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ODUCTION

Shareholders protection is an important subject in Company Law. The
importance of the subject springs mainly from the fact that a company is
regarded in law as a distinct legal entity separate from its menbeul. This
means that the assets of a company are regarded as distinect from those of the
n-bersz and heoce for a member - investor to realize profits from the money he
has invested in a company, he needs some measure of protection from the acts of
the company's organs which determine the course of action in business or otherwise
that a company may undegtake.

There are various reasons why people associate together. They may
associate for a social prupose; a good example is a football club for promotion
of the socecer interests of its melbers. People may also associate for purposes
of promoting business interests. The purpose of this paper is to appraise the
protection that is afforded those who associate for business purposes. However
this paper covers yet a smaller area of business associations. It covers only
incorporated bodies whose only members' 1isbility is limited by shares .

The whole dissertation covers two main arcu,,iﬁ which it is considered
that shareholders need most protection. To the extent that the financial
position of the company depends on how its affairs are managed, it is necessary
to appraise the internal administration of a company. Generally, shareholders
protection entails an appraisal of not only protection of what but also
protection from who. The usual action by a shareholder is directed against the
company itself. Since a member on acquisition of shares in a company becomes
entitled to some interests in the company. These are the interests that the law
tries to protect. The complaining shareholder may also feel that the major
organs of the company are acting or conducting the company's affairs in a
manner which is oppresive to him.
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Overall this it should be noted that the law does not endewour to protect only
existing members. It protects the members of the public by demanding that when
the public is invited to purchase shares in the company they are given as
adequate information as possibles This is supposed to enable them to decide
intelligently on whether to invest in a certain undertaking or not and also to
decide what mode of investment they will make.

For the purpose of appraising the conditions railsed above, the whole
dissertation has a number of chapters. '

In the first chapter, the company and membership of companies will be
appraised this chapter gives preliminaries on important information as to the
relationship between a shareholder and the company, how one becomes a member
in a company and what a company is for the purpose of shareholder protectiom.

 In the second chapter, the internal administration of companies is analysed.
This is important for the division of power between the organs of the company
and the interaction of the organs will determine who holds what powers. This
in turn will answer the question wields the ultimate power of control over the
affairs of the company « the board of directors or the general meeting? In
legal theory members in general meeting are in ultimate control of the company's
affairs. This is presumed to be legally so by virtue of their powers to alter
the articles, remove the directors and over this their powers to ratify the
directors actions when they have acted outside the powers conferred on them but
intraevires the company. The general meeting is {tself irremovable. The director:
cannot just decide that there will not be general meeting of members.
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The third chapter will appraise the finamncial protection of members and
prospective members. This will mainly evaluate the rules relating to the issue
of prospectuses, the disclosure principle and liability of various officers and
persons for failure to comply with statutory provisions relating thereto. The
rules governing the declaration of dividends and the privileged position of
directors in relation to the declaration of dividends will be analysed with a
view to discovering whether such rules are conducive to the interests of the
members who have a right to share in the benefits of the company. As a business
enterprise, it is presumed that a company makes profitj if such a profit is made
its application is important. An attempt will be made to discuss directors
powers to apply profits to various company's undertakings with a view to
discovering whether this is for the benefit of the company., The question here
is, should members be allowed to have a say in how the profits of the company
should be used?

In the fourth. chapter the machinery of state, especially the inspectorate
which is within the office of the Registrar of Companies will be appraised with
a view to determining whether the state machinery responsible for policing
activities of the company has insured the protection that is legally due to
‘members present and future. This chapter will try to indicate the extent to
which the registrar of companies has been successful in exercising powers
conferred upon him. :

The fifty and last chapter will be a conclusion of the foregoing. This
chapter will try in brief to answer the question wheiher or not the shareholders
are protected legally and practically. If it is found that they arg:;fotected,
or that the protection is not adequate, suggestions will be made as to how
such protection can be achieved.



CHAPTER ONE

COMPANY AND MEMBERSHIP

There are various types of companies that may be registered under the
Kenya Companies Act} A company could either be a private of a public companys
Unlimited, or limited by shares or guarantee.

A company limited by shares is that company whose members' liability is
limited to the amount, if any, unpaid on the shares respectively held by theng
A company limited by guarantee is defined in the Companies Act as

"a company having the liability of its members limited
by the memorandum to such an amount as the members may
respectively thereby undertake to contribute to the
assets of the company in the event of its being
wound up"
In this dissertation I intend to deal with companies limited by aharela and not

those limited by guarantee.

How Hoes A Person Become A Member?

A meaningful discussion on shareholder protection would entail a
discussion on how a person becomes a shareholder in a companys The term
shareholder and member are here interchangeably useds The reason for this being
that although a shareholder need not be a member, a member will invariably be
a shareholder, and to this extent, it would not be wrong to describe a member
as a shareholder. The conditions under which a shareholder may not be a member
ought to be mentioned here.  S. 114 (1) Provide that

"On the issue of a share warrant the company shall
strike out of the registrar of members the name of
the member then éntered therein as holding the
shares specified in the warrant as if he had ceased
to be a memberss."

This means that such a person is still deemed to be a shareholder even
though he is not regarded as a member.
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Over this a share warrant is a negotiable instrument add the holder thereof
may not be the original member. A person holding a share warrant will
therefore be ragarded as a shareholder of the shares specified in the warrant,
whether he is the original holder or a person to whom the instrument has
subsequently been negotiated,

The Act does not defime who a member is but it #ays down conditions as
to how a person becomes a2 member, Thus S. 28 provides that

(1) The subscribertto the memorandum of a company
shall be deemed to have agreed to become
members of the company and on itg registration
shall be entered as members in the register of
members."

"(2) Every other person who agrees to become a
member of the company and whose name is entered
in its register of members shall be a member
of the company."

It has been held in England that the effect of a section equivalent to
section 28 (1) is that on registration of a company, the subscriber automatically
become members and holders of shares for which they have signed, even if the
company omits to fulfil its duty to put them on the register or allot shares
to tham.‘r’ There is one condition under which such subscribers may not be
deemed to be members notwithstanding their having signed the memorandum of
association of a companys. This happens if the subseribers have not been alloted
shares and all the shares in the company have been alloted. Under this
condition, short of increasong the share capital of the compamy, such
subscribers cannot have shares and thés cannot be members of the company.

In case of other people who are not subscribers, they become members
on normal contactual primiplu.6 In case of a public company, such
company issues a document called a prospectus.
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This is a document inviting the publie to purchase shares in a company.
The prospectus itself is not an offer but an imvitation to treat., The
prospective members offer to buy shares in a company by completing and returning
the prospectus forms. If the offer is accepted either wholly or to a lesser
amount depending on the number of people who have subscribed for shares, the
directors allot the shares to the subscribers. Once the directors have alloted
shares and dispatched allotment letters, the agreements are complete. At this
point no allotee has become a member. Hes#merely has a contractual right to
become one., He may assign this right thereby relinquishing any claim to
memberdkip. The assignment is by renouneing ones right in favour of a thétd
party. It seems that if a company does not revoke the allotment of shares
to a person and that person does not renounce hig rights to a third party, such
a person would still be a member even if the company fails to register him in
the register of members., This may be inferred from the fact that a member's
rights and obligations to a company is measured by the shares he holds. In
connection with this, a share has been held to be

"the interest of a shareholder in the company
measured by a sum of money for the purpose of
liability in the first place, and a series of
mitual covenants entered into by all shareholders
inter-se in accordance with (8.22 of the Act)s «es
A share is not a sum of momey, ==~ but is an interest

“measured by a"sum of money and made up of various
rights contained in the contract, including the ;
right to 2 sum of money of more or less amount."

From the above decision, it is clear that a share can only be created
by a contractual obligation to pay for certain interests in the company and to
be bound to the company by certain obligations. The question that arises from
this is « what is the position of the statutory recuirements for registration
of members in a members' register? First it must be clear that registration
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of a person as 2 member who has not agreed to be a member would create no

rights aceruing to that person, nor would there be any ebligation owed by him

to the company. These two conditions were touched upon in Mawapola Farmers

1#d v Rayania® where on the cuestion of membership, it was held that the
register of members of a company is not necessarily conclusive evidence add

that an allotee may prove membership in absence of repistration. The contractual
rights and duties come into existence with the acquisition of shares. The
shares have been held to be

"Created by the joint action of the corporation

and shareholders., It imports a eontribution to the
capital stock made by the shareholder and accepted by
the corporation. When a corporation agrees that a
person shall be entitled to a certain mumber of shares
for consideration permited by law and executed by the
person, Ehese shares come into existence and are owmed
by him."

This decision establishes the owmership of shares in a company, which
ovmership determines a person's interest in the company is not created nor is’
registration necessary for their existence or the existence of rishts acruing
to shares, The members rights In a company are Incidents of ghares. There
are various vrights acruing to shares, for example, the right to attend
company meetings, the right to vote in general meetings, rights to transfer
shares and the right to partieipate in the profits of a company. These are the
rights which the law endewours to protect. This protection will be analysed
in this dissertation with a view to discovering to what extent the law has
achieved this goal.
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What Is A Company

The term company has no strict legal meaning. In legal theory it
implies an association of persoms for some common object or objects. There are
various reasons why people associate together., People may form an association
for social purposes » for example a football e¢lub may be formed to promote the
spots interest in football for the members. People may also associate for the
purrose of carrying égkbusiness for gain., BSuffice it here to say that since the
concern of this paper is protection of members who invest in companies with
evonetation of reaping profits from their investments, the term company in this
dissertation will be limited to such business associations. In the wider legal
meaning, an associlation of persons for reasons of carrying on business for gain
includes partnerships and corporations whether private or publice. Thus far it
is futile to define the term company. What would be more appropriate is to
show the characteristics which distinguish a company from other business
associations = As Gower points out 10, -

YA more complicated form of association with a lamge
fluctuating membership requires a more elaborate
organisation which ideally should confer corporate
personality on the association that is, should
recognize that it constitutes a distinet legal
person subject to legal duties end entitled to
lezal rights separate from those of its members'

This comment goes to the root of imcorporation. It must be noted
however that the legal personality accorded to a company on incorporation does
not flow from the faet that a company has a large and fluctuating membership.
In the case that first articulated the distinct legal personality of a company,
the company was virtually owmed by one rerson » a My, Salomonll. Just as in
lee v Lee's Air fatmdngALtd.12 the company in question was what is called

"One Man Company."
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In.§2}omonv Salomon & Go.13 it was settled once and for all that a

company was a legal person distinct from its members. Secondly a company may
be regarded as the general body of the shareholders. Thus it has been held that
"for the benefit of the company as a whole' meant the benefit of the general
body of the shareholders14

This latter view is important especially when it is realised that the
distinct legal personality is an abstraction and therefore shorn of its legal
fiction, the interests of a company conote the interest of the whole body of
shareholders who after all constitute the company. Thus whenever the company
is protected from the acts, for example, of the officers or organs, it is

the interests of the whole body of the shareholders which are being protected

The Basis of Shareholder Protection In Kenva

The Kenya Companies Act15 is virtually a verbatin copy of the English
Companies Act of 1948. The Eng}ish Companies Act itself is not a codifying
Acty it is merely a ézgggigéiéégté§atute which lays down mainly the exceptions
to the _rules.s Most of the English Company Law is to be found in Case =~ Law,

§ince the Kenyan Act is in pari-materia with the English Companies Act of 1948,

which itself does not contain all the law on companies, it follows that in
Kenya the statutory rules should be suplemented by Common Law and Equity as in
Englande Thus where the Act is silent the Kenyan Courts will be constrained
to fall back on the English Common Law and doctrines of Equity:;;idance.

