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PART I .  SUMMARY OF THE REPORT 

Introduction 

Section 42 o f  the ABCA was enacted i n  1981. I n  broad terms, 

the section regulates the conditions under which a corporation 

may give f inancia l  assistance, d i r e c t l y  or otherwise, to  a 

shareholder or d i rector  of  that corporation, or to  any person i n  

connection w i th  the purchase of  shares i n  that corporation where 

there are reasonable grounds for bel iev ing that the corporation 

i s  or would (a f te r  the transaction complained o f )  be insolvent.  

Certain exemptions are provided f o r .  For instance a loan may be 

given to  enable employees of  a corporation to  assist  them to  

purchase or erect l i v i n g  accomnodation for the i r  own occupation. 

The perceived e v i l s  sought t o  be addressed by the section 

are the prevention of the personal aggrandizement of  d i rectors of  

companies by "siphoning o f f "  o f  corporate funds through loans to  

themselves, the i n h i b i t i o n  of  cer ta in practices on corporate 

rearrangements or the sale o f  shares, and the protect ion of trade 

credi tors.  

The section has l eg i s la t i ve  predecessors i n  p r i o r  Alberta 

companies leg is la t ion ,  and many corporations statutes i n  the 

comnon law world contain provisions aimed at these same e v i l s ,  

although the precise terminology, terms, and strength o f  

sanction, vary. The Alberta section closely fol lows the model 

f i r s t  established i n  Canada by the C B C A .  
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Problems Arisinq with Section 42 

This section has given rise to problems in practice and has 

attracted adverse comnent from the practising bar and the 

financial comnunity. The report suggests that these problems 

fall under several heads: 

a) The kBCA makes a distinction between distributing 

corporations and non-distributing corporations. These two 

categories are functionally different. The former corresponds 

most nearly to the older concept of a public company and is 

characterised by diffuse shareholding (derived from public 

subscription) and a genuine "split" between management and 

ownership. The latter is more in the nature of an incorporated 

partnership with closed subscription, and a close - often 

indistinguishable - relationship between management and 

ownership. Section 42 does not observe this distinction. The 

rules laid down by the section apply to all corporations, without 

differentiation. In the result, some restrictions in fact apply 

which make no sense in particular cases. 

b) The section attempts to protect creditors by ensuring 

that a corporation is "solvent" before the particular transaction 

is entered into. The concept of solvency - difficult at the best 

of times - is made even more difficult in the case of section 42 

by a double-barrelled test. First, the corp~ration must be able 

"to pay its liabilities as they become due" (a "liquidity" testl 

and second, the "realizable value" of the corporation's assets 

must (after certain adjustments) exceed the aggregate of the 

corporation's liabilities and the stated capital of all classes 

of shares (an "underlying asset" test). 



The interpretat ion and appl icat ion of these provisions 

(pa r t i cu la r l y  the l a t t e r )  has proven d i f f i c u l t ,  and has led t o  

doubts as t o  whether a corporation (even i f  i t  could otherwise 

meet the sect ion) i s  w i th in  whatever the appropriate accounting 

formula i s .  Hence, i t  has been suggested, some comnercial 

transactions have been unduly inh ib i ted.  

c l  The precise e f fec t  of  the section upon a transaction 

which in f r inges i t s  provisions has been the subject of some 

debate. I t  appears t o  be the posi t ion that the securi ty 

transaction i s  void and cannot be r e l i e d  on i n  any way. The 

resul t  i s  that a lender cannot recover a loan or at  a l l .  That 

i s ,  the secured lender i s  placed i n  a worse pos i t ion  than even 

unsecured credi tors.  This, i t  i s  said, i s  contrary to the 

or ig ina l  in tent  o f  the framers of the present provision. 

Hence, i t  has been suggested, the section i s  confusing i n  

terms, uncertain of  appl icat ion, renders hazardous the g iv ing of 

legal and accounting advice, and i s  Draconian i n  resu l t .  

The Protective Policy 

On the other side, i t  can be said, and the report so argues, 

that there i s  a case for providing l im i ted  protect ive provisions. 

The report suggests that i f  the various transactions t o  which the 

section purports t o  apply are analyzed more c losely ,  i t  becomes 

apparent that the section has brought together under one 

umbrella, and hence one set o f  c r i t e r i a ,  s i tuat ions which more 

properly require d i f f e r e n t i a l  treatment. The report  suggests 

that the relevant considerations vary amongst several d i f fe ren t  

functional problems, and that each o f  those problems requires i t s  
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own solut ion.  

Com~arative and Pol icv Perspectives 

The I n s t i t u t e  has been assisted i n  a r r i v i ng  at the foregoing 

st rategic  conclusion by a review of the h i s t o r i c a l  evolut ion of 

t h i s  k ind  of  protect ion i n  Alberta, and the pos i t ion  i n  other 

Canadian ju r i sd ic t ions  and other countr ies. We have looked at 

the strategy and st ructure of comparable provisions elsewhere. 

Several chapters record the research undertaken under those 

heads. Also, to  the extent that i t  i s  necessary t o  appreciate 

the accounting and other comnercial aspects of transactions 

affected by th i s  section, a background chapter addressing those 

matters has been included. And, to  the extent that some of  the 

po l i cy  questions involve questions which may be thought to re la te  

to  the proper "philosophy" or "d i rec t ion"  of company law reform, 

a chapter on that topic i s  included. 

Restructurina the Section 

1 )  The report suggests that the present s .  42 of the ABCA 

should be repealed. 

2 )  The report suggests that some degree of  regulat ion i s  

required, but that several discrete s i tuat ions requi re 

d i f f e r e n t i a l  treatment. A new section or sections should 

therefore be enacted, i n  accord~nce w i th  the under-mentioned 

scheme. 

3 )  For the purpose of  t h i s  scheme, the d i s t i nc t i on ,  already 

enacted i n  the ABCA between d i s t r i b u t i n g  and non-d is t r ibut ing 

corporations should be u t i l i s e d ,  and applied t o  four d iscrete 



si tuat ions.  

a )  Financial assistance t o  d i rectors and other persons 

w i th  respect t o  d i s t r i bu t i ng  corporations should be 

absolutely prohib i ted,  but subject t o  cer ta in  speci f ic  

exceptions. The general p roh ib i t ion  i s  appropriate because 

"other people's money" i s  at issue. These exceptions are 

r e l a t i v e l y  narrow, and include cer ta in a c t i v i t i e s  which may 

be said t o  be f a i r l y  incidental  t o  the proper a c t i v i t i e s  o f  

the corporation. We also recomnend some al terat ions to  the 

present law as to what i s  meant by "other persons" - that 

i s ,  persons who have some degree of  association wi th 

d i rec tors .  

b )  Financial assistance to  d i rectors and other persons 

wi th respect t o  non-distr ibut ing corporations should not be 

absolutely prohibi ted. Corporations o f  th is  kind are, i n  

general, more akin to  incorporated partnerships. Such 

assistance should however not be permitted save where the 

corporation i s  solvent i n  the sense of  being able t o  pay i t s  

l i a b i l i t i e s  as they f a l l  due and, for  a specif ied period 

thereafter.  The reason for t h i s  requirement i s  t o  protect 

the in terests of  trade credi tors.  

c )  As to  f inancia l  assistance with respect to  the 

purchase o f  shares i i  a d i s t r i bu t i ng  corporation, we have 

ten ta t ive ly  recomnended a d i s t i n c t  change i n  the law. The 

abuses i n  t h i s  area have h i s t o r i c a l l y  arisen wi th respect to  

corporate take-overs and reconstructions, and rou t ine ly  i n  

corporations having some re la t ion  to  each other .  The 

t rad i t i ona l  proscr ipt ion came in to  being p r i o r  t o  the 



incept ion o f  modern secur i t i es  regulat ion,  and we are 

ten ta t i ve ly  o f  the view that anv proscr ip t ions i n  t h i s  area 

should be removed from the corporations s ta tu te  and deal t  

w i t h  (so  far  as they may be thought t o  need regu la t ion)  i n  

the Alberta Secur i t ies Act. That Act i s  present ly under 

review i n  Alberta,  and we th ink the question o f  what, i f  

any, p roh ib i t i ons  there ought t o  be could use fu l l y  be 

undertaken as par t  o f  that exercise, or a t  some fu ture time. 

d l  As to  f inanc ia l  assistance w i t h  respect t o  the 

purchase o f  shares i n  a  non-d is t r ibu t ing  corporat ion, the 

t r ad i t i ona l  formula endeavours t o  a f f o rd  p ro tec t ion  t o  trade 

c red i to rs .  There i s  a  substant ia l  issue as t o  whether the 

law should continue t o  r e f l e c t  that po l i c y .  We ten ta t i ve ly  

recommend that i t  should. There i s  then a question as t o  

how that po l i c y  might best be given e f f e c t  to .  We have 

t en ta t i ve l y  recomnended that the d i r ec to r s  o f  the company be 

required t o  restore t o  the company the amount o f  any 

f inanc ia l  assistance improperly advanced, where the company 

was not solvent a t  the time the transact ion was entered 

i n t o .  Certain other a l t e rna t i ve  so lu t ions are suggested, 

should t h i s  so lu t ion  be thought inappropr iate.  

4 )  With respect t o  the e f f ec t  o f  a  transgression o f  the 

s ta tu to ry  p roh ib i t i on ,  we do not th ink that  i t  i s  appropriate 

that the transact ion should be rendered absolutely void,  as i s  

the case under the present law. Recomnendations are made which 

are designed t o  overcome the Draconian e f f e c t  o f  the present law. 



PART 1 1 .  REPORT FOR DISCUSSION: 
PROVISION OF FINANCIAL ASSISTANCE 

CHAPTER 1 

I N T R O D U C T I O N  

1 . 1  Since i t s  introduct ion on February 1, 1982, no section 

of the Alberta Business Corporations Act ( A B C A )  has creat.ed more 

problems for  the pract ic ing Bar than section 4 2 .  This section 

attempts to  regulate various forms of f inancial  assistance 

granted by a corporation to  i t s  d i rectors,  shareholders and 

others. 

1 . 2  This report suggests that a good number of  the problems 

created by the present section 42  ar ise from i t s  attempt to  cover 

a var iety  of  transactions under the same general ru les.  

1 . 3  There are four basic transactions that the section 

purports t o  cover. They are: 

( 1 )  Loans by the corporation to  i t s  shareholders or 

d i rectors.  

( 2 )  Guarantees of  repayment of an obl igat ion owing by a 

shareholder or d i rec tor .  

( 3 1  Charging the assets of the corporation to  secure 

repayment of  an obl igat ion of  a shareholder or director 

or a securi ty for the performance of a guarantee given 

under 2 .  above. 

( 4 )  Financial assistance provided by the corporation i n  

connection wi th transactions involving a purchase of  



i t s  shares. 

1 . 4  A 1 1  o f  these transactions are w i th in  the control  o f  the 

corporation. They are consensual i n  nature i n  that the 

corporation i s  not compelled to  enter i n t o  any o f  them. There 

i s ,  however, a d i s t i n c t i o n  between the f i r s t  three and the l a s t .  

Loans or f inancia l  assistance to  a d i rector  or shareholder that 

are not connected wi th a transaction involving a purchase of  the 

corporatton's shares may have an adverse e f fec t  on the remaining 

shareholders or the credi tors.  Financial assistance i n  

connection w i th  a purchase of  the corporation's shares w i l l  not 

adversely a f fec t  the shareholders of  the corporation p r i o r  t o  the 

transaction i f  a l l  o f  the shareholders s e l l .  I n  any such case 

the resul t ing c o n f l i c t  i s  usually a p r i o r i t y  b a t t l e  among 

d i f fe ren t  classes o f  credi tors.  The f i r s t  three transactions are 

d i r e c t l y  related to  the f iduciary duty o f  the d i rec tors :  the 

last  involves a far more d i f f i c u l t  problem i n  the determination 

o f  the precise boundary o f  the f iduciary duty. A transaction 

involving the purchase of  a corporation's shares may be the best 

course of conduct for the corporation. I t  may be desired by a l l ,  

shareholders and credi tors a l i ke ,  but under the present section 

i t  may not be possible. These two problems have had a d i f f e ren t  

h is tory i n  both Canadian and English jurisprudence, which w i l l  be 

discussed later  i n  th is  repor t .  

1 . 5  We understand that the Alberta Bar has had considerable 

d i f f i c u l t y  w i th  th i s  section. I t  has been suggested t o  us that 

lawyers i n  other Canadian jur isd ic t ions that contain a simi lar 

section have also encountered problems. Indeed the problem i s  

not confined to  Canadian ju r isd ic t ions  alone. Di f ferent  
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jur isd ic t ions have taken a surpr is ingly varied view o f  the nature 

and extent o f  any prohibitons of  th is  kind that should be 

contained i n  the i r  corporation statutes. We w i l l  ou t l i ne  b r i e f l y  

i n  subsequent chapters of  t h i s  report the or ig ins  o f ,  and the 

var iety  o f  statutory techniques which have been, or are now used 

i n  various ju r isd ic t ions .  They range along a spectrum from 

absolute proh ib i t ion ,  through regulated proh ib i t ion ,  t o  no 

statutory p roh ib i t ion  at a l l .  I f  the choice i s  to  be at ei ther 

end o f  t h i s  spectrum, that i s ,  absolute proh ib i t ion  or no 

proh ib i t ion ,  neither w i l l  present any great problem i n  d ra f t i ng  a 

statutory provision which w i l l  implement that choice. Any choice 

ly ing between these two extremes w i l l  inev i tably  require a number 

o f  pol icy decisions, and w i l l  l i k e l y  give r i s e  to  d i f f i c u l t  

de f i n i t i ona l  problems. 

1 . 6  This one section o f  the ABCA also raises fundamental 

questions concerning the posi t ion of  the corporation i n  our 

society and the degree to  which i t  should be regulated. 

Differences i n  philosophic outlook w i l l  undoubtedly produce 

differences i n  the suggested answers to  these basic questions. 

For that reason, Chapter 7 discusses some of  the fundamental 

po l i cy  issues involved i n  reform of  modern corporations statutes. 

1 . 7  We have presently no empirical data upon which to  base 

our discussion. We do not know how many corporations have been 

adversely affected because they granted f inancia l  assistance to  

thei r  d i rectors or shareholders. We do not know how many 

minor i ty  shareholders have been prejudiced, how many credi tors 

have gone unpaid, or how many lenders have found to  thei r  shock 

that thei r  securi ty i s  i nva l i d  and void. We do know from the 
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number of inqui r ies that we have received, and our consultations, 

that the section has caused great d i f f i c u l t y  for the pract ic ing 

bar and that legi t imate agreements for f inancing have had to be 

rearranged or i n  some cases cancelled completely. There are 

surpr is ingly few reported cases to "prove" that these things do 

happen. The few cases that are reported do not reveal any 

consistent approach. One reason for issuing a consultat ive 

report ,  rather than a f i n a l  report i s  that i t  may be that there 

have been incidents of which we are not presently aware that have 

been caused by the terms o f  the present section. We encourage 

the profession to contact the I n s t i t u t e  wi th respect to  any 

operational d i f f i c u l t i e s  which have been encountered i n  pract ice.  

1 . 8  This report i s  intended to ou t l ine  the evolution of 

provisions of t h i s  hind i n  Alberta and elsewhere, the nature and 

resul ts  o f  reported ( l i t i g a t e d l  cases, and some p o s s i b i l i t i e s  for 

reform. Further consultation w i l l  fol low before f i n a l  

recomnendations are made. 



CHAPTER 2 

THE ENGL ISH E X P E R I E N C E  

1 .  LOANS, GUARANTEES AND CHARGES ON A S S E T S  

( a )  Statutory Provisions 

2 . 1  I t  i s  somewhat surpr is ing to  f i nd  that the f i r s t  

statutory p roh ib i t i on  i n  the English Companies Acts preventing a 

corporation from granting a loan to,  or guaranteeing the 

indebtedness o f ,  any of  i t s  d i rectors was enacted as l a te  as 

1948.  The Greene Committee i n  i t s  1926 Report discussed loans to  

d i rectors.  I n  the Committee's view i t  was not "pract icable or 

desirable to  p roh ib i t  loans t o  d i rectors,  o f f i c e r s  or managers of 

a company".' The Comnittee d id  not give any reason for  t h i s  view 

and d id  not discuss any submissions i t  had received i n  t h i s  

regard. 

2.2 The Comnittee d id  however recommend that the aggregate 

amount of  such loans should be disclosed i n  the company's annual 

accounts. Banks, lending companies and small loans to  employees 

were to  be exempt from the disclosure ru les that i t  recomnended. 

Neither the English Act of the time, nor the 1929 Companies Act 

which was based to  a large degree upon the report of the 

Committee, contained an oppression section. The der ivat ive 

action was s t i l l  confined w i th in  the narrow l i m i t s  set by the 

ru le  i n  Foss v .  Harbottle.2 Without these shareholder remedies 

i t  i s  d i f f i c u l t  to  understand just  what 'benefit would be 

conferred by disclosure other than some loose form of  moral 

Paragraph 48. 

(1843) 67 E . R .  461. 
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suasion. I t  i s  possible - although we do not know i f  i t  happened 

or to  what extent - that loans to  d i rectors were regarded as an 

acceptable perquis i te  o f  o f f i c e .  

2.3 Section 128 o f  the 1929 Act3 required that the annual 

accounts show a l l  outstanding loans to  d i rec tors  and o f f i ce rs  and 

any amounts repaid on such loans. Loans made by a company whose 

ordinary business was the lending of money and loans o f  22,000 or 

less to  an employee were exempted from the disclosure provisions. 

2.4 I n  June o f  1945 the Cohen Comnittee submitted i t s  

repor t .  I n  paragraph 94 o f  that report the Comnittee set out i t s  

opposition to  the granting o f  f inancia l  assistance by a company 

to  one o f  i t s  Directors or Of f icers i n  the clearest terms. I t  

said : 

I f  the Director can o f fe r  good secur i ty ,  i t  
i s  no hardship to  him to  borrow from other 
sources. I f  he cannot o f fe r  good secur i ty ,  
i t  i s  undesireable that he should obtain from 
the compgny c red i t  which he would not be able 
to  obtain elsewhere. 

The Comnittee recorded that i t  had heard o f  several recent cases 

i n  which d i rectors had borrowed money from the i r  companies on 

inadequate secur i ty  and had been unable t o  repay the loans. I t  

therefore recomnended that ,  subject t o  cer ta in  exceptions, i t  

should be made " i l l e g a l "  for  a company to  grant f inancia l  

assistance t o  i t s  d i rectors or o f f i ce rs .  There was no discussion 

o f  the possible e f fec t  o f  t h i s ,  namely, that i f  i n  sp i t e  o f  the 

statutory p roh ib i t i on  f inancia l  assistance was given to  a 

d i rec tor ,  even i n  such a sirrple case as a loan, that i l l e g a l i t y  

might resu l t  i n  a void transaction and the company might never be 

3 Companies Act, 1929 ( U . K . 1 ,  c .  23. 
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able t o  co l lec t  the loan. One thing i s  apparent. There would 

have been no necessity for t h i s  recomnendation i f the Comnittee 

had f e l t  that the established f iduciary re lat ionship o f  a ' 

d i rector  t o  h i s  or her company, and the very s tern prohib i t ions 

that the English courts had evolved regarding a d i rector  i n  a 

c o n f l i c t  o f  in terest  s i tua t ion  was su f f i c i en t  t o  prevent the 

abuses which they had c i ted .  

2 . 5  Not a l l  o f  the recomnendations contained i n  the Cohen 

Report found the i r  way i n t o  the 1948 Companies Act.4 And section 

190 o f  that Act5 covered a broader range o f  subject matter than 

that discussed i n  the repor t .  The section made i t  unlawful for a 

company to  make a loan t o  a d i rec to r ,  or a d i rector  o f  i t s  

holding company or t o  enter i n t o  any guarantee or provide 

securi ty i n  connection wi th a loan t o  any such d i rec to r .  Four 

exceptions were provided. F i r s t ,  an exception was made for an 

exempt p r iva te  company. This exception produced enormous 

de f i n i t i ona l  problems, and the concept of  an exempt p r iva te  

company was la te r  abandoned. Second, the p roh ib i t i on  d i d  not 

apply t o  f inancia l  assistance given by a subsidiary t o  i t s  

holding company. Third, an exception was provided for  expenses 

incurred or t o  be incurred by a d i rector  for the purpose o f  

enabling him t o  properly perform h i s  dut ies as an o f f i c e r  of the 

company. Fourth, lending companies were excepted. 

2 . 6  The t h i r d  exception was made subject t o  two condit ions, 

contained i n  subsection ( 2 ) .  The f inancia l  assistance could only 

be given wi th the p r i o r  approval o f  the company given at  a 

Companies Act, 1948 ( u . K . 1 , ~ .  34 

See Appendi x 1 . 



general meeting a t  which the purpose o f  the expenditure and the 

amount were t o  be d isc losed,  and i f  t h i s  cond i t i on  had not been 

met at  or before the next annual general meeting, the loan or  the 

l i a b i l i t y  under the guarantee or  the secur i t y  had t o  be 

discharged w i t h i n  s i x  months o f  the date o f  that  annual meeting. 

Subsection 13) went on t o  say that  where the approval o f  the 

company was not given as required under subsection ( 2 )  the 

d i r ec to r s  were j o i n t l y  and severa l ly  l i a b l e  t o  indemnify the 

company against any loss.  

2.7 I n  June o f  1962 the Jenkins Comnittee submitted i t s  

repor t .  I t  acknowledged that  i t  had received submissions that 

sect ion 190 should be subject t o  a fu r the r  exception t o  provide 

assistance to  a "working" d i r ec to r  t o  purchase a house f o r  h i s  or 

her own occupation. I t  had a lso received submissions that  there 

were gaps i n  the prov is ions;  that  the sect ion could be 

circumvented and that i t  should be extended t o  p r o h i b i t  loans by 

a company t o  another company i n  which a d i r ec to r  o f  the lending 

company held a ma jo r i t y  i n t e res t .  

2.8 Part 1 o f  the Companies Act, 1967,6 abolished the 

concept o f  the exempt p r i v a t e  company which had caused so much 

t rouble ,  and d i d  implement a substant ia l  number o f  the 

recomnendations o f  the Jenkins Comnittee, but none that  a f fec ted 

sect ion 190 o f  the 1948 Act. 

2.9 I n  November o f  1977 the Department o f  Trade produced an 

in-house White Paper7 The main thrust  o f  the repor t  deals w i t h  

- 

6 Companies Act, 1967 I U . K . 1 ,  c .  81 

Cmnd. 7037, November, 1977, The Conduct o f  Company 
Di rectors .  



ins ider  t rad ing,  but loans t o  d i r ec to r s  are discussed i n  

paragraphs 8 t o  15. These recornendations appear t o  have been 

the basis fo r  the prov is ions which were la te r  implemented i n  the 

1985 Companies Act. The repor t  re fe rs  t o  a  number o f  serious 

cases i n  which d i r ec to r s  had sought t o  circumvent sect ion 190 i n  

order t o  obta in  large sums o f  money from t h e i r  companies. I t  

s ta tes that  the recommendations were made by inspectors fo l lowing 

recent company inves t iga t ions .  I n  general there was t o  be 

greater d isc losure o f  loans t o  d i rec to rs  fo r  a l l  companies. For 

pub l i c  companies and p r i v a t e  companies which belonged t o  a  group 

inc lud ing a pub l i c  company i t  was proposed t o  widen the scope o f  

sect ion 190 t o  include i n  the p roh ib i ted  c lass d i rec to rs '  

fami l i es  and companies i n  which a d i rec to r  had an i n t e res t .  

Criminal sanctions were a lso  recommended. The repor t  then went 

on t o  deal w i t h  the exceptions i n  sect ion 190, o f  which only 

three remained fo l low ing  the repeal o f  the exempt p r i va te  

company. No great concern was shown w i t h  the exception granted 

t o  a  subsidiary t o  lend money t o  i t s  ho ld ing company, but fur ther  

d isc losure provis ions were required i n  the annual accounts. 

2.10 The White Paper recommended that an upper l i m i t  o f  

10,000 pounds be placed on the exception for  expenses. I t  

adopted the same technique w i th  regard t o  lending companies and 

placed an upper l i m i t  of  50,000 pounds on a loan t o  a d i r ec to r  of 

a lending company by that company. I t  a lso appl ied tbe same 

l i m i t  t o  loans t o  ass is t  i n  prov id ing housing fo r  working 

d i r ec to r s .  The Paper then went on t o  cover one addi t iona l  po i n t ,  

namely a  debt incurred by a  d i r ec to r ,  inc lud ing h i s  or her 

fami l y ,  i n  the normal course of trade. I t  recommended disclosure 

i n  any such case where the t o ta l  indebtedness exceeded 5,000 
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pounds. 

2.11 The Paper does contain some interest ing s t a t i s t i c s  and 

comparisons w i th  North American corporations. I t  mentions that 

outside d i rectors are extremely rare i n  Great B r i t a in .  Only 35% 

o f  companies i n  the Times top 1,000 had more than two 

non-executive d i rectors and 30% had none. I n  general, the Paper 

exhibi ted a concern that d i rectors and management are, i n  the 

vast major i ty  of  cases, one and the same and that therefore th i s  

group must be contro l led and regulated. - 

2.12 The 1985 Conpanies Act8 contains even stronger 

sanctions. Sections 330 to  3449 inc lus ive deal at  considerable 

length and i n  astonishing d e t a i l  wi th res t r i c t i ons  on loans and 

other f inancia l  assistance to  d i rec tors .  The general thrust i s  a 

f l a t  p roh ib i t i on  subject t o  some exceptions. The range of  the 

prohibi ted class has been extended as broadly as possible, as has 

the range o f  transactions, including a s ingu lar ly  opaque 

d e f i n i t i o n  of  a "quasi- loan". The provisions deal w i th  

inter-company loans i n  the same group, transactions at  the behest 

o f  a holdingcompany, provide for disclosure and upper l i m i t s  

wherever there i s  an exception, and give r i s e  t o  c i v i l  remedies 

and cr iminal penalt ies.1° 

8 Companies Act, 1985 ( U . K . ) ,  C .  6 

10 For those who might, as an i n te l l ec tua l  exercise, choose to  
f i n d  the i r  way through th i s  maze o f  regulat ion, we suggest 
reference to  To1 ley 's  Company at  pages 270 and 271, 
wherein the learned author gives a two-page spreadsheet, 
complete w i th  squares and l ines i n  a l l  d i rec t ions ,  which may 
be o f  assistance. 



( b )  Conmon Law 

2 . 1 3  I t  i s  d i f f i c u l t  to  assess the effectiveness of  these 

statutory measures. There were no reported cases before they 

were implemented, nor were there any a f t e r .  I n  1926 the Greene 

Comnittee f e l t  they were unnecessary. I n  1945 the Cohen 

Comnittee noted cases o f  which they were aware. We do not know 

how or where they heard o f  them but i t  ce r ta in l y  was not as a 

resul t  o f  any reported cases. I n  1962 the Jenkins Comnittee 

mentioned no reported case nor can we f i n d  one dealing w i th  the 

law regarding loans, guarantees or a charge on the assets of  the 

corporation given for the benef i t  of a d i rec tor .  The Department 

of Trade White Paper was published i n  1977 and no cases are 

mentioned, or c i t ed .  

2 . 1 4  By the time the 1985 amendments were enacted however, 

one case was before the courts. The 19 day t r i a l  i n  Rolled Steel 

Products (Holdinas) Ltd.  v.  B r i t i s h  Steel Corporation and 

Others" had ended i n  Apr i l  of 1981, and i t  was known that the 

t r i a l  decision would be appealed. The b r i e f  facts  of  that 

complicated case are that S owned 51% of  the shares o f  company A 

and 100% of  the shares o f  company B .  The remaining 49% o f  the 

shares of  A were held by a t rus t  i n  favour o f  the chi ldren o f  S .  

I n  sp i te  of the very broad objects contained i n  i t s  Memorandum of 

Association, A's main purpose was t o  hold the necessary land for 

the operations o f  B .  B advanced £400,000 to  A i n  order that A 

could purchase and erect the necessary bui ld ing t o  carry on B's 

operations. I n  the meantime, B had become indebted to  i t s  main 

supplier i n  an amount i n  excess o f  £800,000. The supplier grew 

i 1  119851 3 A l l  E .  R .  52 ( C . A . ) .  
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rest less.  I n  May o f  1968 S hoped to  buy some time and agreed at 

the insistence o f  the supplier t o  execute a personal guarantee o f  

the indebtedness owed by B .  He d i d  not get much time. F i f teen 

days a f te r  execution o f  the guarantee, the supplier demanded 

payment from him of  the en t i re  amount due by B .  Negotiations 

dragged on but f i n a l l y  i n  January o f  1969 documents were 

completed under which the supplier agreed to  lend f400,OOO t o  A .  

