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Caution when “dragging along”
shareholders
A recent decision of the Supreme Court
of NSW has held that a forced sale of
shares to a consortium of
existing shareholders, under a drag along clause in
a shareholders agreement, amounted to a breach of
the shareholders agreement and awarded damages
in favour of the ousted shareholders. Senior Associate,
Bianca Battistella, discusses the decision.

Is it pozible to kickstart your
business in this economic
environment?
Crowd funding is fast emerging as a viable
alternative capital raising strategy for startup businesses in a difficult economic environment. Associate,
Rohan Pardasani and Law Clerk, Philip Chow discuss the
growth of this phenomenon and provide some practical
suggestions for entrepreneurs considering this relatively new
model of fundraising.

Government canvasses new
employee share scheme
arrangements for start-ups
Prior to the recent election, the then
Assistant Treasurer released a discussion
paper proposing and inviting submissions on possible
changes to relax the administrative and tax arrangements
for employee share schemes for start-up companies.
Partner, Craig Yeung and Associate, Jarrod Wilksch review
the proposals.

Court upholds the removal of a
unitholder by other unitholders
A recent Supreme Court of Victoria
decision demonstrates the reluctance of
Courts to imply a duty of good faith or
reasonableness in commercial contracts, particularly where
the duty would conflict with unqualified broad powers
expressly included in the contract. Senior Associate, Bianca
Battistella and Law Graduate, Liberty Privopoulos discuss
the decision.
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Caution when “dragging along” shareholders
A recent decision of the Supreme Court of NSW has held that a forced sale of shares
to a consortium of existing shareholders, under a drag along clause in a shareholders
agreement, amounted to a breach of the shareholders agreement and awarded
damages in favour of the ousted shareholders. Senior Associate, Bianca Battistella,
discusses the decision.
William McCausland v Surfing
Hardware International Holdings Pty
Ltd [2013] NSWSC 902
Background
This case involved the use of a drag along
mechanism in a shareholders agreement
to effect a compulsory sale of shares by
the remaining founder of SHI Holdings Pty
Limited (Company), to a consortium of
existing shareholders.
The surfing hardware business conducted
by the Company was founded by three
business partners, including McCausland,
in the 1980s. The business grew into a
prominent Australian surfing brand and
in 2002, two of the partners exited the
business as part of a reconstruction and
recapitalisation transaction.
Following completion of the transaction,
McCausland and his wife together
held approximately 30% of the issued
share capital of the Company, with
approximately 22% of the shares being
held by each of Macquarie Bank and
Crescent Capital Partners, and the
balance being held by a group of minority
interests. As part of the transaction, the
shareholders entered into a shareholders
agreement, which contained a drag along
clause.
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Drag along clauses generally

The shareholders agreement

It is common for shareholders agreements
to include a drag along clause. Drag along
clauses (sometimes also called “come with
me” clauses) generally operate where a
shareholder wishes to sell its shares to a
third party but the third party is only willing
to purchase 100% of the shares in the
company. In those circumstances the selling
shareholder can “drag along” or force the
other shareholders to also sell their shares in
the company to that third party, at the same
price and on the same terms.

The drag along clause in the shareholders
agreement provided that it was to be
invoked:

A drag along mechanism can benefit:
•

majority shareholders, as it provides
them with an efficient and simple
method for realising their investment
(often without having to comply with
rights of first refusal)

•

minority shareholders, as it may assist
them in achieving a higher price for their
shares, given that investors are often
willing to pay a premium where they
can secure control of a company.
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“[i]f the Company or any Shareholder
receives an offer from a bona fide buyer
for the Share Capital [defined as all of
the shares in the Company] (Third Party
Offeror)...”
The clause required that an Offer Notice
be put to shareholders for approval by a
special majority (namely by shareholders
holding at least 60% of the votes attaching
to the ordinary shares in the capital of the
Company). If approved, the board was
required to give a Drag Along Notice,
which mandated that each shareholder
transfer their shares to the Third Party
Offeror (subject to the receipt of a
better offer from a shareholder, as
determined by the board, in which case
the shareholders would be bound to sell
to that shareholder).