The Judicature Act16 peovides that

"The jurisdiction of the High Court and all
surbodinate courts shall be exercised in
conformity with --- the substance of Common

Law, the doctrines of Equity =-=- in force in

Efigland on 12th August, 1897, and the procedure
and practice observed in Courts of Justice in
England at that date.

'"Provided that the said common law doctrines of
equity, === shall apply so far only as the circumstances
of Kenya and its inhabitants permit and subject to
such qualifications as those circumstances may render

necessary”17
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From this, it may well be noted that the English Common Law and
doctgz%iﬁﬁgf&ﬁouity that ought to apply in Kenya are those that were in
forxeﬁen the 12th August, 1897. Even in applying those, the provision to
the section that, such doettines should apply so far only as circumstances of
Kenya permit ought to be taken in consideration. However neither of these
provisions have been strictly followed. The courts in Kenya have been
applying and following judicial decisions of English courts of a later date
than that stipulated by the judicature Act. This may be justified when one

looks at the Kenya'a Companies Act which is in Pari materia with the

English Companies Act. It means then that English law and Kenyan law upto
1948 were at par, and even if English decision of the period after 1897 are
not of a binding authority, they are of great persuasive force. For this

reason it is inevitable that English decisions will feature prominently in

the whole of this discourse.



CHAPTER TWO

ADMINISTRATIVE PROTECTION WITHIN THE COMPANY

The structure of the internal management of a company determine the
extent to which shareholders in a company will be in a positiomn to control its
affairse In this respect, what is significant is the dé&vision of powers
between the main organs of a companys. Before determining whether the shareholders
interests are protected through the internal managerial machinery such

machinery ought to be looked into.

THE ORGANS OF A COMPANY

Since a company is an artificial personl, it can only act through the
agency of a natural personse For this purpose the authority to exercise a
companys powers is delegated to its main organs ~ the general meeting and the
board of directors.

At first it was thought that the general meeting was the main organ of
the company and that the board was merely an agent of the company subject to

control by company in general meetingz. However in Automatic Self-Cleansing

Filter Sydicate v Cunninghame% It was made quite clear that the division of

powers between the board of directors and the company in general meeting in |
case of a registered company depended entirely on the construction of the articles
of associationztand that where powers had been\rested in the board, the general
meeting could;interfere with the exercise of that power.

A company is free when making its constitution to allocate powers generally
to any of its organs or to restrict such powers in the manner it may deem
necessarys Most companies however adopt the model articles in the Table A of

the First Schedule of the Companies Act. Article 80 of Table A stipulates that

the management of the affairs of a company is ested in the board of directors
and that no regulation made by a company in general meeting shall invalidate
any prior act of directors which could have been valid if that regulation had
not been madee The board however is prohibited from exercising such powers
as are expressly reserved by the articles to the general meeting.

If the articles of a company are in the form of the model articles in

Table A, the only way in which the members can prevent the directors from

exercising powers of gemeral management in the company is by altering the

articles as provided by the Acta.
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The position of the organs of the company in relation to article. 80 was
well illustrated in the case of Shaw & Sons (8alford Ltd.) v Shaws 1In that
casey certain directors had brought proceedings against fellow directors, in
the name of the companye The company's articles contained an article similar

to Article 80 of Table A. A general meeting of the company consequently

passed a resolution instructing the directors to discontinue the proceedings. The
issue was whether or not the resolution of the company bound the directors¥ It
was held that bringing proceedings in the name of the company was a power of
directors and the general meeting could not interfere with it's exercisees The
only way in which the members could control the exercise of powers by directors
was either by altering the articles to remove the powers yested in the

directors, or by refusing to re=-elect those directors when they come up for
re=election or by removing them from office.

This decision establishes that where the articles of a company are in
form of Table A, and such company adopts article: 80, the directors are in
general and direct control of the company to the exclusion of the members.

Notwithstanding the position of the directors in the internal management
of a company, in legal theory the members wield ultimate control of the affairs
of the companye. This is because of their powers under the Act to alter the
articles , to remove a director or directors from office7 or by refusing to

re=elect incumbent directors when they come up for re-election at the annual
general meetings They may also bring an action in the name of the company, and
may also apply to court for investigation of the affairs of the companye.
However this power exists only in legal theorys 1In practice, powers of
ultimate control lie with the_directors. This then adversely affects the
protection of members in a company, since the most effective method of
protection is through actual control which is lackinge. Here only a few areas
of the legal control which do not exist in practice or which are greatly

affected by the position of the directors will be shown.

POWERS OF GENERAL MEETING TO ALTER THE ARTICLES

Under the Act, a company may by a special resolution alter its articlesg,
provided that such an alteration is not contrary to any provisions in the
memorandum of association of that company or any statutory limitations provided
by the Acts A special resolution is one which has been passed by a majority
of not less than three-fourths of such members as, being entitled so to do, vote
in person, or where proxies are allowed, by proxy, at a general meeting of which

notice specifying the intention to propose the resolution as a special resolution

has been duly givenlO:
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‘ This power to alter the articles give members in general meetings comtrol
in two wayse 1In the first place, the members in general meetings may change
the articles to curtail the powers of directors. The alteration may go to the
extent of providing that the directors are under the general control of the
éeneral meetings In this way the general meeting would be in a position to
oveiule the decision of the directcrs by a bare majority votee.

Becondly, by realising that members hold this power in their hands and
that they can infact use it, the directors would think twice before overlooking
fﬁe will of the memberse This would then ensure that the wishes of the members
ére#&il when the compauny is acting through the directors. The power to alter
#hé:érticles is a strong weapon in the hands of the shareholders, However this
igétrument has been blunted by the control that directors have cver the proxy
voting machinerys

The power to alter the articles is subject to votinge. To alter the
articles and infact for any action of the members in general meeting, the power
to vote is important and whoever controls the voting machinery will be in
effective control of the veté:%:;;;;g;¥ty. Whenever a meeting of a company is
convened, circulars calling the meeting are sent to all people who are entitled
to attend and vote at such a meetinge These circulars are sent by the directors
through the company secretary unless it is a requisition of meeting by some
members. This means that the directors are in a position to contact the members
by representations accompanying the circulars calling the meetings. Over this
especially in public companies, the directors are in control of the proxy
voting machinery.

The term proxy has two meanings. It may refer to a person appointed by
a member to go and vote on his behalf in a meeting or meetings of a company.
Secondly the term proxy may refer to the document by which such a person is
appointed. Unless the articles of a cdmpany stipulate otherwisey a proxy is
not supposed to vote on a show of hands.11 Héwevcr a2 proxy has a right to demand
a poll or join in the demand of a poll.12 All +hat the section saves is that
if the directors at any particular meeting are the majcrity in numbery they may
decide to have a vote by a show of hands, thus defeating the members who have
sent proxies to vote on their behalf sirce proxies are not allowed to vote on
a show of hands, This is of little siinificance in shareholder protection.
What is important is that directors are in control of proxy~voting machinerye.
When sehding circulars convening ihe meetings, the directors usually send proxy
forms toigs filled in by members. They will solicite to be appointed as the
proxies of those members who feel they will not attend personally. 1In publig
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Companies, :ﬁpecially with a large dispersed membership, attendance at meetings
is very low,the best that such members can do is appoint the directors as their
proxiess As a result even if the directors hold only a-zmall block of shares,
thﬁz wiiL#?nd up having many votes on their sides? Even where the proxy forms
are,two, enabling the members to indicate how the proxy is to vote, they will
generally vote in favour of directors?! view since the directors will have given
a full representation in their favour. Under such circumstances it is hard for
members seeking alteration of the articles curtailing the powers of directors
to succeeds What appears from this is that in voting generally and particularly
in alteration of the articles the directors will not be jeorpardised since they
are well guarded by the pwmwoxy voting machinery and the machinery for
disseminating information to memberse.

Not only in alteration of the articles do members in general meeting
find difficultiess The same difficulaties subsist when the members attempt to
remove the directors from offices Although a director may be removed from
office by an ordinary resolution before the expiration of his term of office,13
the problem of securing majority vote by those seeking his removal is an
onerous one due to the director's control over voting machinerye. A director
who is sought to be removed must be served with notice of the meeting and motion
that he be removeds He is also entitled to make a representation which must
be sent to the members of the company before the meeting.14 In this representatio
he can defend himself accordinglye This reduces the chances of his removal
unless other directors are against hime Even if suchadirectors aﬁé removed
from office he is entitled to compensation if the removal breaches a service
contract he had with the company15 it must be noted that although a company
cannot be prevented from altering £ts articles thereby removing a director
from office, such a company will be liable in damages if the removal is a breach
of an independent service contract16' This does not serve to protect the
members for damages will only be paid out of the funds from which they expect
to receive profits by way of dieidends. It must be noted that it is within
the general powers of directors to enter into contracts for a company. The
members might find the directors entrenched in their offices by use of
independent contracts of service, which make it impossible for members in general
meeting to remove them without the company incurring heavy lossess Once
directors are in such a position, and they know that even if they are removed
from office before the expiration of their term of office as stipulated in the

B APAA W AT Y

contract they will be paid damages, which may amount to full renumeration for
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the remaining duration which they have not served, they can easily disregard
the wish of the membersy even majority shareholders,

Having seen the difficultiés involved in trying to alter the articles,
which alteration 1s against the directorsy and also the awkward position of
members in general meeting trying to remove, director's under service contracts
it may be said that the same problem subsists whon members bring proceedings
against the directors. As has already been seen the directors are vested with
powers of gemeral management of a company's affairs. They are therefore the
ones charged with the duties of bringing proceedings in the name of the company.
However if directors cannot bring proceedings in the mame of the company, for
exampley where they are the defendanté; this power reverts to the general
meeting17. This power to institute proceedings in the name of the company will
depend on effective resolution to that effect. It hes élready been illustrated
that it is very hard for members to have a resolution passed which is against
the directors. If it is the minority vho are seeking to start proceedings in
the name of the company, the burden of getting a resolu tion passed is a
heavy one. ,

Thus far the directors are in a nostion to h;nder the members from getting
resolutions passed vhich are against theme It cannot be said that the members
interests are protecteds This generally shows that where an action against the
directors is subject to a resolution by the general meeting, the directors will
generally emerge tgum;hant and members interests will hardly be maintained.