A i n  turn was to  imnediately repay i t s  debt o f  f400,OOO t o  8 .  B 

would then pay the same amount t o  reduce i t s  indebtedness to  the 

suppl ier.  This money went the f u l l . c i r c l e  i n  one day. Dn the 

same day A executed three documents. F i r s t ,  a guarantee o f  

payment of  the balance owing to  the supplier by B .  Second, an 

agreement under which A acknowledged i t s  indebtedness o f  £400,000 

t o  the supplier and that i t  had guaranteed payment t o  the 

supplier by 8 .  Further, unless by the 17th of  February, 1969 i t  

had sold su f f i c ien t  assets to  discharge both these l i a b i l i t i e s ,  A 

would issue to  the supplier a debenture to  secure the outstanding 

amount on both accounts. Third, a debenture issued by A i n  

favour of  the supplier which was to  be held i n  escrow u n t i l  the 

17th o f  February, 1969 to  enable A to  s e l l  cer ta in  assets. I f  

these assets had not been sold by that time the debenture was t o  

be delivered to  the suppl ier.  The assets were not sold. The 

debenture was del ivered. Under i t s  terms the supplier was 

e n t i t l e d  to  demand immediate payment, and i f  payment were not 

received by the 1st o f  Apr i l  the company was e n t i t l e d  to  appoint 

a receiver.  Demand was made on the 12th of  March. Payment was 

not forthcoming. Clearly the en t i re  transaction benefited S 

since the assets o f  A were not avai lable to  pay the debt o f  8 ,  

repayment of  which had been guaranteed by S personally. The 



formal resolut ion of  the directors of  A approving execution o f  

a l l  o f  these documents made no mention of  the fact that S was i n  

a c o n f l i c t  o f  interest posi t ion,  or that he had disclosed h i s  

con f l i c t  to  the meeting o f  the board. The receiver was able to 

rea l i ze  a substantial sum out of  the assets of  A .  f1,025,000 was 

paid to  the suppl ier,  being the to ta l  debt plus in te res t ,  E50,000  

was paid to the receiver,  but there were no excess funds wi th 

which to  pay the unsecured creditors o f  A .  A sued to  set aside 

the guarantee, the agreement and the debenture and therefore the 

appointment of  the receiver,  and to  obtain repayment from the 

supplier of a l l  monies received by the receiver.  I n  the meantime 

S was declared bankrupt, and the other d i rector  o f  A ( t h e  father 

of  S )  had died and there was not much money i n  h i s  estate. There 

was no point therefore i n  arguing about the f iduciary 

re lat ionship owed by the two d i rectors of  A since a judgment 

would be of  l i t t l e  use. The transaction was not caught by 

section 190 o f  the 1948 Act since the guarantee was not given 

wi th regard to  a director or a d i rector  of  a holding company, but 

wi th regard to the indebtedness o f  another company. The decision 

therefore depends en t i re l y  on comnon law pr inc ip les .  

2 . 1 5  The f i r s t  of these i s  ultra vires. The Court of  

Appeal were at great pains to point out that a l l  o f  the 

transactions involved took place before the enactment of  section 

9 of the European Economic Somnunities Act . l2  Ultra vires has 

been described i n  one recent a r t i c l e  as "one of  company law's 

oldest fresh problemsn13 Slade, J . ,  who gave the main judgment 

i n  the Court of Appeal, discusses two types of  ultra vires. One 

l 2  European Economic Comnunities Act, 1972 (U .K . ) ,  c .  68. 

' 3  G .  Shapira, "U l t ra  Vires Redux", (1984) 100 L . Q . R .  468 
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involves an act beyond the capacity o f  the company, i n  which case 

that act i s  void and no defence or r a t i f i c a t i o n  i s  possible. The 

second type i s ' t h a t  i n  which the act i s  beyond the power o f  the 

company or the author i ty  o f  the d i rectors.  I n  such a case a 

defence based on the p r i nc ip le  enunciated i n  Royal B r i t i s h  Bank 

v. TurquandI4 i s  avai lable to  an outsider,  providing always that 

the outsider d i d  not have actual knowledge of the absence o f  

power or lack o f  author i ty .  His Lordship then concludes that the 

relevant transactions were not beyond the corporate capacity o f  

A, but beyond the author i ty  of the d i rectors because they were 

entered i n t o  i n  furtherance of purposes not authorized by the 

Memorandum of Association of A .  Because the supplier had 

knowledge o f  t h i s  lack o f  authori ty ( i t s  own s o l i c i t o r s  had 

warned i t  of  the problem) the transaction should be set aside. 

2.16 H i s  Lordship then went on to  f i nd  that the d i rectors 

of A were not only acting i n  breach o f  the Ar t ic les o f  

Association, but also o f  thei r  f iduc iary dut ies. As trustees o f  

the company's funds they had comnitted a breach o f  t rus t  and the 

th i rd  party was wel l  aware o f  i t .  The t h i r d  party could 

therefore not conscientiously re ta in  those funds unless i t  had a 

better equity.  I n  e f fec t ,  the t h i r d  party became a constructive 

trustee for the misapplied funds. The o r i g ina l  £400 ,000  which 

had been lent t o  A ,  and which went f u l l  c i r c l e ,  d i d  confer a 

benefit on A by reducing i t s  indebtedness t o  B .  The supplier was 

therefore e n t i t l e d  t o  re ta in  th i s  sum but without in te res t .  The 

remainder o f  the funds, including the receiver 's charges of 

f50,000 were to  be repaid to  A .  
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2.17 English company law has always seemed uneasy wi th the 

concept of l im i ted  l i a b i l i t y .  There are h i s to r i ca l  reasons for 

t h i s ,  but i t  i s  surpr is ing that the influence of the past has 

lasted so long. The Memorandum and Ar t i c les  of  Association 

structure o f  a company as interpreted by the English courts would 

seem t o  involve two fundamental concepts. The f i r s t  i s  the 

sanct i ty  o f  cap i ta l .  The paid up cap i ta l  o f  a company was the 

only fund t o  which credi tors could look. Any act ion by the 

company which reduced th i s  cap i ta l ,  other than those spec i f i ca l l y  

permitted i n  the Act, was an ultra vires transaction. The second 

was the res t r i c ted  capacity of  the corporate personal i ty.  A 

company incorporated under a Memorandum and Ar t i c les  ju r isd ic t ion  

has only the capacity t o  do those acts which are included ei ther 

spec i f i ca l l y  or by necessary impl icat ion i n  i t s  Memorandum o f  

Association. One would have thought that w i th  the decision i n  

Bel l  Houses Ltd. v.  C i ty  Wall P r o ~ e r t i e s  Ltd.15 the long war 

between the pract i t ioners and the judges had f i n a l l y  been won by 

the prac t i t ioners .  Rolled Steel appears t o  indicate that the 

judges are s t i l l  f i gh t i ng  i n  the trenches, drawing d is t inc t ions  

between objects and powers, and s t i l l  l i m i t i n g  powers t o  thei r  

appl icat ion as necessari ly incidental t o  achievement of  the 

objects of the company. The indoor management ru le  as expressed 

i n  Royal B r i t i s h  Bank v .  Turquandl6 has been given remarkably 

inconsistent appl icat ion. I t  remains t o  be seen whether the 

English attempt t o  abolish the p r i nc ip le  o f  ultra vires i n  

section 9 o f  the European Economic Comnunities Act w i l l  be 

e f fec t ive  t o  do so. 

l 5  .[I9661 2 A l l  E. R .  674. 

Footnote 14, supra. 



2.18 In sumnary therefore, the English experience would 

seem to indicate that whatever corrmon law prohibition may exist 

depends upon the doctrine of ultra vires. Whether or not a 

particular action is ultra vires depends firstly upon the 

Memorandum of Association of the company. The company, being an 

artificial person, has no capacity to do anything outside of the 

objects specified in its Memorandum. If the transaction is 

outside those objects i t  is void unless i t  can reasonably be 

inplied that the action is necessarily ancillary to one of its 

objects. If however the company has the capacity to carry out a 

transaction but has not done so in compliance with the manner of 

exercising its powers contained in its Articles of Association 

then the transaction may be voidable. A third party whose 

contract is under attack can use the indoor management rule first 

expressed in Roval British Bank v. Turquand.17 Applied to the 

facts in Rolled Steel, the lender does not have to inquire as to 

the purpose of the loans, but having done so and having obtained 

knowledge that the actual execution of the documents regarding 

the loan do not comply with the provisions contained in the 

Articles of Association, then the indoor management rule has no 

application. As many a mother has said of her children, " i t  is 

better not to know". 

2. TRANSACTIONS INVOLVING SHARES 

(a) Statutory Provisions 

2.19 In contrast to the prohibition regarding loans, 

guarantees and a charge on the assets of a corporation for the 

benefit of its directors, the prohibition against a company 

l 7  Footnote 14, supra. 
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prov id ing f i nanc ia l  assistance i n  connection w i t h  a purchase o f  

i t s  shares f i r s t  appeared as sect ion 45 o f  the 1929 Act.18 I n  

paragraph 30 o f  i t s  repor t ,  the Greene Comnittee discussed a 

p rac t i ce  which had apparently become f a i r l y  comnon fo l lowing 

World War I i n  which syndicates o r  ind iv idua ls  would obta in  

shor t - term f inancing t o  buy cont ro l  o f  a company. Having done so 

they would appoint themselves as d i r ec to r s  and cause the company 

t o  lend them s u f f i c i e n t  funds t o  repay the short- term loan. The 

Comnittee considered these transactions t o  be, " h i gh l y  improper 

and t o  o f fend against the s p i r i t  i f  not the l e t t e r  o f  the law 

which p r o h i b i t s  a company from t r a f f i c k i n g  i n  i t s  own shares". 

Just why the Committee regarded these take-overs w i t h  such 

displeasure i s  ne i ther  analyzed nor explained. I n  any event, the 

Comnittee recomnended a s ta tu to ry  p r o h i b i t i o n  subject t o  two 

exceptions, the f i r s t  being the ubiqui tous lending company and 

the second being an employee share purchase plan where the shares 

were t o  be he ld  by a t rus tee for  the bene f i t  o f  the company's 

employees . 

2.20 These recomnendations were adopted w i t h  minor changes 

and became sect ion 45  o f  the 1929 Act. Under that  sect ion,  as 

enacted, i t  was unlawful f o r  the company t o  g ive  f i nanc ia l  

assistance, d i r e c t l y  o r  i n d i r e c t l y ,  t o  any person i n  connection 

w i t h  a purchase o f  shares o f  the company. Three exceptions were 

provided. F i r s t ,  the lending company; second, the trusteed 

employee share purchase p lan;  and t h i r d ,  loans t o  employees other 

than d i r ec to r s  t o  enable the employees t o  purchase shares 

d i r e c t l y .  Disclosure o f  loans under the las t  two exceptions had 

t o  be shown as a separate i tem i n  the balance sheet o f  the 

See Append i x 3 



company. The sanction provided for a maximum f ine  o f  flOO 

against the company and every o f f i ce r  o f  the company i n  the case 

o f  contravention. The word " o f f i c e r " ,  as i n  other English 

enactments, was defined to  include a d i rec tor .  

2 . 2 1  Nineteen years la ter  the Cohen Comnittee recomnended 

only two small changes to  section 4 5 .  The f i r s t  was to  extend 

the proh ib i t ion  not only t o  shares being purchased but shares to 

be issued, and the second was to p roh ib i t  a subsidiary from 

providing f inancia l  assistance i n  connection w i th  a purchase o f  

shares o f  i t s  holding company. English law then, and today, 

contains no section s imi lar  t o  ABCA section 3 0 .  I t  d i d  not 

recmend  an outr ight  p roh ib i t ion  preventing a subsidiary from 

holding shares i n  the parent company, but d id  suggest that the 

subsidiary should not be able to vote such shares. These 

recomnendations were adopted and became section 54 of the 1948 

Companies Ac t . l g  Except for these minor var iat ions,  and no 

mention i s  made i n  the section o f  the exclusion o f  the voting 

power, section 54  i s  nearly ident ica l  t o  the former section 45 .  

I t  i s  not reproduced as par t  of  the paper because o f  the 

s i m i l a r i t y .  

2 . 2 2  The Jenkins Report contains, i n  paragraphs 170 t o  186 

thereof, one of the few thoughtful and analyt ic discussions of 

the problems i n  th i s  area o f  the law. Some of the submissions 

which they received w i l l  have a fami l iar  r i n g  t o  the ears o f  

Alberta lawyers struggl ing w i th  ABCA section 42 .  The f i r s t  

complaint about section 54 of the 1948 Act was that i t  was drawn 

i n  terms so wide and general that i t  e i ther  penalized or 

1 9  Footnote 4 ,  supra 



prohib i ted a number o f  innocent and leg i t imate transactions. 

Some o f  the submissions questioned whether the sect ion served any 

i n t e l l i g i b l e  purpose. A l l  submissions agreed that c l a r i f i c a t i o n  

of  the wording was needed and that by and large the sect ion was 

usual ly ignored. The Comnittee pointed out that there was a 

clear d i s t i n c t i o n  between a company buying i t s  own shares and 

providing f inanc ia l  assistance regarding the purchase o f  i t s  

shares. The f i r s t  involves a reduction of  the company's cap i t a l ;  

the second does not .  I n  the Cornnittee's view the purpose of  the 

section i s  t o  prevent abuses which might ar ise when buyers w i t h  

i nsu f f i c i en t  funds acquire control  o f  a company. I n  such cases 

the buyers w i l l  i nev i tab ly  be forced t o  use the company's funds 

t o  pay for the shares. No one would suf fer  i f  the company 

continued t o  operate p r o f i t a b l y ,  but they f e l t  i t  a l l  too l i k e l y  

that the purchasers, having gained contro l  and having a debt to  

repay, would cause the target company to  par t  w i t h  i t s  assets for  

inadequate secur i ty  or i l l u s o r y  consideration. The Comnittee 

concluded that sect ion 54 had proved t o  be an embarrassment t o  

the honest without being a serious inconvenience t o  the 

unscrupulous. 

2 . 2 3  The Comnittee then turned i t s  a t ten t ion  t o  possible 

solut ions. Analyzing the "scandalous malpractices"20 i t  

concluded that these occur where the acquirer,  having gained 

contro l  w i t h  no prospect of paying for  i t ,  must do so out o f  the 

company's funds. A l l  too frequently when t h i s  had occurred, the 

company had f a i l e d  f i nanc ia l l y ;  the company's remedies against 

the acquirer were worthless because the acquirer had disappeared, 

disposed of  h i s  assets or was insolvent.  The Comnittee suggested 

2 0  Paragraph 175.  
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that the ideal so lut ion would be to  prevent the transaction from 

taking place at a l l ,  rather than imposing sanctions af ter  the 

event. The only way i n  which t h i s  "cut them o f f  at the pass" 

approach would be e f fec t ive  would be a provision that blocked the 

in ter im loan to  be granted to  the acquirer i n  order t o  gain 

contro l .  

2 . 2 4  A t t rac t ive  as th i s  solut ion appeared at f i r s t  glance, 

the Committee f e l t  that i t  would not be possible to implement 

such a p roh ib i t ion  without imposing a t o t a l l y  unreasonable burden 

on banks.and f inancia l  i ns t i t u t i ons .  Instead i t  sought t o  

protect the classes of persons who might be adversely affected, 

namely, minori ty shareholders and credi tors.  

2 . 2 5  Minori ty shareholders were to be protected by the 

requirement of a special resolut ion of the shareholders ( 7 5 %  

under the Companies Act of the t ime).  Furthermore, the 

resolut ion was not t o  be e f fec t ive  for 2 8  days af ter  i t s  passage. 

During that period 10% or more o f  the shareholders could apply to  

the court t o  p roh ib i t  the transaction. I n  the event of a 

unanimous resolut ion by the shareholders there would be no 2 8  day 

wait ing period. 

2 . 2 6  Creditors were to be protected by a requirement that 

the resolut ion would not be e f fec t ive  unless, at the time i t  was 

f i l e d  with the Registrar, i t  was accompanied by a statutory 

declaration of solvency completed by a l l  of  the d i rectors i f  

there were only two and by a major i ty  i f  more than two. 

Directors who made the declaration without reasonable grounds 

were to be subject t o  severe penalt ies. I f  w i th in  12 months of 

f i l i n g  the declarat ion the company went i n t o  l iqu idat ion and i t s  



2 7 

debts were not paid i n  f u l l ,  then there was t o  be a presumption 

that the declarat ion had been made without reasonable grounds. 

2.27 The Comnittee recomnended that the solvency 

declarat ion disclose the form of the assistance, the person to  

whom i t  was t o  be given and the purpose for  which i t  was 

intended. I n  addit ion the declaration was to  contain a statement 

that the declarants had made f u l l  inquiry i n t o  the a f f a i r s  of  the 

company and that having given effec,t t o  the transaction the 

company would be able t o  pay i t s  debts as they f e l l  due. I t  

spec i f i ca l l y  rejected the idea that i n  making the declarat ion, 

the declarants must assume that the funds used t o  assist the 

transaction would be los t  t o  the company. I t  further recomnended 

substantial penalt ies be imposed on any o f f i c e r  who was i n  

breach, but pointed out that i t  would not be reasonable to impose 

the penalty on the company as the ex is t ing  section 54 d id ,  since 

th i s  would only penalize the minori ty shareholders that the 

section was designed t o  protect .  

2 . 2 8  I t  then went on t o  recomnend that the transaction i n  

breach o f  the condit ions should be voidable at  the instance o f  

the company as against any person who has not ice o f  the facts.  

I t  was f e l t  that t h i s  would be a safer course than an absolute 

sanction. I n  the Comnittee's view a lender who knew neither the 

purpose of the loan nor the fact that repayment t o  him had been 

made possible by a breach would be prejudiced. I f  the lender had 

not ice o f  the purpose and accepted repayment without inqui r ing 

whether the suggested provisions had been complied w i th  then, i n  

i t s  opinion, the lender should be l i ab le  t o  compensate the 

company to  the extent that i t  had been prejudiced. I n  the event 
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of  l i qu ida t ion ,  the l iqu idator  of  the company would have a  remedy 

against the d i rec to rs  for misfeasance and against the person who 

provided the assistance w i th  knowledge that i t  was i n  breach of  

the section. 

2.29 I n  sp i t e  of  representations that there should be an 

exception for housing i n  favour of  working d i rec to rs  the 

Conmittee d id  not reconmend any such exception. The remainder of  

i t s  reconmendations dealt  w i th  rather small and ins ign i f i can t  

d ra f t ing  problems that had arisen. 

2 . 3 0  These reconmendations d i d  not f i n d  the i r  way i n t o  

leg is la t ion  u n t i l  the enactment of the 1985 Companies Act. 

Chapter 6 of that Act deals exclusively w i th  f inancia l  assistance 

by a  company regarding a  purchase of  i t s  shares, through sections 

151 to  158.21 Section 151 imposes the general p roh ib i t ion .  I t  

has been both ca re fu l l y  and broadly worded. I t  also includes a  

provision that every o f f i c e r  who i s  i n  default  i s  l i a b l e  to  

imprisonment or f i n e  or both. Section 152 contains de f i n i t i ons  

for the chapter and defines f inancia l  assistance, d i s t r i bu tab le  

p r o f i t s  and d i s t r i bu t i on .  The d e f i n i t i o n  of  d i s t r i b u t i o n  i s  

in terest ing i n  that i t  re fers t o  section 263(2) of  the Act. 

Under that section English company law imposed a  new obl igat ion.  

Dividends could no longer be paid u n t i l  a l l  previous losses had 

been made up. Sanct i ty of  cap i ta l  was s t i l l  a l i v e  and we l l .  

2 . 3 1  Section 153 provided for the fol lowing exceptions 

( 1 )  A company can give f inancia l  assistance fo r  the purpose 

of  acquis i t ion of  shares i n  i t s e l f  or i t s  holding 

2 '  See Appendix 4 .  



cornpany i f  the g iv ing of  assistance i s  but an 

incidental  par t  of some larger purpose, or i f  the 

assistance i s  given i n  good f a i t h  and i n  the interests 

o f  the company. 

(2) This exception i s  simi lar t o  ( 1 )  except that i t  applies 

to  any person, not just to  the company i t s e l f  or i t s  

holding company. 

( 3 )  The section d id  not p roh ib i t  a lawful dividend, an 

allotment o f  bonus shares (share d iv idend),  a reduction 

o f  cap i ta l  confirmed by order of the court or anything 

done under a compromise or arrangement sanctioned by 

the court .  

( 4 )  Subsection ( 4 )  contained three addit ional exceptions. 

F i r s t ,  once again, the lending company was excepted. 

Second, employee share purchase schemes which applied 

t o  the company or i t s  holding company. Under the 

curious wording o f  t h i s  exception i t  would seem to  

imply a trusteed share purchase plan. The t h i r d  was 

simply the provision of  loans to  persons (other than 

d i rec tors ,  t o  enable them to  purchase shares of  the 

company or i t s  holding company). 

2.32 Section 154 went on to provide special res t r i c t ions  

for publ ic  companies. The exceptions contained i n  subsection ( 4 )  

o f  153 were only t o  be available providing the company could meet 

a solvency tes t .  

2.33 Section 155 relaxes the provisions of  section 151 for 

pr ivate companies. A reading o f  th is  section w i l l  reveal the 
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deta i led nature of  i t s  provisions. The meat i s  contained i n  

subsection ( 4 )  which requires a special resolut ion of  the 

shareholders. 

2.34 Section 156 provides for the statutory declarat ion 

under section 155, and embodies the recomnendations of  the 

Jenkins Comnittee, wi th one addit ion, namely, that the directors'  

s tatutory declaration have annexed to  i t  a report of  the 

company's auditors s tat ing that the auditors have inquired i n t o  

the state of  a f f a i r s  of the company and that they are not aware 

of anything to  indicate that the opinion expressed by the 

d i rectors i n  the declarat ion i s  unreasonable i n  a l l  the 

circumstances. 

2 . 3 5  Section 157 implements the recomnendations of  the 

Jenkins Comnittee that 10% o f  the shareholders could object a f te r  

the special resolut ion had been passed, and section 158 deals 

wi th the time frame i n  which i t  i s  permissible to  give f inancia l  

assistance. ( I t  must be remembered that sections 155 to  158 deal 

only wi th p r iva te  companies. 

2.36 Generally the res t r i c t i ons  were tightened up wi th 

regard to  publ ic companies. Even the exceptions contained i n  

section 1 5 3 ( 4 )  are subject t o  the solvency tes t .  On the other 

hand, the res t r i c t ions  have been relaxed somewhat regarding 

pr iva te  companies since assistance i s  permitted p-oviding the 

assistance has been approved by a special resolut ion of  the 

company, the declaration o f  solvency i s  completed and 10% or more 

of  the shareholders have not exercised thei r  r i g h t  t o  apply to  

the court t o  block the transaction. The actual sections as 

enacted also contained a further provision that the assistance 
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must be given w i th in  8 weeks from the day i n  which the d i rectors 

of  the company made thei r  s tatutory declarat ion regarding 

so 1 vency . 

( b )  Case Law 

2.37 Unlike the statutory provisions w i th  regard t o  loans 

t o  d i rectors,  there are a good number o f  reported cases dealing 

wi th f inancia l  assistance given by a company i n  connection w i th  a 

purchase of i t s  shares. They f a l l  i n t o  two groups; those 

concerned w i th  section 45 o f  the 1929 Act ( inc luding,  i n  one 

case, l i t i g a t i o n  concerning a counterpart o f  that section from 

Austra l ia)  and those i n  which section 54 o f  the 1948 Act was i n  

question. No case has yet come before the courts concerning the 

provisions contained i n  the 1985 Act. A discussion o f  these 

cases i s  useful  because i t  indicates the sorts o f  d i f f i c u l t i e s  

courts have had w i th  these kinds of provisions, and because i t  

i l l us t ra tes  the hinds of  fact  s i tuat ions that may be considered 

s u f f i c i e n t l y  objectionable that some legal sanction i s  desirable. 

The cases, i n  short ,  are a re f l ec t i on  o f  real l i f e  behaviour. 

2.38 Spinh (Bournemouth) Ltd. v.  Dounlas Ol iver Spink22 i s  

the f i r s t  case i n  which the courts were ca l led  upon to  consider 

the e f fec t  of  section 45 of  the 1929 Companies Act. Douglas 

Spink, h is  brother and one other were the only shareholders o f  

the p l a i n t i f f .  The brothers had a f a l l i n g  out and i n  the autumn 

of 1934 they agreed t o  p a r t .  Douglas, i n  consideration of El00 

paid' by the company and a release of  any and a l l  indebtedness 

owed by him t o  the company, resigned h i s  l i f e  d i rectorship and 

entered i n t o  a r e s t r i c t i v e  covenant not to  compete for f i v e  years 
- 

Z 2  [I9361 1 A l l  E. R .  597. 
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wi th in  10 miles o f  Bournemouth. As par t  o f  the transaction, he 

also agreed to s e l l  h i s  shares to  h i s  brother for f250. Both 

cheques were paid by the company. I n  February o f  1936 Douglas 

became sales manager o f  a f i rm  i n  d i rec t  competition wi th the 

p l a i n t i f f  and the p l a i n t i f f  sued to  enforce the r e s t r i c t i v e  

covenant. Douglas defended on the basis that the £250 had been 

paid by the company i n  connection w i th  a purchase o f  the 

company's shares and since th i s  was unlawful under section 45  the 

whole transaction was void and unforceable. He d i d  not succeed. 

Luxmore J. held f i r s t ,  that the components o f  the transaction 

were severable, and second, that there was insu f f i c ien t  evidence 

that the payment o f  f250 had been made for the par t icu lar  purpose 

of enabling John to  purchase the shares. This second holding by 

the learned judge f l i e s  i n  the face o f  the agreed facts,  but i t  

i s  obvious that the court was approaching the whole question o f  

the af fect  of i l l e g a l i t y  of the contract w i th  great caution. 

2.39 The next case t o  come before the courts was i n  

V . G . M .  Holdinas, This case was heard by Lord Greene 

M . R .  (who had been the Chairman of the Greene Corni t tee) .  Three 

gentlemen had incorporated V . G . M .  Holdings, Limited, w i th  a 

capi ta l  o f  £20,000 divided i n t o  20,000 shares o f  £1 each. They 

had subscribed for a l l  o f  the issued cap i ta l ,  paying 4 sh i l l i ngs  

per share down and the remaining 16 sh i l l i ngs  per share being 

subject to  c a l l .  These gentlemen tben caused the company to  buy 

a l l  o f  the shares o f  another company (Century) and i n  a one-day 

transaction the company issued a cheque to  Century, Century 

issued cheques to  i t s  shareholders, who were the same as the 

shareholders of the company, and the shareholders immediately 

2 3  [I9421 1 Ch. 235. 
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endorsed the cheques back to  the company, thereby paying o f f  the 

c a l l  on thei r  shares. Shortly thereafter Century went i n to  

voluntary l iqu ida t ion .  Approximately one month la ter  V . G . M .  was 

ordered to  be wound up. The l iquidator took out a sumnons 

al leging that the payment to  Century was made fraudulent ly,  i n  

breach o f  t r u s t ,  and also i n  breach o f  the provisions o f  section 

45 of  the Companies Act. Lord Greene repeated almost word for 

word the comnentary contained i n  the Greene Comnittee's report as 

to  the or ig ins  and the necessity o f  section 45. However he held 

that section 45 d i d  not apply i n  th is  case since i t  was not a 

question of  "a purchase" o f  shares, but simply i n  connection wi th 

" the subscription for the company's shares". I n  sp i te  o f  h i s  

strong views he was not prepared to extend the section to  include 

payment for a subscription for shares. 

2.40 The next case to  come before the English courts was 

Victor Battery Co. Ltd, v.  Curry's Ltd, and Others.24 J agreed 

to buy a l l  o f  the issued shares of  Victor Battery, ( 0 1 ,  for 

£15,000. J paid £6,000 down, and the remaining £9,000 was to be 

paid over a short period of  time. J persuaded the p l a i n t i f f ' s  

main customer to  advance £10,000 to himself and two other 

companies which he contro l led,  and as securi ty for repayment o f  

the loan from the suppl ier,  J caused B to execute a f l oa t i ng  

charge debenture i n  the amount of  £10,000 i n  favour of the 

suppl ier.  J used approximately £1,200 for h i s  personal use and 

the remainder he used to  pay o f f  the indebtedness regarding the 

shares so that he became the owner of  a l l  of the shares of  the 

p l a i n t i f f .  Payments due under the loan f e l l  i n  arrears, and a 

receiver was appointed. The p l a i n t i f f  commenced an act ion for a 

z 4  [I9461 1 A l l  E. R .  519 



declarat ion that the debenture was i nva l i d  i n  that i t  contravened 

section 45 o f  the Act. Roxburgh J .  held that the securi ty was 

va l i d .  His Lordship pointed out that the penalty i n  the section 

was a f i ne  not exceeding £ 1 0 0 .  I f  the debenture was held to be 

i nva l i d  a company could obtain a loan o f  f100,OOO i n  

contravention o f  the section, shor t ly  thereafter repudiate i t  and 

be subject only t o  a f i ne  o f  £100 .  I n  the opinion o f  the learned 

judge such a resu l t  would be both fantast ic  and unreal and he 

therefore refused to place th i s  in terpretat ion upon the section. 

