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1. Introduction

It is almost forty years since Professor Adolf Berle wrote his seminal
article entitled “The Theory of Enterprise Entity”! in which he attempted
to articulate a general theory capable of systematizing the disparate rules
governing ‘‘de facto’”’ corporations and *‘piercing the corporate veil’’ under
American corporation law. Berle argued that there were a steady and grow-
ing number of disputes before the courts for which the traditional concept
of corporate personality was incapable of providing an appropriate solu-
tion because it failed to recognize the underlying factual relationships ob-
taining between the corporate economic entity and both its shareholders
and outsiders such as employees or creditors.? In such cases the courts
were forced to fashion ad hoc solutions by either recognizing the existence
of corporate personality before it had been formally granted by the state
(the “‘de facto” corporation cases) or, conversely, disregarding the corpo-
rate personality altogether (the veil piercing cases). From this evidence
Berle deduced that the courts were increasingly beginning to regard the
corporation as “an enterprise bounded by economics, rather than as an
artificial mystic personality bounded by forms of words in a charter, min-
ute books, and books of account.””?

While this theory of “‘enterprise entity’” has had a considerable influ-
ence upon American courts and legislators, it does not appear to have
taken root to any great extent in Anglo-Canadian jurisprudence. Despite
the efforts of Professor Berle and a handful of British and Canadian com-
mentators,* the traditional notion of corporate personality appears to
have successfully resisted assimilation into the wider concept of enter-
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prise. Thus Canadian courts still continue to pay great respect to the sanc-
tity of the corporate personality, often insisting that the corporate veil
should only be lifted or pierced in order to prevent fraud or improper con-
duct, or where the corporate entity is merely a sham, alter ¢go or agent of its
incorporators.® Even when, in particular instances, the concept of enter-
prise is used to justify lifting the corporate veil, the court is often at pains to
point out that this is done for exceptional purposes only, and that for all
other purposes the corporate personality must be respected.®

This rather conservative approach to the problems raised by the the-
ory of corporate personality is largely the result of the deference still ac-
corded to the House of Lords’ decision in Salomon v. Salomon and Company,”
which has tended to preclude the possibility of re-examining the corporate
entity doctrine. Thus, most academic commentary on the nature of corpo-
rate personality continues to regard the corporate entity principle as the
norm, and the veil piercing cases as exceptions.® The difficulty with this
approach is that it tends to obscure the underlying policy issues confront-
ing the courts in determining whether or not to lift the corporate veil and
disregard the corporate personality. As a result, courts have found it diffi-
cult to articulate a clear doctrinal basis for their decisions. The various
bases which have been used are largely result-oriented and rarely assist as a
guide to predicting when and under what circumstances another court will
be prepared to lift the corporate veil in future cases. Even the terminology
employed by the courts tends to highlight the exceptional nature of the
phenomenon. The expressions “‘veil piercing” or “‘pcering under the cor-
porate veil”” have an almost mystical quality which suggests an activity un-
dertaken at some peril.

The aim of this article is to examine one aspect of corporate organiza-
tion pursuant to which the implications of the traditional corporate per-
sonality doctrine are thrown into very sharp relief, namely, the relations
between parent, subsidiary and affiliated corporations within a corporate
group. This is an area of corporate organization which has assumed in-
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creasing significance in view of the continuing trend towards corporate
concentration, but which has received surprisingly little attention from

" Canadian legal scholars.® Yet the phenomenon of group organization
raises issues which are fundamental to the debate over corporate personal-
ity, since the essence of group organization involves the integration of in-
dividual corporate entities within a larger economic enterprise repre-
sented by the group as a whole.

The thesis of this article is that the traditional corporate entity doc-
trine provides an inadequate model for dealing with many of the
jurisprudential issues posed by the creation of complex corporate groups
which are are often conceptually different from the problems that tend to
arise within a single independent corporate entity. At issue in cases involv-
ing group organization is not simply whether the corporate entity is used
as a “‘sham,” “alter ego”’ or even as the agent of its corporate shareholders
(although this is often the manner in which such cases are presented to the
courts), but rather the extent to which the courts or the legislature should
give effect to the underlying legal and economic relationships which exist
between related corporations within a group. Difficult conceptual prob-
lems inevitably arise if the traditional legal understanding of the corpora-
tion is at odds with the reality of the nature of the group organization. To
focus solely on the legal independence of the individual corporations
within a group without also taking into consideration the legal, financial,
commercial and managerial links which exist between related corporate
entities obscures the reality of the group enterprise and leads to improper
legal analysis. In such cases it is submitted that the courts should — and in
fact, do on occasion'® — shift the focus for legal analysis to the level of the
enterprise as a whole, rather than constrain themselves by application of
the legal entity doctrine. It is suggested that this approach is more consis-
tent with the reality of group organization, and furthermore, allows the
courts and legislators to deal with the jurisprudential questions posed by
group organization within a broader context than is presently permitted
by the traditional legal entity doctrine.

The present discussion will not attempt a survey of the various meth-
ods used by the courts to pierce the corporate veil in relation to parent-
subsidiary-affiliate cases. Rather, my analysis will concentrate on corpo-
rate group structure as a form of legal and economic organization, and the
legal challenges posed by this form of corporate organization. Particular
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attention will be focussed on the problems of minority shareholders and
creditor protection within a group, and the utility of the traditional model
of corporate governance within a group context. My intention is not to
find definitive answers to specific legal questions, but rather to direct at-
tention to those areas of corporate and bankruptcy law wherein the tradi-
tional corporate entity doctrine fails to correspond to the actuality of
group organization, and the jurisprudential problems created by this di-
vorce of legal theory from economic reality.

II. The Nature of Group Organization

The standard model of the corporation which is familiar to every law
student is that of a small incorporated family business, much like that of
the celebrated Mr. Salomon, who incorporated a company to which he
transferred his now famous boot and shoe business. Mr. and Mrs. Salomon
and their five children were the sole shareholders. The virtues of this
model are its simplicity and flexibility. The corporation is a separate legal
entity distinct in law from its shareholders, with full capacity to own prop-
erty, to sue and be sued in its own name, and to contract its own debts and
liabilities. The shareholders retain control over the business of the corpo-
ration through their power to appoint the board of directors and at the
same time are insulated from any personal liability beyond the capital they
originally subscribed in the event that the corporation becomes insolvent.

As Galbraith points out, however, the reality of the modern large busi-
ness corporation departs sharply from this model.!' Nowhere is this more
apparent than with respect to the legal structure of the corporate enter-
prise. Most large business enterprises are in fact organized in the form of a
complex network of interrelated corporations linked by common owner-
ship and control ties, and often under the control of a single parent or
holding corporation which is at the apex of the corporate pyramid and co-
ordinates the financial and investment strategies for the group as a
whole.'? This mode of corporate organization frequently achieves its most
developed form within the context of a large multi-national enterprise
which may consist of a network of literally hundreds of corporations
worldwide.'® However, the advantages of this form of corporate organiza-
tion are not limited to the international sphere. Group structures appear
to be common in all developed western legal systems.*

The prevalence of this form of corporate organization in Canada is
apparent from an examination of various corporate directories, for exam-
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pean Law, supra, note 4.
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ple, Statistics Canada’s Intercorporate Oumership'® which contains over 600
pages detailing the intercorporate ownership and control links among
over 85,000 corporate entities in Canada. The significance of corporate
group structures was also stressed in the Bryce commission report on cor-
porate concentration.'® While eschewing any detailed investigation of the
intercorporate links which exist within Canadian corporate groups, the re-
port did note that in 1975, 22% of the leading non-financial corporations
in Canada were wholly-owned subsidiaries of foreign-owned corporate
parents,'” while a further 26% were members of corporate groups con-
trolled by other corporate parents.'® Moreover, virtually all the corpora-
tions listed among the top 100 non-financial corporations in Canada were
themselves parent corporations of networks of wholly-owned subsidiaries
and affiliates.'® Further research indicated that the 361 leading Canadian
non-financial corporations were linked directly or indirectly through
ownership ties with approximately 5,305 companies.?

The intercorporate relationships which exist within such large corpo-
rate groups are often extremely complex. For example, Canadian Pacific
Ltd. is at the apex of a complex corporate pyramid consisting of over 180
Canadian subsidiaries and affiliates and a further 140 foreign subsidiaries
and affiliates, many of which are held at five, six, seven or more removes
from the principal holding company through a series of intermediate af-
filiates and holding corporations.?! Similarly, the group controlled by the
Edward Bronfman Trust consists of a diverse network of over 170 corpora-
tions, many of which are large corporations in their own right (such as
Noranda Inc.) and in turn themselves control over 140 subsidiaries and af-
filiates.?? The same is true of other large conglomerate groups in Canada.??
On a more regional level, one of the largest privately held enterprises in
Canada is the Irving Group which consists of over 160 separate corpora-
tions operating primarily in the Maritime provinces and Quebec. Over 75
of these corporations are wholly-owned by K.C. Irving Ltd. or through in-
termediate holding companies in the group.?*

This form of corporate organization is not unique to the largest cor-
porations in Canada. Many privately-held small or medium-sized enter-
prises are also structured in the form of a group of related corporations
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under the common control of the same individual or group of individual
shareholders.?? Indeed, Tom Hadden, one of the few explorers in this eso-
teric borderland between law and economics, notes that the traditional
model of the corporation as a single independent operating company is
now the norm for only the smallest family businesses.

Little research has been conducted regarding the reasons why group
organization plays such a prominent role in Canadian corporate life. What
evidence there is points to a variety of factors.?’ Frequently, the creation of
complex group structures is a product of the process of corporate concen-
tration. Alternatively, group structures may result from a process of inter-
nal expansion or reorganization of an existing corporate enterprise. Also,
there may be a variety of legal, fiscal or commercial reasons for organizing
an enterprise in the form of a number of related corporate entities under
common control and management rather than operating through a single
corporate entity.

One of the major advantages of the group structure is its flexibility.
The legal structure of a corporate enterprise may be fashioned in such a
way as to minimize legal or regulatory control over its activities, while still
allowing strategic control to be exercised over investment, marketing or
internal group financing decisions affecting the group as a whole.”® At the
same time, the principle of limited liability ensures that each corporation
is insulated from any liability for the debts or obligations of any associated
corporation, thereby reducing the financial risks for the enterprise as a
whole in the event that any individual corporation becomes insolvent.?

