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Abstract:

Among the contractual restrictions on the trading of shares in a company’s articles of
association, the approval condition occupies an important place. Under this condition,
the company can require that shares may not be traded without its approval - through
the consent of the relevant authority. These conditions have found application in certain
types of public limited companies, such as family businesses.
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INTRODUCTION

Like any other commercial enterprise, a public limited company can only flourish in a
legal environment that reflects economic and social realities, both nationally and
globally. This has attracted large savers and investors to such companies. The
commercial awareness that commercial companies?,including joint stock companies are
experiencing as a result of global economic changes has led many countries to amend
their legal systems to keep pace with these developments and to provide greater
guarantees for the protection of conflicting interests, thereby creating an atmosphere of
reassurance and trust in the commercial and economic environment.

Among the guarantees established by legislation for the benefit of shareholders is the
protection of their rights, including the right to trade their shares, under the principle of
the free movement of shares. While the establishment of this principle is one of the most
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important legal mechanisms that the law has always sought to protect in order to prevent
shareholders from being trapped by their shares, the objective behind the trading of these
shares is also to attract investments?, in particular those with substantial capital, through
the purchase of shares and the investment of new funds?®.

Since the principle of freedom to trade in shares is considered to be a matter of public
policy, it is prohibited to provide that a share is non-transferable or to deprive its holder
of the right to sell his shares at any time if he wishes to withdraw from the company*.
This freedom has led the legislator to intervene, firstly by imposing legal restrictions, in
order to eliminate the pitfalls arising from this freedom. In addition, the legislator has
also given shareholders the right to impose certain restrictions in the company’s articles
of association, known as contractual conditions.

Contractual conditions are a manifestation of the contractual idea in company law. This
law has a wide scope in terms of the conditions that can be imposed within it, relying
on a contractual basis, despite the intervention of legislative and regulatory texts® that
always seek to establish rules and controls to protect the various interests, regardless of
their multiplicity or conflict.

Among the contractual restrictions on the trading of shares provided for in the
company’s Articles of Association, the condition of approval occupies a prominent
position. By means of this condition, the company can stipulate that shares may not be
traded without the company’s approval - through the consent of the competent authority.
These conditions have found application in certain types of public limited companies,
such as family-owned companies.

The condition of approval relates to a fundamental feature of the public limited
company, which is the freedom to trade®. This allows shareholders to trade their shares
and exit the company whenever they wish. However, despite the rights conferred on
shareholders by their status in the company, they are not free to leave the company
whenever they wish, especially if they cannot find a buyer for their shares’. Even if a
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buyer is found, the company is not obliged to accept it because of the condition of
approval laid down in the company’s Articles of Association, which requires its consent
to the identity of the transferee for the transaction to be valid®.

The condition of approval was imposed for many reasons. In addition, this condition
can only be applied in accordance with a set of procedures that ensure its legality.
Chapter One: The concept of the eligibility condition and its main characteristics
In order to discuss the meaning of the condition precedent and what it entails, it is
necessary to define the characteristics that distinguish it from other restrictions on the
freedom to trade shares.

Section One: Definition of the Eligibility Condition

Definitions of the eligibility condition vary. It is defined as: “A written agreement in the
company’s articles of association between the founders or between them and the
shareholders that a shareholder may not transfer his shares to others unless the board of
directors or the general meeting of the company has previously approved such transfer;
otherwise, the transfer rejected by the competent authority cannot be enforced against
the company™.

Some also define the approval condition, or what is known as the reliance condition, as:
“A technique introduced by the founders in the company’s articles of association
whereby a shareholder wishing to transfer his shares must present the proposed transfer
and the proposed transferee to the competent company bodies in accordance with
specified procedures for the approval of this new shareholder, which may then be
accepted or rejected, after which the shares must be returned in the manner prescribed
by law”*°,

In this context, it can be said that the approval condition is a mechanism, formulated as
a clause in the company’s articles of association, which gives the company the right to
accept or reject the proposed transferee when shares are traded to others.

Section Two: Characteristics of the Certificate of Incorporation

The company’s Articles of Association serve as the basis for regulating everything that
has to do with the life of the company. Therefore, the competent bodies strive to
implement everything that serves its interests and achieves its objectives. This state of
affairs is characterised by several features that can be outlined as follows:
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Branch One: The Approval Condition is a Binding Agreement for Both Parties

Since the company, before it is a legal entity in its own right, is essentially a contract
based on the agreement of the parties who have consented to its formation, when the
shareholders accept the company’s memorandum and articles of association, this
acceptance includes all the conditions contained therein, including the consent
condition. The contract is formed only by the coincidence of the offer and the
acceptance, without undermining the object, the consent and the cause!?.

Branch two: the condition of consent is binding on both parties

In addition to the feature of mutual consent derived from the voluntary nature of the
formation agreement, another feature of the consent condition is that it is binding on
both parties?. While it is mandatory for the shareholder wishing to transfer his shares
to obtain the company’s consent, the company is also obliged to find another purchaser
within two months from the date on which the transferring shareholder is notified of the
company’s rejection of the proposed purchaser.