He went on, however, t o  point out that i f  he was wrong, and i f  

the debenture was an i l l e g a l  contract the general r u l e  i s  that 

neither party can take action to  a f f i rm  or d i sa f f i rm  unless the 

party seeking the a id o f  the court i s  one o f  the class o f  persons 

for whose protect ion the i l l e g a l i t y  of the contract has been 

created. He pointed out that the orily person named i n  the 

section i s  the company i t s e l f .  C i t ing  V . G . M .  Holdinqs Ltd. he 

concluded that the section had been enacted to protect creditors 

o f  the company, not the company i t s e l f .  The company therefore 

was not included i n  the class o f  persons designed t o  be protected 

by the statute and therefore was not e n t i t l e d  to  seek the 

assistance of the court i n  ei ther af f i rming or d isaf f i rming an 

i l l e g a l  contract.  

2.41 Section 54  of the 1948 Act was designed to  cover the 

gap pointed out by Lord Greene i n  V . G . M .  Holdinqs L td . .  The 

prohib i t ion was extended to  cover not only a purchase o f  shares 

but a subscription o f  shares. The requirement to  show as a 

separate item any outstanding loans made pursuant t o  the 

exceptions for' employee share purchases was dropped. I n  1957 the 

section was extended by adding a provision proh ib i t ing  the 



lending of  money by a company to  assist a subscription for the 

shares of i t s  holding company. 

2.42 Following the enactment of the new section 54 of the 

1948 Act, the f i r s t  case to come before the courts,  was the 

leading case of  Selanqor United Rubber Estates Ltd,  v.  Craddock 

and Others.25 The facts are complicated ( there were ten 

defendants i n  the case) but can be sumnarized as fol lows. 

Following the end o f  World War I 1  and the independence of  Malaya, 

the English rubber companies that had been operating i n  that 

country were bought ou t .  Selangor was one o f  these. I n  1958 i t  

had l i q u i d  assets of  £235,800, a l i s t i n g  on the London Stock 

Exchange and no business other than managing i t s  investments. A 

c o m n  scheme of  the time was for an entrepreneurto buy more that 

75% but less than 80% o f  the shares o f  any of  these shel l  

companies. Having acquired control  of the company he would 

transfer to  i t  an asset at h i s  cost, and then have the company 

se l l  the asset at  a p r o f i t .  The entrepreneur would then be able 

to  s e l l  h i s  shares on the stock exchange for a considerable 

p r o f i t  which, under the tax laws of the time, would not a t t rac t  

capi ta l  gains tax. Because of  the stock exchange l i s t i n g ,  the 

shares i n  these companies were sold at a s l i gh t  premium. I n  the 

case o f  Selangor the premium was f ixed at £9,250. Shareholders 

who d i d  not accept the take-over o f fe r  would share i n  the 

appreciation of  the value of  the shares. 

2.43 To put the necessary facts of  t h i s  case as simply as 

possible, a small merchant bank (Contanglo, one o f  the 

defendants) act ing on behalf o f  Craddock, offered to  buy a l l  of 
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the shares of Selangor for 5 s. 1 1/2 d. per share which pr ice 

represented the net asset value o f  Selangor plus the premium. 

Contanglo acquired 79% of  the shares of Selangor for a to ta l  of  

.€195,000 which included the pr ice  to be paid for the shares, some 

expenses and Contanglo's fee of .€7,500. Under the arrangement 

between Craddock and Contanglo, Contanglo was to  attend at the 

closing to  pay for the shares. The c los ing would include the 

resignation o f  the former d i rectors and the appointment of 

Craddock and h i s  nominees as the new d i rec tors .  Craddock 

undertook to pay Contanglo the .€195,,000 w i th in  7 days o f  closing. 

Imnediately a f te r  the closing Craddock caused Selangor to lend to 

another company control led by him .€232,500 at 8%. That company 

imnediately lent the same sum to  Craddock at 9% and Craddock paid 

Contanglo the .€195,000. No assets were ever transferred to 

Selangor. I n  fact while not important for our consideration o f  

the decision, Craddock assigned h i s  en t i re  in terest  i n  the 

transaction to one Burden. Not long a f te r  these events, Selangor 

was forced i n t o  compulsory l iqu idat ion and an act ion was 

comnenced by the Board of Trade i n  the name o f  the company. 

2.44 The case deals wi th nine d i s t i n c t  points o f  law but 

the one that concerns us i s  the ef fect  o f  section 54 o f  the 1948 

Companies Act. Having found a breach o f  t rust  by Craddock and 

h i s  nominees as d i rectors o f  Selangor, the court then considered 

the defence of i l l e g a l i t y .  The general ru le  concerning the 

unenforceabil i ty o f  an i l l e g a l  contract was acknowledged. 

However i n  t h i s  case Selangor had suffered the loss due to a 

breach o f  t rust  by i t s  own d i rectors.  This breach o f  t rust  

included causing Selangor to  act i n  contravention o f  section 54 

Therefore the defence of i l l e g a l i t y  was unavailable to  the 



directors.  The court then discussed at some length the Victor 

Battery case and disagreed w i th  Roxburgh's conclusion i n  that 

case. I t  acknowledged the harshness of  the i l l e g a l i t y  ru le ,  but 

re-aff irmed that i t  was rooted deep i n  publ ic po l i cy  and that the 

harshness was a necessary concomnitment to enforce that po l i cy .  

I n  essence the court concluded that ,  had there been no breach of  

t rust  by the d i rec tors ,  the defence would have been avai lable. 

2 . 4 5  Put i n  i t s  shortest terms, Selangor before the 

transaction had f 2 3 2 , 5 0 0  i n  cash. After the transaction i t  had 

had an unsecured debt owed t o  i t  by one of Mr. Craddock's 

companies which bore in terest  at 8% but proved to  be 

uncollectable. While the law i s  exhaustively discussed, the 

decision and a la te r  decision i n  the same case (Selanqor, 

No. 4 ) 2 6  s e t t l i n g  the general terms of the order, i t  i s  d i f f i c u l t  

i f  not impossible t o  t e l l  just  how many shares were issued and 

outstanding i n  Selangor before the transaction and just precisely 

what the actual f igures are that resulted from the formula used 

i n  se t t l i ng  the terms of  the order. At f i r s t  blush the blunt 

statement as t o  what happened to  the company's money would indeed 

indicate that something was seriously wrong, but on further 

examination i t  i s  not clear where the money went, and who was 

adversely affected. The company was not carrying on any act ive 

business, therefore there were no credi tors of  the company who 

were adversely affected. The act ion was corm~nced by the Board 

o f  Trade fol lowing an invest igat ion and wi th the author i ty  of the 

l iquidator of the p l a i n t i f f  company, but there i s  no indicat ion 

as t o  how the l iqu idator  was appointed or at whose behest he was 

appointed. Sorting through the mass of  f igures that are given i n  

2 6  [I9691 3  A l l  E .  R .  965. 
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the judgment and the complexities of the transaction, i t  is 

apparent that 79% of the shareholders received a completely fair 

price for their shares since the price was based on the net asset 

value plus the premium. The other 21% were either slow off the 

mark or were prepared to take their chances that the value of 

their shares would increase. 

2.46 In the final result, Mr. Craddock and Selangor's 

bankers, together with some other defendants, were held jointly 

and severally liable for the f190,000, and Mr. Craddoch was held 

liable for the remainder of the money that had disappeared from 

Selangor. Under the formula used for the final judgment the 

defendants were entitled to a credit of E190,OOO less the costs 

times the 79%. I t  is not clear how much this amounted per share 

to the 21% of the shareholders who did not sell. Presumably they 

got something close to the 5 s. 1 1/2 d. per share on the 

liquidation of the company, less the liquidator's costs. 

2.47 In the later case of Karah Rubber Co. Ltd. v. Burden 

and Others (No. 2),27 a decision of Brightman J .  involving a 

similar transaction, (indeed some of the playes are the same) i t  

is possible to work out some of the figures. The net assets of - 
the company were worth 41 s. per share. The offer was made at 44 

s. per share and 77.5% of the shareholders accepted the offer. 

A t  the end of the day when all of the smoke had cleared the 22.5% 

of the shareholders who did not sell would have received 54 s. 

per share less the costs of the liquidator. 

2.48 In Heald and Another v. O ' C ~ n n o r , ~ ~  Fisher J.  also 
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disagreed w i th  M r .  Justice Roxburgh. I n  that case he held a 

debenture that had been given t o  secure payment o f  the balance 

owing on a share purchase to  be inva l id .  Fisher J. stressed the 

deterrence factor and f e l t  that i t  was much more l i k e l y  t o  be 

e f fec t ive  i f  the resul t  was that the transaction was void rather 

than a small f i ne .  The fact  that the holder of  a securi ty or the 

indebtedness could not co l l ec t ,  i n  h i s  opinion, would more 

e f fec t i ve l y  discourage such transactions. 

2.49 The matter was f i n a l l y  l a i d  t o  rest  i n  Belmont Finance 

Corporation v. Williams Furniture L td .29  I n  that case the Court 

o f  Appeal held that the agreement involved was i l l e g a l  under 

section 54. This being so, an agreement between two or more 

persons to  e f fec t  an unlawful purpose i s  a conspiracy. While the 

company involved had executed the agreement and was therefore a 

party t o  the transaction, i t  was not a co-conspirator; i t  was the 

object o f  the conspiracy. As a resul t  o f  the transaction the 

company had been denuded of  over f400,OOO and i n  any event the 

conspiracy consisted o f  the negotiations p r i o r  t o  the agreement. 

The agreement simply implemented the conspiracy and the p l a i n t i f f  

company was not a par ty  t o  the conspiracy. The p l a i n t i f f  was 

therefore e n t i t l e d  t o  b r ing  the act ion and the defence that i t  

was a par ty  t o  the i l l e g a l  transaction fa i l ed .  

2.50 One other case deserves mention before proceeding t o  

the next chapter. I t  i s  the New Zealand case o f  Re Wellinaton 

Publishinq Companv Limited.30 Wellington made a take-over b i d  

for a l l  o f  the shares o f  Blundell Brothers Ltd. Payment was t o  
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be made by allotting three shares of Wellington for every five 

shares o f  Blundell together with a cash payment of 9 5 a  per share. 

The offer was accepted and Wellington had to find just under 

$ 3 , 0 0 0 , 0 0 0  to pay the 9 5 a  per share. Wellington proposed to 

cause Blundell to pay a dividend of $ 3 , 0 0 0 , 0 0 0  out of its liquid 

assets. There was no question that this money would ordinarily 

be available for payment of a dividend. However two directors of 

Wellington raised questions as to whether this payment would be 

in breach of sect ion 6 2  of the New Zealand companies Act 1955 

which read as follows: 

6 2 ( 1 )  Subject as provided in this section, 
i t  shall not be lawful for a company to give, 
whether directly or indirectly, and whether 
by means of a loan, guarantee, the provision 
of security, or otherwise, any financial 
assistance for the purpose of or in 
connection with a purchase or subscription 
made or to be made by any person of or for 
any shares in the company. 

2 . 5 1  The court held that payment of a dividend was an 

ordinary function of any company, and indeed one of its primary 

functions. So long as the payment of the dividend did not 

contravene the provisions regarding dividends this was a 

perfectly legitimate transaction. Wellington as the sole 

shareholder of Blundell could cause Blundell to pay the dividend 

at any time and for any purpose from the funds that were legally 

available to d o  so. The court further pointed out that, given 

that Wellington owned all of the shares of Blundell, there were 

no minority shareholders of Blundell who could be adversely 

affected, and that following declaration of the dividend and 

payment to the former shareholders Wellington would have total 

assets of approximately $ 5 , 7 0 0 , 0 0 0  and current liabilities of 
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$2,500,000. There was therefore no credi tor  who would be placed 

at r i s k .  

2.52 I n  an in terest ing argument, counsel opposing the 

transaction suggested that future credi tors should also be taken 

i n to  account. The court f i rm ly  rejected th i s  argument, implying 

that i t  would be t o t a l l y  unrea l is t i c  to  impose upon d i rectors of  

a company an ob l iga t ion  to  have regard to  the demands o f  

credi tors who may at some inde f i n i t e  time i n  the future appear 

and who may never appear at a l l .  This decision appears to  have 

been enacted as one of  the exceptions i n  section 1 5 3 ( 3 )  o f  the 

1985 English Companies Act, insofar as section 151  does not 

p roh ib i t  a d i s t r i bu t i on  o f  the company's assets by way of  

dividend lawful ly  made or a d i s t r i bu t i on  made i n  the course o f  

the company's winding up. 

2.53 These cases reveal a d i s t i nc t  a t t i t ude  on the part  o f  

the English courts w i th  respect t o  the the e f fec t  o f  i l l e g a l i t y .  

With the exception of  the Victor Battery case (which was la ter  

overruled) the courts have unanimously held that a transaction i n  

contravention of the section i s  an i l l e g a l  agreement and 

therefore unenforceable by any party to  i t .  They have, however, 

recoi led from the logical  resu l t  o f  th is  f ind ing,  (which would 

leave the company without a remedy) and have resorted t o  

misfeasance on the par t  o f  the d i rectors,  the law of conspiracy 

and the imposit ion o f  constructive t rusts to  give r e l i e f .  They 

have c lea r l y  r e l i e d  on the disastrous e f fec t  upon the t h i r d  party 

as the main mechanism to  enforce compliance w i th  the section. By 

the use of the words " I t  i s  not lawful"  i n  section 151 o f  the 

1985 Act i t  i s  apparent that English corrpany law proposes to  
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continue to  do so. 

2.54 For nearly 60 years English company law has regarded 

f inancia l  assistance by a company i n  connection w i th  a purchase 

of i t s  shares as an act that i s  somehow or other wrongful i n  

i t s e l f .  The basis suggested i n  the report of  the Greene 

Comnittee for t h i s  i s  questionable. Such a transaction i s  not 

analogous to  the proh ib i t ion  preventing a company from buying i t s  

own shares. The analysis contained i n  the report of  the Jenkins 

Comnittee i s  both more careful  and more accurate. Yet there-are 

re la t i ve l y  few cases that have come before the courts.  The cases 

that have come before the courts have done so at the ins t iga t ion  

of  a receiver, l iqu idator  or a r is ing  from an invest igat ion by the 

Board of  Trade. I t  i s  an inescapable conclusion that providing 

no creditor or minor i ty  shareholder has been adversely affected 

the section has never been put to  use. This suggests the 

question: I s  the protect ion the p roh ib i t i on  purports to  af ford 

worth the cost imposed upon businessmen and thei r  advisors to  

ensure that any proposed transaction i s  not caught by the section 

and the i nh ib i t i ng  e f fec t  on what might otherwise be legit imate 

transactions? 



CHAPTER 3 

THE L A W  I N  A L B E R T A  

1. PREDECESSOR ACTS 

3.1 The statutory provisions found in Alberta company law 

have followed a slightly different path from the English 

provisions. The prohibition against loans to directors has been 

with us since 1886. In contrast, the statutory prohibition 

regarding financial assistance by a corporation in connection 

with a purchase of its shares did not appear in the Alberta 

Companies Act until 1954. Unlike the English provisions which 

separate the two classes of transactions, since 1954 the Alberta 

statutory provisions have been combined both in one section, and 

this arrangment was continued in section 42 of the ABCA. 

3.2 The Northwest Territories Ordinance of 188631 created 

the first non-federal corporation statute applying to ( inter 

a l i a )  what is now Alberta. Section 66 of that Ordinance32 

imposed a flat prohibition: no loan shall be made by the company 

to any shareholder. The sanction provided was to impose joint 

and several liability on all directors and officers of the 

company who made the loan. They were to be liable for the amount 

of the loan with interest both to the company and also to any 

creditors of the company for all debts of the company existing at 

the time the loan was made. The omnission of directors from the 

prohibited class is explained by section 35 of the Ordinance 

which, unlike the present ABCA provisions, contains only one 

- - - 

3 l  Companies Act, O.N.W.T. 1886, c. 6. 

3 2  See Appendix 5. 
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qua l i f i ca t i on  to  be a d i rec tor ,  namely, that person must be a 

shareholder of the company. The proh ib i t ion  applying to 

shareholders therefore included d i rectors.  

3 . 3  I n  1901 the Northwest Ter r i to r ies  changed from a grant 

o f  l e t t e rs  patent j u r i sd i c t i on  to a Memorandum and Art ic les o f  

Association jur isd ic t ion.33 The former section 66 became section 

53 o f  the new Act,34 but nowhere i n  the 1901 Act, or i n  the Table 

A Ar t ic les o f  Association appended to i t ,  i s  there any 

counterpart t o  section 35. A loan by the company to  a.d i rector  

who was not a shareholder would thus not be caught by the 

proh ib i t ion .  Presumably no one at the time could bel ieve that 

such a strange being as a d i rector  who was not a shareholder 

could possibly ex i s t .  

3 . 4  I n  1929 Alberta adopted a substant ia l ly  simi lar version 

to  the recent ly enacted English Companies Act. Section 1 4 ( 1 )  of  

the 1929 Act35 contained a f l a t  p roh ib i t ion ,  applicable to publ ic 

companies only, and prohib i ted loans to  shareholders or 

d i rectors.  Subsection ( 2 )  provided an exception for loan 

compani es . 

3.5 I n  1934 sanctions were added to the section by a new 

subsection ( 3 ) . 3 6  The company and any person who contravened the 

Act were g u i l t y  o f  an offence. Directors were henceforth l i ab le  

to  compensate the company and any person in jured for any loss, 

but a d i rector  was not l i a b l e  i f  he could prove that the 

3 3  Companies Act, O . N . W . T .  1901, c .  20. 

3 4  See Appendix 6 .  

3 5  See Appendix 7 .  

3 6  See Appendix 8 .  



c o n t r a v e n t i o n  was no t  due t o  h i s  misconduct o r  neg l i gence  and 

proceedings t o  recover  any loss  had no t  been comnenced w i t h i n  two 

yea rs .  The somewhat unusual word ing  p rov i ded  an a b s o l u t e  de fence  

a f t e r  two years  and a  c o n d i t i o n a l  de fence  b e f o r e  t h a t  t i m e .  

3 . 6  By a  1954 amendment,37 t he  s e c t i o n  was repea led  and 

rep laced  by t h e  p resen t  s e c t i o n  14 o f  t he  A l b e r t a  Companies 

Act.38 The p r o h i b i t i o n  con ta i ned  i n  subsec t i on  ( 1 )  o f  t h e  

p resen t  s e c t i o n  a p p l i e s  o n l y  t o  p u b l i c  companies and t h e i r  

shareho lders  and d i r e c t o r s ;  a p p l i e s  no t  o n l y  t o  loans bu t  t o  any 

f i n a n c i a l  a s s i s t a n c e  whether d i r e c t  o r  i n d i r e c t ,  by means o f  a  

l o a n ,  gua ran tee ,  t h e  p r o v i s i o n  o f  s e c u r i t y  o r  o t h e r w i s e ;  o r  i n  

connec t i on  w i t h  t h e  purchase o f  any shares o f  t h e  company. 

Subsec t ion  ( 2 )  p rov i des  f o u r  e x c e p t i o n s .  F i r s t ,  i f  t h e  lend ing  

o f  money by t h e  company i s  i n  t h e  o r d i n a r y  course  o f  i t s  

bus i ness .  Second, t o  employees, whether o r  no t  t hey  a r e  

shareho lders  o r  d i r e c t o r s ,  t o  a s s i s t  i n  a c q u i r i n g  hous ing f o r  

t h e i r  own o c c u p a t i o n .  T h i r d ,  t o  p r o v i d e  money f o r  t h e  purchase 

by t r u s t e e s  o f  f u l l y  pa i d  up  shares i n  t h e  c a p i t a l  s t ock  o f  a  

company t o  be h e l d  f o r  t h e  b e n e f i t  o f  employees, i n c l u d i n g  any 

d i r e c t o r  h o l d i n g  a  s a l a r i e d  employment o r  o f f i c e  i n  t h e  company. 

F o u r t h ,  a  loan  t o  employees o f  t h e  company, i n c l u d i n g  d i r e c t o r s  

h o l d i n g  s a l a r i e d  employment,  t o  enab le  them t o  purchase f u l l y  

pa i d  up shares i n  t h e  c a p i t a l  s t ock  o f  t h e  company. 

3 . 7  Subsec t ion  ( 3 )  prov ided  t h e  s a n c t i o n s .  Those i nvo l ved  

i n  making t h e  l oan  were no longer g u i l t y  o f  an o f f e n c e .  

D i r e c t o r s  and o f f i c e r s  making t h e  loan we re ,  u n t i l  repayment o f  

3 7  S . A .  1954,  C .  14,  s .  4 .  

See Append i  x  9 .  
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the loan, j o i n t l y  and several ly l i a b l e  to  the company and to  any 

person in jured for any loss that the company or that person 

sustained. Subsection ( 4 )  placed'a l i m i t  on the l i a b i l i t y  o f  the 

d i rectors to  the amount o f  the loan plus in terest  s t ipu lated i n  

the loan, and provided that a d i rector  should not be l i a b l e  i f  he 

proved that the contravention was not due to  any misconduct or 

negligence on h i s  pa r t .  Subsection ( 5 )  imposed a l im i ta t i on  

period of two years from the date upon which the loan was made, 

a f te r  which no act ion could be comnenced against the d i rectors.  

2. BACKGROUND TO S E C T I O N  42, ABCA 

( a )  The Dicherson Report 

3.8 The ABCA i s  derived i n  the main from the C B C A ,  enacted 

fol lowing the Dicherson repor t .  Paragraphs 145, 146 and 147 of 

that report deal wi th what was to  become section 42 i n  the CBCA 

as o r i g i n a l l y  enacted. The report recomnended extendi.ng the 

proh ib i t ion  to  o f f i c e r s  and to  associates of shareholders, 

d i rectors and o f f i c e r s .  I t  proposed the solvency test as a 

further safeguard, and the addit ion o f  a counterpart t o  the 

present ABCA section 42(31, " t o  mahe i t  clear that the 

corporation and a bona f ide lender w i l l  not be barred from 

enforcing a loan or contract made i n  breach o f  the sect ion." 

( b )  The CBCA Provisions , 

3.9 Section 42 o f  the CBCA when f i r s t  enacted adopted the 

technique o f  a p roh ib i t ion  w i th  exceptions. The proh ib i t ion  

regarding f inancia l  assistance generally applied t o  shareholders, 

d i rec tors ,  o f f i c e r s  and employees. The proh ib i t ion  was extended 

to  cover an associate o f  any person i n  the prohib i ted class and 



further extended not only t o  the corporation but t o  include 

a f f i l i a t e d  corporations. A special paragraph was added 

proh ib i t ing  f inancia l  assistance to  any person i n  connection wi th 

a purchase o f  a share issued or t o  be issued by the corporation. 

3.10 Subsection ( 2 )  provided for  f i v e  exceptions from the 

general p roh ib i t ion  regarding f inancia l  assistance. They were: 

1 .  I f  the lending o f  money was part  o f  the ordinary 

business of  the corporation. 

2 .  On account o f  expenditures incurred or t o  be incurred 

on behalf o f  the corporation. 

3. To a holding body corporate i f  the corporation was a 

wholly owned subsidiary. 

4 .  To employees of  the corporation or any o f  i t s  

a f f i l i a t e s  t o  assist i n  providing housing or for  

employee share purchase plans using a trustee. 

5 .  I n  any other case i f  the corporation could meet the 

solvency tes t .  

3.11 Apparently t h i s  absolute proh ib i t ion  and the 

exceptions t o  i t  proved to  be unworkable. There were complaints 

that i t  blocked many legit imate business transactions. The 

section was repealed and replaced w i th  the present section,39 the 

f u l l  text o f  which i s  set out i n  Appendix 1 5 .  

3.12 The e f fec t  of  the amendment was t o  s h i f t  the solvency 

test from the category of  an exception, t o  a necessary 

3 9  S . C .  1978-79, c .  9, S .  1 7 .  
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precondit ion that would apply i n  a l l  cases other than the 

exceptions set out i n  subsection ( 2 ) .  These exceptions were 

expanded by adding as a permitted exception a loan to  a 

subsidiary body corporate o f  the corporation. The underlying 

po l icy  o f  the section would appear to  be that the solvency test 

would provide su f f i c i en t  protect ion for credi tors and minori ty 

shareholders, but even w i th  th i s  condit ional p roh ib i t ion ,  some 

exceptions were necessary. Subsection ( 3 )  was retained i n  the 

be l i e f  that i t  would protect the bona fide lender, although the 

Lat in tag was dropped and the exact expression used was "a lender 

for value i n  good f a i t h  without not ice o f  the contravention." 

( c )  The ABCA Provisions 

3 . 1 3  I n  Report No. 36,  Volume 1 the I n s t i t u t e  expressed 

some doubts about CBCA section 42. I n  one respect we thought i t  

too broad and i n  another too narrow. We thought i t  too broad i n  

the class o f  prohib i ted persons. I n  our opinion the whole thrust 

of the Act was to  increase d i rec to r ' s  powers but that t h i s  should 

be balanced by an increase i n  thei r  respons ib i l i t ies .  The 

proh ib i t ion ,  therefore, should apply only t o  d i rec tors  since they 

are the persons i n  control  of  the corporation, and t o  

shareholders who s t i l l  r e ta in  a residue o f  control  under cer ta in 

circumstances. The CBCA section extends the proh ib i t ion  to  both 

o f f i cers  and employees. The I n s t i t u t e  f e l t  that t h i s  extension 

was unnecessary. Both include associates o f  the prohibi ted class 

and extend the class to  a f f i l i a t e d  corporations. Both s ta r t  w i th  

an absolute p roh ib i t i on  concerning f inancia l  assistance by the 

corporation for the purpose of dealing i n  the shares o f  the 

corporation but i n  both a l l  prohib i t ions are negatived i f  the 
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corporation can meet the solvency test. Put succinctly, so long 

as everything is going well financially, who cares? 

3.14 The Institute recomnended another change. While we 

agreed with the Dickerson Report that the greatly expanded 

remedies of minority shareholders, and in particular the 

oppression remedy, should act as a check on any abuse by 

directors, we felt that the abused shareholder must have some 

knowledge of the abuse before he or she could be in any position 

to enforce a remedy. We therefore recomnded an additional 

disclosure provision which was enacted as subsection 14). The 

ABCA when enacted followed the Institute's recomndation. The 

full text of the present ABCA section 42 is set out in Appendix 

1 1 .  

(dl Comnon Law Principles 

3.15 We now proceed to a discussion of what, if any, comnon 

law principles may exist in Alberta today that would impose a 

prohibition with regard to financial assistance in the form of a 

loan, guarantee or a charge on the corporation's assets, and the 

more vexatious problem of the corporation granting financial 

assistance,,usually in the form of a charge upon its assets, in 

connection with a purchase of its shares. 

3.16 There are two comnon law concepts that may act as a 

prohibition. The first is the fiduciary duty of the directors 

and the second is the doctrine of ultra vires. 

3.17 The most recent discussion of the doctrine of ultra 

vires occurs in the case of Rolled Steel Products (Holdinas) 



Ltd. v. B r i t i s h  Steel Corporation40 which we have discussed 

ea r l i e r .  The whole basis o f  the doctrine of u l t r a  v i res  rests 

upon the Memorandum and Ar t i c les  of Association form o f  

incorporation. I t  i s  an in terest ing and as yet unresolved 

question whether or not there can be any basis for the doctrine 

i n  a j u r i sd i c t i on ,  such as Alberta, which uses Ar t i c les  of 

incorporation without objects as the basic structure for 

incorporation. I f  an Alberta corporation i s  not incorporated for 

a speci f ic  object ,  and pa r t i cu la r l y  i n  view o f  the provisions o f  

section 15 of the ABCA which grants to a corporation the 

capacity, the r i gh ts ,  powers and pr iv i leges  o f  a natural  person, 

we have doubts that the doctrine can s t i l l  p reva i l .  

