring a director delinquent or under probation under
various grounds.? The effect of an order of delinquency is that a person is disqualified from
being a director of a company.? A delinquency order may be unconditional and subsist for the
lifetime of the director or it may be conditional and subsist for seven years or longer, as
determined by the court.* The effect of an order of probation is that a person may not serve as
a director except to the extent permitted by the order.> A probation order generally subsists for
a period not exceeding five years.® Like an order of delinquency an order of probation may be
subject to such conditions as the court considers appropriate.” The effect of section 162 is that
a court is empowered to remove a director from the board of directors, if any of the grounds

contemplated in the section are applicable.

Section 71(5) further allows the judiciary a say in the removal of a director from office. A
director who was removed from office or a person who appointed that director may apply to
court to review a decision of the board of directors to remove a director from office.
Furthermore, if the board of directors has decided not to remove a director from office, any
director who voted otherwise on the resolution or a shareholder with voting rights entitled to
be exercised in the election of that director may, in terms of section 71(6), apply to court to
review the board’s decision. The court may either confirm the determination of the board of

directors not to remove the director from office or it may itself remove the director from office.®

2 Kukama v Lobelo & Others 2012 JDR 0663 (GSJ); Lobelo v Kukama 2013 JDR 1434 (GSJ); Msimang NO and
Another v Katuliiba and Others [2013] 1 All SA 580 (GSJ); Rabinowitz v Van Graan and Others 2013 (5) SA
315 (GSJ); Grancy Property Limited v Gihwala 2014 JDR 1292 (WCC); Gihwala and Others v Grancy Property
Limited and Others 2017 (2) SA 337 (SCA); Lewis Group Limited v Woollam 2017 (2) SA 547 (WCC).

3 Section 69(8)(a) of the Companies Act. See further Rabinowitz v Van Graan and Others 2013 (5) SA 315 (GSJ)
para 20; Grancy Property Limited v Gihwala 2014 JDR 1292 (WCC) para 159 and Lewis Group Limited
v Woollam 2017 (2) SA 547 (WCC) para 5.

4 Section 162(6) of the Companies Act.

5 Section 69(5) of the Companies Act.

¢ Section 162(9)(b) of the Companies Act.

7 Section 162(10) of the Companies Act.

8 Section 71(6)(b) of the Companies Act.
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The Companies Tribunal is also empowered to remove a director from office in those
companies which have fewer than three directors.’ In such companies the board of directors
may not remove a director from office but a director or a shareholder of the company may
apply to the Companies Tribunal to make a determination on the removal of the director.'” The
Companies Tribunal must exercise its functions in accordance with the Companies Act, and
must perform its functions impartially and without fear, favour or prejudice, and in as
transparent a manner as is appropriate having regard to the nature of the specific function.!! In
carrying out its functions, the Companies Tribunal may have regard to international

developments in the field of company law.!?

A further method under which a director may be removed from office by a court is contained
in section 137(5) of the Companies Act, in terms of which a director of a company that is under
business rescue may be removed from office by a court upon the application of a business

rescue practitioner.!* The grounds under which such an application may be instituted are that

? Section 71(8) of the Companies Act.

10 Section 71(8)(a) and (b) of the Companies Act. The Companies Tribunal was established in terms of s 193(1)
of the Companies Act. It is an independent organ of state which is subject only to the Constitution of the Republic
of South Africa, 1996 (“the Constitution”) and the law, and has jurisdiction throughout South Africa (s 193(1)(a)
and (b) of the Companies Act). Among the functions of the Companies Tribunal are to adjudicate any application
that may be made to it in terms of the Companies Act and to assist in the resolution of disputes as contemplated
in Part C of Chapter 7 of the Companies Act (dealing with the voluntary resolution of disputes) (s 195(1)(a) and
(b)). The Companies Tribunal must also perform any other function assigned to it under the Companies Act or
any law mentioned in Schedule 4 of the Companies Act. Some examples of the laws mentioned in Schedule 4 are
the Close Corporations Act 69 of 1984, the Share Blocks Control Act 59 of 1980, the Co-operatives Act 69 of
1984, the Trade Marks Act 194 of 1993, the Copyright Act 98 of 1978, the Patents Act 57 of 1978, the Designs
Act 195 of 1993 and the Protection of Businesses Act 99 of 1978.

11 Sections 193(1)(c) and (d).
12 Section 193(3)(a).

13 Business rescue proceedings, as defined in s 128(1)(b) of the Companies Act, are designed to facilitate the
rehabilitation of a company that is financially distressed by providing for the temporary supervision of the
company and of the management of its affairs, business and property. Business rescue proceedings entail a
temporary moratorium on the rights of claimants against the company or in respect of property in its possession,
and the development and implementation of a plan to rescue the company. Under the business rescue plan, the
company’s affairs, business, property, debt and other liabilities and equity are restructured. The aim of business
rescue is to maximise the likelihood of the company continuing in existence on a solvent basis. If this is not
possible, an alternative object of business rescue is to restructure the company so as to produce a better return for
the company’s creditors or shareholders than would result from the immediate liquidation of the company. Chapter
6 of the Companies Act regulates business rescue proceedings. For a general discussion of business rescue
proceedings see Loubser Some Comparative Aspects of Corporate Rescue in South African Company Law
(Unpublished LLD Thesis); Delport Henochsberg on the Companies Act 71 of 2008 442-536(8F); FHI Cassim
“Business Rescue and Compromises” in FHI Cassim et al Contemporary Company Law 860-925; Delport New
Entrepreneurial Law 217-237 and FHI Cassim “Business Rescue and Compromises” in Loubser & Mahony
Company Secretarial Practice 26-1-26-45.
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the director in question has failed to comply with a requirement of Chapter 6 of the Companies
Act, or by an act or omission has impeded or is impeding the business rescue practitioner in
the performance of his powers and functions, the management of the company by the

practitioner, or the development or implementation of a business rescue plan.'*

The Memorandum on the Objects of the Companies Bill, 2008 states that clause 71 of the Bill
(now the Companies Act) provides “a more certain and nuanced scheme for the removal of
directors from office”.!> With regard to the application to declare a director delinquent or to
place him under probation under section 162 of the Companies Act, the Memorandum on the

Objects of the Companies Bill, 2008 provides as follows:

“A major innovation of the draft is the introduction of a regime allowing for a court, on application,
to declare a director either delinquent (and thus prohibited from being a director) or under
probation (and restricted to serving as a director within the conditions of that probation). The core
of the regime is set out in clause 162, as one of the remedies available to shareholders and other
stakeholders to hold directors accountable.”!®

These innovations to South African company law are the focus of this thesis. The removal of
a director by the judiciary under section 162 is a “major innovation”, as stated by the
Memorandum on the Objects of the Companies Bill, 2008.!” The removal of directors by the
Companies Tribunal is also examined, albeit briefly. The removal of directors by the
shareholders, which was permitted by the Companies Act 61 of 1973 and which is a study on
its own, is not dealt with in this thesis.!® However, where relevant to this thesis, the removal of

directors by the shareholders will be discussed. The removal of a director from office by a court

14 Section 137(5) of the Companies Act. The right of a practitioner to apply to court for an order removing a
director from office is in addition to any right of a person to apply to a court for an order contemplated in s 162
to declare a director delinquent or to place him under probation (s 137(6) of the Companies Act).

1S Memorandum on the Objects of the Companies Bill, 2008, Companies Bill [B 61D-2008] para 8.
16 Memorandum on the Objects of the Companies Bill, 2008, Companies Bill [B 61D-2008] para 8.
17 Memorandum on the Objects of the Companies Bill, 2008, Companies Bill [B 61D-2008] para 8.
18 For a discussion on the removal of directors by the shareholders under ss 71(1) and 71(2) of the Companies
Act, see Delport Henochsberg on the Companies Act 71 of 2008 273-274(3); Ncube “You’re Fired! The Removal
of Directors under the Companies Act 71 of 2008 33-51; R Cassim “Governance and the Board of Directors” in
FHI Cassim et al Contemporary Company Law 441-452; FHI Cassim “The Division and Balance of Power” 151-
168; Masinire “A Critical Analysis of the Role and Protection of Shareholders in the Removal of Directors in the

South African Companies Act 71 of 2008 1988-1995 and Esser & Havenga “Directors and Other Officers” in
Loubser & Mahony Company Secretarial Practice 8-17.
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upon the application of a business rescue practitioner is likewise beyond the scope of this thesis

and is not addressed in this study.'’

2. REMOVAL OF DIRECTORS FROM OFFICE
2.1 Removal of Directors by the Board of Directors

The rationale of permitting directors to be removed from office is to enhance the accountability
of directors.?’ But the power given to directors to remove a director from the board must not
be abused and it must be restrained. While there may be merit in vesting a company’s board of
directors with this power, questions inevitably arise as to whether the concern of removal from
office by the board would stifle the actions of a director in managing the company’s affairs and
whether the power to remove might be abused. This thesis will examine whether sections 71(3)
and 71(4) of the Companies Act may be strengthened in order to guard against the abuse of the

board’s power to remove directors from office.?!

The grounds and the procedures for the removal of directors by the board of directors are
examined.?> The removal of directors under the Australian Corporations Act, 2001 (“the
Australian Corporations Act of 2001”), the United Kingdom (“UK”) Companies Act, 2006
(“the UK Companies Act of 2006”), the United States of America (“USA”) Revised Model
Business Corporation Act 1984 (the “MBCA”)** and the Delaware General Corporation

19 For a discussion on the removal of a director by a court on the application of a business rescue practitioner
under s 137(5) of the Companies Act, see Loubser Some Comparative Aspects of Corporate Rescue in South
African Company Law (Unpublished LLD Thesis) 112-113; Delport Henochsberg on the Companies Act 71 of
2008 482(56)-482(57); FHI Cassim “Business Rescue and Compromises” in FHI Cassim et al Contemporary
Company Law 887 and FHI Cassim “Business Rescue and Compromises” in Loubser & Mahony Company
Secretarial Practice 26-27.

20 Unocal Corp v Mesa Petroleum Co 493 A.2d 946 (Del., 1985) at 959; Aronson v Lewis 473 A.2d 805 (1984)
at 811. See chapter 2, para 4 where this is discussed further.

21 See chapter 3, paras 3, 6 and 8.
22 See chapter 3, paras 6 and 8.

23 The MBCA first appeared in a completed form in 1950. It was intended not to become a uniform corporation
law but to serve as a drafting guide for the various States in the USA. Eventually the MBCA became the pattern
for large parts of the corporation statutes in most States in the USA, notable exceptions being Delaware, California
and New York. The MBCA is revised from time to time by the Committee on Corporate Laws of the American
Bar Association Section of Business Law. This committee has remained committed to keeping the MBCA an
enabling statute. Many States amend their corporate statutes to adopt the latest revisions made to the MBCA from
time to time. The first complete revision to the MBCA appeared in the Revised Model Business Corporation Act
(1984). In _certain instances developments to the MBCA have lagged behind those made in Delaware, while at
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Law (Title 8, Chapter 1 of the Delaware Code) of the USA State of Delaware (the “DGCL”)**
are reviewed and compared with the provisions of the Companies Act, with a view to
ascertaining what guidance may be obtained from these sources with regard to the removal of
directors by the board of directors under the (South African) Companies Act. In addition, the
relevant corporate legislation in some of those States in the USA which permit directors to
remove a director from the board of directors will be reviewed. The legal principles enunciated
in case law based on the Companies Act 61 of 1973, and applicable common law principles,

will be referred to where relevant.

2.2 Fiduciary Duties and Removal of Directors

When the shareholders of a company consider the removal of a director from office in terms

of section 71(1) of the Companies Act®

they may exercise their vote to do so in any way they
please because it is well established that their right to vote is a proprietary right which they are
entitled to exercise in whatever way they desire.?® Accordingly, a resolution by the shareholders
to remove a director from office may not be impeached on the ground that it was not passed in

good faith and in the interests of the company.?’

In contrast, when the board of directors exercises the power to remove a director from office it

must do so bona fide in the best interests of the company and not for ulterior reasons.?® This is

other times the MBCA amendments have moved ahead of those made in Delaware (Ferber Corporation Law 18-
19; Cox & Hazen Corporations 34-35; Bainbridge Corporate Law 9; Olson & Briggs “The Model Business
Corporation Act and Corporate Governance: An Enabling Statutes Moves Towards Normative Standards” 31-32).

24 Refer to para 3 below where the selection of these jurisdictions is motivated.

25 In terms of s 71(1) of the Companies Act, a director may be removed by an ordinary resolution adopted at a
shareholders’ meeting by the persons entitled to exercise voting rights in an election of that director, subject to
s 71(2). Section 71(2) sets out the procedures that must be followed before the shareholders may consider such a
resolution.

26 pender v Lushington (1877) 46 ChD 317 at 319. As Lord Jessel MR put it (at 321), a shareholder “has a right
to say, whether I vote with the majority or with the minority, you shall record my vote; that is a right of property
belonging to my interest in this company, and if you will not, I shall institute legal proceedings to compel you. It
seems to me that such an action could be maintained, without any technical difficulty.” See further Re HR Harmer
Ltd [1959] 1 WLR 62 at 82; Sammel and Others v President Brand Gold Mining Co Ltd 1969 (3) SA 629 (A) at
680; Desai and Others v Greyridge Investments (Pty) Ltd 1974 (1) SA 509 (A) at 519; Kuwait Asia Bank EC v
National Mutual Life Nominees Ltd [1991] 1 AC 187 (PC) at 221; CDH Invest NV v Petrotank South Africa (Pty)
Ltd and Another [2018] 1 All SA 450 (GJ) para 44 and chapter 4, para 2.

27 Blackman et al Commentary on the Companies Act 8-285.

28 Lee v Chou Wen Hsien [1984] 1 WLR 1202 at 1206; Liwszyc and Another v Smolarek and Others (2005) 55
ACSR 38 at 46-47; Blackman et al Commentary on the Companies Act 8-285. On the fiduciary duties of directors

20

www.manaraa.com



because the exercise of this power is subject to the general fiduciary obligation owed by
directors to their company. The relationship between a director and his company is one of the
well-established examples of commercial fiduciary relationships accepted in South African
law.?’ Directors who exercise their power to remove a director for an improper purpose or for
ulterior reasons may be held to be in breach of their fiduciary duties.’® However, in the leading
UK case of Lee v Chou Wen Hsien3! the Privy Council held that while each director who
concurs in the removal of a director must act in accordance with what he believes to be in the
best interests of the company, it does not follow that a director sought to be removed would
continue to remain a director simply because one or more of the directors had acted from an
ulterior motive in removing that director. In light of this decision, this study will examine the
fiduciary duties of the board of directors in removing a member from the board of directors,
and the consequences if such fiduciary duties are breached by the board of directors.>? The
fiduciary duties of directors will only be dealt with in this investigation to the extent that they

are relevant to the power of directors to remove a director from office.

to act in the best interests of the company see Shuttleworth v Cox Brothers & Co (Maidenhead) Ltd [1927] 2 KB
9; Re Smith & Fawcett Ltd [1942] Ch 304 at 306; Charterbridge Corporation Ltd v LIoyd’s Bank [1970] Ch 62;
Regentcrest plc (in liquidation) v Cohen [2001] 2 BCLC 80 at 105; Extrasure Travel Insurances Ltd v Scattergood
[2003] 1 BCLC 598 (ChD) at 618-619; Liwszyc and Another v Smolarek and Others (2005) 55 ACSR 38 at 46-
47; Da Silva and Others v CH Chemicals (Pty) Ltd 2008 (6) SA 620 (SCA) para 18 and chapter 4 para 3.1.

2 See Havenga “Breach of Directors’ Fiduciary Duties: Liability on what Basis” 366; Robinson v Randfontein
Estates Gold Mining Co Ltd 1921 AD 168; S v De Jager and Another 1965 (2) SA 616 (A); S v Hepker 1973 (1)
SA 472 (W) at 475; Bellairs v Hodnett and Another 1978 (1) SA 1109 (A); Atlas Organic Fertilizers (Pty) Ltd v
Pikkewyn Ghwano (Pty) Ltd and Others 1981 (2) SA 173 (T); Sibex Construction (SA) (Pty) Ltd v Injectaseal CC
& Others 1988 (2) SA 54 (T); Howard v Herrigel & Another NNO 1991 (2) SA 660 (A) at 678; Da Silva and
Others v CH Chemicals (Pty) Ltd 2008 (6) SA 620 (SCA); Omar v Inhouse Venue Technical Management (Pty)
Ltd and Others 2015 (3) SA 146 (WCC) paras 59-61 and Mthimunye-Bakoro v Petroleum and Oil Corporation
of South Africa (SOC) Ltd and Another 2015 (6) SA 338 (WCC).

30 See Punt v Symons & Co Ltd [1903] 2 Ch 506; Piercy v Mills [1920] 1 Ch 77; Hogg v Cramphorn Ltd [1967]
Ch 254; Howard Smith Ltd v Ampol Petroleum Ltd [1974] AC 821 (PC) and Extrasure Travel Insurances Ltd v
Scattergood [2003] 1 BCLC 598 (ChD) at 618 on the fiduciary duty of directors to exercise their powers for a
proper purpose.

3171984] 1 WLR 1202 at 1206.

32 See chapter 4, paras 3 and 4.
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2.3 The Removal of Directors Holding Multiple Positions in a Company

When a director who is removed from office is also a full time employee of the company, the
provisions of the Labour Relations Act 66 of 1995 (“the LRA”) must be considered.’® The
validity of an automatic termination clause in the service contract of a director is examined.>*
An automatic termination clause typically states that the termination of board membership
leads to the automatic and simultaneous termination of a director’s employment by the
company.* It will also be examined whether a reverse automatic termination provision, which
provides for the automatic termination of a directorship upon the occurrence of an event, is

valid.*®

A further consideration to be taken into account when removing a director from the board of
directors, is whether the director is also a shareholder of the company. Under section 71(1) of
the Companies Act shareholders may remove a director from office by an ordinary resolution.
Under section 37(2) of the Companies Act each issued share has associated with it one general
voting right except to the extent provided otherwise by the Companies Act or determined by
or in terms of the company’s Memorandum of Incorporation in accordance with section 36 of
the Companies Act. Under section 37(5)(a) of the Companies Act, subject to any other law, a
company’s Memorandum of Incorporation may establish for any particular class of shares
preferences, rights, limitations or other terms that confer special, conditional or limited voting
rights. Thus it is possible for a shareholding-director to have loaded votes and for additional

voting rights to be attached to certain shares held by him.?’ This research will examine whether

33 Amazwi Power Products (Pty) Ltd v Shelly Turnbull [2008] JOL 22089 (LAC) para 15; Mpofu v South African
Broadcasting Corp Limited (SABC) and Others (2008/18386) [2008] ZAGPHC 413 (16 September 2008); Wicks
v SA Independent Services (Pty) Ltd and Another [2010] JOL 25715 (WCC); Chillibush v Johnston [2010] 6
BLLR 607 (LC); SA Post Office Ltd v Mampeule [2010] 10 BLLR 1052 (LAC); Van Eck & Lombard “Dismissal
of Executive Directors: Comparing Principles of Company Law and Labour Law” 20.

34 See chapter 5, para 2.2.
35 This is discussed further in chapter 5, para 2.2.
36 See chapter 5, para 2.3.

37Bushell v Faith [1970] AC 1099 (HL); Beuthin “A Director Firmly in the Saddle” 489; Anon “‘Weighted” Votes
Again” D17-D20; Anon “‘Weighted’ or ‘Loaded’ Votes in Private Companies” D5-D16. The expression “loaded
voting rights” or “weighted votes” is used to describe the device whereby certain shares are given additional
voting strength above that enjoyed by other shares which, in every other respect, are identical to their participation
in the company (Anon ““Weighted’” or ‘Loaded’ Votes in Private Companies” D5). In essence, loaded voting
rights or weighted votes are voting rights that are disproportionate to shareholdings (FHI Cassim “The Division
and Balance of Power” 164.) Loaded voting rights may apply generally to all resolutions or they may be confined
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a shareholding-director who holds shares with loaded votes would validly be able to prevent
his removal from office by ensuring that the loaded votes are cast against the ordinary

resolution to remove him from office.?®

2.4 Judicial Removal of Directors

As was mentioned above, the Companies Act empowers courts to remove directors under a
review in terms of section 71(6). Under this provision, if the board of directors of a company
has determined that a director is not ineligible, disqualified, incapacitated or has not been
negligent or derelict (as the case may be) any director who voted otherwise on the resolution
or any holder of voting rights entitled to be exercised in the election of that director, may apply
to court to review the board’s determination.*® The court may confirm the determination of the
board of directors not to remove the director in question from office, or the court may remove
the director from office if it is satisfied that the director is ineligible, disqualified, incapacitated

t.40 This thesis will examine the court’s powers to remove a

or has been negligent or derelic
director from office under section 71(6) and will consider whether section 71(6) may be

improved and enhanced.*!

As previously stated, a further significant innovation in the Companies Act is contained in
section 162, which empowers a court, under various grounds, to declare a director delinquent
or to place him under probation.*? The effect of section 162 of the Companies Act is that a
court is empowered to remove a director from the board of directors, if any of the grounds
contemplated in section 162 are applicable. This research will examine to what extent the
power given to the courts to declare a director delinquent or to place him under probation and

hence to remove him from office usurps the power traditionally given to shareholders to

to resolutions on specific matters (Anon ““Weighted’ or ‘Loaded’ Votes in Private Companies” D5). Loaded votes
would be exercisable when voting takes place on a poll, and not when voting takes place on a show of hands.

38 See chapter 5, para 3.
39 Section 71(6)(a) of the Companies Act.
40 Section 71(6)(b) of the Companies Act.
41 See chapter 6, para 2.

42 See para 1 above.
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remove directors.* It will also examine the judicial removal of directors in the UK, Australia
and the USA. The procedures and grounds for judicial removal in these foreign jurisdictions
are compared with such procedures and grounds under the (South African) Companies Act
with a view to ascertaining whether section 162 of the Companies Act may be strengthened

and improved.*

In terms of section 162(11) of the Companies Act, a person who has been declared delinquent
by a court or is subject to an order of probation may apply to a court to have the order of
delinquency suspended and substituted with an order of probation, at any time more than three
years after the order of delinquency was made.*> Such a person may also apply to a court to set
aside an order of delinquency at any time more than two years after it was suspended, or to set
aside an order of probation at any time more than two years after it was made.*® An application
to court to suspend an order of delinquency or to set aside an order of probation may not,
however, be brought if a director had consented to serve as a director or had acted in the
capacity of a director while ineligible or disqualified, or, while being under an order of
probation he had acted as a director in a manner that contravened that order, as contemplated
in sections 162(5)(a) and (b) of the Companies Act.*’ This thesis examines the application to
court to suspend an order of delinquency or to set aside an order of probation in terms of section
162(11) of the Companies Act. It compares section 162(11) of the Companies Act with the
equivalent provisions in the UK Companies of 2006 and the Australian Corporations Act of
2001 in order to ascertain whether section 162(11) of the Companies Act may be improved and

enhanced.

43 See chapter 2, para 6.

4 See chapter 6, para 3 where this topic is discussed.

45 See chapter 6, para 3.11 where this is discussed.

46 Section 162(11)(b). See chapter 6, para 3.11 where this is discussed.

47 Section 162(11).
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2.5 Remedies Available to a Director who has been Removed from Office

Under the Companies Act a director who has been removed from office by the board of

directors has certain remedies available to him.

After a director has been removed from office by the board of directors under section 71(5) of
the Companies Act, he may apply to a court of law within twenty business days to review the
board’s determination. Alternatively, a person who appointed that director in terms of the
Memorandum of Incorporation as contemplated in section 66(4)(a)(i),* if applicable, may

institute such an application.*

A further remedy available to a director who has been removed from office is that, under
section 71(9) of the Companies Act, he may apply to a court of law for damages (or other
compensation) for the loss of office as a director or for the loss of any other office as a
consequence of being removed as a director.’® Thus, where a company has appointed a director
for a fixed period and that period has not expired at the time the director is removed from office,
or the company has not agreed to compensate a director in the event of his removal from office,

the affected director may claim damages (or other compensation) from the company.”!

A director who has been removed from office by the board of directors may also rely on the
oppression remedy in section 163 of the Companies Act if he is able to establish that his
removal from office by the board of directors was oppressive, unfairly prejudicial or unfairly
disregarded his interests.’? In the event that a director has unlawfully suffered reputational

damage as a result of his removal from office, or his attempted removal from office, he may,

4 Section 66(4)(a)(i) of the Companies Act makes provision for a company’s Memorandum of Incorporation to
provide for the direct appointment and removal of one or more directors by any person who is named in or
determined in terms of the Memorandum of Incorporation.

4 See chapter 4, para 4.1 and chapter 7, para 2 where s 71(5) is discussed.

30 See chapter 7, para 3 where this remedy is discussed.

31 Southern Foundries (1926) Ltd v Shirlaw [1940] AC 701; Read v Astoria Garage (Streatham) Ltd [1952] 2 All
ER 292; De Villiers v Jacobsdal Saltworks (Michaelis & De Villiers) (Pty) Ltd 1959 (3) SA 873 (O); Blackman
et al Commentary on the Companies Act 8-285.

32 See chapter 7, para 4 where the oppression remedy is discussed.
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under the common law, have a right to institute a delictual action for defamation against the

board of directors.>?

This thesis will examine the above remedies which may be relied on by a director who has been
removed from office by the board of directors.>* The remedies provided to directors who have
been removed from office by the board of directors under the UK Companies Act of 2006 and
the Australian Corporations Act of 2001 are compared with a view to ascertaining whether the

remedies under the (South African) Companies Act may be improved and enhanced.

From the above it is clear that the key research questions to be answered in this thesis are:

o What is the extent and impact of the power given to the board of directors and to the

courts to remove a director from office?

o What are the grounds and procedures under which a director may be removed from office
under section 71(3) of the Companies Act, and how do they measure up to the equivalent
provisions under the Australian Corporations Act of 2001, the UK Companies Act of
2006, the MBCA and the DGCL? Is there scope to strengthen and improve the provisions

of South African company law on the removal of directors by the board of directors?

o Whether, and which, fiduciary duties of directors apply when the board removes a
director from office under section 71(3) of the Companies Act, and what are the
consequences of directors breaching their fiduciary duties in removing a director from

office?

J What considerations must be taken into account when the board of directors removes
from office a director who is also an employee of the company, or is a director who holds

shares with loaded votes?

33 See chapter 7, para 5 where the defamation action is discussed.

34 See chapter 7 where these remedies are discussed.
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o What are the grounds and procedures under which a director may be removed from office
by a court under sections 71(6) and 162 of the Companies Act, and how do they measure
up to the equivalent provisions under the Australian Corporations Act of 2001, the UK
Companies Act of 2006, the MBCA and the DGCL? Is there scope to improve and
enhance the provisions of South African company law on the removal of directors by the

courts and what recommendations flow from the research?

J What remedies may be relied on by a former director who has been removed from office

by the board of directors?

3. METHODOLOGY

This study involves a comparative analysis™ of the South African legal provisions on the

removal of directors with those contained in the UK, Australia and the USA.

The above jurisdictions have been selected for specific reasons. The provisions of the UK
Companies Act of 2006 on the removal of directors will be discussed because South African
company law is historically based on the English company law system and the company law

in both these jurisdictions was recently reviewed.® Australian company law, which is

35 Zweigert and K6tz define comparative law as “intellectual activity with law as its object and comparison as its
process” (Zweigert & Kotz An Introduction to Comparative Law 2). There are two approaches to comparative
law: a macro-comparison and a micro-comparison. A macro-comparison is a study of two or more entire legal
systems (for example English law and Australian law) while a micro-comparison is a comparison of specific areas
of law or aspects of two or more legal systems (for example, the fiduciary duties of directors) (Samuel An
Introduction to Comparative Law Theory and Method 50; De Cruz Comparative Law in a Changing World 233).
In undertaking a comparative legal methodology, one often has to undertake both a macro-comparison and a
micro-comparison at the same time, that is, one has to study the procedures by which the rules are in fact applied
in order to understand why a foreign system solves a particular problem in the way it does (Zweigert & Kotz An
Introduction to Comparative Law 5). The object of comparative legal research is to decide which rule or principle
is best (Harding & Oriicii (eds) Comparative Law in the 21% Century xii). A comparative legal approach gives
one the opportunity to stand back from one’s own legal system and look at it more critically, and such an approach
may also provide a warning of possible difficulties and may offer suggestions for further developments (Geoffrey
Wilson “Comparative Legal Scholarship” in McConville and Chui Research Methods for Law 87).

56 The reforms made to the UK Companies Act of 2006 are significant. The Company Law Review, which
provides the essential blueprint for the UK Companies Act of 2006, was launched in March 1998, with the aim of
modernising company law (see DTI Company Law Reform White Paper, Cm 6456, March 2005 at 3). The
Company Law Reform White Paper sets out four crucial objectives of the company law reform. These are to
enhance shareholder engagement and a long term investment culture; to ensure better regulation and a “think
small first” approach to remove unnecessary burdens on small companies; to make it easier to set up and run a
company and to provide flexibility for the future (DTI Company Law Reform White Paper, Cm 6456, March 2005
at 3). The UK Companies Act of 2006 repeals virtually the whole of the UK Companies Act of 1985. The new
Act received Royal Assent on 8 November 2006, but the provisions of the new Act came into effect in stages (see
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historically largely based on UK company law, will also be reviewed in order to ascertain

whether any useful guidelines may be deduced which are relevant to South African law.>’

Certain States in the USA have given the board of directors the power to remove directors, and
it will accordingly be beneficial and informative to investigate the scope of such powers.>® The
State of Delaware is generally regarded as having the most developed corporate law in the USA
and as being the most important corporate jurisdiction which serves as domicile to the majority

of public companies in the USA,* and accordingly this study will examine the corporate law

s 1300 of the UK Companies Act of 2006). The new Act is very lengthy, comprising 1 300 sections and 16
Schedules.

57 The Australian Corporations Act of 2001 commenced on 15 July 2001. Before 1901 each of the Australian
colonies had company legislation which was based on the UK Companies Act, 1862. When they ceased to be
colonies in 1901 and became States they continued to be responsible for company legislation. Until 1961 each
jurisdiction remained responsible for its own company legislation. Many of the basic ideas in the UK legislation
persisted in each State’s legislation but divergences developed in some States. By the end of the 1980s the Federal
Government recognised that a national company law was needed in Australia. The Australian Corporations Act
0f 2001 is a federal statute which applies uniformly in Australia. There is no longer a separate company law which
applies in each State (see Ford, Ramsay & O’Connor Australian Corporations Legislation 2011 xi-xiii for a
detailed discussion on the background to the Australian Corporations Act of 2001). While company law in
Australia is historically based on the company law in the UK and strongly resembles UK company law in
fundamental respects, present-day company law in Australia under the Australian Corporations Act of 2001 is
less dependent on the company law in the UK (Bruner Corporate Governance in the Common-Law World: The
Political Foundations of Shareholder Power 66; Austin & Ramsay Ford, Austin and Ramsay’s Principles of
Corporations Law para 1.020 at 2). Certain features of Australian company law take forms closely resembling
corporate law in the USA. For example Australian company law has a business judgment rule which is modelled
on USA law (s 180(2)). Section 198A(1) of the Australian Corporations Act of 2001, which provides that the
“business of a company is to be managed by or under the direction of the directors”, is worded similarly to s 8-
01(b) of the MBCA (see Bruner Corporate Governance in the Common-Law World: The Political Foundations
of Shareholder Power 66-77 for a detailed comparison of the Australian company law principles with those of the
USA and the UK). The provisions on the removal of directors in the Australian Corporations Act of 2001 differ
in some respects from the model adopted in the UK Companies Act of 2006. For instance, the Australian
Corporations Act of 2001 confines the statutory right of shareholders to remove directors to public companies
only (s 203D of the Australian Corporations Act of 2001). It does not permit directors of a public company to
remove directors from office (see s 203E of the Australian Corporations Act of 2001). There is no Explanatory
Memorandum to account for these variations (see further Austin & Ramsay Ford, Austin and Ramsay’s Principles
of Corporations Law para 7.240 at 289). These provisions are discussed in chapter 3 para 2.2. The Australian
Corporations Act of 2001 is administered by a national regulatory authority, the Australian Securities and
Investments Commission (“ASIC”), while the Australian Securities Exchange prescribes standards for companies
listed on the Australian Stock Exchange.

8 The USA has a federal system where federal law is enacted by the United States Congress while State law is
enacted by individual State legislatures. Each State has its own legal system and judiciary which is separate from
the federal system. Generally, State law provides for corporate law matters, which are regulated by the fifty States.
There are in certain instances fundamental differences between the laws of the various States. Generally, the State
where a corporation is incorporated governs the choice of law for matters relating to the internal affairs of the
corporation (see Pinto “Corporate Governance: Monitoring the Board of Directors in American Corporations”
322; Bainbridge Corporate Law 10-11; Kershaw Company Law in Context 213 and Bruner Corporate Governance
in the Common-Law World: The Political Foundations of Shareholder Power 37-38 where the federalised
government in the USA is discussed further).