The reasons behind the conditions as subsisting is not lack of legal
provisions but rather the attitude of members and the whole Act. Firstly, the
Act is enacted in the spirit of laiseez faire capitalism where one is deemed
to be in a position to associate with others and to :rrange his own affairs in
such a way 2s to derive maximum benefits from his association. This is the basig
reason why the division of powers is in the articles znd not provided for by
the Acts But laissez fare capitalism presupposcs equal bargaining position
coupled with freedom #n chose and discarde This is not possible in true life
and members usually end up on the losing end, since the original drafters of
the articles will be promoters who usual’ly become the first directors and have
first and foremost their own interests at hearts rather than those of other
memberse For this reason the initiszl articles will inevitably be in a form
favouring the directors manifestly but seeming t6 allow members to exercise
controle As a result members cun hardly be protecteds

In kenya the members ir most companies are not aware of their rights.
They do not know that they .ave power to alter the articles.
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They regard the directors as people in the know-how about the business venture
and belief in non~interference. This apathy leads to lack of protection. It

is evident that whenever the directors are challenged, most members assume that
this is just politics and is not their concern. This may greatly affect the
rights of the minorities who may want to assert their rightss. For the resulting
apathy will mean that minority shareholders who may want to lobby against the
directors will hardly find support from the fellow members to have a resolution
passed against those directors.

The question that arises is the extent to which the minority shareholders
are protected against the acts of the controllers. As g;;;Been relterated, the
directors are in actual control ofﬁtge machinery of internal management. This
in simple terms means that they caﬁl&é control the majority shares or are able
to have the majority holders follow thems The system of removing them also
has loopholes which prevents their removal. But as far as minority protection
is concerned, it is a number of people who are outwoted who claim for some
relief as a result of majority actione. Usually the minority will claim
opression or fraud on the minority. Protection of minority is also important
because, unlike the directors who are under fiduciary duties analoguous to
those of a trustee, towards the company, the controlles are under no such duties,

A vote being an incident of a share, which is a proprietary right, a
member can exercise a right to vote in any way without regard to the interest
of the other shareholderss But because of the realisation that the majority has
such powers to controll affairs of a company theough voting, which might
seriously affect the rights of the minority shareholders, the Law insists on
a measure of restriction in the way the majority exercise their fights to vote.
Also in some resolutions the law insists on a very high majority vote
requirement to pasg a resolution, or alternatively requires a low fraction of
shareholders toAan action by the majority holders if such an action is not for
the benéfit of the company as a whole. These measures are aimed at protecting
the minoritye.

The term minority need not refer to a numerical minority. It applies to
those who have been outvoted by the controllers. The minority may bring an action
when there is alleged to be fraud on the minority. In this context fraud is

used in a wider sense themn the common law meaning of wilful deceit. It connotes

an abuse of power analoguous to its meaning in equity to describe a misuse of

a.f mat-{

y-positione Fraud on the minority therefore covers certain acts of

fraudulent character in this wider sence. For example, when the majority are

endevouring to appropriate to themselves directly or indirectly property or
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advantages which belong to the Company or in which the other members
are entitled to participate.18

The controlling shareholders are not allowed to exercise their powers
so as to deprive the¢other members of their shares in the company, unless such
appropeiation is required in the interest of the company as a whole and there
is fair compensation to those whose shares or other interests are appropriated.
It must be noted however that the legal position concerning this proposition

has not clearly been settled by courts. Thus in Brown w. British Abrasive

Wheel Company.19 Where a public company was in urgent need of further capital,

the holders of 98% of shares were willing to supply that capital provided

they bought out the minoritye. Having failed to persuade the minority to sell

they then passed a special resolution adding to the articles a clause whereby

any shareholder was bound to transfer his shares upon request in wfiting of

holders of nine tenths of issued capital. Although such a clause could have

been validly inserted in the original articles, it was held that an attempt

to add the clause inorder to acquire compulsarily the shares of the minority,

who had bought them when there was no such a clause could not be for the

benefit of the company as a whole and was solely for the interests of the majority.
But in a later casezo, it was held that such an alteration is wvalid since

a company has statutory power to alter its articles and introduce anything that

could have been validly included in the original articles provided such alteration

is made bona fide for the benefit of the company as a whole. Although the law

on appropriation of minorities® rights is not clear, what seems to have been

settled is that the majority cannot by alteration of the articles give themselves

unrestricted and unlimited powers to buy out any shareholders they might think

propers It has been held that such a power goes much further than is necessary

for the protgﬁfaggggf the company from‘conduct detrimental to it's interests.21

The courts altitude is that, it is upon the members to decide what is for the

benefit of the company, and courts will only intervene if the majority has not

acted in good faith in what a reasonable man would consider to be for the

benefit of the company as a wholezz. From the case law as seen above, there is

no consistent principle regarding expropriation of rights of minority by

majority holderse The law needs clarificatione. Probably the best approach

id that taken in Brown v British Abrassive Wheel Co. This would prevent

confusion by spliting hairs to decide whether a resolution is passed by members
in good faith or nots The test should be whether the appropriation is justified

under the circumstances.
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Under exceptional circumstances the minorities may bring a derivative
action against directors or controllers if for any reason the company canmot
bring such an action. Generally when a person brings an action in the name of
the company, he will be required to obtain a resolution by the company in
general meeting to that effect. This view is very unrealistic of the courts.
They are not always ready to appreciate the powers that the directors exercise
in management of the company's affairs to the extent of de-facto control of
the voting machinery.

In a derivative action the alleged wrong is against the company and not
against the one suing. But because the company's organs cannot bring proceedings
a minority holder is allowed to bring such an action a a matter of grace to allow
the company to recover. If the company recovers against defaulters, then the
whole company will benefit. This is an exception to the rule in Foss v Harbottle
THAT where an alleged wrong is against the company,the dnty right plaiatiff ie
the company itself. To include all parties to the suit, the defaulters and the
company are joined as \defg‘g{l&t. The applicant and all those not in default are
phulueiffs, it 13 gremuble that the company should be mads a deleidat’ vhen a
derivative action is brought on its behalf., However this helps to remove
maltiplicity of suits.

Where the alleged wrong is done or threatened by the company, the company
itself is the real defendant. The minority will be seeking remedy against it.
The minority need not brimg in the directors as co~defendants unless there is
gpecific rememdy they are seeking against it. Here the ome who sues, does S0 on
for himself and on behalf of other shareholders except the defaulters.

What happens is that where the alleged wrong by the controllers is against
the company, the minority may bring a derivative action and recover for the
benefit of the company. They uy also recover on personal grounds if there is
an invasion of their rights. Thete among other,exceptims to the rule in
Foss v Hnrbottleh’%;yﬁte easure that unconscionable conduct by those in control
of the company at the expense of minority is removed. If minorities are not
allowed to sue under the circumstances, most of these grievances would never
reach the courts.

The most potent remedy for the minority is operative when there is allegded
oppression. Where the minority petition the court that the company be wound wp
on the ground that the affairs of the company are being conducted in a manner
oppressive to some part of the members including thg\ petitiou;z.zg the court
may order the company to be wound up iffit is just,equitable. Under this
head the petitiomer must show that they have lost confidence in the managegent
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due to the way im which the affairs of the company are being dodducted, which
has resulted in abuse of powers causing an impairment of the petiitioners
confidence in the probify in which the business of company is being conducted.
Thus where a company had directors holding majority votes, and they had failed
to convem‘e’ a?é; general meeting, to submit accounts or to recommend a divident,
they had itad themselves open to suspiciém that their object was to keep the
minority in ignorance of the cogmpany's position and affairs so as to purchase
the minority's shares at an undervalue. The minorities were entitled to a
winding up order since they had properly lost confiidence in the probity with
which the coppany's affairs were being conducted, >

The alternative to winding up under section 211 is aimed at providing a
rememdy where for some reason the court considers that although the €acts
entitle the petitioner to have the company wound up on !just and equitable!
principlezé, such winding up would unfairly prejudice the petitioners, rights.
To be entitled to have a remedy either under this section or section 219 (f),
the petitiomer must not only show that he has lost confidence in the majority,
but that the loss of confidence is as a result of majority's conduct in the
management of the compamy's business defarting visibly from the standards of
fair dealing amounting to a vi?}ation of conditions of fair play on which every
shareholder, who entrusts his money to a company is entitled.”

An order under S. 211 is only available where the facts would justify a
winding up orders If it appears that this would unfairly prejudice the petitiner
or that in winding up he would not be entitled to any tangible interesty by the
fact that there would not be enough assets for distribution among the shareholders
no winding up order would be given arld consequently 8. 211 would not be a proper
‘remedy, To this extent, the section falls short of expectation of business
practice where one would expect to get a remedy where he has been oppressed.
Where no winding up order may be justified the petitioning shareholders may find
themselves without a remedy. Since it might be demanded of them under other
sections to go to the company for a sanction to bring an action in the name
of the company.

It may also be pointed out that the minority may seek inspettion of the
company's affairs by an impector.zs The court may appoint an inspector or -
inspectors on application of members holding not less than ome-tenth of the
shares issueds But such members may be reguired to give security to an amount
not exceeding ten thousand shillings. This requirement may prevent members from

applying for the appointeent of inspectors. The appointment of an inspector
may be a preliminary step to shareholder actions against the company. If
inspectorial rules are stringently observed thew directors and controllers

would act



- 17 =

in such a way to prevent nossible inspection. This would go far in proteé€ting
the shareholders from unconscionable acts of controllers and directors.

In conclusion, it may be said that in legal theory the members are protected
but in actual fact the protection they get Qgﬁgii?fiag that they are in control

of the affairs of the company is minimale. The diefa in Automatic Self Cleansing

Syndicate v Cunnigghame29 effectively vested the general powers of management

in the directors, where a company adopts article 80, Table Ae The courts have

been in favour of directors as shown in various cases already mentioned.3

Court decisions has made a move towards the strengthening of the management

vis a vis the shareholderses By their interpretation of article 80 of Table A,
members' rights to curtail the powers of the board has been properly weakened.
The result has been greater liberality and protection of the board which is
vested with powers of general management, and a relaxation of safe guards to
shareholderss As already seen the voting powers of members are generally made
ineffective where they are doing battle wiﬁ&psgg\?irectors because pfoghe latters!
control over the proxy voting machinerye. Apaty of members have helped in
promoting director's powigg.

The powers of directors is further enhanced as against the members by their
right to use the company machinery to contact the members, whereas those who are

fighting against directors have got only limited powers to use the machinery.