If the company remains silent and the time limit expires, it is deemed not to have
fulfilled its obligation?3, with the result that the transfer to the third party is validated as
a penalty for failure to comply with this condition, which illustrates the mandatory
nature of the consent condition within contractual restrictions.

Branch Three: The personal nature of the condition of consent

In corporations, the personal nature of the shareholder is generally not taken into
account!®. This type of company, including companies limited by shares, requires
primarily financial values rather than personal considerations, which means that the
personal attributes of the shareholder are not paramount, but rather their financial ability
or commercial skills are emphasised'®. However, the requirement of the approval
condition leaves the company free to accept or reject the proposed transferee suggested
by the shareholder wishing to transfer his shares'®, which is sufficient evidence of the
personal nature of the approval condition.

Thus, the condition of acceptance is a manifestation of personal consideration in public
limited companies. This consideration may be based either on the articles of association,
on the fact that the shareholder joins the company and contracts with others on the basis
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of trust or familiarity?’, or on the basis of financial competence. It may also be based on
legal texts prohibiting the transfer of shares held by the founders, or on the company’s
statutes, which may restrict the entry of undesirables or require shareholders to share
the nationality of the company’s country*®,

The principle of personal consideration also serves to distinguish contractual restrictions
from legal restrictions. The latter are characterised as temporary and may be lifted after
a certain period of time or on completion of a certain act or transaction!®, whereas
contractual restrictions based on personal consideration remain with the shares and
affect their holders throughout the life of the company?,

Section Four: The condition of approval as a suspensive condition

The inclusion of the condition of approval in the company’s by-laws requires its
implementation whenever necessary; it is a suspensive condition, meaning that its
implementation depends on one of three scenarios?’. The first scenario is that the
condition is satisfied if the company approves the proposed transferee named by the
transferring shareholder. The second scenario occurs if two months pass without the
company announcing its decision to accept or reject the proposed transferee. In the third
scenario, the condition is deemed to be fulfilled if the shareholder wishing to transfer
his shares accepts the transferee proposed by the company.

Chapter Two: Conditions for the implementation of the condition of approval

In order to implement the condition of approval, it is necessary to comply with a number
of rules to ensure its validity and guarantee its legal effects. The condition of approval
derives its binding nature and legitimacy from the company’s Articles of Association.
It applies to a specific class of shares, always taking into account the interests of the
company. In addition, this condition falls under the jurisdiction of a specific authority
legally responsible for approving the transfer of shares, which will be discussed below.
Requirement One: Include the condition of approval in the company’s articles of
association

The principle of freedom to trade shares is a fundamental feature of shares. In principle,
a shareholder has the right to transfer his shares whenever he wishes. However, for the
reasons mentioned above??, this freedom is restricted by the condition of approval in
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order to prevent a shareholder from becoming trapped in his shares. Achieving this
effect could result in shares resembling the shares of partners in a partnership?. For this
reason, most legislators, including the Algerian legislator, have expressly included this
condition in the company’s articles of association, either at the time of incorporation or
subsequently by a decision of the Extraordinary General Meeting, which has the power
to amend the articles of association?,

In this respect, the Algerian legislator has given the Extraordinary General Meeting the
power to amend the company’s articles of association without increasing the obligations
of the shareholders®®. The Egyptian legislator’s position on this matter is also clear, as
stated in Article 68, Paragraph 1 of the Companies Law No. 159 of 1981, which states:
“The Extraordinary General Assembly is responsible for amending the company’s
articles of association, taking into account the following: it is not permissible to increase
the obligations of the shareholders, and any decision taken by the General Assembly
that affects the essential rights of the shareholders as partners is null and void”. Thus,
the Extraordinary General Meeting has the power to amend the company’s articles of
association, either to implement contractual restrictions not previously mentioned or for
other purposes, provided that it does not infringe the essential rights of shareholders,
including their freedom to trade shares, nor increase their obligations.

In the meantime, the French courts have taken the view that this condition must be laid
down in the company’s articles of association and that it does not constitute an increase
in the burden on shareholders but rather a reduction in their rights within the company.
If the general meeting abuses its right and seeks to eliminate the trading rights of
minority shareholders, for example in order to retain shares for the company at an
undervalued price, such a decision would be subject to annulment?®.

French jurists have argued that it is necessary to include this restriction in the company’s
statutes, since it is not possible to do so after the incorporation procedures have been
completed. However, if the company’s articles of association allow it, the extraordinary
general meeting is entitled to impose this restriction?’.

Requirement two: the condition of approval must apply to nominal shares and
serve the interests of the company

The condition of approval is closely linked to the company’s interest and derives its
legitimacy from the benefit it provides. Even if it also serves the personal interests of
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the directors, provided they act in good faith, the interest served by the condition of
approval must be legitimate?®. Conversely, if the contract serves an illegitimate interest,
it is void, including any conditions it may contain. Moreover, for this interest to be
legitimate, it must not involve any abuse or infringement of legitimate rights, ensuring
that it does not harm other interests?®, such as the rights of shareholders, which the law
protects by guaranteeing their freedom to withdraw from the company at any time
through the principle of free trading of their shares, or the interests of the company’s
creditors or third parties.