5% Bebchuk “The Case for Increasing Shareholder Power” 844; Knight “The Removal of Public Company
Directors_in Australia: Time for Change?” 366; Bainbridge Corporate Law 9. Most public corporations in the
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in Delaware on the removal of directors. However, corporate law in Delaware will not be the
only focus of the consideration of USA corporate law on the removal of directors, and this
study will further investigate the relevant legislation in selected other States which permit

directors to remove a director from the board of directors.®°

A comparative legal approach is appropriate for this investigation in order to assess how the
South African legal provisions relating to the removal of company directors measure up against
the equivalent provisions in the foreign jurisdictions considered, and to ascertain whether and
how the South African legal provisions in this regard may be improved. This approach is
reinforced by section 5(2) of the Companies Act which provides that, to the extent appropriate,
a court interpreting or applying the Companies Act may consider foreign company law.®!
Besides, large portions of the Companies Act are derived from these foreign jurisdictions. In
Nedbank Ltd v Bestvest 153 (Pty) Ltd; Essa and Another v Bestvest 153 (Pty) Ltd and Others®
the High Court remarked that company law in South Africa has for many decades tracked the
English system and taken its lead from the relevant English Companies Act and jurisprudence,
but section 5(2) of our Companies Act now encourages our courts to look further afield and to
have regard in appropriate circumstances to other corporate law jurisdictions (be they

American, European, Asian or African) in interpreting the Companies Act.

Chapter 2 of this thesis explores the underpinning philosophy of the removal of directors from
office. It examines the impact of the power given to the board of directors and to the courts to
remove a director from office, and the extent to which the balance of powers between the
shareholders and the directors has shifted from the balance of powers which prevailed under

the Companies Act 61 of 1973.

USA that change their corporate domicile choose to reincorporate in Delaware (Cox & Hazen Corporations 35).
Some reasons for this are because there is a large body of case law interpreting the DGCL, which provides
certainty on corporate law matters; Delaware has a separate court devoted predominantly to corporate law cases
(the Court of Chancery); the judiciary has much expertise and experience in corporate law matters, and the judges
tend to render their decisions quite quickly (Cox & Hazen Corporations 139-140; Bainbridge Corporate Law 9).

% For instance the States of Ohio, Massachusetts and Indiana permit directors to remove a director from the board
of directors. See chapter 3, para 2.4 for an evaluation and discussion of the removal of directors in these and other
USA States.

61 Section 39(1) of the Constitution provides that a court, tribunal or forum must consider international law and
may consider foreign law, when interpreting the Bill of Rights.

622012 (5) SA 497 (WCC) para 26.
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Chapter 3 examines the grounds for the removal of a director by the board of directors under
section 71(3) of the Companies Act, as well as the procedures to remove a director. The chapter
compares the grounds to remove a director and the procedures to do so under the (South
African) Companies Act with the equivalent provisions under the UK Companies Act of 2006,
the Australian Corporations Act of 2001, the MBCA, the DGCL and various other States of
the USA.

The focus of chapter 4 is the fiduciary duties applicable to directors in removing a director
from the board of directors. The leading decision in Lee v Chou Wen Hsien,% dealing with the

fiduciary duties of directors in removing directors from office in the UK, is evaluated.

Chapter 5 discusses the removal from office of directors holding multiple positions or
capacities in relation to a company. The removal of directors who are employees and

shareholders holding loaded voting rights is discussed.

The judicial removal of directors is canvassed in chapter 6. This chapter examines sections
71(6) and 162 of the Companies Act. It explores the grounds under which a court may declare
a director to be delinquent or place him under probation. This chapter further compares the
judicial removal of directors under the (South African) Companies Act with the judicial
removal of directors under the UK Company Directors Disqualification Act 1986, the
Australian Corporations Act of 2001, the MBCA, the DGCL and various other States of the
USA.

Chapter 7 examines the remedies which are available to a director who has been removed by
the board of directors under the Companies Act. A comparison is made with the remedies
available to directors who have been removed from office under the UK Companies Act of

2006 and the Australian Corporations Act of 2001.

Finally, chapter 8 draws some conclusions and makes recommendations on the removal of

directors by the board of directors and the judiciary under the Companies Act, taking into

63[1984] 1 WLR 1202.
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account developments in the foreign jurisdictions considered. Some amendments to the current

legislation are proposed.

4. REFERENCE TECHNIQUES

For purposes of convenience, company directors will be referred to in this study in the
masculine form and they will be assumed to include the feminine form. The same meaning

should be denoted to the words “company” and “corporation”.

Authorities are referred to in footnotes in an abbreviated form. The bibliography at the end of
this thesis contains the full references of every cited source next to the abbreviated form used

in the footnotes.

Authors are referred to in footnotes by reference to their surnames only, save that where there
is a reference to more than one author with the same surname the initials of the respective

authors are referred to.

The full citation of court cases is provided every time reference is made to the particular case.

Court cases are cited in footnotes in chronological order rather than jurisdictional order. In the

€C 9 ¢
S

footnotes, the abbreviation “para” is used for “paragraph” and “s” is used for “section”.

The law is stated as it was on 31 March 2018.
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CHAPTER 2 REMOVAL OF DIRECTORS: PHILOSOPHICAL

1.

1.

UNDERPINNINGS

INTRODUCTION

THE DIVISION OF POWERS BETWEEN DIRECTORS AND
SHAREHOLDERS

THE SEPARATION OF OWNERSHIP AND CONTROL
SHAREHOLDERS’ POWER TO REMOVE DIRECTORS FROM
OFFICE

IMPACT OF THE BOARD’S POWER TO REMOVE A DIRECTOR
FROM OFFICE

IMPACT OF THE COURT’S POWER TO REMOVE A DIRECTOR
FROM OFFICE

MAINTAINING THE BALANCE OF POWERS WITH REGARD TO
THE REMOVAL OF DIRECTORS FROM OFFICE

CONCLUSIONS AND RECOMMENDATIONS

INTRODUCTION

This chapter examines the division of powers between directors and shareholders. It

explores the reason why shareholders have traditionally been given the right to remove

directors from office. It then examines the extent and impact of the power given to the

board of directors under the Companies Act to remove directors from office, and of the

equivalent power given to courts. It is argued that the conferral of this power on the board

of directors has shifted the balance of power and the dynamics between the directors and

the shareholders. Some suggestions are made on how to moderate the shift in the balance

of power between the shareholders and the directors. Finally, this chapter highlights some

factors which the judiciary ought to consider before exercising its discretion to remove a

director from office.
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2. THE DIVISION OF POWERS BETWEEN DIRECTORS AND
SHAREHOLDERS

The powers of a company are divided between the board of directors and the shareholders
in a general meeting or a shareholders’ meeting, and each organ has its own separate
sphere of authority.! Until the end of the nineteenth century it was generally accepted that
the general meeting was the personification of the company and the supreme organ of the
company, and that the directors were simply its agents subject to the control of the
company (i.e. shareholders) in general meeting.? Since the powers conferred upon the
directors (as the agents) were thought of as having been conferred upon them by the
shareholders (as the principals), it was deduced that the directors were subject to the
control of the shareholders in general meeting.> The implication of this view was that the
shareholders could at any time by ordinary resolution give the directors instructions on

how they were to exercise their powers of management.*

This view of the superiority of the shareholders appears to be derived from the influence

of elements of the law of partnership.® Historically, in 1837, there were two principal

! Automatic Self Cleansing Filter Syndicate Company Limited v Cuninghame [1906] 2 Ch 34; Gramophone
and Typewriter Ltd v Stanley [1908] 2 KB 89; Salmon v Quin and Axtens Ltd [1909] 1 Ch 311 (CA); John
Shaw & Sons (Salford) Ltd v Shaw [1935]2 KB 113 (CA) at 134; Scott v Scott [1943] 1 All ER 582; Cape
United Sick Fund Society and Others v Forrest and Others 1956 (4) SA 519 (A); Wessels & Smith v Vanugo
Construction (Pty) Ltd 1964 (1) SA 635 (O) at 637; Van Tonder v Pienaar 1982 (2) SA 336 (SE) at 341;
Breckland Group Holdings Ltd v London and Suffolk Properties Ltd and Others [1989] BCLC 100; Ben-
Tovim v Ben-Tovim and Others 2001 (3) SA 1074 (C) at 1085-1086; Massey and Another v Wales and
Others (2003) 177 FLR 1 at 12; Goldberg “Article 80 of Table A of the Companies Act, 1948 177,
Blackman “Article 59 and the Distribution of Powers in a Company” 286; Sullivan “The Relationship
between the Board of Directors and the General Meeting in Limited Companies” 569; Pretorius et al
Hahlo’s South African Company Law through the Cases 207 and 336; Cilliers & Benade Corporate Law
85; Mongalo “The Emergence of Corporate Governance as a Fundamental Research Topic in South Africa”
180-186; Bainbridge Corporate Law 72-75; Blackman et al Commentary on the Companies Act 7-13, 7-15
and 7-20-2-7-25; R Cassim “Governance and Shareholders” in FHI Cassim et al Contemporary Company
Law 355; Austin & Ramsay Ford, Austin and Ramsay’s Principles of Corporations Law para 7.061 at 238
and para 7.070 at 241; Hannigan Company Law 183-186; Esser & Delport “Shareholder Protection
Philosophy in terms of the Companies Act 71 of 2008 8-10.

2 Isle of Wight Railway Co v Tahourdin (1883) 25 ChD 320 (CA); Cilliers & Benade Corporate Law 85;
Blackman et al Commentary on the Companies Act 7-14; Keay “Company Directors Behaving Poorly:
Disciplinary Options for Shareholders” 657; Davies & Worthington Gower Principles of Modern Company
Law 358.

3 Aickin “Division of Power between Directors and General Meeting as a Matter of Law, and as a Matter
of Fact and Policy” 449; Blackman et al Commentary on the Companies Act 7-14.

4 Davies & Worthington Gower Principles of Modern Company Law 358-359.

5 Aickin “Division of Power between Directors and General Meeting as a Matter of Law, and as a Matter
of Fact and Policy” 449.
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vehicles used to conduct businesses on a large scale — the corporation and the joint stock
company.® The corporation existed in terms of a Royal Charter’ or an Act of Parliament®
and had a separate legal existence, while the joint stock company was simply a large
partnership and did not enjoy a separate legal existence.” Joint stock companies were the
more important vehicle and courts applied the principles of partnership in regulating
them.!® The application of partnership principles to joint stock companies, however,
posed difficulties because typical joint stock companies had hundreds of members, and it
was clear that there was no personal relationship between the members, as is the case in
a partnership.'! In order to address these problems the Joint Stock Companies Act of
1844'? was enacted. This was the first Companies Act to provide for incorporation by
registration, and it empowered the Registrar of Joint Stock Companies to incorporate a
company whose documents were registered with him.!3 This Act limited the size of
partnerships, thus forcing large joint stock ventures to adopt a corporate form.'*
Nevertheless, courts continued to invoke partnership principles to resolve company law

matters and a company was still regarded as a peculiar kind of partnership.!® The status

¢ See Grantham “The Doctrinal Basis of the Rights of Company Shareholders” 557 where these two
vehicles are discussed.

7 Companies incorporated by a Royal Charter were known as “chartered companies.” The members
contributed capital to form the companies “joint stock” which was then managed by governors or directors
appointed by the members (see French, Mayson & Ryan Mayson, French & Ryan on Company Law 7) (a
new edition of this work has been published but it was not available to me at the time of writing this thesis).

§ Parliament could create a body corporate by an enactment which referred specifically to that body
corporate (French, Mayson & Ryan Mayson, French & Ryan on Company Law 7).

% Grantham “The Doctrinal Basis of the Rights of Company Shareholders” 557-558; French, Mayson &
Ryan Mayson, French & Ryan on Company Law 7.

10 Grantham “The Doctrinal Basis of the Rights of Company Shareholders” 558.

! Grantham “The Doctrinal Basis of the Rights of Company Shareholders” 558.

127 & 8 Vict. ¢.110.

13 Kershaw Company Law in Context 489. Registration took place in two stages, a provisional registration
and a complete registration. The system was revised by the Joint Stock Companies Act of 1856 which
introduced a single stage registration system (see French, Mayson & Ryan Mayson, French & Ryan on
Company Law 8).

14 Grantham “The Doctrinal Basis of the Rights of Company Shareholders” 558.

15 See for example Re Yenidje Tobacco Ltd [1916] 2 Ch 426 (CA) where the UK Court of Appeal, in
deciding whether it was just and equitable that a private company be wound up, decided the matter on the

basis of the principles which apply to a partnership. The court rationalised its approach on the ground that
the company was_in substance a partnership in the guise of a private company (at 431-432). See further
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of shareholders in company law at the time was that they were the ultimate proprietor of
the company, and they had the right to manage the company and to have the company

run for their exclusive benefit.'®

The superiority of the shareholders was enunciated in one of the first cases dealing with
the relative positions of the general meeting and the directors, namely Isle of Wight
Railway Co v Tahourdin."” In this case the directors called a sharcholders’ meeting on a
requisition by the shareholders, but the notice of the meeting issued by the directors did
not provide for all the objects of the requisitionists. The requisitionists notified the
directors that they would not attend the shareholders’ meeting called by the directors, and
subsequently issued a notice calling their own meeting. The directors applied for an
injunction restraining the requisitionists from calling their own meeting. The court a quo
granted the injunction but the UK Court of Appeal reversed the decision, and discharged
the injunction. The UK Court of Appeal, per Cotton LJ, proclaimed that the company’s
shareholders in general meeting “undoubtedly [had] a power to direct and control the

board in the management of the affairs of the company.”!®

Isle of Wight Railway Co v Tahourdin' concerned a company established by an Act of
Parliament and subject to the provisions of the Companies Clauses Consolidation Act of
1845. Section 90 of that Act provided that the directors had powers of management and
superintendence of the affairs of the company and that the exercise of such powers was
subject to the control and regulation of any general meeting specially convened.?® It
follows that the above quoted statement by Cotton LJ was a reference not to the powers

of the general meeting in general but a reference to the powers of control expressly

Hill “Visions and Revisions of the Shareholder” 42-43 for a discussion of the partnership model of the
corporation in the nineteenth century.

16 Grantham “The Doctrinal Basis of the Rights of Company Shareholders” 559; Hill “Visions and
Revisions of the Shareholder” 42-43. See further Sealy “Directors’ ‘Wider’ Responsibilities — Problems
Conceptual, Practical and Procedural” 165.

17 (1883) 25 ChD 320 (CA).
13 Isle of Wight Railway Co v Tahourdin (1883) 25 ChD 320 (CA) at 331-332.

19 (1883) 25 ChD 320 (CA).

20 See further Automatic Self Cleansing Filter Syndicate Company Limited v Cuninghame [1906] 2 Ch 34
at 46 where the Chancery Division discussed s 90 of the Companies Clauses Consolidation Act of 1845.
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conferred on the shareholders by the Companies Clauses Consolidation Act of 1845.
Nevertheless, on the strength of Isle of Wight Railway Co v Tahourdin?! the view was
held that in relation to all companies, including those incorporated under the then
Companies Act of 1862, the position was the same as that prevailing under the Company
Clauses Consolidation Act of 1845 and that a company in general meeting had the power
to direct and control the board of directors in relation to the conduct of the company’s

affairs.??

After the nineteenth century, however, there was a fundamental shift in the perception of
the relationship between the general meeting and the directors. The notion that
shareholders had the right to override decisions of management or that the company was
conducted for the exclusive benefit of the shareholders was rejected.”® The general rule
developed into one which provided that, unless expressly empowered to do so by the
constitution of the company, the shareholders in general meeting could not control the
directors’ exercise of their powers, nor exercise the powers conferred on the directors.?*
Insofar as Isle of Wight Railway Co v Tahourdin® held that the directors are bound by
the instructions of the shareholders’ meeting in carrying out their functions, this case was

no longer regarded as good law.?

21 (1883) 25 ChD 320 (CA).

22 See Aickin “Division of Power between Directors and General Meeting as a Matter of Law, and as a
Matter of Fact and Policy” 451.

23 See Grantham “The Doctrinal Basis of the Rights of Company Shareholders” 560-578 where the gradual
attenuation of the rights of shareholders is traced in detail.

24 Automatic Self Cleansing Filter Syndicate Company Limited v Cuninghame [1906] 2 Ch 34;
Gramophone and Typewriter Ltd v Stanley [1908] 2 KB 89; Salmon v Quin and Axtens Ltd [1909] 1 Ch
311 (CA); John Shaw & Sons (Salford) Ltd v Shaw [1935] 2 KB 113 (CA) at 134; Scott v Scott [1943] 1
All ER 582; Breckland Group Holdings Ltd v London and Suffolk Properties Ltd and Others [1989] BCLC
100; Goldberg “Article 80 of Table A of the Companies Act, 1948 177; Blackman “Article 59 and the
Distribution of Powers in a Company” 286; Sullivan “The Relationship between the Board of Directors
and the General Meeting in Limited Companies” 569; Blackman et al Commentary on the Companies Act
7-15 and 7-20-2—7-25.

25 (1883) 25 ChD 320 (CA).

26 See Cilliers & Benade Corporate Law 85 and Pretorius et al Hahlo’s South African Company Law
through the Cases 212.
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In the seminal case of Automatic Self Cleansing Filter Syndicate Company Limited v
Cuninghame?’ the question before the UK Court of Appeal was whether the shareholders
in a shareholders’ meeting had the power to direct the course of action to be pursued by
the directors (that is, that certain assets of the company be sold) or whether the directors
could refuse to do what the shareholders in a shareholders’ meeting directed them to do.
The constitution of Automatic Self-Cleansing Filter Syndicate Company Limited
empowered the company to sell its undertaking to another company having similar
objects. The directors of the company were empowered to sell or otherwise deal with any
of the company’s property on such terms as they might think fit. A resolution was passed
by the shareholders of the company for the sale of the company’s assets on certain terms
to a new company formed for the purpose of acquiring such assets, and directing the
directors to carry the sale into effect. The directors were of the opinion that the sale of
the company’s assets on the proposed terms would not benefit the company. The directors
accordingly refused to carry the sale into effect. The UK Court of Appeal held that, on
the construction of the constitution of the company, which provided that the management
of the business and control of the company were to be vested in the directors, the directors
could not be compelled to comply with the resolution of the shareholders.?® The UK Court
of Appeal distinguished this case from Isle of Wight Railway Co v Tahourdin®® on the
basis that the Companies Clauses Act of 1845 was not applicable to the case before it and
it was therefore not bound by the dictum of Isle of Wight Railway Co v Tahourdin.*® The
court emphatically rejected the notion that directors are merely agents of the general

meeting, susceptible to direction by the general meeting on any matter.>!

In Gramophone and Typewriter Ltd v Stanley*? the UK Court of Appeal approved the

dictum in Automatic Self Cleansing Filter Syndicate Company Limited v Cuninghame??

2711906] 2 Ch 34.
28 Automatic Self Cleansing Filter Syndicate Company Limited v Cuninghame [1906] 2 Ch 34 at 45.

2 (1883) 25 ChD 320 (CA).

30 (1883) 25 ChD 320 (CA). See Automatic Self Cleansing Filter Syndicate Company Limited v
Cuninghame [1906] 2 Ch 34 at 46.

31 Automatic Self Cleansing Filter Syndicate Company Limited v Cuninghame [1906] 2 Ch 34 at 42-43.
3211908] 2 KB 89 at 98.
33 [1906] 2. Ch 34.
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and asserted that shareholders cannot, even by a majority at a general meeting, interfere
with the exercise of powers placed in the hands of the directors by the constitution of the
company. Buckley LJ stressed that directors are not servants to obey directions given by
the shareholders and they are not agents appointed by and bound to serve the shareholders
as their principals.’* Instead, Buckley LJ proclaimed that directors are persons who may
by the regulations be entrusted with the control of the business and who may be disposed

of that control only by the alteration of the company’s constitution.*

Despite these authorities the matter was not fully settled. In Marshall’s Valve Gear Co v
Manning, Wardle & Co Ltd*® a different view was adopted. The Chancery Division, per
Neville J, asserted that the prevailing principle was that, in the absence of any contract to
the contrary, the majority of the shareholders in a company had the ultimate control of its
affairs and could assert their rights in a shareholders’ meeting.’” In spite of this judgment,
the UK Court of Appeal in Salmon v Quin and Axtens Ltd*® reverted to its previously held
position and adopted the mainstream view enunciated in Gramophone and Typewriter
Ltd v Stanley®® that directors are persons who may by the regulations be entrusted with
the control of the business and who may be disposed of that control only by the alteration
of the company’s constitution. The UK Court of Appeal in Salmon v Quin and Axtens
Ltd*° opined that any other construction would be disastrous because it “might lead to an
interference by a bare majority very inimical to the interests of the minority who had
come into the company on the footing that the business should be managed by the board
of directors.” The dictum of Marshall’s Valve Gear Co v Manning, Wardle & Co Ltd*!

was not referred to in Salmon v Quin and Axtens Ltd** but counsel for the plaintiff

34 Gramophone and Typewriter Ltd v Stanley [1908] 2 KB 89 at 105-106.

35 Gramophone and Typewriter Ltd v Stanley [1908] 2 KB 89 at 106.

3611909] 78 LJ Ch 46.

37 Marshall’s Valve Gear Co v Manning, Wardle & Co Ltd [1909] 78 LJ Ch 46 at 49.
33[1909] 1 Ch 311 (CA) at 319.

3911908] 2 KB 89 at 106.

471909] 1 Ch 311 (CA) at 319-320.

4111909] 78 LJ Ch 46.

42119091 1 Ch 311 (CA).

38

www.manaraa.com



criticised this latter decision as being inconsistent with the principles established in
Automatic Self Cleansing Filter Syndicate Company Limited v Cuninghame® and

Gramophone and Typewriter Ltd v Stanley.*

Thereafter the relationship between the board of directors and the general meeting was

1.45

regarded as having been settled by the UK Court of Appeal.™ The relationship between

directors and shareholders is succinctly described by the UK Court of Appeal in John
Shaw & Sons (Salford) Ltd v Shaw*® as follows:

“A company is an entity distinct alike from its shareholders and its directors. Some
of its powers may, according to its articles, be exercised by directors; certain other
powers may be reserved for the shareholders in a shareholders’ meeting. If powers
of management are vested in the directors, they and they alone can exercise these
powers. The only way in which the general body of the shareholders can control the
exercise of the powers vested by the articles in the directors is by altering their
articles or, if opportunity arises under the articles, by refusing to re-elect the directors
of whose actions they disapprove. They cannot themselves usurp the powers which
by the articles are vested in the directors any more than the directors can usurp the
powers vested in the articles in the general body of shareholders.”

In Scott v Scott*” the Chancery Division found that the division of authority between the
shareholders and directors is important even in the case of family companies. The court
found that a resolution of shareholders purporting to interfere with the management of

directors was invalid.*® The Privy Council emphasised in Howard Smith Ltd v Ampol

43[1906] 2 Ch 34.
44[1908] 2 KB 89. See Salmon v Quin and Axtens Ltd [1909] 1 Ch 311 (CA) at 315.

45 See Aickin “Division of Power between Directors and General Meeting as a Matter of Law, and as a
Matter of Fact and Policy” 458.

46[1935] 2 KB 113 (CA) at 134. See James North (Zimbabwe) (Pvt) Ltd v Mattinson 1990 (2) SA 229
(ZHC) at 237 where the Zimbabwe High Court approved of this dictum.

47[1943] 1 All ER 582.

4 See Scott v Scott [1943] 1 All ER 582 at 584-585. By passing ordinary resolutions the majority
shareholders attempted to declare interim dividends and have the company’s financial affairs investigated
by outside auditors. The court held that the resolutions were invalid on the basis that they were attempts by
the company in general meeting to usurp the powers of the financial direction of the company, which under
the articles rested solely in the hands of the directors. For an analysis of the relationship between the board
of directors and the general meeting and a defence of the dictum in Marshall’s Valve Gear Co v Manning,
Wardle & Co Ltd [1909] 78 LJ Ch 46 see Goldberg “Article 80 of Table A of the Companies Act, 1948”
177 and Sullivan “The Relationship between the Board of Directors and the General Meeting in Limited
Companies” 569. See also Blackman “Article 59 and the Distribution of Powers in a Company” for a further
analysis of the distribution of powers in a company.
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Petroleum Ltd* that the majority of shareholders cannot control directors in the exercise
of their management powers while they remain in office. In Breckland Group Holdings
Ltd v London and Suffolk Properties Ltd and Others®® the Chancery Division proclaimed
that the jurisdiction to conduct the business of the company was vested in the board of

directors, and that the shareholders in a shareholders’ meeting could not intervene.

With regard to the distribution of power between the board of directors and the
shareholders South African law has been influenced by the position adopted by the UK
courts. For instance, with regard to a friendly association with legal personality under
common law, the Appellate Division in Cape United Sick Fund Society and Others v
Forrest and Others®' approved and applied the principle of the division of powers
between managing bodies and a meeting of members. The Appellate Division further
approved of the principles established in Salmon v Quin and Axtens Ltd>? and John Shaw
& Sons (Salford) Ltd v Shaw.>* In Wessels & Smith v Vanugo Construction (Pty) Ltd>*
the court stated, with reference to and with approval of Scott v Scott,> that it has already
been held that an article in the constitution of a company which provided that the business
of the company shall be managed by the directors, entailed that the entire management

of the company rests solely in the hands of the directors. The court consequently asserted

49 [1974] AC 821 (PC) at 837.
50[1989] BCLC 100 at 106.

311956 (4) SA 519 (A). The members of the Cape United Sick Fund Society had requested the board of
management of the society to convene a special general meeting to consider certain resolutions which had
the effect of conferring power on a body other than the board of management, of empowering a body other
than the board of management to obtain legal advice, and of suspending the payment of honoraria to
members of the board of management. The board of management refused to convene such a meeting. The
members of the society issued a declaration claiming an order directing the board to convene such a meeting
or alternatively authorising the members to call the meeting in the name of the society. The society and the
members of the board excepted to the declaration as disclosing no cause of action in that under the society’s
constitution it would not be competent for the special general meeting to pass the proposed resolution, or,
if the resolutions were passed, they would have no force or effect. The Appellate Division held that all the
resolutions proposed to be moved would be ultra vires the constitution of the society, and that the board
was accordingly entitled to refuse to convene the meeting.

52[1909] 1 Ch 311 (CA) at 319.

31193512 KB 113 (CA) at 134. See Cape United Sick Fund Society and Others v Forrest and Others 1956
(4) SA 519 (A) at 540.

541964 (1) SA 635 (O) at 637.

55[1943] 1 All ER 582.
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that any resolution by the company in a shareholders’ meeting purporting to interfere
with this management, was invalid.>® In Van Tonder v Pienaar®’ the court relied on and
agreed with John Shaw & Sons (Salford) Ltd v Shaw?8 that if powers of management are

vested in the directors they and they alone can exercise them.

More recently, in LSA UK Ltd (formerly Curtainz Ltd) and Others v Impala Platinum
Holdings Ltd and Others®” the Supreme Court of Appeal approved of the general position
enunciated in John Shaw & Sons (Salford) Ltd v Shaw.®® The court reiterated that the
board of directors and the general meeting are both organs of the company, each having
its own original powers, and that the directors do not receive their powers as agents of
the company.®! Accordingly, the court reasoned, in the absence of a contrary provision
in the constitution of the company, even a unanimous general meeting may not supersede
the directors’ powers.%? The Supreme Court of Appeal remarked that it is possible for the
board and the general meeting to have concurrent powers, but opined that courts are
disinclined to treat managerial and executive powers as concurrent and, unless the
constitution provides otherwise, they are exercisable exclusively by the directors.®® In
Ben-Tovim v Ben-Tovim and Others® on the issue of the division of powers between the
board of directors and the shareholders, the court acknowledged that the “pendulum of
the division of powers between the general meeting and the board of directors has through
the years swung from the general meeting as the supreme organ to prominence of the

articles of association.”

56 Wessels & Smith v Vanugo Construction (Pty) Ltd 1964 (1) SA 635 (O) at 637.
571982 (2) SA 336 (SE) at 341.

5811935] 2 KB 113 (CA) at 134.

592000 JDR 0187 (SCA).

6011935]2 KB 113 (CA) at 134.

'L SA UK Ltd (formerly Curtainz Ltd) and Others v Impala Platinum Holdings Ltd and Others 2000 JDR
0187 (SCA) at 38.

62 LSA UK Ltd (formerly Curtainz Ltd) and Others v Impala Platinum Holdings Ltd and Others 2000 JDR
0187 (SCA) at 38.

63 LSA UK Ltd (formerly Curtainz Ltd) and Others v Impala Platinum Holdings Ltd and Others 2000 JDR
0187 (SCA) at 38.
42001 (3) SA 1074 at 1085-1086.
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Under the (South African) Companies Act 46 of 1926% and the Companies Act 61 of
1973 directors did not have original powers and their power had to be delegated to them
by the shareholders in the then articles of association of the company. A typical provision
in the articles of association under the Companies Act 61 of 1973 was to the effect of
Article 59 of the Table A (Articles for a public company having a share capital) or Article
60 of Table B (Articles for a private company having a share capital) which stated as

follows:

“The business of the company shall be managed by the directors who may pay all
expenses incurred in promoting and incorporating the company, and may exercise
all such powers of the company as are not by the Act, or by these articles, required
to be exercised by the company in general meeting, subject to these articles, to the
provisions of the Act, and to such regulations, not inconsistent with the aforesaid
articles or provisions, as may be prescribed by the company in general meeting, but
no regulation prescribed by the company in general meeting shall invalidate any
prior act of the directors which would have been valid if such regulation had not
been made.”

From the above article it is evident that under the Companies Act 61 of 1973 the power
to manage the company’s affairs had to be delegated to the board of directors by the
shareholders in general meeting or by the articles of association of the company. If no
powers were granted to the board of directors through the articles of association the board
would be powerless to act and the company could act only through its shareholders.®® The

shareholders thus empowered the board of directors.®’

65 See Article 83 of Table A (Regulations for Management of a Company Limited by Shares) contained in
Schedule 1 of the Companies Act 46 of 1926. A company limited by shares was a company which had the
liability of its members limited by the memorandum of association to the amount (if any) unpaid on the
shares respectively held by them (s 5(a) of the Companies Act 46 of 1926). The model articles in Table A
could also have been adopted by companies limited by guarantee (being associations formed for purposes
not for gain) and by unlimited companies (which were companies which did not have any limit on the
liability of its members) (s 5 of the Companies Act 46 of 1926). Article 83 of Table A of the Companies
Act 46 of 1926 was worded very similarly to Article 59 of Table A and Article 60 of Table B of the
Companies Act 61 of 1973. See further Henochsberg Henochsberg on the Companies Act 482; Cilliers &
Benade Corporate Law 86; Pretorius et al Hahlo’s South African Company Law through the Cases 207 and
336; Kunst, Delport & Vorster Henochsberg on the Companies Act 327; Delport Henochsberg on the
Companies Act 71 of 2008 250(3) and Havenga “Directors’ Exploitation of Corporate Opportunities and
the Companies Act 71 of 2008” 262.

% See Kershaw Company Law in Context 191-192.

7 Kershaw Company Law in Context 192.
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Section 66(1) of the Companies Act has now firmly swung the pendulum towards the
board of directors as the supreme organ of the company. The section represents a
fundamental change in the philosophy and approach of the balance of power between the

directors and shareholders. The section provides as follows:

“The business and affairs of a company must be managed by or under the direction
of its board, which has the authority to exercise all of the powers and perform
any of the functions of the company, except to the extent that this Act or the
company’s Memorandum of Incorporation provides otherwise.”®®

With the enactment of section 66(1) of the Companies Act original power to manage the
business and affairs of the company has, for the first time, been given to the board of
directors by statute. The power of the directors is now original and is no longer a power
delegated by the shareholders through the constitution of the company.®® As the Western
Cape High Court in Pretorius v PB Meat (Pty) Ltd,”® Navigator Property Investments
(Pty) Ltd v Silver Lakes Crossing Shopping Centre (Pty) Ltd and Others’! and Kaimowitz
v Delahunt and Others™ affirmed, in terms of the Companies Act, the ultimate power in
a company is now with the board of directors, and not with the shareholders (unless
otherwise provided in the Companies Act or the Memorandum of Incorporation of the

company). Since the board’s power is derived from statute and not the constitution of the

% In large companies it would not be practically possible for the directors to manage every aspect of the
day-to-day business of the company and some management powers would most likely be delegated by the
board of directors. For this reason the words “be managed by or under the direction of its board” have been
inserted in s 66(1) of the Companies Act and in other equivalent provisions in foreign jurisdictions. See for
example s 198A of the Australian Corporations Act of 2001, s 8-01(b) of the MBCA and s 141(a) of the
DGCL, which all incorporate the phrase “under the direction of” the board of directors. See further AWA
Ltd v Daniels t/a Deloitte Haskins & Sells and Others (1992) 7 ACSR 759 at 865-866 and Cilliers & Benade
Corporate Law 137.