Even where the members are allowed to use the machinery of the company to have
their representations sent to members who are entitled to attend and vote, they
are still at a disadvantage because the directors can read their representations
and offer counter attack in thé& same circular, thus making the members case as
useless as unstateds. Thus far the protection is minimale. This shows that
whether on question of voting or preliminaries to voting, the direcotrs stand in
a better position. Thus far shareholders cannot be said to be getting actual
protections The courts! interpretation of the articles and the legal

provisions relating to members rights, which would afford them pretection are
circumventeéd in practice. The high vote requirement that is supposed to affordk
protection against conduct of the management has turned out to be a strong
weapon in the hands of the directorse. A good exaple is the requirement of a
special resolution for altering of the articles.s Even if the directors cannot
manage to control a majority, at least they are in a position to influence more
then one=fourth of the votes, thus effectively preventing the passing of a
resolution which is not in their favoure. Furthermore where the directors give

themselves special voting rights, the courts will generally not interfere
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because of the freedom to attack to amy share or class of shares special
voting rights.32 Thus where the articles of a company provides' that in the
event of a resolution being proposed to remove a director, any shares held
by that director shall on a poll inm respect of that resolution carry three votes
to a sharey was held to tekl’v:; proper since the right was conferred by the articles.

This decision passed a death sentence to section 185 (1) that recures only a
bare majority to remove directors from offices It means that by putting such
clauses in the articles, the direcdors cam disregard statutory provisioms.

The minority protection in the Act is but an exception to the coneept of
of majority rules The winding up remedy may not be an effective remedy. Winding
up kills the problem by dismantling the company as a business enterprise, It
does not mean that if 2 minority shareholder was oppressed that he is given
satisfaction by this remedy. The alternative to winding up is only availalbe
where the facts of the case would warrant a windéng up order. If the f¥ets do
not warrant such an order then the alternative remedy will not be available.
Since a person is complaining of opression, it does not matter that the faats
may not justify a winding up order under the just and equitable rulej if ¢
infagt opression is proved such minority ought to get relieve. It means that
under the Act if the opression is such that a court cammot gramt a winding up
order under section 219 (f), amnd therefore possible alternative under S. 211,
and the circumstances of the case prevent a mimority's action under the
exceptions to the rule in Foss v Harbottle o the minority seems to be helplesse.
The law Bhould be made more régorous. The court should tell the members to
saek sanction of the general meeting before bringing an action on behalf of
the company or against the directors only where they consider that the
applicant is acting unreasonably and where his allegations do not amount to
a prima facie cases As already seen the director's may entrench themselves
by independent service contracts thereby making any resolution of the company
for their removal subjeet to heavy monetary losses by the companye
Rightly it may be said that sharecholders are not adequately protected by the
Companies Act. The recomendations for reform émay involve more than o« -
alternative and these will be seen later in the paper.
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CHAPTER THREE

SOME ASPECTS OF FINANCIAL PROTECTION

The protection that is afforded member'!s in the management of the company's
affairs has been shown in the last chaptere In this chapter the paper seeks
to look at financial protection that is afforded those who are already members
of a company as well as those who are invited to subscribe for shares in a
companyes The whole range of protection cannot be covered by this papere.
Therefore what will be included here is only the protection that is given when
a company issues a prospectus inviting the public to purchase shares in it and
the protection that is given the shareholders so that they may not be denied
of profits by machinations of those in the management of a company's affairse.

It should be noted that the powers given to members in the management of a
company's affairs is aimed at ensuring that they have a say in how the money
they have contributed should be applied so as to realize profits from which theiz
expectation as investors can be satisfieds As showh’!in the last chapter, it is
impossible for members in general meeting to be involved in the day to day
management of the company's affairse This is left to directors and other officer
of the companyes But the members are entitled to know how the affairs of the
company are conductede For this reason, the law requires disclosure of certain
vital information which should be laid before the annual general meeting.

It is not only members who may be interested in a company's affairse In
case of a public company which seeks investiment from the public, there are
further requirements that it *should disclose certain matters €o those who may
be interested in purchasing the company securities. For that reason certain
information is supposed to be filed with the registrar of companiess Some
documents which fnhough not required to be filed wihh the registra must be
maintained at the company's registered office together with those other documents
that are filed at the registry. Most of these documents are availabBbe
for inspection by members free of chargey and by members of the public either
free of charge or on payment of a small fees This is aimed at affording
- members, and third parties who would like to transact with a company as
adequate information as possible to allow them to appraise the postion of the
company before entering into any dealings with it.

The law lays great emphasis on the disclosure principle. It is thought
that the best way of protecting the interests of members and third parties is

to omake public a company's affairs.
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HO 1S PUBLICTTY SECURFD?

In Company Law, a distinction is made between private and public companies
This distinction is important on a question of disclesure of a company's
affairse A private company is defined as a company which by it's articles
Anter-akia restricts the rights to tramsfer its shares, and prohibits any
invitation to the public to subscribe for shares or debentures of the eomnyl;
Since a private company is not supposed to invite the mmmbers of the public to
M for shares or debentures of the company it need not disclose on a
wide range of information as a public compamy. To see how disclosure is
secured various documents that needs to be publicised will be showme.

The first and primary docwment that a company is supposed to disclose
is its constitution, This must be filed with the registrar of conpmiel.z ,

If the memorandum of association is altered in accordance with sectiom 8, or if
the articles are alt&nd,st:ht fact of the alteration must be notified to the
registrar. This is supposed to provide those who may have or would like to
have dealings with the company information relating to the company's objects
and the powers that are wielded by various organs and officers of the company.
This may help a thi#dd party to avoid an ultra vires transaction with the
company. As concerns the company's directors and secretary, the company must
notify the registrar of their appointment within 14 days of such an appointment
R the company fails to comply with the above provision, then the company and
every officer who is in default is pguilty and liable to 2 default fine. The
registrer of directors and secretary is open for inspection by members free of
charge and by members of public st payment of two shillings or a lesser sum as
the company may preseribe. If a company refuses inspection, the court mgy
compel an immediate inspection.

Within fourteen days of starting business or incorporation, whichever is
the earliest, the cmmpany should notify the registrar of its registered office
or whenenver it changes the situation of that office. In default, the company
and any of its officers in default should be liable to a default finc.l' These
are mere pleriminary requirements so that any person dealing with the company
may know who to contact and where the home of the company is.

But far the most important document which the company must keep in its
registered office and also file with the registrar of companies is the
annual return. As well as giving the information concerning management and
situation of the registered office, this document contain important information
regarding the company's financial stamdingj Thus section 25 (1) provides that

4(
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"' Every Company having a share capnital, shall, at least once ever
year, make a return containing with respect to the registered
office of the company, registers of members and debenture holders,
shares and debentures, undebtedness, past and present members
and directors and secretary, the matters specified in Part I of the
fifty schedule, and the said return shall be in the forn and shall be
up to the date set out in Part II of the schedule or as near thereto
as circumstances permit,"
‘Part I of the fifth schedule requires the return to give details regardin g
the company's capital - nominal, paid up, amount of called and uncilled
capital on each share, and amount paid and unpaid on each call amount of
commissions paid on shares, the number of shares forfeited and the number of
shares for which share warrants are outstanding; the total amount of indebtedness
of the company, number and addresses of existing members and the number of those
who have ceased to be members since the last return; details of directors and
the secretarye.

The annual return should be made within forty-two days of the annual
general meeting. This document is supposed to give a searcher valuable
information concerning the company. The value of the annual return is
enhanced by the fact that certified copies of the balance sheets relating to
that year should be annexed to the annual return. Such copies of balance
sheets must be certified by a director and the secretary. Caépies of auditors!
and director's report certified in like manner should be annexed thereto

Over this a company is supposed to keep proper books of accounts regarding
receipts and expenditure of the company, sales and purchases of goods and assets
and liability. Such books should give a true and fair view of the company
affairs and explain its transactions.6 The act provides that such books are
open for inspection by directors.7 The penalty for default is a heavy one

imprisonment notvexceeding twélf months or a fine not exceeding ten thousand
shillings or both. So also the directors are under a duty to lay before the
annual general meeting a profit and loss account and also a balance sheet for
the cidiender years of that general m.eeting.8 If by wilfut default a
direcotr fails to comply with the recuirements of both section 147 and 148,
he will be liable to a fine not exceeding ten thousand shillines or to
imprisonment for a term not exceeding twelf months. These section are aimed

at ensuring that the cogpany's financial affairs is discoverable if and when it
is wanted. However, the requirement especially that copies of profit and loss
accounts and balance sheet be laid before the members in general meeting serves
little purpose. Although the Act does not provide how these documents should

be made up, the ssual method is such that except for those with knowledge of
accounting, few members will be in a position to understand these documents.
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The system of double entry in the balance sheets with the assets add liability
balancing is very hard to grasp.

Over this there are some documents which are recuired to be maintained by
the company though not filed at the registry. These include the register of
debentureholders9 copies of all instruments creating a charge requiring
registration,lo and minutes of general and directors' meetings. As to the last
aspect the members can only inspect minutes of the general meetings but not
of directors meetings.

Provided members are aware of their rights and that hopeféikly they can
extract the information from documents filed at the registry and at the company’:
office, there is a wide enoughtrange of materials available. It cannot be hoped
that further disclosure except probably an extension of directors duties to
disclose more detailed information in their dealings with the company than is
at present provided for can increase the protection given: The matters that
are supposed to be disclosed are wide enough to help members of the company and
public to take a mational cause of conduct when dealing with a company.

Over this as concerns members of the public who deal with a company, either
when subscribing for shares or debentures of the company the information they

require will be contained in the prospectus.

SUBSCRIPTION OF SHARES BY PROSPECTUS

When a company wishes to raise money from prospective shareholders, the
invitation always involve the issue of a document setting out the advantages
that would acrue from such an investment. This document is called a
prospectus. It is only public companies that may issue prospectuses, private
companies must raise their capital privately. A prospectus is defined as

"Any prospectus, notice, circular, advertisement or any other

invitation offering to the public for subsiEintion or purchase
of any shares or debentures of a company."

From this defination it appears that any instrument by which members of
the public may be invited to subscribe for shares in a company will be
deemed to be a prospectus and thus has to state all the matters that are
supposed to be laid down in a prospectus. It is not necessary to go into the
various forms that may be applied in inviting members of the public to
subscribe for shares. Over this any document containing offer of shares for
sale shall be deemed to be a prospectus. Thus where a company allots or agrees
to allot any shares with a view to those or any of the shares being offered

to the public for sale any document by which the invitation is made will be

deemed to be a prospectus and any law relating to the issue of the prospectus



will applv.