Fiscal considerations may also play a significant role in the formation
of complex corporate structures. This is particularly evident in the context
of a multinational group enterprise with operating subsidiaries in several
different tax jurisdictions. By manipulating the terms of intercorporate
sales, services and financial transactions between various affiliated corpo-
rations in different tax jurisdictions, it may be possible to ensure that a
larger proportion of group profits are earned in low tax jurisdictions,
thereby achieving substantial tax savings for the group as a whole. The im-
plications of such transfer pricing techniques for national tax and compe-
tition authorities raise complex jurisdictional questions which cannot

25.  See, e.g., the complex corporate structure reviewed by the court in De Salaberry, supra, note 10.
26. Hadden, supra, note 4 at 1.

27.  Butsee Hadden, ibid. at 8-15; T. Hadden, R.E. Forbes & R.L. Simmonds, Canadian Business Organiza-
tions Law (Toronto: Butterworths, 1984) at 617-620;].T. Burnett, *‘A Classic International and Mega
Insolvency: A Case Study” in Meredith Memorial Lectures, McGill University (Toronto: De Boo, 1986) at
307-325. The best study of the use of complex holding company structures in the United States
remains that of ].C. Bonbright & G.C. Means, The Holding Company (New York: McGraw Hill, 1932)
esp. at 11-21 and 30-43.

28.  See Hadari, supra, note 12 at 760-761 and ].P. Griffin, “The Power of Host Companies Over the
Multinational: Lifting the Veil in the European Economic Community and the United States’
(1974) 6 Law & Pol. in Int. Bus. at 375-381.

29.  For example, see Walkovszky v. Carlton, 18 N.Y. 2d 414, 223 N.E. 2d 6, 276 N.Y.S. 2d 585 (Ct. App.
1966); Clarkson, supra, note 5; W.O. Douglas and C.M. Shanks, “Insulation From Liability Through
Subsidiary Corporations’’ (1929-30) 39 Yale LJ. 193. See further text infra, V. Creditor Protection
and Corporate Insolvency.
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readily be resolved by reference to the traditional legal entity doctrine.®
This has led to attempts at both national and international levels to formu-
late appropriate legal criteria governing the extra-territorial application
of national laws to foreign affiliates within a multinational group.?!

The flexibility of group organization may also pose difficult legal
problems in the domestic sphere. In the labour law field, for example,
labour tribunals have often been confronted with questions concerning
the succession of collective agreement obligations in the event of a corpo-
rate reorganization or amalgamation involving related corporate enti-
ties.>? Similarly, regulatory officials in Canada and the United States have
often been faced with complex legal and policy questions resulting from
the use of a holding company device to combine both regulated and un-
regulated corporate activities under a single corporate umbrella which is
not subject to regulatory control.®?

A recent example of this was the reorganization of the Bell Canada
group in 1982. The stated objective of the reorganization was to improve
managerial flexibility by removing several of the existing subsidiaries of
Bell Canada Ltd. from the regulatory control of the CR.T.C,, thereby ena-
bling them to enter into new fields of business without fear of regulatory
intervention. Under the reorganization plan, shareholders of Bell Canada
Ltd. were offered shares in a newly formed holding company (Bell Canada
Enterprises Ltd.) in return for their shares in Bell Canada Ltd., which com-
pany thereby became a subsidiary of Bell Canada Enterprises Ltd. At the
same time, certain of Bell Canada Ltd.’s former subsidiaries — including
Northern Telecom Ltd. and Bell Communications Systems Inc. whose
combined assets totalled over $2 billion — became subsidiaries of Bell
Canada Enterprises Ltd. and thus were beyond the regulatory purview of
the CR.T.C.

The complex issues raised by this corporate reorganization prompted
the introduction into Parliament of proposed legislation to increase the
regulatory powers of the C.R.T.C. to oversee all the communications-re-

30.  See, e.g., Dominion Bridge, supra, note 10; Spur Oil Ltd. v. The Queen (1981), 42N.R. 131, 1981 C.T.C.
336 (F.C.A.D.). See generally C.M. Schmitthoff, “Multinationals in Court’ (1972) J.B.L. 103 at
106-111; EJ. Cohn and C. Simitis, “‘Lifting the Veil in the Company Law of the European Conti-
nent” (1963) 12 Int. & Comp. L.Q. 189; Griffin, supra, note 28; Wooldridge, supra, note 4; C.D. Wal-
lace, Legal Control of Multinational Enterprises (The Hague: Martinus Nijhoff, 1983).

31.  See Griffin, supra, note 28; Wallace, ibid.; Robert Thompson, *“United States Jurisidction Over For-
eign Subsidiaries: Corporate and International Law Aspects” (1983) 15 Law and Pol. in Int. Bus. 319.

32.  See,e.g. Walters Lithographing Company Ltd., et al. (1971), [1971] O.L.R.B. Rep. July 406; Industrial-Mine
Installation Ltd. (1972), [1972] O.L.R.B. Rep. Oct. 1029; Dominion Stores Ltd., supra, note 10. Most Ca-
nadian jurisdictions explicitly provide labour boards with discretionary jurisdiction to find that
two or more businesses are related employers for labour relations purposes. See Labour Code,
R.S.B.C. 1979, c. 212 s. 37; Canada Labour Code, R.S.C. 1970, c.L.-1, as.am. S.C. 1972, c. 2, 5. 133; Labour
Act, RS.A. 1980, c. L-1, as am. s. 133 & 133.1; Labour Relations Act, C.C.SM., c. L-10, as am. s. 50,
Labour Relations Act, R.S.0. 1980, c. 228, asam. s. 1(4); Labour Act, RS.P.E1. 1974, c.L-1,asam., s. 7(3).
See generally, G.W. Adams, Canadian Labour Law (Aurora, Ont.: Canada Law Book, 1985) at
423-431.

33.  SeeBonbright & Means, supra, note 27 at 149-222 & 319-336; R.C. Clark, *The Regulation of Finan-
cial Holding Companies™ (1979) 92 Harv. L. Rev. 789. See also Atco, supra, note 10.
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lated activities of the group.® This legislation was motivated by concerns
that the corporate reorganization might have an adverse impact on tele-
phone rates charged to Bell Canada subscribers as a result of transfer pric-
ing agreements entered into between Bell Canada Ltd. and its unregulated
affiliates. This proposed legislation in turn highlights a crucial problem
which is central to the debate concerning the regulation of group activi-
ties, namely: To what extent should it be left to the controllers of a group
enterprise to determine the scope of regulatory control over that group’s
activities simply by juggling the intercorporate ownership links between
related corporations in the same group?

It should be apparent from this brief survey that there exists a signifi-
cant gulf between the traditional legal model of the corporation asan inde-
pendent legal entity and the economic reality of group organization. From
a legal perspective a group has no separate existence under Canadian law.
Each corporation in a group must be managed as an independent entity,
even if wholly-owned and controlled by another corporation.®® In prac-
tice, however, this legal model often bears little or no relation to the reali-
ties of corporate control within an integrated corporate group. Conse-
quently, Landers argues that corporate decision-making within a
multi-corporate enterprise will normally be directed towards the overall
return on investment for the enterprise as a whole, rather than for each
individual subsidiary.3® Indeed, there may be good commercial or fiscal
reasons for operating an individual subsidiary at a loss or as a dormant
company.?” Moreover, as Prentice points out, there is no compelling rea-
son why the internal managerial or financial organization of a group
should correspond with its formal legal structure.®® In fact, subsidiaries
may be incorporated for purely legal or fiscal purposes and may enjoy no
real existence separate from that of their parent corporation other thanin
name.

Even within a more decentralized group where individual subsidiar-
ies operate as independent profit centers, there may be little correlation
between the internal managerial and control structure of the group and
the formal legal model of the independent profit centres. Through its
power to appoint the members of the board of directors of each subsidiary,
a parent corporation will often be in a position to influence the manage-
ment and investment policies of its shareholders. In such circumstances,

34.  Bill C-19, An Act Respecting the Reorganization of Bell Canada, first reading December 20, 1984, second
reading April 15, 1985.

35.  SeeCharterbridge Corp. Ltd. v. Lloyds Bank Ltd. (1968), [1970] 1 Ch. 62, [1969] 2 All E.R. 1185; Assiniboia,
supra, note 5; Lonrho Ltd. v. Shell Petroleum Co. Ltd. (1980), [1980] Q.B. 358, {1980} 2 W.L.R. 367 (C.A.),
aff'd (1980), [1980] 1 W.L.R. 627, 124 Sol. J. 412 (H.L.).

36. JM. Landers, “‘A Unified Approach to Parent, Subsidiary & Affiliate Questions in Bankruptcy”
(1975) 42 U. Chi. L. Rev. 589 at 591; also Hadden, supra, note 4 at 8-19 & Appendices I-IV.

37. Landers, ibid. at 591; Hadden, ibid. at 9-18.
38.  Prentice, supra, note 4 at 103.
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the ability of each individual subsidiary to operate as a truly independent
economic unit is at best likely to be limited.*

It is sometimes contended that this theoretical gulf between the legal
model of the corporation as an independent entity and the economic in-
terdependence which results from group organization may be more ap-
parent than real. Thus, many corporate theorists tend to regard parent,
subsidiary and affiliate relationships as simply a variant of the typical one
person corporation situation with which the courts are already familiar.*
It is arguable, however, that the flexibility and opportunities for abuse
which are inherent in multi-corporate group structures may give rise to
complex jurisprudential problems which are not susceptible of analysis
under the traditional legal entity model. For example, the ability of related
corporate entities to transfer assets within the group by means of intercor-
porate loans or transfer pricing techniques may create risks for minority
shareholders and/or creditors in the event of a corporate insolvency.*!
Similarly, the functional integration of individual subscribers and affili-
ates within a wider group enterprise poses a challenge to the traditional
legal model of corporate accountability and control, particularly where
the interests of minority shareholders and creditors are at stake.” The
limitations of the corporate entity doctrine also become apparent when
courts are faced with attempts by a group enterprise to circumvent regula-
tory or contractual constraints on its activities by restructuring its organi-
zation.®®

Faced with such issues, continued judicial reliance on the traditional
legal entity doctrine as a tool for analysis amounts to a form of legal myo-
pia. This raises the question of whether existing legal principles can be
adapted to deal with the legal challenges posed by group organization, or
whether in fact there is a need for a new legal paradigm which takes into
account the economic interdependence that is at the heart of group or-
ganization.

