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CORPORATE BRIEFING

 It is commonly assumed that where a 
shareholder sells his shares to a third party 
without fi rst offering them to the other 
shareholders in accordance with a pre-
emption clause, the other shareholders 
should be entitled to buy the shares from 
the third party (see box “What is a pre-emption 
clause?”). 

However, recent judgments suggest that this 
assumption is not well founded. It is now 
essential that the parties consider, before 
entering into contracts containing pre-
emption clauses, what remedies should be 
available in the event that one shareholder 
sells his shares to a third party in breach of 
the clause, and that parties ensure that the 
drafting refl ects their wishes.

Components of a pre-emption clause

Many pre-emption clauses provide that no 
share in the company may be transferred 
other than in compliance with the pre-
emption clause (a no-transfer clause). This is a 
restriction attaching to the shares themselves 
and can be contrasted with a provision that a 
selling shareholder must comply with the pre-
emption clause whenever he wishes to sell 
his shares (a compliance clause). A draftsman 
can use either method in an attempt to ensure 
compliance with the pre-emption clause.

In a no-transfer clause, it is common to 
prohibit the transfer of any interest, whether 
legal or benefi cial, in the shares. This is to 
prevent the selling shareholder attempting 
to avoid the restriction by using complex legal 
structures, such as the declaration of a trust 
of the shares. While the transfer of a legal 
interest in shares can be completed only by 
the registration of the buyer on the company’s 
shareholder register, a benefi cial interest 
can be transferred without the company’s 
involvement.

However, even a prohibition on the transfer of 
any interest in the shares of the company in 
breach of a no-transfer clause might not be 
as extensive in scope as the parties envisage. 

In McKillen v Misland (Cyprus) Investments 
Ltd (No 1), the Court of Appeal held that a 
prohibition on the transfer of the “shares 

(or any interest therein)” related only to a 
proprietary interest recognised in law or 
equity ([2012] EWCA Civ 179). In McKillen (No 
1), the shares in Coroin Limited were held 
by a corporate shareholder, Misland, which 
was a subsidiary of an investment group. 
When the investment group desired to sell 
its position in Coroin, it sold Misland rather 
than Misland’s shares in Coroin. Mr McKillen, 
another shareholder in Coroin, argued that 
this constituted a prohibited transfer of the 
shares of Coroin or of an interest in those 
shares. 

The Court of Appeal, upholding the judge 
at fi rst instance, held that it did not. The 
investment group had not sold any proprietary 
interest in the shares of Coroin; although the 
investment group had an economic interest 
in the shares, it was Misland that held the 
legal and benefi cial interest in the shares, and 
Misland had not transferred those interests.

This sort of situation is often caught by a 
change of control provision, requiring the 
shares to be offered to the other shareholders 
if ultimate control of the selling shareholder 
is transferred. There was no change of control 
provision in the clause at issue in McKillen 
(No 1).

However, a change of control clause does 
not assist the non-selling shareholders in 
other situations. In McKillen v Misland (Cyprus) 
Investments Ltd (No 2), another shareholder in 
Coroin Limited, Mr Quinlan, had charged his 
shares to a third party ([2013] EWCA Civ 781). 

Although a charge is a proprietary interest in 
shares, the pre-emption clause in this case 
expressly permitted a shareholder to grant 
security over his shares to a third party. Mr 
Quinlan had also granted a power of attorney 
in respect of his shares to a nominee of the 
third party. 

The court recognised that these arrangements 
gave the third party control over Mr Quinlan’s 
shares and that it seemed unlikely that 
Mr Quinlan would ever pay off the charge 
over his shares. However, it held that no 
legal or benefi cial interest in the shares 
had been transferred by Mr Quinlan so 
the pre-emption clause was not triggered. 
It can therefore be seen that the court can 
construe arrangements as providing a third 
party with control without triggering a no-
transfer clause expressed solely in terms of 
an interest in shares.

The solution might be to agree that no 
economic interest in the shares may be 
transferred other than in compliance with 
the pre-emption clause. This approach has 
not been tested in the courts and would give 
rise to complex questions as to the defi nition 
of a relevant economic interest.

Remedies for breach

Parties must consider at the very beginning 
of their relationship what remedies will be 
available to the other shareholders in the 
event of a breach of a pre-emption clause. 
Although it may appear to some as putting 
the cart before the horse, if the parties do 
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What is a pre-emption clause?
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they do not, the selling shareholder is generally free to sell the shares at that price 
to a third party.
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not anticipate the possibility of a breach, by 
the time a breach occurs, it may be too late 
to consider appropriate remedies.