3 .18  Whenever a company or corporation lends money to one 

o f  i t s  d i rectors,  the d i rector  i s  i n  a c o n f l i c t  of  in terest  

s i tua t ion .  The s t r i c t  r u l e  regarding the dut ies o f  a f iduc iary 

come in to  e f f e c t .  The d i rector  can be held to  account. The 

Courts have not held such a transaction to be u l t r a  v i res ,  but 

have r e l i e d  on the f iduciary duty, for the prac t ica l  reason that 

i f  the loan were an u l t r a  vire.5 act i t  could be uncollectable by 

the company. No case i n  English or Canadian law has declared 

that a loan to  a director i s  an u l t r a  v i res  act .  I t  i s  d i f f i c u l t  

t o  see why anyone but a d i rector  who obtained the loan from h i s  

or her company would advance such an argument, and i t  i s  even 

more d i f f i c u l t  t o  conceive that a court could be persuaded to 

adopt a l i n e  of reasoning that would resul t  i n  the d i rector  going 

scot-free. 

4 O  Footnote 1 1 ,  supra. 
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3.19 The s i tua t ion  however i s  d i f fe ren t  i n  the case of  a  

guarantee or a  charge on the assets of the corporation. I n  any 

such case there may be a  double sanction. The d i rectors may be 

personally l i a b l e  i f  they were i n  a  c o n f l i c t  o f  in terest  

s i tua t ion  because they received some benef i t  from the 

transaction. I n  addit ion however, the courts had been prepared 

to  hold that the transaction was an u l t r a  v i r e s  act and that the 

person to  whom the guarantee had been given, or i n  whose favour 

the charge was executed, f inds himself without any r igh ts  because 

o f  the declarat ion that the contract i s  void. The courts have 

consciously imposed an obl igat ion on the th i rd  par ty  to  act as 

policeman. 

3.20 The courts have been less than consistent i n  def ining 

the precise boundaries o f  the f iduciary relat ionship that a  

d i rector  owes to  h i s  or her corporation. I n  Canada Trust Company 

v. Lloyd e t  a14 '  the Supreme Court stated that the relat ionship 

was simi lar to  that of  a  trustee. Directors who had removed 

funds from the i r  company without authorization i n  1921 were held 

to  account for the money plus simple in terest  at 5% per annum up 

to  the date o f  the judgment i n  1968. By holding the i r  actions to 

be a  breach o f  t r u s t ,  the Supreme Court neatly avoided any 

l im i ta t ions  problem. On the other hand MacDonald J .  i n  Abbey 

Glen Property Corporation v. Stumborq42 stated that the directors 

are not trustees and that therefore section 292 of  the Alberta 

Companies Act (now section 311 could not apply to  re l ieve  the 

d i rectors from the i r  l i a b i l i t y  ar is ing from a  c o n f l i c t  o f  

in terest  since no breach of  t rust  was involved. 

4 1  [I9631 S . C . R .  300. 

4 2  I19761 2 W . W . R .  1, at page 50 ( A l t a .  S . C . )  
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3 . 2 1  There are not many cases i n  Canadian law that deal 

w i th  loans to  d i rec tors ,  guarantees given by a company or 

corporation to  guarantee the indebtedness of  a d i rec to r ,  o r ,  

exclusive of  transactions involving a purchase o f  the 

corporation's shares, granting a charge on the assets of the 

corporation. One case has however come before the courts i n  

which a company d id  pledge some o f  i t s  assets i n  order to  secure 

repayment of  a debt owed by i t s  d i rec tors .  The case i s  Export 

Brewinq and Maltinq Co. Ltd. v .  Dominion Bank.43 I n  1927 the 

company deposited $400,000.00 of Canada Bonds w i th  the defendant 

bank as securi ty for a guarantee given by the bank to  the federal 

government i n  re la t i on  t o  a disputed assessment for sales tax. 

Three of  the d i rectors of the company who owned p rac t i ca l l y  a l l  

o f  the issued shares had agreed to  indemnify the company from any 

loss ar is ing  as a resu l t  of the assessment. I n  1929 the three 

d i rectors were personally indebted to  the bank i n  an amount o f  

approximately $ 1  m i l l i o n .  The bank was pushing hard for payment. 

The corrpany entered i n t o  an agreement whereby the bonds presently 

lodged w i th  the bank would be retained by the bank, less any sum 

required to  pay the sales tax assessment when f i n a l l y  determined, 

as securi ty for the indebtedness of  the d i rec tors .  I n  1931 the 

assessment was f ina l i zed by a decision i n  the Privy Council and 

the company demanded the return of  the balance o f  the bonds, 

al leging that the pledge of  the bonds, as securi ty for the 

indebtedness of  the three d i rec tors ,  was an u l t ra  vires act and, 

i n  the a l te rna t ive ,  that the appropriation of  the company's 

assets for the personal use of  the d i rectors was a breach o f  

t rus t  t o  which the bank was a knowing par ty .  

4 3  (19371 3 D . L . R .  513. 



3.22 The lower courts had held that the three d i rectors 

were the benef ic ia l  owners o f  a l l  o f  the issued shares and that 

therefore there had been imp l i c i t  r a t i f i c a t i o n  of the transaction 

by the shareholders. I n  addit ion they were o f  the view that the 

transaction, being i nd i rec t l y  for the benef i t  o f  the corporation, 

was neither ultra vires nor a breach o f  the d i rec to r ' s  f iduciary 

duty. The Privy council disagreed. I t  held that the three 

d i rectors were not the only shareholders and that therefore the 

actions of  the d i rectors had not been e x p l i c i t l y  or i & l i c i t l y  

r a t i f i e d  by the shareholders. I t  d id  not decide whether the 

transaction was ultra vires the company because i t  f e l t  a 

decision on the point to be unnecessary. On the breach of t rust  

point i t  was clear and adamant: the three d i rectors had breached 

thei r  f iduc iary duty; no benef i t  had accrued t o  the corporation 

as a resul t  o f  the transaction; the bank had f u l l  knowledge of  

the breach and as a par t i c ipant  i n  i t  the bank had no r i gh t  t o  

any claim ar is ing  from the transaction. 

3.23 I n  contrast to the paucity o f  cases involving loans, 

guarantees or pledging assets t o  secure the debt o f  a d i rec tor ,  

there are a good number of cases i n  which the conpany or 

corporation has granted a charge on i t s  assets i n  connection wi th 

a transaction involving a purchase of  i t s  shares. From time t o  

time two l ines  of argument have been presented by those wishing 

to  have the charge set aside as void and unenforceable on the 

grounds that the transaction was ultra vires. The f i r s t  i s  an 

argument based on an analogy to  the ru le  i n  Trevor 

v .  Whitworth44 which proh ib i ts  a company from buying i t s  own 

shares. Under th i s  analogy any " t r a f f i c k i n g "  i n  i t s  shares by a 

4 4  (1887)  12 A . C .  409 ( H . L . ) .  
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corporation i s  a wrong of i t s e l f  and i s  therefore u l t r a  v i res .  

The second l i ne  of argument depends on the f i r s t  por t ion o f  the 

doctrine of u l t r a  v i res ,  namely that such a transaction has 

nothing to  do w i th  the objects for which the company or 

corporation was formed and i s  therefore beyond the capacity of 

the corporation. 

3.24 I n  Trevor v .  Whitworth, the executor of a shareholder 

sued for the balance owing on a contract under which a company 

had agreed to purchase h i s  shares. The objects of the company as 

set out i n  i t s  Memorandum of Association were to carry.on the 

business of f lannel manufacturers and any connected business. 

A r t i c l e  179 of the Ar t ic les of Association permitted the company 

to  purchase i t s  own shares from a shareholder at a pr ice not 

exceeding thei r  then market value. The House of Lords held the 

contract to  be unenforceable and void on the basis that the 

Conpanies Act of the time permitted an increase i n  capi ta l  but 

d id  not permit any decrease i n  cap i ta l .  The capi ta l  of the 

conpany must be maintained for the protect ion of the credi tors.  

Lord MacNaughten stated that the power to  purchase i t s  own shares 

would be inva l id  even i f  set fo r th  i n  the Memorandum of 

Association of the company as one of i t s  objects. 

3 . 2 5  Modern corporation statutes have abrogated th is  ru le  

by statute. The Alberta Conpanies Act was amended i n  1980 

following the I n s t i t u t e ' s  Report No. 2 1 .  The problems involved 

i n  applying th i s  modern concept t o  the 1929 Companies Act were 

akin to  an attempt to  i n s t a l l  a j e t  engine on a horse drawn 

wagon. I n  the resul t  the provisions were both r e s t r i c t i v e  and 

cumbersome. The present ABCA d i f f e r s  from the CBCA section 32 by 



the addit ion of subsections ( 3 )  and ( 4 ) .  These subsections are 

basical ly  disclosure requirements. The main thrust of  both the 

CECA and the ABCA however i s  a requirement that the corporation 

must be able to  meet the solvency test set out i n  subsection 

3 2 ( 2 ) .  

3.26 We have out l ined the basis of the ear ly  p roh ib i t ion  

against a company buying i t s  own shares, i t s  abrogation by 

statute and the protections against abuse b u i l t  i n t o  the 

statutory provisions. The d i f f i c u l t  question under the decided 

cases has been how far th is  early p roh ib i t ion  has been extended 

by analogy to  a company or corporation providing f inancia l  

assistance regarding a transaction involving the sale of i t s  

shares. 

3 . 2 7  I n  Huahes v .  Northern E lec t r i c  and Manufacturing 

corn pan^,^^ Duff J. expressed the view that such a transaction 

would as a general ru le  be u l t r a  v i res the company, but i n  that 

case, because there was no express statutory p roh ib i t ion ,  i t  was 

( i n  His Lordships's view) wrong to  work by analogy from Trevor 

v.  Whitworth and, most importantly, because under any comnon 

sense view of  a l l  of the circumstances the transaction was 

necessary to keep the company a l i ve ,  he held the transaction to 

be va l id .  His Lordship thus gave a f l e x i b i l i t y  to  the 

application of the doctr ine of u l t r a  v i res  that few courts have 

seen f i t  to  do since. Anglin, J. who wrote the only other 

judgment i n  favour of  v a l i d i t y  (two of the other s i x  judges 

concurred wi th Duff ,  J . )  simply looked at the mathematics of  what 

had happened. Three directors owned a l l  o f  the shares of  Cordova 

4 5  ( 1 9 1 5 )  50  S . C . R .  626 
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Mines Limited ( the  company). They had advanced $ 4 3 , 0 0 0  t o  the 

company. Unhappy differences arose regarding the future 

operations of  the company. Hughes and one other d i rector  agreed 

to  s e l l  the i r  shares to  K ,  the remaining d i rec tor ,  for $60,000 on 

condit ion that the debt o f  $43 ,000  be discharged and forgiven; 

that the company grant a mortgage on i t s  property t o  secure 

payment o f  the $60,000 and that K would continue t o  support the 

company by advancing at least $3,000 per month t o  cover i t s  

expenses. K and h i s  new associates made payments on the share 

purchase agreement t o t a l l i n g  $19,000 and advanced further funds 

for the use of  the company o f  nearly $60,000. The company 

incurred a debt t o  Northern E lec t r i c  and Manufacturing Company of  

s l i g h t l y  over $800. Northern E lec t r i c  sued to  recover the debt 

and t o  declare that the mortgage was insolvent.  

3.28 I n  the view of  Anglin, J . ,  the company had replaced a 

debt o f  $43,000 for one o f  $60,000. He pointed out that $19,000 

had been paid by the purchasers o f  the shares leaving a balance 

owing o f  less than the $ 4 3 , 0 0 0  debt that had been forgiven. A 

company i s  o f  course always e n t i t l e d  to  pay i t s  obl igat ions and 

to  give a charge on i t s  assets to  secure payment. The Ontario 

Court o f  Appeal had held the transaction va l i d  t o  the extent of  

the $43,000 indebtedness but no more. By a t t r i bu t i ng  the $19,000 

paid to  the purchased pr ice  o f  the shares, Anglin, J .  was able to  

hold the en t i re  transaction va l i d .  

3.29 I n  Thibault v.  Central Trust Company o f  Canada,46 the 

vendor sold a l l  o f  the shares of  h i s  company for $65,000, which 

was t o  be paid i n  equal annual installments plus in terest  over 15 

4 6  I19631 S . C . R .  312. 
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years. He took as securi ty for the debt owing to  him, a mortgage 

covering a l l  o f  the assets o f  the corporation. No shareholder's 

loans were involved. The Supreme Court of  Canada set the 

mortgage aside at the su i t  o f  the company's credi tors.  I t  d i d  so 

on the grounds that the mortgage was given by the company i n  

f lagrant breach o f  the statutory p roh ib i t ion  contained i n  the New 

Brunswick Companies Act. Thibault was discussed i n  Olafson 

v .  Twil iqht Cariboo Lodqe L t d . 4 7  I n  that case substantial 

shareholders' loans were involved. The Court followed the lead 

of  Anglin, J .  i n  the Huqhes case and looked at the net ef fect  t o  

the company of  the mathematics involved. Since the charge 

granted was less than the l i a b i l i t i e s  of  the company ei ther owed 

to  other credi tors or under the shareholders loans, the Supreme 

Court reversed the B r i t i s h  Columbia Court o f  Appeal and held the 

charge to  be v a l i d .  

3 . 3 0  From a l l  t h i s ,  the conclusion might be drawn that the 

proh ib i t ion  depends upon a statutory provision and not upon an 

extension by analogy to  the comnon law doctr ine l a i d  down i n  

Trevor v.  Whitworth. But i n  Alberta, there are two wel l  known 

author i t ies:  Murray v .  C . W .  Boone L t d . 4 8  and Mt. View Charolais 

Ranch Ltd. v .  H a ~ e r l a n d . ~ ~  Both cases are decisions involving a 

pr iva te  company that granted security i n  connection wi th the 

transaction involving the sale of  i t s  shares. The f i r s t  i s  a 

decision o f  Haddad, D.C.J. ,  (as he then was), who held the 

transaction to  be inva l id .  His Lordship simply states that the 

p r i nc ip le  p roh ib i t ing  the transaction has long been recognized i n  

4 7  [I9661 S . C . R .  726 

4 8  I19741 2 W . W . R .  620 (A l ta .  D . C . ) .  

4 9  [I9741 2 W . W . R .  289 (A l ta .  C . A . ) .  
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Canadian company law and i s  based on an extension by analogy o f  

the decision i n  Trevor v.  Whitworth. 

3 . 3 1  The Alberta Court of  Appeal ( i n  a two to  one decision) 

upheld the v a l i d i t y  o f  the transaction i n  the Mt. View case. 

Mr. Justice Clement, who wrote the dissenting opinion, d id  not 

spec i f i ca l l y  r e l y  on an analogy derived from Trevor v .  Whitworth. 

He acknowledged that section 1411 )  o f  the Alberta Companies Act 

provided a statutory p roh ib i t ion  only w i th  respect to  publ ic 

companies and that the power was avai lable to  a pr iva te  company, 

but l i k e  any other power i t  could only be exercised for the 

purpose of carrying out the objects o f  the company. I n  h i s  view 

the granting of  assistance by the company to  enable a purchaser 

t o  purchase shares of the company, without more, could not be 

considered an object of  the company. The transaction was 

therefore u l t ra  vires but only to  the extent that the chat te l  

mortgage exceeded a shareholder loan of  $87 ,000 ,  since th i s  was 

always an obl igat ion of the company. 

3 . 3 2  Prowse, J .A . ,  w i th  whom Al len, J.A. concurred, 

discussed the decision i n  Trevor v.  Whitworth at length and 

concluded that the ru le  i n  that case i s  based upon the sanct i ty  

o f  capital  and that no reduction o f  cap i ta l  was permitted by the 

English Companies Act o f  the time. He was f i rm ly  o f  the view 

that the p r i nc ip le  i n  Trevor v .  Whitworth had not been extended 

by analogy to  p roh ib i t  the granting o f  f inancia l  assistance by a 

company to  a id a person i n  the purchase o f  a company's shares, 

since no reduction of  cap i ta l  i s  involved. He then addressed the 

question considered by Clement, J. Does the grant ing of  the 

chattel  mortgage for such a purpose f a l l  w i th in  the objects of 
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the company, or a power reasonably incidental  t o  i t s  objects? He 

reached the conclusion that i t  d id  because o f  the very broad 

wording of the Memorandum of Association which set out powers as 

well as objects. He d i d  not address the thorny question of the 

d i s t i nc t i on  between the two. He revived the statement of Lord 

Justice James i n  A-G v .  Great Eastern Railway Company,so that the 

doctr ine of ultra vires should be reasonably and not unreasonably 

applied. Since the company d i d  receive some benefi t  from the 

transaction, the doctr ine should not be unreasonably applied; 

therefore the chat te l  mortgage was v a l i d  for i t s  en t i re  amount. 

3 . 3 3  What i s  the law i n  Alberta today? I f  the proh ib i t ion  

depends upon an extension by analogy of the reasons i n  Trevor 

v .  Whitworth, the c o m n  law doctr ine might be a l i ve  and well i n  

Alberta. While sections 32 and 3 3  of  the A B C A  permit a 

corporation to purchase i t s  own shares under cer ta in  control led 

condit ions, section 2 6 (  1 1  prohib i ts  a corporation from reducing 

i t s  stated cap i ta l  i n  any manner not provided i n  the Act. Of 

four Alberta Judges to have considered the matter, one has held 

the analogy to  apply, one has adopted the same reasoning used i n  

Trevor v.  Whitworth and two have said that the analogy i s  

incorrect.  I t  i s  d i f f i c u l t  to  f au l t  the proposit ion of 

M r .  Justice Prowse that there i s  a d i s t i nc t i on .  When a company 

or corporation buys i t s  own shares, the paid up or stated capi ta l  

has been reduced. This i s  not so when a compavy or corporation 

grants a charge on i t s  assets and therefore the present section 

26(11) would not apply. We are o f  the view that the proh ib i t ion  

applies because of a statutory provision only,  not because o f  the 

c o m n  law doctr ine based on an analogy to  the reasoning o f  

5 O  (1880) 5 A . C .  473  ( H . L . ) .  
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Trevor and Whitworth, and th is  i s  consistent w i th  the actual 

decision o f  the Alberta Court o f  Appeal. 

( e l  The Effect o f  a Statutory Prohib i t ion 

3.34 We have reached the conclusion tha t ,  apart from the 

comnon law pr inc ip les  governing a breach of  f iduc iary duty by a 

d i rec tor ,  i f  a  p roh ib i t ion  i s  desirable i t  must be a statutory 

prohib i t ion.  However, throughout the statutes of Alberta, Canada 

and other provinces, there has been no set terminology to guide 

ei ther pract i t ioners or the courts as to  the precise e f fec t  of  a 

p roh ib i t ion  created by the statute.  I f  ever there was an area of  

law i n  which the decision i n  a par t icu lar  case seems to  depend on 

i t s  own facts and the a t t i tude of  the judge who decided i t  on the 

day that he d i d  so, t h i s  i s  i t .  By a l i be ra l  in terpretat ion of  

the classic ru le  regarding the ef fect  o f  a p roh ib i t ion  by statute 

f i r s t  l a i d  down i n  Heydon's case,51 the la te  Chief Justice Harvey 

i n  Spooner v .  Spooner52 was able to  f i n d  that the words " n u l l  and 

void" used i n  the Dower Act of  the time d i d  not mean what they 

apparently said but that the sale o f  the homestead which was i n  

dispute i n  that case was a va l i d  sale subject only t o  the 

interest granted to  the wi fe under the Dower Act. The casebooks 

are replete wi th cases dealing wi th the sub jec t ,53  but they are 

not marked by any great consistency o f  approach. 

3.35 I f  the e f fec t  o f  the i l l e g a l i t y  i s  t o  render the 

contract void, then there i s  no contract and t i t l e  t o  any 

5 '  (1584) 76 E .  R .  637. 

5 2  [I9391 2 W . W . R .  237. 

5 3  See the cases c i t ed  i n  Pinvicska v. Pinvicska [I9741 6 
W . W . R .  512. 



property involved w i l l  not pass. Under these circumstances there 

are cases i n  which the o r i g i n a l  owner has been able t o  reclaim 

h i s  property i n  sp i t e  o f  the i l l e g a l i t y .  I f  the e f f e c t  i s  t o  

render the contract  unenforceable then the maxim in  pari delicto 

w i l l  apply and the court  w i l l  not ass is t  e i t he r  pa r t y .  I f  the 

property i s  not what i t  was represented t o  be, the purchaser has 

no recourse. I f  the vendor i s  owed any balance o f  the p r i ce  he 

cannot sue fo r  that balance. I f  the contract  has been completed 

the court  w i l l  not set i t  aside since the on ly  way t o  do so would 

be lend assistance t o  one or other o f  the p a r t i e s ,  and t h i s  the 

court  w i l l  not do. L ike the Statute o f  Frauds, the maxim acts as 

a sh ie ld ,  not as a sword. 

3.36 Two recent Canadian cases i l l u s t r a t e  t h i s  po in t .  

Sections 126, 127 and 128 o f  the BCCA deal w i t h  f inanc ia l  

assistance t o   director^.^^ Section 127 deals w i t h  f inanc ia l  

assistance t o  any person i n  connection w i t h  a t ransact ion 

invo lv ing the purchase o f  a company's shares. I n  the case o f  

Royal Bank o f  Canada v .  Stewart,55 the bank advanced $62,000 t o  

three shareholders o f  a ho te l  company t o  enable them t o  buy out a 

four th  shareholder. As secur i t y  fo r  the loan the bank demanded 

and got a guarantee of  repayment from the company and a mortgage 

on the ho te l  property as secur i t y  fo r  the guarantee. The loan 

was not repaid.  The bank sued the three shareholders and the 

company under the guarantee for  repayment. I t  succeeded as 

against the shareholders but los t  as against the company. The 

Court held that the guarantee f e l l  w i t h i n  the ambit o f  proh ib i ted 

f inanc ia l  assistance; that there was no evidence that i t  had been 

5 4  See Appendix 14. 

5 5  (1980) 8 B . L . R .  77 ( B . C .  S . C . ) .  
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given in the best interests of the company and that the guarantee 

was therefore unenforceable (the mortgage having been previously 

discharged upon payment of money into Court). The bank then 

argued that it was entitled to succeed under the provisions of 

the then counterpart of the present section 128 of the BCCA, but 

the Court refused relief under that section based on a finding of 

fact that the bank knew the purpose of the loan before it was 

made and could not therefore bring itself within the section as 

being "without notice". In the end the result was the same as a 

finding of u l t r a  v i res .  The guarantee given by the company was 

held to be void and unenforceable. 

3.37 The second case arose in Nova Scotia. The prohibition 

in the Nova Scotia Companies Act regarding financial assistance 

granted by a company in connection with the purchase of its 

shares is even more forceful than the prohibition contained in 

the BCCA. Prior to 1982 the relevant section 96(5) read as 

follows: 

(5) Subject to this Section, it shall 
not be lawful for a company to give, whether 
directly or indirectly, and whether by means 
of a loan, guarantee, the provision of 
security or otherwise, any financial 
assistance for the purpose of or in 
connection with a purchase made or to be made 
by any person of any shares in the company. 

Subsection (6) provided three exceptions which-need not concern 

us here 

3.38 The facts in Central and Eastern Trust Com~any 

v. Irvinq Oil Ltd.56 were as follows. In 1968 three gentlemen 

entered into an agreement with 6 to purchase all of the shares of 

- 

5 6  [I9801 2 S.C.R. 29 
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a motel company owned by B for $315 ,000 .  $225,000 of the purchase 

pr ice  was to  be raised by a mortgage on the company's property. 

The vendor was obliged to discharge approximately $110,000 of the 

company's l i a b i l i t i e s  out of the funds he received from the sale. 

The transaction was completed. The motel f e l l  on hard times. I n  

1976 I r v ing  O i l  Ltd. obtained judgment against the company for  

s l i g h t l y  over $10,000. The mortgage f e l l  i n  arrears and the 

t rust  company comenced foreclosure proceedings i n  November, 

1977. The t r i a l  judge granted an order for foreclosure. The 

Nova Scotia Court of Appeal set aside the foreclosure order, 

holding that the transaction was p a r t i a l l y  va l i d ,  t o  the extent 

of a proportion o f  the l i a b i l i t i e s  of the company paid o f f  by the 

vendor of the shares on the basis of the Supreme Court's decision 

i n  Olafson v .  Cariboo Twil iqht Lodqe Ltd.57 The remainder was 

held to  be a void transaction and hence unenforceable and 

uncollectable by the t rust  company. The Supreme Court, i n  a 

unanimous judgment delivered by Ri tch ie,  J . ,  held the transaction 

to be en t i re l y  void as being i n  breach of a clear statutory 

p roh ib i t ion .  No previous case i s  c i t ed  i n  the judgment. The 

Supreme Court d i d  not look beyond the fact that the vendor had 

received the en t i re  proceeds, that the transaction was 

spec i f i ca l l y  prohib i ted by the Act, and i t  was therefore void. 

3 . 3 9  I t  w i l l  be noted that i n  both of these cases i t  was 

the t h i r d  party lender that was seeking to enforce i t s  securi ty.  

These are not cases i n  which the company had parted wi th i t s  

money and now sought (by way of the imposition of a constructive 

t r u s t )  t o  get the money back. Since i n  neither case, wi th the 

exception of the debts paid by the vendor i n  Central and Eastern 

5 7  Footnote46, supra. 
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Trust, was the money received by the company, but by a vending 

shareholder, i t  would of course be d i f f i c u l t  to  hold the company 

accountable for money that i t  d id  not receive. The surpr is ing 

element i n  Central and Eastern Trust i s  that the court refused t o  

make any allowance for  the legit imate debts of the company that 

were paid by the vendor fol lowing the transaction. Since t o  th i s  

extent the money advanced was used for  the benef i t  o f  the company 

i t  may have been arguable that the constructive t rus t  argument 

would be avai lable. 

3 .40  On the whole, English courts have been more w i l l i n g  

than Canadian courts to  f i n d  some method t o  avoid the harsh 

ef fects of  i l l e g a l i t y .  I n  Canada, at least i n  the area of  

corporate law i n  recent years, the a t t i tude would appear to  be 

far more r i g i d .  Whether t h i s  harshness requires some mi t igat ion,  

and, i f  so, possible solutions for i t ,  w i l l  be l e f t  u n t i l  Chapter 

8 .  



CHAPTER 4 

THE LAW I N  OTHER JURISDICTIONS 

1 .  C A N A D I A N  

4 . 1  This chapter w i l l  examine s im i la r  provis ions t o  ABCA 

sect ion 42 i n  those j u r i sd i c t i ons  that have adopted the Ar t i c les  

o f  Incorporat ion s t ruc tu re ,  and i n  B r i t i s h  Columbia (which s t i l l  

uses the Memorandum and A r t i c l es  of  Association s t r u c t u r e ) .  We 

have already noted the di f ferences between the A B C A  sect ion 42 

and the CBCA sect ion 42. They w i l l  no t ,  therefore,  be discussed 

fur ther  here. Saskatchewan and Manitoba are iden t i ca l  t o  the 

CBCA sect ion 42, even t o  bearing the same sect ion number. The 

Yukon Te r r i t o r i es  Act fo l lows the Alberta model. 

( a )  New Brunswick 

4.2 The New Brunswick Act (enacted i n  1981)58 adopts a less 

r e s t r i c t i v e  a t t i t u d e .  A copy o f  the New Brunswick sect ion 43 i s  

attached as Appendix 10. While the s t ruc tu re  i s  very s im i la r  t o  

the CBCA there are d i s t i n c t  di f ferences between the New Brunswick 

prov is ions and the federal provis ions. Section 43( 1 )  o f  the New 

Brunswick Act uses a condit ional  p roh ib i t i on .  The corporat ion 

sha l l  not grant f i nanc ia l  assistance d i r e c t l y  or i n d i r e c t l y  t o  

any shareholder, d i r e c t o r ,  o f f i c e r  or employee of  the corporat ion 

or a f f i l i a t e d  corporat ion, or t o  an associate i f  the corporat ion 

cannot meet the solvency t e s t .  The solvency test  i s  the same as 

that set out i n  the federal Act. Section 43(2)  however lays down 

a f l a t  p r o h i b i t i o n  p roh ib i t i ng  the corporat ion from making a loan 

t o  any person that  i s  secured by a share o f  the corporat ion or 

5 8  Business Corporations Act, S . N . B .  1981, c .  B-9.1. 
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giv ing f inancia l  assistance to  any person by means o f  a loan 

guarantee or otherwise i n  connection wi th a purchase o f  shares 

' issued or to  be issued by the corporation. The exceptions 

contained i n  CBCA 42(2) are permitted exceptions under both the 

New Brunswick section 4 3 (  11  and ( 2 ) .  The New Brunswick 

subsection ( 4 1  pa ra l l e l s  CBCA subsection ( 3 )  and i s  an attempt to  

protect the t h i r d  par ty .  