September 2013

[ P U B L I C A T I O N

N A M E ]

Events in question
Following the change in ownership in 2002,
ongoing disagreements occurred between
McCausland and Company management,
leading to an irretrievable breakdown
in their relationship. McCausland’s
employment with the Company was
terminated, which triggered further
conflict, particularly at board level (as
McCausland remained a director). The
other shareholders considered that a final
break from McCausland was necessary so
as to avoid any material detrimental impact
on the success of the Company’s business.
The Company commenced a sale process,
where it invited offers for the sale of all the
shares in the Company. Negotiations with
a number of third party interested investors
took place, however none of those parties
put offers forward.
On the last day of the offer period, one
of the existing shareholders, Crescent,
made a bid to acquire all the shares in
the Company at $0.67/share. This was
treated by the Company as having engaged
the drag along mechanism. Ultimately the
McCauslands’ shares in the Company were
compulsorily transferred to a consortium
of existing shareholders led by Crescent,
which submitted a better shareholder offer
than the original offer, under the drag along
provisions, for $0.675/share.
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The McCauslands claimed, amongst other
things, that their shares were wrongfully
acquired in breach of the shareholders
agreement and sought to recover damages
for the difference between what they
considered to be the market value for the
shares ($1.46/share) and the consideration
paid to them for their shares ($0.675/
share).
In particular, the McCauslands argued that:
•

•

Crescent, as an existing shareholder,
could not engage the drag along clause
to make an offer for the whole of the
share capital of the Company, given that
Crescent already held some of those
shares.
Crescent was not a “bona fide” buyer,
on the basis that its offer was part of
a strategy designed to invoke the drag
along mechanism, rather than a genuine
offer to purchase the shares.

The decision
Justice Slattery held that only an offer from a
non-shareholder could initiate the drag along
mechanism in the shareholders agreement
in question, noting that the drafting of the
drag along clause supported this finding in a
number of ways, including that:
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•

a shareholder cannot make an offer
to purchase “all” the shares in the
capital of the Company, because as
an existing shareholder, it already
holds some of those shares and
cannot not make an offer to itself to
acquire them

•

language describing the bona fide
buyer for the Share Capital as a
“Third Party Offeror” is not to be
ignored.

His Honour considered that the reference
to a “bona fide buyer” in the drag along
clause meant “genuine and not fake” or
“good faith; without fraud” and held that
Crescent’s bid was bona fide in every
sense in relation to the shares in the
Company that it did not already own, as it
was a genuine buyer. Crescent could not
however be a bona fide buyer of all the
shares in the Company for the reasons
noted above and therefore, Justice
Slattery held that Crescent’s initial offer
was not an offer that validly invoked the
drag along process.
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Having regard to the above, the Court:

The take aways from this decision

•

•

This decision highlights the importance for
shareholders to give careful consideration to
the inclusion, and appropriateness, of preemptive rights and exit mechanisms (both
mandated and voluntary) in a shareholders
agreement, when acquiring less than 100% of
the shares in any company.

Where it is agreed that existing
shareholders can initiate a drag along
process, ensure that the shareholders
agreement expressly provides for this.

•

Where a drag along clause is
wrongfully applied to force the sale
of shares, this is likely to amount
to a breach of contract, giving
an ousted shareholder a right to
be compensated where the sale
proceeded at less than market value.

•

held that the forced acquisition of
the McCauslands’ shares amounted
to a breach of the shareholders
agreement, which resulted in a loss
to the McCauslands
awarded damages in favour
of the McCauslands for the
difference between what the court
determined to be the market
value for the shares ($1.02/share)
and the consideration paid to
the McCauslands for their shares
($0.675/share).

This was held to be the case
notwithstanding that the McCauslands
did not take any action to seek to
restrain the sale of their shares prior to
the forced sale.
Although the Court did not have to
determine this question, it is interesting
to note Justice Slattery’s comments
in relation to a shareholder using a
nominee or associate to make an offer,
to overcome requirements in a drag
along clause that the offeror be a nonshareholder. His Honour considered
that it would be quite open to argue that
such an offeror was not “a bona fide
buyer for the Share Capital”, given that
the phrase “bona fide” draws in broader
connotations of honesty and genuineness
of the offer, rather than just its financial
capacity to proceed.
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For example, there would have been no
need to rely on a drag along clause to force
the sale of the McCauslands’ shares where
the shareholders agreement provided for
the compulsory sale of such shares (or an
option to purchase such shares) upon the
termination of McCausland’s employment
with the Company.
These types of mechanisms assist in avoiding
disputes where parties no longer wish to
work with each other, particularly where
they clearly prescribe the terms on which the
outgoing shareholder’s shares will be acquired
(including price and payment terms).