III. Corporate Control and the Traditional Model of
Corporate Governance

A board of directors in the embattled and entangled eighties
finds itself in a complex system that the original concepts of in-

39. See Hadden, supra, note 4 at 14-16. See also T.W. Walde, “‘Parent-Subsidiary Relations in the Inte-
grated Corporate System: A Comparison of American and Geman Law’’ (1974) 9 /. Int. L. and Econ.
455 at 485-488; Landers, supra, note 36; (But cf. R.A. Posner, “The Rights of Creditors of Affiliated
Corporations’ (1976) 43 U. Chi. L. Rev. 499).

40. See, e.g., C.A. Masten, ‘“One Man Companies’ and Their Controlling Shareholders’’ (1936) 14 Can.
B. Rev. 663; Bonham and Soberman, supra, note 8; H.W. Ballantine, ‘‘Separate Entity of Parent and
Subsidiary Corporations’ (1925) 14 Calif. L. Rev. 12 at 20; Welling, supra, note 8 at 127-140.

41,  Per Hadden, supra, note 4 at 15-18 and A.A. Berle, Jr., “Subsidiary Corporations and Credit Ma-
nipulation’ (1927-1928) 41 Harv. L. Rev. 874.

42,  Hadden, ibid. at 12-14 and 20-22. See further text infra, III. Corporate Control and the Traditional
Model of Corporate Governance.

43.  Supra, text at notes 32-33 and the cases cited therein.
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corporation did not envision when the ground rules for corpora-
tions were established. Most statutory guidelines are antiquated
with respect to prescribing the true nature of governance. Many
states still charge the board with the “managing function,” rather
than directing or governing. And this difference is more than se-
mantic. The authors of existing laws and regulations were not
faced with the complexities and interdependencies that pertain
to institutions as they now exist.**

This quotation from an American corporate theorist is illustrative of
the growing interest among academics in both the nature and composition
of boards of directors, and the role of the board in a corporation’s legal
fabric. Writers like Mace* and Eisenberg*® have examined the nature and
function of corporate boards with a view to developing a normative model
of corporate governance. Reform of the board has also been widely re-
garded as a means of achieving greater accountability and control over
corporate decision-making, thereby securing a greater measure of corpo-
rate social responsibility.*’ To a large extent, however, recent debates over
the role of the board have continued to view the corporation as an inde-
pendent entity and have not focussed much attention on the position of
directors of subsidiary and affiliate corporations within corporate group
structures. This approach perhaps reflects a widespread but rarely articu-
lated perception that the position of directors of subsidiary corporations
is atypical and need not correspond to the received model of corporate
governance.*

This perception is confirmed by T. W. White’s recent study of the role
of directors in corporate decision-making in Canada.*® White sought to ob-
tain data on the composition of boards of directors, how they actually
function, and their role in corporate decision-making in both large and
small corporations by examining a sample group of 28 corporations
drawn from a study group of 528 manufacturing corporations from South-

44.  RobertK.Mueller, The Incomplete Board: The Unfolding of Corporate Governance (Lexington, Mass.: Lexi-
ngton Books, 1981) at 36.

45.  Myles L. Mace, Directors: Myth & Reality (1971).
46. M.A. Eisenberg, The Structure of the Corporation: A Legal Analysis (Boston: Little, Brown, 1976).

47.  SeeA.Chayes,'‘The Modern Corporation and the Role of Law” in E.S. Mason, ed., The Corporation in
Modern Society (Cambridge, Mass.: Harvard University Press, 1960) 25 at 38-45; E.V. Rostow, “To
Whom and For What Ends is Corporate Management Responsible?”’ ibid. at 46; V. Budney, “The
Independent Director: Heavenly City or Potemkin Village’” (1981-82) 95 Harv. L. Rev. 597; R. Haft,
“‘Business Decisions by the Board: Behavioural Science and Corporate Law’ (1981) 80 Mich. L. Rev.
1. See also the discussion of the role of directors in the Report of the Royal Commission on Corporate
Concentration, supra, note 16 at 291-309.

48.  This view is acknowledged in the Report of the Royal Commission on Corporate Concentration, supra,
note 16 at 295: “If a company is a wholly owned subsidiary there is much less reason for concern
about the composition of its board. Many such subsidiaries operate, in effect, as branches or divi-
sions of the parent company and, where such subsidiaries are small, then boards of directors are
little more than a formality.””

49.  T.H.White, Power or Pawns: Boards of Directors in Canadian Corporations (Don Mills, Ont: C.C.H.Cana-
dian Ltd,, 1978). For an earlier study of the boards of 64 large Canadian corporations see W.J.
McGougall and G. Fogelberg, Corporate Boards in Canada: How 64 Directorates Function (London, Ont.:
School of Business Administration, University of Western Ontario, 1968). (I note, however, that
this study failed to differentiate corporations which were wholly or partly-owned subsidiaries
within a larger corporate group).
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western Ontario with ten or more employees. The corporations compris-
ing the sample were selected according to size, ownership and status.® De-
tailed interviews were conducted with both senior management personnel
and members of the board of directors concerning the operations of each
corporation, the role of the board, the interactions between the board and
management, and the impressions of both senior managers and directors
respecting the effectiveness of the board of directors.

Nearly half of the 172 directors interviewed were employees of the
same corporation, while a further 21.8% were employees of the corpora-
tion’s parent.*! The majority of the remaining outside directors were asso-
ciated with law firms, other manufacturing enterprises or financial institu-
tions. More than half of the directors consulted were also members of at
least one other corporate board.??

Consistent with earlier studies by Mace® and McDougall and Fogel-
berg,> White found that the legal responsibilities of directors under the
traditional legal model often did not correspond to the de facto allocation
of managerial responsibilities within most of the sample group. This was
particularly evident in the case of boards of directors of subsidiary corpo-
rations, especially where the parent corporation was foreign-owrled.55 The
research disclosed that two-thirds of independent or parent corporation
boards exercised some degree of control over corporate decision-mak-
ing.% But only 25% of the boards of subsidiaries exercised the same degree
of control.’” Moreover, White noted a tendency for corporate control
within a parentsubsidiary context to be exercised through managerial
links rather than through the subsidiary corporation’s board.’®

He reported:

Control of subsidiaries by parents is considerable, but it usually
tends to be exercised through management links rather than by
the subsidiary’s directorate. In subsidiary corporations in our
sample there is at least one senior manager in the parent who is
responsible for subsidiary operations. The chain of command
from the parent to the subsidiary is through this responsible
authority in the parent to his subordinate who heads the subsidi-
ary. This link is the control coupling for the parent, a bypass

50. Twelve of the corporations in the sample group were parent or independent corporations, and
the remaining sixteen were subsidiaries (fourteen of them wholly-owned). In addition, 50% were
Canadian-owned, and the remaining 50% were foreign-owned. White, ibid. at 30.

51.  [Ibid. at 33.

52.  Ibid. at 32-33.

53.  Supra, note 45.

54.  Supra, note 49.

55.  White, supra, note 49 at 46.
56.  Ibid. at 46.

57.  Ibid.

58.  Ibid. at 51.
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around the subsidiary’s board which in most instances is little
more than a legally-prescribed structural adornment.*®

This divorce between the legal model of corporate governance and
the actual role of boards of directors of subsidiary corporations does not
necessarily give rise to problems in cases where each subsidiary is wholly-
owned and there are no minority shareholder interests to consider.* In-
deed, the complexity of group organization requires that a clearly defined
managerial hierarchy be established in order to co-ordinate group strategy
and ensure the most efficient use of resources within a group. Serious con-
flicts of interest may arise, however, if the interests of a subsidiary diverge
from those of its parent corporation, or where there is a group of minority
shareholders whose interests do not coincide with those of the group. In
such situations the directors of a subsidiary corporation may be placed in
an invidious position. On the one hand, if the directors subordinate the
interests of the subsidiary to those of the group they risk breaching their
fiduciary duties to the corporation and possibly inviting an action brought
by minority shareholders.?! On the other hand, failure to comply with the
instructions of a parent corporation is likely to disrupt the decision-mak-
ing process within the group, and could ultimately lead to the suspension
or dismissal of the recalcitrant directors.

The lack of publicity given to conflicts of this nature tends to obscure
the frequency with which they arise. In fact, the New York Stock Exchange,
in a study published in 1965, reported that one of the three most common
conflict of interest situations affecting directors of listed corporations re-
sulted from their owning shares in one or more subsidiaries.®? No doubt
comparable conflicts would arise in situations where the directors of a par-
ent corporation held seats on the boards of one or more of the subsidiaries
in the group. Similarly, studies on the impact of direct foreign investment
in Canada have illustrated the potential conflicts of interest which may
arise between the economic concerns of a Canadian subsidiary and those
of its foreign-owned corporate parent.®®

59.  Ibid.
60.  See the Report of the Royal Commission on Corporate Concentration, supra, note 16 at 306.

61.  Selangor United Rubber Estates Ltd. v. Cradock (No.3) (1968), [1968] 1 W.L.R. 1555, [1968} 2 All E.R.
1073 (Ch.) [hereinafter Selangor]; Scottish Co-operative Wholesale Society Ltd. v. Meyer (1958), [1959]
A.C. 324, [1958] 3 W.L.R. 404, [1958] 3 All ER. 66 at 88 (H.L.) [hereinafter Scottish Co-operative];
Abbey Glen Property Corp. v. Stumborg (1976), 65 D.L.R. (3d) 235 at 278, [1976] 2 W.W.R. 1 (Alta. S.C.).
See also Rustop Ltd. v. White (1979), 36 N.S.R. (2d) 207, (sub nom. Clarkson Co. Ltd. v. White) 102D L.R.
(3d) 403, 64 A.P.R. 207 (N.S.C.A.) [hereinafter Rustop], where the directors were held to have
breached their fiduciary duty to the corporation in respect of intercorporate transactions prior to
bankruptcy in an action brought by the insolvent corporation’s trustee in bankruptcy. See also Re
Weber Feeds Ltd. (1979), 30 C.B.R. (N.S.) 97 (Ont. C.A)).