4 . 3  A s t r i k i n g  (and unique) feature of the New Brunswick 

Act i s  however contained i n  the opening words to  section 4 3 ( 1 ) ,  

which reads as fol lows: 

"Except as permitted under subsection ( 3 1  or 
except where the Ar t i c les  provide, a 
corporation . . .  shal l  not . . .  

Presumably th i s  exception became standard bo i le r -p la te  i n  the 

Ar t i c les  of  Incorporation under New Brunswick law, so that the 

provisions of a l l  o f  the section other than subsection ( 2 )  could 

be ignored. The net e f fec t  therefore i s  that i n  the hands of any 

reasonably competent pract i t ioner  only subsection ( 2 )  and ( 4 )  

would have any e f fec t .  Traf f ick ing i n  i t s  own shares by the 

corporation would then be the only reprehensible transaction i n  

New Brunswick. 

( b )  Ontario 

4 . 4  I n  1970 Ontario enacted the Ontario Business 

Corporations Act.59 This was the f i r s t  Act i n  Canada t o  adopt 

the Ar t ic les of  Incorporation format and t o  introduce the new 

concepts o f  fundamental change and the r i gh t  to dissent, the 

oppression remedy and several of  the more modern ideas i n  

5 s  Business Corporations Act, S . O .  1970, c .  25. 
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corporation law. I n  1982 Ontario repealed the 1970 Act and 

replaced i t  wi th a new Business Corporations Act,60 the 

provisions o f  which are more closely aligned to  the C B C A .  

4 . 5  The 1970 Act used the technique of a f l a t  p roh ib i t ion  

and exceptions. Section 1 6 ( l ) ( a )  o f  that Act6 '  prohibi ted loans 

by the corporation to any o f  i t s  shareholders, d i rectors or 

employees. Notably, o f f i c e r s  were not included i n  the prohibi ted 

class. Paragraph ( b l  prohibi ted the Corporation from giv ing 

f inancial  assistance d i r e c t l y  or i nd i rec t l y  by means o f  a 

guarantee or otherwise to  any person for the purpose o f  or i n  

connection w i th  a purchase or subscription o f  the shares o f  the 

corporation. 

4.6 Subsection ( 2 )  provided f i v e  exceptions, the f i r s t  four 

of which deal wi th loans only.  They are: 

1 .  Loans to any o f  the prohibi ted class i f  the making of 

the loan i s  par t  o f  the ordinary business o f  the 

corporation. 

2 .  Loans to  f u l l  time employees whether or not they were 

shareholders or d i rectors to  assist  i n  providing 

housing for thei r  own occupation. 

3 .  Loans to employees whether or not they were 

shareholders or d i rectors to enable them to purchase 

shares o f  the Corporation i f  the shares were to  be held 

by a trustee. 

6 0  Business Corporations Act, S .O .  1982, c .  4 ,  proclaimed July 
5 ,  1983. 

6 1  See Appendix 12 .  
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4 .  Loans to  bona f i d e  employees other than d i rectors 

whether or not they were sharesholders to  enable them 

to  purchase shares of the Corporation. 

The remaining exception applied only t o  a corporation not 

o f fe r ing  secur i t ies to  the pub l ic .  Such a corporation was 

permitted to  give f inancia l  assistance by means of a loan, 

guarantee, or the provision of securi ty,  or to  a shareholder or 

director to  enable them to  purchase issued shares of  the 

corporation. 

4 . 7  The advantages of  uniformity were obviously apparent t o  

the draf ters of the 1982 Act. Section 20 of that i s  an 

almost exact pa ra l l e l  o f  section 42 of the CBCA.  The only 

di f ference occurs i n  paragraph l ( b )  regarding the proh ib i t ion  

against providing f inancia l  assistance i n  connection wi th a 

purchase of  a share of the corporation. This has been extended 

to  include a securi ty convert ible i n t o  or exchangeable for a 

share. 

( c )  B r i t i s h  Columbia 

4.8 We now turn to  the B r i t i s h  Columbia Ac t ,63  the only Act' 

under discussion that uses the Memorandum and Ar t i c les  of 

Association structure. I t  i s  however a substant ia l ly  modernized 

version compared w i th  the Alberta Companies Act. The Memorandum 

of Association i s  not required to  set out the objects for which 

the company i s  formed but i t  may set out any res t r i c t i ons  on the 

business to be carr ied on by the company. Under section 2 1  a 

6 2  See Appendix 13 .  

6 3  The Companies Act, R . S . B . C .  1979, c .  59. 
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company has a l l  the power and capacity of a natural  person. 

Section 26 abolishes constructive not ice. Unquestionably these 

provisions were a val iant  attempt to  abrogate the doctr ine of  

u l t ra  vires.  Three sect i0ns6~ are concerned w i th  the problems of  

f inancia l  assistance to  shareholders, d i rectors and others. 

4.9 Section 126 prohib i ts  any company from giv ing f inancia l  

assistance to  a person d i r e c t l y  or i nd i rec t l y  by way of  loan, 

guarantee, the provision of  securi ty or otherwise i f  a t  the time 

o f  g iv ing the f inancia l  assistance the company i s  insolvent, or 

i n  the case o f  a loan, the g iv ing of  the loan would render the 

company insolvent. This i s  a typ ica l  example o f  the condit ional 

p roh ib i t ion ,  but i t  should be noted i t  applies to  any person. 

4.10 Section 127 i s  considerably broader i n  a scope than 

the provisions o f  any o f  the other Acts which have been discussed 

other than New Brunswick. I t  adopts the technique of  a f l a t  

p roh ib i t ion  w i th  exceptions. Subsection ( 1 )  s ta r t s  out w i th  a 

complete proh ib i t ion  preventing the company from giv ing f inancial  

assistance to  any person d i r e c t l y  or i nd i rec t l y  by way of  loan 

guarantee or otherwise 

( a )  for any transactions concerning shares or debt 

obl igat ions carrying a r i gh t  o f  conversion i n t o  or to  

exchangeable for shares of  the company 

( b )  on securi ty i n  whole or i n  part  o f  a pledge or charge 

o f  shares of the company given by that person to  that 

company or 

( c )  i n  any other case, unless there are reasonable grounds 

6 4  See Appendix 14. 



for bel ieving that ,  or the directors are of  the opinion 

that,  the g iv ing of  the f inancia l  assistance i s  i n  the 

best interests of the company. 

4 . 1 1  Section 126 imposes a primary hurdle; the company must 

be solvent i f  the transaction i s  not i n  connection w i th  a sale of 

the company's shares. Section 127( 1 1  ( c )  imposes a second hurdle; 

the f inancial  assistance must be i n  the best in terests of the 

company. The determination of  what i s  i n  the best interests of 

the company may be e i ther  object ive, based on reasonable grounds 

for bel ieving that i t  i s ,  or subjective, that i s ,  that the 

directors are of the opinion that i t  i s .  We suspect that a 

Court, when faced w i th  something l i k e  th i s  would s t i l l  impose the 

object ive test on the opinion of the d i rec tors ,  that i s ,  they 

must have some reasonable grounds upon which to  base thei r  

opinion. I t  would seem therefore that f inancia l  assistance 

cannot be given regarding any transaction i n  connection wi th the 

shares of the company, but paragraph ( c )  contains an in terest ing 

exception i f  the loan i s  not made i n  connection w i th  the 

company' s shares. 

4.12 Subsection ( 2 )  expands on the exception contained i n  

l ( c ) .  Notwithstanding subsection ( 1  I the company may, i f  

previously authorized by special resolut ion, and where there are 

reasonable grounds for bel iev ing that the g iv ing  of  the f inancia l  

assistance i s  i n  the best interests of  the company, provide money 

for the purchase of  shares to  be held by trustees for the benefit 

of the bona f ide employees of  the company and provide f inancial  

assistance to  bona fide f u l l  time employees of  the company to  

enable them to  purchase shares or debt obl igat ions of the 



company. 

4.13 Subsection ( 3 )  contains another in te res t ing  exception 

t o  subsection ( 1 ) .  I f  the f inanc ia l  assistance i s  given i n  

connection w i th  the acquis i t ion o f  shares and a f t e r  the 

acquis i t ion not less than 90% of  the issued shares o f  every class 

i n  the cap i ta l  o f  the company w i l l  be owned by the person 

receiving f inanc ia l  assistance, and the f inanc ia l  assistance i s  

authorized by special resolut ion before i t  i s  given, and i f  the 

company i s  not a report ing company ( a  non-d is t r ibu t ing  

corporation i n  Alberta terms),  the company may g ive f inanc ia l  

assistance fo r  the benef i t  o f  that person. However, under 

subsection ( 4 ) ,  i f  f i nanc ia l  assistance i s  given under subsection 

13) t h i s  w i l l  t r igger  the r i g h t  t o  dissent.  This r i g h t  t o  

dissent matches the r i g h t  t o  dissent i n  the case o f  the takeover 

b i d  provis ions. Subsection (5) contains a fur ther  exception t o  

subsection (11, namely, f inanc ia l  assistance may be given t o  or 

for  the benef i t  o f  a wholly owned subsidiary by i t s  holding 

company or by a wholly owned subsidiary. 

4.14 The B r i t i s h  Columbia Act unquestionably introduces a 

new sanction, namely the r i g h t  t o  dissent fo r  a minor i t y  

shareholder. The other in te res t ing  th ing about the section i n  

i t s  e n t i r e t y  i s  the in t roduct ion of  the concept that some o f  

these transactions may be pe r fec t l y  v a l i d  i f  there are reasonable 

grounds fo r  be l iev ing  that the g iv ing  o f  the f inanc ia l  assistance 

would be i n  the best in te res ts  o f  the company. 

2 .  UNITED S T A T E S  OF A M E R I C A  



4.15 We have examined some U . S .  State corporations 

statutes. We have selected the Model Business Corporations 

Act65 as a s ta r t ing  point and a few other state codes to  

demonstrate the wide var iety  o f  treatment from state to  state i n  

that country i n  the area of  f inancial  assistance to  d i rectors 

( a )  Model Business Corporations Act 

4 . 1 6  Section 4 7  o f  the Model Business Corporations Act 

reads as fol lows: 

A corporation shal l  not lend money to  or use 
i t s  c red i t  to  assist i t s  d i rectors without 
authorization i n  the par t i cu la r  case by i t s  
shareholders, but may lend money to  and use 
i t s  c red i t  to  assist any employee of  the 
corporation or of  a subsidiary, including any 
such employee who i s  a d i rector  of  the 
corporation, i f  the board o f  d i rectors 
decides that such loan or assistance may 
benef i t  the corporation. 

I t  w i l l  be noted that the proh ib i t ion  applies only t o  directors 

and that while i t  s ta r ts  wi th a p roh ib i t ion ,  the section contains 

a b u i l t - i n  escape hatch. The loans or f inancia l  assistance are 

permissible i f  the board of d i rectors decides that the loan or 

assistance would benef i t  the corporation. 

4 . 1 7  Section 48 i s  roughly equivalent to  section 1 1 3  o f  the 

A B C A ,  but i t  contains no speci f ic  reference to  section 4 7 .  I t  

deals only wi th dividends, purchase by a corporation of  i t s  own 

shares and d i s t r i bu t i on  o f  assets on l iqu ida t ion .  

4.18 Section 4 1  o f  the Model Business Corporations Act 

deals w i th  the d i rec to r ' s  con f l i c t  o f  in te res t .  I t  states that 

no contract i s  void or voidable because there was a con f l i c t  of - 
6 5  Model Business Corporations Act Ann. 2d, 1971. 
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in te res t ,  whether or not the director or directors who were i n  a 

con f l i c t  of in terest  pos i t ion  approved the contract or thei r  

votes were counted for that purpose, i f  the c o n f l i c t  had been 

disclosed t o  the board or the con f l i c t  disclosed t o  the 

shareholders upon any vote to  r a t i f y  the contract. 

( b )  Maine and Louisiana 

4 . 1 9  At one end of the spectrum are state codes such as 

those of Maine66 and Louisiana6' that contain statutory 

p roh ib i t ion  regarding loans or other f inancial  assistance t o  

d i rectors or to  anyone else. The statutes of  each of  these two 

states contain a c o n f l i c t  of interest section, which, wi th minor 

var iat ions on other conditions such as disclosure and vot ing, 

permit a transaction i f  i t  i s  of  benef i t  t o  the corporation. 

( c )  Delaware and Michigan 

4 . 2 0  The Delaware Corporations Code68 section 143 and the 

Michigan State Code69 section 450-1548 spec i f i ca l l y  permit loans, 

guarantees or other f inancia l  assistance to  a d i rector  whenever 

i n  the judgment of  the d i rectors the loan, guarantee or other 

f inancia l  assistance may reasonably be expected t o  benef i t  the 

corporation. Both contain con f l i c t  o f  in terest  sections simi lar 

t o  the Model Business Corporations Act. There i s  no evidence to  

demonstrate that Delaware or Michigan corporations are regarded 

less favourably by investors i n  the market place than those 

6 6  Maine B . C .  1971, c .  439 as amended. 

6 '  L . S . A .  12:1, as amended. 

6 8  Delaware Corporations Code, 8 Del. C: 1953, as amended. 

G 9  MCLA: C .  450, as amended. 
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incorporated in other, more protective, states. Indeed the 

evidence may indicate the contrary, given the popularity of 

Delaware as an incorporation state. 

(dl California 

4.21 California seems to have entertained almost annual 

adjustments and amendments to section 315 of its Corporations 

Code,70 which deals with loans and guarantees to directors. 

Prior to 1977 a corporation could not grant financial assistance 

upon the security of its own shares unless the proposed loan had 

been approved by a two-thirds vote of all classes of shares, 

voting or non-voting. Following a series of amendments in 1978, 

1979, 1980, 1982 and 1984 the section now prohibits loans to or 

guarantees of the obligation of a director unless approved by a 

majority of the shareholders having a right to vote. If the 

corporation had 100 shareholders or less, and the by-laws so 

provided, the directors could authorize the loan or guarantee. 

The prohibition regarding a loan or a guarantee supported by a 

charge on the shares of the carpany, once repealed, was 

reinstated under somewhat different terms. Either there had to 

be additional adequate security or approval of the shareholders 

was required. Exceptions were made for advances on expenses to 

be incurred; for employee stock purchase plans; for certain 

deposit taking institutions and for loan and guarantee 

corporations. 

(el New York and Tennessee 

70' California Corporations Code, 1947, as amended 



4 . 2 2  The Tennessee State Code71 48-1-814 and the New York 

Corporations Code72 section 714 both require approval by a 

majori ty vote o f  every class o f  shareholder of  a loan by the 

corporation to a d i rec tor .  A loan made i n  v io la t i on  o f  the 

section i s  a v io la t i on  o f  the duty owed by the d i rector  to  the 

corporation but the obl igat ion of the borrower to  repay the loan 

i s  not affected. The New York Corporation Code i s  the only 

American statute that we have examined that contains a 

counterpart of ABCA section 113(3) (d)  imposing a speci f ic  

l i a b i l i t y  upon the remaining directors who vote for or consent to  

a loan contrary to  the proh ib i t ion .  Section 713  of the New York 

Code deals at  length wi th and expands i n  considerable de ta i l  what 

are basical ly  the same provisions contained i n  the Model Business 

Corporations Act section 4 1 .  

4 . 2 3  This admittedly cursory review o f  the provisions 

contained i n  a few of the state Codes reveals a wide divergence 

i n  the basic po l icy  decisions regarding regulat ion by statute of 

loans and f inancia l  assistance to  d i rectors,  and the form that 

any prohib i t ions take. 

7 '  Tennessee General Corporations Act, T i t l e  48, 1963, c .  523,  
as amended. 

7 2  New York Business corporations Law, 1961, c. 855, as 
amended. 



CHAPTER 5 

THE NATURE AND F I N A N C I A L  E F F E C T  OF 
T R A N S A C T I O N S  OF THE K I N D  A T  ISSUE 

1 .  INTRODUCTION 

5 . 1  The e f fec t  that various transactions w i l l  have on the 

actual f inancia l  posi t ion of  a company i s  var iable, and not 

eas i l y  assimilated. I n  t h i s  chapter we w i l l  ou t l i ne ,  i n  a 

re la t i ve l y  straightforward manner, and as an a id  t o  

understanding, the accounting and f inancia l  consequences of the 

various transactions which may be cal led i n t o  question by the 

k ind o f  s tatutory provisions we have been discussing. 

2 .  LOANS 

( a j  The Effect on the Corporation 

5.2 A loan to a shareholder or d i rec tor ,  providing the 

corporation has i t s  own cash to  make the loan, w i l l  only af fect  

the asset side o f  the balance sheet. Cash i s  decreased and 

accounts receivable are increased. A short term loan about which 

there i s  no doubt as to  i t s  c o l l e c t a b i l i t y  has no e f fec t  on the 

r a t i o  between current assets and current l i a b i l i t i e s .  I f  

however, there i s  doubt about the c o l l e c t a b i l i t y  of the loan or 

i f  the time for repayment for the loan extends beyond one year, 

then i n  e i ther  case the r a t i o  between current assets and current 

l i a b i l i t i e s  i s  adversely affected. The loan w i l l  have no 

imnediate e f fec t  on the p r o f i t  and loss statement of  the 

corporation, but i t  w i l l  a f fect  the statement of  changes i n  

f inancia l  pos i t ion  i n  that cash has gone out o f  the corporation 

to  be replaced by an account receivable. The statement o f  



retained earnings will only be affected if the loan has to be 

discounted because of problems foreseen in collecting it. 

(b) Classes Adversely Affected 

5.3 Unless all of the shareholders receive loans in 

proportion to their shareholding, there has been an unequal 

distribution of corporation funds. While it  is true that the 

loan must be repaid, the shareholder or director who received the 

loan has cash in hand and the remaining shareholders do not. To 

the extent that the loan has any adverse effect upon the 

corporation i t  has an adverse effect upon all of the 

shareholders. If the corporation must borrow money in order to 

provide the funds for the loan there will be an additional 

interest expense to the corporation. Even if i t  can make the 

loan using its own funds, i t  has that much less to pay down its 

bank indebtedness, if any, and therefore there will usually be a 

greater interest expense to be borne by the corporation. By 

reducing its cash on hand the corporation may not be able to take 

advantage of cash discounts for prompt payment of the goods that 

it  purchases. I t  is of course possible, but the number of cases 

must be rare, that the corporation will suffer none of these 

adverse effects, but even in such a case the funds used for the 

purposes of the loan could have been invested in or outside of 

the business or distributed to the shareholders. 

5.4 A creditor will be adversely affected only if the loan 

is improvident and uncollectable or if the term of repayment is 

such that the corporation is cash shy and must delay paying its 

normal trade creditors. If neither of these will occur, then the 

creditor. will suffer no adverse effect. Even if the loan is so 
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improvident that i t  would t i p  the corporation i n t o  e i ther  

bankruptcy or receivership, i t  s t i l l  remains a debt owing to  the 

corporation and no doubt the trustee i n  bankruptcy or the 

receiver w i l l  exert every e f f o r t  t o  co l l ec t  i t .  This may however 

prove to  be a f r u i t l e s s  pastime. A loan by a corporation to  one 

o f  i t s  shareholders or d i rectors does not involve a t h i r d  par ty .  

5 . 5  We have noted that some American ju r isd ic t ions  proh ib i t  

secured loans to  d i rectors,  i f  the secur i ty  for  the loan i s  the 

shares of  the corporation i t s e l f .  This transaction has not 

previously been prohib i ted under Canadian law and the discussion 

as to  whether i t  should or should not be prohib i ted w i l l  be l e f t  

u n t i l  Chapter 8. 

3 .  GUARANTEES 

( a )  The Effect on the Corporation 

5 . 6  The only adverse a f fec t  upon the corporation o f  

execution o f  a guarantee i s  a possible reduction i n  i t s  l i ne  o f  

c red i t .  An outstanding guarantee i s  a contingent l i a b i l i t y  and 

should be disclosed i n  a note to  the f inancia l  statements. I t  i s  

not execution o f  the guarantee, i t  i s  having to  perform i t  that 

causes the adverse e f f e c t . 7 3  

( b )  Classes Adversely Affected 

5.7 When the corporation i s  ca l led  upon to  pay the amount 

guaranteed the classes who may be adversely affected are the same 

as those for loans, and for the same reasons. The corporation 

' 3  I t  has been said that the quickest way i n  which to  make time 
pass i s  to  guarantee the indebtedness of  another that w i l l  
f a l l  due w i th in  s i x  months. 
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w i l l  have that much less cash i n  order t o  sa t is fy  i t s  credi tors.  

The d i rector  or shareholder idhose debt has been guaranteed and 

which has been paid i n  f u l l  or i n  part  by the corporation has 

been given the same advantage as though he or she had received a 

loan. Under the law of  suretyship the corporation w i l l  have the 

r i g h t  t o  recoup the amount that i t  has paid under the.guarantee, 

but the s i tua t ion  i s  more ominous than i n  the case of  a loan. 

Presumably the only reason that the corporation has been cal led 

upon to  pay i s  because the pr inc ipal  debtor could not do so. 

While the corporation may have the r i gh t  t o  repayment i t  may have 

great d i f f i c u l t y  i n  rea l i z i ng  much i n  the enforcement o f  that 

r i g h t .  Hence any proh ib i t ion  applied to  guarantees should be at 

least as onerous as that applying to  loans. 

4 .  CHARGES ON A S S E T S  

( a )  The Effect on the Corporation 

5 . 8  A charge on i t s  assets given by a corporation as 

securi ty for payment o f  an obl igat ion owing by one o f  i t s  

directors w i l l  probably have a more imnediate adverse e f fec t  upon 

the corporation than would a guarantee granted by the 

corporation. The charge w i l l  inevi tably be registered i n  a 

publ ic  reg is t ry .  Given modern c red i t  report ing, subscribers to  

any one of  the comnercial c red i t  organizations w i l l  become aware 

o f  the charge shor t ly  a f te r  i t  i s  registered. Substantial trade 

credi tors,  those most l i k e l y  to  use the services o f  a credi t  

report ing agency, may think twice before maintaining or extending 

credi t  to  the corporation once they have th is  information. The 

corporation's bankers may grow rest ive i f  there i s  any chance 

that the secur i ty  given might take p r i o r i t y  over the securi ty 
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that they presently hold. Detai ls o f  the charge must be 

disclosed i n  a note to  the f inancia l  statements i f  they are 

prepared i n  accordance w i th  G A A P ,  so i t  would seem l i k e l y  that i n  

most cases the fact  that the corporation has granted such a 

charge would become known to  the corporat ion's shareholders and 

to  i t s  bankers. 

5.9 I f ,  o f  course, the corporation i s  ca l led  upon to  ei ther 

pay the debt or r i s k  losing the asset charged, i t  w i l l  be i n  a 

posi t ion to  do so only a t  the cost o f  an imnediate cash out lay or 

surrendering the asset charged. Both of these things w i l l  have 

an adverse e f fec t  on the corporation unless the asset charged i s  

no longer of any value t o  the corporation. Even i n  t h i s  un l i ke ly  

event the corporation would have been better o f f  i f  i t  had sold 

the asset. As i n  the case o f  a guarantee, i f  the corporation i s  

ca l led upon to  honour the charge i t  i s  because the d i rector  or 

shareholder for whose benef i t  the charge was given could not meet 

h i s  or her obl igat ion.  The chance o f  any recovery by the 

corporation would be small indeed. 

( b )  Classes Adversely Affected 

5.10 To the extent that the corporation i s  adversely 

affected by the granting o f  the charge or i t s  enforcement, 

shareholders other than a shareholder who received the benef i t  

w i l l  suffer an adverse e f fec t  proportionate to  thei r  

shareholdings. I f  the corporation founders, whether or not as a 

resul t  of  grant ing the charge, a p r i o r i t y  b a t t l e  w i l l  ensue 

between the secured credi tor  who holds the charge and the 

remaining unsecured credi tors.  The holder o f  the charge has two 

advantages over the unsecured c red i to r ;  he can exercise h i s  



securi ty,  and i n  most cases having done so, w i l l  s t i l l  be i n  a 

posi t ion t o  enforce h i s  r i gh ts  against the pr inc ipa l  debtor t o  

recover any def ic iency. I f  the securi ty i s  unenforceable then 

the securi ty holder has only a r i g h t  t o  co l lec t  from the 

pr inc ipal  debtor w i th  the resu l t  that there w i l l  be no p r i o r i t y  

b a t t l e  and there w i l l  be that much more t o  d iv ide amongst the 

corporation's unsecured credi tors.  

5 .  T R A N S A C T I O N S  I N V O L V I N G  SHARES 

( a )  The Ef fect  on the Corporation 

5 . 1 1  I f  f inanc ia l  assistance i s  given by a corporation by 

way of  a loan granted by the corporation to  the buyer o f  the 

shares before or shor t l y  a f te r  the buyer becomes the new owner o f  

the shares, or the corporation makes a loan through another 

corporation or series of  related corporations that ends up i n  the 

hands of  the buyer and i s  used ei ther t o  pay for the shares or t o  

repay the br idge financing used to  acquire the shares, the e f fec t  

on the corporation w i l l  be the same as that of  a loan to  a 

d i rec tor .  I f  the corporation guarantees repayment of  the 

indebtedness incurred by the buyer to  acquire the shares, the 

af fect  on the corporation w i l l  be the same as i f  i t  had 

guaranteed repayment o f  the indebtedness o f  a d i rec tor .  A charge 

on i t s  assets granted by a corporation as secur i ty  for repayment 

of  a loan or as co l l a te ra l  securi ty for a guarantee, the 

underlying basis for which i s  a purchase o f  the corporation's 

shares, w i l l  have the same affect on the corporation as any other 

charge on i t s  assets. The form of  f inancia l  assistance that a 

corporation may provide i n  connection wi th a purchase o f  i t s  

shares, however, i s  l im i ted  only by the ingenuity of  the buyer or 
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the buyer's legal advisors. The res t r i c t i ons  applying t o  loans, 

guarantees or charges upon the assets of the corporation are not 

enough i n  themselves to  provide an adequate proh ib i t ion  i f  there 

i s  t o  be a proh ib i t ion  at a l l .  

5.12 A transaction involving the purchase of a 

corporation's shares does not d i r e c t l y  af fect  the stated capi ta l  

of  the corporation. As we have seen, both the Alberta courts and 

the English courts have now rejected the idea that there i s  any 

c o m n  law proh ib i t ion  based on an analogy to the reasoning i n  

Trevor v .  W h i t w ~ r t h . ~ ~  I f  the f inancia l  assistance i s  

accomplished by the acquirer causing the target corporation to  

pay a dividend shor t l y  a f te r  the acquis i t ion,  and assuming that 

the payment of the dividend does not in f r inge any other statutory 

provision, then i f  the Wellinqton Publishinq case75 i s  followed 

such a course o f  conduct i s  per fec t ly  legi t imate. The reported 

cases have invar iably  arisen because, fol lowing the purchase, the 

corporation got i n t o  f inancia l  d i f f i c u l t i e s  (although not always 

as a resul t  of  the t ransact ion) .  

5 . 1 3  I t  i s  not necessary for the corporation to  be solvent 

at the time of the transaction; indeed, a change of management 

may be desired by minor i ty  shareholders and credi tors a l i ke .  I f  

the corporation continues i n  good health a f te r  the transaction 

then i t  may be for the benef i t  of  a l l  interested par t ies .  The 

d i f f i c u l t  question i s  whether or not the f inancia l  assistance was 

the primary or at least a substantial cause of the corporation's 

downfall. Put i n  i t s  s i w l e s t  terms, there i s  no adverse ef fect  

7 4  Footnote 43, supra. 

7 5 b o o t n o t e  30, supra. 



83 

upon the corporation i f  the f inancia l  assistance that was granted 

was structured i n  such a manner that the corporation could 

continue to  prosper a f t e r  the transaction. 

( b )  Classes Adversely Affected 

5.14 I f  a l l  o f  the shareholders w i l l i n g l y  s e l l  the i r  shares 

through the mechanism of  some form of f inancia l  assistance given 

by the corporation, they may have done so at the expense of  the 

corporat ion's credi tors  but there i s  no shareholder who w i l l  be 

adversely affected. As the expression goes, they are laughing 

a l l  the way to  the bank. A minor i ty  shareholder i n  a 

d i s t r i bu t i ng  corporation that i s  l i s t e d  on a stock exchange 

simply takes a chance. That person can s e l l  or hold on and hope 

that t h i s  i s  the bet ter  course, but i n  e i ther  event has a l i q u i d  

asset. An exception may ar ise i f  the acquirer has been 

successful i n  a b i d  l im i ted  to  less than a l l  of the shares and 

acquires only su f f i c i en t  for con t ro l ,  but even i n  such a case the 

minor i ty  shareholder has the f u l l  arsenal o f  shareholder remedies 

available to  protect h i s  or her investment. The minor i ty  

shareholder i n  a non-d is t r ibut ing corporation i s  usual ly 

protected against the p o s s i b i l i t y  of being marooned as a minor i ty  

under new management by res t r i c t i ons  on the transfer of  shares 

contained i n  the Ar t i c les  o f  the corporation, or the provisions 

of a unanimous shareholder agreement. I n  any event such a 

minori ty shareholder has the protect ion given by the various 

shareholder remedies. 