% See further on s 66(1) of the Companies Act Kaimowitz v Delahunt and Others 2017 (3) SA 201 (WCC)
paras 12-13; Delport Henochsberg on the Companies Act 71 of 2008 250(1)-262(5); Havenga “Directors’
Exploitation of Corporate Opportunities and the Companies Act 71 of 2008 262; Delport New
Entrepreneurial Law 103-104; Esser & Delport “Shareholder Protection Philosophy in terms of the
Companies Act 71 of 2008” 8-10; Esser & Havenga “Directors and Other Officers” in Loubser & Mahony
Company Secretarial Practice 8-2 and JS Oosthuizen & Delport “Rectification of the Securities Register
of a Company and the Oppression Remedy” 244.

70 (1057/2013) [2013] ZAWCHC 89 para 25.
71[2014] JOL 32101 (WCC) para 31.
722017 (3) SA 201 (WCC) para 12.
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company, as was previously the case, it is now to a lesser extent subject to shareholder

control.”

The UK Companies Act of 2006 does not contain a provision conferring management
power or decision-making power on the board of directors. Instead, it is left to the
constitution of the company to determine the distribution of decision-making power
between the board of directors and the shareholders.” In terms of Article 3 of the Model
Articles for Private Companies Limited by Shares and Article 3 of the Model Articles for
Public Companies, subject to the articles, the directors are responsible for the
management of the company’s business, for which purpose they may exercise all the
powers of the company. Article 4 confers on shareholders the power to direct the board
of directors what to do or what to refrain from doing by passing a special resolution. The
regulation of the internal affairs of the company in UK company law whereby the
company regulates its internal affairs by means of rules laid down in the company’s
constitution is known as the contractarian model or as “English model companies” or as
“memorandum and articles” model of companies.”” The constitution of this type of
corporation is regarded as a contract among all of the shareholders and the company
itself.”® The fact that it is left to the articles of association to determine the distribution

of decision-making power between the board of directors and the shareholders, indicates

73 Havenga “Directors’ Exploitation of Corporate Opportunities and the Companies Act 71 of 2008 262.
In Mbethe v United Manganese of Kalahari (Pty) Ltd 2016 (5) SA 414 (GJ) para 62 in the context of a
discussion on the derivative action, the court remarked that a company derives its power to commence
litigation from s 66(1) of the Companies Act. The court commented that the power conferred on the board
of directors by s 66(1) to manage the business and affairs of a company includes the power to decide
whether to embark upon litigation.

7 See Articles 3 and 4 of the Model Articles for Private Companies Limited by Shares and the Model
Articles for Public Companies, found in Schedules 1 and 3 respectively of the Companies (Model Articles)
Regulations 2008 (which came into force on 1 October 2009). The Model Articles automatically form the
articles of association for companies formed under the UK Companies Act of 2006 which, on their
formation, either do not register their own articles of association with the Registrar of Companies under
that Act, or, if articles are registered, they do not exclude or modify the Model Articles in whole or in part
(see s 20 of the UK Companies Act of 2006).

> Welling, Smith & Rotman Canadian Corporate Law: Cases, Notes & Materials 114; Kershaw Company
Law in Context 85-93; JS Oosthuizen & Delport “Rectification of the Securities Register of a Company
and the Oppression Remedy” 232-233.

76 See s 33(1) of the UK Companies Act of 2006 which states that the provisions of a company’s
constitution bind the company and its members to the same extent as if they were covenants on the part of
the company and of each member to observe those provisions. See further Welling, Smith & Rotman 115;
Davies & Worthington 65 and Bruner Corporate Governance in the Common-Law World: The Political
Foundations of Shareholder Power 35-36.
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that in the UK the originating power of the company lies with the shareholders acting in
general meeting, and not with the directors, and it is, accordingly, a shareholder-centric
approach.”” The directors are not given managerial powers by the statute but such powers
must come from the shareholders by way of a delegation of authority.”® The shareholders
may alter the initial distribution of power which was delegated to the board of directors
by the articles of association by passing a special resolution to amend the articles of
association.”® This swings the balance of power in the UK in favour of the shareholders,

rather than with the board of directors.

The (South African) Companies Act has clearly moved away from the approach adopted
in the Companies Act 61 of 1973 and in the UK regarding the distribution of power to
the board of directors. It follows the approach adopted in the USA. A long standing
principle of corporate law in the USA is that the power to manage the company is
conferred on the board of directors by statute. Section 8-01(b) of the MBCA®? states that
corporate powers are exercised by or under the authority of the board of directors and
that the business and affairs of the corporation are managed by or under the direction of
its board of directors. This approach is director-centric and is known as the division of
powers model because the statute expressly divides powers between shareholders and

directors.®! This approach does however retain flexibility in respect of the constitution in

77 Cools “The Real Difference in Corporate Law between the United States and Continental Europe:
Distribution of Powers” 738-739; Kershaw Company Law in Context 191; Bruner Corporate Governance
in the Common-Law World: The Political Foundations of Shareholder Power 32; JS Oosthuizen & Delport
“Rectification of the Securities Register of a Company and the Oppression Remedy” 232-233.

8 Welling, Smith & Rotman Canadian Corporate Law: Cases, Notes & Materials 114-115; Kershaw
Company Law in Context 191-192; Bruner Corporate Governance in the Common-Law World: The
Political Foundations of Shareholder Power 36.

7 See s 21 of the UK Companies Act of 2006, which states that a company may amend its articles of
association by special resolution.

80 Refer to para 2.1 of chapter 1 where the “MBCA” is defined. Section 8.01(b) of the MBCA states as
follows: “Except as may be provided in an agreement authorized under section 7.32, and subject to any
limitation in the articles of incorporation permitted by section 2.02(b), all corporate powers shall be
exercised by or under the authority of the board of directors, and the business and affairs of the corporation
shall be managed by or under the direction, and subject to the oversight, of the board of directors.”

81 See Welling, Smith & Rotman Canadian Corporate Law: Cases, Notes & Materials 116-117; Bruner
Corporate Governance in the Common-Law World: The Political Foundations of Shareholder Power 36-

65 and Davies & Worthington Gower Principles of Modern Company Law 59 for a further discussion of
this model.
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that default rules may be changed by the company’s constitution.* Likewise, section
141(a) of the DGCL?®? states that the business and affairs of every corporation shall be
managed by or under the direction of a board of directors (except as otherwise provided
in its certificate of incorporation). In Aronson v Lewis®* the Supreme Court of Delaware
emphasised that a cardinal precept of the DGCL is that directors, rather than shareholders,

manage the business and affairs of the corporation.

Under the Australian Corporations Act of 2001 the management of the business of a
company is a matter for the company’s directors, and shareholders do not possess the
power to make management decisions.®* Section 198A(1) of the Australian Corporations
Act of 2001 states that the “business of a company is to be managed by or under the
direction of the directors.”*® It should be noted however that section 198A is a replaceable

rule, meaning that it may be ousted or modified by the constitution of the company.®” In

82 The default rules may be changed in terms of an agreement authorised under s 7.32 of the MBCA or in
terms of any limitation in the articles of incorporation permitted by s 2.02(b) of the MBCA. Section 7.32
of the MBCA deals with shareholder agreements and permits such an agreement to restrict the discretion
or powers of the board of directors. In terms of s 2.02(b)(iii) of the MBCA the articles of incorporation
may set forth provisions not inconsistent with the law regarding defining, limiting, and regulating the
powers of the corporation, its board of directors and shareholders.

83 Refer to para 2.1 of chapter 1 where the “DGCL” is defined. Section 141(a) of the DGCL states as
follows: “The business and affairs of every corporation organized under this chapter shall be managed by
or under the direction of a board of directors, except as may be otherwise provided in this chapter or in its
certificate of incorporation. If any such provision is made in the certificate of incorporation, the powers
and duties conferred or imposed upon the board of directors by this chapter shall be exercised or performed
to such extent and by such person or persons as shall be provided in the charter.”

8473 A.2d 805 (1984) at 811.

8 The Court of Appeals of New South Wales in Massey and Another v Wales and Others (2003) 177 FLR
1 at 12 proclaimed that where the constitution of a company provides that the business of the company is
to be managed by the directors, the general meeting generally has no power to make management decisions
or to control or direct the board of directors in the management of the company.

8 Despite the presence of s 198A(1) in the Australian Corporations Act of 2001, this statute is shareholder-
centric to a large degree, as is the position under the company law in the UK, on which Australian company
law is historically rooted (for a further discussion of the approach adopted in Australia see Bruner
Corporate Governance in the Common-Law World: The Political Foundations of Shareholder Power 66-
77; Austin & Ramsay Ford, Austin and Ramsay’s Principles of Corporations Law para 1.020 at 1-2 and
chapter 1, note 57).

87 See s 135 of the Australian Corporations Act of 2001 on replaceable rules. In terms of s 135(2) a
provision of a section or subsection that applies to a company as a replaceable rule may be displaced or
modified by the company’s constitution. A company’s constitution and any replaceable rules that apply to
the company have effect as a contract between the company and each member, between the company and
each director and company secretary, and between a member and each other member, under which each
person agrees to observe and perform the constitution and rules insofar as they apply to that person
(s.140(1) of the Australian Corporations Act of 2001). A failure to comply with the replaceable rules as

46

www.manaraa.com



terms of section 198A(2) of the Australian Corporations Act of 2001 the powers of the
directors may be curtailed by the Australian Corporations Act of 2001 or by the

company’s constitution.®

In accordance with the approach adopted under section 8.01(b) of the MBCA and
section 198A(2) of the Australian Corporations Act of 2001, the powers given to directors
by section 66(1) of the (South African) Companies Act may be curtailed by the
Companies Act or by the Memorandum of Incorporation of the company. The
Memorandum of Incorporation may be amended by the shareholders by means of a
special resolution or by means of any different requirements set out in the Memorandum
of Incorporation.®® The shareholders are thus not without power but are able to curtail the
powers of the board of directors in the Memorandum of Incorporation and to amend it by
means of a special resolution or by complying with any other requirements set out in the
Memorandum of Incorporation regarding its amendment. There are, however, limitations
to the exercise of this power by the shareholders in that (i) a special resolution to amend
the Memorandum of Incorporation must be proposed by shareholders entitled to exercise
at least ten per cent of the voting rights that may be exercised on the resolution;” (ii) the
threshold for passing a special resolution may be increased in terms of section 65(10) of
the Companies Act;’' and (iii) in terms of section 16(2) of the Companies Act more
onerous requirements to amend a company’s Memorandum of Incorporation may be

specified in the Memorandum of Incorporation than that specified in section 16(1)(c)(1).

they apply to a company is not of itself a contravention of the Australian Corporations Act of 2001
(s 135(3)). Section 141 of the Australian Corporations Act of 2001 lists the provisions that apply as
replaceable rules.

88 Section 198A(2) of the Australian Corporations Act of 2001 states as follows: “The directors may
exercise all the powers of the company except any powers that this Act or the company’s constitution (if
any) requires the company to exercise in general meeting.”

% In terms of s 16(1) of the Companies Act a company’s Memorandum of Incorporation may be amended
(i) in compliance with a court order; (ii) in the manner contemplated in s 36(3) and (4) of the Companies
Act; or (iii) at any other time if a special resolution to amend it is proposed by the board of directors or
shareholders entitled to exercise at least ten per cent of the voting rights that may be exercised on such a
resolution. In terms of s 16(2) of the Companies Act a company’s Memorandum of Incorporation may
provide different requirements than those set out in s 16(1)(c)(i) with respect to proposals for amendments.

9 Section 16(1)(c)(i)(bb).
91 Under s 65(10) of the Companies Act a company’s Memorandum of Incorporation may permit a different

percentage of voting rights to approve any special resolution or one or more different percentages of voting
rights to approve special resolutions concerning one or more particular matters.
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Thus while the shareholders have the power to curtail the powers of the board of directors
in the Memorandum of Incorporation and to amend the Memorandum of Incorporation
in order to do so, there are some limitations to the exercise of this power by the

shareholders.

To sum up, under the (South African) Companies Act, since the power to manage the
business and affairs of the company is derived from statute and not from the constitution
of the company and no longer has to be delegated by the shareholders to the board of
directors, the power of the directors is subject to shareholder control to a much lesser
extent than was the case under the Companies Act 61 of 1973.%2 The (South African)
Companies Act has moved away from the contractarian model adopted in the UK to the
division of power model adopted in the USA and Australia in that the allocation of powers
is sourced in legislation, save where it is changed by the constitution of the company.”
It is evident that under the Companies Act the balance of power has shifted away from

the shareholders and that it now lies in favour of the board of directors.

92 FHI Cassim “The Duties and Liability of Directors” in FHI Cassim et al Contemporary Company Law
507; Havenga “Directors’ Exploitation of Corporate Opportunities and the Companies Act 71 of 2008”
262.

93 Kaimowitz v Delahunt and Others 2017 (3) SA 201 (WCC) para 13; Delport Henochsberg on the
Companies Act 71 of 2008 250(3); MF Cassim “Formation of Companies and the Company Constitution”
in FHI Cassim et al Contemporary Company Law 124; Esser & Delport “Shareholder Protection
Philosophy in terms of the Companies Act 71 of 2008 9; JS Oosthuizen & Delport “Rectification of the
Securities Register of a Company and the Oppression Remedy” 244. It is arguable that to some extent the
Companies Act has adopted a hybrid model in that it does retain certain elements of the contractarian model
(see JS Oosthuizen & Delport “Rectification of the Securities Register of a Company and the Oppression
Remedy” 245). For instance, s 15(6) of the Companies Act, which is analogous to s 33(1) of the UK
Companies Act of 2006, provides that a company’s Memorandum of Incorporation and any rules of the
company are binding between the company and each shareholder. Section 15(6) of the Companies Act goes
further than s 33(1) of the UK Companies Act of 2006 in that it provides that the company’s Memorandum
of Incorporation is also binding between or among the shareholders of the company, and between the
company and each director or prescribed officer of the company or any other person serving the company
as a member of a board committee, in the exercise of their respective functions within the company. The
fact that the power of the board of directors is now sourced in the Companies Act does not mean that the
statute does not confer any powers on the shareholders of the company. For example, s 71(1) of the
Companies Act confers on shareholders the power to remove directors from office by means of an ordinary
resolution, without cause, and despite anything to the contrary in the company’s Memorandum of
Incorporation or any agreement between the company and a director or between any shareholders and a
director. This power is reflective of the shareholder-oriented governance system of the UK (see Bruner
Corporate Governance in the Common-Law World: The Political Foundations of Shareholder Power 29-
30. For a further discussion on the division of powers between the directors and shareholders under the
Companies Act see FHI Cassim “The Division and Balance of Power” 152-168 and Esser & Delport
“Shareholder Protection Philosophy in terms of the Companies Act 71 of 2008” (2016) 79 THRHR 1 at 8-
14).
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3. THE SEPARATION OF OWNERSHIP AND CONTROL

In many small private companies the directors and the shareholders are often the same
persons. In larger companies though, as famously documented by Berle and Means in
their landmark study in 1932,%* ownership and control of companies do not vest in the
same persons. Berle and Means argue that ownership and control of a large company are
split in that the control of a company vests in the hands of the managers of the company,
being the board of directors, while “ownership” of the company vests in the
shareholders.”” The effect of the split in ownership and control is that a large body of
shareholders has been created who exercise virtually no control over the wealth that they
have contributed to the enterprise, while the ownership interest held by the controlling
group, being the directors, is only a very small fraction of the total ownership of the

company.”®

It is important to note at the outset that it is misleading to describe the shareholders as the
“owners” of the corporation. Shareholders do not “own” a company — instead they own

shares in the company, which provides them with certain legal rights. The property and

% Berle & Means The Modern Corporation and Private Property.

% Berle & Means The Modern Corporation and Private Property 4. The divorce of ownership from control
is the central theme in this classic work, of Berle and Means. Written in 1932, Berle and Means envisaged
that over time there would be an increase in the size of the modern corporation and the concentration of the
economy, leading to an increasing dispersion of share ownership and increasing separation of ownership
and control. See further Marks “The Separation of Ownership and Control” 692; Hill “Visions and
Revisions of the Shareholder” 39; Bainbridge Corporate Law 72-75; Mitchell, O’Donnell & Ramsay
“Shareholder Value and Employee Interests: Intersections between Corporate Governance, Corporate Law
and Labor Law” 425-431; Esser & Havenga “Shareholder Participation in Corporate Governance” 74;
Steyn & Stainbank “Separation of Ownership and Control in South African-Listed Companies” 316;
French, Mayson & Ryan Mayson, French & Ryan on Company Law 433-434; Austin & Ramsay Ford,
Austin and Ramsay’s Principles of Corporations Law para 7.061 at 238 and Davies & Worthington Gower
Principles of Modern Company Law 412-413.

% Berle & Means The Modern Corporation and Private Property 5. On the separation of ownership and
control see generally Sullivan “The Relationship between the Board of Directors and the General Meeting
in Limited Companies” 579; Fama & Jensen “Separation of Ownership and Control” 301; Pinto “Corporate
Governance: Monitoring the Board of Directors in American Corporations” 317-346; Ferran Company Law
and Corporate Finance 116-118; Marks “The Separation of Ownership and Control” 692; Hill “Visions
and Revisions of the Shareholder” 39; Mongalo “The Emergence of Corporate Governance as a
Fundamental Research Topic in South Africa” 179-186; Bainbridge Corporate Law 72-75; Esser &
Havenga “Shareholder Participation in Corporate Governance” 74; Steyn & Stainbank “Separation of
Ownership and Control in South African-Listed Companies” 316; Austin & Ramsay Ford, Austin and
Ramsay’s Principles of Corporations Law para 7.061 at 238; French, Mayson & Ryan Mayson, French &
Ryan on Company Law 433-434; Hannigan Company Law 183-186 and Esser & Delport “Shareholder
Protection Philosophy in terms of the Companies Act 71 of 2008 8-10.
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assets of the company belong to the company itself and not to the shareholders.”” While
a shareholder may be financially interested in the success or failure of a company because
he is entitled to a share in the distribution of the surplus assets when a company is
liquidated, this does not mean that he has any right or title to any assets of the company.”®
It may be that in small private companies where one shareholder or a very small number
of shareholders hold the shares in the company, such shareholders would exercise much
more control over the company compared to a public company where the shareholding is
widely dispersed. Nonetheless it would be both factually and legally incorrect to refer to
even these shareholders as “owners of a company”.” The “shareholder / ownership”
model was the basis of Berle and Means’ work and much of the work that succeeded it,
and this model continues to command much support in practice.'® For purposes of this
thesis the metaphor of shareholders as the “owners” of the company will be used but one
must bear in mind that the metaphor is not legally or factually accurate because the

owners of the capital of the company are not the owners of the company itself.

7 Dadoo Ltd v Krugersdorp Municipal Council 1920 AD 530 at 550-551; Macaura v Northern Assurance
Co Ltd [1925] AC 619 (HL (Ir)); Stellenbosch Farmers’ Winery Ltd v Distillers Corporation (SA) Ltd 1962
(1) SA 458 (A) at 471-472; The Maritime Trader [1981] 2 Lloyd’s Rep 153; Francis George Hill Family
Trust v South African Reserve Bank 1992 (3) SA 91 (A) at 102; The Shipping Corporation of India Ltd v
Evdomon Corporation 1994 (1) SA 550 (A) at 565-566; Hughes v Ridley 2010 (1) SA 381 (KZP) para 22;
Prest v Prest and Others [2013] 1 All ER 795 para 101. See further Grantham “The Doctrinal Basis of the
Rights of Company Shareholders” 562-564; Sirodoeva-Paxson “Judicial Removal of Directors: Denial of
Directors’ License to Steal or Shareholders’ Freedom to Vote?” 122; Roach “The Paradox of the Traditional
Justifications for Exclusive Shareholder Governance Protection: Expanding the Pluralist Approach” 9-10;
Ferber Corporation Law 20; Cox & Hazen Corporations 8; Esser & Havenga “Shareholder Participation
in Corporate Governance” 75; Dignam Hicks & Goo’s Cases and Materials on Company Law 100-101;
Kershaw Company Law in Context 46; Birds et al Boyle and Birds’ Company Law 53-54; French, Mayson
& Ryan Mayson, French & Ryan on Company Law 434; Davies & Worthington Gower Principles of
Modern Company Law 35 and Hannigan Company Law 45-46.

%8 Stellenbosch Farmers’ Winery Ltd v Distillers Corporation (SA) Ltd 1962 (1) SA 458 (A) 471-472.

% Stout “The Mythical Benefits of Shareholder Control” 804; Mongalo “The Myth of Director
Appointment by Shareholders and Shareholder Activism in Listed Companies” 98; Lipton & Savitt “The
Many Myths of Lucian Bebchuk” 754.

100 Ferran Company Law and Corporate Finance 131-132. See generally Stigler & Friedland “The
Literature of Economics: The Case of Berle and Means” 237; Marks “The Separation of Ownership and
Control” 692; Hill “Visions and Revisions of the Shareholder” 39; Bratton ‘“Berle and Means Reconsidered
at the Century’s Turn” 737-741; Mongalo “The Emergence of Corporate Governance as a Fundamental
Research Topic in South Africa” 184-186; Esser & Havenga “Shareholder Participation in Corporate
Governance” 74; Steyn & Stainbank “Separation of Ownership and Control in South African-Listed
Companies” 316; French, Mayson & Ryan Mayson, French & Ryan on Company Law 433-434; Austin &
Ramsay Ford, Austin and Ramsay’s Principles of Corporations Law para 7.061 at 239 and Davies &
Worthington Gower Principles of Modern Company Law 412-413.
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It is important to understand what is meant by “control” in the context of a discussion on
the “separation of ownership and control”. As Herman notes, control relates to power.!?!
Literal control is the power to make the key decisions of a company, while the power to
constrain is the power to limit certain decision choices.!> The power to constrain may be
negative in its exercise but it is a form of control because it shapes decisions made by

restricting the scope of choice.'®

There are various categories of “control”. For example, control through almost complete
ownership of common shares is where a single individual or a small group of associates
own all or practically all the shares in the company.'* The shareholders in this instance
have control over the company by virtue of having the legal powers of ownership and by
the ability to make use of these powers and, in particular, being in a position to elect,
remove and dominate the management of the company.'> Ownership and control are thus
combined in the same hands.!° Majority control is another type of control, and it entails
ownership of a majority of the shares in the company, which gives the individual or small
group of individuals, substantial legal powers of control.'”” Of course, majority control
may be curbed by the minority shareholding, but where the minority shareholding is
widely dispersed majority ownership may entail undiminished actual control.'®® The
concentration of control in this instance means that the minority have lost most of the
powers of control over the company of which they are part owners.'” Management

control is where ownership of a company is so widely distributed that no individual or

191 Herman Corporate Control, Corporate Power 19.

192 Herman Corporate Control, Corporate Power 19.

103 Herman Corporate Control, Corporate Power 19.

104 Berle & Means The Modern Corporation and Private Property 70.

105 Berle & Means The Modern Corporation and Private Property 70. See further Stigler & Friedland “The
Literature of Economics: The Case of Berle and Means” 247-248 and French, Mayson & Ryan Mayson,
French & Ryan on Company Law 433-434.

106 Berle & Means The Modern Corporation and Private Property 70.

197 Berle & Means The Modern Corporation and Private Property 70-71.

18 Berle & Means The Modern Corporation and Private Property 71.

109 Berle & Means The Modern Corporation and Private Property 71.
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small group has even a minority interest which is large enough to dominate the affairs of
the company.'!° Thus no shareholder is in a position by virtue of his shares alone to place
any pressure upon the management of the company.'!! It is clear from the above
categories of “control” that control is not necessarily a function of ownership and that it

may be regarded as a separate and separable factor.!'?

For decades, large public companies have been issuing increasing numbers of shares in
order to raise capital for growth and expansion, which has had the effect of causing
fragmentation of share ownership in public companies.''® Shareholders in large public
companies have also become widely dispersed or geographically scattered.!!* In general,
the larger the company, the greater the probability that its ownership will be diffused
among a multitude of individuals.!!® Thus ownership and wealth have come to lie less

and less in one person.'!®

10 Berle & Means The Modern Corporation and Private Property 84; Bratton “Berle and Means
Reconsidered at the Century’s Turn” 758.

1 Berle & Means The Modern Corporation and Private Property 84. Two other categories of control
identified by Berle and Means are control through a legal device, and minority control. Berle and Means
identify the legal device of pyramiding as conferring control, which involves the owning of a majority of
the shares of one company which in turn holds a majority of the shares of another company. This process
may be repeated a number of times, and by introducing two or three intermediate companies each of which
is legally controlled through ownership of a majority of its shares by the company higher in the series,
complete legal control of a large operating company may be maintained by a very small ownership interest.
In other words, the owner of a majority of the shares at the apex of the pyramid could have almost as
complete control of the entire property of the company as a sole owner would have even though his
ownership interest is less than one per cent of the whole (see Berle & Means The Modern Corporation and
Private Property 72-73 and Stigler & Friedland “The Literature of Economics: The Case of Berle and
Means” 247). Minority control exists when a small group hold a sufficient share interest to be in a position
to dominate a company through their share interest. The control rests upon the ability of the minority to
attract from dispersed owners proxies which are sufficient when combined with their substantial minority
interest to control a majority of the votes at the election of directors (Berle & Means The Modern
Corporation and Private Property 80; Stigler & Friedland “The Literature of Economics: The Case of
Berle and Means™ 247).

112 Berle & Means The Modern Corporation and Private Property 118. See further on control Stigler &
Friedland “The Literature of Economics: The Case of Berle and Means” 247; Bratton “Berle and Means
Reconsidered at the Century’s Turn” 758; French, Mayson & Ryan Mayson, French & Ryan on Company
Law 433-434; Austin & Ramsay Ford, Austin and Ramsay’s Principles of Corporations Law para 7.061 at
238 and Esser & Delport “Shareholder Protection Philosophy in terms of the Companies Act 71 of 2008
7-8.

113 FHI Cassim “The Division and Balance of Power” 152.

114 Mongalo “The Emergence of Corporate Governance as a Fundamental Research Topic in South Africa”
184; FHI Cassim “The Division and Balance of Power” 152.

115 Berle & Means The Modern Corporation and Private Property 52.

116 Berle & Means The Modern Corporation and Private Property 69.
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As Berle and Means explain, ownership of wealth without appreciable control, and
control of wealth without appreciable ownership, appear to be the logical outcome of
corporate development.!'” This has the effect that no single shareholder or group of
shareholders is able to exercise effective control over the directors. In a large public
company, and particularly a listed company, each shareholder generally owns only a
small fraction of the shares in a company, which means that no one shareholder is in a
position to exert control of the company by way of voting in shareholders’ meetings.''®
Thus the power and responsibility of ownership is in effect transferred to a separate group

in whose hands lies control.'"’

A further effect of the large numbers of shareholders in a company, shareholders being
widely dispersed, and fragmented shareholding, is that the links of the shareholders with
the management of their companies have become more remote. This had inevitably led
to passivity on the part of the shareholders.'?® In most jurisdictions it is too costly and
difficult for shareholders to become active in a company.!'?! The cost to an individual
shareholder to monitor management would normally exceed the benefit to that
shareholder, and whilst other shareholders may also benefit from such actions they would
do so at the expense of the monitoring shareholder (known as the “free-rider” problem).'??

Shareholders often believe that their votes will have little impact on the outcome of the

7 Berle & Means The Modern Corporation and Private Property 69.

118 Mongalo “The Emergence of Corporate Governance as a Fundamental Research Topic in South Africa”
184.

119 Berle & Means The Modern Corporation and Private Property 68.

120 Mongalo “The Myth of Director Appointment by Shareholders and Shareholder Activism in Listed
Companies” 98. See further Olson “Professor Bebchuk’s Brave New World: A Reply to ‘The Myth of the
Shareholder Franchise’” 783-785; Esser & Havenga “Shareholder Participation in Corporate Governance”
74; Davies & Worthington Gower Principles of Modern Company Law 413; Hannigan Company Law 141-
145 and Esser & Delport “Shareholder Protection Philosophy in terms of the Companies Act 71 of 2008”
24-28.

121 Keay “Company Directors Behaving Poorly: Disciplinary Options for Shareholders” 659-660; FHI
Cassim “The Division and Balance of Power” 152.

122 In other words, those shareholders who are not involved in actively monitoring the management of the
company get a “free ride.” See Pinto “Corporate Governance: Monitoring the Board of Directors in
American Corporations” 326; Ferran Company Law and Corporate Finance 117; Marks “The Separation
of Ownership and Control” 69 and Esser & Havenga “Shareholder Participation on Corporate Governance”
79 on the free-rider concept.
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vote and they lack an incentive to become active.!”* A further implication of fragmented
shareholding and shareholder apathy is that no one shareholder will be in a position to
exercise control of the company by way of voting in general meetings because most
shareholders would be minority shareholders.!?* The ultimate effect of shareholder

apathy is that it undermines appropriate levels of managerial compliance.'?

The process of separation of ownership and control has been aptly summed up by

Herman'2® who states as follows:

“With larger corporate size comes a greater dispersion of stock ownership, a steady
reduction in the power and interest of the shareholder, and gradual enhancement of
managerial authority, that is, a separation of ownership from control.”

The separation of ownership from control creates a condition where the interest of owners
and managers may, and often do, diverge.'?’ The central question, as advocated by Berle
and Means, is whether we have any justification for assuming that those in control of a
modern corporation will also choose to operate it in the interests of the owners.!?® The
answer to this question would depend on the degree to which the self-interest of those in
control may run parallel to the interests of ownership, and, insofar as they differ, the
checks on the use of power.!? Bebchuk argues that in public companies with dispersed
ownership the interests of management do not fully overlap with those of shareholders,
and management cannot be automatically relied on to take actions that would serve
shareholder interests.'** In such a situation, directors would be able to favour their own

personal desires even though doing so may conflict with shareholder interests in

123 Olson “Professor Bebchuk’s Brave New World: A Reply to ‘The Myth of the Shareholder Franchise’”
784.

124 Mongalo “The Myth of Director Appointment by Shareholders and Shareholder Activism in Listed
Companies” 98-99.

125 R Cassim “Corporate Governance” in FHI Cassim et al Contemporary Company Law 498.
126 Herman Corporate Control, Corporate Power 5.

127 Berle & Means The Modern Corporation and Private Property 6; Eisenberg “The Structure of
Corporation Law” 1471-1472.

128 Berle & Means The Modern Corporation and Private Property 121.
129 Berle & Means The Modern Corporation and Private Property 121.
130 Bebchuk “The Case for Increasing Shareholder Power” 850.
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maximising the economic value of the company.'’! Also, directors are relatively
autonomous with a wide range of discretion to make decisions, which may lead to
corporate managers having an interest in maintaining and enhancing their positions even

at the expense of shareholders.!'*?

As a consequence of the separation of ownership and control the directors of a large
company enjoy managerial autonomy — they have at their disposal substantial sums of
money invested by shareholders and the manner in which they use that money is for them
to decide without close scrutiny from the shareholders.'** Separation of ownership and
control gives the directors scope to use the money invested by the shareholders more for
their own benefit rather than for the benefit of the shareholders, to neglect giving due
attention to the management of such sums of money, or to refrain from expending their
maximum effort on behalf of the shareholders, known as managerial shirking.!** Where
there are low standards of managerial accountability, abuse of power, mismanagement
and negligence may prevail over good governance unless mechanisms are devised to

prevent such conduct from occurring.!*3

The separation of ownership and control creates a potential divergence between the
interests of shareholders and directors and leads to the problem that the directors do not
necessarily act in the best interests of the shareholders when they manage a company.'*®
This goal divergence problem is referred to as the “agency problem” or as “agency

costs”.!*” In large companies the principals are not capable of exercising day-to-day

131 Daniels & Halpern “Too Close for Comfort” 14.

132 Eisenberg “The Structure of Corporation Law” 1471-1472.

133 Ferran Company Law and Corporate Finance 117.

134 See Eisenberg “The Structure of Corporation Law” 1471-1472; Daniels & Halpern “Too Close for
Comfort” 14; Ferran Company Law and Corporate Finance 117; Roach “The Paradox of the Traditional
Justifications for Exclusive Shareholder Governance Protection: Expanding the Pluralist Approach” 12 and

Bainbridge “Director Primacy and Shareholder Disempowerment” 1740.