PROTECTION AFFORDED TO SUBSCRIBERS

The Companies Act provides for criminal as well as civil liability of the
company, its officers or any other person who is a party to the issue of a
proppectus which either does not disclose all matters recuired by the Act, or
for mis-statements thereto. The Act provides that every prospectus shall
specify the matters recuired in part I of the third schedule and set out the
reports specified in part II of that schedule.]3 The reauirements of this
schedule are designed mainly to provide important information regarding the
directors or in the case of a new company the promoters, and the benefits and
profits to be made lby them respectively; the amount of capital required to be
subscribed; the amount received or to be received in cash and the precise nature
of consideration to be given for the remaining capital especially if such
consideration is anything other than cash; to state the company's financial
record in the past five years, the company's obligcation under any contraet it
has entered into; and voting and dividend rights of every class of shares. 1If
the prospectus include any statement by an expert, then that expert must have
given his consent to it's inclusion. Contravention of this section renders
the company and everyone who was knowingly a party to the issue of the prospectu:
liable to a fine not exceeding ten thousand shillings.14 Over this where a
prospectus includes any untrue statement, any person who authorized the issue
of the prospectus is guilty of an offence and liable to imprisonment for a
term not exceeding two years or to a fine not exceeding ten thousand shillings
or to both such fine and imprisomnent.15 The purpose of penal sanctions in
prospectuses is aimed at making those responsible for the issue to disclose all
material information and to state a true and fair view of the company's
affairse It should be noted that in case of insrepresentation, it is not
necessary that the statement should be untrue per se. An omission which is
material in that it gives a false impression of the whole prospectéscor a
statement therein will be deemded a misrepresentation. In the case of
R v szlant16 A prospectus for the issue of debenture stock was issued by a
companys. The statement in the prospectus were true, but it omitted information
which gave a false impression about the company's affairs in that in saying
that the company has been paying dividends regularly, the impression it created
was that the company was making profits. Actually the dividends were being
paid from reserves accumulated during better trading times, whereas it was

currently sustaining losses. It was held that this amounted to misrepresentation



and the chairman was held liable.
However the Act envisages a situation where the misrepresentation amounts
to fraud, for the one who authorized the issue will only be liable if he did
not believe or had not reasonable ground to believe that the statement was true.
For any person who suffers as a result of misrepresentation in the
prospectus, he has a civil remedy against any person who was a director at the
time of the issue, or any person who had authorized himself to be named or a
director, promoter and any person who had autherized the issue of the prospectusl
¥he section covers all persons who might be responsible for the issue. It is
not quite clear whether the company itself would be liable for where the
officers of a company have issued a prospectus, it may be taken that the
company has authorised the issue. However, it is contended that under this
section the company is not liable but only its officers.18 There are two types
of misrepresentation even under normal contract law. The first is fraudulent
misrepresentation. Under a prospectus where one brings an action for deceit
then such a person must prove actual fraud. This is well illustrated by

19 . .
Derry v Peek ~ where a company incorporated for the purpose of running from

cars issued a prospectus by which they stated that they had autherity to use
steam=power in running trams. In fact this authority to use steam-power was
subject top permission by the Board of trade. The plaintiff subscribed for
shares in the company on the faith of that misrepresentation. It was held
that in an action for deceit the appellant must prove actual fraud and that
this is proved when it is shown that a false representation had been made
knowingly or without believe in its truth or recklessly without caring whether
it be true or false. Thus in an action for deceit proving merely that there
was a mis-statement will not suffice. The applicant must prove that the
statement was fraudulent.

Whebkher or not a company is liable as a principle where a director or any
other officer of the company is liable under the prospectus is not very cleare.
It seems that on normal agency principle the company will be liable if the
officers act within their authoritye. Also thew company is deemed to have
issued the prospectus or authorized such an issue and under S. 45 (1) (d)
and should therefore be 1iab1e.2

The Act does not provide for negligent mis-statements. In England, the

Misrepresentation Act 1967 serves to fill in this gap. In Kenya such an Act

does not exist, and therefore under such circumstances courts fall back on
common law. At common law a person may be liable for misstatements

not withstanding that such mis-statement is not fraudulent and although there
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is no fiduciary relationship existing, if the one who makes such a statement
know that it will be relied on and that statement is actually relied, on
by a person who sustains 1oss.21 In case of those who are responsible for the
issue of the prospectus, they will expect those who subscribe for shares to
rely on the statements made by them in the prospectus.

Once the allotment is complete, the prospectus is deemed to be exhausted.
Its purpose is to invite people to apply for allotment of shares, and once this
is done, subsequent parties may not come and claim against any person who was

responsible for the issue of the prospectus. Thus in Peek v Gurney the

plaintiff bought shares in the market three months after completion of
allotment of shares. He did not know at the time of buying, the person from
who he bought the shares. Thereafter he found untrue statements in the
prospectus concerned with issue of those shares. It was held that the plaintiff
could not base his action on a prospectus which was intended to be addressed
only to original subscribers of the company's shares.

This means that generally the directors are not liable after the full
initial allotment. However where the prospectus is interded to induce not
only the immediate subscribers but also to influence the subsecuent purchase
in the market, the purpose of the prospectus will not be deemed to have been
exhausted after allotment and liability will be extended to any loss occasioned
by a misstatement in the prospectus though the one who suffered purchased the

shares in the market. This is well illustrated by Adrews v Mockford22 where

a prospectus was issued by a company , which claimed that its purpose was to
acauire lands for gold mining in Africa. A prospectus was sent to the plaintfff
but he did not subscribe for any shares in the company. Later on the
defendant caused a telegram to be published in a financial press claiming
that the company had struck a rich vein of ore in the mines. As a result the
plaintiff bought shares in the market. 1In fact the comnany was a Sham. It was
held that in this case the prospectus was not exhausted and that the fraud in
the prospectus and the subsecuent lie in the telegram were aimed to operate on
the mind of the plaintiff and induce him to purchase shares in the market.

A person relying on a misstatement in a prospectus must show not only
that there was such a mis=-statement but also that the prosnectus was addressed
to him or to a class to which he belongs. One need not point to a particular
statement he relied on and which was false. In looking to see whether there
was a misrepresentation which influenced a subscriber the whole of the

documant should be read - Thus in Arnison v SmithQBit was said
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"It is an old expedient, and seldom successful to cross~-examine a

person who has read a prospectus, and ask him as to each particular
statement what influence it had on his mind, and how fair it determined
him to enter into contract. This is cuite fallaciouss it assumes

that a person who reads a prosnectus and determines to take shares

on the faith of it can annronriate among the different- nart of it

the effect produced by the whole.

The above are liabilities of those persons who are resvonsible for the
issue of nrospectus. A person who suffers loss due to misstategents in a
prosnectus may also have a cause of action against the company. Where a person
is induced by a misrepresentation in the pnrospectus to enter into a contract
to take shares in a company he can rescind the contract. The essence of this
rule is that where such a2 misrenresentation exists, the contract becomes
voidable at the instance of the wronged person. It is not necessary that
such a statement be fraudulent or negligent, as long as long as it amounts to
a misrepresentation it will suffice for the nerson to whom it was made to
avoid the contract. The richt to rescind is however subject to certain
limitations. If the allotee of shares shows any intention to affirm the
contragt, he will lose the right to rescind. Such an intention may be
manifested by the allotee attending and voting at the comnany's meetings or
receiving dividends when he is aware of the misrepresentation. The right to
rescind should also be excercised within a reasonable time. If the allotee
has not rescinded before the commencement of widding up, he loses the right to
rescind. TIn rescinding contracts of this nature something moee than express
repudiation is recuired, the party rescinding must also take steps to have
his name removed from the register of members before winding up, otherwise if
at the time of commencement of winding up his name is not removed, rights of
creditors may have cyystalised and since these take nriority over those of
members, he may remain a contributory. This seems to be the basis of

s g : ; 24
refusing vescission in the case of Re Scottish Petroleum Co. Ltd. for

although the applicant had expressly repudiated the contract, he had not done
anything by the time of the commencement of winding up to have his name removed
from the register of members.

The remedy of damages where rescission is possible is not forthcoming. A
person cannot be awarded damages and at the same time remain a member.25 Such
an action for damages would be to throw the liability of that particular
shareholder to the other shareholder.

From the foregoing one cannot fail to come to the conclusion that
" prospective shareholders are adequately prbtected from deception or fraud by

the officers of the company. Over this an action for rescission allows a
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member who relies on a misrepresentation to avoid the contract against the
company.

It remains now to appraise the conditions of those who are members in
relation to the declaration of dividends. The intention is to see whether the

shareholders! rights are nrotected under rules relating to declaration of dividend

PROTECTION OF MEMBERS RIGHTS TO DIVIDENDS

The first thing to be noticed is that there is no staturoty authority as
to declaration of dividends. How the dividends shall be paid and in what
proportions is left to the articles of association of each company. However
the articles of most companies adoot Table A + 1In this table, the first
limitation to be noticed is that dividends can only be paid out of proft£526
This clause is supposed to ensure that the national capital of the company is
not given back to members in the guise of dividends. The clause is aimed at
maintenance of capital. Thus if directors declare dividends, the result of
which would be to reduce the company's capital below the subscribed amount they
will be accountable to the company for the whole amount so paid27 This however
is intended to prbtect creditors who rely primarily on that capital when
advancing credit to a company. This was well illustrated by Jessel M.R,when
he said

"The creditor has no debtor except that impalpable thing the
corporation, whichehas no property excent the assets of the
business. The creditor therefore, I may say gives credit to
that capital, gives credit to the company on the faith of the
implied representation that the capital shall be applied only

for the purpose of business and he has therefore a right to say
that the corporation shallzgeep its capital and not return it
to the shareholders sees "

It is not within the ambit of this paper to evaluate the rules relating
to raising and maintenance of capital. The paper is restricted to rights of
shareholders to dévidends. With this, however, it should be mentioned that the
term profit is an ellusive one and on the question of declaration of dividends
the courts have left the financial decision to accountants. Thus in

Lee v Neuchatel Asphalte Comnaqy29 Lindley has this to say on the matter

"There is nothing at all in the Act about how dividends are to be
paid nor how profits are to be reckoned, all that is left and very
judiciously and properly left, to the commercial world. It is
not a subject for an Act of Parliament to say how accounts are to
be kept; what is to be put into capital account, what into an income
account is left to men of business."”
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With this warning that courts are not generally enthusiastic to lay down
hard and fast rules as to the mode of company's form of capital structure, and
that dividends are to be paid out of profits, the next cuestion is, what is
regarded as profits from which a dividend may be declared? Unless the articles
of a company provide otherwise, a dividend can be declared even out of profits
made out of sale of fixed assets, notwithstanding that such assets may have
been purchased by the company's capital.30 This is regarded as revenue profit.
However generally profit will be deemed to be the difference between the net
value of the assets at the beginning and end of an accounting period. Where a
company suffers loss in a current trading year, those losses must be made good
before a dividenti id declared but losses of part years need not be made good
before declaring a dividend in the current trading year. Such rules are
contrally to the basic principle that a company must pay dividends out of profit
only. These rules as alreddy seen are aimed at protecting the creditor. The
cuestion is whether the shareholder is protected in this sphere.