In Hunter v Hunter, the pre-emption clause 
was a no-transfer clause and provided that 
“no member shall be entitled to transfer any 
share otherwise than in accordance with” 
the pre-emption clause ([1936] AC 222). 
The pre-emption clause required a selling 
shareholder to give notice of his intention 
to sell to the company secretary, who would 
then give notice of that intention to the other 
shareholders. The House of Lords held that 
any transfer in breach of the pre-emption 
clause was inoperative and, as a result, could 
not transfer title. It was effectively void.

However, Hunter was distinguished in Hawks v 
McArthur [1951] All ER 22. The High Court held 
that it was not obliged to fi nd that everything 
done in breach of a no-transfer clause was 
a nullity. Perhaps counterintuitively, that is 
advantageous to the other shareholders, as 
most clearly demonstrated in Tett v Phoenix 
Property and Investment Co Ltd, another no-
transfer clause case ([1984] BCLC 599). 

In Tett, the Court of Appeal held that a transfer 
to a third party (who was unaware that the 
pre-emption clauses had been breached) 
was effective to transfer a beneficial 
interest, but that the third party’s interest 
was subject to the pre-emption rights of the 
other shareholders that were fi rst in time. 
The court held that the other shareholders’ 
pre-emption rights matured into an option 
to buy the shares under the pre-emption 
clause. If Hunter had been followed, the result 
would have been that the transfer to the third 
party was void and so the option for the other 
shareholders could never have matured.

For many years, Tett was cited by the 
textbooks as authority for the proposition 
that an unregistered transfer in breach of a 
pre-emption clause may create an equitable 
option in the shares for the other shareholders 
that can defeat the third party’s interest.

That changed in McKillen (No 2), where the 
Court of Appeal construed a no-transfer 
clause that provided that “No share nor any 

interest therein shall be transferred, sold or 
otherwise disposed of save as provided” in 
the pre-emption clause. The court referred 
to its own decision in another part of the 
Hunter litigation (Hunter v Hunter (Emily’s 
action), unreported, 15 January 1934). It held 
that Tett simply required the directors not to 
register a transfer in breach of a pre-emption 
clause (so that no legal title could pass to 
the third party). 

Even if the directors did register the transfer, 
the other shareholders would still have the 
remedy of rectifi cation of the shareholder 
register under section 125 of the Companies 
Act 2006 (2006 Act), putting the shares back 
in the name of the selling shareholder. That 
was the approach affi rmed by the court in 
Hunter (Emily’s action).

As a result, McKillen (No 2) appears to have 
confi rmed that, in the case of a no-transfer 
clause, the other shareholders will not benefi t 
from an option by which they can obtain the 
shares for themselves after one shareholder’s 
breach.

One question remains unresolved in the 
cases: if the third party’s interest is not 
registered (so that it is clear that legal title 
has not passed), does he have a benefi cial 
interest?  If so, he may be able to compel the 
selling shareholder, who retains legal title, 
to act at his direction.

In McKillen (No 2), the majority of the court 
held that the transfer to the third party 
could not give the third party any legal or 
benefi cial entitlement and that any steps 
taken in relation to the purported transfer 
would be ineffective. The third party would 
therefore have no legal or benefi cial title. If 
the third party was entered in the shareholder 
register, the other shareholders could apply 
to have the register rectifi ed on the basis that 
the third party had no interest.

However, the dissenting judgment considered 
that the entering of the third party in the 
shareholder register could operate to transfer 
legal title. The third party’s interest as a 
member would then be acquired through 
the director’s act of registration, not as a 

result of the (invalid) transfer from the selling 
shareholder.

The other shareholders could then apply to 
rectify the register on the basis that the third 
party should never have been permitted to 
acquire any interest in the shares and so 
should not have been registered. Until the 
register was rectifi ed, the company would 
be bound to recognise the third party as a 
member. Further guidance from the court 
would be welcomed. 

Unfair prejudice?

The other shareholders might also seek a 
remedy under the unfair prejudice provisions 
of the 2006 Act, which provide that if unfair 
prejudice in relation to a company’s affairs 
can be established, the court has a very 
broad discretion to make an order to cure 
that prejudice (Part 30, 2006 Act). The 
discretion is suffi ciently broad that the court 
could order the transfer of shares (at an 
appropriate price) from one shareholder, 
or from a third party to whom he has sold 
in breach of a pre-emption clause, to the 
other shareholders.

However, twice in the past year, the Court of 
Appeal has confi rmed that, in most cases, 
the other shareholders cannot succeed in 
an unfair prejudice petition arising out of a 
breach of the pre-emption clause (McKillen 
(No 2); Graham v Every [2014] EWCA Civ 191). 
That is because the breach relates to the 
shareholders’ rights as between themselves 
rather than the conduct of the company’s 
affairs.

It remains to be fully explored whether 
the position might be different where the 
pre-emption clauses are contained in the 
company’s articles (which bind the company 
and which the directors are under a duty to 
uphold), particularly if the company or its 
directors are required to play a signifi cant 
role in the operation of the clause. 