5 . 1 5  Given the protect ion for minor i ty  shareholders b u i l t  

i n t o  the A B C A ,  they are not ,  i n  a l l  but the most exceptional 

cases, l i k e l y  t o  be adversely affected. I t  i s  the credi tors  who 
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may suffer because the f inancial  assistance given by the 

corporation turns out t o  be more than the corporation can bear. 

I n  the event that the f inancial  assistance has taken the form of  

a charge on the corporation's assets, then the resul t  w i l l  

usually be, i f  the corporation i s  not successful, a b a t t l e  

between the secured credi tor  holding the charge opposing the 

unsecured credi tors.  Solvency at  the time that the f inancial  

assistance i s  given i s  r e a l l y  i n  the nature o f  a band-aid 

provision. I t  i s  the resul t  o f  the f inancia l  assistance and i t s  

structure that may adversely af fect  the credi tors o f  the 

corporation. 

6 .  CONCLUSIONS 

5 .16 Unless every shareholder benef i ts i n  proportion to  h is  

or her shareholding, a loan given by a corporation to  one of  i t s  

d i rectors,  a guarantee granted by the corporation to  secure 

repayment o f  the indebtedness owed by one o f  i t s  directors or a 

charge on i t s  assets given by a corporation as securi ty for 

repayment o f  a debt owed by a d i rec tor ,  or a guarantee given by 

the corporation, invariably confers a benef i t  on the recipient at 

the expense of  the remaining shareholders. There are some 

exceptions to  th i s  i n  which the f inancial  assistance provided t o  

a director i s  i n  the best interests o f  the corporation for sound 

comnercial reasons, but these w i l l  be discussed l a te r .  A 

transaction involving a purchase of the corporation's shares may 

or may not favour one shareholder or group o f  shareholders over 

the remaining shareholders, but i n  most cases i t  w i l l  not.  Thus 

i n  the case of  loans, guarantees and charges on i t s  assets given 

to  a d i rector  or shareholder, the main group t o  be adversely 
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affected are the remaining shareholders, although credi tors may 

be adversely affected as we l l .  I n  the case o f  f inancia l  

assistance given regarding a purchase o f  the corporation's 

shares, the probab i l i t y  i s  that the group to be adversely 

affected w i l l  be the credi tors,  or a par t i cu la r  class o f  

credi tors.  

5 . 1 7  Insofar as the corporation i t s e l f  i s  concerned, loans, 

guarantees and a charge upon i t s  assets for the benef i t  o f  one 

shareholder or d i rector  w i l l  inev i tably  reduce e i ther  the 

corporation's current cash posi t ion,  or i t s  avai lable c red i t .  

Whether or not f inancia l  assistance given by a corporation i n  

connection w i th  a purchase of i t s  shares w i l l  a f fec t  the 

corporation's cash or c red i t  w i l l  depend on the par t i cu la r  

structure involved i n  the transaction. Subject t o  the exceptions 

which w i l l  be discussed l a te r ,  loans, guarantees and a charge on 

i t s  assets for  the benef i t  of  a d i rector  o f  a corporation can 

confer no benef i t  upon the corporation whatsoever. Financial 

assistance given by a corporation i n  connection w i th  a 

transaction involving the purchase o f  i t s  shares may be i n  the 

best in terests o f  the corporation. We have concluded therefore, 

that any attempt to d ra f t  a statutory p roh ib i t ion  that treats 

both problems as being the same i s  bound to  be unsat isfactory. 

I n  Chapter 6 we w i l l  discuss the basic structure o f  the present 

Section 42 and the problems that have arisen under those 

provisions, some o f  which are caused by the attempt to  cover both 

prohib i t ions i n  the one section. 



C H A P T E R  6 

THE PRESENT S E C T I O N  42  OF THE ABCA 

1 .  THE B A S I C  STRUCTURE 

6.1 The present Section 42  applies t o  a l l  corporations. I t  

attempts'to regulate, i n  the one section, both f inancial  

assistance by way of  a loan, guarantee, a charge upon i t s  assets 

or otherwise provided by a corporation for the benef i t  o f  one of  

i t s  shareholders or d i rectors,  together wi th f inancial  assistance 

provided by a corporation i n  connection w i th  a purchase of i t s  

shares. The proh ib i t ion  regarding loans, guarantees and charges 

upon assets applies to  d i rectors and shareholders, thei r  

a f f i l i a t e s  and thei r  associates. The proh ib i t ion  regarding 

f inancia l  assistance i n  connection w i th  a purchase of  the 

corporation's shares applies to  any person. The necessary 

prerequisi te for any of  the otherwise prohib i ted transactions i s  

the a b i l i t y  of the corporation to meet the solvency test 

contained i n  4 2 (  l ) ( d )  and ( e ) .  Subsection ( 2 )  provides some 

exceptions to the prohib i t ions;  subsection ( 3 )  attempts to  

protect the t h i r d  party or lender; and subsection ( 4 )  requires 

disclosure of the transactions. 

6.2 The keystone of  the section i s  the solvency tes t .  None 

of  the transactions are prohibi ted i f  the corporation can meet 

th is  tes t .  Leaving aside for the moment the problems connected 

wi th the speci f ic  solvency test contained i n  the section, 

rel iance on the solvency test together w i th  the exceptions 

contained i n  subsection ( 2 )  creates some s t a r t l i n g  resu l ts .  I t  

would seem to  be permissible for a corporation, part  of whose 
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business i s  the lending of money, to  make a loan to  one of i t s  

d i rectors even i f  that corporation was i n  f ac t ,  i f  not formally, 

bankrupt. The various transactions i n  subsection ( 2 )  are 

permissible even i f  the corporation i s  obviously and completely 

unable to meet ei ther or both branches of the solvency tes t .  

2 .  CORPORATIONS T O  WHICH THE P R O V I S I O N S  A P P L Y  

6.3 The prohib i t ions contained i n  Section 42 apply to a l l  

corporations whether d i s t r i bu t i ng  or non-dis t r ibut ing.  The 

d i s t i nc t i on  between these two categories i n  the ABCA was an 

attempt to  d iv ide corporations on a functional basis. I t  was 

thought tha t ,  wi th very few exceptions, any corporation having 

more than 15 shareholders would inevitably resu l t  i n  a d iv is ion  

between those who are act ive i n  management and those who are not ;  

that there would be one group who are the managers and another 

composed of investors. We are of the opinion that the 

character ist ics of the two categories, the problems faced by each 

and the l ike l ihood of an adverse af fect  upon one or other class 

of persons concerned are substant ial ly d i f f e ren t  for the two 

categories. We w i l l  discuss the ef fect  and our recommendations 

wi th regard to  these differences i n  several par t i cu la r  instances 

la ter  i n  th is  paper. 

3 .  The Prohibited Class 

6.4 The proh ib i t ion  i n  regard to f inancia l  assistance given 

by a corporation i n  connection wi th a purchase of i t s  shares 

applies to  any person. Since the form of such f inancia l  

assistance i s  l im i ted  only by the imagination of businessmen and 

thei r  advisors, presumably i t  was f e l t  that whatever p roh ib i t ion  
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or regulatory scheme may be imposed, i t  must apply to  "any 

per son" . 

6.5 I n  Report No. 36 the I n s t i t u t e  expressed some doubts 

about the extent o f  the proh ib i t ion  contained i n  CBCA Section 

4 2 7 6  wi th regard to  f inancia l  assistance by a corporation other 

than i n  connection wi th a purchase o f  i t s  shares. We thought i t  

too broad i n  the class o f  prohibi ted persons i n  that i t  included 

d i rectors,  o f f i ce rs ,  shareholders and employees. We recomnended 

that i t  apply only to  d i rectors and shareholders, which 

recomnendation was followed when the ABCA was enacted. 

6.6 One gap i s  that the present p roh ib i t ion  extends only to  

a f f i l i a t e d  corporations, not to  a f f i l i a t e d  bodies corporate. A 

corporation could therefore provide f inancia l  assistance to  a 

director of  an a f f i l i a t e d  extra-provincial  corporation. Second, 

i t  does not cover a l l  o f  the corporations i n  some complex 

corporate groups. 

6.7 For instance, assume that:  A corporation owns 52% o f  

the voting secur i t ies of B corporation; B corporation owns 100% 

of the voting secur i t ies of  C corporation and 55% o f  the voting 

securi t ies of D corporation; D corporation owns 100% of the 

voting securi t ies of E corporation. B corporation i s  a 

subsidiary o f  A corporation; C and D corporations are 

subsidiaries of B corporation; and E corporation i s  a subsidiary 

o f  D corporation. Under the provisions o f  section 2 (  l ) ( a )  A 

corporation i s  a f f i l i a t e d  w i th  I3 corporation; B corporation i s  

a f f i l i a t e d  w i th  C corporation; B corporation i s  a f f i l i a t e d  w i th  D 

corporation; C and D are a f f i l i a t e d  corporations since they are 

7 6  I n s t i t u t e  Report No. 36, Vol. 1 ,  p. 79. 



both subsidiaries of the same body corporate; and D corporation 

i s  a f f i l i a t e d  w i th  E corporation. Under the provisions o f  

section 2 ( l ) ( b )  A corporation and C corporation are a f f i l i a t e d  

because both are a f f i l i a t e d  wi th B corporation. The same i s  true 

of A corporation and D corporation since both of those 

corporations are a f f i l i a t e d  wi th B corporation. Simi lar ly ,  both 

C corporation and B corporation are a f f i l i a t e d  w i th  E corporation 

since both are a f f i l i a t e d  wi th D corporation. There i s  however a 

gap because A corporation i s  not a f f i l i a t e d  w i th  E corporation 

since neither are a f f i l i a t e d  with the same body corporate at the 

same time. 

4 .  THE SOLVENCY T E S T  

( a )  Background 

6 . 8  We have ea r l i e r  described the dual nature of the 

solvency test contained i n  section 42. This has been one of the 

main sources o f  the problems associated wi th th i s  section. One 

might reasonably ask therefore, how and why was i t  enacted i n  i t s  

present form? Since i t  i s  a carbon copy of the solvency test 

contained i n  C B C A  section 42, i t  i s  necessary to examine the 

background to that leg is la t ion .  The Dickerson report was 

published i n  1971. The CBCA came in to  force on the 15th of 

December 1975. During the 10 year period p r i o r  t o  1975 two 

dominant factors influenced the form c f  the test actual ly  

adopted. The f i r s t  was the in f la t ionary  nature of the economy 

during those years. The second was the then current vogue i n  

accounting c i r c l e s  for the adoption of current value accounting 

as a standard rather than the t rad i t iona l  h i s to r i ca l  cost basis. 

I f  the purpose of f inancia l  statements of a corporation i s  t o  
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present a f a i r  p ic tu re  o f  i t s  f inancia l  condit ion as o f  a 

speci f ic  date, there i s  much to  be said i n  support of  current 

value accounting being the better method to  accomplish that 

purpose. The solvency test i n  section 4 2 ( l ) ( e )  i n  using the word 

" real izable"  i s  basical ly  a current value test rather than an 

h i s to r i ca l  cost t es t .  

6.9 The current value test does however produce at least 

one anomaly. Under section 149 a corporation i s  required t o  

prepare i t s  f inancia l  statements i n  the prescribed form. The 

form prescribed i s  i n  accordance wi th G A A P .  The C I C A  Handbook 

requires that the basis for preparation of  f inancia l  statements 

shal l  be h i s to r i ca l  cost, not current value. I t  i s  not enough 

therefore for  the d i rectors to  r e l y  on the f inancia l  statements 

of  the corporation prepared as they are required t o  be under the 

Act. Having done so they must make a l l  o f  the necessary 

adjustments t o  convert those f inancia l  statements to  current 

value. Inevi tably  t h i s  w i l l  resul t  i n  addit ional time spent and 

i n  addit ional cost.  Equally inevi tably  the resu l t  w i l l  be at 

best an educated guess. 

( b )  The Bankruptcy Act 

6.10 Solvency, or i t s  reverse, insolvency, has caused 

def in i t iona l  problems since the concept was f i r s t  invoked. 

"Insolvent person" i s  defined i n  section 1 o f  the present 

( federa l )  Bankruptcy Act. The d e f i n i t i o n  could be described as a 

three-part t es t .  F i r s t ,  that person's debts must exceed $1000. 

Second, that person must be unable to  meet h i s  obl igat ions as 

they generally become due, or have ceased to  pay h i s  current 

obl igat ions i n  the ordinary course o f  business. Third, there i s  
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an underlying asset test which requires that the aggregate of 

that person's property i s  not,  at a f a i r  valuat ion su f f i c i en t ,  or 

i f  disposed at a f a i r l y  conducted sale under legal process, would 

not be su f f i c ien t  t o  enable payment o f  a l l  o f  h i s  obl igat ions due 

and accruing due. I t  i s  not clear which of  the two tests, f a i r  

valuation, or the prospective resu l t  o f  a legal sale, i s  t o  be 

the standard. 

6.11 The latest  i n  a series o f  proposed new Bankruptcy 

Acts, B i l l  C - 1 7  o f  1984, defines an insolvent person as one whose 

property, i f  real ized at f a i r  value, would be i nsu f f i c i en t  t o  pay 

h is  cer ta in  and l iquidated debts whether or not the debts are 

due, o r ,  i f  the person has ceased to  pay h i s  cer ta in and 

l iquidated debts, as they become due. Section 5 o f  the proposed 

Act goes on to  provide various instances i n  which a person i s  

deemed to  have ceased to  pay h is  cer ta in  and l iquidated debts as 

they become due. The fate o f  B i l l  C - 1 7  i s  s t i l l  unknown. A l l  

t h is  aside however, there may be a question whether the solvency 

test contained i n  any version o f  section 42 that i s  proposed 

should match, or be the counterpart, o f  the insolvency test i n  

the Bankruptcy Act. We suggest that i t  should no t .  The two 

tests serve qu i te  d i f fe ren t  purposes, one o f  which i s ,  i n  section 

42 that o f  maintaining the stated capi ta l  o f  the corporation. 

( c )  Current L iqu id i ty  

6.12 Both the current l i q u i d i t y  and the underlying asset 

test are the necessary pre-conditions to  the v a l i d i t y  o f  any 

transaction, other than those excepted i n  subsection 42 (2 ) .  The 

current l i q u i d i t y  test contained i n  section 42( 1 )  ( d l  applies the 

test both before and af ter  the transaction. I t  i s  suggested that 
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the word " a f t e r "  has a mul t ip le  purpose. I n  the case of  a loan 

i t  must mean a f te r  the loan has been made and before i t  i s  

repaid. I n  the case of  a contingent l i a b i l i t y  such as a 

guarantee or a charge upon the assets of the corporation, the 

l ike l ihood of the contingent l i a b i l i t y  f a l l i n g  i n  must be 

assessed. Under the provisions of G A A P  a l l  contingent losses and 

gains must be disclosed i n  a note to  the f inancial '  statements.17 

I f  the amount o f  the contingent loss can be reasonably estimated 

and i t  i s  l i k e l y  that the future event that w i l l  t r igger  the 

contingency w i l l  occur, then the amount of  the contingent loss 

should be accrued by a charge to  income. Whether or not the 

l ike l ihood that a contingent l i a b i l i t y  w i l l  f a l l  i n  i s  imminent 

s t i l l  remains, i n  most cases, simply a best guess at the course 

of  future events. 

6.13 The c lass ic  basic test of whether or not a corporation 

can meet i t s  l i a b i l i t i e s  as they f a l l  due i s  the r a t i o  of  current 

assets t o  current l i a b i l i t i e s .  Modern accounting methods have 

developed refinements to  t h i s  t es t ,  and other tests which are 

more accurate depending upon the nature of the corporation's 

business. One example of  the former i s  known as the acid test 

r a t i o  which i s  the r a t i o  of current assets less inventory to  

current l i a b i l i t i e s .  Exampled of the l a t t e r  are such tests as 

receivable turnover, inventory turnover, the r a t i o  of  net sales 

on c red i t  t o  averare accounts receivable and the number of  days 

i n  receivables. Each might be the proper test for a par t icu lar  

corporation depending upon the nature o f  i t s  business. The great 

advantage of  the current l i q u i d i t y  test i s  that i t  can be 

ascertained by a wide var ie ty  of  known tests i n  accordance wi th 

7 7  C I C A  Handbook sec. 3 2 9 0 . 1 2 .  
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accepted accounting techniques. I t  does not introduce a new 

basic accounting theory such as current value accounting. So far 

as we are aware the current l i q u i d i t y  por t ion of  the solvency 

test has not been the cause of any problems or concern, other 

than perhaps the use o f  the word " a f t e r "  w i th  regard t o  

contingent l i a b i l i t i e s ,  but we suggest that at  least some 

standard for assessing contingent l i a b i l i t i e s  i s  set f o r t h  i n  the 

C I C A  Handbook. 

( d l  The Underlying Asset Test 

6.14 Stripped t o  i t s  essentials, section 4 2 ( l ) ( e ) ,  the 

underlying asset t es t ,  requires that the real izable value of  the 

corporation's assets must be greater than the to ta l  o f  the 

corporation's l i a b i l i t i e s  and the stated capi ta l  o f  a l l  classes. 

On a balance sheet of  the corporation the di f ference between 

these two represents the retained earnings which may be a 

pos i t i ve  or negative ( d e f i c i t )  f igure.  I n  i t s  essentials t h i s  i s  

the same test that i s  used i n  section 40 regarding dividends. 

When applied t o  dividends the e f fec t  i s  t o  abrogate the ru le  i n  

Amnonia Soda Co. v.  Chan-~ber la in~~ that a company could pay a 

dividend out of  a current year's p r o f i t s  without making up a 

previous d e f i c i t  i n  the retained earnings. The f igure derived 

for retained earnings w i l l ,  o f  course, vary considerably i f  the 

basis used i n  determining the balance sheet f igures i s  h i s to r i ca l  

cost or i f i t  i s  current value. When applied to  dividends one of  

the other ef fects o f  t h i s  test  i s  to  permit an imnediate payment 

of  dividends out of an appraisal surplus. 

- - - 

7 8  [1918]  1 Ch. 266. 



6.15 Realizable value i s  a two-edged sword. I n  

in f la t ionary  times the derived f igure for retained earnings w i l l  

probably be greater than that shown on the basis o f  h i s to r i ca l  

cost.  I n  recessionary times the converse w i l l  be t rue.  

Realizable value has yet to  be interpreted by a Canadian court 

and i t s  meaning remains unclear. The d e f i n i t i o n  of the word 

" rea l i ze"  i n  the Shorter Oxford English Dictionary i s  as fol lows: 

Realize: to  convert (secur i t ies ,  paper, 
money, e t c . )  i n to  cash, or property of any 
k ind i n t o  money. 

The Unabridged Random House Dictionary uses the fol lowing 

de f i n i t i on :  

Realize: to  convert i n to  cash or money 

6.16 But just  what does the phrase " real izable value" 

r e a l l y  mean? I s  i t  the net amount that the corporation would 

receive i f  i t  sold a l l  o f  i t s  assets for cash; or i f  i t  sold a l l  

o f  i t s  business as a going concern? Does i t  mean that a sale on 

time cannot be considered? What instruct ions do the directors 

give t o  an appraiser when seeking h i s  or her advice as to  the 

real izable value of  any asset or assets? No answers can be given 

wi th any confidence on these questions. Certainly caution would 

d ic ta te  that the lowest value should be used. This perhaps i s  no 

bad thing wi th regard to  loans, guarantees or f inancia l  

assistance for the benef i t  of a  d i rector  of  the corporation, but 

i t  may well i n h i b i t  a  per fec t ly  legit imate transaction regarding 

the purchase of the corporation's shares. 

6.17 The word "value" ,  l i k e  the word " c a p i t a l " ,  has so many 

meanings that i t  i s  almost meaningless unless accompanied by an 



adject ive. Other phrases such as market value, f a i r  market 

value, or f a i r  value, have of ten been interpreted by the courts 

and are the accepted standard of the appraisal profession. 

Section 184 ( the  "appraisal r i g h t "  sect ion) of  the ABCA uses the 

phrase " f a i r  value" and i t  has by now been the subject of a good 

deal of  j ud i c ia l  in terpretat ion.  

6.18 We now turn to  the question of whether some other 

phrase than real izable value might more usefu l ly  be adopted. I f  

any change i s  t o  be made, there would seem t o  be two 

a l ternat ives.  The f i r s t  i s  to  use a phrase such as " the  value of 

the corporat ion's assets shown on the f inancia l  statements of  the 

corporation prepared i n  accordance w i th  section 149". The use of  

t h i s  phrase would s h i f t  the basis from current value t o  

h i s to r i ca l  cost .  I t  has the advantage of  permit t ing the 

d i rectors to  simply refer  to the f inancia l  statements of the 

corporation prepared i n  accordance w i th  G A A P .  As we have pointed 

out however, h i s to r i ca l  cost can be misleading. 

6.19 The second a l ternat ive i s  to use the phrase market 

value, or f a i r  market value, both of  which have been the subject 

of  a good deal o f  in terpretat ion by the courts i n  expropriation 

law. The generally accepted d e f i n i t i o n  i s  the amount that a 

w i l l i n g ,  informed buyer would be prepared to  pay a w i l l i n g ,  

informed s e l l e r ,  neither being under any compulsion t o  complete 

w i th in  a l im i ted  time. The advantage of t h i s  phrase would be i n  

i t s  use of a standard phrase readi ly  understood by appraisers and 

business valuators that has of ten been interpreted by the courts. 

I t  would allow valuation of  individual assets or valuation of the 

business as a going concern, including a reasonable allowance for 



96 

goodwil l. I f  there & to  be a change we would favour the use of  

ei ther market value or f a i r  market value. 

6.20 We now turn to  the problems involved i f  any change i s  

to  be made to  the solvency test i n  section 4 2 ( l ) ( d )  and ( e l .  I f  

the change i s  to  be made i n  section 42 as part of  the solvency 

tes t ,  should a simi lar change be made i n  the various other 

sections of  the Act that use the phrase "real izable ~ a l u e " ? ~ S  

Changing the de f in i t i on  i n  section 42 alone imposes a d i f fe rent  

solvency test for d i f fe rent  purposes i n  the Act. Not only does 

i t  lack symnetry but i t  produces one of  those nagging small 

differences that businessmen and their  advisors must always keep 

i n  mind. And of course any change necessarily involves a 

departure from uniformity. Whi l e  we are of the view that such a 

departure from uniformity i s  warranted wi th regard to  section 42 

we are hesitant about the massive divergency from uniformity 

entai led i n  the a l te ra t ion  of  every other section which uses the 

underlying asset test as part of the requirement of solvency. 

6.21 For the purposes o f  the following discussion we shal l  

use the one word "value" without elaboration. The underlying 

asset test contained i n  section 42( 1 )  ( e )  requires that the value 

of the corporation's assets exceeds the aggregate of the 

corporation's l i a b i l i t i e s  and stated capi ta l  of a l l  classes. The 

net affect i s  that the corporation must have some retained 

earnings i n  order to va l i d l y  enter i n to  any of the transactions 

regulated under section 42. With two exceptions, $ 1  o f  retained 

earnings i s  su f f i c ien t  providing that t h i s  amount o f  retained 

earnings w i l l  be there both before and af ter  the transaction. 



The f i r s t  exception arises i n  the case of  a loan by the 

corporation to  a d i rector  or shareholder, or t o  any person i n  

connection wi th a purchase of  the corporation's shares. The 

amount of  the loan must be deducted from the value of  the 

corporation's assets before a determination whether that value 

w i l l  exceed the aggregate of  the corporation's l i a b i l i t i e s  and 

stated cap i ta l  o f  a l l  classes. At f i r s t  glance th i s  seems to be 

a rather gloomy assumption that the loan w i l l  never be repaid. 

When analyzed however, i t  l i m i t s  the amount of  the loan to  an 

amount not exceeding the retained earnings of the corporation, or 

i n  other words a loan cannot be v a l i d l y  made out of  the stated 

capi ta l  o f  the corporation. 

6.22 The second exception applies to guarantees, but only 

i f  some of  the assets are pledged or encumbered t o  secure the 

guarantee. I n  any such case the value of  the assets pledged or 

encumbered must be deducted from the value of the assets i n  the 

necessary determination as to whether or not the corporation can 

meet the underlying asset t es t .  The net af fect  i s  the same as 

for a loan; the amount of  the guarantee cannot exceed the 

retained earnings of  the corporation. 

6.23 The wording of  section 4 2 ( l ) ( e i  resu l ts  i n  some 

curious anomalies and creates some problems. I f  no asset i s  

pledged or encumbered t o  secure the guarantee given by the 

corporation, the guarantee can be for any amount or even 

unl imited provided that the corporation has retained earnings of  

$1  or more. I f  however the guarantee i s  supported by a f loa t ing  

charge debenture, a rout ine occurrence i n  inter-corporate 

financing, covering a l l  o f  the assets of the corporation, then 
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the underlying asset test cannot possibly be met and the 

transaction i s  i nva l i d .  So long as the prohib i ted class includes 

shareholders th i s  provision severely r e s t r i c t s  f inancing 

arrangements by and w i th in  corporate groups. Section 4 2 ( 2 ) ( c )  

provides an exception t o  a holding body corporate i f  the 

corporation i s  a wholly owned subsidiary. "Wholly owned 

subsidiary" i s  not defined i n  the Act but must mean a t  least 

ownership o f  a l l  of the vot ing secur i t ies.  

5 .  E X C E P T I O N S  

6.24 The corporation does not have t o  meet the solvency 

test w i th  regard to  s ix  par t icu lar  transactions set out i n  

section 4 2 ( 2 ) .  The curious resul t  that a corporation can enter 

i n to  any of the s ix  excepted transactions, even i f  insolvent, 

arises from the h is to ry  of  CBCA, section 42. As o r i g i n a l l y  

drafted the section imposed an absolute proh ib i t ion  and solvency 

was simply one of  the exceptions. Unfortunately, at the time of  

the amendment i n  1977 making solvency a pre-condit ion to any of  

the transactions, the section was not restructured and the 

remaining exceptions remained i n  subsection ( 2 ) .  I t  seems to us 

doubtful that the resu l t  was the product of  any careful  

examination of the section and the potent ia l  e f fec t  o f  the 

amendment at the time that i t  was made. We turn now t o  a 

discussion of  each exception. 

( a )  Lending Companies 

6.25 Paragraph 42 !2 ) (a )  permits an exception from 

subsection ( 1 )  to  any person i n  the ordinary course of  business 

i f  the lending of  money i s  par t  o f  the ordinary business of the 



corporation. I t  w i l l  be noted that the exception applies to a l l  

o f  the transactions regulated under subsection ( 1 ) .  I f  part  of 

the ordinary business of the corporation i s  the lending of  money, 

then the corporation may provide f inancia l  assistance to  a 

shareholder or d i rector  by means o f  a loan, guarantee or 

otherwise, and may assist i n  a transaction involving the purchase 

of  i t s  shares. This exception appears t o  be an h i s t o r i c a l  

anomaly. I t  occurred i n  the f i r s t  English provisions that were 

enacted, and i t  has been a recurr ing theme i n  Alberta leg is la t ion  

before the A B C A .  What const i tutes lending money as par t  o f  the 

ordinary business of the corporation? Does th i s  mean that a loan 

t o  a supplier once every year would br ing  the corporation w i th in  

the exception? According t o  the Privy Council i t  does not .  I n  

Steen v .  Law 8 0  the Privy Council held that i n  order for a 

company t o  f a l l  i n t o  the category of  one i n  which " the lending of  

money i s  part  o f  the ordinary business of  a company", the company 

must be i n  the comnercial business of lending money normally 

available for unfe-ttered d isposi t ion by the borrower and not 

being confined t o  par t i cu la r  or defined purposes except i n  

special circumstances. I t  would appear that the exception 

applies to  banks and lending i ns t i t u t i ons  only .  

6.26 We can understand an exception being made for  lending 

corporations i f  the prohibi ted class includes shareholders. A 

large f inancia l  i n s t i t u t i o n  whose business i s  the lending of 

money and which has a large number of shareholders may 

inadvertently f a l l  i n t o  the trap o f  lending money to  one of i t s  

shareholders. If the proh ib i t ion  i s  to  be applied t o  directors 

only,  the logic of the Cohen Comnittee recomnendations wi th - 
8 0  [1963] 3 A l l  E .  R .  770 .  
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regard t o  d i s t r i bu t i ng  corporations would appear t o  be 

u n a s s a i l a b l e . ~ ~  I t  i s  not apparent why, i n  p rac t ica l  terms there 

should be an exception i n  favour of lending i ns t i t u t i ons  w i th  

respect to  thei r  d i rectors.  