Since a shareholder's right to dividend is an incident of the share and the
rights accruing to shares are provided for in a company?s articles, the extent
of the rights of a shéreholder will be determined by the provisions of the
articles. If the articles are in the form of Table A, as thev invariably are,
the shareholder will have little say in how the dividends are to be declared.
The articles in Table A provide that the company in general meeting may
declare dividends, but such a dividend cannot exceed the amount recommended by
the directors.31 Thus it is in the directors! discretion to decide what amount
should be set aside for declaration. The members have only a negative role to
play in that they can only reduce the amount recommended but cannot increase it.
Over this, the members have no say in the payment of an interim dividend. It
is only the directors who may decide to pay it.32 The directors need not
recommend payment of dividends. The directors may decide to set aisde a certairn
amount of money out of profits as reserve and apply it in their discretion to
any purpose to which the profits of a company can properly be apnlied. This
means that provided the directors are acting for a proper purpose they can
with impunity refuse to recommend a dividend and instead apply the money to the
company's purposess A shareholder cannot go and claim that the directors are
acting improperly by failing to pay 2 dividend under such circumstances. It
seems that the only remedy such a shareholders has is to change the directors
if they are in a position to vote them out. As seen in the last chapter the
directors usually retain de facto if not‘gnggzg control of the company by

their control of the voting machinery. TIn like manner, the richts to dividends
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are generally by the articles restricted to that which the directors recommend
or such less sum as the members in general meeting may declare. But the basic
rights of a member as contained in the share ought not to be kept out of sicht;
The rights that a member has under a share are regarded as the most important
guilding factor. These rights will be stipulated in the articles. But
whatever these rights might be it should be recognised that as incidents of the
sharer they are propeietaty rights. Thés can be inferred by what a share has

been said to be

it is ".. the interest of a shareholder in the companv measured by a

sum of money for the purpose of liability in the first place, and for

interest in the second, but also consisting of mutual coveneants

entered into by all shareholders inter se in accordance with (8.22)

The contract contained in the articles of association is one of the

original incidents of a share. A share is not a sum of monev ...,

but is an interest measured by a sum of monev and made un of various

rights contained in the contract%2 Egsluding the richt to a sum of

money of more or less amount.' '

Here the concern is not liability but the interest that a shareholder has
and however much the directors desire to expand the armbit of the business of
the company by utilising the profits to expand the business, the members will
not be satisfied if they get no returns. True the value of the share will
rise with the expansion and prosperity of the business, but this will be of
little consolation to a shareholder. Selling such a share, he will get a
higher .price than he paid for it, but this means foregoing the future benfits
that may accrue to such a share. Over this there is a presumption that in
investing, the members expects to get a return on his investment at the same time
leaving the initial investiment untouched for further proffts.

In order to see the fights of the shareholders as given by the articles
we should look at the position where there exists more than one class of
shareholders.

The initial presumption of #%aw is that... all shares confer ecual rights
and impose ecual liabilities. This ecuality is presumed in the absence of

38
evidence to the contrary. Before the decision in Andrews v. Gas Meter Comnanvy,

it was thought that in the absence of express provision in the original
constitution ecuality of all shares was a fundamental condition which could
not be abrogated by an alteration of the articles34 However in Andrews Case,
it was established, overuling the previous princinle, that in the absence of
a prohibition in the memorandum the articles could be altered so as to
authorize an issue of preference shares. Thus the Prima-facie ecquality of

shares can be modified by the memorandum or in the original or amended articles,
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dividing the shares into different classes with different rights as to
dividends capital and voting or any of them. Normally however there are to

be found only two classes of shareholders, the ordinary and nreference holders.
It has already been shown that the shareholders have very litftle if any control
on declaration of dividends. Furthermore it has already been seen that except
where it is aimed at maintenance of capital and protection of creditors, the
courts have not developed any rules guilding the shareholders as to their
richts. However as regards the preference shareholders, some rules has been
evolved lby the courts regarding payment of dividends and return of capital

on winding up. But first it must be mentioned that a preference share

confers on the holder some preference over the other class or classes in
respect either of dividend or repayment of capftal or both. They may however
participate with the other shareholders after their rights has been satisfied.
Over this the preference shareholders rights to dividénd may be cumulative or
non-cumulative. If cumulative any unpaid arrears accumulate and must bep paid
in later wyears before payment of any ordinary dividend. But the articles may
specifically provide that a preference dividend is to bep paid only out of
profits of the cufrent vear such a preference is non-cumulative. Over this
the articles may also provide that such preference is payable only when there
are profits in a certain year, by this the holders will have no right as to

accumulation regarding any vear when there were no profits.

RULES OF CONSTRUCTION AS TO PAYMENT OF PREFERENTUIAL DIVIDENDS

The rules of construction have been developed to enable courts to decide
rationally the principles to be applied where there is contention as to rights
to dividends acruing to various classes. If the articles exhaustively deal
with the matter, there will be no problem. But where some matters are left
unclear, in view of lack of statutory provisions in the Act, then the courts
must contend with the problem with the help of general law and need of justice.

For this reason the first rule is that since prime-facie all shares rank
equally, if some are given priority over others, this must be stated by the
articles of the company.

But where shares are divideddinto different classes, it is a matter of
construction in each case what the rights of each class is. Thus in

Re Isle of Tharnet Electric Co.35 it was said that

"in construing an article which deals with e.s dividend richts, and

rights to share in the company's property in liquadation the same
principde is applicable and second, that princinle is that where the
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articles sets out the rights attached to a class of shares to

participate in the profits while the company is a going concern, or

to a share in the property of the company in a licuadation, prima facie,

the rights so set out in each case are exhaustive."

This means that if the provision of the article confer on the preference
shareholders right to a dividedid, say of five per cent, then unless the
articles also provide that they are participating in dividend with the ordinary
shareholders, they will not be entitled to such participation.

‘However if nothing is said about one class in relation to either the
payment of dividends or return of canital, then prima-facie that class has
the same rights in that respect as the other shareholders.

Again it was laid down that unless in intention to the contrary is
expressed cumilative preference shares were not entitled to pavment of any
arrears once a winding up had commenced.36 HOwever if the nreference shareholder:
are entitled to their dividends once profits are earned, -irrespective of a
declaration, then they will be entitled top payment if the company had
accumulated profits. This can be inferred from the decision of the court

of Appeal when combined with the House of Lords decision in Re Brdicewater

) o)
Navigation CompanyE&“Where although it was apparent that the nreference

shareholders were entitled to a five per cent preference once, the House of
Lords ruled that they were entitled to share the surplus assets ecually with
the ordinary shareholders. But in that these represented the undigstributed
profits which was available to ordinary shareholders which the ordinary
holders might have divided among themselves, such surplus belénged and was
payable to ordinary shareholders alone.

Where shares are entitled to participate in surplus canital on winding up
prima~facie they participate in all surplus assets and not merely that part
which does not represent undidstributed profits that might have been distributed
as dividend to another class. This removes the basic problem of trying to
trace where the surpnlus emanated from, and to decide whether it was from
profits distributed to ordinary chareholders only or not.

These are in summary the rules as laid down by courts relating to
participation of members in dévidends and sharing of capital on winding up.

The rules have grown haphazardly to meet the needs of narticular circumstances.
This growth was prompted by bhe fact of lack of exnress nrovisions in the Act
relating to payment of dividends.

What is not clear is whether a company can alter its articles in such a
manner as to put within the armbit of members in general meeting the puwers

to recommend and declare a dividend. In that the articles of a company are
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alterable in accordance with the Act.>® Such alteration cannot be prevented by
any provisisons of the articles. 1If it be conterided that thew members in
ceneral meeting can alter the articles so as to brine the directors under
their suvervision thus escaping the consecuences of Article 80 of Table A,
there seems to be no reason why they cannot alter the articles so as to bring
the payment of dividends under their control. After all from case law the
recommednation of dividends gseems to be an incident of manacement. The only
limitation tHat may be nlaced on the nowers of members to declare a dividend
is that they should not declare such a dividend if on reasonable grounds the
directors think that a certain amount of money should be retained by the
company in conseauence of past losses in trade which the company would like

to make good to enhance the business of the comnany.

An appraisal of financial onrotection reveals one basic fact, this fact
is that the courts have been unwilline to interfere in the arrancement made
by businessmen as regards the canital structure of a cornoration even as to
disclosure of financial matters that law just insists on disclosure of such
matters to cive é true and fair view of the companvy'!s affairs without
demamding that it be in any narticular form. The result is that most document:
are dravm in a form which is incomprehensible to a layman. The value of such
documents as the balance sheets to the shareholders is ruestionable. But
this may not be a serious problem in view of the recuirement that auditors
who anpraise these documents, be indenddend. The rules of liabilitv in respect
of prospectus seems to bhe wide enouch to cover all nrotection that a prospecti:
shareholder should need. The.only peonle who do not have protection under the
prospectus are those who did not rely on the instrument in buying shares eithe:
from an individual or in the stock market. However, these have on normal
contractual grounds a riBht to an action for damages against the parties from
whom thev bought shares.

There is not statutory provision in regard to declaration of dividends.
This depdnds on the pnrovisions of the articles and memorandum of the company
in cuestion. It seems odd that no such nrovision exists when it is realised
that the basic idea behind investing in shares in a compmany is the expectation
of profit that an investor will draw from the company.

It seems that the basic presumption is that in becoming a shareholder, a
person will have weiched the advantages and disadvantages of investing in a
particular comnany and hence no need for further statutory regulation as to

how the profits of the compmany should be distributed to members. Probably
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also reliance is given to the fact that the management would not like
to antagonise the members by withholdine a recommendation for dividends.
These presumptions are not whodly justifiable when it is realised that as
concerns the initial subscription for shares, a shareholder will rarely lay
emphasis on the nrospectus. More than not the one who Bold shares to him
might be the determining factor to his purchasing or subscribing for shares.
1f there is any fault that he discovers later it may be too late for him to
rescind the contracte.

In view of these proposttions the law relating to declaration of dividends
ought to be given particular attention by the legislatdre so as to give
general guidlines in respect of their declaration. Financial disclosure
should also be revolutionised with the aid of accountants so that a
provisions as to the form the documents showing the financial position of
the company can be easily understood by shareholders who are generally
ignorant of accounts, and hence cannot understand the various documents showing

the company's financial position.
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CHAPTER FOUR

PROTECTION OF MEMBERS BY ADMINISTRATIVE ACTION

It has been shown in the foregoing chapters that an attempt is made %o

see that shareholders, present and future are protected, mainly from the acts
of Company's officers, and the machinery in charge of running the company.
The duty to disclose the affairs of a company and participation in the mana-
gement are seen as the central protective devices. However the power of the
board of directors snd its ability to control the affairs and members of a
company makes it hard for members to participate adequately in the managemetk.
Over this members may not understand the matters that are disclosed. On
top of this, some important decisions of the board may never reach the
members who have no right to inspeet the minutes of directors' meetings'.