It should however be noted that
interpretation always turns on the facts of
the individual case and the drafting of the
shareholders agreement in question.

For further information contact:
Bianca Battistella, Senior Associate
t +61 8 8205 3406
bbattistella@piperalderman.com.au

Other key takeaways from this decision
include:
•

Where a drag along clause is to be
triggered by an offer to acquire 100%
of the shares of a company, it is very
unlikely that an existing shareholder
could validly invoke such process.

•

Where a nominee or associate of
a shareholder is used to overcome
this restriction, difficulties may
be encountered in satisfying any
requirements that the offer be “bona
fide”.

•

Seek professional advice prior to signing
a shareholders agreement. There may
be protections that can be built into the
agreement for both minority and majority
shareholders, including in the drag along
clause.
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Government canvasses new employee share
scheme arrangements for start-ups
Prior to the recent election, the then Assistant Treasurer released a discussion paper
proposing and inviting submissions on possible changes to relax the administrative
and tax arrangements for employee share schemes (ESS) for start-up companies.
Partner, Craig Yeung and Associate, Jarrod Wilksch review the proposals.
The discussion paper was part of the now
former Labor Government’s proposed
measures aimed at encouraging high
growth start-up companies as outlined in
its A Plan for Australian Jobs: The Australian
Government’s Industry and Innovation
Statement paper released earlier this
year. It describes the importance of
innovative and entrepreneurial companies
to Australia’s economic growth while also
outlining the difficulties faced by startups in attracting and retaining skilled and
experienced staff.
The discussion paper recognises that
although ESS can be a valuable tool
for start-ups in attracting and retaining
talented people, while ensuring sufficient
capital is conserved to grow their
business, improvements could be made
to the administrative and taxation
arrangements of ESS for start-ups to
reduce their costs and complexities for
these companies.

Key points

Start-up definition

The key focuses of the discussion paper
relate to:

Drawing upon perceived “common
features” of start-ups, the Government
proposes a definition of “start-up
company” to be used in determining
whether a business is eligible for the
concessions, as a business that:

•

the definition of “start-up” companies

•

tax treatment for ESS interests offered
by start-ups

•

valuation options for ESS interests
offered by start-ups

•

has 15 or fewer employees

•

has an aggregated turnover of less
than $5m and is not a subsidiary,
owned or controlled by another
company

Under the current taxation arrangements,
any discount in the market value of an
interest in a share or right provided under
an ESS is taxed upfront in the tax year it
is granted, unless certain other conditions
apply, in which case it may be deferred
until a later point in time. If it was taxed up
front and certain conditions are met, then a
$1,000 “tax-free” concession may apply.

•

has been in existence for less than a
certain period (the discussion paper
proposes five or seven years or less)

•

is not undertaking an “excluded
activity” or is providing new products,
processes or services based on the
development and commercialisation
of intellectual property

In order to determine the market value
of the ESS interest, a valuation is usually
required.

•

is unlisted, and

•

has the majority of its employees and
assets in Australia.

In addition to the income tax payable, if
the shares or rights are sold, the employee
is required to pay capital gains tax (CGT)
on any gain from the value of the shares or
rights from when they were acquired.

The discussion paper also suggests that
a process could be introduced where
companies may apply to a regulatory body
to determine whether it meets the above
definition. However, this would appear
to be inconsistent with the objective of
reducing compliance obligations and costs
to these companies.

•

simplifying the creation of ESS.