( b )  Expenses 

6 . 2 7  Section 4 2 ( 2 3  ( b ) ,  which provides for an exception i n  

favour of any person on account of expenditures incurred or to  be 

incurred on behalf of the corporation, seems t o  have been 

inserted i n  a l l  of the Acts (other than the B r i t i s h  Columbia Act) 

from an abundance of  caution. Expenses already incurred, i f  

legi t imate, are surely a debt owed by the corporation and need 

not be the subject of any exception. I f  they are not legi t imate, 

there i s  no reason whatsoever to except them. Advances on 

expenses t o  be incurred could possibly be c lass i f i ed  as a loan i f  

the advance had been made and the expenses were never incurred, 

or could be c lass i f i ed  as a loan up u n t i l  the time that they were 

incurred. The American statutes noted ear l ie r  i n  t h i s  repor t ,  i f  

they refer  to  an exception for expenses at a l l ,  refer only t o  an 

exception for expenses t o  be incurred. 

( c )  Employee Housing 

6.28 Section 4 2 ( 2 ) ( e ) ( i )  provides an exception t o  employees 

of a corporation to  enable them t o  purchase or erect l i v i n g  

accomdat ion for  thei r  own occupation. CECA section 42 includes 

employees i n  the prohibi ted class; the A B C A  section does not.  

Under the present ABCA section the only appl icat ion of th is  

exception would be t o  a d i rector  or shareholder who i s  also an 

8 '  Supra, para. 2 . 5 .  
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employee. I f  there i s  t o  be an absolute p roh ib i t i on  against the 

prov is ion of  f i nanc ia l  assistance to  i t s  d i rec to rs  by a 

corporat ion, or a corporat ion of  a pa r t i cu l a r  c lass,  then such an 

exception w i l l  be necessary. Large d i s t r i b u t i n g  corporations are 

sometimes faced w i t h  the problems a r i s i ng  when employees are 

moved from one c i t y  i n  which the p r i ce  o f  housing may be 

depressed, t o  another i n  which housing pr ices are h igh.  I t  i s  a 

leg i t imate exercise fo r  the corporation t o  ass is t  i n  providing 

housing for  i t s  employees, p a r t i c u l a r l y  i n  a case where i t  has 

ins is ted  upon the move. There seems no reason t o  penalize a 

pa r t i cu l a r  employee simply because he or she i s  a member of the 

proh ib i ted c lass.  

6.29 I f  the precondit ion for  v a l i d i t y  i s  the a b i l i t y  t o  

meet a solvency t e s t ,  then the question ar ises whether or not 

there should be such an exception. Should an insolvent 

corporat ion be e n t i t l e d  to  provide f inanc ia l  assistance t o  one of  

i t s  d i rec to rs  or shareholders who i s  a f u l l  time employee t o  

ass is t  them w i t h  housing? The answer w i l l  depend i n  par t  on the 

nature of  the solvency t es t .  As we have seen, solvency and 

insolvency are not eas i l y  defined. I f  the solvency test  i s  both 

conservative and d i f f i c u l t  t o  in te rp re t  i t  may wel l  block a 

leg i t imate and.desirable loan or other f inanc ia l  assistance t o  an 

employee who i s  also a member o f  the p roh ib i ted  c lass through an 

abundance of  caut ion on the par t  o f  the d i rec to rs  o f  t5e 

corporation. 

( d l  Employee Share Purchase Plans 

6.30 The necessity fo r  the exception regarding employee 

share purchase plans stems from both p roh ib i t i ons .  I n  a l im i ted  
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number of  cases the corporation cannot lend money or provide 

f inancial  assistance to  i t s  directors or shareholders i n  order t o  

purchase shares, and the corporation i s  prevented from providing 

f inancial  assistance i n  connection wi th a purchase of  i t s  shares 

unless there i s  some exception. The second proh ib i t ion  applies 

t o  any person. The exception removes employees from that 

category. A d i rector  who i s  a f u l l  time employee therefore f a l l s  

w i th in  the exception and the corporation need not be solvent i n  

order t o  va l i d l y  enter i n t o  the transaction. An outside director 

does not f a l l  w i th in  the exception but the transaction i s  

permissible i f  the corporation i s  solvent. 

6 . 3 1  I t  should also be noted that the exception only 

applies i f  the share purchase plan i s  structured through the use 

of  a trustee. The reason for the requirement of a trustee i s  not 

c lear .  The cash posi t ion o f  the corporation i s  the same whether 

or not a trustee i s  used. I f  the loan i s  made t o  the employee 

and the employee irmediately uses the cash t o  buy shares of  the 

corporation, the cash posi t ion of  the corporation has not 

changed. The increase i n  accounts receivable has been matched by 

an increase i n  stated cap i ta l .  I f  the money i s  lent to the 

employee and the employee then pays i t  over to  a trustee who buys 

the shares and holds them i n  t rust  for the employee u n t i l  such 

time as the debt i s  paid, the ef fect  on the f inancia l  posi t ion of  

the corporation i s  the same. There are advantages to  the trustee 

plan i n  that i t  may provide a f ixed present p r ice  for a larger 

block of  shares, and may also provide for a staged takedown o f  

the shares as the employee pays o f f  the debt which he owes to  the 

corporation. I f  the corporation i s  successful, the employee 

(through the means of  a short term loan) may pay o f f  the debt, 
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acquire the shares from the trustee, s e l l  them at a p r o f i t ,  and 

repay the short term loan. Trusteed agreements w i l l  usually 

contain special provisions applicable i n  the event of the 

termination of the employee's employment or h is  or her death. 

While there may well be many business advantages to  the trustee 

arrangement over a straightforward loan and purchase of the 

corporation's shares, there i s  no reason to r e s t r i c t  the 

exception to  the trusteed arrangement only.  

6.32 Although we are not aware of any Alberta corporation 

i n  which the provisions of section 101(9) have been used to 

enable employees to  e lect  a director or d i rector  of the 

corporation, we strongly recomnended i n  our report number 36 that 

provision for employee directors be possible i n  the event a 

corporation wished to  implement such a scheme. I t  follows that 

every accomnodation should be made i n  the Act i n  order t o  enable 

employees t o  become shareholders of the corporation. 

( e l  Holding and Subsidiary Corporations 

6.33 The reason for the exception for holding and 

subsidiary corporations i s  that the prohibi ted class includes 

shareholders. A holding corporation i s  a shareholder of the 

subsidiary. A subsidiary, fol lowing a successful takeover of 

another body corporate, may become a shareholder of the holding 

corporation i f  the target corporation own5d shares of the holding 

corporation. Under the provisions of section 30 of the ABCA the 

subsidlary must dispose of any shares i t  acquires i n  the holding 

corporation w i th in  f i v e  years, but during the period before 

disposal i t  may be a shareholder of the holding corporation. 



6.34 Assuming that the prohibi ted class i s  res t r i c ted  to  

d i rectors only wi th regard to  f inancia l  assistance by means of  a 

loan, guarantee or otherwise, the necessity for the exception 

disappears, but i t  leaves unanswered the question whether the Act 

should attempt to  regulate f inancial  transactions w i th in  related 

corporate groups. The e f fec t  of  the present section 42 i n  

providing an exception to the requirement of  solvency i s  

generally permissive. There are however l i m i t s  t o  th is  

permissiveness. The exception for f inancia l  assistance to  a 

holding body corporate only applies i f  the subsidiary i s  a wholly 

owned subsidiary. I n  the example we used i n  section 3 of  th is  

chaptere2 the exception i n  section 4 2 ( 2 ) ( c )  would only apply to  

f inancial  assistance given by corporation C t o  corporation B and 

by corporation E to  corporation D ,  since corporation C i s  a 

wholly owned subsidiary o f  corporation B and corporation E i s  a 

wholly owned subsidiary of corporation D .  The exception i n  

section 4 2 ( 2 )  ( d l  would permit f inancia l  assistance by corporation 

A to  corporation B because corporation B i s  a subsidiary of  

corporation A ,  but not by corporation B to  corporation A unless 

corporation B could meet the solvency test because corporation B 

i s  not a wholly owned subsidiary o f  A .  These curious 

d is t inct ions have been the cause of  much d i f f i c u l t y  i n  connection 

wi th financing arrangements by corporate groups. 

6.35 I f  the prohibi ted class i s  res t r i c ted  to  d i rectors 

only wi th regard to loans, guarantees and other forms of  

f inancial  assistance except a transaction involving a purchase of 

the shares of  the corporation, and nothing more i s  done, then 

there would be no r e s t r i c t i o n  on inter-corporate f inancing 

8 2  See para. 6.7. 



arrangements except the prohib i t ion that would apply to  the 

recipient corporation i n  cases i n  which one indlvidual was a 

d i rector  of both corporatibns and owned more than 10% of  the 

voting secur i t ies of the recipient corporation. I n  these 

circumstances the recipient corporation would be an a f f i l i a t e  of 

the d i rec tor .  Should there be any r e s t r i c t i o n  beyond that 

imposed by the proh ib i t ion  i n  connection wi th a f f i l i a t e d  

corporations, p roh ib i t ing  corporations w i th in  a re lated corporate 

group from providing f inancia l  assistance to  other corporations 

w i th in  the same re lated corporate group? I f  there should be any 

such r e s t r i c t i o n  the next question that arises i s  whether or not 

the precondit ion to v a l i d i t y  should be the a b i l i t y  t o  meet a 

solvency tes t .  

6.36 The necessity for any regulat ion w i l l  depend, 

basical ly ,  upon two factors. F i r s t ,  what are the reasonably 

forseeable abuses that may occur; and second, are other sanctions 

insu f f i c ien t  t o  prevent those abuses? I t  i s  possible that 

corporation A ,  a subsidiary of corporation B ,  could become 

insolvent through a guarantee of the indebtedness of corporation 

B or by providing some other means of f inancia l  assistance to  i t .  

Solvency, as we have seen, i s  d i f f i c u l t  both conceptually and 

from a de f i n i t i ona l  perspective. These problems become more 

complex and more intractable i n  any attempt to  apply them to 

re lated corporate groups. 

6.37 While i t  i s  possible that by guaranteeing the 

obl igat ions of corporation B ,  corporation A (being e i ther  a 

subsidiary or a holding corporation of corporation 0 )  could 

become insolvent,  i t  i s  clear law that the d i rectors o f  



corporation A are under a duty imposed by section 117  o f  the Act 

t o  act i n  the best interests o f  corporation A .  A del iberate 

decision to  bankrupt corporation A by means o f  f inancia l  

assistance to  corporation B would impose l i a b i l i t y  on the 

d i rectors of corporation A without any further p roh ib i t ion  or 

sanction i n  the section.83 We think i t  un l ike ly  that the 

directors of  a corporation would del iberately act so as to  cause 

the corporation to  become insolvent. I n  any event, i f  they d id  

do so, the law presently provides a remedy. 

6 .  SANCTIONS 

( a )  Duties and L i a b i l i t i e s  of  Directors 

( i) L i a b i l i t y  of  the Recipient Director 

6 . 3 8  A d i rector  who borrows money from h i s  or her 

corporation without authori ty can be held to account as a 

trustee. I f  the loan i s  authorized by the remaining d i rec tors ,  

the director who receives the money i s  i n  a con f l i c t  o f  interest 

s i tua t ion  and can only escape the harsh c o m n  law consequences 

i f  he or she complies s t r i c t l y  wi th the provisions o f  section 

1 1 5 .  The d i rector  must disclose h i s  or her in te res t ,  must not 

vote to  approve the transaction and the contract must be f a i r  and 

reasonable to  the corporation at the time i t  was made. Section 

117  o f  the ABCA imposes upon a l l  directors a statutory f iduciary 

duty. Other than the exceptions that we have mentioned, there 

can be few instances i n  which a loan, a guarantee or some other 

form o f  f inancia l  assistance by the corporation for the benef i t  

of one or more o f  i t s  d i rectors could f a l l  w i th in  the rubr ic  " i n  

8 3  See Scottish Co-o erat ive Wholesale Society U v .  Meyer 
[ 1 9 5 ~ , 1 ~ , L . ) .  
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the best in terests of  the corporation". Whether authorized by 

h i s  or her fe l low d i rectors or not,  the d i rector  who seeks some 

form of  f inancia l  assistance from h i s  own corporation does so at  

h i s  or her p e r i l .  

( i i) L i a b i l i t y  of the Remaining Directors 

6.39 Directors who do not receive a loan or other form of  

f inancia l  assistance, but who vote for  or consent t o  the 

transaction are j o i n t l y  and severally l i a b l e  to  make good any 

loss suffered by the corporation under the provisions of  section 

1 1 3 ( 3 ) ( d ) .  While t h i s  provision may seem harsh, i t  must be 

remembered that there are saving provisions which a d i rector  can 

use to  escape l i a b i l i t y .  The d i rector  can vote against the 

resolut ion approving the loan or other form o f  f inancia l  

assistance. A d i rector  who has approved or consented to  the 

transaction can plead the provisions of section 113(8) and escape 

l i a b i l i t y  i f  he or she can prove that they d i d  not know and could 

not reasonably have known that the f inancia l  assistance was given 

contrary t o  section 42. I n  addit ion, the d i rector  can use the 

provisions of  section 118(3) and escape l i a b i l i t y  i f  he or she 

can show rel iance i n  good f a i t h  on f inancia l  statements o f  the 

corporation presented by an o f f i ce r  of the corporation or by the 

corporation's audi tor ,  the opinion of  a professional,  be i t  a  

lawyer, an accountant, engineer or the member of  another 

profession. 

6.40 I n  addit ion, section 1 1 7 ( l )  ( a )  requires that a l l  o f  

the d i rectors must act honestly and i n  good f a i t h  w i th  a view t o  

the best in terests of  the corporation. The e f fec t  of a l l  t h i s  i s  

t o  make the d i rec tors  a se l f -po l i c ing  group. We th ink these 
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sections provide the basic sanctions necessary to  ensure 

compliance w i th  whatever p roh ib i t ion  may appear i n  the Act 

regarding f inancia l  assistance to d i rectors and others, and that 

they should not be changed. 

( b )  Shareholder Remedies 

6 . 4 1  The basic structure of the A B C A  i s  t o  increase the 

power o f  the d i rectors to manage and control  the corporation. 

This power i s  o f fse t  by an increase i n  thei r  statutory duties and 

l i a b i l i t i e s  and an arsenal o f  shareholder remedies to  provide the 

means whereby the shareholders can ensure that the d i rectors 

observe thei r  obl igat ions.  A shareholder, or former shareholder, 

i s  included w i th in  the de f i n i t i on  o f  "complainant" i n  section 

2 3 1 .  A complainant may apply to the court under section 2 3 2  for 

leave to  comnence a der ivat ive action i n  the name o f  the 

corporation to  enforce a r i gh t  of the corporation, such as a 

r i gh t  to  claim against a d i rector  for a breach of h i s  or her 

f iduc iary duty. A complainant may also comnence an oppression 

action under section 234. I n  addit ion the Act contains other 

remedies avai lable to  shareholders such as the r i gh t  t o  apply to  

the court under section 223 for an order appointing an 

invest igator.  Basical ly,  the Act r e l i e s  on the pr iva te  c i t i zen  

whose interests are at stake t o  enforce a reasonable standard o f  

conduct by the d i rectors.  A shareholder whose interests have 

been adversely affected has ample means t o  r e c t i f y  the abuse. We 

do not think that any addit ional special remedies are needed to  

protect shareholders from the consequences of a breach of section 

42. 



( c )  Creditors' Remedies 

6.42 4s we have noted, the two primary remedies available 

to  shareholders are the der ivat ive action under section 232 and 

the oppression act ion under section 234. "Complainantn as 

defined i n  paragraph 231(b) i s  not res t r i c ted  to  shareholders or 

d i rectors.  Under subparagraph (ii i) a complainant includes any 

other person who, i n  the d iscret ion of  the court ,  i s  a proper 

person to make an appl icat ion under Part 19. I n  v .  Sands 

Motor Hotel Ltd.84 the Saskatchewan Court of Queen's Bench held 

that the Crown (Revenue Canada) as a substantial credi tor  of  the 

defendant f e l l  w i th in  the d e f i n i t i o n  of  complainant and was 

therefore e n t i t l e d  to  br ing an action under section 234. Whether 

or not any c red i to r  can br ing i t s e l f  w i th in  the class of  

complainant depends upon an exercise o f  the d iscre t ion  o f  the 

cour t ,  but we suggest that i n  any case o f  gross abuse where an 

amount of  any substance i s  involved i t  i s  almost cer ta in that the 

court would exercise t h i s  d iscret ion to  include a credi tor  w i th in  

the class o f  complainant. 

6.43 Canadian corporate law, un l i ke  the corporate law o f  

most European countries, has never imposed a minimum 

cap i ta l i za t ion  requirement, nor does i t  impose any counterpart to  

the American t h i n  cap i ta l i za t ion  ru les.  Approximately 97% of  the 

corporations incorporated i n  Alberta are non-dis t r ibut ing 

corporations. We suspect that fewer than 15% o f  t h i s  97% have a 

stated cap i ta l  o f  more than $500. Some non-dis t r ibut ing 

corporations ( w i t h  only one class o f  shares) have shares which 

were issued for  as l i t t l e  as 1/10 of a cent per share. Hence, 

8 4  I19851 1 W . W . R .  59 (Sash. Q . B . 1 .  



110 

the underlying asset por t ion  of  the solvency test can have l i t t l e  

relevance when applied to  the vast major i ty  of non-dis t r ibut ing 

corporations. 

( d l  Fines and Penalties 

6.44 Section 244 of  the ABCA i s  the only section of  the Act 

which might impose a f i ne  or other penalty for a breach of  the 

provisions of  section 42. I t  i s  cast i n  general language and 

could be described as a catch-a l l  section. This i s  just as we l l .  

I t  seems clear that a speci f ic  penalty for  breach of  a speci f ic  

provision i n  a s tatute implies that the in tent ion of  the 

leg is la t ion  i s  t o  p roh ib i t  absolutely the designated act .  I f  the 

in tent ion of the statute i s  t o  p roh ib i t  the designated act then 

generally the court w i l l  hold that any contract made i n  

contravention of  the proh ib i t ion  i s  v o i d . 8 5  We do not ,  

therefore, recomnend any change. 

( e l  The Income Tax Act (Canada) 

6.45 Ever since the Income War Tax Act, loans t o  

shareholders by a corporation have been the subject of  special 

leg is la t i ve  provisions. The present provisions are contained i n  

section 15 of  the Income Tax Act (Canada) and i n  par t icu lar  

subsection (2) which a t t r ibu tes  the cap i ta l  amount of  the loan t o  

income unless the loan i s  repaid before the end of  the taxation 

year fol lowing the taxat ion year i n  which i t  was made, and 

subsection ( 9 )  which creates a deemed interest  component on 

cer ta in in terest  f ree loans. Exceptions are made for lending 

corrpanies, employee housing, purchase of  an automobile for use i n  

8 s  See Brown v .  Moore, (1902) 32 SCR 93; Milne v .  Peterson, 
[ 1 9 2 5 1 1 ~ ~  RAI ta. S .C .  1 .  



the shareholder's employment by the corporation and cer ta in  

employee share purchase plans. 'There i s  therefore, some control  

and sanction concerning loans to  shareholders by corporations 

qu i te  outside the provisions of the A B C A .  Considering the long 

h is to ry  of these provisions i n  order t o  tax corporate 

d is t r ibu t ions  o f  any k ind,  we ant ic ipate that the same (or 

s imi lar  provisions) w i l l  l i k e l y  endure, whatever the future shape 

of Canadian income tax law. 

7 .  THE P O S I T I O N  OF THE T H I R D  P A R T Y  

6.46 Subsection ( 3 )  o f  section 42 was o r i g i n a l l y  intended 

and designed i n  the CBCA t o  implement the recomnendations of the 

Dickerson Report that the t h i r d  party or lender would not be put 

at r i sk .e6  I f  the reasoning behind the decision i n  Royal Bank 

v .  Stewarte7 and I r v inq  O i l  Limited v. Central and Eastern Trust 

CompanyeB i s  applicable, subsection ( 3 )  has fa i l ed  i n  i t s  

designed purpose. By including a l l  of  the standard phrase, " f o r  

value i n  good f a i t h  without not ice" ,  the protect ion granted to  

the t h i r d  par ty  i s  severely l imi ted.  There can be few, i f  any, 

f inancia l  i ns t i t u t i ons  or lenders today who w i l l  advance money 

without knowing the purpose for which i t  i s  t o  be used. I f  they 

do know the purpose, they w i l l  not come wi th in  the saving 

provision because they w i l l  have had not ice.  The e f fec t  i s  

disastrous. The t h i r d  par ty  or lender does not simply become an 

unsecured credi tor  along w i th  the remaining unsecured credi tors,  

i t  loses a l l  r i gh ts  to enforce the contract or t o  co l l ec t  the 

e 6  Dickerson Report, cap. 5, par. 147. 

Footnote 54, supra. 

Footnote 55, supra. 
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debt at all. I t  is because of this possibility that businessmen, 

their legal advisors and the legal advisors of lending 

institutions are put to such time and expense to satisfy 

themselves that any proposed transaction does not involve a 

breach of the provisions of section 42. 

6.47 Had.we been disc~issing English company law we would 

have included this section as a further subheading under the 

section dealing with sanctions. I t  has been a,deliberate policy 

of English company law to put the third party or lender at risk 

as one of the most effective sanctions to ensure compliance with 

the section. There is no question that i t  is an effective 

sanction but i t  is achieved at the cost of enormous expense of 

time and effort and at the further cost of discouraging 

legitimate transactions through the understandable caution of 

lending institutions and their advisors. If there is any doubt 

at all that the provisions of section 42 may be infringed, any 

lender will think very carefully before entering into the 

transaction and usually will not do so. 

6.48 The necessity for a very stern sanction should relate 

to the seriousness of the abuse to be prevented and, in a much 

broader sense, to the degree of regulation to be imposed upon the 

corporate structure. If the abuse that can occur is not too 

serious or if there are other effective sanctions available, the 

position of the third party should be protected, as subsection 

( 3 )  was originally intended to do. 

8. DISCLOSURE 
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6.49 Subsection ( 4 )  o f  the ABCA section 42 i s  unique to  

Alberta and the Yukon Ter r i to r ies .  Shareholders have been given 

an arsenal of  remedies to  ensure that d i rectors observe thei r  

dut ies, but these remedies are of l i t t l e  avai l  i f  shareholders 

have no knowledge o f  what events have occurred. With regard to  

loans, guarantees and other forms of  f inancia l  assistance to  

d i rectors,  we w i l l  l a te r  suggest that these transactions be 

prohibi ted w i th  respect t o  d i s t r i bu t i ng  corporations. But should 

they occur i n  sp i te  of  the proh ib i t ion  they w i l l  not go unnoticed 

since the e f fec t  o f  section 149 and the regulations promulgated 

under that section i s  t o  require that the f inancia l  statements be 

prepared i n  accordance w i th  the C I C A  Handbook. Section 3840 o f  

the Handbook deals spec i f i ca l l y  wi th re lated par ty  transactions 

and requires disclosure i n  the annual f inancia l  statements o f  the 

nature and extent o f  the transactions, a descript ion of  the i r  

re lat ionship and the amounts due to  or from a re lated par ty  and, 

i f  not otherwise apparent, the terms of  sett lement.sg 

Notwithstanding the provisions of  the C I C A  Handbook, the 

statutory requirement o f  disclosure serves a salutary purpose i n  

discouraging these transactions. 

6.50 The problem i s  somewhat d i f fe ren t  i n  the 

non-dis t r ibut ing corporation. I n  most cases the shareholders 

w i l l  l i k e l y  be aware of  any f inancial  assistance given by the 

corporation to  one of i t s  d i rectors,  but there are bound to  be 

some instances i n  which th is  i s  not true. The present subsection 

( 4 )  provides that unless disclosure i s  otherwise made, i t  shal l  

be made i n  the f inancia l  statements. A shareholder may not 

receive the f inancia l  statements for any one f i sca l  year u n t i l  

B 9  C I C A  Handbook, sec. 3840.13 
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nearly 18 months af ter  the end of that part icular  year, by which 

time the damage may well have been done. 

6 . 5 1  I n  Chapter 8 we w i l l  set out our specific 

recomnendations for reform of this section. 



CHAPTER 7 

P O L I C Y  I S S U E S  

1 .  I N T R O D U C T I O N  

7 . 1  Business corporations play a c r i t i c a l  ro'le i n  North 

American l i f e .  Yet even the modern corporations statutes have 

tended to  evolve pragmatically, and without any d i s t i n c t  

philosophy of  the possible direct ions for  reform o f  corporate 

structure and governance, and the po l icy  i n i t i a t i v e s  that might 

be necessary to  support perceived over-arching object ives. 

7 . 2  The f a i l u r e  to  adequately address these larger issues 

makes i t  even more d i f f i c u l t  t o  resolve issues ar is ing  i n  the 

context of  concerns such as those posed by s. 42 .  Whose 

corporation i s  i t  anyway? I f  i t  i s  a t r u l y  "closed" corporation, 

why should the outside world care what happens, so long as r igh ts  

between members are not egregiously trampled, or credi tors 

defrauded? Should a corporation's regime be l im i ted  to  a 

statutory code, or are the courts or sane regulatory body to  have 

a larger "watch dog" ro le? 

7 . 3  In t h i s  chapter we w i l l  ou t l ine  cer ta in  larger pol icy 

issues which seem to  us to  be relevant t o  a reconstruction of  

section 42 type provisions. 

2 .  THE CONCEPT OF THE C O R P O R A T I O N  

7 . 4  English and Canadian Company Law developed pr imar i l y  

from the economic necessity of an expanding indus t r ia l  age to  

provide a vehicle that could ra ise substantial amounts of  

cap i ta l ,  provide central ized management for that cap i ta l  and 
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grant the characteristic of perpetual succession together with 

fully transferrable shares. Large pools of capital could not be 

raised without limited liability. The small investor is not 

likely to invest in a new enterprise if he or she can be subject 

to possible liability far in excess of the amount invested. The 

position of a creditor was protected by prohibiting any reduction 

of the pool of capital s o  raised except under the most limited 

circumstances. Centralized management was provided by a board of 

directors whose duty it was to oversee, if not actually manage 

the affairs of the company. Perpetual succession ensured 

continuation of the enterprise and led the courts to seldom allow 

dissolution except in cases arising from insolvency. Investors 

invest their money to make money either from a return on their 

investment (dividends) or an increase in the value of the shares 

which they have acquired. In order to realize the latter, the 

share must be freely transferable and there must be a market in 

which the shares may be bought and sold. The development of 

stockmarkets parallels the development of the various English and 

Canadian company law statutes over the last 130 years. Since 

shareholders are primarily investors who have deliberately parted 

with the function of management, not only d o  they desire a freely 

transferable share, the last thing they want is any duty to other 

investor shareholders. English and Canadian law has never 

imposed such a duty upon the shareholder of a public company or a 

distributing corporation. 

7.5 None of these characteristics or attributes apply to or 

are desirable for the private company or the non-distributing 

corporation. In the overwhelming majority of modern 

non-distributing corporations the paid-up or stated capital is at 
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the best nominal. Managers and investors are one and the same. 

Dissolution, so long res t r i c ted  to  the deadlock s i tua t ion ,  i s  

often a desirable course o f  action i n  order t o  re l ieve  

oppression. Since the de facto relat ionship amongst shareholders 

of  a small c losely  held non-distr ibut ing corporation i s  closer t o  

that of  a partnership, shareholders desire res t r i c t i ons  on 

t rans fe rab i l i t y  o f  the i r  shares so that they may control  those 

individuals w i th  whom they w i l l  be i n  a close business 

association. I n  very recent years the law has moved closer t o  

imposing the duty owed by one partner t o  another upon 

shareholders of  the non-distr ibut ing corporation. The two main 

shareholder remedies embodied i n  the modern Business Corporations 

Acts, the der ivat ive act ion, now released from the s t r i c tu res  of  

the ru le  i n  Foss v .  Harbottle,go and the oppression action are 

pr imar i l y  designed to  re l ieve  and ameliorate corporate law 

provisions that are applicable mainly t o  d i s t r i bu t i ng  

corporations. 

