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Court of Appeal of England and Wales considers important questions 
for UK M&A transactions including rights of minority shareholders to 
challenge insertion of drag right into constitutional documents to 
facilitate sale of company and target directors’ duties in connection 
with a bid 
 
The UK Companies Act provides that a company can amend its constitutional documents by 
special resolution (being a shareholders’ resolution passed by 75%+ of votes cast by those 
shareholders voting on the resolution).    In private M&A transactions where the target has 
multiple shareholders and a drag right does not apply, a bidder wishing to acquire the entire 
issued share capital of the target may, given an amendment to the constitutional documents 
does not require unanimity, consider conditioning its proposal on the insertion of a drag right 
into the target’s constitutional documents.   Some practitioners have historically taken the view 
that amendments of this sort are unlikely to be enforceable.    
 
In Arbuthnott v Bonnyman1, the Court of Appeal of England and Wales (which is England’s 
second most senior Court) recently considered an appeal from a High Court decision relating to 
the right of a minority shareholder (Arbuthnott) to challenge certain amendments to the 
constitutional documents of a company of which he was a shareholder.   The challenged 
amendments inserted an amended drag right into the constitutional documents in connection 
with a proposed sale of the company.  The Court of Appeal rejected the appeal and upheld the 
prior decision of the High Court which had, in turn, rejected Arbuthnott’s claims.  
 
The judgements of the Court of Appeal and the High Court consider a number of important 
issues for UK M&A transactions including: 
 
• the circumstances in which an amendment to the constitutional documents of a company to 

insert a drag right might be challenged; and 
• the duties of target company directors in connection with a bid for the target company.   
 
Background 
 
Arbuthnott was a founder of Charterhouse, a prominent UK private equity business.  In 2008, 
Arbuthnott retired as an executive of Charterhouse.   However, following his retirement, 
Arbuthnott retained an approximately 9% shareholding in a member of the Charterhouse group 
(referred to as the “Company”).   All of the shareholders of the Company were subject to a 
shareholders agreement.   The shareholders agreement contained a drag right but the 
constitutional documents of the Company contained a different and more restrictive drag right 
(so there was an inconsistency between the two documents).       
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Over time, retired executives of Charterhouse ended up holding approximately 55% of the 
shares in the Company.   The other 45% of the shares in the Company were held by current 
executives of Charterhouse.   
 
In 2011, Charterhouse was considering raising an additional fund and became concerned that 
the misalignment between active executives of Charterhouse and the shareholders of the 
Company (which included a number of retired executives) would cause difficulties with investors 
when raising funds.    
 
In order to address this misalignment, in 2011 the active executives of Charterhouse formed a 
newly incorporated company (the “Offeror”) which made an offer to acquire all of the shares in 
the Company.  The Offer was conditional upon a number of conditions precedent being satisfied 
including that the shareholders of the Company approve by special resolution certain 
amendments to the constitutional documents of the Company to introduce an amended drag 
right similar to the drag right contained in the shareholders agreement.      The conditions 
precedent to the Offer were subsequently satisfied (including the making of the amendments to 
the constitutional documents).   The Offer was then accepted by all of the shareholders in the 
Company (other than Arburthnott, who believed that the offer significantly undervalued the 
Company) and subsequently the Offeror sought to exercise the amended drag right to acquire 
Arbuthnott’s shareholding. 
 
Arbuthnott’s claims 
 
The relief sought by Arbuthnott included injunctive relief and an order that his shares be 
purchased at a fair and proper price determined by the Court or a valuer determined by the 
Court.    Arbuthnott principally sought this relief on the grounds of statutory “unfair prejudice” 
(which is described below).    
 
The Court of Appeal’s and the High Court’s findings in relation to Arbuthnott’s claims can be 
summarized as follows:  
 
The Statutory Unfair Prejudice Claim 
 
The UK Companies Act allows a shareholder in a company to claim relief on the grounds that 
the company’s affairs are being conducted in a manner which is unfairly prejudicial.   A claim for 
unfair prejudice has three distinct elements: 
 
1. conduct of the company’s affairs; 
2. prejudice to the claimant’s interests as a shareholder of the company; and 
3. unfairness.  
 
Conduct of the company’s affairs 
 
In this case, it was not entirely clear to what extent Arbuthnott’s claims related to the conduct of 
the Company’s affairs.      For instance, the offer had been made by the Offeror, the Company’s 
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shareholders (rather than the Company itself) had accepted the offer and it was the Offeror who 
had purported to exercise the drag rights.    
 
However, it was held that Arburthnott’s claims did in fact relate to the affairs of the Company in 
certain respects – specifically, the manner in which the directors of the Company responded to 
the offer (see the discussion below as to whether the Company’s directors breached their duties 
in connection with the offer) and the alteration of the Company’s constitutional documents.    
 
Prejudice to the claimant’s interest as a shareholder of the company 
 
It was accepted that an expropriation or acquisition of shares at an undervalue could constitute 
prejudice to the claimant’s interests as a shareholder.  
 
Unfairness 
 
One of the key elements of a claim for unfair prejudice is the aspect of “unfairness”.     In this 
context, UK Courts have held that “unfairness” does not bear a broad, colloquial meaning.   
Instead, for this purpose “unfairness” normally requires the claimant to demonstrate:   
 
1. a breach of established legal principles (such as directors’ duties or constraints which apply 

to shareholders’ ability to amend constitutional documents);  
2. a breach of the constitutional documents of the Company and/or a related agreement (such 

as a shareholders agreement); or 
3. a failure to satisfy a legitimate expectation of the claimant.     