62. New York Stock Exchange, The Corporate Director and the Investing Public, cited in McDougall and
Fogelberg, supra, note 49 at 13. See also the Report of the Royal Commission on Corporate Concentration,
supra, note 16 at 306-309.

63.  See, e.g., G. Williams, Not For Export: Towards a Political Economy of Canada’s Arrested Industrialization
(Toronto: McClelland & Stewart, 1983) and J.I.W. Corcoran, *“The Trading With the Enemy Act:
The Impact of the Amended Foreign Assets Control Regulations on Canadian Corporations
Owned by Americans” (1970) 16 McGill L.J. 460.
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The reasons for this lack of publicity can only be speculated upon. No
doubt a major factor is the desire of corporate executives to preserve confi-
dentiality respecting internal corporate affairs. Accordingly, policy dis-
putes between a parent corporation and its subsidiary’s board will often be
resolved in private and will not excite much public interest or comment
unless there is some vocal opposition by an outside group (such as employ-
ees, creditors or minority shareholders) that is adversely affected by the
issue. In addition, this situation may reflect the limited role which boards
of subsidiary corporations actually play in formulating or reviewing strate-
gic policy decisions affecting the subsidiary.

On occasion, however, such disputes do come before the courts. A
case in point is the decision of the Quebec Superior Court in Carrington
Viyella Overseas (Holdings) Ltd. v. Taran® (the “Consoltex’’ case). The facts
leading up to this litigation were complex and arose out of policy disagree-
ments between the Canadian resident directors of Consoltex Canada Ltd.
(a Montreal based textile company) and its two majority shareholders (Car-
rington Viyella PLC of the United Kingdom and Toyoba Co. Ltd. of Japan)
over losses incurred by the company and the possibility of merger between
Consoltex and an American corporation (Park Place Inc.). The Canadian
resident directors — led by a Mr. Taran, the president and chief executive
officer of the corporation — called an informal directors’ meeting with the
aim of forcing Mr. Owen, a nominee of the majority shareholders, to resign
as deputy chairperson of the board and cease negotiations concerning the
possible merger. In response to this action Carrington Viyella PLC and
Toyoba Co. convened a special meeting of shareholders to remove Mr.
Taran and two of the other Canadian resident directors from the board.

The directors challenged the legality of the special shareholders’
meeting on the grounds that the meeting had been improperly convened,
and that the majority shareholders had exercised oppression by interven-
ing in the internal affairs of the corporation. In turn, the majority share-
holders alleged that the Canadian resident directors, who controlled a ma-
jority of the board, had acted oppressively in calling a meeting of the board
of directors which non-resident directors could not attend. After a lengthy
hearing lasting 20 days, the Quebec Superior Court ruled that the majority
shareholders had been oppressed by the minority.%® The majority share-
holders were therefore within their rights to convene the special share-
holders’ meeting, although the original notice of meeting should have
specified why they wished to remove the Canadian directors. As a result,
the shareholders’ meeting was allowed to proceed and the chief executive
officer and two other directors were ousted from the board. One of several
unusual features of this case was the defensive tactic adopted by the Cana-
dian resident directors to prevent their removal from the board. Often, in
adispute of this nature over corporate policy, replacement of the directors

64. (24 February 1983), Montreal 500-05-022164-824 (Que. Sup. Ct.). For a discussion of this case
see D. Kaufman, “Oppression Remedies: Recent Developments’’ in Lazer Sarna, ed., Corporate
Structure, Finance and Operations, vol. 3 (Toronto: Carswell, 1984) 67 at 99-100.

65. Kaufman, ibid. at 99.
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of asubsidiary corporation would be regarded as being within the preroga-
tive of a parent corporation.®® In the absence of legal intervention by an
outside group such as minority shareholders or creditors, this kind of oc-
currence would not normally result in much controversy.

This divorce between the legal role of corporate directors and the ac-
tual role played by boards of directors of subsidiary corporations also casts
doubt on the utility of certain statutory requirements. The Canada Business
Corporations Act®” and several provincial business corporations statutes re-
quire that a majority of the board of directors of a corporation be resident
Canadians, and that a majority of the resident Canadian directors be pre-
sent at any meeting of the board to transact business. These statutory pro-
visions were enacted in response to concerns about the degree of control
exercised by foreign parent corporations over their Canadian subsidiar-
ies. By requiring a majority of the members of the board of directors to be
resident Canadians the legislation attempts to ensure that a Canadian per-
spective will be represented on the boards of foreign-controlled corpora-
tions, and that a majority of the board members will be subject to the juris-
diction of Canadian courts.%®

However, in view of the fact that the structure of managerial decision-
making within an integrated corporate group will often bypass the subsidi-
ary’s board altogether,% it is doubtful whether these statutory require-
ments accomplish their intention. Even where the subsidiary’s board does
play a role in corporate decision-making, the absence of any statutory
mandate requiring accountability to any outside constituency other than
the corporation’s shareholders undermines the presumptive aims of the
legislation. This perhaps reflects legislative ambivalence about interven-
ing in the “private” sphere of corporate government to achieve public pol-
icy-oriented goals. Consequently, the legislative initiative to reform the
makeup of boards of directors along the lines discussed has been regarded
as mere legal formality,” rather than a constructive response to the com-
plexlegal issues posed by the formation and organization of multinational
corporate groups.”!

IV. Protecting the Interests of Minority Shareholders

If the limits of the traditional model of corporate governance are ap-
parent in dealing with parent-subsidiary relationships, the analytical and
practical problems of minority shareholder protection within a group

66. See, e.g., Hadden, Forbes & Simmonds, supra, note 27 at 634.
67.  S.C.1974-75-76, c. 33 at ss. 100(3), 109(3) and 109(4).

68. See Hadden, Forbes & Simmonds, supra, note 27 at 198,

69.  See White, supra, note 49 at 51.

70.  Ibid. at 36.
71.  For acritique of this legislative approach to reform of the board see R.W. Dickerson, ].L.. Howard
and L. Getz, Proposals for a New Business Corporations Law for Canada, vol. 1 (Ottawa: Information Can-

ada, 1971) at para. 9.
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context are perhaps even more intransigent. At common law, no distinc-
tion is made between the position of minority shareholders within a corpo-
ration which remains functionally independent and a corporation which
is part of a larger group. Yet it is clear that the tension between majority
control and the need for minority protection, which is inherent under the
traditional corporate model, can become even more acute in a group con-
text in view of the risk that the interests of a subsidiary corporation will be
subordinated to the wider economic interests of the group enterprise. In-
deed, it can be argued that the economic integration of a subsidiary corpo-
ration within a larger group enterprise may pose a fundamental challenge
to the theoretical framework supporting the principle of majority rule
which rests on the premise that both majority and minority shareholders
ultimately share a common interest in the successful operation and profit-
ability of the corporate entity.”

During the past fifteen years, in Canada the traditional common law
“rights-oriented” model of minority protection has been largely sup-
planted by a more modern statutory scheme of procedural remedies de-
signed to protect minority shareholders from oppressive or unfairly preju-
dicial conduct on the part of the majority.” The effect of these statutory
reforms, according to Welling, is that “majority rule is no longer an abso-
lute in Canadian corporate law; it is conditioned by statute-based minority
protection remedies which, in a broad range of areas, permit discretionary
judicial intervention.”’”*

Despite the specific extension of these provisions to include affiliated
corporations,” these statutory reforms make no attempt to provide a con-
ceptual framework for analysis in resolving parent-subsidiary disputes. In-
stead, it is left to the courts to work out the limits of judicial intervention
based on the existing concepts of unfairly prejudicial or oppressive con-
duct with little direction from the legislature.”® Few analytical difficulties
are likely to arise in clear cases of abuse by the majority,”” such as diverting
corporate assets to another corporate entity controlled by the majority, or
deliberately running down the business of a partly-owned subsidiary.”® In
such circumstances, minority shareholders will have access to a wide range

72.  SeeH.Wiedemann, “The German Experience with the Law of Affiliated Enterprises’ in Hopt, ed.,
Groups of Companies in European Law, supra, note 4 at 22 (noting that this is the premise underlying
the differential treatment of the interests of minority shareholders in a ‘*Konzern” under West
German law). See also Sargent, “‘Beyond the Legal Entity Doctrine: Parent-Subsidiary Relation un-
der the West German Konzernrecht,” supra, note 4 at 331-355.

73.  See Welling, supra, note 8 at 497,

74.  Ibid. at 604,

75.  See, e.g. the Canadian Business Corporations Act, supra, note 67, ss. 222(1), 231, 232(1), 234(2).

76.  SeeDickerson, Howard and Getz, supra, note 71 at para. 477 and Welling, supra, note 8 at 526-537.
See also M.A. Waldron, ““Corporate Theory and the Oppression Remedy” (1982) 6 Can. Bus. L.J.
129 at 137-152 (noting that lower level courts have adopted a liberal approach in interpreting the
scope of these statutory provisions) and Kaufman, supra, note 64.

77.  Note, e.g., Re Little Billy’s Restaurants (1977) Ltd. (1983), 45 B.C.L.R. 388, 21 B.L.R. 246 (S.C.); Selan-
gor, supra, note 61.