135 Mongalo “The Myth of Director Appointment by Shareholders and Shareholder Activism in Listed
Companies” 98.

136 Esser & Havenga “Shareholder Participation in Corporate Governance” 76.
137 From an economic perspective shareholders are regarded as the “principals” and directors are regarded
as the “agents”. From a legal perspective the relationship of a director to a company is in some respects

analogous to that of an agent, but this description is not entirely accurate in law. Directors are analogous to
agents_in that they act for the benefit of another person, being the company, and when they contract on
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control over the affairs of the company. Accordingly they appoint directors to act as their
agents, but, because the ownership of a company is separated from its control, the
interests of the principals and the agents are not identical. Conflicts arise between the
directors and shareholders because a shareholder desires the director to make decisions
that will increase the share value, but the director would prefer to expand the business of
the company and his own remuneration, which may not necessarily increase the value of
the shares. Thus the directors may well pursue activities which benefit themselves rather
than the shareholders of the company. For instance, in public companies, directors may
focus on personal gains rather than on shareholder gains, or on short-term goals which
would be to their advantage rather than on long-term goals which are more likely to be
to the benefit of shareholders.!*® The issue which arises is how to provide the agents,
being the directors, with incentives to induce behaviour which will be beneficial to the

principals, being the shareholders.!*’

In order to limit the activities of the agent which serve to favour his own interests, the
principal will establish appropriate incentives for the agent, and incur monitoring costs

which are aimed at limiting the aberrant activities of the agent.'** Monitoring comprises

behalf of the company they do not incur liability unless they act outside their power or expressly or
impliedly assume liability. In Robinson v Randfontein Estates Gold Mining Co Ltd 1921 AD 168 at 216-
217 the then Appellate Division stated that while it is true that the board of directors is the agent of the
company to manage its affairs each individual director is not as such an agent of the company (see further
Ferguson v Wilson (1866) 2 Ch App 77 at 89; Blackman et al Commentary on the Companies Act 8-9 and
Davies & Worthington Gower Principles of Modern Company Law 358). Notably under the Companies
Act directors are given original powers by virtue of s 66(1) (discussed in para 2 above) and this detracts
from the agency principal analogy.

138 See further on the agency problem Jensen & Meckling “Theory of the Firm: Managerial Behavior,
Agency Costs, and Ownership Structure” 309; Fama & Jensen “Separation of Ownership and Control”
301; Ferran Company Law and Corporate Finance 118; Marks “The Separation of Ownership and Control”
696-698; Roach “The Paradox of the Traditional Justifications for Exclusive Shareholder Governance
Protection: Expanding the Pluralist Approach” 11; Shields, O’Donnel & O’Brien “The Bucks Stop Here:
Private Sector Executive Remuneration in Australia” A Report prepared for the Labor Council of New
South Wales (2003) available at http://www.researchgate.net/publication/242042789 at 13 (accessed on 5
April 2016); Mongalo “The Emergence of Corporate Governance as a Fundamental Research Topic in
South Africa” 186; Mitchell, O’Donnell & Ramsay “Shareholder Value and Employee Interests:
Intersections between Corporate Governance, Corporate Law and Labor Law” 425-434; Williams
“Disqualifying Directors: A Remedy Worse than the Disease” 217-220; Esser & Havenga “Shareholder
Participation in Corporate Governance” Bainbridge Corporate Law 75; Kershaw Company Law in Context
171-188; Steyn & Stainbank “Separation of Ownership and Control in South African-Listed Companies”
317; French, Mayson & Ryan Mayson, French & Ryan on Company Law 432; Austin & Ramsay Ford,
Austin and Ramsay’s Principles of Corporations Law para 7.061 at 239.

139 Marks “The Separation of Ownership and Control” 696.

140 Jensen & Meckling “Theory of the Firm: Managerial Behavior, Agency Costs, and Ownership
Structure” 308.
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measuring or observing the behaviour of the agent as well as efforts on the part of the
principal to control the behaviour of the agent.'*! For instance, shareholders seek to
negotiate contracts with the directors which minimise their loss of control and which
protect the company’s competitive interests.'*> Companies may for example make as
much of the directors’ remuneration contingent on the performance of the company and
on the dividends given to the shareholders.!** Thus, in an effort to align the interests of
the directors and shareholders, companies may pay cash bonuses to directors if the share
price increases, or they may utilise share options which give directors the right to acquire
shares from the company at a specified price, which would be lower than the market price
of the shares.'* These monetary incentives are examples of agency costs. The rationale
of these incentives is that if directors have a direct personal interest in the company being
profitable their personal interests will be aligned with those of the shareholders and the
conflict of interest between them will be reduced.'* To put it simply, agency costs in a
corporate environment are designed to deal with the inevitable conflicts of interests
between the directors and the shareholders, and comprise the costs of techniques that
shareholders use to prevent the directors from prioritising their interests over the interests
of shareholders, as well as the costs incurred in monitoring the performance of the
directors to prevent the directors putting their own interests above those of the

shareholders.!#¢ Agency costs are factored into the price that investors in a company are

141 Jensen & Meckling “Theory of the Firm: Managerial Behavior, Agency Costs, and Ownership
Structure” 308. See further Marks “The Separation of Ownership and Control” 698-710 where some of
these incentives are discussed, and Esser & Havenga “Shareholder Participation in Corporate Governance”
75.

142 Ferran Company Law and Corporate Finance 119-120; Shields, O’Donnel & O’Brien “The Bucks Stop
Here: Private Sector Executive Remuneration in Australia” A Report prepared for the Labor Council of
New South Wales (2003) available at http://www.researchgate.net/publication/242042789 at 13 (accessed
on 5 April 2016).

143 Shields, O’Donnel & O’Brien “The Bucks Stop Here: Private Sector Executive Remuneration in
Australia” A Report prepared for the Labor Council of New South Wales (2003) available at
http://www.researchgate.net/publication/242042789 at 13 (accessed on 5 April 2016).

144 Ferran Company Law and Corporate Finance 119; Shields, O’Donnel & O’Brien “The Bucks Stop
Here: Private Sector Executive Remuneration in Australia” A Report prepared for the Labor Council of
New South Wales (2003) available at http://www.researchgate.net/publication/242042789 at 13 (accessed
on 5 April 2016).

145 Ferran Company Law and Corporate Finance 119-120.

146 Birds et al Boyle and Birds’ Company Law 14.
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willing to pay for their shares.'"*” Thus if the agency costs are lower investors will be

willing to pay a higher price.'*8

The concept of separation of ownership and control as advocated by Berle and Means in
1932 has been strongly influential in analysing the structure and inner workings of a
company. However, in modern times certain qualifications may have to be made to this
concept. For instance, it may be too simplistic to assume that there is necessarily complete
separation of ownership and control in all large public companies, such as where the
founders of a company retain a large proportion of the company’s share capital after the
company has been listed and are thus still able to exercise control over the company in
their capacity as shareholders.'*” Herman argues that Berle and Means overstated the loss

of power of the shareholders and the separation and discretion of managers.'>°

A further qualification to Berle and Means’ thesis is the fact that not all shareholders
today are small private investors. There has been a significant increase in the number of
institutional investors. “Institutional investors” are defined in the King IV Report on

Corporate Governance for South Africa 2016 (“King IV Report”)!*! as follows:

“Any juristic person or institution referred to in the definition of financial institution
in section 1 of the Financial Services Board Act, No 97 of 1990,'%? to the extent that

147 Ferran Company Law and Corporate Finance 118.
148 Ferran Company Law and Corporate Finance 118.
149 Ferran Company Law and Corporate Finance 117-118.
150 Herman Corporate Control, Corporate Power 258.

131 King IV Report, Glossary of Terms, at 10. The King IV Report came into effect on 1 November 2016
and it replaces the King Report on Governance for South Africa 2009 (“the King III Report”) in its entirety.

152 A “financial institution” is defined in s 1 of the Financial Services Board Act 97 of 1990 as meaning the
following:

(1)  any pension fund organisation registered in terms of the Pension Funds Act 4 of 1956 or any
person referred to in s 13B of that Act administering the investments of such a pension fund or
the disposition of benefits provided for in the rules of such a pension fund;

(i1) any friendly society registered in terms of the Friendly Societies Act 25 of 1956 or any person
in charge of the management of the affairs of such a society;

(iii) a collective investment scheme as defined in s 1 of the Collective Investment Schemes Control
Act 45 of 2002, a manager, trustee, custodian or nominee company registered or approved in
terms of that Act, and an authorised agent of such a manager;

9% G LRI

(iv) any “external authorised user”, “external central securities depository”, “external clearing
house”, “external clearing member”, “external exchange”, “external participant” or “external
trade repository”, or any person referred to in paragraphs (a) to (h) and (j) of the definition of

“regulated person”, as defined in the Financial Markets Act 19 of 2012;
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these juristic persons or institutions are the holders of beneficial interest in the
securities of a company. It includes retirement funds and insurance companies as
well as the custodians, nominees and service providers who act under mandate in
respect of any investment decisions and investment activities exercised in relation to
these securities.”

Institutional investors may hold a sufficiently large shareholding in a company to be able
to influence directors directly, and therefore to have a potentially strong monitoring
role.!> If institutional investors were to act together and share agency costs they would
be a powerful monitor of the performance of directors.!>* The King IV Report regards
institutional investors as being highly influential on the basis that the types of investment
decisions which they make and the manner in which they exercise their rights as
shareholders either reinforces or weakens good governance in the companies in which

they invest.!> A further effect of the influence of active institutional investors is that they

(v) any “long-term insurer” as defined in s 1(1) of the Long-term Insurance Act 52 of 1998 and any
“short-term insurer” as defined in s 1(1) of the Short-term Insurance Act 53 of 1998;

(vi) any “independent intermediary” or “representative” contemplated in the Short-term Insurance
Act 53 of 1998 and the Long-term Insurance Act 52 of 1998;

(vii) any “Lloyd's underwriter” as defined in s 1(1) of the Short-term Insurance Act 53 of 1998 and
referred to in s 56 of that Act;

(viii) any “authorised financial services provider” or “representative” as defined in s 1(1) of the
Financial Advisory and Intermediary Services Act 37 of 2002;

(ix) any “credit rating agency” as defined in s 1 of the Credit Rating Services Act 24 of 2012;

(x) abank as defined in s 1(1) of the Banks Act 94 of 1990, a mutual bank as defined in s 1(1) of
the Mutual Banks Act 124 of 1993, or a co-operative bank as defined in s 1(1) of the Co-
operative Banks Act 40 of 2007, which deals with trust property as a regular feature of its
business;

(xi) any other person who or which deals with trust property as a regular feature of his or its business,
but who is not registered, licensed, recognised, approved or otherwise authorised to deal so in
terms of any Act, other than the Companies Act, the Close Corporations Act 69 of 1984 and the
Trust Property Control Act 57 of 1988; and

(xii) any person that performs an activity regulated under a law referred to above.

133 Austin & Ramsay Ford, Austin and Ramsay’s Principles of Corporations Law para 7.061 at 239. See
generally on institutional investors Pinto “Corporate Governance: Monitoring the Board of Directors in
American Corporations” 344-345; Pretorius et al Hahlo’s South African Company Law through the Cases
337; Hill “Visions and Revisions of the Shareholder” 61-78; Karmel “Should a Duty to the Corporation be
imposed on Institutional Shareholders?” 1; Esser & Havenga “Shareholder Participation in Corporate
Governance” 74; Kershaw Company Law in Context 180-185; French, Mayson & Ryan Mayson, French
& Ryan on Company Law 434-435; Davies & Worthington Gower Principles of Modern Company Law
413 and Esser & Delport “Shareholder Protection Philosophy in terms of the Companies Act 71 of 2008
26-28.

134 Austin & Ramsay Ford, Austin and Ramsay’s Principles of Corporations Law para 7.061 at 239.

155 King IV Report at 32. See further the Code for Responsible Investing in South Africa 2011 (“CRISA”),
which is a voluntary code that applies to institutional investors. It was launched on 19 July 2011. It provides
guidance to institutional investors on how they should execute investment activities to promote sound
corporate governance and how they should incorporate environmental, social and governance
considerations into their investment activities. See further Esser & Delport “Shareholder Protection
Philosophy in terms of the Companies Act 71 of 2008 26-28 where CRISA is discussed in detail.
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mitigate shareholder apathy.'*® Nonetheless, institutional investors may not be as
influential as one might hope because, in an attempt to diversify their share portfolio and
obtain quick financial gains, institutional shareholders generally own shares in a large
number of companies and are thus not able to wield real control in any one of the

companies in which they invest.!>’

It must be conceded that shareholders in modern times are no longer as powerless as they
were during the time of Berle and Means. For instance, individual shareholders in the
1930s did not have an instantaneous means of communication with each other whereas
today with modern technology shareholders are able to communicate with each other
faster, easier and with less expense, and consequently to act together to influence boards
of directors.'® For example, under section 63(2) of the Companies Act, unless prohibited
by its Memorandum of Incorporation, a company may provide for a shareholders’
meeting to be conducted entirely by electronic communication or for one or more
shareholders or proxies for shareholders to participate by electronic communication in all
or part of a shareholders’ meeting that is being held in person.'*® Under section 61(10) of
the Companies Act every shareholders’ meeting of a public company must be

“reasonably accessible” within South Africa for electronic participation by shareholders

156 Sirodoeva-Paxson “Judicial Removal of Directors: Denial of Directors’ License to Steal or
Shareholders’ Freedom to Vote” 14; Mitchell, O’Donnell & Ramsay “Shareholder Value and Employee
Interests: Intersections between Corporate Governance, Corporate Law and Labor Law” 452-453; Stout
“The Mythical Benefits of Shareholder Control” 807.

157 Mongalo “The Myth of Director Appointment by Shareholders and Shareholder Activism in Listed
Companies” 99; Keay “Company Directors Behaving Poorly: Disciplinary Options for Shareholders” 665.
Mitchell, O’Donnell & Ramsay argue that patterns of institutional activism vary depending on the size of
the institutional investor’s shareholding, the size of other non-institutional holdings in the company, the
size of the company, the resources devoted to monitoring the performance of the directors and the nature
of the institutional investor’s portfolio (Mitchell, O’Donnell & Ramsay “Shareholder Value and Employee
Interests: Intersections between Corporate Governance, Corporate Law and Labor Law” 456-457).

158 Stout “The Mythical Benefits of Shareholder Control” 807.

139 This is subject to the proviso in s 63(2) that the electronic communication employed ordinarily enables
all persons participating in that meeting to communicate concurrently with each other without an
intermediary and to participate reasonably effectively in the meeting. If a company provides for
participation in a meeting by electronic communication the notice of that meeting must inform shareholders
of the availability of that form of participation and provide any necessary information to enable
shareholders or their proxies to access the means of electronic communication (s 63(3)(a) of the Companies
Act).
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in the manner contemplated in section 63(2) of the Companies Act, irrespective of

whether the meeting is held in South Africa or elsewhere.'®

The qualifications to the concept of separation of ownership and control as propounded
by Berle and Means do not detract from the fact that in general, and particularly in large
companies, there is a separation of ownership and control between directors and
shareholders. The degree of the separation of the ownership and control between directors

and shareholders varies from company to company.

4. SHAREHOLDERS’ POWER TO REMOVE DIRECTORS FROM OFFICE

The Cohen Committee, in 1945, recommended that shareholders be given “greater
powers to remove directors with whom they are dissatisfied”.!¢! This recommendation
formed the underlying rationale of section 184 of the UK Companies Act of 1948.'%2 The
purpose of section 184 of the UK Companies Act of 1948 was to strengthen shareholder
control over management by conferring power on the shareholders to remove a director
from office by ordinary resolution, notwithstanding any provisions in the constitution of

the company.!®3

160 1t is not clear what the phrase “reasonably accessible” means in this context and no guidance regarding
the meaning of this phrase is provided by the legislature (R Cassim “Governance and Shareholders” in FHI
Cassim et al Contemporary Company Law 379). Despite shareholders having the option to participate in
meetings electronically, they do not necessarily do this. There is still some expense for shareholders to do
so, particularly since the access to the means of electronic communication is at the expense of the
shareholder or proxy, unless the company determines otherwise (s 63(3)(b) of the Companies Act).

161 Report of the Committee on Company Law Amendment (Cohen Report 1945) Cmnd 6659 (June 1945)
para 130.

162 See Prentice “Removal of Directors from Office” 693. Section 184(1) of the UK Companies Act of 1948
stated as follows: “A company may by ordinary resolution remove a director before the expiration of his
period of office, notwithstanding anything in its articles or in any agreement between it and him: provided
that this subsection shall not, in the case of a private company, authorise the removal of a director holding
office for life on the eighteenth day of July, nineteen hundred and forty-five, whether or not subject to
retirement under an age limit by virtue of the articles or otherwise.”

163 Hill “The Rising Tension between Shareholder and Director Power in the Common Law World” 354.
In In re El Sombrero Ltd [1968] Ch 900 the court exercised its discretion to order an annual general meeting
of the company to be held on the basis that if it did not do so, in the context and specific circumstances of
this case, this would deprive the applicant, a shareholder of the company, of his statutory right under
s 184(1) of the UK Companies Act of 1948 to remove the respondents as directors.
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In a similar vein, in order to promote the policy of giving shareholders a greater say in
the management of a company, to increase the control which shareholders could exercise
over directors and to enable shareholders to assert themselves against the directors,
section 69ter of the (South African) Companies Act 46 of 1926, in 1952, conferred on
shareholders the power to remove directors from a company.'®* Section 69ter of the
Companies Act 46 of 1926 was based on section 184 of the UK Companies Act of
1948.'° The Companies Act 61 of 1973, in section 220, likewise conferred on
shareholders the power to remove directors from a company notwithstanding the

provisions of the company’s memorandum and articles of association.'®

In line with the recommendation of conferring greater powers on shareholders to remove
directors with whom they are dissatisfied, the Supreme Court of Delaware in Unocal
Corp v Mesa Petroleum Co'®” asserted that “[i]f the stockholders are displeased with the
action of their elected representatives, the powers of corporate democracy are at their
disposal to turn the board out.” The Supreme Court of Delaware in Aronson v Lewis'®®
likewise asserted that a stockholder is not powerless to challenge director action which

results in harm to the corporation and that the machinery of corporate democracy is a

potent tool to redress the conduct of a “torpid or unfaithful management.”

164 Henochsberg Henochsberg on the Companies Act 151; FHI Cassim “The Division and Balance of
Power” 155. Section 69ter of the Companies Act 46 of 1926 was inserted by s 43 of the Companies
Amendment Act 46 of 1952. Section 69ter (1) stated as follows: “A company may by ordinary resolution
remove a director before the expiration of office, notwithstanding anything in its articles or in any
agreement between it and him: Provided that this sub-section shall not, in the case of a private company,
authorize the removal of a director holding office for life on the thirteenth day of June, 1949.”

165Amoils v Fuel Transport (Pty) Ltd 1978 (4) SA 343 (W) at 346-347.

166 Section 220(1)(a) of the Companies Act 61 of 1973 provided as follows: “A company may,
notwithstanding anything in its memorandum or articles or in any agreement between it and any director,
by resolution remove a director before the expiration of his period of office.” See further on s 220 of the
Companies Act 61 of 1973 Stewart v Schwab 1956 (4) SA 791 (T); Swerdlow v Cohen and Others
1977 (3) SA 1050 (T); Amoils v Fuel Transport (Pty) Ltd 1978 (4) SA 343 (W); Barlows Manufacturing
Co Ltd and Others v RN Barrie (Pty) Ltd and Others 1990 (4) SA 608 (C); James North (Zimbabwe) (Pvt)
Ltd v Mattinson 1990 (2) SA 229 (ZHC); Beuthin “A Director Firmly in the Saddle” 489; MJ Oosthuizen
“Swerdlow v Cohen and Others 1977 1 SA 178 (W)” 165; J Du Plessis “Praktiese Aspekte Aangaande die
Ontslag van Maatskappydirekteure” 511-516; J Du Plessis “Die Nywerheidshof, Werknemers en
Direkteure” 119-122; Kunst, Delport & Vorster Henochsberg on the Companies Act 422(2)-424; Beuthin
& Luiz Beuthin’s Basic Company Law 209-211; Esser “Company Law and the Spoliated Director” 135
and Masinire “A Critical Analysis of the Role and Protection of Shareholders in the Removal of Directors
in the South African Companies Act 71 of 2008 1988-1990.

167493 A.2d 946 (Del., 1985) at 959.

168 473 A.2d 805 (1984) at 811.

62

www.manaraa.com



The power of removal of directors by shareholders furthermore enhances the ability of
shareholders to control the disposition of their investment in the company.'®’
Additionally, it serves to enhance the accountability of directors. If shareholders have
removal rights, directors would know that if they behave in an incompetent manner or
engage in self-serving opportunistic behaviour, the shareholders may well exercise their
right to remove them from office.!”® Since directors exercise significant discretion over
the affairs of the company it is important for them to have incentives to serve the interests
of shareholders.!”! The threat of replacement by the shareholders would provide directors
with such an incentive to serve the interests of the shareholders, and therefore the removal
power of shareholders gives directors a strong incentive to focus on the interests of the

shareholders.!”?

In light of the effects of the separation of power and control in a company, the power
given to the shareholders to remove directors is a critical tool in the hands of shareholders
which strikes a balance between the directors’ powers of management on the one hand
and the shareholders’ powers of control on the other hand.!” If the directors exercise their
powers of management in the best interests of the company, the shareholders will not
interfere in the running of the company. But if the shareholders are displeased with the
manner in which the company is being run, then they have the right to exercise their
ultimate power of control by removing the directors from office.!” Therefore the power
of removal of directors conferred on shareholders serves to balance the attenuated power
of control of shareholders with the power of directors to manage the company, and

constitutes a form of corporate democracy.!” The conferral of this power is rooted in the

169 Bailey “Shareholder Control over Management” 86.

170 K ershaw Company Law in Context 220.

171 Bebchuk “The Myth of the Shareholder Franchise” 680.

172 Bebchuk “The Myth of the Shareholder Franchise” 680 and 682.
173 Cartoon “The Removal of Company Directors” 17.

174 Cartoon “The Removal of Company Directors” 18.

175 Sirodoeva-Paxson “Judicial Removal of Directors: Denial of Directors’ License to Steal or
Shareholders’ Freedom to Vote” 11.
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separation of ownership and control (particularly in public companies), and provided that
shareholders choose to exercise these powers, they are of fundamental importance in the

control of a company.'”®

The Organisation for Economic Co-operation and Development (OECD) published its
revised Principles of Corporate Governance in 2015 (“the OECD Principles of Corporate
Governance”).!”” The OECD Principles of Corporate Governance are an international
benchmark for policy makers, investors, corporations and stakeholders worldwide.!”
They emphasise that the ability to remove directors is one of the fundamental rights of
shareholders. Chapter II, titled “The rights and equitable treatment of shareholders and

key ownership functions” states as follows:

“Basic shareholder rights should include the right to: 1) secure methods of ownership
registration; 2) convey or transfer shares; 3) obtain relevant and material information
on the corporation on a timely and regular basis; 4) participate and vote in general
shareholder meetings; 5) elect and remove members of the board; and 6) share in the
profits of the corporation.”'”’ [Emphasis added]

It is evident from the above discussion that the underpinning philosophy of our corporate
law regime is that the shareholders’ right to remove directors from office is both
elementary and necessary, and is a key provision of modern company law.'*® Section

71(1) of the Companies Act confers this right on shareholders by stating that a director

176 FHI Cassim “The Division and Balance of Powers” 154.

177 OECD (2015), G20/OECD Principles of Corporate Governance. The OECD Principles of Corporate
Governance were originally developed in 1999 and were updated in 2004 and again in 2015. The updated
Principles were launched at the meeting of G20 Finance Ministers and Central Bank Governors in Ankara
on 4-5 September 2015. They were subsequently endorsed at the G20 Leaders Summit in Antalya on 15-
16 November 2015.

178 The OECD Principles of Corporate Governance at 3. The OECD Principles of Corporate Governance
have also been adopted as one of the Financial Stability Board’s Key Standards for Sound Financial
Systems, and form the basis for the World Bank Reports on the Observance of Standards and Codes in the
area of corporate governance (see the OECD Principles of Corporate Governance at 3). The OECD
Principles of Corporate Governance, which are non-binding, focus on both financial and non-financial
publicly traded companies, but are also a useful tool to improve corporate governance in companies whose
shares are not publicly traded and in smaller and unlisted companies (see the OECD Principles of Corporate
Governance at 9).

179 The OECD Principles of Corporate Governance at 21.
180 Cartoon “The Removal of Company Directors” 17; FHI Cassim “The Division and Balance of Power”

154.
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may be removed by an ordinary resolution adopted at a shareholders’ meeting by the
persons entitled to exercise voting rights in an election of that director, subject to
section 71(2). Section 71(2) sets out the procedure that must be followed before the
shareholders may consider such a resolution. Briefly, the director concerned must be
given notice of the meeting and a copy of the resolution, which notice must be at least
equivalent to what which a shareholder is entitled to receive, (irrespective of whether or
not the director is a shareholder of the company), and the director must be afforded a
reasonable opportunity to make a presentation, in person or through a representative, to
the meeting, before the resolution is put to the vote. No reasons are required for the
removal of a director by the shareholders. The power given to shareholders to remove a
director in section 71(1) applies despite anything to the contrary in a company’s
Memorandum of Incorporation or rules, or any agreement between a company and a

director, or between any shareholders and a director.'®!

5. IMPACT OF THE BOARD’S POWER TO REMOVE A DIRECTOR FROM
OFFICE

The conferral of the removal power on the board of directors has had an impact on the
shareholders of a company as well as an impact on the board of directors itself. The extent

of this impact is discussed below.

5.1 Impact on the Shareholders of the Company

Section 71(3) of the Companies Act confers the power of removal on the board of

directors by providing as follows:

“If a company has more than two directors, and a shareholder or director has alleged
that a director of the company —
(a) has become —
(1) ineligible or disqualified in terms of section 69, other than on the
grounds contemplated in section 69(8)(a); or
(i) incapacitated to the extent that the director is unable to perform the
functions of a director, and is unlikely to regain that capacity
within a reasonable time; or
(b) has neglected, or been derelict in the performance of, the functions of
director,

181 This is evident from the words “Despite anything to the contrary in a company’s Memorandum of
Incorporation or rules, or any agreement between a company and a director, or between any shareholders
and a director” in s 71(1) of the Companies Act.
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the board, other than the director concerned, must determine the matter by resolution,
and may remove a director whom it has determined to be ineligible or disqualified,
incapacitated, or negligent or derelict, as the case may be.”'™

Even though the right to remove directors may now no longer be the sole privilege of the
shareholders of a company under the Companies Act, this does not mean that the right of
removal has been withdrawn from the shareholders. Section 71(1) of the Companies Act
preserves the right of shareholders to remove directors from office. Accordingly, under
the Companies Act, the right of removal of a director belongs to both the shareholders
and the directors. This accords with the reasoning in Auer v Dressel,'®® where the Court
of Appeals of New York proclaimed that even if the board of directors of a company is
authorised to remove any director, this would not be an abdication by the shareholders of
their inherent right to remove the directors, but rather, it provides an additional method
of removing the directors. Were this not so, the court explained, the shareholders might
find themselves without an effective remedy in a case where a majority of the directors

were accused of wrongdoing and would be unwilling to remove themselves from

office. '8

There is merit in the power of removal not being the sole prerogative of the shareholders.
A few examples when it may be beneficial for the board of directors to have the power

of removal, are:

J When the shareholders who wish to remove an incompetent or misbehaving
director from office do not have sufficient voting power to remove that director

from office.'®

o When the shareholders do not wish to remove a particular director from office

despite his wrongdoing because they believe he is bringing in profits for the

182 Section 71(3) of the Companies Act is discussed further in chapter 3.
133 118 N.E. 2d 590 (N.Y. 1954) at 593.
184 Auer v Dressel 118 N.E. 2d 590 (N.Y. 1954) at 593.

185 Knight “The Removal of Public Company Directors in Australia: Time for Change” 362.
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company, when in fact such director is destructive and is exposing the company to

potential legal action.

o When the shareholders fail to remove a director from office because they are not
convinced of the legitimate reasons advanced by the board of directors to remove

the director in question from office.

J When the board of directors suspects that a director is passing on confidential
information to a competitor, or is engaged in an ethically questionable activity that
will reflect poorly on the company, and they do not wish to disclose to the
shareholders some wrongdoing by one of their members for fear that this may
expose the company to a potential legal action.'®® Such matters ought to be
disclosed to the shareholders but the board may be concerned that if they disclosed
such information to the shareholders the shareholders would consider instituting

legal action against the board of directors.'®’

Now that the right of removal is no longer the sole privilege of the shareholders of a
company under the Companies Act, there is a shift in the balance of power between the
directors and the shareholders. Despite the merits in conferring the power of removal on
the board of directors, the conferment of this power on the board of directors is not
consistent with the rationale of originally giving shareholders the right to remove
directors, as discussed earlier,'® that is, to give the shareholders more power over the
directors because the separation of ownership and control has resulted in attenuated
shareholder control. As the Supreme Court of Western Australia in Allied Mining &
Processing Ltd v Boldbow Pty Ltd!® asserted, shareholders must “retain ultimate control

of the company and the appointment or removal of directors”.!”® Section 220 of the

186 McConvill “Removal of Directors of Public Companies takes Centre Stage in Australia” 210.
187 McConvill “Removal of Directors of Public Companies takes Centre Stage in Australia” 210.
138 See para 4 above.

189 FLR 369 (W.A.S.C. 2002) at 379.

190 The court in this case stated that a further reason for giving shareholders the power to remove directors
is to prevent directors from becoming entrenched in their positions (paras 47 and 52).
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Companies Act 61 of 1973 gave shareholders the exclusive right of removal and bolstered
the concept of shareholder democracy and shareholder control,'! but section 71 of the

Companies Act no longer does this.

As discussed earlier,'”? conferring on shareholders the power to remove directors from
office gives directors a strong incentive to focus on the interests of shareholders. One
effect of also conferring the power of removal on the board of directors, is that directors
would be inclined to focus on the interests of the board of directors as well, which may
have the effect of diluting their incentive to focus only on the interests of the shareholders

and to follow the line of action preferred by the shareholders.

In terms of section 66(4)(b) of the Companies Act the Memorandum of Incorporation of
a profit company (other than a state-owned company) must provide for the election by
shareholders of at least fifty per cent of the directors and fifty per cent of any alternate
directors. The shareholders therefore have a right to elect at least half of the directors on
the board. As a general rule, shareholders may vote for a director in their own interests
and they are not under any obligation to choose the person most suitable to be a
director.!®® This is because it is well established that a shareholder’s right to vote is a

proprietary right.!”* In many instances the directors appointed by the shareholders are the

191 See chapter 1, para 1 on s 220 of the Companies Act 61 of 1973.
192 See para 4 above.

193 Re HR Harmer Ltd [1959] 1 WLR 62 at 82. In Kuwait Asia Bank EC v National Mutual Life Nominees
Ltd [1991] 1 AC 187 (PC) at 221 the Privy Council stated as follows:

“[I]n the absence of fraud or bad faith . . . a shareholder or other person who controls the
appointment of a director owes no duty to creditors of the company to take reasonable
care to see that directors so appointed discharge their duties as directors with due
diligence and competence.”

In contrast, the power of directors to appoint directors to the board of directors is a fiduciary power and it
must be exercised in good faith in the interests of the company and for the benefit of the company as a
whole and not for an improper or collateral purpose (Blackman et al Commentary on the Companies Act
8-243).

194 Pender v Lushington (1877) 46 ChD 317. As Lord Jessel MR put it (at 321), a shareholder “has a right
to say, whether I vote with the majority or with the minority, you shall record my vote; that is a right of
property belonging to my interest in this company, and if you will not, I shall institute legal proceedings to
compel you. It seems to me that such an action could be maintained, without any technical difficulty.” See
further Re HR Harmer Ltd [1959] 1 WLR 62 at 82; Sammel and Others v President Brand Gold Mining
Co Ltd 1969 (3) SA 629 (A) at 680; Desai and Others v Greyridge Investments (Pty) Ltd 1974 (1) SA 509
(A)at519; Kuwait Asia Bank EC v National Mutual Life Nominees Ltd [1991] 1 AC 187 (PC) at 221; CDH
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representatives of the shareholders. If the board of directors were to remove from office
one of the shareholder representatives this would result in the shareholder control over
the board of directors being attenuated, and would further shift the balance of power

between the board of directors and the shareholders.

It is submitted that the removal of a shareholder representative from the board of directors
by the directors would have an effect on the balance of power not only between the board
of directors and the shareholders, but also amongst the shareholders themselves. For
instance, if the board of directors removes from office a director who is a representative
of the minority shareholders, this would shift the equilibrium between the majority and
minority representatives on the board'®> and consequently between the majority and

minority shareholders.

This power shift is further exacerbated by the fact that directors are empowered to fill
vacancies on the board of directors.'* If a vacancy arises on the board of directors it must
be filled by a new appointment if the director had been appointed by a person named in
or determined in terms of the Memorandum of Incorporation,'®’ or by a new election.!”®
The new election must be conducted at the next annual general meeting of the company
(if applicable), or in any other case, within six months after the vacancy arose, at a
shareholders’ meeting called for the purpose of electing a director, or by a written polling
of the shareholders who are entitled to vote in the election of that director.!”” In terms of
section 68(3) of the Companies Act, unless the Memorandum of Incorporation of a profit
company provides otherwise, the board of directors is empowered to appoint a person

who satisfies the requirements for election as a director to fill a vacancy on the board and

Invest NV v Petrotank South Africa (Pty) Ltd and Another [2018] 1 All SA 450 (GJ) para 44 and chapter 4,
para 2.