 
In this case, categories 2 and 3 of “unfairness” above were not applicable - Arbuthnott accepted 
that there had been no breach of the shareholders agreement and that no legitimate 
expectations had arisen in light of the detailed nature of the shareholders agreement.  
 
Arbuthnott however argued that category 1 of  “unfairness” above applied in that: 
 
• the Company’s directors had breached their duties in connection with the offer; and 
• the shareholders of the Company had not, as was required by law, acted “bona fide in the 

interests of the company” in amending the constitutional documents. 
 
Taking each of these arguments in turn: 
 
Did the Company’s directors breach their duties in connection with the offer?  
 
Arbuthnott argued that, in connection with the offer, the directors of the Company had a duty to:  
 
• seek to involve themselves in negotiations with the Offeror; 
• generally attempt to obtain the best price and terms for the shareholders; and 
• obtain and provide information and advice to shareholders. 
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This argument was rejected and it was held that, in fact, the duties of directors of a target 
company are limited in connection with a bid.  It was held that the primary role of the directors is 
to ensure that the offer and any competing offer are put to shareholders so that they can decide 
for themselves whether or not to accept the best offer available.    Additionally, it was held that 
directors do not have a positive duty to give advice to shareholders regarding an offer for their 
shares – however, if the board chose to give such advice, such advice should be factually 
accurate.    
 
Were the amendments to the constitutional documents made by the shareholders “bona fide in 
the interests of the company”? 
 
Under English law, shareholders do not normally owe fiduciary duties to each other.  However, 
there is an established principle that the exercise of the power of shareholders to alter the 
constitutional documents by special resolution must be exercised bona fide for the benefit of the 
company as a whole.   This test is subjective and the onus is on the shareholder seeking to 
challenge the passing of the relevant resolution to show that the amendment was not bona fide 
believed by the shareholders to be in the interests of the company as a whole. 
 
In general, the UK Courts have typically only sought to strike down amendments to 
constitutional documents which provide for the expropriation of shares of minority shareholders.  
In this case, Arbuthnott argued that the offer and the amendments to the constitutional 
documents effectively fell within the prohibited expropriation cases (i.e they were carried out 
improperly in order to expropriate Arbuthnott’s shares at a gross undervalue).  This argument 
was rejected on the basis that: 
 
• the drag right already existed in the shareholders agreement and therefore had always been 

part of the bargain reached between the shareholders; and 
• the “independent” shareholders of the Company (being other retired executives of 

Charterhouse) had voted in favour of the amendments and had received the same terms 
under the offer as the other shareholders of the Company (including Arbuthnott).     

 
Arbuthnott argued that even if this case did not constitute a prohibited expropriation of his 
shares that, in any event, the offer related and amendment related steps were not taken bona 
fide in the interests in the Company.  This argument was again rejected on the basis that: 
 
• there was no suggestion that the power had been exercised in any dishonest way; and 
• there was evidence that the shareholders genuinely believed that the misalignment  

between the current executives of Charterhouse and the shareholders of the Company 
could threaten the ability of Charterhouse to raise new funds.  

 
Conclusion 
 
Having failed to established any “unfair” conduct (either in respect of the arguments around 
breach of directors’ duties or the amendments to the constitutional documents), it was held that 
Arbuthnott’s claims for unfair prejudice failed.   
 
The key takeaways from this case are as follows:  
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Expropriations:  It remains the case that amendments to constitutional documents introducing 
expropriation provisions aimed a specific minority shareholders (which will often provide for a 
sale to the majority shareholders or a vehicle owned by them) will likely be struck down as 
invalid except in exceptional circumstances.     This case arguably had some of the features of 
an expropriation (including, for instance, that the Offeror was arguably not independent of many 
of the accepting shareholders in the Company who were also active executives of 
Charterhouse) but the amendments survived challenge.  However, in this case, the fact that the 
shareholders agreement contained a similar drag right was a key factor in the judgements of the 
Court of Appeal and the High Court – this allowed the defendants to (successfully) argue that 
the overall terms applicable to Arbuthnott’s shareholding in the Company did not fundamentally 
change as a result of the amendments.    
 
Genuine drag rights: Although much will depend on the precise facts of each case, the 
judgements of the Court of Appeal and the High Court do seem to imply that the introduction of 
a drag right into constitutional documents in connection with the sale to a genuine third party 
bidder is capable of surviving challenge in circumstances where it can be demonstrated that: (i) 
there will be a genuine benefit to the company as a separate entity in connection with the 
transaction; and (ii) the terms of the offer were within the bounds of reasonableness. 
 
Directors’ duties:  The judgements reaffirm the commonly accepted view that directors of an 
English company in receipt of a bid are generally not subject to Revlon type duties of the sort 
recognised by Delaware Courts to take active steps to maximise value for shareholders.   Under 
English law, the primary role of the target directors is therefore not to frustrate a bona fide offer 
so that the offer (and any relevant competing offer) can be put to the shareholders.   
  

If you have any questions, please feel free to contact any of your regular contacts at the 
firm. You may also contact our partners and counsel listed at our website at 
http://www.clearygottlieb.com. 
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