For example, in McKillen (No 2), the articles 
provided that if any shareholder attempted to 
deal with, or dispose of, his shares other than 
in accordance with the pre-emption clause, 
the directors of the company could deem a 
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transfer notice to be issued in respect of those 
shares. If (hypothetically) the directors knew 
of the selling shareholder’s attempts to sell 
his shares but turned a blind eye, the other 
shareholders might argue that the company’s 
affairs had been conducted in a way that was 
unfairly prejudicial.

In addition, if the provisions are not contained 
in the articles and are solely contained in an 
agreement to which the company and/or its 
directors are not party, it is unclear whether 
the directors will be obliged not to register 
any transfer in breach of the clause in the 
way envisaged in Tett.

In many cases, therefore, where there is a no-
transfer clause and one shareholder seeks to 
transfer his shares in breach of the clause, no 
option will arise and the other shareholders’ 
remedies will be limited to an application 
for rectifi cation of the shareholder register 
(if the third party is registered) or a claim for 
breach of contract. It may be diffi cult for the 
other shareholders to establish loss for their 
contractual claim.

It is also questionable whether specifi c 
performance would be available; that would 
depend on whether the pre-emption clause 
obliged a shareholder to offer his shares to the 
other shareholders when he wished to sell. 
That sort of provision is relatively uncommon 
because it leads to uncertainty as to: when 
the shareholder has the necessary wish; and 
whether he can later change his mind. It is 
therefore more common for a pre-emption 
clause to provide that the selling shareholder 
may offer his shares to the other shareholders 
if he wishes, in conjunction with a no-transfer 
or a compliance clause.

Drafting the pre-emption clause

Parties entering into a contract that contains 
a pre-emption clause face a diffi cult choice. 
If they include a no-transfer clause, and a 
selling shareholder breaches that provision, 
the transfer to the third party is ineffective. 

As a result, any interest in the shares will 
remain with (or, if the transfer has been 
registered and on the dissenting analysis 
in McKillen (No 2), pass back as a result 
of rectifi cation to) the selling shareholder, 
with whom friendly relations may, by then, 
have broken down. While that may not be 
the other shareholders’ desired remedy, it 
is at least relatively certain.

The alternative is for the parties to insert 
a compliance clause that simply provides 
that a shareholder wishing to sell his shares 
must comply with the clause. It appears 
that a transfer in breach of the clause will 
be effective, subject to:

• The earlier rights of the other shareholders 
who can exercise their matured option.

• The duty of the directors not to register 
the transfer.

This is, however, a potentially risky approach. 
The other shareholders’ option is an equitable 
right that can be defeated in the same way 
as other equitable rights. For example, a 
third-party buyer of the shares for value and 
without notice of the other shareholders’ pre-
emption rights might take free of the option 
so that his interest in the shares could not 
be challenged.

This is illustrated by Cottrell v King where 
the third party inherited the shares from 
her deceased husband and was entered on 
the shareholder register in breach of a pre-
emption clause ([2004] EWHC 397). Since she 
had not given value for the shares, the High 
Court held, having referred to both Hunter 
and Tett, that her interest was subject to the 
other shareholders’ option to buy her shares. 
The position would have been different had 
the third party been a purchaser for value.

Similarly, the ability to exercise the option 
may be affected by the effl uxion of time or 
waiver.

This leads to uncertainty for the parties. In the 
case of a compliance clause, much depends 
on the precise actions of the parties at the 
time of the breach. By contrast, where there is 
a no-transfer clause, the result of a breach is 
relatively predictable. This predictability may 
be suffi cient in itself to motivate compliance 
with the pre-emption clause.

The uncertainty of a compliance clause is 
increased if it is included only in the parties’ 
agreement but not in the company’s articles. 
If the clause is contained in the articles, it 
is more likely that the third party will have 
notice of it through the fi ling of the articles at 
Companies House. It may then be harder for 
the third party to show that he is a purchaser 
for value without notice. 

That is important because it is questionable 
whether the articles would bind the third 
party as a matter of contract since, until 
registration, the third party is not within 
the defi nition of “member” under section 
112 of the 2006 Act, and section 33(1) of the 
2006 Act provides that the articles will have 
binding effect only between the company 
and its members. 

If the third party is on notice, it is less likely 
that he will accept a transfer from a selling 
shareholder without at least questioning 
whether the seller acted in accordance with 
the pre-emption clause. A failure to make 
reasonable enquiries might defeat the third 
party’s interest.

The conclusion must be that if the parties 
desire particular consequences to fl ow from 
breach of a pre-emption clause, they should 
specifi cally provide for those consequences 
in their agreement (and, perhaps, in the 
articles). A failure to do so may leave the 
parties with pre-emption rights but not the 
desired remedy. 

Andrew Cooke is an associate at Herbert 
Smith Freehills LLP.

 

       