Current ESS arrangements

Overall, many have complained that the
current system is complex, costly and
creates a disincentive for start-ups to adopt
an ESS.
PA e-Bulletin
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Proposed taxation reform options
for treatment of ESS interests
The discussion paper proposes the
following four potential reform options to
the taxation of ESS interests that apply to
start-ups:
•

•

•

•

Deferring the taxing point for the
interests to the earlier of when the
employee exercises the options,
their employment ceases or seven
years after the shares or rights were
acquired. This option removes
the need for the start-up to value
the securities at the time they
are granted. The $1,000 tax-free
concession would not apply under
this option.
Calculating the tax liability upfront
but deferring payment of that liability
until the share or option is sold
or exercised. The $1,000 tax-free
concession would not apply under
this option.
Taxing the ESS interests at the time
they are granted but at a lower tax
rate (rather than the employee’s
marginal rate). The Discussion
Paper proposes a rate of 15% for
this purpose. The $1,000 tax free
concession would apply under this
option.
Increasing the upfront concession
on the discount between value and
the amount paid at the time of the
acquisition from $1,000 to $5,000.

Under all of the above options, CGT would
continue to apply to any gains where the
shares or rights are sold. However, under
option 1 the 50% CGT discount would only
apply 12 months after the date that the
taxing point is deferred to (although no CGT
would be payable if the securities are sold
within 30 days of the taxing point).

Proposed valuation options for ESS
interests
The discussion paper notes that the
requirement to ascertain the market value
of the ESS interests at the time they are
granted increases the costs of ESS’s to startups. It acknowledges that in many cases an
independent or formal valuation is required,
which must be paid for by the company.
Accordingly, it proposes the following three
additional valuation options as alternatives to
reduce these costs and complexities:
•

A net asset backing method. Under this
method the start-up’s net asset amount
(calculated by reference to its balance
sheet) is divided by the issued shares
that have access to its capital upon wind
up. The value of each shareholder is
then calculated according to the number
of shares held.

•

Using the mechanisms provided under
AASB 2 (share based payments).

•

Alternative formula-based valuation
methodologies, such as the Monte
Carlo option pricing model and the
Binominal option pricing model.

Simplifying the creation of ESS’s
The discussion paper also acknowledges
concerns regarding the costs of
professional advisors required in
establishing ESS’s and puts forward
the possibility of developing standard/
template documents that could be used
for basic ESS’s. However, it acknowledges
that the uptake of these documents may
depend upon the guidance, promotion
and support offered to start-ups in
relation to the documents.
The paper also recognises the impact of
the fundraising regulations and disclosure
requirements under the Corporations
Act in relation to the offering of interests
under ESS’s. To this end it notes that
ASIC is currently reviewing the relief it
has provided in Regulatory Guide 49:
Employee Share Schemes, with a view to
possibly broadening the ambit of the relief
offered under this guidance.