78.  See Scottish Co-operative, supra, note 61.
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of statutory remedies. Greater difficulties of proof are likely to occur, how-
ever, where the conflict arises as a result of corporate policies designed to
optimize the profitability of the group enterprise as a whole rather than
maximize the profitability of each individual subsidiary.” As Prentice
notes, the concepts of “‘unfairly prejudicial treatment” or “oppression”
are not particularly apt when dealing with many situations which fre-
quently arise within a parent-subsidiary context, and yet, which give rise to
legitimate fears on the part of minority shareholders.®

For example, the dividend policy pursued by corporate management
may be influenced by the financial needs of other corporations in the
group or by the fiscal position of its parent corporation, rather than by the
best interests of the subsidiary itself.3! Similarly, transfer pricing tech-
niques used to allocate profits between affiliated corporate entities, the
use of intercorporate loan guarantees as a means of internal corporate fi-
nancing,% and even the allocation of tax losses, pension plan surpluses or
investment opportunities among related corporations in a group may all
pose risks for minority shareholders in the event that the interests of an
individual subsidiary are subsumed to those of the group as a whole.8 The
difficulty facing a court in situations like these is that there may be littie or
no evidence of exploitative conduct on the part of the majority. On the
contrary, the decisions in question may be economically rational and con-
sistent with good management practice of achieving the most efficient al-
location of resources within a group. From the perspective of minority
* shareholders, however, such conduct may appear to be clearly detrimental
to the subsidiary insofar as it reduces its profitability and deprives it of suf-
ficient funds to finance further expansion.?* The courts lack adequate ana-
lytical tools for resolving conflicts of this nature. From a strictly theoretical
perspective, the courts are required to consider the exclusive interests of a
subsidiary without regard to the broader interests of the group. In prac-
tice, however, the traditional reluctance of courts to intervene in what are
viewed as internal corporate management disputes, coupled with the diffi-
culty of obtaining information on intercorporate transactions within a
group and the requirement of proof of fraudulent or oppressive conduct,
act as effective disincentives to minority shareholder suits and ensure that
few such cases come before the courts. Consequently, Canadian courts

79.  Per Walde, supra, note 39.
80. Prentice, supra, note 4 at 117,

81.  For example, see Levien v. Sinclair Oil Corp., 261 A.2d 911 (Del. Ch. 1969), modified 280 A.2d 717
(Del. S.C. 1971) [hereinafter Levien].

82. See Rolled Steel Products (Holdings) Ltd. v. British Steel Corp. (1982), [1982] Ch. 478, 1982 3 W.L.R.
715, 1982 3 All ER. 1057 (Ch.) [hereinafter Rolled Steel).

83.  Per Hadden, supra, note 4 at 15-18 and Prentice, supra, note 4 at 113. See also Note, ‘“Corporate
Fiduciary Doctrine in the Context of Parent-Subsidiary Relations™ (1964-65) 74 Yale L]. 338
[hereinafter Yale].

84. Note, e.g., the decision of Fulton ]. in Jackman v. Jackets Enterprises Ltd. (1977), 4 B.C.LR. 358, 2
B.L.R. 335 (5.C.). See also Rolled Steel, supra, note 82.
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have rarely had to address themselves to the complex conflicts of interest
which arise out of parent-subsidiary relationships.®

By way of contrast, in the United States the courts have long recog-
nized the existence of a fiduciary duty owed by a majority shareholder to
minority shareholders. Accordingly, American courts have accumulated
considerable experience in resolving disputes concerning the legitimacy
of a parent corporation’s dealings with its subsidiaries or affiliates.%® How-
ever, in seeking to apply standards of *‘fairness’ to complex fact situations
involving the utilization of assets within a group enterprise, or the alloca-
tion of consolidated tax savings or corporate opportunities, American
courts have experienced analytical difficulties similar to those facing Ca-
nadian courts in like circumstances.?” One commentator attributes this to
the fact that the American fiduciary duty test was originally developed to
prevent exploitative conduct within an independent corporate entity and
is not readily amenable to protecting minority shareholders against the
kind of risks associated with corporate conflicts of interest within an inte-
grated corporate group.®® Walde observes:

Today minority interests are not threatened so much by fraudu-
lent behaviour but by the interdependence of the subsidiary in
the parent’s organization and the correct application of a ra-
tional, profit-maximizing decision process which inherently dis-
favours the minorities. It is not so much greedy robber barons
who have to be checked; it is the [integrated corporate system]
which can claim that its profit maximizing serves the public inter-
est by optimizing resource allocation even though it is in conflict
with the minority investors’ interests.%°

He further suggests that the difficulties experienced by the courts in
applying the fiduciary duty doctrine to parent-subsidiary relationships are
in part due to the complex nature of intercorporate relationships within
an integrated corporate group.

85.  For an exceptional case dealing with the legitimacy of intercorporate relationships within a com-
plex group enterprise, see Wotherspoon et al. v. Canadian Pacific Ltd. (1979), 92 D.L.R. (3d) 545, 22
O.R. (2d) 385 (H.C.), rev’d (1982), 129 D.L.R. (3d) 1, 35 O.R. (2d) 449 (C.A.); leave to appeal to the
Supreme Court of Canada granted June 22, 1982, 37 O.R. (2d) 73.

86.  See Southern Pacific Co. v. Bogert, 250 U.S. 483 (1919); Pepper v. Litton, 308 U.S. 295 (1939) [hereinaf-
ter Pepper); Blaustein v. Pan American Petroleum & Transport Co.,293 N.Y. 281, 56 N.E. 2d 705 (Ct. App.
1944) [hereinafter Blaustein); Mayflower Hotel Stockholders Protective Comm. v. Mayflower Hotel Corp.,
173 F.2d 416 (D.C. Cir. 1949); Case v. New York Central Ry., 15 N.Y.2d 150, 204 N.E.2d 643, 256
N.Y.S.2d 607 (Ct. App. 1965) [hereinafter Casel; Meyerson v. El Paso Natural Gas Co., 246 A.2d 789
(Del. Ch. 1967) [hereinafter Meyerson}; Getty Oil v. Skelly Oil Co.,255 A.2d 717 (Del. Ch. 1969), rev'd
267 A.2d 883 (Del. 1970); Levien, supra, note 81; Trans World Airlines, Inc. v. Summa Corp.,374 A2d 5
(Del. Ch. 1977); Schreiber v. Bryan 396 A.2d 512 (Del. Ch. 1978). Generally, see Walde, supra, note 39;
Yale, supra, note 83; Note, ' The Fiduciary Duty of Parent to Subsidiary Corporation’’ (1971) 57 Va.
L. Rev. 1223; ]. Bautz Bonanno, *The Protection of Minority Shareholders in a Konzern under Ger-
man and United States Law” (1977) 18 Harv. Int. L.J. 151.

87.  See,e.g., thedecisions in Case, Levien, and Blaustein, ibid. Further, note the comments in Yale, Walde
at 465-485, and Bonanno at 165-171, ibid.

88. Walde, ibid. at 473,
89.  Ibid at 465-466.
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Each test [of fairness] is devised for control of simple transactions
in the traditionally independent corporation. In the modern [in-
tegrated corporate system], with its steady flow of goods and serv-
ices, its interactions and instructions between members of the
corporate group, and the absence of comparable market values
for the goods exchanged, no suitable test is available. The factor
producing this disability common to all the tests, however, may
be the basic premise on which the tests are based, viz., the concen-
tration of judicial scrutiny on a single corporate transaction.®

As aresult, judicial reliance on “‘arms-length’” or “independent-trans-
actor” tests to assess the fairness of intra-group transactions is often at
odds with the reality of corporate interdependence and control within an
integrated group, and thus is inadequate to protect minority interests.’! As
Walde points out, each test of fairness presupposes the existence of an
identifiable corporate interest on the part of a subsidiary which will be
protected by the courts.” However, the more closely a subsidiary is inte-
grated into the economic matrix of a group enterprise, the more difficultit
becomes for a court to identify a definable corporate interest against
which to measure the conduct of a parent corporation or the expectations
of minority shareholders. It is therefore precisely in those situations where
the interests of a subsidiary are most completely subsumed under and
identified with those of the group enterprise that the courts will experi-
ence the greatest difficulty in formulating appropriate standards for pro-
tecting minority interests.%

The absence of clear standards against which to judge the fairness of
intra-group transactions means that the initial allocation of the burden of
proof of fairness or unfairness will often be determinative of the issue at
hand.® This is well illustrated by the litigation in Levien v. Sinclair Oil Co.,*
a leading case on the fairness standard in parent-subsidiary relationships.
Sinclair Oil Co. was a holding company which owned 97% of the shares of
its Venezuelan subsidiary (Sinven) and nominated all of Sinven’s direc-
tors. From 1960 to 1966, Sinclair Oil caused Sinven to pay out dividends in
considerable excess of the subsidiary’s earnings® in order to ease its own
cash flow problems and finance expansion of other subsidiaries located in
different jurisdictions. Minority shareholders of Sinven brought a deriva-
tive action claiming that Sinclair Oil was in breach of its fiduciary duty and
requiring it to account for damages sustained by Sinven as a result of the
loss of corporate opportunities caused by the payment of excessive divi-
dends.

90.  Ibid. at 480.

91.  Ibid. at 469. See also Yale, supra, note 83 at 339-340 and Bonanno, supra, note 86 at 168-169.
92.  Walde, ibid. at 473-484.

93.  Ibid. See also Bonanno, supra, note 86 at 168-169.

94.  See Note, “The Fiduciary Duty of Parent to Subsidiary Corporation,” supra, note 86 at 1225 (not-
ing that in 36 of the 39 cases considered, the party carrying the burden of proof lost!)

95.  Supra, note 81.

96. Between 1960 and 1966, Sinven paid out $108 million in dividends (i.e., $38 million in excess of its
earnings during that period). Ibid. at 917 [cited to 261 A.2d 911].
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The Delaware Chancery Court held that Sinclair Oil owed a fiduciary
duty to Sinven and that, because of the control exercised by Sinclair Oil
over the appointment of its subsidiary’s directors, the relationship be-
tween the two corporations should be governed by the intrinsic fairness
test. Under this test the onus was placed on Sinclair Oil to prove that its
transactions with Sinven were objectively fair. It was not able to discharge
this burden, and accordingly, the court found in favour of the plaintiffs.97

On appeal, the Delaware Supreme Court held that despite the exis-
tence of a fiduciary duty owed by Sinclair Oil to Sinven, the intrinsic fair-
ness standard should only be applied where — in addition to control exer-
cised by a parent corporation over its subsidiary — there is also evidence
of “self-dealing” by the parent.?® The Court indicated that “[s]elf-dealing
occurs when the parent, by virtue of its domination of the subsidiary,
causes the subsidiary to act in such a way that the parent receives some-
thing from the subsidiary to the exclusion of, and detriment to, the minor-
ity stockholders of the subsidiary.”’® Since minority shareholders had also
received a proportionate share of the excessive dividends paid by Sinven,
there was no evidence of self-dealing by Sinclair Oil. Consequently, it was
held that the lower court should have applied the business judgment rule
rather than the intrinsic fairness test. Under the business judgment rule, in
the absence of clear evidence of conduct amounting to fraud or gross or
palpable overreaching by the parent corporation, the court will not inter-
vene to challenge the business judgment of the parent in its dealings with
its subsidiary.!® Since the payment of dividends was in strict compliance
with Article 170 of the Delaware Corporations Code, and it could not be estab-
lished that Sinclair Oil had appropriated any corporate opportunities be-
longing exclusively to Sinven, the Delaware Supreme Court dismissed this
part of the plaintiffs’ claim.!”!