195 Sirodoeva-Paxson “Judicial Removal of Directors: Denial of Directors’ License to Steal or
Shareholders’ Freedom to Vote” 48.

196 See Sirodoeva-Paxson “Judicial Removal of Directors: Denial of Directors’ License to Steal or
Shareholders’ Freedom to Vote” 48.

197 Section 66(4)(a)(i) of the Companies Act.
198 Section 70(3) of the Companies Act.

199 Section 70(3)(b) of the Companies Act.
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to serve as a director of the company on a temporary basis until the vacancy has been
filled by election. During that temporary period the director so appointed to fill the
vacancy has all of the powers, functions and duties and is subject to all the liabilities of

any other director of the company.>*

The board of directors of a profit company may potentially remove a minority shareholder
representative on the board and fill the vacancy, albeit on a temporary basis, with a
director whom they favour. As the court in Bruch v National Guarantee Credit Corp?’!
affirmed, the “law does not look with disfavor on the policy of securing to minority
stockholders a right of representation on the board of directors”. Accordingly, as stated
above, the power given to directors to fill vacancies on the board of director has an impact
not only on the balance of power between the directors and the shareholders, but also on
the balance of power between the majority and minority shareholders. In Loughlin v
Geer? the Appellate Court of Illinois warned against the danger of the redistribution of
powers within a company resulting from the right of removal given to the board of

directors by stating that:

“But the board of directors may not nullify the constitutional right of a stockholder
to choose whomsoever he may think proper to represent him on the board of
directors. If a board of directors could legally remove a member either with or
without a by-law . . . a power most dangerous to the minority stockholders would be
lodged with the majority stockholders which would enable them through the action
of the directors chosen by them to re-constitute the entire directory of a corporation
as completely as if they owned every share of stock.”

5.2 Impact on the Board of Directors

It is submitted that the board’s power of removal of directors also has an impact on the
dynamics of the board of directors. Such power may well have the effect of limiting or
hindering free and open discussion and debate in board meetings.?®> A director may

hesitate to express a dissenting opinion in a board meeting because of the concern of

200 Section 68(3) of the Companies Act.
201 116 Atl 738 (Ch.1922) at 741.
22 121 111, App. 534 (1905) at 538-539.

203 FHI Cassim “The Division and Balance of Power” 162.
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removal by the board of directors®™ or a dissident director may simply toe the line in
order to preserve his position on the board. If directors do not engage in discussion and
debate in board meetings, or fail to question decisions to be made with regard to the
company due to a concern of removal, this would impact negatively on the company and
on the shareholders. A concern of removal may also create an environment where
directors are so intimidated by the risks of removal that they feel stifled and refrain from
taking high-risk but potentially profitable decisions, or from making long-term strategic
decisions that would enhance the value of the company but would not necessarily result

in an immediate return of profit.?%

Directors have a fiduciary duty to observe good faith towards the company, and in
discharging that duty they must exercise an independent unfettered judgment, and take
decisions according to the best interests of the company.?’® Should directors simply toe
the line because of a concern of removal and fail to express controversial or dissenting

opinions they could be in breach of these fiduciary duties.?’’

Knight argues that while a fear of removal is an important concern, directors are not likely
to remain on a board without attempting to contribute to board deliberations, on account
of their fiduciary duty to act in the best interests of the company.?® He contends further

that there exists little incentive for the directors who form a majority on a particular issue

204 FHI Cassim “The Division and Balance of Power” 162.

205 Olson “Professor Bebchuk’s Brave New World: A Reply to ‘The Myth of the Shareholder Franchise’”
782.

206 Shuttleworth v Cox Brothers & Co (Maidenhead) Ltd [1927] 2 KB 9 at 23; Re Smith & Fawcett Ltd
[1942] Ch 304 at 306; Boulting v Association of Cinematograph, Television and Allied Technicians [1963]
1 All ER 716 (CA) at 723; Charterbridge Corporation Ltd v Lloyd’s Bank [1970] Ch 62; Fisheries
Development Corporation of SA Ltd v Jorgensen; Fisheries Development Corporation of SA Ltd v AWJ
Investments (Pty) Ltd 1980 (4) SA 156 (W) at 163; Fulham Football Club Ltd v Cabra Estates Plc [1992]
B.C.C. 863; Neptune (Vehicle Washing Equipment) Ltd v Fitzgerald (No 2) [1995] 1 BCLC 452 (ChD);
Regentcrest plc (in liquidation) v Cohen [2001] 2 BCLC 80 at 105; Extrasure Travel Insurances Ltd v
Scattergood [2003] 1 BCLC 598 (ChD) at 618-619; Liwszyc and Another v Smolarek and Others (2005)
55 ACSR 38 at 46-47; Da Silva and Others v CH Chemicals (Pty) Ltd 2008 (6) SA 620 (SCA) para 18.

207 The fiduciary duty of directors in removing board members is discussed in chapter 4, para 3.

208 Knight “The Removal of Public Company Directors in Australia: Time for Change” 361.
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to rid themselves of a minority director when that director is not in a position to obstruct

the workings of the board nor to frustrate the will of the majority of the directors.?*

Nevertheless, in those instances where the Memorandum of Incorporation of a company
requires board decisions to be unanimous, the concern of removal may well result in a
minority director hesitating to express a dissenting or controversial opinion. While it is
conceded that not all decisions taken by the board of directors would require unanimity
and that the board of directors is not likely to remove a minority director for expressing
a dissenting opinion or for voting against the majority view, the concern of dismissal may
nevertheless result in a minority director hesitating to express a contrary view or failing
to attempt to convince the majority to change its view in circumstances where he believes

that the majority view is not in the best interests of the company.

Knight opines further that disagreements in the boardroom would usually be resolved in
the normal course of events by a board vote with all directors abiding by the result, and
those directors who do not wish to be associated with the particular course of action
agreed upon by the board, could simply resign from office.?!? It is submitted though, that
in many instances, for reasons of status, prestige or monetary rewards, a director would
not be willing to resign from the board of directors if he does not wish to be associated
with a particular course of action agreed upon by the board of directors. While resignation
is a difficult step to take for any director, it is a particularly difficult step for an executive
director to take because an executive director is involved full-time in the day-to-day
affairs of the company.?!' It is accordingly submitted that Knight’s suggestion of

resignation would not in all instances be either a practical or an attractive one.

The concern of removal from office may further result in a director failing to bring to the
attention of the board of directors any suspicion or knowledge of wrong doing by fellow

directors.?!> Of concern is that this power may be used by the board of directors

209 Knight “The Removal of Public Company Directors in Australia: Time for Change” 361.
210 Knight “The Removal of Public Company Directors in Australia: Time for Change” 361.

211 See chapter 3, paras 6.2.3 and 6.3.1 and chapter 5, paras 2 and 2.1 for a discussion on executive and
non-executive directors.

212 R Cassim “Contesting the Removal of a Director by the Board of Directors under the Companies

Act”138.
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subjectively, and not objectively, and with ulterior motives. Both of these concerns are
illustrated in the UK case of Lee v Chou Wen Hsien.?!* The appellant, Lee, had become
suspicious about certain perceived wrongdoings by the chairperson and managing
director of the company. His requests for access to various accounts were denied. When
he requested that a board meeting be convened so that he could discuss his suspicions
and concerns with the board of directors, he received a notice signed by all his co-
directors requesting him to resign immediately. In terms of the company’s constitution,
the effect of such a notice was that the office of the director in question had to be vacated
immediately. The appellant was consequently removed from the board of directors. Even
though the Privy Council found that the board of directors had acted with ulterior motives
in removing the appellant from the board of directors, it nevertheless held that the

removal was valid.?!'*

A further example of the power of removal being used subjectively is where the board of
directors is required to conduct a performance assessment of a director. Such an
assessment could be conducted subjectively and with ulterior motives, and the board
could consequently declare that the director has failed to meet a broadly expressed or
subjective performance standard,?!®> which may constitute a ground for his removal from
office.?'® In this vein, David Gonski, the chairman of Coco-Cola Amatil Ltd, asserted
that:

“Judgements on who is or who is not pulling their weight must be made by other
board members; and I accept that some board members may not use that power
objectively. That’s human nature and we have to guard against that.”?"’

213719841 1 WLR 1202.

214 This case is discussed in more detail in chapter 4, para 4.1.

215 Austin & Ramsay Ford, Austin and Ramsay’s Principles of Corporations Law para 7.240 at 289.

216 The applicable ground under s 71(3) of the Companies Act would be that the director in question has
neglected or has been derelict in the performance of the functions of director. This is discussed further in
chapter 3, para 6.3.

27 Australian Institute of Company Directors “David Gonski — The Role of the Chairman” (1 March 2005)
available at http://www.companydirectors.com.au/Director-Resource-Centre/Publications/Company-

Director-magazine/2000-to-2009-back-editions/2005/March/David-Gonski-The-role-of-the-chairman-
Cover-Story (accessed on 8 April 2016).
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The King IV Report makes some recommendations regarding the performance
evaluations of directors. Principle 9 of the King IV Report states that the governing body
(being the board of directors in the case of a company)?'® should ensure that the
performance evaluations of its own performance, its committees, its chair and its
individual members, support continued improvement in its performance and
effectiveness. The Report recommends that the governing body should assume
responsibility for the evaluation of its own performance by determining how the

evaluation should be approached and conducted.?"

The King IV Report recommends further that a description of the performance
evaluations undertaken during the reporting period be disclosed, including the scope of
the performance evaluations and whether a formal process or informal process was
followed.?”® In contrast, the King III Report did not require the performance evaluation
of the board of directors to be disclosed. The requirement of disclosing the performance
evaluations undertaken would necessitate that companies have in place mechanisms to
deal with the performance assessment of its directors.??! This is particularly important in
light of the power conferred on directors to remove directors under the Companies Act.
There must also be disclosure of the evaluation result, remedial actions taken and whether
the governing body is satisfied that the evaluation process is improving its performance
and effectiveness.??? The disclosure requirement in the King IV Report is in harmony

with the recommendations of the Australian Stock Exchange Corporate Governance

218 The “governing body” is defined in the King IV Report as meaning the structure that has primary

accountability for the governance and the performance of the organisation. Depending on the context, it
includes the board of directors of a company, the board of a retirement fund, the accounting authority of a
state-owned company and a municipal council (King IV Report, Glossary of Terms, at 12).

219 King IV Report, principle 9, recommended practice 71.

220 King IV Report, principle 9, recommended practice 75(a).

221 McConvill “Removal of Directors of Public Companies takes Centre Stage in Australia” 203.

222 King IV Report, principle 9, recommended practices 75(b) and 75(c).
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Council Principles and Recommendations (“ASX Corporate Governance Principles”)*?

and the UK Corporate Governance Code,??* as discussed below.

The ASX Corporate Governance Principles contains various principles of corporate
governance and recommendations which elaborate on each of the principles. Listed
companies are required to comply with the ASX Corporate Governance Principles or
explain why they failed to so comply. Recommendation 1.6 of the ASX Corporate
Governance Principles states that a listed entity should disclose a process for periodically
evaluating the performance of the board, its committees and individual directors, and that
it should disclose, in relation to each reporting period, whether a performance evaluation
was undertaken in the reporting period in accordance with that process. Australia’s
corporate regulator, ASIC,?>> has urged companies to ensure that, in designing
mechanisms for assessing the performance of directors, the arrangements, criteria and
processes are transparent and fully disclosed, and that the arrangements are clear and

legally enforceable.??°

The UK Corporate Governance Code applies to all companies with a premium listing.?*’

Such companies are required to comply with its recommendations or explain why they

223 The ASX Corporate Governance Principles were introduced in 2003. A second edition was released in
2007, and a third edition was released in 2014. The ASX Corporate Governance Principles set out
recommended corporate governance practices for entities listed on the Australian Stock Exchange.

224 The first version of the UK Corporate Governance Code was produced in 1992 by the Cadbury
Committee. The new Corporate Governance Code applies to accounting periods beginning on or after 17
June 2016 and applies to all companies with a premium listing of equity shares regardless of whether they
are incorporated in the UK or elsewhere. A premium listing is only available to equity shares issued by
trading companies and closed and open-ended investment entities, and means that the company is expected
to meet the UK’s highest standards of regulations and corporate governance. The distinction between a
standard listing and a premium listing was introduced in the UK in 2010. While the shares listed with a
standard listing must comply with the minimum standards, shares listed with a premium listing must
comply with more onerous standards.

225 ASIC is described in chapter 1, note 57. Broadly, the objects and functions of ASIC include maintaining,
facilitating and improving the performance of the Australian financial system and the entities within that
system in the interests of commercial certainty, reducing business costs, promoting the efficiency and
development of the economy and promoting the confident and informed participation of investors and
consumers in the financial system (s 1 of the Australian Securities and Investment Commission Act, 2001).

226 Australian Securities and Investments Commission Information Release IR 04-40 “Removal of
Directors of Public Companies” (17 August 2004).

227 See note 224 above where premium listings are explained.
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failed to comply.??® The Code provides in Recommendation B6 that the “board should
undertake a formal and rigorous annual evaluation of its own performance and that of its
committees and individual directors.” Recommendation B.6.1 of the UK Corporate
Governance Code, like the ASX Corporate Governance Principles, states that the “board
should state in the annual report how performance evaluation of the board, its committees

and individual directors has been conducted.”

On the question whether the performance evaluations of the directors must be conducted
in-house or by external persons, the King IV Report recommends that the evaluation
process may either be externally facilitated or not, but must be conducted in accordance
with a methodology that is approved by the directors.??’ The Report recommends that the
board of directors should disclose whether the performance evaluation was externally
facilitated or not.?*? It is evident that the Report has left much scope for the performance
evaluations of directors to be conducted internally, and has placed this decision in the

hands of the directors themselves.??!

In stark contrast, the OECD Principles of Corporate Governance strongly recommend
that, particularly in large companies, the evaluation of board members should be
supported by external facilitators to increase objectivity.?*? Likewise, the ASX Corporate
Governance Principles recommends that the board should consider using external
facilitators to conduct its performance reviews.?**> The UK Corporate Governance Code

also recommends, in Recommendation B.6.2, that evaluation of the board of FTSE 350

228 UK Corporate Governance Code para 1 at 4.

229 King IV Report, principle 9, recommended practice 73. For a further discussion on the evaluation of the
performance of directors see Mongalo “Director Inductions and Board Evaluations” in Loubser & Mahony
Company Secretarial Practice 10-6.

230 King IV Report, principle 9, recommended practice 75(a).

231 With regard to the performance evaluation of the chairperson, the King IV Report recommends that the
governing body should appoint an independent non-executive member to lead the evaluation (King IV
Report, principle 9, recommended practice 72). See chapter 3, note 314 for a description of an independent
non-executive director under the King IV Report.

232 The OECD Principles of Corporate Governance at 53.

233 Refer to the Commentary on Recommendation 1.6 of the ASX Corporate Governance Principles.
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companies®*

should be externally facilitated at least every three years. It recommends
further that the external facilitator should be identified in the annual report, and a
statement made as to whether such person has any other connection with the company.??*
In its Guidance on Board Effectiveness, the UK’s Financial Reporting Council>*
recommends that the board evaluation process ‘“should aim to be objective and
rigorous”.?*” In light of the power given to directors to remove a director from the board
of directors, it is submitted that, in order to enhance objectivity and to avoid performance
evaluations of directors being conducted subjectively, the King IV Report should strongly
recommend that directors use external independent service providers to conduct
performance evaluations of board members. This decision should not be left to the board

of directors of the company.

The legal status of the King IV Report, as is the case with the King III Report, is that of
a set of voluntary principles and practices.?*® If there is a conflict between legislation and

the King IV Report the legislation would prevail.?* This means that the practices and

234 The FTSE 350 Index is a weighted stock market index based on the market price of the largest 350
companies which have their primary listing on the London Stock Exchange. It is a combination of the FTSE
100 Index of the largest 100 companies and the FTSE 250 Index of the next largest 250 companies.

235 Recommendation B.6.2 of the UK Corporate Governance Code.

236 The Guidance on Board Effectiveness (March 2011) is one of a series of guidance notes issued by the
Financial Reporting Council (FRC) to assist companies in the UK to apply the principles of the UK
Corporate Governance Code.

237 Para 5.1 of the Financial Reporting Council Guidance on Board Effectiveness, available at
https://www.frc.org.uk/getattachment/11{9659a-686e-48{0-bd83-36adab5fe930/Guidance-on-board-
effectiveness-2011.pdf.

28 King IV Report at 35. While the application regime for the King III Report was that of “apply or explain”
the application regime of the King IV Report is “apply and explain”. The chief difference between the
application regime of the King III Report and that of the King IV Report is that the application or adoption
of the principles is assumed in the King IV Report. The principles are phrased as aspirations and ideals
which are basic to good governance and therefore the application of the principles is assumed. The
explanation should be provided in the form of a narrative account and reference should be made to practices
that demonstrate the application of the relevant principle. The explanation should address the practice
which has been implemented and how the implementation of such practice gives effect to the relevant
principle (King IV Report at 37).

2% King IV Report at 35 and 76. If the King IV Report has a higher standard than any legislation, it
recommends that the organisations concerned should strive to achieve the higher standard in the interest of
good governance. The fact that the King IV Report advocates a higher standard of governance than that
demanded by legislation does not necessarily constitute a conflict. A conflict exists when the King IV
Report and the legislation cannot be reconciled and not when they are merely different (King IV Report at
76).
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recommendations of the King IV Report are persuasive and not binding on boards of
directors,?* save for listed companies.?*! Thus while one may attempt to guard against
board members not using their power of assessing their fellow directors subjectively, as
recommended by Gonski, it would be challenging to do so effectively. It would also be
challenging to guard against the performance evaluations of directors being conducted
subjectively in listed companies since the King IV Report leaves it to the board of
directors to decide whether the performance evaluations of the directors are to be

conducted internally or by external facilitators.

It is imperative that the board of directors does not abuse its power to remove a director
from office. In Bruch v National Guarantee Credit Corp?>* the Delaware Court of
Chancery did not look favourably on granting directors a right to remove a director from
office. The general manager of the company had complained to the board of directors that
the director in question had been guilty of embezzlement. Without giving the director in
question an opportunity to be heard, the board of directors had passed a resolution
removing him from office. At the trial the director in question denied all charges or
intimations of embezzlement. The court held that the various powers which a corporation
may exercise are distributed among the directors, officers and shareholders, and that the
power to remove a director rests with the shareholders and not the board of directors.?*?

In overturning the removal of the director in question, the court stated as follows:

240 This does not mean that there are no legal consequences for a failure to comply with the principles and
recommendations of the King IV Report. For instance, for directors of companies the adoption of good
corporate governance practices will be important for a court in assessing whether the directors may
successfully rely on the protection afforded to them by the business judgment rule set out in s 76(4) of the
Companies Act (King IV Report at 35).

241 See para 7.F.5 of the Listings Requirements of the Johannesburg Stock Exchange (“the JSE Listings
Requirements”) which requires an applicant issuer to implement the King Code through the application of
the King Code disclosure and application regime. Para 7.F.6 requires applicant issuers to comply with the
requirements pursuant to para 3.84 concerning corporate governance, and to disclose their compliance
therewith in their pre-listing statement. Paragraph 8.63(a) of the JSE Listings Requirements requires issuers
(being a company whose shares have been admitted to listing) to disclose in their annual report their
implementation of the King Code through the application of the King Code disclosure and application
regime. The King Code is defined in the JSE Listings Requirements (Definitions) as the King Code on
Corporate Governance for South Africa, as amended or replaced from time to time.

242116 Atl 738 (Ch.1922).

243 Bruch v National Guarantee Credit Corp 116 Atl 738 (Ch.1922) at 741.
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“To allow directors to frame charges against one of their fellows and then to try and
expel him, would open the door to possibilities of fraud which designing men might
use to wrest control of corporate affairs from the stockholders, or their sympathetic
representatives on the board, and transfer it to those who might seek to grasp the
corporation for their own ends.”***

It is clear that there must be effective safeguards against abuse of the power of the board
of directors to remove a director from office. If effective checks and balances are present
the potential for abuse of any power of the board of directors to remove one of their fellow

board members from office may be controllable.

6. IMPACT OF THE COURT’S POWER TO REMOVE A DIRECTOR FROM
OFFICE

The Companies Act confers the power of removal of directors on the courts in two
respects. First, in terms of section 71(6) of the Companies Act, if the board of directors
has determined that a director is not ineligible, disqualified, incapacitated or has not been
negligent or derelict (as the case may be) any director who voted otherwise on the
resolution or any holder of voting rights entitled to be exercised in the election of that
director, may apply to court to review the board’s determination.?*> The court may
confirm the determination of the board of directors not to remove the director in question
from office or it may itself remove the director from office if it is satisfied that the director

is ineligible, disqualified, incapacitated or has been negligent or derelict.?*®

A second respect in which a court has the power of removal of a director under the
Companies Act, is in terms of section 162(5). Under this provision a court must make an

order declaring a person a delinquent director if any of the grounds set out in that section

244 Bruch v National Guarantee Credit Corp 116 Atl 738 (Ch.1922) at 741.
245 Section 71(6)(a) of the Companies Act.

246 Section 71(6)(b) of the Companies Act. This is discussed further in chapter 6, para 2.2. In terms of
s 71(5) of the Companies Act a director who has been removed by the board of directors, or any person
who appointed that director as contemplated in s 66(4)(a)(i) of the Companies Act, may apply to court to
review the determination of the board within twenty business days. Under s 71(5) of the Companies Act a
court does not itself remove a director from office but it is empowered to confirm the board’s decision to
remove the director from office or to overturn the board’s decision not to remove a director from office.
Strictly speaking, s 71(5) of the Companies Act is not a judicial power to remove a director from office
since the director will have been removed from office by the board of directors. Section 71(5) is discussed
further in chapter 4, para 4.1 and chapter 7, para 2.
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is applicable, such as that a person served as a director while ineligible or disqualified to
be a director, or grossly abused his position as a director, or acted in a manner that
amounted to gross negligence, wilful misconduct or breach of trust, to name a few
grounds.?*” The effect of an order of delinquency is that a person is disqualified from
being a director of a company and is thus prohibited from holding that office.*® As the
court in Kukama v Lobelo** stated, in view of the effect of an order declaring a director
delinquent it is not necessary to also order his removal as such due to the automatic
inherent effect of the order declaring a person to be delinquent in terms of section 162(5)
of the Companies Act.>>® The role of the court in declaring directors delinquent is

discussed further in chapter 6.

The power granted to courts to remove directors from office usurps the traditional sole
shareholder prerogative to remove directors. The concept of shareholder democracy, that
is, the rights shareholders enjoy to appoint and remove directors, conflicts with the power
given to courts to remove directors.?’! In removing directors from office, the courts are in
effect disregarding the results of the election outcome by which the directors were elected
by the shareholders. The courts are essentially revoking the shareholders’ representatives
from the board of directors, and deciding for shareholders what is in the best interests of
the company. In so doing, the courts deprive shareholders of the opportunity to decide for
themselves what is in the best interests of the company.?*? Such action intrudes on the
prerogative of shareholders to elect directors. The removal of directors by the judiciary thus
impacts on the internal structure of the company and alters the composition of the body

elected by the shareholders to represent their interests.>>>

247 The provisions of s 162 of the Companies Act are discussed in chapter 6, para 3.

248 Section 69(8)(a) of the Companies Act. See also Grancy Property Limited v Gihwala 2014 JDR 1292
(WCC) para 159.

2492012 JDR 0062 (GSJ).

250 Kukama v Lobelo 2012 JDR 0062 (GSJ) para 21. See also Msimang NO v Katuliiba 2012 JDR 2391
(GSJ) para 32.

251 Sirodoeva-Paxson “Judicial Removal of Directors: Denial of Directors’ License to Steal or
Shareholders’ Freedom to Vote” 12.

252 Sirodoeva-Paxson “Judicial Removal of Directors: Denial of Directors’ License to Steal or
Shareholders’ Freedom to Vote” 23.

253 Sirodoeva-Paxson “Judicial Removal of Directors: Denial of Directors’ License to Steal or
Shareholders’ Freedom to Vote” 16.
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As a general principle, the courts are disinclined to interfere in the internal operations of a
company involving management decisions.?>* The courts adopt the policy that they should
not get involved in situations where the parties are capable of resolving their disputes
internally.>> The election, retention, dismissal or removal of officers, directors and
employees are examples of such internal corporate operations, which essentially involve
management decisions.?>® With regard to the removal of directors from office, the courts
tend to abstain from the substantive review of the merits of decisions made by directors on
the basis that shareholders have available to them an accountability mechanism, that is, the
shareholder power to remove directors whose performance they may find to be
unsatisfactory.?’’ Shareholders may appoint a director in their own interests, even if their
interests conflict with those of the company and they are under no obligation to choose the

person most suitable to be a director.?*® It follows that shareholders have no duty to remove

234 See Maynard v Office Appliances (SA) (Pty) Ltd 1927 WLD 290 at 293; Kronenberg v Sullivan County
Steam Laundry Co. 91 N.Y.S. 2d 144 (1949) para 8; Irvin & Johnson Ltd v Gelcer & Co (Pty) Ltd 1958
(2) SA 59 (C); Yende v Orlando Coal Distributors (Pty) Ltd and Others 1961 (3) SA 314 (W); Breetveldt
and Others v Van Zyl and Others 1972 (1) SA 304 (T); Wilkes v Springside Nursing Home, Inc. Mass. 353
N.E.2d 657 (1976) at 662; Makhuva v Lukoto Bus Service (Pty) Ltd and Others 1987 (3) SA 376 (V) at
393-395; Connolly v Bain 484 N.W.2d 207 (Iowa App. 1992) at 211; Demoulas v Demoulas 1996 WL
511519 (Mass. Super. Ct. Pct 1, 1996) para 32; Mbethe v United Manganese of Kalahari (Pty) Ltd 2016
(5) SA 414 (GJ) para 59 and CDH Invest NV v Petrotank South Africa (Pty) Ltd and Another [2018] 1 All
SA 450 (GJ) paras 44 and 82.

235 See Cluver and Another v Robertson Portland Cement and Lime Co Ltd 1925 CPD 45 at 52 where the
court asserted as follows: “nor should the Court, unless a much stronger case is made out, interfere with
the domestic forum which has been established for the management of the affairs of a company.” In CDH
Invest NV v Petrotank South Africa (Pty) Ltd and Another [2018] 1 All SA 450 (GJ) the High Court held
that conferring on a court the power in terms of s 61(12) of the Companies Act to direct the board of
directors to call a shareholders’ meeting upon an application by a shareholder, is “company law contra-
intuitive” because courts generally decline to interfere in the management of company affairs (para 81).
The court stated that the intention of the legislature in enacting s 61(12) of the Companies Act must have
been to invoke the oversight role of the courts (para 81). It asserted that an applicant for reliefunder s 61(12)
of the Companies Act would have to put facts before the court that would justify the interference by the
court (para 82).

256 Wilkes v Springside Nursing Home, Inc. Mass. 353 N.E.2d 657 (1976) at 662; Connolly v Bain 484
N.W.2d 207 (ITowa App. 1992) at 211; Demoulas v Demoulas 1996 WL 511519 (Mass. Super. Ct. Pct 1,
1996) para 32.

257 Bebchuk “The Myth of the Shareholder Franchise” 680.

258 Pender v Lushington (1877) 46 ChD 317. See further Re HR Harmer Ltd [1959] 1 WLR 62 at 82;
Sammel and Others v President Brand Gold Mining Co Ltd 1969 (3) SA 629 (A) at 680; Desai and Others
v Greyridge Investments (Pty) Ltd 1974 (1) SA 509 (A) at 519; Kuwait Asia Bank EC v National Mutual
Life Nominees Ltd [1991] 1 AC 187 (PC) at 221 and CDH Invest NV v Petrotank South Africa (Pty) Ltd
and Another [2018] 1 All SA 450 (GJ) para 44. In Pender v Lushington (1877) 46 ChD 317 Lord Jessel
MR remarked that if a shareholder votes in such a way that is wholly adverse to the interests of the company
as a whole, he cannot on that ground be restrained from giving his vote in whatever way he pleases (at
319).
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directors who have misconducted themselves and they may endorse a dishonest director
should they wish to do so. If the courts were to remove a director whom the shareholders
have decided not to remove from office, this would be an infringement of the principle of

non-interference in the internal company affairs of a company.

The right given to the judiciary to remove directors from office impacts not only on the
shareholders, as discussed above, but also on the directors. If the board of directors
removes a director from office and an application to review the board’s decision is
instituted under section 71(5) of the Companies Act, a court may decide that the director
was improperly removed by the board of directors and may reinstate the director. If on
the other hand the board of directors decides not to remove a director from office and an
application to court to review the board’s decision is instituted under section 71(6) of the
Companies Act, a court may itself decide to remove the director from office if it is
satisfied that valid grounds exist for such removal. If the court does not affirm the board’s
decision to remove a director or not to remove a director, it would be acting contrary to
the decision made by the board of directors. This infringes on the principle of non-

interference by courts in the internal affairs of the company.

In Yende v Orlando Coal Distributors (Pty) Ltd and Others*° the applicant, a shareholder
and former director of a company, applied to court under section 62(2) of the Companies
Act 46 of 1926 for an order authorising him to call a meeting in the name of the company
for the purpose of deciding on a resolution to remove the directors of the company from
office. The applicant alleged that there had been numerous irregularities on the part of the
directors, but the directors denied these allegations and made numerous counter-allegations
against the applicant. In refusing the relief requested by the applicant, Dowling J

proclaimed that:

“In general, the policy of the Courts has been not to interfere in the internal
domestic affairs of a company, where the company ought to be able to adjust its
affairs itself by appropriate resolutions of a majority of the shareholders. On the
papers there appears to be nothing to prevent the applicant from requistioning a
general meeting of the company under the provisions of sec. 61 or 62 (1) (¢) of the
Companies’ Act. If the applicant can secure the vote of the majority of the

2591961 (3) SA 314 (W).
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shareholders, the second respondent and his co-directors may be removed, and
fresh ones be appointed.”?*

Nevertheless, access to a court is an important safety mechanism in instances in which
traditional internal governance procedures may fail to protect the company from the
recurring misconduct of a director.?! In such instances the judicial removal of a director
might be the most appropriate remedy. In the context of deciding whether to grant a judicial
management order, Barry J, in an oft quoted dictum in Maynard v Office Appliances (S.A.)
(Pty) Ltd?6? stated as follows:

“. .. if the facts show that there has been mismanagement in the conduct of the
company's affairs, the Court will not interfere on the application of a shareholder or
an individual director. And the reason is that the directors can redress the
mismanagement, or the shareholders can in the general meeting. If a director or
shareholder is in a minority as regards the domestic policy of the company, a Court
will not assist him unless he can show something illegal on the part of the company
or something oppressive or fraudulent on the part of the persons who control the
company.”?* [Emphasis added]

These grounds of illegality, oppressive conduct and fraud on the part of the persons who
control the company, advocated by Barry J, are some examples of instances which may
justify interference by a court in the form of a removal of a director, and where judicial
removal would be an appropriate remedy.?** Other examples of instances where the judicial

removal of a director would be the most appropriate or most practical remedy are:

. where the shareholders do not have a sufficient majority to remove a director;

260 Yende v Orlando Coal Distributors (Pty) Ltd and Others 1961 (3) SA 314 (W) at 316. See further Van
Zyl v Nuco Chrome Bophuthatswana (Pty) Ltd 2013 JDR 0453 (GSJ) para 33 where the court affirmed that
the general policy is that courts should be loathe or reluctant to interfere with the internal affairs of the
company, especially in instances where the company ought to be able to regulate its own affairs by
appropriate resolutions of a majority of shareholders.

261 Cox & Hazen Corporations 171.

2621927 WLD 290. The dictum of this case was followed in numerous cases, such as Reich v Hathorn
Syndicate 1930 NPD 233; Silverman v Doornhoek Mines 1935 TPD 349; In Re Mulvihal's Mineral
Waterworks (Pty) Ltd 1936 CPD 135; Repp v Ondundu Goldfields Ltd 1937 CPD 375 and Irvin & Johnson
Ltd v Gelcer & Co (Pty) Ltd 1958 (2) SA 59 (C) at 65.