Submissions
Submissions on the discussion paper
closed on 31 August 2013 and it was
expected that Treasury was to report
back to the Government on the
outcome of the submissions and review
by December 2013. However, with
the recent change in Government, at
this stage it is unclear whether the new
Abbott Government will proceed with the
review in its current form and whether
the previously stated timelines will be met.
For further information contact:
Craig Yeung, Partner
t +61 8 8205 3435
cyeung@piperalderman.com.au
Jarrod Wilksch, Associate
t +61 8 8205 3433
jwilksch@piperalderman.com.au
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Is it pozible to kickstart your business in this
economic environment?
Crowd funding is fast emerging as a viable alternative capital raising strategy for
start-up businesses in a difficult economic environment. Associate, Rohan Pardasani
and Law Clerk, Philip Chow discuss the growth of this phenomenon and provide
some practical suggestions for entrepreneurs considering this relatively new model of
fundraising.
Conducted online through websites such
as the US based, kickstarter.com, or its
Australian competitor, pozible.com.au,
crowd funding provides entrepreneurs
with an online platform to pitch their new
business projects to a large pool of casual
online investors. This type of fundraising is
expected to raise approximately US$3bn
in 2013.
A crowd funding platform invites investors
to contribute small sums to support and
develop projects pitched on the website
by way of donations or, more commonly,
upfront payments from investors in
exchange for the goods or services
which the entrepreneur is seeking to
commercialise at the end of the project
(rewards). For example, a project pitched
on kickstarter to develop a smart phone
controlled light bulb was backed by
thousands and raised US $1.3m. In that
case, investors received a light bulb as
the reward for a minimum investment
of US$69. Recently, an Australian
company, Gordagen Pharmaceuticals,
launched a campaign on the RocketHub
crowd funding platform to raise funds
for clinical trials of an over-the-counter
pharmaceutical product.
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Notwithstanding the immense potential to
raise significant capital with minimal upfront
cost, Australian entrepreneurs should be
aware of the legal implications of crowd
funding.
Individual crowd funding platforms have
their own legal terms and conditions.
Entrepreneurs need to ensure that they fully
understand the legal implications of those
terms and conditions. For example, the
website terms and conditions for kickstarter
and pozible require “project creators” to
ensure all rewards which may be promised
to investors are eventually provided. That is,
the provision of a reward to an investor is
not intended to be a speculative proposition.
If a project creator is unable to provide a
reward to a particular investor or a group
of investors, the project creator may be
required under the terms and conditions
to offer a refund to such investors of their
initial contribution. This may mean that
some crowd funding platforms may not be
suitable for projects where there is a risk
that goods or services may not be able to be
developed.
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Additionally, rewards provided through
crowd funding platforms will still be
subject to consumer protection laws such
as the Australian Consumer Law. For
example, entrepreneurs may be required
to guarantee that their rewards are ‘of
acceptable quality’ and comply with
product safety and labelling requirements.
Entrepreneurs should also make certain
that their investor pitch on the crowd
funding platform and any subsequent
interactions with investors are not likely
to mislead or deceive. In this regard,
successful project creators often provide
updates to their investors and are honest
and upfront about the difficulties faced (or
which may be faced) at various stages of a
reward’s commercialisation.
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Some overseas crowd funding platforms
permit more traditional fundraising
methods such as allowing entrepreneurs
to recognise investor contributions as a
loan or, alternatively, as a form of equity
in the entrepreneur’s project or business.
However, Australia is yet to establish a
regulatory regime to deal appropriately
with debt and equity crowd funding
models. Recently, ASIC has warned
that projects funded by a crowd funding
website could be a managed investment
scheme if funds contributed are pooled or
used in a common enterprise to produce
financial benefits or benefits consisting of
interests in property for the contributors.
Similarly, equity crowd funding models
and may require the preparation of a
disclosure document in order to satisfy
the requirements under the Corporations
Act for fundraising. This uncertainty has
prompted the government to request a
review of equity-based crowd funding by
the Corporations and Markets Advisory
Committee. Although CAMAC’s review
will not be completed until April 2014, it
may choose to recommend that Australia
follows the US example which exempts
equity-based crowd-fundraisers from the
US securities compliance regime if less
than $1m is raised in a 12 month period.
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Beyond the above legal implications,
entrepreneurs should also take into account
other practical considerations. Raising capital
is usually not a one-off event. Businesses
adopting the crowd funding model may have
difficulty obtaining additional funds from
traditional sources as investors may be less
inclined to fund a project that is restrained
by commitments to provide rewards.
Despite the attractiveness of crowd
funding, individuals and companies must
carefully consider the legal ramifications
and commercial risks involved in crowd
funding. This is further complicated by the
legal uncertainty of crowd funding schemes
in Australia. While kickstarting your business
is very much possible, businesses must tread
with utmost care.
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For further information contact:
Rohan Pardasani, Associate
t +61 3 8665 5530
rpardasani@piperalderman.com.au
Philip Chow, Law Clerk
t +61 3 8665 5547
pchow@piperalderman.com.au
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Court upholds the removal of a unitholder by
other unitholders
A recent Supreme Court of Victoria decision demonstrates the reluctance of Courts
to imply a duty of good faith or reasonableness in commercial contracts, particularly
where the duty would conflict with unqualified broad powers expressly included
in the contract. Senior Associate, Bianca Battistella and Law Graduate, Liberty
Privopoulos discuss the decision.
Arhanghelschi v Ussher [2013] VSC
253
Facts
Dr Arhanghelschi and four other
radiologists conducted a radiology
business through a unit trust.
Specifically:
•

Each doctor was a director and
shareholder of a company which
acted as trustee for a unit trust, and
which provided radiology services to
Ballarat Health Services.

•

Each doctor was also separately
employed by Ballarat Health Services.

•

The trustee of the family trust of each
doctor held 20% of the units in the
trust.

•

Dr Arhanghelschi’s units were held
by a company, Cladwyn Pty Ltd, as
trustee for his family trust.