For this reason the members are given rights to petition for inspection
of the company's affairs, by an inspector or inspectors appointed by the
court.2 The Registrér of companies has the power to call on any company to
produce any books or cz2ll on any officer of the company to give explanation
to any matters, if he believes on reassonable grounds that the provisions of
the Act3 are not being complied with or on perusal of any document which a
company is required to submit to him, he is of the opinion that the document
does not disclose z full and fai; statement of the matters to which it pur-
ports to relate4,

The Registrar of companies may thus order production of books and any
other information he may require. The section is aimed at initial investi-

4o g aakte ize Cegishernr To Unow wWidtlda tig Con
gation in a company's affairs.are being conducted in the right manner.

N\
Generslly the registrar of companies orders production of books after a
complaint from a member or members. If he forms an opinion that all is not
well with the company, he applies to the court for the appointment of an
inspector to look into the company's affairs. In this connection the affairs
which include its goodwill, #he profit or losses its contracts and assets

including its shareholding in, and its ability to control the affairs of a

subsidiary.5
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From this point, the power to appoint sn inspector is left to the court.

However the grounds upon which the registrar may petition the court to appoint

an inspector are inter alia that the business of the company is being conducted
in a manner oppresive to any part of its members, that the persons concerned

with its formation or the management of its affairs have, in connexion therewith
been guilty of fraud misfessance or other misconduct towards it or towards its
members; or that its members have not been given all the information with respect
. to its affairs which they might reasonably expecty or that it is desirable to
appoint such an inspector.>

It seems from the wording of S.166 (b) (iii) that the information which
the members might reasonably expect is wider than that informstion to which they
are legally entitled. Anyone may draw the attention of the registrar to an
alleged scandal and seek to persuade him to apply to court for an appointment.
AUnder such conditions, the registrar may order production of books and explana-
.tions from various officers of the company. Hen need not seek the a-pointment of
an inspector. Instead, he may suggest ways of conduct which may end the conditions
that made the complainant seek the help of the registrar. The most prevatent
tdefaults in Kenya which make registrar investigate companies are, failure to lay
- the accounts of a company before the general meeting, leck of compliance with the
requisite procedure in elther direc?or's or general meetings.

From my interview with the investigating officer whose functions are equiva-
lent to those of Board of Trade in Britain, I was made to understand that sometimes
complaints are based on personal rivalries among the members and the directors,

‘and on proper checking no proper basis of an action is revealed. Be this as it may
the work of the investigator is important in two ways. Firstly once the registrar
orders production of books and explanation of certain matters, the result may be
‘that if there was oppression, it would stop before the registrar decides to petition
the court for the appointment of an inspector. This means that the registrar first

confirms the allegation of members that the facts do not warrant such an appointment

! &
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The appointment is not envisaged only in cases involving oopression but is a
available in cases of impropriety by the controllers which would not be regarde«
as sufficiently improper to give rise to any of the other remedies.

Because of the fact that rivalries may exist and also the need not to kill
majority rule in companies, the court would be trusted not to appoint unless
the circumstances warrant it. Such circumstances demanding an appointment woull
be tested on the basis of commercial and public morzlity and not merely on the
individual interests of the complaining member,

The other point of cardinal importance of the powers given to the registra:
under S.164 is that there is no legal minimum of complainants. Since in practi
the registrar can start investigations, on his own, it needs only a complaint by
member to create suspicion and investigations will be under way. The inspectiol
at the instance of the registrar may be cheap to the complainant, for under the
circumstances he need not pay the fees necessary as cost of investigation.

Once an inspector is appointed, he has suthority to inquire not only in th
affairs of the company in question, but also in the affairs of subsidiary or
holding companies of the first mentioned company.7 This will facilitate a repo:
which presents a true and fair view of the affairs of the company concerned.

On the facts of an inspector's report, if it appears that any person in
relation to the company or any other body co-oporate whose affairs has been
investigated is guilty of any offence for which he is criminally liable, the
court forwards the report to the Attorney-General and if.he considers that the
case is one in which a prosecution ought to be institued, he does so accordingl,
The Attorney2General may also petition for the winding up of a company whose a
affairs are investigated or he may petition for an alternative remedy under
section 211.8

The importance of these provisions is that they allow for criminal habilit
on the defaulters and provide for a remedy to those who has suffered oppression
It is to be noted that this remedy is Jjust like any other where a company is

wound up on just and equitable rule.d
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The advantage of these sections is that members need not involve themselves in
the petition. The Registrar is in a better position to investigate the affairs
of aAéompany and get more informestion. He may even order production of books,
which are usually not open for inspection by members.

Even if no proceedings are brought by the Attorney-General, the certified
report of an inspector would be of great help since a copy of such a report
authenticated by the seal of the company whose affairs are investigated is
admissible in any legal proceedings as evidence of the opinion of the inspector

in matters contained therein.!0 Thus in a subsequent action by a member who was

aggrieved by matters which were investigated, he is given more information upon
which to lay his action. However, the provisions of these sections may seem to
give members added protection especially against the controllers and management.
In practice however, the members' protection is not complete. Firstly, not

every complaint that comes up before the investigator can be entertained. The
investigator, whose functions are equivalent to the Board of Trade in United
Kingdom was appointed only in 1972. Unlike Britain's Board of Trade which

is a team consisting of twenty people, in Kenya the investigating department

has only one person. The volume of complaints is incressing. PFrom the investi-
gator, I got the information that at times there is too much work demanding
attention of only one person. This may hinder effective investigation. In view
of the fact that once the registrar Brders production of books, the investigator
is the one to go through them, and these books may be many and at times he may
have to get explanations which he must satisfy himself are true, work on a single
company may take a long time. At times he may write to purported directors of a
company seeking explanation but the letter is returned having not reached the
addressee due to the fact that the address given is wrong. In one case where the
inspector was pursuing a company where a woman had bought shareé in a2 farm in 197
but had not received the letter of allotment or certificate of shares, two letter:
that had been written were returned undelivered, the addressee not being a reside:

of that addresse.



The answer he got from the company's secretary that the applicant and present
complainant was in the register of members was not satisfactory and the
investigator had to order the production of the register of members and other
company's books. The result is that a lot of delsy may cause injustice with

the resultant lack of remedy. The directors and management may buy time to
fobricate evidence or to destroy such evidence as is necessary to make the court
order an inspection,.

In the course of inspection the inspectors face probless either in securing
the directors to answer questions or on the fact that proper books of account
are not kept. At times a member may not have a share certificate and his name
may not even be in the register of members. In one such case, a person had died,
he had acquired Shares in a farming company and had been allocated a2 plot. But
the problem srose on the question of devolution of his interests pertaining to
his plot. Sipce such a person cannot get title as the title deed to that land
is vested in the companj and there is no evidence to support the claim of heirs,
Such practice mskes continuity of interest difficult. In one company which has

already been wound up - Froperty Growth International Ltd. the affairs of a

company were investigated at the instance of a creditor. The company which was
a finance company dealt with deposits and loans. On appointment of an inspector,
it was difficulty to trace the respogsible officers. The managing director had
already flown out of Kenya. Other officers could not be found anywhere and a
secretary was designated as a director in the company's books. On investigation,
it was proved th=:t she did not even know that she had been described as a direcic
The finance of the company had been embezzled by the officers of the company.
This was due to lack of internal control in the company.

The inspection of a company's aff-irs is costly. The expenditure of such
an investigation falls mainly on the office of the registrar of companies. It is
not mandatory that any person liable as a result of the investigation must pay

but will only pay to the extent that the court directs.
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Where prosecution is brought by the Attorney-General as a result of appointment
of an inspector under S.66(b), it seems that the whole expense falls on the
registrarloa Also applicants for investigation under S5.165 shall only be liable
to the extent if any as the court may direct.!! Because of the heavy expenses
involved, the office of the registrar is not ready to seek appointment of
inspectors unless it is inevitable. For these reasons, the members may find

the registrar of companies reluctant to ask for appointment of an inspector by
the court. The requirement that where the minority petition for the appointment
of an inspector or inspectors by the court that they may give security to an
amount not exceeding ten thousand shillings may hinder a minority from petition-
ing for such an appointment.

It is unfortunate that in Kenya the prevention of Fraud (investment) Act12
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is not yet operative. \hen it comes into operation it may g0 a long way in Ax_©w

~issues of shares. The Act is supposed to control dealings in govenment and
@S
companies security. Licensing such dealers and prohibition of dealings in secu-
rity by those who are not licensed. This would be a statutory recognition of the
Nairobi Stock Exchange the only one in Kenya.

The Nairobi Stock Exchange as at present plays but a small role in contro-
1lling the securities market. It is small and in relation %o the number of public
companies, the number of those that seek gquotations is very small. In 1968 only
one per cent of the total number of companies had their securities dealt with by
the stock Echange. Thus unlike the ILondon Stock Exchange which controls a large
proportion of the securities, énd is thus in a position to meke rules to be
complied with by companies seeking quotation of their securities, the Nairobi
Stock Exchange's rules would be of little importance as a result of the small
number of companies it controls. Thus the role it plays in shareholder protect-
ion is very small. However, if the said Act comes into operation, the interaction
of the Nairobi Stock Exchange, the Act, and the investigator in the office of the
registrar of companies may help the protection of shareholders, present and future,

a great deal.



4 b

In coneclusion, it may be said that protection of the shareholders and
in faet all security holders in a company is not adequate. The legzal rules
should be coached to increase investigative powers, although at present they
are quite comprehensive. Over this the new investigation b0314 which
presently consists of only one man should be increased to cater for the
increasing number of complaints and to facilitate guicker and more efficient
inspection of the company's affairs. Instead of the usuzl appointment of
private inspectors, there should be set up a permanent inspectorial team
charged with the duty of msaking sure that all the companiegﬁgubmit the docu-
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mentsnare accurate and thus give a true and fair view of the companies affairs.

One of the problem as at present is trying to make sure that all companies

files regularly, the documents they are supposed to file with the registrar of
comp=nies. sSuch regular and constant checking would require greater man-power
than at present is employed in the registrar's office. The result is that the
registrar of companies has in most cases to wait until a shareholder, creditor
or any interested party brings forward a complaint. By the time such a
complaint is investiguted and the registrar recommends for the appointment of
an inspector, the wrongdoers may have destroyed any evidence to implicate them.
The result is that the inspection however expensive may reveal very little or
the defaulters mey have escaped. Phe powers given to the registrar of companies
to seek the court to start inspection on a company's affairs is a very strong
weapon but only if vigorously and guickly used. This does not seem to be the
case as at present. The strong belief that business men should largely be left
to themselves to decide who to associate with and to govern their own affairs is
unfortunate in a country like Kenya where the mass of the population has not
come to accept the difficulties involved and alsc their rights once they.acquire
securities. The government should set up a stronger body of investigators with
a view to seeing that the affairs of the company and the dealing in a company's

security is conducted for the benefit of the company as a whole.
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CONCLUSION

It has been seen that the need to protect the shareholders arises from
the fact of the distinect legal personality of a coryoration! Because the
members are not part owners or joint owners of the company's property, rights
are determined by the shargs they hold in a company. These shares and the
contract as contained in the articles determine their rights as to management
dividends and return of capital.