263 Maynard v Office Appliances (S.A.) (Pty) Ltd 1927 WLD 290 at 294.

264 See further Kronenberg v Sullivan County Steam Laundry Co. 91 N.Y.S. 2d 144 (1949) para 8 and
Demoulas v Demoulas 1996 WL 511519 (Mass. Super. Ct. Pct 1, 1996) para 32.
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o where the director in question owns or controls sufficient shares to block his removal

from office;*%

o where shareholders refuse to remove a director charged with serious misconduct for

personal reasons or to protect their own personal interests;

. where a shareholders’ meeting to consider the removal of a misbehaving director
would entail significant expense and a period of delay that would be contrary to the

best interests of the company;*® and

° where the board of directors removes a director from office with ulterior motives.

To illustrate by example the point that in certain instances judicial interference in the form
of removal of a director is justified, in Markovitz v Markovitz*$” a young and inexperienced
director had harassed his colleagues, employees and customers and had abused the
authority and discretion vested in him as a director to the detriment and harm of the business
of the company. The shareholders who had the power to remove the director from office
did not wish to do so because the shareholders who had elected him to office were his
mother and brother. The majority shareholders instituted proceedings under Article 1V,
section 405C of the Pennsylvania Business Corporation Law of 1933 requesting the court
to remove the director from office and to bar him from re-election for a period prescribed
by the court. Prior to the enactment of the Business Corporation Law in Pennsylvania the
power to remove a director from office before the expiration of his term could be exercised
only by the shareholders.?® The Supreme Court of Pennsylvania found that the director in

question was guilty of abuse of authority.?®® The court consequently removed the director

265 Ferber Corporation Law 41; Schneeman The Law of Corporations and Other Business Organizations
262; Model Business Corporation Act with Official Comments and Reporter’s Annotations 8-95. Even
though these examples are provided in respect of USA law they would apply equally in the South African
context. The concept of loaded voting rights is discussed in chapter 5, para 3.

266 Ferber Corporation Law 41-2; Schneeman The Law of Corporations and Other Business Organizations
262; Model Business Corporation Act with Official Comments and Reporter’s Annotations 8-95.

2678 A.2d 46 (Pa. 1939).

268 Section 405C of the Business Corporation Law empowered shareholders holding at least ten per cent of
the shares of the company to institute proceedings requesting a court to remove a director in the case of
fraudulent or dishonest acts, or gross abuse of authority or discretion.

209 Markovitz v Markovitz 8 A.2d 46 (Pa. 1939) at 48.
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from his directorship position and barred him from re-election as a director for a period of

two years.?””

7. MAINTAINING THE BALANCE OF POWERS WITH REGARD TO THE
REMOVAL OF DIRECTORS FROM OFFICE

It is important to bear in mind the provisions of section 7 of the Companies Act, setting
out its purposes. Section 5(1) of the Companies Act states that the Companies Act must
be interpreted and applied in a manner that gives effect to the purposes set out in section
7. In Nedbank Ltd v Bestvest 153 (Pty) Ltd; Essa and Another v Bestvest 153 (Pty) Ltd
and Others?’! Gamble J expressed the view that the effect of section 7 of the Companies
Act is that courts are now required to adopt a “fresh approach” when assessing the affairs
of corporate entities in South Africa. The court remarked that the legislature has
pertinently charged the courts with the duty to interpret the Companies Act such that the
founding values of the Constitution are respected and advanced, and further, so that the
spirit and purpose of the Companies Act is given effect to.2”> The court stated as follows,

with regard to the interpretation of the Companies Act:

“Fundamental to the Act is the promotion and stimulation of the country’s economy
through, inter alia, the use of the company as a vehicle to achieve economic and
social wellbeing. This must be done efficiently and in accordance with acceptable
levels of corporate stewardship, all the while balancing the rights and obligations
of shareholders and directors in the company, its employees and any outside parties
with which a company ordinarily interacts on the course of its business.”

As emphasised by the court in Nedbank Ltd v Bestvest 153 (Pty) Ltd; Essa and Another
v Bestvest 153 (Pty) Ltd and Others?”® one of the purposes of the Companies Act is to
balance the rights and obligations of shareholders and directors within companies. This
purpose is contained in section 7(i) of the Companies Act. It is patent from the above

discussion that the conferment of the power of removal of a director on the board of

270 Markovitz v Markovitz 8 A.2d 46 (Pa. 1939) at 48.

2712012 (5) SA 497 (WCC) para 20.

272 Nedbank Ltd v Bestvest 153 (Pty) Ltd; Essa and Another v Bestvest 153 (Pty) Ltd and Others 2012 (5)
SA 497 (WCC) para 20. See further Booysen v Jonkheer Boerewynmakery (Pty) Ltd (in business rescue)
and Another [2017] 1 All SA 862 (WCC) para 46 where the court endorsed this approach.

2132012 (5) SA 497 (WCC) para 20.

85

www.manaraa.com



directors by the Companies Act has shifted the balance of powers between the
shareholders and the directors. The shift in the balance of power between the directors
and shareholders is more pronounced in light of section 66(1) of the Companies Act,
which confers original power on the board of directors and results in the board being
subject to less shareholder control.’’* Arguably, from the director’s point of view the
current position under the Companies Act is a preferable “balance” because the power of
the directors has been enhanced. This is not necessarily so from the point of view of the
shareholders because their control over the directors has been reduced. It is important for
the rights and obligations of the directors and shareholders to be balanced so that directors
do not abuse their powers and do not neglect the interests of the shareholders. The balance
of powers between the shareholders and directors is furthermore crucial so that the

shareholders are able to act as an effective counterbalance to the powerful directors.?’®

The question arises whether it is possible to maintain the balance of powers between the
directors and the shareholders. It is submitted that, in light of the redistribution of the
power between the shareholders and the directors, it is not possible to maintain the power
between these entities in the manner that had existed prior to the conferment of the power
of removal on the board of directors. The mere conferral of the power of removal on the
board of directors, even if such power were not used, impacts on the balance of powers
between the directors and the shareholders, and on the dynamics between them, because

the threat of the power of removal being used is persistently present.

Nevertheless, even if the balance of power between the directors and the shareholders
can no longer be maintained to the same extent that had existed prior to the conferment
of the power of removal on the board of directors, it is submitted that the proper balance
sought by section 7(i) of the Companies Act could perhaps be achieved if the board of
directors gives due consideration to the following factors before deciding whether to

remove a fellow board member:

o The concept of corporate democracy and the inherent rights of shareholders to

appoint and remove a director. Before removing a fellow director from office, the

274 Havenga “Directors’ Exploitation of Corporate Opportunities and the Companies Act 71 of 2008” 262.
275 Hannigan Company Law 185.

86

www.manaraa.com



board should consider whether the inherent rights of shareholders to remove
directors should be honoured, or whether they should be disregarded, particularly
where the director in question was appointed by the shareholders and not by the

board of directors.

J Whether a fellow director whom the board of directors wishes to remove is a
representative of the minority shareholders, and if so, the impact of such removal

on the dynamics between the majority and minority shareholders.

o Whether in removing a director from office the board of directors would be

breaching its fiduciary duties or acting with ulterior motives.

o Whether the board of directors is acting openly and transparently at all times and

in the best interests of the company when removing a director from office.

The last two factors stated above would in any event have to be complied with by the
board of directors in removing a fellow board member from office. Yet, as illustrated in
the UK case of Lee v Chou Wen Hsien,?’® boards of directors do act with ulterior motives
in removing a director from office and do not necessarily act openly and transparently
and in the best interests of the company when removing a director from office. It is
evident from Lee v Chou Wen Hsien®”” that even where directors breach their fiduciary
duties when removing a director and remove a director with ulterior motives, a court may
nevertheless affirm the board’s decision and not reinstate the improperly removed

director.

The conferral of the removal power on the judiciary also affects the relationship between
the shareholders and the judiciary and the relationship between the judiciary and the
board of directors because it offends the principle of non-interference in the internal
affairs of the company. In an attempt to minimise the interference of the judiciary in the
internal affairs of the company, it is submitted that, before the judiciary makes a decision

whether to remove a director from office or whether to reinstate in office a director who

276 11984] 1 WLR 1202.

277119841 1 WLR 1202. This case is discussed further in chapter 4, para 4.1.
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has been removed, it should carefully reflect on whether the removal would involve the
court in an undue interference in internal company disputes which should preferably be
left to the board of directors and/or the shareholders to resolve. Some considerations
which the judiciary should bear in mind before exercising its discretion to remove a

director from office or to reinstate a director in office are the following:

the circumstances and reasons why the shareholders or the board of directors failed

to remove the director in question;

whether the removal of the director in question would be in the best interests of the

company;’8
the adequacy of any other available remedies;”

whether, in making its decision to remove a director from office, the board of
directors has complied with its fiduciary duties in removing the director in question,

or whether it has acted with ulterior motives;

whether the board of directors has made an objective, and not a subjective,
assessment of a fellow director with regard to whether he had neglected his
functions, or had been derelict in the performance of his functions, should this be

the reason the board gives for the removal of the director in question; and

whether the board of directors has acted openly and transparently and in the best

interests of the company in removing the director in question.?%

It is submitted that if these factors were deliberated upon by courts in judicial removal
proceedings, due consideration would have been given by the courts to the inherent right

of shareholders to remove directors and to the principle of non-interference in the internal

278 See further chapter 6, para 3.10.
27 See further chapter 6, para 3.10.
280 1t should be noted that under s 162(5) of the Companies Act, in declaring a director delinquent, a court
is obliged to make an order declaring a person a delinquent director if any of the grounds set out in s 162(5)

are satisfied and that a court does not have any discretion in this regard. This is discussed further in chapter
6, para 3.9.
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affairs of the company. There must be a balance between the courts having a convincing
reason for the removal of a director and the shareholders’ or board of directors’ privilege

to remove a director from office.

8. CONCLUSIONS AND RECOMMENDATIONS

This chapter examined the underpinning philosophy of the removal of directors from
office. It explored the reason why shareholders were initially regarded as the supreme
organ of a company, and how the balance of power has gradually shifted away from the
shareholders in favour of the directors.?8! The division of powers between the directors
and shareholders was discussed, and it was evident that in terms of section 66(1) of the
Companies Act the management of a company is vested firmly in the board of directors
and that directors are now subject to less shareholder control.?®* Directors now have
original powers — their powers no longer have to be delegated to them by the

shareholders.?%?

The separation of ownership and control, as famously documented by Berle and
Means,?®* was examined and the consequences of the split between ownership and control
were canvassed.?®® It was seen that the separation of ownership and control has resulted
in attenuated control by the shareholders, shareholder apathy, a situation where the
interests of the directors and the shareholders often diverge, and managerial autonomy
without much control by the shareholders.?®® This chapter further discussed some
qualifications which must be made to the concept of separation of ownership and control

as documented by Berle and Means in 1932.2%

281 See para 2 above.
282 See para 2 above.
283 See para 2 above.
284 Berle & Means The Modern Corporation and Private Property.
285 See para 3 above.
286 See para 3 above.

287 See para 3 above.

89

www.manaraa.com



This chapter additionally explored the rationale of conferring the power of removal of
directors on shareholders.?®® It found that this power was conferred on shareholders as a
consequence of the separation of ownership and control, with the expectation that such
power would make directors accountable to shareholders, and give directors a strong
inducement to serve the interests of the shareholders.?®® It was argued that in light of the
effects of the separation of power and control in a company, the power conferred on
shareholders to remove directors strikes a balance between the attenuated power of
control of shareholders with the power of directors to manage the company.??® It was
further argued that the shareholders’ power of removal is a critical tool in the hands of
shareholders, a form of corporate democracy, and a necessary and key provision of

modern company law.?’!

While there are advantages to conferring the power of removal of a director on the board
of directors and on the judiciary, as canvassed in this chapter, it was also argued that the
conferral of this power of removal has had an impact on the balance of power between the
shareholders and the board of directors, between the shareholders themselves and between
the directors themselves.”® It has also impacted on the relationship between the

shareholders, the directors and the judiciary.?®®> These arguments are summed up below:

. The balance of power between the shareholders and the directors has shifted on
account of the power to remove directors no longer being the sole prerogative of
shareholders.?** The conferment of this power on the board of directors is not
consistent with the original rationale of giving shareholders the right to remove
directors. This original rationale was to give shareholders more control over

directors because the separation of ownership of control resulted in attenuated

288 See para 4 above.
289 See para 4 above.
290 See para 4 above.
21 See para 4 above.
292 See para 5 above.
293 See para 6 above.

2% See para 5.1 above.
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control by shareholders.?>> Additionally, the strong inducement to the directors to
focus on the interests of shareholders or to follow the line of action preferred by the

shareholders may be diminished.?*®

o The balance of power between the shareholders among themselves has shifted in
view of the fact that the board of directors may well remove from office a director
representative of the minority shareholders.”®” This would have the effect of
altering the dynamics between the majority and the minority shareholders.>”® The
balance of power between the shareholders is further affected on account of the fact
that under section 68(3) of the Companies Act (unless the Memorandum of
Incorporation provides otherwise) the board of directors has the power to fill
vacancies, and may well replace a minority director representative with a director

whom they favour.2””

o The balance of power between the directors among themselves has shifted seeing
that the board of directors would now have to manage the threat of removal from
the board of directors.’® Previously this threat emanated from the shareholders
only.>*! What is more, the conferral of the power of removal on the board of
directors may have the effect of limiting or hindering free and open discussion and
debate in board meetings, and may result in a dissident director simply toeing the
line in order to preserve his position on the board of directors.’*? It may also stifle
directors and result in them refraining from taking high-risk but potentially

profitable decisions.’®® It may further result in directors failing to bring to the

295 See paras 4 and 5.1 above.
296 See para 5.1 above.
297 See para 5.1 above.
298 See para 5.1 above.
2% See para 5.1 above.
300 See para 5.2 above.
301 See para 5.2 above.
302 See para 5.2 above.

303 See para 5.2 above.
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attention of the other board members a suspicion or knowledge of wrong doing by
fellow directors.’* In addition, the power of removal may be used with ulterior
motives by directors in order to remove a director whom they do not favour or

whom they perceive to be a threat.>%

o The relationship between the shareholders and the judiciary has changed since the
judicial power to remove directors usurps the traditional sole shareholder
prerogative to remove directors.’?® By removing from office a director elected by
the shareholders, the judiciary in effect disregards the election outcome by which
the directors were elected by the shareholders to the board, and revokes the
representatives of the shareholders from the board of directors.’*” Furthermore, the
removal of directors by the judiciary has the effect of the judiciary deciding for
shareholders what is in the best interest of the company, and thus depriving

shareholders of the opportunity to decide this for themselves.**

o The relationship between the directors and the judiciary has changed because if a
court reinstates a director whom the board of directors has removed or,
alternatively, removes from office a director whom the board decided not to
remove, it contradicts the decision of the board of directors to remove or not to
remove the director from office.*” The decision of the judiciary furthermore
involves an interference by the courts with the internal affairs of a company. This
is contrary to the general policy of the courts not to interfere in the internal affairs

of a company.*!°

304 See para 5.2 above.

305 See para 5.2 above. As discussed in para 5.2 above, the fiduciary duties of directors may not necessarily
address the concerns of the removal power being used with ulterior motives. It is evident from Lee v Chou
Wen Hsien [1984] 1 WLR 1202 that even where directors breach their fiduciary duties when removing a
director a court may nevertheless affirm the board’s decision and not reinstate the director. This case is
discussed further in chapter 4, para 4.1.

306 See para 6 above.

307 See para 6 above.

308 See para 6 above.

309 See para 6 above.

310 See para 6 above.
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It was contended in this chapter that the balance of power between the shareholders and
the directors can no longer be maintained in the manner that had existed prior to the
conferment of the power of removal on the board of directors and the judiciary.*!! In an
effort to achieve the proper balance sought by section 7(i) of the Companies Act, this
chapter advocated certain suggestions with regard to containing the redistribution of
power between the directors and the shareholders.?!? Finally, this chapter put forward
some factors to be deliberated upon by the courts in exercising its removal power so as
to give due consideration by the courts to the inherent right of shareholders to remove

directors and to the principle of non-interference in the internal affairs of the company.*'?

311 See para 7 above.

312 See para 7 above.
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CHAPTER 3 THE REMOVAL OF DIRECTORS BY THE BOARD
OF DIRECTORS

1. INTRODUCTION

2.  THE POWER CONFERRED ON THE BOARD OF DIRECTORS TO
REMOVE DIRECTORS FROM OFFICE

3. DIRECTORS TO WHOM THE BOARD’S POWER OF REMOVAL OF
DIRECTORS APPLIES

4.  COMPANIES TO WHOM THE BOARD’S POWER OF REMOVAL
OF DIRECTORS APPLIES

5.  LOCUSSTANDI TO INITIATE ABOARD MEETING TO REMOVE A
DIRECTOR FROM OFFICE

6. THE GROUNDS FOR REMOVAL OF ADIRECTORBY THE BOARD
OF DIRECTORS

7.  DISCRETION OF THE BOARD OF DIRECTORS TO REMOVE A
DIRECTOR FROM OFFICE

8. THE PROCEDURE FOR REMOVAL OF A DIRECTOR BY THE
BOARD OF DIRECTORS

9. REMOVAL OF ADIRECTOR BY THE COMPANIES TRIBUNAL

10. CONCLUSIONS AND RECOMMENDATIONS

1. INTRODUCTION

The board of directors is empowered by section 71(3) of the Companies Act to remove a
director from office. Before the board of directors may validly remove a director from office,
the procedures set out in section 71(4) of the Companies Act must be meticulously complied
with. This chapter examines the grounds under which a director may be removed from office
under section 71(3) of the Companies Act, and the procedural requirements to do so. It
compares the grounds for removal of a director by the board of directors and the requisite
procedures with the equivalent provisions in the Australian Corporations Act of 2001, the UK
Companies Act of 2006, the MBCA, the DGCL! and the corporations laws of various States in
the USA, with a view to assessing the extent to which sections 71(3) and (4) of the (South

' The MBCA and the DGCL are described in chapter 1, para 2.1.
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African) Companies Act measure up to their equivalent provisions in the foreign jurisdictions
considered. This chapter also discusses how the provisions of South African company law on
the removal of directors by the board of directors may be strengthened and improved. The
removal of directors by the Companies Tribunal under section 71(8) of the Companies Act is

also discussed in this chapter.

2. THE POWER CONFERRED ON THE BOARD OF DIRECTORS TO REMOVE
DIRECTORS FROM OFFICE

The power conferred on the board of directors to remove directors from office under the (South
African) Companies Act is examined, followed by a discussion of this power under the
Australian Corporations Act of 2001, the UK Companies Act of 2006, the MBCA, the DGCL

and the relevant corporate legislation of various States in the USA.

2.1 Power of the Board of Directors to Remove Directors under the Companies Act

The Companies Act contains two main types of provisions. The first one is the unalterable
provision. An unalterable provision is a provision of the Companies Act that does not expressly
contemplate that its effect on any particular company may be negated, restricted, limited,
qualified, extended or otherwise altered in substance or effect by a company’s Memorandum
of Incorporation or rules.> A company may not “contract out” of the unalterable provisions of
the Companies Act.> A company’s Memorandum of Incorporation may however impose a more
onerous requirement on the company than that contained by an unalterable provision of the

Companies Act.*

The second type of provision is the alterable provision, which is a provision of the Companies
Act in which it is expressly contemplated that its effect on a particular company may be

negated, restricted, limited, qualified, extended or otherwise altered in substance or effect by

2 Section 1 of the Companies Act.

3 See the Memorandum on the Objects of the Companies Bill, 2008, Companies Bill [B 61D-2008] para 5.

4 See s 15(2)(a)(iii) of the Companies Act which provides that the Memorandum of Incorporation of a company
may impose on the company a higher standard, greater restriction, longer period of time or any similarly more

onerous requirement than would otherwise apply to the company in terms of an unalterable provision of the
Companies Act.
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that company’s Memorandum of Incorporation.”> Most of the alterable provisions of the
Companies Act are “opt-out” provisions, that is, they will apply to the company unless it opts
out of them by expressly stipulating so in its Memorandum of Incorporation, as opposed to the
“opt-in” provisions which do not apply to a company unless it specifically so provides in its

Memorandum of Incorporation.®

It is submitted that the power conferred by section 71(3) of the Companies Act on the board of
directors to remove fellow board members is an unalterable provision as it does not expressly
contemplate that its effect may be negated, restricted, limited, qualified, extended or otherwise
altered in substance or effect by a company’s Memorandum of Incorporation. It follows that
no Memorandum of Incorporation of a company may negate, restrict, limit, qualify, extend or
alter the substance or effect of the power conferred by section 71(3) of the Companies Act on
the board of directors to remove fellow board members. It is evident that under the Companies
Act the board’s power to remove fellow board members is a mandatory statutory power that

may not be contracted out of.

Both section 69ter(6) of the Companies Act 46 of 1926 and section 220(7) of the Companies
Act 61 of 1973 provided that nothing in those sections should be taken as “derogating from
any power to remove a director which may exist apart from this section”. This provision made
it clear that the statutory method of removing a director from office was not the only ground
on which a director could be removed from office. It also had the effect of exempting a
company from having to comply with the statutorily prescribed procedures to remove a director
should such procedures be regulated in the constitution of the company.” There is no similar
provision in section 71 of the Companies Act. Now that this provision has been removed from

the Companies Act it would appear that a director of a company must be removed solely and

5 Section 1 of the Companies Act. These types of provisions usually have the introductory phrase “unless
prohibited by its Memorandum of Incorporation” or “except to the extent that the Memorandum of Incorporation
of a company provides otherwise”.

¢ MF Cassim “Formation of Companies and the Company Constitution” in FHI Cassim et al Contemporary
Company Law 126. For a further discussion on the alterable and unalterable provisions of the Companies Act see
Delport New Entrepreneurial Law 28-29 and Delport Henochsberg on the Companies Act 71 of 2008 70(1)-78(3).

7 Cilliers & Benade Corporate Law 128; Van Eck & Lombard “Dismissal of Executive Directors: Comparing
Principles of Company Law and Labour Law” 28; Esser “Company Law and the Spoliated Director” 144.
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strictly in terms of the Companies Act and in accordance with the provisions of section 71 of

the Companies Act.

However, section 71 does not (unlike some other provisions in the Companies Act), explicitly
exclude any right at common law to remove a director from office.® It is consequently not clear
whether section 71 of the Companies Act applies in substitution for any rights at common law
to remove a director from office, or whether it exists concurrently with the common law rights
to remove a director. It is submitted that since section 71 is a mandatory provision it impliedly
repeals any common law principles relating to the removal of directors from office. In any
event, if the common law were to apply to the removal of directors from office it could defeat
the purpose of the statutory protection provided to directors under section 71 of the Companies
Act if such common law procedures did not measure up to the statutory protection provided to

directors by section 71 of the Companies Act.

In contrast to the Companies Act, the company law statutes of the foreign jurisdictions
considered do not confer on the board of directors an unalterable statutory power to remove
fellow board members from office. The conferral of power on the board of directors to remove

fellow board members in Australia, the UK and the USA is discussed below.

2.2 Power of the Board of Directors to Remove Directors under the Australian
Corporations Act of 2001

The Australian Corporations Act of 2001 makes a clear distinction between public companies
and private companies with regard to the removal of directors by the board of directors.’
Directors of public companies in Australia may not remove fellow board members. Section
203E of the Australian Corporations Act of 2001 states that a resolution, request or notice of
any or all of the directors of a public company is void to the extent that it purports to remove a

director from his office or requires a director to vacate his office. It is thus patently clear that

8 For example, s 165 of the Companies Act, which relates to derivative actions, expressly states that any right at
common law of a person other than a company to bring or prosecute any legal proceedings on behalf of that
company is “abolished” and that the rights in s 165 “are in substitution for any such abolished right.” See further
on this point Mbethe v United Manganese of Kalahari (Pty) Ltd 2017 (6) SA 409 (SCA) para 6.

° A distinction is also drawn in the Australian Corporations Act of 2001 between the removal of directors by
shareholders of private companies (s 203C) and by shareholders of public companies (s 203D). These provisions
are discussed below and in paras 4.4, 8.2, 8.4 and 8.5 of chapter 3.
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in Australia the power to remove directors of public companies is a power that may not be
assumed by the board of directors. The Australian Institute of Company Directors has
expressed the view that allowing a board of directors to remove a director could potentially
compromise the essential independence of mind (of the directors comprising the board) that is
the objective of many corporate governance principles.'® The example given by the Australian
Institute of Company Directors is that a director who conscientiously challenges a board’s
thinking may be fulfilling his duties under the Australian Corporations Act of 2001.!! Section
203E of the Australian Corporations Act of 2001 embodies in public companies the concept of
shareholder democracy and control,'? that shareholders should ultimately have the power to

remove directors.'3

In 2004 the power to remove directors of public companies was fervently debated in Australia.
Several public companies had implemented what has been called in Australia “pre-nuptial
agreements” with incoming directors.'* Pre-nuptial agreements in this context require a director
to resign if the board resolves to pass a vote of no-confidence in him. ! It has been controversial
in Australia whether such pre-nuptial agreements are valid, and whether shareholders have an
exclusive, or merely unerodable, right to remove directors of a public company from office.!¢
The prevailing view is that in light of section 203E of the Australian Corporations Act of 2001

these pre-nuptial agreements are not valid and that they contravene section 203E of the

10 Australian Institute of Company Directors “Resignations or Removal of Directors” Position Paper No. 6 (May
2007) at 2.

! Australian Institute of Company Directors “Resignations or Removal of Directors” Position Paper No. 6 (May
2007) at 2.

12 See chapter 2, para 4 where the concept of shareholder democracy and control is discussed.

13 McConvill & Holland “‘Pre-nuptial Agreements’ for Removing Directors in Australia — Are they a Valid Part
of the Marriage between Shareholders and the Board?” 206; Austin & Ramsay Ford, Austin and Ramsay’s
Principles of Corporations Law para 7.240 at 288-289.

14 See Austin & Ramsay Ford, Austin and Ramsay’s Principles of Corporations Law para 7.240 at 288; McConvill
“Removal of Directors of Public Companies takes Centre Stage in Australia” 194 and Knight “The Removal of
Public Company Directors in Australia: Time for Change?” 352.

15 McConvill “Removal of Directors of Public Companies takes Centre Stage in Australia” 194.

16 See Scottish & Colonial Ltd v Australian Power & Gas Company Ltd [2007] NSWSC 126; Allied Mining and
Processing v Boldbow Pty Ltd 160 FLR 369 (W.A.S.C. 2002); McConvill “Removal of Directors of Public
Companies takes Centre Stage in Australia” 200-232; Knight “The Removal of Public Company Directors in

Australia: Time for Change?”” 356-362 and Hill “The Rising Tension between Shareholder and Director Power in
the Common Law World” 353.
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Australian Corporations Act of 2001.!7 In 2004 ASIC proclaimed in an Information Release
titled “Removal of Directors of Public Companies” that only the shareholders of a company
may remove the directors of a public company and that attempts by directors to remove another
director from office are void.'® ASIC asserted further that an agreement or any other
arrangement that provides that a director of a public company may be removed from office if
the other directors so decide, is ineffective.! In light of ASIC considering the pre-nuptial
agreements to be ineffective, it appears that in Australia the removal of directors of public

companies is a matter for the shareholders only, and not a matter for the board of directors.

With regard to private companies, under the Australian Corporations Act of 2001, the board of
directors is empowered to remove a director from office if the constitution of the company

permits this to be done.?’ This is, however, not expressly stated in the Australian Corporations

17 See McConvill “Removal of Directors of Public Companies takes Centre Stage in Australia” 232; Hill “The
Shifting Balance of Power between Shareholders and the Board” 80 available at http://ssrn.com/abstract=1086477
(accessed on 27 September 2016) and Hill “The Rising Tension between Shareholder and Director Power in the
Common Law World” 353.

18 Australian Securities and Investments Commission Information Release IR 04-40 “Removal of Directors of
Public Companies” (17 August 2004).

19 Australian Securities and Investments Commission Information Release IR 04-40 “Removal of Directors of
Public Companies” (17 August 2004).

20 See Knight “The Removal of Public Company Directors in Australia: Time for Change?” 353; Hill “The
Shifting Balance of Power between Shareholders and the Board” 77 available at http://ssrn.com/abstract=1086477
(accessed on 27 September 2016) and Hill “The Rising Tension between Shareholder and Director Power in the
Common Law World” 353. With regard to the removal of directors by the shareholders, the Australian
Corporations Act of 2001 again draws a distinction between private and public companies. Section 203D applies
to the removal of a director by the shareholders of a public company. Sections 203D(2) to (6) confer on the director
in question an entitlement to defend himself by putting his case before the shareholders and by sending a written
statement to all the shareholders. In terms of s 203D(1), the power to remove directors using the process referred
to in s 203D would apply regardless of any provision in the company’s constitution, any agreement that the
company may have with the director or any agreement between any or all the shareholders and the director. In
Scottish & Colonial Ltd v Australian Power & Gas Company Ltd [2007] NSWSC 1266 para 39 the New South
Wales Supreme Court held that compliance with ss 203D(2) to (6) is mandatory. It stated that the strength of the
language used in several places in s 203D indicates that the provision was intended to operate whether or not some
provision in the constitution of the company intended some other procedural course which give directors less or
no protection (para 39). It placed emphasis on the fact that s 203D is different from its predecessors, which had
contained a provision to the effect that nothing in the provision would be taken as derogating from any power to
remove a director (paras 21-23). Thus companies were, prior to the enactment of s 203D, able to remove a director
either in accordance with the legislation or with any other provisions in their constitution. As is the position under
the (South African) Companies Act, s 203D no longer contains such a provision. There is however some
controversy regarding the mandatory nature of' s 203D. For instance, in Allied Mining & Processing Ltd v Boldbow
Pty Ltd 160 FLR 369 (W.A.S.C. 2002) at 378-379 the Supreme Court of Western Australia held that s 203D is
not mandatory. In Scottish & Colonial Ltd v Australian Power & Gas Company Ltd [2007] NSWSC 1266 para
37 the New South Wales Supreme Court asserted that it did not agree with this view expressed in Allied Mining
& Processing Ltd v Boldbow Pty Ltd 160 FLR 369 (W.A.S.C. 2002). See chapter 3 para 8.2 for a further discussion
of Scottish & Colonial Ltd v Australian Power & Gas Company Ltd [2007] NSWSC 1266 and Austin & Ramsay
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Act of 2001. In terms of section 203C of the Australian Corporations Act of 2001, which is a
replaceable rule (meaning that it may be ousted or modified by the constitution of the
company)?! the shareholders of a private company may remove a director by an ordinary
resolution passed at a general meeting. Since section 203C is a replaceable rule, for private
companies it is possible to displace this rule with a provision in the constitution of the company
permitting the board of directors to remove a director from office.?? Thus, with regard to private
companies in Australia, the board of directors may remove directors from office only if
empowered to do so by the constitution of the company. Accordingly private companies have
the flexibility to decide for themselves whether the board of directors may remove fellow board

members from office.

The Australian Corporations Act of 2001 does not set out any grounds for the removal of a
director of a private company by the board of directors, nor the procedures to do so. This would
presumably be regulated by the constitution of a private company that empowers the board of
directors to remove directors from office.?® This implies that the requirements of removing a
director from office by the board of directors will vary from private company to private

company, depending on the provisions of the constitution of each company.

2.3 Power of the Board of Directors to Remove Directors under the UK Companies Act
of 2006

Unlike the Australian Corporations Act of 2001, the UK Companies Act of 2006 does not
distinguish between the removal of the directors of public companies and private companies.

Notably, the UK Companies Act of 2006 does not make any explicit provision for the board of

Ford, Austin and Ramsay’s Principles of Corporations Law para 7.230 at 284-286 for a discussion on the
conflicting views regarding the mandatory nature of ss 203D(2) to (6) of the Australian Corporations Act of 2001.

21 The concept of replaceable rules under s 135 of the Australian Corporations Act of 2001 is discussed in chapter
2, note 87.

22 See the heading to s 203C which expressly states that it is a replaceable rule; s 135 of the Australian Corporations
Act of 2001 dealing with replaceable rules; Knight “The Removal of Public Company Directors in Australia:
Time for Change?” 353; Hill “The Shifting Balance of Power between Shareholders and the Board” 77 available
at http://ssrn.com/abstract=1086477 (accessed on 27 September 2016) and Hill “The Rising Tension between
Shareholder and Director Power in the Common Law World” 353.

23 The Australian Corporations Act of 2001 only sets out a specific procedure that must be followed if a director
of a public company is removed by the shareholders in a general meeting (see s 203D of the Australian
Corporations Act of 2001).
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directors to remove a director from office. It empowers only the shareholders to do so. Section
168(1) of the UK Companies Act of 2006 provides that a director of a company may be
removed at any time by an ordinary resolution of shareholders, despite anything contained in
any agreement between the director and the company.?* In contrast to section 203E of the
Australian Corporations Act of 2001, there is no provision in the UK Companies Act of 2006
which specifically prohibits the removal of directors by the board of directors of public

companies.