The limitations of the fiduciary duty approach in dealing with parent-
subsidiary disputes have led some commentators to conclude that an alter-
native approach to minority shareholder protection within an integrated
corporate enterprise is needed; in particular, one which focusses on the
subordinate position of minority shareholders as a class, rather than on
the fairness of individual transactions.'® This view is based on the premise
that minority shareholders within a group are in a functionally different

97.  Ibid. at 925.

98.  Supra, note 81 at 720 [cited to 280 A.2d 717).

99.  [bid. per Wolcott CJ.

100. See Meyerson, supra, note 86 and Walde, supra, note 39 at 471.

101. The Court, however, did find some evidence of self-dealing with respect to an exclusive supply
contract which Sinclair Oil had caused Sinven to enter into with another of its wholly-owned sub-
sidiaries (International), under which International agreed to purchase a certain minimum of
crude and refined oil products from Sinven at fixed prices. Accordingly, this transaction was sub-
jectto judicial scrutiny under the intrinsic fairness test and Sinclair Oil was held liable to account
to Sinven for damages incurred as a result of breach of the supply agreement by International.
Levien, supra, note 98 at 723,

102. Walde, supra, note 39 at 491; Yale, supra, note 83; Berle, supra, note 1 at 355.
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position than those in an independent corporation and should therefore
be treated differently.'®® Walde, for example, argues that minority share-
holders in a group are effectively circumstanced as involuntary creditors
who do not, however, enjoy the options of cancelling their loans or partici-
pating in the profits of the group as a whole.! He therefore advocates giv-
ing minority shareholders the right to share in group profits — either by
an option to exchange their shares in a subsidiary corporation for shares
in its parent, or through a form of preferred or guaranteed dividend —
based on the financial position of the subsidiary prior to the acquisition of
control by its parent.!%®

An alternative recommendation — and one which is more consistent
with the procedural remedy approach'® to minority shareholder protec-
tion recently adopted in Canadian business corporations legislation —
would be to extend the scope of the statutory veto or appraisal rights ac-
corded to minority shareholders of subsidiary corporations. At present,
the application of these rights is restricted to proposed changes that would
fundamentally alter a corporation’s constitution or business (for example,
an amalgamation with another corporation, or a sale of all or substantially
all of a corporation’s assets).!”” These statutory provisions are designed to
obviate the need for judicial review of the fairness or legitimacy of funda-
mental corporate changes effected by the majority, provided that dissent-
ing minority shareholders are given the opportunity to be bought out ata
fair price. However, it is arguable that the acquisition of control over a cor-
poration through a purchase of its shares is likely to result in no less funda-
mental a change to the business of the corporation than the acquisition of
control through a purchase of its assets. Following this reasoning, minority
shareholders should be entitled to a statutory appraisal right from the date
of acquisition of control by another corporation, regardless of the means
by which control is acquired. This would then place the onus on the acquir-
ing corporation to ensure that appropriate provision is made to protect
the interests of minority shareholders at the time of acquisition of control

103. Walde, ibid.; Berle, ibid. Judicial support for this view can be found in the following cases: Re Hellenic
and General Trust Lid. (1975), [1976] 1 W.LR. 123, [1975} 3 All E.R. 382 at 385-386 (Ch.D.) per
Templeman J.; Re Standard Manufacturing Co. (1984), 5 D.L.R. (4th) 697, 45 Nfld & P.E.L.R. 159 (Nfld.
S.C.T.D.). See also Carlton Realty Co. Ltd. v. Maple Leaf Mills Ltd. (1978), 93 D.L.R. (3d) 106,22 O.R.(2d)
198 at 205 (H.C.) per Steele ].; Alexander v. Westeel Rosco Ltd. (1978), 93 D.L.R. (3d) 116, 22 O.R. (2d)
211 at 221 (H.C.) per Montgomery J.

104. Walde, ibid. at 491.

105. Ibid. This proposal is broadly analogous to the statutory protection accorded to minority share-
holders in a contractual Konzern under Articles 304 and 305 of the West German Stock Corporation
Law of 1965. See Walde, ibid. at 495-499; Sargent, supra, note 72 at 340-343; Wiedemann, supra,
note 72 at 34-35.

106. The terminology is borrowed from Welling, supra, note 8 at 497.

107. See,e.g., the Canada Business Corporation Act, supra, note 67, s. 184; The Manitoba Corporations Act,S.M.
1976, c. C-40, 5. 184; The Alberta Business Corporations Act,S.A. 1981, c. B-15, s. 184; The British Colum-
bia Company Act, R.S.B.C. 1979, ¢.59, 5.231; The Ontario Business Corporations Act, S.O. 1982, c.4,5.184;
The Saskatchewan Business Corporations Act,R.S.S. 1978, c. B-10, 5.184; The New Brunswick Business Cor-
porations Act, S.N.B. 1981, c. B-9.1,5.131. Generally, see J. Magnet, “Shareholders’ Appraisal Rights
in Canada’ (1979) 11 Ottawa L. Rev. 100.
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in order to prevent the expenses associated with a large-scale exercise of
their appraisal rights.!%

The “put” provisions of section 188 of the Ontario Business Corporations
Act'® provide minority shareholders with a form of appraisal remedy once
90% of the shares of a target corporation has been acquired. Under subsec-
tion 188(2), whenever 90% or more of a class of securities is obtained by an
acquiring shareholder or its associates or affiliates, the target corporation
is required to send a notice to minority shareholders setting out the offer
price and the basis upon which it was arrived at. Minority shareholders
may then elect to accept the offer price, or apply to have the fair value of
the shares determined by the court.!!?

Undoubtedly, some would contend that extending the reach of these
provisions to cover situations where a controlling interest is acquired with
less than 90% of the shares would have a significant and potentially delete-
rious impact on the market for corporate control. However, in view of the
risks associated with being a minority shareholder within a larger corpo-
rate group, particularly where there is no functioning outside market for
their shares, it is arguable that this is an appropriate price to pay for corpo-
rate control in a highly concentrated economy such as Canada’s.!!!

V. Creditor Protection and Corporate Insolvency

Another significant area of tension between the traditional legal en-
tity model and the reality of economic interdependence of group organi-
zation appears in connection with corporate insolvency and creditor pro-
tection. The separate legal personality of each of the corporations within a
multi-corporate group enterprise has as its corollary the fact that each cor-
poration will be effectively insulated — in legal if not in economic terms —
from the debts and liabilities of any associated corporations.’? Creditors
of an insolvent subsidiary are therefore only entitled to look to the assets
of the subsidiary to satisfy their claims and normally have no recourse to
the assets of the parent or any other associated corporation within the
group.

In theory, this would allow a parent corporation to wind up an insol-
vent subsidiary to the detriment of unsecured creditors, even if the group

108. This is the argument underlying the de facto merger doctrine in the United States. See, e.g., Applestein
v. United Board and Carton Corp., 33 N J. 72, 161 A.2d 474 (1960); Farris v. Glen Alden Corp., 393 Pa. 427,
143 A.2d 25 (1958); Rath v. Rath Packing Co., 257 lowa 1227, 136 N.W.2d 410 (1965). See generally Ed
G. Ruland, “Corporations — Corporate Combination — De Facto Merger and Stockholders Ap-
praisal Rights” (1960) 14 Sw. L,J. 276.

109. Supra, note 107.
110. Ibid. per ss. 118(2) and 118(3).

111. See Hadden, supra, note 4 at 35 (noting that the principle that minority shareholders should be
given the right to be bought out after a partial or mandatory bid has proven to be both acceptable
and workable in the case of takeovers governed by Rule 34 of the City Code on Take-Over and Mergers).
Note also Prentice, supra, note 4 at 113-115, and more generally, M.A. Weinberg, M.V. Blank and
A L. Greystoke, Take-Ouvers and Mergers, 4th ed. (London: Sweet & Maxwell, 1979) at 118-156.

112. See Douglas and Shanks, supra, note 29.
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as a whole remains fully solvent. In practice, however, this rarely occurs
because permitting an individual subsidiary to fail through lack of ade-
quate financing could damage the financial credibility of the group too.'!®
Thus a subsidiary incurring losses may be “hived-off”’ to another corpo-
rate purchaser. Alternatively, attempts may be made to rescue a financially
strained subsidiary by an internal infusion of funds from other corpora-
tions within the group, or through external sources of financing which are
guaranteed by the parent or another associated corporation.'!® The effect
of such rescue attempts may be to extend the financial weakness of one
subsidiary to other associated corporations, thereby potentially endanger-
ing the financial stability of the group as a whole.!"®

On occasion, the unthinkable does happen (somewhat to the embar-
rassment of the legal profession and the chagrin of unsecured creditors)
and either one or more subsidiaries or the entire group of corporations
may be forced into liquidation. In this situation the tension between the
operation of the legal entity doctrine and the expectations of creditors
may become particularly acute. On the one hand, creditors may assume
that the assets of the group as a whole should be available to meet their
claims, especially when an insolvent corporation has been operated as a
part of an integrated enterprise. This impression may be reinforced by
corporate publicity which advertises a particular corporation as part of a
larger group enterprise.!'® On the other hand, as Burnett points out, the
group’s allocation of realizable assets available to creditors may be based
upon external considerations having little to do with the latter’s claims in
the event of bankruptcy.'"’