The legislator has based this condition on an objective criterion based on the nature of
the shares. In essence, the shares subject to the condition of approval by the board of
directors or the general meeting for transfer to others must be nominal shares. This
requirement is laid down by law and, according to French legal doctrine, even includes
capital securities, since they confer the right to participate in the company’s capital, such
as partially paid-up cash shares, guarantee shares, shares with superior voting rights,
shares with preferential subscription rights and voting or investment certificates, since
their incorporation constitutes a share by law. Alternatively, shares may be nominal by
virtue of the company’s Articles of Association, which provide for this form for all
shares, which is permissible since each shareholder is entitled to a nominal certificate®.
On the other hand, bearer and registered shares are not subject to the approval
requirement. The former transfer ownership by delivery, while the latter are traded by
endorsement, making it impossible to monitor their transactions. Although in practice
they facilitate trading, the condition of approval does not apply to bearer shares for two
reasons: firstly, bearer shares are not subject to supervision or registration; 3! secondly,
they may not represent more than a small percentage of the company’s capital in order
to prevent their holders from monopolising the majority®, which could influence the
company’s policies and interests. It is therefore necessary to prohibit the approval of
holders of bearer shares.

In view of these considerations®, it is likely that agreements between holders of bearer
shares to freeze them by forming a union or association in order to ensure their non-
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transferability would be outside the company’s system®. Such an agreement would
effectively trap the shareholder in his shares®, which would make it absolutely null and
v0id®’, as it would violate the shareholder’s right to trade his shares, which is a matter
of public policy®, as confirmed by Article 715 bis 57 of the Commercial Code®.

The Algerian legislator’s position on the application of the condition of approval to
nominal shares is explicit and limits its application to nominal shares only, as stated in
Avrticle 715 bis 55, paragraph 2 of the Commercial Code: “...this condition cannot be
Imposed unless these shares have exceptionally acquired nominal form by virtue of the
law or the company’s articles of association...”.

One of the essential requirements for the validity of the authorisation condition is that
it must be imposed in order to protect the interests of the company#. The rationale
behind this condition is to prevent it from becoming arbitrary or an absolute right*!. If
the condition adversely affects the company’s interest, it cannot be considered valid, for
example, if the company’s interest is to prevent outsiders or competitors from entering
or to exclude undesirable persons, as in family businesses. For example, if the company
Is engaged in a particular activity (such as publishing), it would not be in its interest to
allow opponents of its activities to acquire shares*. Moreover, serving the interests of
other companies is often in conflict with its own interests.

To say that the interests of the company must be taken into account in determining the
condition for approval does not mean that other interests, such as the desire of
shareholders to trade their shares, will be harmed. However, if the purpose is to serve
the personal interests of directors, such conditions would be considered invalid®.

In a related context (the financial counterpart of the consent condition), Article 715 bis
57 of the Commercial Code states: “In the event of disagreement on the share price, the
competent judicial authority shall decide on the matter”. The phrase “in case of
disagreement” implies that the norm and general rule is that the price of the shares is
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agreed between the parties in the company’s articles of association. If there is no
agreement, the legislator has empowered the judiciary to determine the price. Therein
lies the problem: the legislator has not specified the basis for appointing the expert, nor
the criteria for assessing the price, whether for direct trading or trading on the stock
exchange. It is therefore necessary for the legislator to intervene in order to establish a
legal framework that addresses these issues, in order to avoid violating rights or
interests.

Conclusion

Although the condition of approval is one of the most important provisions in the articles
of association of a public limited company, it is also the most regulated contractual
restriction in terms of legal texts. However, this does not mean that it is the only
condition or contractual restriction affecting the trading of shares; there are other
conditions that may be imposed or invoked to protect specific interests, in particular
those of the company or the shareholders.

In order to implement the condition of approval, the prevailing legal doctrine suggests
that, if it is not included in the statutes, it can be added by means of an amendment to
the statutes. In addition, the condition of approval applies only to nominal shares, as it
does not apply to bearer shares due to the difficulty of monitoring their trading.

One of the conditions for the application of the condition of approval is that the
shareholder must receive a fair price for his shares. Both French legal doctrine and
jurisprudence assert that a fair price represents the true value of the shares. French courts
have held that if the shareholder and the company cannot agree on the price, it should
be determined by an expert. This approach has not been adopted by the Algerian
legislator, who has left the question of valuation to the judiciary. On the other hand, the
Egyptian legislator has entrusted the company’s articles of association with the task of
determining the appropriate method for determining the value of the shares being traded.
Contractual restrictions, in particular the condition of approval, reflect the personal
consideration in a joint stock company, which is an exception to the norm of financial
consideration. Requiring the company’s approval of the transferee proposed by the
shareholder wishing to transfer his shares emphasises the importance of personal
qualities over financial contributions or ownership.

It can be said that the incorporation of a personal character in a joint-stock company,
even if of a political or family nature, does not deprive it of its financial character or
give it a personal character, as this would be contrary to its existence and purpose.