Section 168(5)(b) of the UK Companies Act of 2006 (which permits shareholders to remove
directors by ordinary resolution) states that section 168 is not to be taken as “derogating from
any power to remove a director that may exist apart from this section.” This has the implication
that the articles of association of a company may provide additional grounds for the removal
of directors.” These grounds will vary from one company’s articles of association to another.
The most common additional ground is that a director will be removed from office upon a
request from fellow directors.?® In this manner, if the articles of association of a company

permit it, directors of both public and private companies in the UK may be removed from office

24 Section 168 does not require that a reason be given by the shareholders to remove the director from office (see
further Kershaw Company Law in Context 222). The predecessor to s 168, which was s 303 of the UK Companies
Act of 1985, stated that a company may by ordinary resolution remove a director before the expiration of his
period in office “notwithstanding anything in its articles or any agreement between it and him.” Section 168(1) of
the UK Companies Act of 2006 now states that a company may by ordinary resolution at a meeting remove a
director before the expiration of his period of office “notwithstanding anything in any agreement between it and
him”. The deletion of the reference to the articles may suggest that the removal right no longer explicitly overrides
a contrary intention in the articles of association. This interpretation is not however correct because the reason
why the reference to the articles was deleted was because the Government was of the view that it was not necessary
to state expressly that the provisions of the UK Companies Act of 2006 have effect notwithstanding anything in
the company’s articles since, in any case, “the articles may not override the requirements set out in the Bill” (now
the UK Companies Act of 2006) (see Hansard, May 2006, Volume No. 681, Part No. 142 at column 826, per Lord
Sainsbury of Turville). See further Kershaw Company Law in Context 223; Worthington Sealy & Worthington’s
Text, Cases and Materials in Company Law 300 and chapter 5 para 3.3.3 where this is discussed further.

25> Worthington Sealy & Worthington’s Text, Cases and Materials in Company Law 301; Davies & Worthington
Gower Principles of Modern Company Law 379; Hannigan Company Law 174. It also has the implication that the
removal of a director by the shareholders may be done without special notice and without permitting the director
to make representations to the general meeting (Browne and Another v Panga Pty Ltd and Another (1995) 120
FLR 34; French, Mayson & Ryan Mayson, French & Ryan on Company Law 447; Worthington Sealy &
Worthington’s Text, Cases and Materials in Company Law 301).

26 Bourne “The Removal of Directors” 195; Griffin Company Law Fundamental Principles 287; Keay “Company
Directors Behaving Poorly: Disciplinary Options for Shareholders” 670; Dignam Hicks & Goo’s Cases and
Materials on Company Law 332; French, Mayson & Ryan Mayson, French & Ryan on Company Law 447,
Worthington Sealy & Worthington’s Text, Cases and Materials in Company Law 300; Davies & Worthington
Gower Principles of Modern Company Law 379.
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by the board of directors. This is similar to the prevailing position in Australia with regard to

the removal of directors by the board of directors of private companies.

An example of the board of directors removing a fellow director from office while acting under
a power conferred on it by the articles of association is found in the UK case of Lee v Chou
Wen Hsien.?” Article 73(d) of the company’s articles of association stated that the office of a
director shall be vacated if “he is requested in writing by all his co-directors to resign”. Lee
had become suspicious about certain perceived wrongdoings by the chairperson and managing
director of the company. He requested that a board meeting be convened so that he could
discuss his concerns with the board of directors. However, he subsequently received a notice
signed by all his co-directors requesting him to resign immediately. The Privy Council held
that the power given in article 73(d) of the articles of association of the company to directors
to expel one of their number from the board was a fiduciary power, in the sense that each
director concurring in the expulsion had to act in accordance with what he believed to be the
best interests of the company.?® A director could not properly concur in the expulsion of a
fellow board member for ulterior reasons of his own.? But the court stated that it does not
follow that such a notice will be void and of no effect or that the director sought to be removed
will remain a director of the board, if one or more of the requesting directors had acted from
an ulterior motive.*° In other words, bad faith on the part of any one director would not vitiate
the notice to vacate office and leave in office the director whose removal was sought.?! The
court reasoned that this was necessary in order to give business sense to article 73(d) of the
articles of association of the company and to avoid uncertainty in the management of the

company.*? Thus, even though the Privy Council found that the board of directors had acted

271198411 WLR 1202. Section 184(1) of the UK Companies Act of 1948 applied at the time of this decision. The
articles of association of companies could at that time also provide additional grounds for the removal of directors
(see further chapter 2, para 4 where s 184(1) is discussed and Davies & Worthington Gower Principles of Modern
Company Law 379).

28 |ee v Chou Wen Hsien [1984] 1 WLR 1202 at 1206.

29 Lee v Chou Wen Hsien [1984] 1 WLR 1202 at 1206.

30 Lee v Chou Wen Hsien (1984) [1984] 1 WLR 1202 at 1206.

31 Lee v Chou Wen Hsien (1984) [1984] 1 WLR 1202 at 1206-1207.

32 | ee v Chou Wen Hsien [1984] 1 WLR 1202 at 1207.
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with ulterior motives in removing Lee from the board of directors under article 73(d) of the

company’s articles of association, it nevertheless held that his removal from office was valid.*?

Another example of the board of directors of a UK company removing a fellow director from
office while acting under a power conferred on them by the articles of association of the
company, emanates from Bersel Manufacturing Co Ltd and Another v Berry.3* Article 16(H)
of the articles of association of the company stated that “the permanent life directors shall have
power to terminate forthwith the directorship of any of the ordinary directors by notice in
writing”. Berry and his wife were the two permanent life directors of the company. When
Berry’s wife died the question arose whether this power was still exercisable by Berry on his
own or whether the power had to be exercised jointly. The House of Lords held that this power
did not vest in life directors as recipients of a joint confidence,*” and that there was no reason
why the power of removal should not survive to the other when it is lost by one of two joint
holders.*® Accordingly Berry was entitled to exercise the power under article 16(H) of the
company’s articles of association to terminate the directorship of his daughter-in-law, who was

an ordinary director.

In Jackson v Dear?” article 88(e) of the articles of association of the company had conferred
the power on all the directors of the company, acting together, to give notice to a director to
vacate office, whereupon that directors’ office would be vacated. All the directors of the
company were also shareholders of the company and were also subject to the terms of a
shareholders’ agreement, in terms of which Jackson was to be appointed as a director of the
company and over time, would continue to be re-appointed unless and until a termination event
occurred. The power conferred on the directors by article 88(e) was not affected by any of the
express terms of the agreement. This power was invoked by the directors of the company and

a notice under article 88(e) of the articles of association of the company was served on Jackson

33 This case is critically discussed in chapter 4, para 4.1.

3411968] 2 All ER 552 HL. The UK Companies Act of 1948 applied at the time of this decision. The articles of
association of companies could at that time also provide additional grounds for the removal of directors (see
further Davies & Worthington Gower Principles of Modern Company Law 379).

35 Bersel Manufacturing Co Ltd and Another v Berry [1968] 2 All ER 552 HL at 554.

36 Bersel Manufacturing Co Ltd and Another v Berry [1968] 2 All ER 552 HL at 555.

372013 WL 617163.

103

www.manaraa.com



to vacate office. The question before the court was whether it was an implied term of the
shareholders’ agreement that Jackson would not be removed as a director. The Chancery
Division found that such a term should be implied, but this ruling was overturned by the UK
Court of Appeal. The shareholders’ agreement addressed the appointment and removal of
directors by the parties to the agreement but it was silent on the parties’ powers under the
articles of association of the company. The UK Court of Appeal held that in these
circumstances the shareholders’ agreement did not have any effect on the power of removal
under article 88(e) of the articles of association and to imply a term that it did would be an
impermissible re-writing of the parties’ agreement.*® The UK Court of Appeal commented that
when exercising the power to remove a board member, the directors must exercise this power
in good faith in the interests of the company and in accordance with all the directors’ fiduciary

duties to the company.*

As is the case under the Australian Corporations Act of 2001, the UK Companies Act of 2006
does not specify the grounds under which a director may be removed by the board of directors,
should such a provision to this effect be included in the articles of association of the company.
The procedures under which this must be done are not specified by the UK Companies Act of
2006 either. This means that the methods of removing a director from office by the board of
directors will vary from company to company, depending on the provisions of the constitution
of each company. In Lee v Chou Wen Hsien*’ and Jackson v Dear*! the relevant provision in
the articles of association required all the directors on the board of directors to give a written
notice requesting a director to vacate his office, but it seems that there is nothing to prevent a
company from stating in its articles of association that only a simple majority of directors would

be required to give such a notice.

It is evident from the above examples in case law that the courts in the UK construe a provision
in the constitution empowering the board of directors to remove a director from office strictly

in accordance with its terms, and to treat the office of director as vacated once the event

38 Jackson v Dear 2013 WL 617163 paras 28-30.
39 Jackson v Dear 2013 WL 617163 para 33.
4011984] 1 WLR 1202.

42013 WL 617163.

104

www.manaraa.com



specified in the constitution occurs. While the respective courts in Jackson v Dear*? and Lee v
Chou Wen Hsien** had emphasised that the power to remove a board member is a fiduciary
power and must be exercised by the board of directors in good faith in the interests of company,
the Privy Council in Lee v Chou Wen Hsien** nevertheless held that the removal of a director
in circumstances where it was reasonably evident that the board of directors had acted with

ulterior motives rather than to protect the best interests of the company, was valid.*’

2.4 Power of the Board of Directors to Remove Directors under the MBCA, the DGCL

and Corporate Law Provisions of various USA States

The MBCA does not provide for the board of directors to remove a director from office. It only
makes provision for the removal of directors from office by the shareholders. In terms of
section 8.08(a) of the MBCA a director may be removed by the shareholders with or without
cause unless the articles of incorporation*® provide that directors may only be removed for
cause. If a director was elected by a voting group of shareholders only the shareholders of that
voting group may participate in the vote to remove him.*’ A voting group of shareholders is a
group of shareholders who have all agreed, by written agreement, to either appoint one person

to vote for them as a group or that they will all vote together as one.*® A director may be

422013 WL 617163.

437198411 WLR 1202.

4411984] 1 WLR 1202.

45 The correctness of this decision is considered in chapter 4, para 4.1.

46 In the USA a distinction is drawn between the articles of incorporation, also known as the certificate of
incorporation or the charter, and the by-laws. The articles of incorporation is a document filed with the Secretary
of State by the individuals organising the corporation. The State then issues a certificate of incorporation that
legally entitles a corporation to operate as a business within the State. The articles of incorporation set out a
minimal amount of information which concerns primarily the corporation’s external relations with the State. For
example, it describes the purpose of the corporation, the name and address of the corporation, and the share
structure of the corporation. It also lists the names of the individuals who are acting as incorporators for the
corporation, and may list the names of the individuals acting as initial directors for the corporation. The by-laws
on the other hand contain the actual rules governing the management of the corporation and the internal
relationships of the shareholders, directors and officers of the corporation. The by-laws are not filed with the
Secretary of State because they are for the internal use of the corporation only. The certificate of incorporation
usually identifies whether the directors or the shareholders or both have the competence to change the by-laws
(Ferber Corporation Law 31-32; Cox & Hazen Corporations 51-60).

47 Section 8.08(b) of the MBCA.

48 Ferber Corporation Law 41.
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removed by the shareholders only at a meeting called for the purpose of removing that director,

and the meeting notice must state that removal of the director is a purpose of the meeting.*’

Special requirements apply to the removal of directors elected by cumulative voting.
Cumulative voting as described in section 7.28(c) of the MBCA is where the shareholders are
entitled to multiply the number of votes they are entitled to cast (based on the number of shares
held by the shareholders) by the number of directors for whom they are entitled to vote and
cast the product for a single candidate or distribute the product among two or more candidates.
By casting all of the shareholder’s votes for a single candidate or a limited number of candidates
a minority shareholder’s voting power may be enhanced and such shareholder may be able to
elect one or more directors. For example, if four vacancies have to be filled each share may be
voted four times for one individual to fill one position instead of casting one vote per share for
each of the four positions. A person holding one hundred shares may cast four hundred votes
in favour of one candidate or may distribute the votes in favour of one or more persons for the
four vacancies.>® By focusing all their votes on one candidate a group of minority shareholders
would be able to ensure that they are represented on the board. Cumulative voting thus ensures
minority shareholder representation on the board of directors, and favours minority
shareholders when all of the minority shareholders agree to vote all of their shares for the same
director.’! If there is no cumulative voting then there usually will be one vote per share and
directors will be elected by a plurality of the votes cast by the shares entitled to vote in the

election of the directors.’? Under the MBCA shareholders do not have a right to cumulate their

4 Section 8.08(d) of the MBCA.
30 See Cox & Hazen Corporations 349.

5l Hupp “Corporations: Officers and Directors: Relationship between Cumulative Voting and Removal
Provisions” 745; Hoffman “Status of Shareholders and Directors under New York’s Business Corporation Law:
A Comparative View” 520; Burbury “The Role of the Board of Directors in the Closely Held Corporation: A
Comparative Assessment of Recent Legislation” 65; Dalebout “Cumulative Voting for Corporation Directors:
Majority Shareholders in the Role of a Fox Guarding a Hen House” 1199; Sirodoeva-Paxson “Judicial Removal
of Directors: Denial of Directors’ License to Steal or Shareholders’ Freedom to Vote?”” 121; Ferber Corporation
Law 110-111.

52 Section 7.28(a) of the MBCA. The straight voting method permits a shareholder to cast only the number of
votes he has, as determined by the shares he holds, for each director position to be filled (Striegel “Cumulative
Voting, Yesterday and Today: The July, 1986 Amendments to Ohio’s General Corporation Law” 1266; Dalebout
“Cumulative Voting for Corporation Directors: Majority Shareholders in the Role of a Fox Guarding a Hen
House” 1201-1202).
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votes for directors unless the articles of incorporation so provide.> In the leading case of Bruch

v National Guarantee Credit Corp>* the court asserted as follows:

“The law does not look with disfavor on the policy of securing to minority stockholders
a right of representation on the board of directors. This is the reason for the provision
allowing cumulative voting. This policy would be endangered, if directors could pursue
amotion proceedings™ against a fellow director.”

Under section 8.08(c) of the MBCA, if cumulative voting is not authorised, a director may be
removed from office by the shareholders if the number of votes cast to remove him exceeds
the number of votes cast not to remove the director from office, except to the extent that the
articles of incorporation or by-laws require a greater number. If cumulative voting is authorised
by the articles of incorporation, a director may not be removed from office if the number of
votes sufficient to elect him under cumulative voting are voted against his removal. In other
words, under cumulative voting, a director may be removed from office only if the votes cast
in favour of retaining the director would not have been sufficient to elect the director pursuant
to cumulative voting. This provision ensures that the minority shareholders with sufficient
votes to guarantee the election of a director under cumulative voting will be able to protect that

director from removal by the remaining shareholders.>¢

In line with the approach adopted under the MBCA, under the common law of Delaware,
directors do not have the power to remove a fellow board member.’” Like the MBCA, the
DGCL does not make any provision for the board of directors to remove a director from office.
Section 141(k) of the DGCL makes provision for a director or the entire board of directors to

be removed, with or without cause, by the holders of a majority of the shares then entitled to

33 Section 7.28(b) of the MBCA.
3116 Atl 738 (Ch.1922) at 741.

35 Under the USA common law “amotion” refers to the act of removing a director from office for cause before the
expiry of the term for which he was appointed (see Matter of Koch 257 N.Y. 318 (1931) at 321-322).

56 See Model Business Corporation Act with Official Comments and Reporter’s Annotations 8-80. Section 8.08(c)
of the MBCA essentially acts to prevent the majority shareholders from abusing their power by removing by
majority vote those directors who were elected by the minority shareholders by means of cumulative voting
(Dalebout “Cumulative Voting for Corporation Directors: Majority Shareholders in the Role of a Fox Guarding a
Hen House” 1221-1222).

57 See for example the leading cases of Bruch v National Guarantee Credit Corp 116 Atl 738 (Ch.1922); Dillon
v Berg 326 F Supp. 1214 (D. Del. 1971) and Kurz v Holbrook 989 A.2d 140 (Del. Ch. 2010).
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vote at an election of directors, unless the board of directors is classified or certain directors

are elected by shareholders using cumulative voting.*®

Notably, the DGCL does not expressly prohibit directors from removing other directors. It is
not clear whether the power to remove directors in Delaware may be conferred on the board of
directors by the certificate of incorporation or the by-laws of the company, as is provided for
under the Australian Corporations Act of 2001 and the UK Companies Act of 2006. In Bruch
v National Guarantee Credit Corp® the Delaware Court of Chancery left open the possibility
that such authority could be inserted into the certificate of incorporation or the by-laws, on the
basis that this question was not before the court. Nevertheless, the courts in Delaware do not
look favourably on granting directors the power to remove a director from office and regard

the right to remove a director to be a “fundamental element of stockholder authority.”¢!

In Bruch v National Guarantee Credit Corp®® the general manager of the company had

complained to the board of directors that a particular director had been guilty of embezzlement.

38 Prior to 1974 Delaware law did not expressly deal with the removal of directors at all. With the enactment of
s 141(k) of the DGCL in 1974 this policy against removing directors from office was modified (see further Collins
“Choice of Corporate Domicile: California or Delaware?”” 137). There are three exceptions to the general rule that
the board of directors may be removed, with or without cause, by the majority of the shareholders. The first
exception, in terms of s 141(k)(1) of the DGCL, is that where a corporation has a classified board and the certificate
of incorporation does not provide otherwise, the shareholders may remove directors only for cause. A board is
considered to be classified if the certificate of incorporation or the by-laws of the company divide the directors
into three classes with the term of office of those of the first class to expire at the first annual meeting held after
such classification becomes effective, the term of office of those of the second class to expire one year thereafter,
and of the third class to expire two years thereafter (see s 141(d) of the DGCL). A classified board is thus one
which has multiple classes of directors with staggered terms of service, in contrast to a board having a single class
of directors with no staggered terms. Accordingly, in a classified board every director would not stand for re-
election every year. If a shareholder wishes to remove a director on a board which is classified, cause for the
removal must be shown. The second exception to the general rule contained in s 141(k) of the DGCL, is that
where the certificate of incorporation authorises cumulative voting and less than the entire board is to be removed,
a director may not be removed without cause if the votes cast against his removal would be sufficient to elect him
if cumulatively voted at an election of the entire board or at an election of a class of directors which includes him
(see s 141(k)(2) of the DGCL). The third exception is that where the holders of a class or series of shares are
entitled by the certificate of incorporation to elect one or more directors, the power to remove without cause a
director so elected inures to the holders of that class of series only and not to the holders of the outstanding shares
as a whole (s 141(d)(k) of the DGCL).

%9 See Brown “Kurz v Holbrook: Shareholder voting, Omnibus Proxies and the Role of DTC: The Authority of
the Board to Remove Directors” (2010) available at http://www.theracetothebottom.org/shareholder-rights/kurz-
v-holbrook-shareholder-voting-omnibus-proxies-and-the-r-4.html (accessed on 29 June 2016).

60116 Atl 738 (Ch.1922) at 741.

61 Rohe v Reliance Training Network, Inc. CA No 17992 (Del. Ch. July 21, 2000) para 11.

62116 Atl 738 (Ch.1922).

108

www.manaraa.com



Without giving the director in question an opportunity to be heard, the board of directors passed
a resolution removing him from office. At the trial, the director denied all charges or
intimations of embezzlement against him. The Delaware Court of Chancery declared that the
various powers which a corporation may exercise are distributed among the directors, officers
and shareholders, but the power to remove a director rests with the shareholders and not the
board of directors.® In overturning the decision to remove the director from office, the

Delaware Court of Chancery proclaimed that:

“To allow directors to frame charges against one of their fellows and then to try and expel
him, would open the door to possibilities of fraud which designing men might use to wrest
control of corporate affairs from the stockholders or their sympathetic representatives on
the boa4rd, and transfer it to those who might seek to grasp the corporation for their own
ends.”®

In Dillon v Berg® a director (Berg) had obtained an undated resignation letter from another
director (Power) as a quid pro quo for allowing Power’s uncontested re-election to the board
of directors. The undated resignation letter was worded to take effect immediately. Power
subsequently had second thoughts concerning the undated resignation letter and withdrew that
letter by means of a written letter sent to Berg and to the other board members. When Berg
learnt of Power’s wish to withdraw the undated resignation letter, he dated Power’s resignation
letter to a date prior to Power’s letter withdrawing his resignation letter, and circulated the
dated resignation letter to the board of directors. The District Court for the District of Delaware
held that the agreement giving Berg the authority to remove Power at any time without cause
was void and unenforceable.®® The purported resignation of Power could consequently be given
no force and effect.®’” The court found that an agreement that purported to permit the board of

directors to remove a director was contrary to public policy.®® The court ruled that to allow the

% Bruch v National Guarantee Credit Corp 116 Atl 738 (Ch.1922) at 741.
% Bruch v National Guarantee Credit Corp 116 Atl 738 (Ch.1922) at 741.
65326 F Supp. 1214 (D. Del. 1971).

6 Dillon v Berg 326 F Supp. 1214 (D. Del. 1971) at 1224.

§7 Dillon v Berg 326 F Supp. 1214 (D. Del. 1971) at 1225.

% Dillon v Berg 326 F Supp. 1214 (D. Del. 1971) at 1225.
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board of directors to remove one of its members at any time without cause would violate

shareholder rights, Delaware statutes and public policy.*

In Kurz v Holbrook,” the Delaware Court of Chancery reiterated the rule that in Delaware a
director may not be removed from office by his fellow directors. In this case the court struck
down a proposed by-law that attempted to reduce the size of the board on the basis of its
potential for directors to remove other directors by shrinking the size of the board. The

Delaware Court of Chancery noted as follows:

“If a bylaw amendment reducing the size of a board could eliminate sitting directors, then
directors suddenly would have the power to remove other directors. For 89 years,
Delaware law has barred directors from removing other directors. Bruch v. Nat'l Guar.
Credit. Corp., 116 A. 738, 741 (Del.Ch.1922); accord Robert Pennington, Pennington on
Delaware Corporations 117 (1925) (“A director being an officer chosen by the
stockholders cannot be removed by his fellow directors.”). In 1974, when the
stockholders' power to remove directors was confirmed and addressed through the
adoption of Section 141(k), two leading authorities on the DGCL wrote that “by negative
implication intended by the draftsmen, directors do not have the authority to remove other
directors.” S. Samuel Arsht & Lewis S. Black, The 1974 Amendments To The Delaware
Corporation Law 378 (1974). 1 do not believe the DGCL contemplates a bylaw
amendment could overturn this rule.””!

The approaches in the MBCA and the DGCL represent the most common approaches to the
removal of directors in the USA. As the Supreme Court of Indiana pointed out in Murray v
Conseco Inc.”? most USA States reserve the power to remove a member of the board to the
shareholders who elected the director. The Indiana Court of Appeals in Murray v Conseco Inc’
found that thirty nine USA States, by its count, made no allowance for board removal of
directors, with many States having simply adopted verbatim section 8.08 of the MBCA. There
are differences between the laws of the different States of the USA. Approximately thirteen

% Dillon v Berg 326 F Supp. 1214 (D. Del. 1971) at 1225.

70 Kurz v Holbrook 989 A.2d 140 (Del. Ch. 2010).

"1 Kurz v Holbrook 989 A.2d 140 (Del. Ch. 2010) para 157.
2795 N.E.2d 454 (Ind.2003) at 456.

73766 N.E.2d 38 (Ind. Ct. App. 2002) at 46.

110

www.manaraa.com



USA States do empower the board of directors to remove directors from office in certain

circumstances.’”

For instance, section 706(a) of the New York Business Corporation Law’> empowers the board
of directors to remove fellow board members for cause, but only when the certificate of
incorporation or a by-law adopted by the shareholders makes provision for the board of
directors to remove a fellow board member. Section 706(a) of the New York Business

Corporation Law states as follows:

“Any or all of the directors may be removed for cause by vote of the shareholders. The
certificate of incorporation or the specific provisions of a by-law adopted by the
shareholders may provide for such removal by action of the board, except in the case of
any director elected by cumulative voting, or by the holders of the shares of any class or
series, or holders of bonds, voting as a class, when so entitled by the provisions of the
certificate of incorporation.”

Section 7-1.2-805 of the Rhode Island Business Corporation Act’® emulates section 706(a) of
the New York Business Corporation Law. Section 14A:6-6(3) of the New Jersey Business

Corporation Act”’

also adopts a similar stance to that of the New York Business Corporation
Law with regard to the removal of directors by board members. This section provides that the
certificate of incorporation or a by-law adopted by the shareholders may provide that the board
shall have the power to remove directors for cause and to suspend directors pending a final
determination that cause exists for removal. Again, the board of directors may remove fellow
board members only if the shareholders have empowered the directors to do so. Section 48-18-
108(d) of the Tennessee Business Corporation Act likewise provides that directors may be

removed for cause by a vote of the entire board of directors if so provided by the charter (which

is the equivalent of the certificate of incorporation).

74 These are Ohio, California, Alaska, Pennsylvania, Massachusetts, Missouri, Minnesota, North Dakota, New
Jersey, New York, Rhode Island, Tennessee and Indiana.

7> The New York Business Corporation Law is the primary corporation statute in the State of New York.

76 This provision is codified in Title 7 (Corporations, Associations and Partnerships), Chapter 7-1.2 (Rhode Island
Business Corporation Act) of the Rhode Island General Laws.

77 This provision is codified in Title 14A (Corporations, General) of the New Jersey Revised Statutes.
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While New York, Rhode Island, New Jersey and Tennessee permit the board of directors to
remove directors from office if empowered to do so by the articles of incorporation or the by-
laws, the Minnesota Business Corporation Act,’”® under section 302A.223(2), and the North
Dakota Business Corporation Act,”’ under section 10-19.1-41, empower the board of directors
to remove fellow board members unless this power is modified by the articles of incorporation,
the by-laws or a shareholder control agreement. In other words, the board’s power to remove
directors from office is subject to modification by the articles of incorporation, the by-laws or
a shareholder control agreement.®® Section 23-1-33-8(a) of the Indiana Business Corporation
Law®! also empowers the board of directors to remove directors unless the articles of
incorporation provide otherwise. Likewise, section 1726(b) of the Pennsylvania Business
Corporation Law®? permits the board of directors to remove directors from office under certain
specified grounds, unless provided otherwise in a by-law adopted by the shareholders. These
grounds are (i) the director has been judicially declared of unsound mind; or (ii) has been
convicted of an offence punishable by imprisonment for a term of more than one year; or (iii)
for any other proper cause which the by-laws may specify; or (iv) if, within sixty days or such
other time as the by-laws may specify after notice of his selection, he does not accept the office
either in writing or by attending a meeting of the board of directors and fulfill such other

requirements of qualification as the by-laws may specify.

2.5 Evaluation of Section 71(3) of the Companies Act

Section 71(3) of the (South African) Companies Act is unique compared to the equivalent
provisions in the foreign jurisdictions reviewed in that the board’s power to remove fellow
board members is an unalterable provision. Most USA States, including the State of Delaware,

have not conferred on the board of directors the power to remove fellow board members. Of

8 The Minnesota Business Corporation Act is codified in chapter 302A (Business Corporations) of the Minnesota
Statutes.

7 The North Dakota Business Corporation Act is codified in chapter 10-19.1, Title 10 (Corporations) of the North
Dakota Century Code.

80 See further Archerd & Scallen “A Comparison of Minnesota and Delaware Business Corporation Statutes” 164.

81 Section 23-1-33-8 is codified in Title 23 (Business and Other Associations) of the Indiana Code, Article 1
(Indiana Business Corporation Law), Chapter 33 (Board of Directors Generally).

82 This provision is codified in Title 15 (Corporations and Unincorporated Associations), Chapter 17 (Officers,
Directors and Shareholders) of the Pennsylvania Consolidated Statutes.
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those USA States which have conferred on the board of directors the power to remove fellow
board members, the majority have made such power alterable and not mandatory,®® in that the
board of directors may remove fellow board members only if the articles of incorporation or
the by-laws make provision for this to be done, or, alternatively, the board of directors may
remove fellow board members unless the articles of incorporation or the by-laws provide
otherwise. The UK Companies Act of 2006 and the Australian Corporations Act of 2001 have
adopted similar positions with regard to the removal of directors by the board of directors in
that the board of directors may remove directors only if empowered to do so by the constitution
of the company. It is submitted that there is merit in permitting the board of directors to remove

fellow board members,*

and, provided the board of directors acts openly and there are
acceptable safeguards against abuse of the power to remove fellow board members, this power
ought to remain in the (South African) Companies Act. The question, however, arises whether

this power should be a mandatory power or whether section 71(3) of the Companies Act ought

83 The States of Massachusetts and Missouri are exceptions because they have made the power of removal by the
board of directors a mandatory power and not an alterable power in that a corporation is not authorised to limit or
eliminate this power in its articles of incorporation or by-laws. The provisions of these statutes differ from s 71(3)
of the (South African) Companies Act in substantial respects. In terms of s 8.08(d) of the Massachusetts Business
Corporation Act Chapter 156D (which Chapter is codified in Part I (Administration of the Government) Title 22
(Corporations) of the Massachusetts General Laws) directors may be removed for cause by vote of the greater of
(i) a majority of the directors then in office or (ii) the number of directors required by the articles of organization
or by-laws to take action under s 8.24 of the Massachusetts Business Corporation Act Chapter 156D (dealing with
quorum and voting). This provision differs from s 71(3) in that if a director is elected by a voting group of
shareholders only the directors elected by that voting group may participate in the vote to remove him. In contrast,
s 71(3) of the Companies Act does not have this safeguard and under s 71(3) of the Companies Act all the directors
may participate in the vote to remove a fellow board member, regardless of who appointed that director to the
board of directors. Section 351.317 of the Missouri General Business Corporation Law (which Chapter 351
(General and Business Corporations) is codified in Title 23 (Corporations Associations and Partnerships) of the
Missouri Revised Statutes) states that a director of the corporation may be removed for cause by the action of a
majority of the entire board of directors if at the time of removal the director has failed to meet the qualifications
stated in the articles of incorporation or by-laws for election as a director or is in breach of any agreement between
such director and the corporation relating to such director’s services as a director or employee of the corporation.
This provision also does not authorise corporations to limit or eliminate this power in their articles of incorporation
or by-laws. It differs from s 71(3) of the Companies Act in that a majority of the entire board of directors is
required to vote on the removal of the director and not merely a majority of the directors forming a quorum. This
is discussed further in para 8.1 below.

84 See chapter 2, para 5.1 where this is discussed.
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to, in line with the foreign jurisdictions considered, make the conferral of power on the board

of directors to remove fellow board members an alterable power. This is discussed below.

3. DIRECTORS TO WHOM THE BOARD’S POWER OF REMOVAL OF
DIRECTORS APPLIES

The question arises whether the power conferred on the board of directors by section 71(3) of
the Companies Act to remove fellow board members enables the board to remove any director
from office, or whether the board of directors may remove from office only those directors
whom it has appointed to office. Section 71(3) of the Companies Act does not make any
distinction regarding whether directors may remove only directors appointed by them or
whether they may also remove directors appointed by the shareholders. The provision boldly
states that the board “may remove a director” from office. It must follow that under section
71(3) of the Companies Act removal rights do not follow appointment rights and that the board
of directors is empowered to remove from office any director, regardless of who had appointed
that director to the board of directors. In contrast, it is debatable whether shareholders may
remove from office directors who were appointed by the directors or by a person named in, or
determined in terms of, the Memorandum of Incorporation pursuant to section 66(4)(a)(i) of
the Companies Act, or whether they may remove only those directors who were appointed by

them in an election of directors. 83

85 Section 71(1) of the Companies Act states that a director may be removed by an ordinary resolution adopted at
a shareholders’ meeting by the “persons entitled to exercise voting rights in an election of that director”. The
implication of these words is that only the shareholders or persons entitled to vote in an election of a particular
director are entitled to vote on a shareholders’ resolution to remove that director from office. On a strict literal
interpretation of these words, if a director were appointed to the board of director by other directors or by a person
named in the Memorandum of Incorporation, the shareholders would not have the power to remove that director
from office by an ordinary resolution (see FHI Cassim “The Division and Balance of Power” 160 and R Cassim
“Governance and the Board of Directors” in FHI Cassim et al Contemporary Company Law 442). An alternative
interpretation of these words is that they do not restrict the power of shareholders to remove directors who are
appointed by the board of directors or by a person named in the Memorandum of Incorporation because these
words are intended to be interpreted in a general sense only, so as to refer to persons who would be entitled to
exercise voting rights if that director were to be elected, in a general election of that director (R Cassim
“Governance and the Board of Directors” in FHI Cassim et al Contemporary Company Law 442). It is arguable
that if the legislature had intended to restrict the power of shareholders to remove only those directors whom they
have elected it would have stated in s 71(1) of the Companies Act “persons entitled to exercise voting rights in
the election of that director” (emphasis added), or the legislature would have made it much clearer that directors
appointed by the board of directors or other persons named in the Memorandum of Incorporation may not be
removed by the shareholders (R Cassim “Governance and the Board of Directors” in FHI Cassim et al
Contemporary Company Law 442). For instance, s 8.08(b) of the MBCA provides that if “a director is elected by
a voting group of shareholders, only the shareholders of that voting group may participate in the vote to remove
that director.” A voting group of sharcholders is a group of shareholders who have all agreed, by written
agreement, to either appoint one person to vote for them as a group or that they will all vote together as one (Ferber
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Notably, section 66(4)(a)(i) states that a company’s Memorandum of Incorporation may
provide for the “direct appointment and removal” of one or more directors by any person who
is named in, or determined in terms of, the Memorandum of Incorporation. Accordingly, the
Memorandum of Incorporation may provide for the removal of a director by a specific person
named therein. Nevertheless, since section 71(3) of the Companies Act does not make any
distinction regarding the director whom the board of directors may remove from office, it
appears that the board of directors is empowered to remove from office the director so

appointed by the person named in the Memorandum of Incorporation.