•

The relationship between the
unitholders was governed by a
unitholders deed.
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The dispute concerned the exercise of a
broad discretion by every unitholder, other
than Cladwyn, pursuant to a specific clause
in the unitholders deed that permitted a
majority of unitholders to give notice to
another unitholder stating that they wished
for that unitholder to cease its involvement
in the business; and further, to procure that
the trustee redeem, cancel or purchase that
unitholder’s units for $1 per unit.

Dr Arhanghelschi and Cladwyn claimed
that in exercising their discretion under the
unitholders deed, the majority unitholders
were required to act rationally, reasonably
and fairly considering the interests of the
parties. They further claimed that the
actions of the doctors, in their capacity
as directors of the trustee, constituted
oppressive conduct under the Corporations
Act.

The majority unitholders gave notice to
remove Dr Arhanghelschi from the business
and procured that the trustee request that
Dr Arhanghelschi take all action and sign
all documents necessary to redeem and
cancel the units held by Cladwyn for $1.00
per unit. Dr Arhanghelschi was also asked
to resign from his positions as a director of
the trustee and as an employee of Ballarat
Health Services. No reasons were given by
the majority unitholders for the removal of
Dr Arhanghelschi and Cladwyn.

Decision

9

Implied duties
Justice Ferguson dismissed the plaintiffs’
claim that the majority unitholders were
under an obligation to act rationally,
reasonably and fairly considering the
interests of the parties, in exercising their
discretion under the unitholders deed to
exclude Dr Arhanghelschi from the business.
Her Honour also held that an obligation of
good faith was not to be implied into the
unitholders deed, as this would be at odds
with the unqualified power of a majority of
unitholders to remove another unitholder,
which necessarily permitted those
unitholders to act in their own self-interest.
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Justice Ferguson reasoned that the
unitholders deed must be construed using
an objective approach to ascertain the
intention of the parties as expressed.
The words in the relevant clause, in her
Honour’s opinion:
•

were clear and unambiguous, and

•

did not require the majority
unitholders to give reasons if they
determined that they wished to
remove a unitholder and associated
director from the business.

This was held to be the case despite the
lack of an adjective, such as ‘absolute’,
to describe the discretion. Rather, it was
suggested that words of limitation would
have been included in the unitholders
deed had the unitholders intended to limit
the broad discretionary power.
The presence of other general obligations,
including an obligation to conduct the
business in “a proper and efficient
manner” did not qualify the broad
discretion of the majority unitholders.

Oppression

Comments

Justice Ferguson also dismissed the plaintiffs’
oppression claim, on the basis that the
trustee’s affairs were not conducted
oppressively to, unfairly prejudicially to, and
were not unfairly discriminatory against,
Dr Arhanghelschi in his capacity as a
shareholder.

This decision highlights the Courts’
reluctance to imply a duty of good faith
or reasonableness into commercial
contracts, particularly where such a
duty would be inconsistent with express
powers.

In reaching this conclusion, her Honour
reasoned that:
•

The doctors structured their business
through a unit trust and chose to
regulate their relationship primarily
through the unitholders deed.

•

Dr Arhanghelschi had received legal
advice regarding, and understood the
effect of, the unitholders deed.

•

The majority unitholders acted to
implement the agreed method set out in
the unitholders deed for the removal of
a unitholder for nominal value, and the
trustee simply acted in accordance with
the agreed terms of the deed.

Importantly, it should not be assumed
that a party to a contract is obliged
to have regard to the interests of the
other parties in exercising its powers
and discretions under the contract,
simply by virtue of their relationship.
If parties wish to impose limits on the
exercise of broad discretionary powers
(including requirements of good faith or
reasonableness), those limitations should
be expressly provided for in the contract.
Finally, this decision also serves as
a reminder of the importance for
contracting parties to ensure, when
entering into business ventures with
others, that:
•

the contract governing their
relationship adequately provides
for exit mechanisms that address all
contingencies, and

•

each party understands the practical
effect of, and is comfortable with,
the potential application of those
provisions.
For further information contact:
Bianca Battistella, Senior Associate
t +61 8 8205 3406
bbattistella@piperalderman.com.au
Liberty Privopoulos, Law Graduate
t +61 8 8205 3425
lprivopoulos@piperalderman.com.au
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