The articles of most companies are in the form of Table A2 ., Article 80
of that table vests the general management of the company's affairs in the
hands of the board of directors. The members in general meeting cannot inter-
fere with such powers. Although their powers over the board are wide enough to
ensure that they are in effective control, the fact that the company's manage-
ment is in the hands of directors, including the voting machinery through which
the members can exercise their rights and control of the board, means that thei:
powers are effectively controlled by the board. In many "African" companies,
the members are hardly aware of their rights and the fact that they are in a
position to control the directors. Where members are doing battle with directo:
the directors have the advantage of controlling the machinery of contacting the
members, while those contending against them have only a limited power to use it
company's machinery. Over this, though members may have the power to remove
directors from office, they may find that the directors have already cutrenched
themselves by independent service contracts. This means that their removal
before expiration of their term of service would meke the company liable for
breach of contract, and yet such contracts are made by the board.

Because of the above reasons the directors are in effective control to the
exclusion of members. It is therefore suggested that as far as division of
powers is concerned, the members in general meeting should have general super-
visory powers over the board of directors so that whenever directors act in any
way and the members are against it, they should have powers to overule the boarc

notwithstanding that the directors action was in what they considered to be in

the best interest ol the company.
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The rule as established in Automatic Self-cleansing Filter Syndicate V Cunninghame

and Shaw & Sons (Salford) Ltd V Shaw# should be qualified but not abrogated.

Where a minority want to convene a meeting and intend to mske representation
to the members, the word 11 it of their representation should be removed to
facilitate full representation. This is not demanding too much. It would provide
a fair system. The ssme members should be allowed to appraise the directors
representation just as directors have a chance to appraise theirs.

Though the members have power to remove any director by a simple majority
vote on a special resolution, the fact that directors may outrench themselves
by service contracts means that their removal will result to the company losing

3

money in compensating those directors. It is suggested that service contracts

of directors should only be effective if ratified by members in general meeting.
This would prevent directors from entrenching themselves by service contracts.
Over this where a2 director is removed from office as a result of a members!
resolution he should only be compensated where the court deems such compensation
equitable depending on the circumstances of the removal.

The disclosure that directors are supposed to make relating to any interest
they mey have with the company should be made to the members in general meeting

and not merely to his fellow directors in the board.® This would make it possible
for the company as a whole to declde whether to accept to deal with the director
or not. In such contracts directors who are interested as third parties should
not be allowed to vote.

To allow for as large a representation of members as possible to the board

of directors, high vote requirement for appointment of directors should be

imnlemented. At present the Kenya companies Act does not previde for any percent-

~
~

age for such an appoinitment. It can therefore be assumed that unless the artiéles
of a company provide otherwise, a2 simple majority will suffice.

On the basis that shareholders are satisfied with the existing balance of
power in voting, provisions should be made to ensure that such balance is retained

This would be assured by laying provisions recuiring that if further shares are
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issued with voting rights, they should be in form of rights issue in
accordance with the existing shareholdings of the members. To supplement
this, the minority should be given a right to veto corporate decisions
affecting vital matters of business interest. At present they are only

1

given a right to appeal to court to anull a resclution o the company.

Over this the number of persons present who are deemed to form a quorum
should be increased. The number should be stipulated by a ratio or percentage
of the members entitled to attend and vote at meetings. Presently the law
provides that in case of a private company two members and in case of any other
company three members personally present shall form a quorum.7 It is sugzested
that if a company has a2 large membership, the number is too small, Thus the
Act should provide for example that in case of any company one tenth of the
members present shall form a quorum. This would mean that a hish attendance
would be required. If no such quorum is available, then a provision empowering
the directors to apply to court for a reduction of guorum would serve the purpose
Large cuorums would ensure that the resolutions of a company are more representa-
tive of the will of the company. Vhere low guorums are prescribed, one can
imagine the directors who are also members forming a quorum and voting for a
resolution in their capacity as members.

The remedy afforded the minority is not adequate. The winding up order on
the grounds that it is Just and egquitable removes tiie company thereby destroying
the members' future interests. The alternative to winding up is only available
where the facts would justify a winding up order under section 219(f). It is
suggested that the remedy under section 211 should be available even if the facts
proved and the circumstences would not permit a winding up order. The section
should be available whenever oppression is proved even though the petitioner has
no tangible interest, for example by the fact thet if winding up is ordered,
there would not be enough assets for distribution among members after satisfactio

of the creditors. The rule lacks rationality and should therefore be amended.
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On finanecisl protection it has been shown that the basic protective
devise is disclosure of the affairs of the company. Affairs of a company
has been said to mesn its business affairs, as Philmore J. said "... In

speaking of 'its affairs', in connection with a company, the natural
meaning of the words connotes its 'business afifairs'."7a

It has been shown that the financial accounts are coached in technical
accounting form which are not easily understood by members. The double
entry in the balance sheet is confusing to the laymen., It is suggested that
for this information to be of any help to the shareholders, the accounts of
a company should be drawn in such a menner as to be understandable by the
average man., sSuci: accounts should be in statement form explaining such
factors as agsets and laibilities in the balance sheet and how they balance.
There is no statutory provision relating to the declaration of dividends,
However the articles of most companies provide that dividends shall be paid
only out of profits.8 The aim of this rule is to stop, theoretically reduction
of capital by returning the funds to the members in form of dividends. The
aim of this provision is to protect the interests of creditors who depend on
a company's capital for repayment of their debts. VWhat is to be noted
however is that the members in general meeting generally has no power to
declare a dividend to a sum larger than that recommended by the directors.9
This means that if the directors recommend no dividend, the members are left
helpless notwithstanding that there is a profit available for such decalration,
This is compled with the directors powers to set aside profits as reserves and
a discretion to invest this money in any way except the purchase of the shares
of that company.1o These provisions which lasrgely appear unchanged in the
articles of majority of companies, mean that the directors have the final say
in how the profits of a2 company are to be employed.
It is surprising that the underlying principle in most of company law
rules is the protection of the shareholders, and still there is no common
law or statutory law rule giving members a right to have a say in the declar-

ation of dividends - their ultimate =2im in investing

(L%
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The companies “ct should be zdded to provide for genersl guidance enabling

the members either to force the directors to recommend a declaration or for

the members ¢ themselves to declare one. This should be in such & form as to
allow declaration only vwhere there is = profit available over and above the
current and projected expenditure of 2 compeny. This would allow members to

get benefits from their investments and 2t the some time allow exnsnsion of

the enterprise. It would also ensure thet the rizhts of creditors =re protect-
ed if the payments due to creditors are taken as current expenditure. The rules
relating to the rights of various classed depend upon the articles and the terms
of contract by which they nurchased their shares. The balancing of these rights
has been interpreted by courts laying dovm gener-l principlse +to be followed.

It is suggested that these should be left as they presently are for otherwise

i
introduction of a statutory control may bring uvndue rigidity ond investors may

D
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refuse to invest where there are more thon cne class of sharec.
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The most rotection that would be swvailsble to the shareholders

would be the powers vested in t iis powers to

investigate the affairs of the company may help not only the whole body of
shareholders buf also an oppressed minority. 12 mhig power is not however effic-

iently used, The reason for this is that the investigotion department is one

L
men team unlike its counterpart Boasrd of Trade Investigsztion in Bngland which

has a2 team of 20 persons. Tor this reason the companies inveztizator cen
only handle comnlaints from members or creditors which come to im. In the
companies registry, an interview-with the registrar of companies revezled that
there is no system by which they cheek that all companies that are recuired to
file with the registry various documents in every year do so. This means that
unless a member or any other person interested in a company complain, a company
may go on defyins statutory provisions with impunity.

It is necessary that the investigating department be enlarged to allow the

scrutiny of companies to ensure that at least the legil provisions are adhered

to especially the disclosure of materials that members has 2 right to inspect.
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The increase in personnel in the investigating department would mean that, not
only where 2 complaint is made, but also where, from any document that

company is supposed to submit to registrar for filing, it appears that the
company's affairs are not conducted in accordance with law, then they would

investigate.

2 A
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The cost of appointing an inspector is an importunt elete: factor in

the office of registrar, preventing appointment. In one case where a company
was being inspected, (The company could not be disclosed since inspection was
nat complete), by the time an interim report was given, the expense had run up
to fifty thousand shillings. This basicklly arises from the need to employ

m

proffessional accounting firms, The second difficult arises in that where a
minority apply to the court for the appointment of an inspector, suck
applicants are supposed to ~ive security to an amount not exceeding ten
thousand Shillin@8.13 Bepecinlly in farming companies whose members are
usually the rural populace who are generally not economically well off, they
nay f’il'to raise such a sum. Under the eireumstcuces, their salvation is
only in the regisvrir exercising his discretion to apoly for an inspection.

It is hoﬁed that the powers of the registrar of companies will be more
vigorously exercised., The investigating department cen play a vital role if
personnel is increased. In that not only would it have powers to bring those
who are liable for misconduct in a company's business to book, but also a
more Vigoraus investigation would work to prevent probable defaults by fear
of those in control of = company's affairs being apprehended.

Ways and mesns should be found to reduce the costs of inspecting.

Probably an inspection committee composed of civil servants would be appropriate.
These would be civil servants and at the call disposation of registrar or the
court whenever an inspection is found necessary. By increasing personnel and
-efficiency in the office of the registrar of companies the registrar of

companies would stop being a watch dog with teeth which he uses rarely and

instead be a vigilant bulldog.



On the problem of sale of company shares, it has been seen that the rules
relating to the issue of prospectus are comprehensive enough and afford adequate
protection. The instances when prospectus offences has appeared before courts
to Kenya are rare. IHowever, in view of the importonce of this initial issue of
company securities, it is hoped that the Kenyan prevention of Fraud (investment)
Act 14 which is not yvet in force will help when it comes in operation. This
Act be surportive of the Nairobi Stock Exchange, since it provides that the issue
of companies securities and dellings thereat will be licenced dealers. Because
of this most companies will have to have their shares dealt in by a regognised
dealer and thus increase the market for the Nairobi Stock xchenge. This
exchange presently deals with slightly over one per cent. of the comnany security

e

For this reason its role in controling the purchase of shares to a8sure maximum
disclosure and fair prices is very low. Its role in shareholder protection is
therefore very small.

ill'iﬂ all it can be s=id that presently the rules governing the protection
of shareholders fall short of expectation in practice. In theory the protection
is adequate but in practice, the members of companies in Kenya are not well
protected by the rules. The underlying Laissez-faire capitelism, with the concept
of freedom of céntract should give way to greater governmental control in company
securities to afford greater proteftion of the shareholders. In view of our
growing economy with grester emnhasis in capitol investments the members of the
public can only be induced to invest in companies if they are assured that their
rights will be adequately protected. This can well be achieved through greater

state control in this sector of the country's industry.
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