In sharp contrast, those USA States which permit directors to remove fellow board members,
distinguish between directors who were appointed by the board of directors and those who
were appointed by the shareholders. Thus, under section 706(a) of the New York Business
Corporation Law the board of directors may not be empowered by the certificate of
incorporation or a by-law to remove a director elected by cumulative voting. Furthermore,
where the certificate of incorporation empowers a director to be elected by the holders of the
shares of a class or series,® or holders of bonds voting as a class, the board of directors may
not be empowered by the certificate of incorporation or a by-law adopted by the shareholders
to remove fellow board members. These two exceptions are designed to protect minority
shareholders and director representatives of a specific class of shares. Section 7-1.2-805(a) of

the Rhode Island Business Corporation Act also protects minority shareholders by not

Corporation Law 41). Here the legislature has made it patently clear that if a director is elected by a specific
voting group of shareholders who agreed to vote together as one, then only those shareholders, and no other
shareholders, may remove that director from office. (The MBCA does not empower the board of directors to
remove fellow board members.) Such clarity is lacking in s 71(1) of the Companies Act, if it is indeed the intention
of the legislature to restrict the removal of directors by shareholders to those directors who were appointed by
shareholders in an election of directors. If shareholders were not empowered to remove from office a director
appointed by the board of directors of whom they disapproved, this would be a gross violation of the right of
shareholders to remove directors (FHI Cassim “The Division and Balance of Power” 161). It is furthermore
arguable that the words “despite anything to the contrary in a company’s Memorandum of Incorporation or rules,
or any agreement between a company and a director, or between any shareholder and a director” in s 71(1) of the
Companies Act indicate that shareholders may remove a director by ordinary resolution despite any provision in
the Memorandum of Incorporation of a company, such as a provision that only a person named in the
Memorandum of Incorporation may remove a director (R Cassim “Governance and the Board of Directors” in
FHI Cassim et al Contemporary Company Law 443). For these reasons it is submitted that the strict literal
interpretation of the words “persons entitled to exercise voting rights in an election of that director” should not be
adopted. See Ncube “You’re Fired! The Removal of Directors under the Companies Act 71 of 2008 38-39 who
expresses the view that the shareholders’ power to remove directors is restricted to elected directors and Masinire
“A Critical Analysis of the Role and Protection of Shareholders in the Removal of Directors in the South African
Companies Act 71 of 2008 1990-1991 for a discussion of the view expressed by Ncube. The matter must be
clarified by the legislature or by the courts.

8 Directors appointed by a class or series of shares are referred to as class directors.
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permitting the board of directors to remove directors who were appointed by cumulative voting

or by the holders of the shares of any class or series or holders of bonds voting as a class.

Further examples of the USA States that protect minority shareholder representatives on the
board from removal by the board of directors, are Minnesota and North Dakota. These States
permit directors to remove from office only those directors who were appointed by the board,
but not those elected by shareholders. In terms of section 302A.223(2) of the Minnesota
Business Corporation Act and section 10-19.1-41 of the North Dakota Business Corporation
Act directors may remove other directors, with or without cause, if the director was appointed
by the board to fill a vacancy, the shareholders have not elected directors in the interval between
the time of appointment to fill a vacancy and the time of removal, and a majority of the directors
approve the removal. Under this provision a director appointed by the shareholders would not
be subject to removal by the board. The rationale behind this provision is that if a director were
appointed by the board of directors then his authority as a director flows directly from the other
directors and those other directors have the power to terminate that authority. The same
rationale was relied on by the Court of Chancery of Delaware in Bruch v National Guarantee
Credit Corp®” where the court proclaimed that the power to remove a director must be exercised

by the power that elected the director.®®

The Indiana Business Corporation Law also protects directors from removal by the board of
directors if they were appointed by a particular group of shareholders. Section 23-1-33-8(a) of
the Indiana Business Corporation Law states that directors may be removed in any manner
provided in the articles of incorporation. The provision states further that shareholders or
directors may remove one or more directors with or without cause unless the articles of
incorporation provide otherwise. The limitation on the power of the board to remove a fellow
director is contained in section 23-1-33-8(b) of the Indiana Business Corporation Law which
provides that if a director is elected by a voting group of shareholders, only the shareholders of

that voting group may participate in the vote to remove the director.?” Section 23-1-33-8(b) of

87116 Atl 738 (Ch.1922) at 741.

8 In terms of s 141(k) of the DGCL if shareholders of a particular class are empowered by the certificate of
incorporation to elect a director, only the shareholders of that class may vote on the resolution to remove that
director.

% A voting group of shareholders is a group of shareholders who have all agreed, by written agreement, to either
appoint one person to vote for them as a group or that they will all vote together as one (Ferber Corporation Law
41).
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the Indiana Business Corporation Law would be applicable only where a director is elected by
a separate voting group of shareholders but has no application to a director elected by all of the
shareholders.”® Section 23-1-33-8(b) is designed to preserve representation on the board by a
voting group and protects the rights of minority shareholders to representation on the board of

directors.’!

In Murray v Conseco Inc,”> Murray, a director of Conseco Inc., had been removed by the board
of directors. The company had one class of common stock and a series of preferred shares that
had voting rights. Conseco Inc. had no shareholders that were elected by a separate voting
group. Murray nevertheless reasoned that the shareholders as a body are a voting group who
elected him as a director, and by reason of section 23-1-33-8(b) of the Indiana Business
Corporation Law only the shareholders, and not the board of directors, were authorised to
remove him from office. The Supreme Court of Indiana held that the words “elected by a voting
group” in section 23-1-33-8(b) refer to groups that elect separate directors, and do not apply to
directors elected by a voting group consisting of all voting shares voting generally.”® In other
words, the court held that all the shareholders as such do not constitute a voting group, and that

the board was accordingly empowered to remove Murray from office.

In many USA States cumulative voting is permissible if so stated in the articles of incorporation
or the by-laws and in a few USA States cumulative voting is mandatory. Many of the USA
States which allow the board of directors to remove directors from office have provisions in
their respective statutes designed to protect directors who were elected by cumulative voting.”*
The (South African) Companies Act on the other hand does not make express provision for
cumulative voting. Section 68(2)(b) of the Companies Act states that in any election of
directors, in each vote to fill a vacancy each voting right entitled to be exercised may be

exercised once. It should be noted, however, that section 68(2)(b) of the Companies Act is an

% Murray v Conseco Inc. 795 N.E.2d 454 (Ind.2003) at 459.

I Murray v Conseco Inc. 795 N.E.2d 454 (Ind.2003) at 458-459 and 460.
92795 N.E.2d 454 (Ind.2003).

% Murray v Conseco Inc. 795 N.E.2d 454 (Ind.2003) at 459.

% For instance, as discussed, New York and Rhode Island do not permit the board of directors to remove fellow
board members where the directors were elected with cumulative voting.
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alterable provision and that the Memorandum of Incorporation of a profit company may alter
section 68(2)(b) of the Companies Act. In other words, the Memorandum of Incorporation of
a profit company may provide that in an election of directors in each vote to fill a vacancy each
voting right entitled to be exercised may be exercised more than once. In this way, a company’s
Memorandum of Incorporation may amend the default position and expressly make provision
for cumulative voting. But the Companies Act has not imposed any legal safeguards to ensure

that directors may not remove from office the director representatives of minority shareholders.

As discussed earlier, several USA States that permit the board of directors to remove directors
have made the directors’ power to remove directors an alterable power, either by providing that
the board of directors may remove fellow board members only if empowered to do so by
articles of incorporation or the by-laws, or by providing that the power of removal applies
unless altered by the articles of incorporation or the by-laws. Under both the Australian
Corporations Act of 2001 and the UK Companies Act of 2006 directors may remove fellow
board members only if empowered to do so by the constitution of the company. Section 71(3)
of the (South African) Companies Act is unique in that the statutory power of the directors to
remove directors is mandatory and the section does not distinguish between the directors
appointed by the directors or by the shareholders, nor does it make any provision to protect the
shareholder representatives, or the minority shareholder representatives, on the board of
directors from removal by the board of directors. As discussed in chapter 2, the fact that a
director is empowered to remove from office a director appointed by the shareholders,
including a minority shareholder representative on the board, shifts the balance of power
between the shareholders and the board of directors, and may impact on the dynamics between

the majority and minority shareholders.”>

It is submitted that under the (South African) Companies Act the board of directors should be
empowered to remove any director from office, including those directors appointed by the
shareholders or a third party in terms of section 66(4)(a)(i) of the Companies Act. An advantage
of permitting the board of directors to remove any director from office is that if a shareholder-
appointed director or a director appointed by a third party neglects his duty or is derelict in the

performance of his functions or if any other valid ground for removal referred to in section

%5 See chapter 2, para 5.1 where this is discussed.
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71(3) of the Companies Act exists, the board would be empowered to remove the director in
question from office, instead of having to rely on the shareholders or a third party, who may be

reluctant to remove their representative from office, to do so.

However, in order to balance the rights between the directors and shareholders, as required by

section 7(i) of the Companies Act,”

it is submitted that the power to remove directors in section
71(3) of the Companies Act should be an alterable power and not an unalterable power. More
specifically, the provision should be an “opt-out” provision, in that the board’s power to
remove a director should apply unless the company opts out of it by expressly so stipulating in
its Memorandum of Incorporation. In other words, the wording of section 71(3) of the
Companies Act should be preceded by the words “Except to the extent that the company’s
Memorandum of Incorporation provides otherwise.” The company would then be empowered
to determine whether it wishes to retain the default provision under the Companies Act
empowering the board of directors to remove fellow board members or whether to alter this
default provision to suit its particular needs by negating, restricting, limiting, qualifying, or
extending the board’s power to remove fellow board members. A company would also be
empowered to insert in its Memorandum of Incorporation provisions protecting the minority
shareholder representatives on the board of directors, should this be deemed necessary based

on the company’s specific needs and requirements.

For example, if the Memorandum of Incorporation under section 68(2)(b) of the Companies
Act were to give shareholders more than one vote in electing directors so as to protect the
minority shareholder representatives, then the Memorandum of Incorporation could also
specifically restrict the power of the board of directors to remove directors elected by such
shareholders. Another example would be if the Memorandum of Incorporation were to appoint
a voting group to appoint a director, or a particular person to appoint a director under section
66(4)(a)(i) of the Companies Act, under the “opt-out” provision a limitation to the board’s
power of removal may be provided in that the Memorandum of Incorporation may provide that

only the voting group or the person who appointed that director may remove him from office.

If section 71(3) of the Companies Act were to be an alterable provision in the Companies Act

it would bring the provision in line with the equivalent provisions in the foreign jurisdictions

% Section 7(i).of the Companies Act is discussed in chapter 2, para 7.
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considered which do not make the board’s power to remove fellow board members
compulsory, and which incorporate some protection for minority shareholder representatives
on the board of directors. An alterable power of removal conferred on the board of directors,
as opposed to a compulsory power of removal would also go some way in satisfying the
requirement of section 7(i) of the Companies Act of balancing the rights and obligations of

shareholders and directors within companies.

4. COMPANIES TO WHICH THE BOARD’S POWER OF REMOVAL OF
DIRECTORS APPLIES

Section 71(3) of the Companies Act applies to companies with “more than two directors”, that
is, it applies to companies with three or more directors. The types of companies to which section

71(3) applies are discussed below.

4.1 Private Companies and Personal Liability Companies

The board of directors of a private company and a personal liability company must comprise
at least one director.”” Under section 66(3) of the Companies Act a company’s Memorandum
of Incorporation may specify a higher minimum number of directors. Section 71(3) of the
Companies Act would not apply to private companies or personal liability companies if such
companies do not have at least three directors on their board of directors. In this event, the
provisions of section 71(8) of the Companies Act would apply to that company, in terms of

which the removal of a director must be determined by the Companies Tribunal.

It follows that a private company and a personal liability company would be able to control
whether the board of directors of that company would be empowered to remove directors from
office by controlling whether they appoint three or more directors to the board of directors. If
the company wishes to exclude the provisions of section 71(3) of the Companies Act, it could
do so by appointing only one or two directors to its board of directors. If it wishes for the
provisions of section 71(3) to be applicable to the company, it could in that case ensure that at
least three directors are appointed to the board of directors. It is important for private companies

and personal liability companies to be aware of the consequences regarding the applicability

%7 Section 66(2)(a) of the Companies Act.
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of section 71(3) of the Companies Act when deciding on the number of directors to appoint to

the board of directors.

4.2 Non-profit Companies

The board of directors of a non-profit company must comprise at least three directors.”® It
follows that section 71(3) of the Companies Act applies to the removal of directors of non-

profit companies.

Even though section 71(3) of the Companies Act refers to the term “shareholders” and not
“members”, it follows from section 10(4) of the Companies Act that the provisions of section
71(3) apply to the voting members of a non-profit company. Section 10(4) of the Companies
Act states that in respect of a non-profit company that has voting members, a reference in the
Companies Act to “a shareholder” is to be regarded as a reference to the voting members of a
non-profit company. Where a non-profit company does not have members or does not have

voting members, the provisions of section 71(3) must be read to refer to directors only.

4.3 State-owned Companies

The Companies Act does not specify the minimum number of directors that must comprise the
board of directors of a state-owned company. However section 9(1) of the Companies Act
states that any provision of the Companies Act which applies to a public company applies also
to a state-owned company, except to the extent that the Minister has granted an exemption in
terms of section 9(3) of the Companies Act. Section 66(2)(b) of the Companies Act provides
that the board of directors of a public company must comprise at least three directors. From
this one may deduce that the board of directors of a state-owned company must comprise at
least three directors (save to the extent that the Minister has granted an exemption to this
provision). It follows that the provisions of section 71(3) of the Companies Act apply to the

removal of directors of state-owned companies.

% Section 66(2)(b) of the Companies Act. The minimum number of directors provided for in s 66(2) are in addition
to the minimum number of directors that a company must have to satisfy any requirement in terms of the
Companies Act or the Memorandum of Incorporation of the company to appoint an audit committee or a social
and ethics committee.
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It is important to be aware that state-owned companies are often governed by their own specific
legislation as well as by the Companies Act. For example, the South African Airways SOC
Limited is governed by the South African Airways Act 5 of 2007, the South African Post Office
SOC Limited is governed by the South African Post Office SOC Ltd Act 22 of 2011, the
Armaments Corporation of South Africa SOC Limited (“Armscor”) is governed by the
Armaments Corporation of South Africa Limited Act 51 of 2003 (“the Armscor Act”) and the
South African Broadcasting Corporation SOC Limited (“SABC”) is governed by the
Broadcasting Act 4 of 1999 (“the Broadcasting Act”).”” Conflicts over the removal of directors
under the governing legislation of these state-owned companies and the removal of directors

under the Companies Act can, and do, arise.

Section 5(4) of the Companies Act states that if there is an inconsistency between a provision
of the Companies Act and a provision of any other national legislation, the provisions of both
Acts apply concurrently, to the extent that it is possible to apply and comply with one of the
inconsistent provisions without contravening the second. To the extent that this is not possible,
the Companies Act lists certain Acts which will supersede the Companies Act.!” In all other

instances of conflict, the provisions of the Companies Act will prevail.'®!

An example where the court managed to read the provisions of the Companies Act concurrently

with a specific statute which applies to state-owned companies, is found in Minister of Defence

% Section 1 of the Companies Act defines a “state-owned company” as an enterprise that is registered in terms of
the Companies Act as a company and either (i) is listed as a public entity in Schedule 2 or 3 of the Public Finance
Management Act 1 of 1999; or (ii) is owned by a municipality, as contemplated in the Local Government:
Municipal Systems Act 32 of 2000, and is otherwise similar to an enterprise referred to in (i) above. The above-
mentioned entities are listed in Schedule 2 (Major Public Entities) of the Public Finance Management Act 1 of
1999.

100 See s 5(4)(b)(i) of the Companies Act. These Acts are the Auditing Profession Act 26 of 2005, the Labour
Relations Act 66 of 1995, the Promotion of Access to Information Act 2 of 2000, the Promotion of Administrative
Justice Act 3 of 2000, the Public Finance Management Act 1 of 1999, the Securities Services Act 36 of 2000,
which has since been repealed and replaced by the Financial Markets Act 19 of 2012, the Banks Act 94 of 1990,
the Local Government: Municipal Finance Management Act 56 of 2003 and s 8 of the National Payment System
Act 78 of 1998.

101 Section 5(4)(b)(ii) of the Companies Act. Two exceptions apply in this regard. The first is that if there is a
conflict between a provision of Chapter 8 of the Companies Act (Regulatory Agencies and Administration of the
Companies Act) and a provision of the Public Service Act, 1994 (Proclamation 103 of 1994) the provisions of the
latter Act will prevail. The other exception is that if there is a conflict between any provision of Part B of Chapter
5 (Authority of the Takeover Regulation Panel, Part C of Chapter 5 (Regulation of affected transactions and offers)
or the Takeover Regulations and any provision of another public regulation, the conflicting provisions apply
concurrently to the extent that it is possible to apply and comply with one of the inconsistent provisions without
contravening the second. To the extent that this is not possible, the provisions of the other public regulation will
prevail (see ss 5(4)(b)(ii), 5(5) and 118(4) of the Companies Act).
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and Military Veterans v Motau and Others.!®> The Armscor Act governs the affairs of
Armscor, which is a state-owned entity.'®® The State is the sole shareholder of Armscor and
exercises ownership control of Armscor through the Minister of Defence and Military
Veterans.!® Armscor’s affairs are managed by its board of directors, consisting of nine non-

executive members and two executive members.'%

The facts of this case are that the Minister of Defence and Military Veterans terminated the
membership of two members of the board of directors of Armscor, in terms of section 8(C) of
the Armscor Act. Section 8(C) of this statute provides that a member of the board must vacate
office if his services are terminated by the Minister of Defence and Military Veterans on good
cause shown. The membership of these two board members was terminated after they failed to
attend various board meetings arranged by the Minister. The two directors who had been
removed from office applied to the North Gauteng High Court, Pretoria, to set aside the
Minister’s decision on the ground that it was unlawful, unconstitutional and invalid, and had
not complied with the Promotion of Administrative Justice Act 3 of 2008. The court a quo
found that the Minister’s dismissal power constituted administrative action, and that she had
failed to comply with the Promotion of Administrative Justice Act 3 of 2008.'° The court
consequently granted judgment in favour of the two directors who had been removed from
office. On appeal by the Minister to the Constitutional Court, the question before the court was
whether the dismissal power of the Minister of Defence and Military Veterans comprised
administrative action or whether it was executive action. If it comprised executive action, the
further question before the court was whether the Minister was required to comply with the
procedures for the removal of directors laid down in sections 71(1) and (2) of the Companies

Act.

122014 (5) SA 69 (CC).

103" Armscor was incorporated primarily to provide South Africa’s armed services with military material,
equipment, facilities and services. It is the armament’s and technology procurement agency of the Department of
Defence (see Minister of Defence and Military Veterans v Motau and Others 2014 (5) SA 69 (CC) para 3).

104 Section 2(2) of the Armscor Act.

105 Section 6(1) of the Armscor Act.

106 See Motau and Another v Minister of Defence and Military Veterans and Another, unreported case no
51258/13, North Gauteng High Court, Pretoria, 18 September 2013.
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The Constitutional Court confirmed that the Minister of Defence and Military Veterans is, for
the purposes of section 71(1) and (2) of the Companies Act, the shareholder of Armscor.'” On
the question whether the dismissal decision constituted administrative action or executive
action, the majority judgment disagreed with the court a quo that the decision comprised
administrative action. It held that the Minister’s power to dismiss directors was more executive,
rather than administrative, in nature. This was because it was an adjunct of the power to
formulate defence policy, it was a high-level power and not a low level bureaucratic power
involving the application of policy, and the Minister was afforded a broad discretion in
exercising the power, which indicated that it constituted performance of an executive function
rather than the implementation of national legislation.'®® On this basis the majority of the
Constitutional Court found that the Minister’s power was not subject to review under the

Promotion of Administrative Justice Act 3 of 2008.

On the question whether there were any procedural constraints on the exercise of the Minister’s
power in terms of section 8(C) of the Armscor Act, the Constitutional Court held that this
provision must be read concurrently with sections 71(1) and (2) of the Companies Act. The
court found that these two provisions are “perfectly compatible”!® in that the Armscor Act
provides the substantive criterion while the Companies Act provides the process by which
board members of Armscor may be dismissed. In other words, section 71(2) of the Companies
Act is the prescribed procedure by which the Minister of Defence must exercise her power in
terms of section 8(c) of the Armscor Act.!'” The Constitutional Court accordingly held that the
failure of the Minister of Defence and Military Veterans to comply with the procedural
requirements of sections 71(1) and (2) of the Companies Act in terminating the membership of

the board members had rendered her actions unlawful.'!!

197 Minister of Defence and Military Veterans v Motau and Others 2014 (5) SA 69 (CC) para 75.

198 Minister of Defence and Military Veterans v Motau and Others 2014 (5) SA 69 (CC) paras 47, 49 and 51. The
minority judgment of the Constitutional Court held that the Minister’s decision in dismissing the three board
members was administrative action, and not an exercise of executive power. For this reason the minority held that
it was not necessary to determine whether s 71 of the Companies Act applied to this matter (para 128). An analysis
whether the Minister’s dismissal power constitutes administrative action or executive action is beyond the scope
of'this study, but see Konstant “Administrative Action and Procedural Fairness — Minister of Defence and Military
Veterans v Motau 492-498 for a discussion of this point.

199 Minister of Defence and Military Veterans v Motau and Others 2014 (5) SA 69 (CC) para 76.
110 Minister of Defence and Military Veterans v Motau and Others 2014 (5) SA 69 (CC) para 76.

1 Minister of Defence and Military Veterans v Motau and Others 2014 (5) SA 69 (CC) paras 77 and 80. The
Constitutional Court did not, however, set aside the Minister’s decision and reinstate the two directors even though
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In Minister of Defence and Military Veterans v Motau and Others!!? the Constitutional Court
read the Armscor Act and the Companies Act concurrently. It is not, however, always possible
to read the Companies Act concurrently with a specific statute which regulates the affairs of a
state-owned company. For example, in early 2015 three SABC board members were removed
after the board of directors of the SABC had passed a vote of no confidence in them. The
Minister of Communications subsequently endorsed these removals which had taken place
under the Companies Act, and not the Broadcasting Act, which governs the affairs of the
SABC.!" The question arose whether the removal of the three board members in terms of the
Companies Act was valid, or whether the removal should have taken place under the provisions
and the terms of the Broadcasting Act. The confusion in this matter arose because the

Broadcasting Act explicitly regulates the procedural removal of board members of the SABC.

Under section 15(1)(a) of the Broadcasting Act the “appointing body” may remove a “member”
from office after due inquiry and upon due recommendation by the board of directors if such
member is found guilty of misconduct or inability to perform his duties efficiently. The
“appointing body” is the body charged with the appointment of members of the board in terms
of section 13 of the Broadcasting Act.''* A “member” is defined in section 1 of the
Broadcasting Act to mean executive and non-executive members of the board. The appointing
body in terms of section 1 read with section 13 of the Broadcasting Act is the President acting

on the advice of the National Assembly. The board of directors of the SABC is thus not

it found that the Minister had failed to comply with the procedural requirements of the Companies Act. The court
found that in the exceptional circumstances of the case it would not be just and equitable to set aside the Minister’s
decision and to reinstate the two directors. The court found that the Minister had substantively good and
compelling reasons for terminating the membership of the two directors, and she had demonstrated good cause
for the removal of the two directors (para 89). The court ruled that it was sufficient to declare that the Minister’s
conduct was unlawful and to draw her attention to the proper procedure to be followed in dismissing directors of
Armscor (para 86). This decision is discussed further in para 8.6 below. See also Wandrag “Governance of State-
owned Companies” in Loubser & Mahony Company Secretarial Practice 29-9-29-10.

122014 (5) SA 69 (CCO).

113 See Merten “SABC mess now in Parliament’s care. Don’t hold your breath” (14 July 2016) available at
http://www.dailymaverick.co.za/article/2016-07-14-sabc-mess-now-in-parliaments-care.-dont-hold-your-
breath./#. WAYSvfl95hE (accessed on 27 September 2016). The three board members who had been removed
from the SABC board had been opposed to the controversial permanent appointment of Hlaudi Motsoeneng as
the chief operations officer of the SABC in July 2014, after the findings of the Public Protector that he had purged
staff, irregularly boosted his salary and had made misrepresentations about having a matric certificate.

114 Section 1 of the Broadcasting Act.

125

www.manaraa.com



empowered to remove a director on its own, although it may make such a recommendation to
the President, who has a discretion whether or not to remove the board member from office.
Under section 15(1)(b) of the Broadcasting Act the appointing body must remove a board
member after due inquiry by the National Assembly and the adoption of a resolution
recommending the removal of the director in terms of section 15A of the Broadcasting Act.
Under section 15A(1)(a) the National Assembly may, after due inquiry and by the adoption of
a resolution, recommend the removal of a board member on account of misconduct, inability
to perform the duties of his office efficiently, absence from three consecutive board meetings
without the permission of the board (except on good cause shown), failure to disclose a conflict
of interest in terms of section 17, or on the basis of a disqualification as contemplated in section
16. In essence, a board member may be removed by the President under section 15(1)(a) (on
the recommendation by the board of directors), but must be removed by the President (on the
recommendation of a committee of the National Assembly) under section 15(1)(b) read with

section 15A(1)(a).

A legal opinion was sought from Parliament’s Constitutional and Legal Services division to
advise the Portfolio Committee on the legality of the decision of the SABC Board. The legal
opinion found that the Minister of Communications and the board of directors of the SABC
had erred in law in applying the Companies Act instead of the Broadcasting Act to the removal
of the directors.!’® The legal opinion stated that the Broadcasting Act supersedes the
Companies Act, and that any removal of an SABC board member that is not effected in line
with the provisions of the Broadcasting Act is invalid and unlawful.'® The Minister of
Communications, on the other hand, contended that the Companies Act took precedence over
the Broadcasting Act when it came to governance matters concerning the SABC.!'” The
Portfolio Committee on Communications initially accepted the legal opinion that the removal

of the three board members was unlawful. At a later stage however the Portfolio Committee

115 Mjenxane “Legal Opinion on Powers to Remove Board Members of the SABC” (24 March 2015) (reference
number 31/15) available at http://pmg-assets.s3-website-eu-west-1.amazonaws.com/150526legal.pdf (accessed
on 27 September 2016).

116 Mjenxane “Legal Opinion on Powers to Remove Board Members of the SABC” (24 March 2015) (reference
number 31/15) available at http://pmg-assets.s3-website-eu-west-1.amazonaws.com/150526legal.pdf (accessed
on 27 September 2016).

117 African News Agency “Muthambi rejects Parly’s legal opinion on SABC board” (23 June 2015) available at

http://www.enca.com/south-africa/muthambi-rejects-parlys-legal-opinion-sabc-board (accessed on 27 September
2016).
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changed its mind and accepted that the removal of the board members under the Companies
Act had been valid.!'® In light of the fact that the three board members who had been removed
had not lodged a formal dispute and complaint, the Portfolio Committee accepted the
Minister’s argument and stated that it was satisfied that due process had been followed in
removing the three directors under the provisions of the Companies Act, and the matter was

officially closed.!"”

As mentioned above, section 5(4) of the Companies Act states that if there is an inconsistency
between a provision of the Companies Act and a provision of any other national legislation,
the provisions of both Acts apply concurrently, to the extent that it is possible to apply and
comply with one of the inconsistent provisions without contravening the second. To the extent
that this is not possible, the Companies Act lists certain Acts the provisions of which override
those of the Companies Act.'?® In all other instances of conflict, the Companies Act would
prevail.!?! Since the provisions of the Broadcasting Act and the Companies Act on the removal
of directors cannot be read concurrently, it is necessary to ascertain which legislation prevails.
The Broadcasting Act is not listed in section 5(4)(b)(i) of the Companies Act as one of the Acts
that takes precedence over the Companies Act. On this basis, the provisions on the removal of
directors in the Companies Act would prevail over the removal provisions in the Broadcasting

Act.

The confusion in this matter was ruled on by the Gauteng Local Division, Johannesburg in SOS
Support Public Broadcasting Coalition and Others v South African Broadcasting Corporation
SOC Limited and Others; SOS Support Public Broadcasting Coalition and Others v South
African Broadcasting Corporation SOC Limited and Others.!??> The applicants sought a

declaratory order that members of the SABC board could not be removed from office save in

18 Davis “SABC: ANC U-turn on Legal Opinion Undermines Rule of Law” (23 June 2015) available at
https://www.da.org.za/2015/06/sabc-anc-u-turn-on-legal-opinion-undermines-rule-of-law/  (accessed on 27
September 2016).

19 Alan “Committee closes legal opinion on SABC board members” (24 June 2015) available at
https://mycapetown.co.za/committee-closes-legal-opinion-on-sabc-board-members/ (accessed on 27 September
2016).

120 See note 100 above.

121 Section 5(4)(b)(ii) of the Companies Act.

122 (81056/14) [2017] ZAGPJHC 289 (17 October 2017).
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compliance with sections 15(1), (2) and 15A of the Broadcasting Act, and an order setting aside
the Minister’s removal of the directors from their positions as non-executive directors of the
SABC. The High Court ruled that the removal provisions contained in section 71 of the
Companies Act do not apply to the SABC board.'* It found that the removal processes
prescribed under the Companies Act undermine the independence of the SABC board in a

manner that is inconsistent with the Constitution.'** The court stated as follows:

“The Broadcasting Act is not listed under section 5(4)(b)(i) of the Companies Act,
according, [sic] none of the provisions of the Broadcasting Act, is made applicable in the
event of inconsistency with the Companies Act. This bridges [sic] section 7(2) and 16 of
the Constitution and the relevant provisions of the Companies Act are invalid to this
extent.”'?

The court held that the requirement of an independent SABC is implied in the duty of the State
under section 7(2) of the Constitution to protect and promote the rights in the Bill of Rights,
including the right to freedom of expression and a free press, contained in section 16 of the
Constitution.'?¢ With regard to the infringement of section 16 of the Constitution, it was
asserted by the court that this provision enshrines the right of the public, being the audience of

the SABC, to be able to access information and ideas.!?’” The freedom to receive or impart

123 SOS Support Public Broadcasting Coalition and Others v South African Broadcasting Corporation SOC
Limited and Others; SOS Support Public Broadcasting Coalition and Others v South African Broadcasting
Corporation SOC Limited and Others (81056/14) [2017] ZAGPJHC 289 (17 October 2017) para 141.

124 50S Support Public Broadcasting Coalition and Others v South African Broadcasting Corporation SOC
Limited and Others; SOS Support Public Broadcasting Coalition and Others v South African Broadcasting
Corporation SOC Limited and Others (81056/14) [2017] ZAGPJHC 289 (17 October 2017) para 141.

125 530S Support Public Broadcasting Coalition and Others v South African Broadcasting Corporation SOC
Limited and Others; SOS Support Public Broadcasting Coalition and Others v South African Broadcasting
Corporation SOC Limited and Others (81056/14) [2017] ZAGPJHC 289 (17 October 2017) para 145.

126 SOS Support Public Broadcasting Coalition and Others v South African Broadcasting Corporation SOC
Limited and Others; SOS Support Public Broadcasting Coalition and Others v South African Broadcasting
Corporation SOC Limited and Others (81056/14) [2017] ZAGPJHC 289 (17 October 2017) para 52. Section 7(2)
of the Constitution requires the State to respect, protect, promote and fulfil the rights in the Bill of Rights. Section
16 of the Constitution states that the right to freedom of expression includes the freedom of the press and other
media; the freedom to receive or impart information or ideas; the freedom of artistic creativity, and academic
freedom and freedom of scientific research. The court held further that s 39(2) of the Constitution requires it to
interpret the Broadcasting Act in a manner that promotes the spirit, purpose and objects of the Bill of Rights, and
to give effect to s 192 of the Constitution (para 137). Section 192 of the Constitution provides that national
legislation must establish an independent authority to regulate broadcasting in the public interest, and to ensure
fairness and a 