The difficulties facing creditors of an insolvent subsidiary may be fur-
ther exacerbated by the internal financing and accounting practices
adopted within a group. Thus, the use of intercorporate loans as a means
of transferring resources within a group may have the effect of further re-
ducing the assets available to meet the claims of outside creditors insofar
as it permits related corporations to claim alongside other creditors on the
winding up of a subsidiary.!'® Internal group financing practices are not
per se improper. Indeed, they are the natural consequence of treating a
group as an integrated financial unit. It is clear, however, that such modes

113. See Hadden, supra, note 4 at 18.
114. Hadden, ibid.

115. SeeB.AK.Rider, “Report Shows How Insolvent Companies are Kept at the Creditors’ Cost’”” (1982)
2 Co. Lawyer 274.

116. A prosaic example of this is the entry in the Ottawa-Hull Telephone Directory (1986) for the Boyd
Group of Companies. The entry includes numbers for the executive office and four other corpo-
rate entities within the group (viz., Boyd Moving and Storage Ltd., Admiral Travel Agencies Ltd.,
Boyd International Freight and Forwarding Ltd. and Cartier Supply and Rentals Ltd.) as well as the
names of three corporate officers who presumably occupy executive positions in all the corpora-
tions within the group enterprise. See also the Report of the Review Committee on Insolvency Law and
Practice (1982), Cmmd. (U.K.) at 435.

117.  Burnett, supra, note 27 at 9.

118. See, e.g., Re Southard & Co. Ltd. (1978), [1979] 1 W.LR. 546, [1979] 1 All ER. 582, affd (1979),
[1979] 1 W.LR. 1198, [1979] 3 All ER. 556 (C.A.) [hereinafter Re Southard cited to W.LR] .
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of internal corporate financing may pose significant risks for outside
creditors which are not typically present within the context of a truly inde-
pendent corporation.'?

The limitation of the strict legal entity approach in situations involv-
ing group insolvencies has attracted considerable attention in the United
Kingdom because of a number of recent cases in which a parent corpora-
tion sought to wind up an insolvent subsidiary.'?® In Re Southard & Co.
Ltd.,'*' for example, a parent corporation had first placed its wholly-owned
subsidiary into voluntary liquidation at an extraordinary general meeting
of shareholders, and then sought a compulsory winding up order against
it. At issue was whether or not the Court should exercise its discretion to
refuse the order where the petition was opposed by a minority of un-
secured creditors. The Court did refuse the winding up order on the
ground that the parent corporation had not established that it would lead
to a more expeditious or economical realization of the subsidiary’s as-
sets.'?2 However, the right of the parent corporation to place its subsidiary
into voluntary liquidation was not questioned. Templeman L.J. observed:

English company law possesses some curious features, which may
generate some curious results. A parent company may spawn a
number of subsidiary companies, all controlled directly or indi-
rectly by shareholders of the parent company. If one of the sub-
sidiary companies, to change the metaphor, turns out to be the
runt of the litter and declines into insolvency to the dismay of its
creditors, the parent company and the other subsidiary compa-
nies may prosper to the joy of the shareholders, without any li-
ability for the debts of the insolvent subsidiary.'?

It should also be noted that the right of the parent corporation to rank pari
passu with other creditors was not disputed.

Broadly speaking, the Canadian judicial response to multi-corporate
bankruptcies has been similar to that of the English courts. In Clarkson Co.
Ltd. v. Zhelka,'?* the Court declined to lift the corporate veil and make the
assets of a corporation available to the creditors of its controlling share-
holder despite evidence of undercapitalization and a complex series of in-
tercorporate transactions (involving transfers of assets for little or no con-

119.  Report of the Review Committee on Insolvency Law and Practice, supra, note 116 at 440-444; Hadden,
supra, note 4 at 18, See also the recent decision of the Superior Court of Quebec in Re 125258 Can-
ada Inc. and the Royal Bank of Canada (2 May 1986), [unreported] (concerning the validity of the prac-
tice of “‘ceding” intercorporate indebtedness between multiple set-offs at the end of each fiscal
year). Note further, Burnett, supra, note 27 at 9-11.

120. See the Report of the Review Committee on Insolvency Law and Practice, ibid. at 434-444; House of Com-
mons, Parliamentary Debates (Hansard), vol. 979 at cols. 1249-1272 (1980); Note, ‘“‘Multinationals
and the Antiquities of Company Law,” supra, note 4, Wooldridge, supra, note 4 at 103-113; Prentice,
supra, note 4 at 104-112.

121. Supra, note 118. See also Re Sarflax Ltd. (1978), 1979 Ch. 592, 1979 2 W.LR. 202 (Ch.D.).

122.  Re Southard (1978), supra note 118 at 552 (per Brightman J.).

123. Re Southard (1978) supra, note 118 at 1208.

124. Supra, note 5.
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sideration) which was apparently designed to avoid potential claims by
creditors. Thompson J. commented:

No doubt his creditors are disappointed at their inability to have
access to his corporate assets and particularly where he himself is
reaping some financial benefit therefrom. But that must of neces-
sity be, so long as the legislature provides for and encourages the
formation of private corporations. Without such, of course, en-
terprise and business adventure would be shifted. Limited liabil-
ity is one of the landmarks of incorporation.'?

The legislative response to the problems posed by multi-corporate
bankruptcies is equally muted. Honsberger points out that federal bank-
ruptcy legislation does not address the reality of modern methods of doing
business through complex corporate structures.

The Bankruptcy Act is, on the whole, well designed to detect and
punish fraudulent conduct on the part of individual debtors and
to set aside fraudulent transactions. The Act, however, has not
kept up with the realities of modern methods of doing business
through the use of limited liability corporations. Very often the
creditors of a corporation may be defeated by the conduct of
those acting in the name of the corporation, which conduct falls
short of a criminal or bankruptcy offence.'?

Some protection may be afforded to creditors by sections 78-79 of the
Bankruptcy Act'?’ which deal with reviewable transactions entered into
prior to bankruptcy. Under section 79, directors and shareholders of a
bankrupt corporation may be held personally liable to creditors where the
corporation has paid a dividend or purchased or redeemed any of its
shares within twelve months of the date of bankruptcy if, at that time, the
corporation was insolvent. Moreover, the onus of proof that the corpora-
tion was not insolvent at the time the dividend was paid, or the shares pur-
chased or redeemed, is on the director or shareholder.!?® In addition, sec-
tion 78 gives courts the power to review the adequacy of any consideration
given or received in respect of a non-arm’s length transaction between a
bankrupt corporation and other related persons occurring within twelve
months of the date of bankruptcy. (Section 4 of the Bankruptcy Act contains
a lengthy definition of related persons similar to that found in the Income
Tax Act).'?® Under subsection 78(2), if it is found that the consideration
given or received conspicuously diverges from what fair market values (as
determined by the court) would dictate, judgment may be given against
any party privy to the transaction to account for the difference in value.

125. Ibid. at 577 [cited to O.R.]

126. ].D.Honsberger, “Solvency and the Corporate Veil in Canada” (1972) 15 C.B.R. (N.5.) 89 at 94-95.
See also Halpern, Trebilcock and Turnbull, supra, note 8 at 121.

127. S.C. 1970, c. B-3.
128.  [Ibid. at ss. 79(5).
129. R.S.C.1970-71-72, c. 63, s. 256.
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Notwithstanding the potential importance of these provisions with re-
spect to situations involving multi-corporate bankruptcies, in practice lit-
tle use is made of them.'** Instead, most challenges to the validity of trans-
actions entered into prior to bankruptcy appear to be brought under
sections 73-74 the Bankruptcy Act — or similar provincial legislation'3! —
which deal with fraudulent preferences or conveyances. These provisions
apply to transactions wherein a bankrupt corporation fraudulently pre-
fers one creditor at the expense of another, or fraudulently seeks to shield
assets from the claims of a particular creditor. The aim is thus to secure
parity of treatment between individual creditors rather than to increase
the pool of assets available in the event of insolvency.'* Moreover, as Pren-
tice observes, these provisions focus on the motives of the debtor as op-
posed to the status of the creditor or the nature of the intercorporate rela-
tionships between affiliated corporations in bankruptcy.'*® Consequently,
the legislation does not address several of the practical problems involved
in multi-corporate bankruptcies, namely: (1) the ability of a parent corpo-
ration to manipulate the timing and situs of bankruptcy in order to mini-
mize the risks to group assets; and (2) a corporate capital structure which
favours initial thin capitalization of a subsidiary and allows intercorporate
claims in the event of insolvency.'?

The continued deference to the legal entity doctrine which character-
izes Anglo-Canadian bankruptcy law can be contrasted with the approach
taken in other jurisdictions. In New Zealand, for example, the Companies
Amendment Act, 1980"° provides that in appropriate circumstances, where
there is evidence of abuse by a parent corporation or commingling of as-
sets, a court may require related corporations to account for any defi-
ciency on the part of an insolvent subsidiary or order the pooling of assets
of two or more insolvent corporations in a group.®® This statutory power

130. A search through the Canadian Abridgment and the Canadian Bankruptcy Reports (New Series) uncov-
ered only four reported cases in which judgment was given to a trustee in bankruptcy under either
of these two sections, namely: Rustop, supra, note 61 (re 5.78); Re Allied Agencies Ltd. (1982), 109 A.P.R.
308, 53 N.S.R. (2d) 308 (sub nom. H.R. Doane Ltd. v. Acadia Auto & Indust. Supplies Ltd.) 43 CB.R.(N.S.)
282 (S.C.T.D.) (re 5.78); Re Claubert Products Corporation Ltee. (1983), 51 C.B.R.(N.S.) 38 (Que. S.C.) (re
s.78); Re Imperial Broadloom Co. (1981), 40 C.B.R.(N.S.) 84 (Ont.S.C.), rev'd (1982), 43 C.B.R.(N.S.) 199
(Ont. S.C.) (re 5.79).

131.  See, e.g., The Fraudulent Conveyances Act, R.S.M. 1970, c. F160, C.C.S.M. c. F160; The Fraudulent Convey-
ances Act, RS.Nfld. 1974, c. 29; The Fraudulent Preferences Act, R.S.B.C. 1979, c. 143; The Fraudulent
Preferences Act, RS.A. 1980, c. F-18; The Fraudulent Preferences Act R.S.S. 1978, c. F~21; The Fraudulent
Conveyances Act, R.S.0. 1980, c. 176; The Assignments and Preferences Act, R.S.O. 1980, c. 33; The Assign-
ments and Preferences Act, RS.N.B. 1973, c. A-16; The Assignments and Preferences Act, RS.N.S. 1967, c.
16.

132. See Prentice, supra, note 4 at 108.
133. Ibid.
134. Ibid. See also Burnett, supra, note 27 at 30 and Landers, supra, note 36 at 596.

135.  New Zealand Companies Amendment Act, 1980, No. 43, s. 30. See also the Report of the Review Committee on
Insolvency Law and Practice, supra, note 116 at 434-439.

136. This power is similar to the broad discretion exercised by french bankruptcy courts under Article
446 of the Code de Commerce, 1955, which permits a liquidator or the court to treat a parent corpora-
tion and one or more of its subsidiaries as a single entity for the purpose of making the parent
liable for the subsidiary's debts. See Wooldridge, supra, note 4 at 113-124; Cohn and Simitis, supra,
note 30 at 205-210.
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is broadly analogous to the equitable jurisdiction of bankruptcy courts in
the United States. Traditionally, American judges have displayed more
willingness to lift the corporate veil in multi-corporate bankruptcy cases
than have Anglo-Canadian courts.'¥” For example, in Taylor v. Standard Gas
and Electric Co.'3® the United States Supreme Court enunciated the cele-
brated “Deep Rock” doctrine, holding that where there is evidence of un-
dercapitalization or total domination by a parent corporation to the preju-
dice of its subsidiary’s interests, considerations of justice and equity may
require that claims by a parent or affiliated corporation be subordinated
to claims of other creditors.'® In other cases, where there has been evi-
dence of a complete commingling of assets and no separation of functions
between related insolvent corporations, for purposes of bankruptcy the
courts have been prepared to disregard the corporate veil altogether and
treat both corporations as a single consolidated enterprise.'"* Landers
points out, however, that such cases remain exceptional.'*! For the most
part, in the absence of evidence that a parent corporation has somehow
abused its position at the expense of its subsidiary, the courts continue to
treat related corporations as distinct entities in bankruptcy proceedings.

In Landers’ view, although this ad hoc approach taken by the courts
seeks to temper the strict application of the legal entity doctrine in hard
cases where there is abuse by a parent corporation, it fails to take sufficient
account of the business realities underlying corporate management deci-
sions in multi-corporate groups.'*? He suggests that, normally, the domi-
nant motive underlying corporate decision-making within a multi-corpo-
rate enterprise is to maximize the profitability of the group as a whole, and
that the profitability of individual subsidiaries may be largely irrelevant
except insofar as it contributes to this goal.!*? Accordingly, corporate prac-
tices which may appear to be detrimental to a subsidiary — for example,
artificially depressing prices charged for goods and services supplied to
related corporations, or providing interest-free intercorporate loans to re-
lated corporations — may in fact be economically rational and consistent
with good business practice. Yet at the same time, creditors of constituent
corporations bear the risks of these enterprise-wide strategies which may
result in individual failures or bankruptcies. Landers therefore advocates
the adoption of a single enterprise approach to address the problem of
creditor protection in group insolvencies. Under this approach, claims
arising out of intercorporate loans by affiliated corporations within a

1387. See G. Ashe, *“The Corporate Entity in Bankruptcy: Subordination-Consolidation-Merger’’ (1974)
18 C.B.R. (N.S.) 1; Landers, supra, note 36.

138. 306 U.S. 307 (1939).

139. See Charles Rembar, “Claims Against Affiliated Companies in Reorganization’” (1939) 39 Colum. L.
Rev. 907; Douglas and Shanks, supra, note 29; Landers, supra, note 36.

140. See, e.g., Consolidated Rock Products Co.v. Du Bois, 312 U.S. 510 (1941); Stone v. Eacho, 127 F.2d 284 (4th
Cir. 1942); Soviero v. Franklin Nat. Bank of Long Island, 328 F.2d 446 (2d Cir. 1964); Commerce Trust Co.v.
Woodbury, 77 F.2d 478 (8th Cir. 1935).

141. Landers, supra, note 36 at 597-598.
142, Ibid. at 603-604.
143. Ibid.
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group would be automatically subordinated to the claims of arm’s length
creditors.'** In addition, Landers suggests that there is little justification
for the application of the limited liability doctrine as between parent and
subsidiary corporations, atleast not where both corporations are operated
as part of an integrated whole.'*® Consequently, unless the subsidiary is ef-
fectively operated as an independent economic unit, its creditors should
be able to pierce the corporate veil in order to claim against the assets of its
parent. Where both corporations are insolvent, Landers argues that the
bankruptcy proceedings should be consolidated, with all outside creditors
entitled to claim pro rata against the consolidated pool of assets.!*® Excep-
tion would be made in the case of “‘reliance creditors’ who specifically re-
lied upon the separate legal personality of a corporation in extending
credit.'"’

Support for Landers’ “enterprise approach’ can be found in the pro-
visions of the West German Stock Corporation Law of 1965, which contains a
detailed regime governing parent-subsidiary relationships within a group
or “Konzern”.'"*¥ Under the West German legislation, a corporation which
enters into a “‘contract of domination’ with its subsidiary becomes liable
for all the debts and obligations of the subsidiary, and is also obliged to
compensate the subsidiary for any losses sustained during the duration of
the contract."*® From the point of view of the parent corporation, the bene-
fit of such a contract is that the parent obtains an unfettered right to man-
age the subsidiary in accordance with the interests of the group. It also per-
mits both corporations to be treated as a consolidated enterprise for tax
purposes.”’o Yeteven in the absence of a contract of domination, a parent
corporation still remains liable to compensate its subsidiary for any losses
incurred as a result of its detrimental influence.'®!

The West German approach to group liability has significantly influ-
enced the debate regarding harmonization of the company laws of mem-
ber states within the European Economic Community. The proposed
Ninth Draft Directive'>? on corporate group structure largely replicates the
provisions of the Stock Corporation Act of 1965 relating to group liability,
even to the extent of providing a separate contractual regime for parent-
subsidiary relationships based on the West German contract of domina-
tion. However, the proposal, as it currently stands, has proven to be quite
controversial because it goes considerably further than the laws of most

144. [Ibid. at 599-604.

145. [fbid. at 619 and 625-626.
146. Ibid. at 631.

147.  Ibid. at 630, 633 and 641.

148. For discussion of the West German approach see Sargent, supra, note 4; Wiedemann, supra, note 72;
Wooldridge, supra, note 4.

149. Stock Corporation Law, 1965, Articles 302 and 303.
150. Sargent, supra, note 4 at 336.
151.  Stock Corporation Law, 1965, Articles 311 and 315.

152.  European Economic Community, Draft Proposal for a Ninth Directive on Links between Undertakings and
in Particular on Groups (1980).
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other member states in imposing liability on a parent corporation for the
debts and obligations of its subsidiary.'®®

One of the major objections to the proposed Ninth Draft Directive is
that it may be inappropriate to situations in which the corporations in a
group are not all operated on an integrated basis. Hadden points out that,
typically, most joint venture subsidiaries are intended to operate as inde-
pendent entities, and special provision is made in the joint venture agree-
ment to both limit the liability of corporate parents and ensure that the
subsidiary is not integrated into the management or financial orbit of
either participating group.!®® Alternatively, a group organization may
consist of a number of independent companies operating under the aus-
pices of a common financial holding company which exercise little or no
control over corporate management or finance decisions made at the level
of the individual subsidiaries. In such circumstances, the principle of en-
terprise liability may defeat the economic rationale behind limited liabil-
ity by increasing the risks to shareholders and creditors of one or more cor-
porations within the group in the event of the failure of an unrelated
group enterprise.!®

An intermediate approach, suggested by John T. Burnett,'*® would

adopt two different rules for creditors depending upon whether an insol-
vent corporation was in fact operated as part of an integrated enterprise,
or whether it was managed as an independent economic unit. In the for-
mer case, intercorporate claims would be subordinated to the claims of
arm’s length creditors, and the assets of each member of the group would
be available to satisfy the debts of an insolvent subsidiary or pooled in the
event of a total collapse of the group.'” In the latter case, the normal legal
entity principle would prevail, with the court retaining discretion
to review transactions entered into prior to bankruptcy or to lift the
corporate veil in situations where there is evidence of fraud or under-
capitalization.'%®

Although Burnett’s proposal affords a compromise between the “‘en-
tity” and “enterprise’” approaches, it yet invites a further problem,
namely, that of determining whether a particular insolvent corporation
should be treated as part of an integrated group or as an independent en-
tity. Given the almost infinite variety of forms of internal organization
within different groups, this determination could prove a very difficult
task, particularly in view of the reluctance of Canadian bankruptcy courts

153. Sargent, supra, note 4 at 357.

154. Hadden, supra, note 4 at 36.

155. Ibid. See also Posner, supra, note 39 at 510-515; Hadden, Forbes & Simmonds, supra, note 27 at 641.
156. Burnett, supra, note 27 at 31-34.

157. Ibid at 31.

158. Ibid. at 32.
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to examine the de facto control relationships between different corporate
entities.!

V1. Conclusion

Itis clear from this survey that the legal issues raised by the formation
of corporate group structures poses a significant challenge to the tradi-
tional legal entity model underlying current corporate theory. The ques-
tion that remains, however, is how we should modify our present concep-
tual framework to cope with the jurisprudential problems posed by the
formation and operation of complex corporate group structures.

Several possible solutions have been examined. For example, the ap-
proach adopted under West German law — which is presently being con-
sidered by the E.E.C. as a model for the harmonization of Common Market
company laws'® — requires the creation of a separate legislative regime
governing the formation and internal organization of corporate groups
which is meant to operate in addition to the existing rules of corporate law
that remain applicable to independent corporations. Alternatively, fol-
lowing the example of American jurisprudence, it could be left to the
courts to work out ad hoc solutions to particular problems on a case by case
basis.

Whichever approach is regarded as preferable, it is clear that the
problems posed by group organization warrant further investigation, not
only in the context of corporate and bankruptcy law, but also in other re-
lated areas such as labour and tax law. Ultimately, any legal response will
require a balance to be struck between the legal independence of each con-
stituent corporate unit on the one hand, and the economic and financial
interdependence which characterizes group organization on the other.
Recognition of this fact might in itself provide an important first step in
bringing about a realignment of nineteenth century legal theory with the
complex reality of large scale corporate organization in the latter part of
the twentieth century.
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