7.6 Mr. Salomon o f  the famous case o f  Salomon v .  Salomon 

and Cornany91 was the acknowledged sole de facto proprietor o f  

h i s  company i n  sp i te  of  the fact that the English Companies Act 

of  the time required a minimum of seven incorporators and seven 

shareholders. The House of Lords acknowledged even at that time 

the comnon pract ise of  dumny shareholders and d i rec tors .  I t  was 

not u n t i l  1929 however that the English or 4lberta Companies Act 

made any special provision for pr ivate companies, and these were 

mostly permissive. One of  the great surprises i n  any study o f  

company law of  England or Alberta i s  how recent ly the statutes 

9 0  Footnote 2, supra. 

9 '  [I8971 A . C .  22. 
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and the courts have acknowledged any difference between the 

public and the private company. Until the modern Canadian 

Corporations Acts and particularly the concept of the unanimous 

shareholder agreement, private or non-distributing companies have 

generally been forced to comply with a totally inappropriate 

legal regime designed for public or distributing corporations. 

7.7 English and Alberta company law have taken a different 

course in one fundamental respect since 1929. With the passage 

of the Alberta Companies Act of that year, the legislature also 

enacted the Securities Fraud Prevention Act92 later superseded by 

the Securities Act of 1936.93 Changing economic times and new 

problems have drawn a rapid response from the legislature in this 

area of the law. Complete new Securities Acts were enacted in 

1955,94 196795 (which was amended almost yearly), and 198196 

(which was amended in 1982 and saw further substantial amendments 

in 1984.97J. We understand that an entirely new Act is presently 

under consideration. The basic theory of the 1981 Act is that i t  

is an umbrella Act. A l l  corporations come under its provisions 

unless they can bring themselves within one of the exemptions. 

The most comnon exemption is that provided for a private company, 

defined in section l(t.1) of the 1981 Act. This definition is 

the same as the definition of a private company under the 

9 2  S.A. 1929, C. 10 Repealed and re-enacted by S.A. 1930 c. 8. 

9 3  S.A. 1936, C. 100. 

9 4  S.A. 1955, c. 64. 

9 5  S.A. 1967, c. 76. 

9 6  S.A. 1981, c. S-6.1. 

9 7  S.A. 1984. C. 64. 



Companies A c t , 9 8  namely, a company having no more than 50 

shareholders exclusive of  employees or former employees, and 

which r e s t r i c t s  i n  some manner the t rans fe rab i l i t y  o f  i t s  shares, 

and by i t s  cons t i tu t ion  prohib i ts  any s o l i c i t a t i o n  of  the publ ic 

t o  purchase any o f  i t s  secur i t ies.  

7.8 I n  a consideration of  section 42, two basic concepts of 

the present Securit ies Act are o f  importance. These are Part 1 1 ,  

cdnt inuous Disclosure, and Part 1 3 ,  Take-Over Bids and Issuer 

Bids. Unless i t  f a l l s  w i th in  one of  the exemptions, a 

corporation must f i l e  annual audited statements and must f i l e  

quar ter ly  unaudited statements. Creditors and comnercial credi t  

report ing agencies therefore have access t o  reasonably current 

f inanci a1 informat ion concerning any corporation subject t o  the 

Securit ies Act provisions. I n  addit ion, the corporation i s  

required t o  disclose i n  a t imely fashion any material change i n  

i t s  circumstances. 

7 . 9  Part 13 provides an exhaustive regime regarding 

take-over bids and issuer bids, the area i n  which a corporation 

i s  most l i k e l y  t o  be involved i n  f inancia l  assistance regarding a 

purchase of  i t s  shares. I f  there i s  one area of  corporation law 

which i s  current ly  the subject of  sp i r i t ed  discussion amongst 

academics, the prac t is ing  Bar and the regulators, i t  i s  i n  the 

area of  take-over bids. There are bound t o  be changes i n  t h i s  

area of  securi ty law. Changes i n  securi ty law provisions raises 

the spectre of  d i f f e r i n g  provisions i n  the Business Corporations 

Act from those contained i n  the Securit ies Act and the 

p o s s i b i l i t y  of  incornpat ibl l i ty between the two. 

9 8  The Companies Act R . S . A .  1980, c .  C-20, s.  1 ( r ) .  
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7 . 1 0  We think the d i s t i nc t i on  between a d i s t r i bu t i ng  and 

non-dis t r ibut ing corporation (which, amongst other things, means 

one that i s  under the Securit ies Act umbrella and one that i s  

no t )  has been substant ial ly overlooked i n  the present Section 4 2 .  

The cause of the oversight appears to  have been the desire for 

uniformity w i th  the C B C A .  Since Canada has no federal securi t ies 

law, the draf ters of the C B C A  were probably inc l ined to ignore 

these di f ferences. We think that these d is t inc t ions  are 

necessary i n  order to  provide a sensible and workable Section 4 2 .  

3 . '  E C O N O M I C  F A C T O R S  

7 . 1 1  One of the classes, the possible abuse of whose 

legit imate interests are of concern i n  moulding a revised section 

42, i s  the credi tor  of the corporation. Whether the creditor i s  

owed money by a d i s t r i bu t i ng  or a non-dis t r ibut ing corporation, 

he, she or i t  i s  faced wi th l imi ted l i a b i l i t y .  Generally the 

creditors of a d i s t r i bu t i ng  corporation do have a locked-in pool 

of stated cap i ta l  t o  which they can look for payment. Alberta 

has provided some widely publ ic ized exceptions to th i s  general 

ru le  i n  the last  few years, but they have been the resul t  of 

astonishing debt t o  equity ra t ios  created or allowed i n  boom 

times. This phenomenon has come home to roost during the recent 

savage downturn of the Alberta economy. These problems are not 

caused by breaches of section 42  nor could they have been 

prevented by corporation law. Corporation law can never ensure 

that corporations w i l l  always succeed. 

7 . 1 2  Limited l i a b i l i t y  also serves another purpose beyond 

ra is ing  cap i ta l .  Since many trade credi tors are themselves 

corporations composed of several or many shareholders, f a i l u re  of 
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a corporation has the ef fect  of  spreading the loss amongst many. 

There i s  a reverse side to  th i s  coin. I n  an economy precariously 

balanced at the peak o f  a boom, one large f a i l u r e  can have 

reverberations through a large sector o f  the economy. However, 

we think i t  generally true that l imi ted l i a b i l i t y  does not pose 

serious problems for the creditors o f  a large d i s t r i bu t i ng  

corporation. 

7 . 1 3  Almost invar iably  l imi ted l i a b i l i t y  can only be 

p a r t i a l l y  achieved i n  the non-dis t r ibut ing corporation. The main 

source of cap i ta l  for  most of  these corporations i s  i ns t i t u t i ona l  

f inancing. I ns t i t u t i ona l  lenders inevi tably  demand personal 

guarantees from the owners and the managers, or both, of 

repayment o f  thei r  corporation's debt, together w i th  any and a l l  

other forms of  secur i ty  that the corporation can possibly give. 

The larger trade credi tors who have an aggressive c red i t  

department often demand the same. Not only does the personal 

guarantee provide addit ional securi ty,  i t  sa t is f ies  the 

i ns t i t u t i ona l  lender, or a trade c red i to r ,  that the shareholder 

managers are attending to  their  business. The usual problem for 

the normal trade credi tor  of a non-dis t r ibut ing corporation i s  

that he, she or i t  has no securi ty whatsoever whereas the lending 

i n s t i t u t i o n  always does and the large trade creditor may 

sometimes have the same. The secured credi tor  w i l l  have p r i o r i t y  

i n  the event of  insolvency. There are only two defences 

avai lable to  the normal trade creditor o f  a non-dis t r ibut ing 

corporation: t o  b u i l d  i n  an allowance for bad debts i n  the pr ice  

of the goods that i t  se l l s  or ,  less e f fec t i ve l y ,  t o  use the 

f a c i l i t i e s  of  one of  the available comnercial c red i t  report ing 

agenc i es . 
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7 . 1 4  We think that the l ike l ihood of d i rectors o f  

non-d is t r ibut ing corporations taking unauthorized loans from 

thei r  corporations i n  severe economic times i s  not that much 

greater than i n  boom times, but we hasten t o  add that t h i s  

statement i s  pure conjecture. I n  any event we do not think that 

corporation law should be designed w i th  e i ther  severe or boom 

times i n  mind; i t  should serve a reasonable purpose i n  both. 

7 . 1 5  The a v a i l a b i l i t y  of cap i ta l  i n  severe times i s  more 

d i f f i c u l t  and more important than i n  boom times. Since the main 

source of cap i ta l  for most non-d is t r ibut ing corporations i s  the 

i ns t i t u t i ona l  lender, i t  i s  more important during severe times 

that the i n s t i t u t i o n a l  lender i s  not confronted w i th  the 

p o s s i b i l i t y  o f  losing both i t s  secur i ty  and the r i gh t  to  co l lec t  

i t s  debt. Reorganization o f  a non-d is t r ibut ing corporation which 

i s  per i lous ly  close t o  ex t inc t ion  i s  d i f f i c u l t  enough without the 

added hurdle of  convincing the i n s t i t u t i o n a l  lender and i t s  

advisors that the f inancing requested w i l l  not be held to  be 

inva l id .  

4 .  THE SECLIRED VS THE LINSECLIRED C R E D I T O R  

7 . 1 6  We have seen that the main dispute which w i l l  a r ise i f  

a non-d is t r ibut ing corporation has granted a charge on i t s  assets 

as securi ty for an ob l iga t ion  of  one of  i t s  d i rectors or i n  

connection w i th  a purchase of  i t s  shares, w i l l  be a p r i o r i t y  

b a t t l e  between the holder of  the secur i ty  and the unsecured 

credi tors  i n  the event of  insolvency. Which of the two classes 

should the law favour? Our discussions w i th  the prac t i c ing  bar 

to  date suggests that the i r  sympathies have been w i th  the small 

unsecured trade c red i t o r .  Usually these concerns have arisen i n  
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connection w i th  a receivership, not a transgression of  section 

42, but presumably the sympathies of  those who comnunicated wi th 

us would be the same. 

7 . 1 7  Our law has always favoured the secured c red i to r .  

There i s  no reason for  the secured credi tor  to  advance funds 

unless securi ty for  repayment i s  provided. We are more inc l ined 

t o  protect the t h i r d  par ty  who has advanced money on the strength 

of  the securi ty obtained. Creditors and lending i ns t i t u t i ons  may 

be unwi l l ing  t o  advance c red i t  or funds at a l l ,  unless they can 

obtain v a l i d  securi ty.  Having done so i n  the be l i e f  that they 

were secured i t  seems inequitable to  la ter  inval idate that 

securi ty and t o  cancel any obl igat ion for repayment. Any 

proposed reform of  section 42 i s  hardly the place t o  s ta r t  to  

change the law of  p r i o r i t i e s  between secured and unsecured 

c red i to rs .  On the whole therefore we feel that the pos i t ion  of  

the t h i r d  par ty ,  usual ly an i ns t i t u t i ona l  lender, should c lear ly  

protect both the obl igat ion and the securi ty for performance of  

the obl igat ion.  

5 .  C O R P O R A T E  GOVERNANCE 

7 . 1 8  Canadian and English legal scholars have not been as 

concerned w i th  the basic concept of the corporation, i t s  

necessary object ives, and the manner i n  which these objectives 

may be achieved as have thei r  American cousins. The past 5 0  

years of  American jurisprudence have seen the emergence of three 

d i s t i n c t  philosophic models as being the proper object ive of  a 

corporation. The f i r s t  of these may be described as the "market 

model". I t  i s  much favoured by economists of the Mil ton Friedman 

school. Under th i s  model the corporation i s  a set of  rules 
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designed to  provide for e f f i c i e n t  exchanges. Ef f ic iency and 

maximization of p r o f i t s  are the only legi t imate objectives of a 

corporation. This has the at t ract ions of symnetry and 

s imp l ic i ty .  Any contr ibut ion to  char i ty  would produce a prima 

facie presumption that the directors who had authorized the g i f t  

had been de re l i c t  i n  thei r  duty to  the corporation. 

7 . 1 9  The market model i s  not qu i te  as simple as i t  looks. 

Those who support i t  have been faced wi th two major problems. I t  

i s  easy to  suggest that the function o f  the corporation i s  to  

achieve e f f i c ienc ies  i n  the marketplace and to  maximize p r o f i t s .  

But, p r o f i t  t o  whom - the corporation or i t s  shareholders? 

Spir i ted defences by management to  a takeover b id  reveal the 

di f ference. Shareholders who have been denied the opportunity to  

s e l l  the i r  shares at a p r i ce  considerably i n  excess of  the recent 

market p r ice  because management has successfully defended the 

c i tadel  from the marauding i n f i de l s ,  are inc l ined to  view 

maximization of  p r o f i t s  i n  a d i f fe ren t  l i gh t  than do the 

successful defenders. Then too there i s  the d i s t i nc t i on  between 

short term p r o f i t  and long term p r o f i t .  Where does the balance 

l i e  i f  the sole object ive i s  t o  maximize p r o f i t s ?  Courts have 

t rad i t i ona l l y  been loath t o  in te r fe re  w i th  the decision of the 

d i rectors balancing short term against long term. The market, i f  

ideal ,  w i l l  presumably discount to  present value the prospect of 

long term p r o f i t s  ar is ing from research, but the market does not 

usually know about the nature of the research carr ied on unless 

the corporation chooses to  make the information avai lable. The 

market w i l l  therefore re f l ec t  to  a much greater degree the 

resul ts  of  annual and even quarter ly statements. Directors under 

the market model must be perpetually weighing one against the 
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7.20 The turbulent decade of the 1960's saw the emergence 

of a t o t a l l y  d i f f e ren t  model, generally referred to  i n  American 

jurisprudence as the " p o l i t i c a l  model". Under t h i s  model the 

corporation i s  regarded as a powerful individual whose actions 

should adhere to  desirable moral and socia l  conduct, and whose 

primary objectives should be to  br ing benef i ts t o  those whom i t  

a f fects and the community at large. Unlike the market model, a 

corporation under the p o l i t i c a l  model would be required to  devote 

some of  i t s  resources to  chari table and phi lanthropic objectives. 

7.21 The American Law I n s t i t u t e  has been struggl ing wi th 

th is  basic concept for some time now. I t  formally commenced i t s  

pro ject  on corporate governance i n  1978, and expected that the 

project would be completed i n  3 years. At present the hoped for 

completion date i s  some time i n  1988. Under the o r i g ina l  plan 

the pro ject  was s p l i t  i n t o  seven topics, only one of  which, the 

second, dealing wi th the objectives of conduct for the business 

corporation i s  of  concern to  us here. Tentative d ra f t  #2 of the 

Objectives of  Conduct of  the Business Corporation was presented 

to  and discussed at the annual meeting i n  May of 1984. The d ra f t  

provoked s p i r i t e d  discussion, but hesi tant ly  adopted the 

fol lowing wording for section 2 . 0 1  on the clear understanding 

that i t  be subject t o  review when the en t i re  report was 

completed. The wording i s  as fol lows: 

( a )  A business corporation should have as 
i t s  object ive the conduct of business 
a c t i v i t i e s  w i th  a view to  enhancing corporate 
p r o f i t  and shareholder gain. 

( b )  Even i f  corporate p r o f i t  and shareholder 
gain may not thereby be enhanced, the 



corporation, i n  the conduct o f  i t s  business 

( 1 )  i s  obliged, t o  the same extent as a 
natural person, t o  act w i th in  the 
boundaries set by law, 

( 2 )  may take i n t o  account eth ica l  
considerations that are reasonably 
regarded as appropriate to  the 
responsible conduct o f  business, and 

( 3 )  may devote a reasonable amount o f  
resources to  publ ic welfare, 
humanitarian, educational, and 
phi lanthropic purposes. 

7.22 As might have been expected th is  statement was 

unacceptable to  the dedicated adherents of e i ther  the pure market 

or p o l i t i c a l  model. 'The A L I  model i s  a compromise between the 

two. I t s  basic premise i s  that the primary object ive of a 

business corporation i s  t o  make money, not to  cure a l l  the e v i l s  

i n  the world. There are however some l im i ta t ions  on th is  primary 

object ive. The corporation must act w i th in  the law. An 

industr ia l  concern has no duty under corporation law. to ensure 

that i t s  manufacturing process i s  environmentally safe, but i t  

does have a duty to comply with any law imposing environmental 

standards. Subparagraph ( b )  ( 3 1  permits a corporation to  benef i t  

the comnunity without having to j u s t i f y  such actions as an 

exercise o f  the business judgment ru le ,  and provides a l im i ta t i on  

i n  that the amount must be "reasonable". 

7.23 One feature o f  the A L I  model i s  notable, for our 

purposes: once again the basis of any examination o f  corporation 

law seems to  have been approached sole ly  from the point o f  view 

of the d i s t r i bu t i ng  corporation and the existence o f  so many 

small, "closed" corporations i s  not weighed. 

6 .  U N I F O R M I T Y  
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7.24 I n  Volume 1 o f  our Report No. 36 we discussed the 

meri ts o f  un i fo rmi tyg9  between federal and p rov inc ia l  corporate 

l eg i s l a t i on ,  and between Alberta l eg i s l a t i on  and the l eg i s l a t i on  

o f  the other Provinces and Te r r i t o r i es .  B r i e f l y ,  our support for 

un i formi ty  between federal and Alberta corporate law was and i s  

based on the fact that both regimes are i n  force i n  Alberta. 

Substantial, i f  not s lav ish,  un i formi ty  saves considerable cost 

i n  the long run. Businessmen and the i r  advisors need not 

fami l ia r i ze  themselves w i th  two e n t i r e l y  d i f f e r e n t  concepts o f  

corporation law. For the most par t  professors can teach and 

students learn on ly  the one system. Since the CBCA model has now 

been subs tan t ia l l y  followed i n  four other Provincial  and one 

T e r r i t o r i a l  j u r i sd i c t i on ,  there i s  now a considerable body of  

j ud i c i a l  in te rp re ta t ion  of  the newer concepts contained i n  these 

modern corporate s tatutes.  

7.25 A l l  o f  these factors remain important, but the ABCA 

was never, and i s  not ,  a carbon copy o f  the CBCA.  We remain o f  

the view that the ABCA should only d i f f e r  from the CBCA i f  there 

are sound reasons for doing so. ABCA sect ion 42 does not now 

match i t s  counterpart i n  the CBCA.  The question must therefore 

be asked i s  fur ther  divergence j u s t i f i e d ?  

7.26 We are convinced from the many submissions made t o  us, 

or that have been passed on to  us by the Registrar o f  

Corporations, that the problems posed by the present section are 

r e a l ;  that the members o f  the p rac t i c ing  bar are not jumping at 

shadows and that reform i s  necessary even i f  un i fo rmi ty  must be 

further sacr i f i ced  i n  the process. I n  addi t ion we understand 

9 9  Report No. 36, Vol. 1 ,  p .  5 
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that s imi lar  sections i n  other Canadian j u r i sd i c t i ons  that have 

followed the C B C A  model without s ign i f i can t  amendments have 

created problems i n  those ju r i sd ic t ions .  We th ink i t  misguided 

to  c l i n g  doggedly t o  an inappropriate provision simply for the 

sake of  un i formi ty .  There w i l l  be varying po l i cy  decisions 

across the country as to  the degree o f  regulat ion required 

concerning a corporation grant ing f inancia l  assistance to  i t s  

shareholders, d i rectors or other c losely  re lated persons, and 

perhaps even more divergence regarding the question of  f inancia l  

assistance i n  connection w i th  a purchase o f  the corporat ion's 

shares. We suspect that uni formity w i th  regard t o  the area 

covered i n  section 4 2  o f  the A B C A  i s  a los t  cause and that i n  

t h i s  area the next 1 0  years w i l l  see considerable divergence 

across the country. While we regret t h i s  r e s u l t ,  we are 

convinced that a more workable section i s  essent ia l .  

7 .  Conclusions 

7 . 2 7  The basic purpose o f  the A B C A  i s  t o  provide a readi ly  

avai lable and convenient vehicle to  carry  on comnercial a c t i v i t y .  

Incorporation i s  a matter of  r i g h t  providing the incorporators 

complete and f i l e  the required forms. Incorporation provides 

l im i ted  l i a b i l i t y ,  perpetual succession and the status of a 

person i n  law. I t  circumvents the necessity for a m u l t i p l i c i t y  

of  contractual relat ionships that would otherwise be necessary. 

The basic object ive of  the A B C A  i s  not that d i f f e r e n t  from the 

objectives of  a corporation contained i n  tentat ive d ra f t  #2 of  

the American Law I n s t i t u t e ,  although perhaps not as e x p l i c i t l y  

stated and perhaps not as clear i n  i t s  exceptions t o  the p r o f i t  

motive for char i tab le and phi lanthropic a c t i v i t y .  
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7 . 2 8  The amount of regulation in the ABCA is minimal. The 

main function of the Registrar is to administer the public 

record. There are very few areas in which the Registrar is 

called upon or permitted to exercise any discretion. Enforcing 

compliance with the statute is generally left to those whose 

interests are affected. 

7 . 2 9  Distributing corporations that do not fall under the 

exemption for private companies contained in the Alberta 

Securities Act, are subject to a high degree of regulation under 

that Act. Thus, Alberta presents the unusual picture of a 

permissive Business Corporations Act that applies to all 

corporations and a highly regulated regime that applies to most 

distributing corporations. The reasons for this are clear. 

Securities regulation may be regarded as a special form of 

consumer protection legislation. Its main purpose is the 

protection of investors. I t  is a fundamental necessity of any 

industrialized nation to provide an efficient market for capital 

unless all industry and development is owned and control led by 

the state. Securities regulation is designed to ensure that such 

a market for capital will continue to exist. Corporation law, as 

opposed to securities law, should provide only the basic 

framework for distributing corporations. On the other hand 

corporation law should be more explicit with regard to 

non-distributing corporations since they are subject to fev other 

forms of regulation. 



CHAPTER 8 

PROPOSALS FOR REFORM 

1 .  INTRODUCTION 

8.1 We have previously indicated that the nature of the 

problems presently regulated by Section 42 are more easily 

analyzed, and our proposals for change more easily understood, if 

divided into four discrete subsets. They are, loans and 

financial assistance to directors and others by a distributing 

corporation; loans and other forms of financial assistance to 

directors and others by a non-distributing corporation; financial 

assistance in connection with a purchase of shares of a 

distributing corporation; and financial assistance in connection 

with a purchase of shares of a non-distributing corporation. 

Such an analysis will not necessarily result in the four separate 

sections. There will be areas of overlap that can be 

accomnodated in whatever legislation is finally adopted. 

8.2 We will comnence with a discussion of the distinction 

between distributing and non-distributing corporations, and then 

discuss each of the four subsets. The problems concerning the 

positions of the lender and third parties and the various 

sanctions necessary to ensure compliance with all four 

transactions are common to all. These problems will be discussed 

in sub-section 7. 

2. THE DISTINCTION BETWEEN DISTRIBUTING CORPORATIONS AND 
NON-DISTRIBUTING CORPORATIONS 

8.3 The prohibitions contained in Section 42 apply to all 

corporations, but we believe that there are basic differences 
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between a corporation that has raised substantial funds from the 

investing publ ic  and one i n  which the managers are operating wi th 

thei r  own money. Unfortunately the two main Alberta statutes 

dealing wi th corporation law, the A B C A  and the Alberta Securit ies 

Act100 use d i f f e ren t  c r i t e r i a  to  d is t inguish between these two 

basic categories. 

8 . 4  A d i s t r i bu t i ng  corporation under the A B C A  i s  defined i n  

section l ( i ) .  B r i e f l y ,  a d i s t r i bu t i ng  corporation i s  one that 

has d is t r ibu ted  any o f  i t s  shares to  the publ ic  and has over 15 

shareholders. There i s  no de f i n i t i on  o f  a non-dis t r ibut ing 

corporation. The d i s t i nc t i on  between these two categories was an 

attempt to  d iv ide  corporations on a functional basis. I t  was 

thought tha t ,  w i th  very few exceptions, any corporation having 

more than 15 shareholders would inevi tably  resul t  i n  a d iv is ion  

between those who are act ive i n  management and those who are not; 

that there would be one group o f  managers and another composed of 

investors. 

8.5 The A S A  has been described as an umbrella Act i n  that 

i t  applies to  a l l  corporations unless they f a l l  i n t o  one o f  the 

exceptions. The largest single exception i s  for p r iva te  

companies, which are not under the umbrella. A p r iva te  company 

i s  defined i n  section l ( t . 1 )  o f  the Alberta Securit ies Act. 

B r i e f l y  a p r iva te  company under that Act i s  one that has not more 

than 50 shareholders, exclusive of employees; one i n  which the 

r i gh t  t o  transfer i t s  shares i s  res t r i c ted ;  and one i n  which any 

i nv i t a t i on  to  the publ ic t o  subscribe for secur i t ies i s  

prohibi ted. "Securi ty" i s  exhaustively defined i n  section l ( v ) ,  

' 0 0  R . S . A .  1980, c .  5-6. 
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and includes almost anything that one could imagine might 

possibly be classed as a securi ty.  

8 . 6  There i s  an intermediate category of corporation under 

the A B C A .  These are corporations that have never so l i c i t ed  the 

publ ic  to  purchase any of thei r  secur i t ies,  but have more than 15 

shareholders. They were pr iva te  companies under the Alberta 

Companies Act, and s t i l l  f a l l  w i th in  the d e f i n i t i o n  of  "p r iva te  

company" under the Alberta Securit ies Act. For the purposes of  

Section 42 we would regard them i n  the same manner as the 

non-dis t r ibut ing corporation, since thei r  funds were not raised 

by any general s o l i c i t a t i o n  of the pub l ic .  They w i l l  f a l l  i n  the 

same category as the non-dis t r ibut ing corporation for  the 

purposes of  any proposed leg is la t ion .  

3 .  F I N A N C I A L  A S S I S T A N C E  T O  D I R E C T O R S  AND OTHER PERSONS W I T H  
R E S P E C T  T O  D I S T R I B U T I N G  C O R P O R A T I O N S  

( a )  The Prohibited Transactions 

8 . 7  The present Section 42 proh ib i ts  a corporation, 

d i r e c t l y  or i nd i rec t l y ,  from giv ing f inancia l  assistance by means 

of  a loan, guarantee or otherwise t o  the prohibi ted class. When 

applied to  loans, guarantees and other forms of f inancia l  

assistance to  d i rec tors ,  t h i s  wording i s  unnecessarily broad. I t  

i s  however necessary i n  the present section since the present 

section also deals w i th  f inancia l  assistance wi th regard to  

purchase of  shares. I f  however discussion i s  confined to  

f inancia l  assistance to  d i rectors and others of a d i s t r i bu t i ng  

corporation, excluding assistance w i th  regard to  a purchase of 

shares, what transactions should be' prohibi ted? We suggest that 

the proh ib i t ion  should be as c lea r l y  defined as possible so that 
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businessmen and their advisors can know with reasonable certainty 

whether any proposed action is within or without the prohibition. 

8 . 8  We think the prohibition should apply to a loan by a 

distributing corporation to one of the prohibited class, a 

guarantee of the indebtedness of one of the prohibited class and 

a charge upon the assets of the corporation to secure the 

indebtedness of a member of the prohibited class. We do not 

suggest that the prohibited transactions be extended to the same 

extent that they are in sections 330 and 344 of the 1985 English 

Companies Act.lol 

RECOMMENDATION No. 1 

That, subject to the exceptions later discussed, a 
distributing corporation be prohibited from granting 
financial assistance by means of a loan, guarantee or 
otherwise to a member of the prohibited class. 

(b) The Prohibited Class 

8 . 9  The CBCA includes directors, officers, shareholders and 

employees in the prohibited class. The ABCA includes directors 

and shareholders in the prohibited class. Because shareholders 

are included in the prohibited class, exceptions have to be made 

for the lending company such as a large financial institution 

that could inadvertently be lending money to one of its 

shareholders. An exception must be made for the loan from a 

parent corporation to a wholly cwned subsidiary, since the parent 

is a shareholder of the wholly owned subsidiary. We suggest that 

there are only two classes that should be considered in relation 

to a loan by a distributing corporation, namely, the directors 

and the officers. We have no hesitation about the directors. 

l o '  See Appendix 2. 
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But there are some changes that we feel should be made to  make 

the class more inclusive. We w i l l  discuss whether or not 

o f f i ce rs  should be included af ter  we have dealt  wi th our 

recomnendations regarding d i rectors.  I n  order t o  be e f fec t ive  

"d i rectors"  should include the two following classes. 

( i )  Director of  an A f f i l i a t e d  Corporation 

8.10 This p roh ib i t ion  i s  presently contained i n  section 

4 2 ( l )  ( a ) .  The de f i n i t i on  of  an a f f i l i a t e  i s  contained i n  section 

2 ( 1 )  of the Act. Section 2 ( 1 )  refers to  "body corporate". 

Section 4 2 ( 1 )  re fers to  "corporat ion".  Under the present wording 

therefore i t  would seem that an Alberta d i s t r i bu t i ng  corporation 

could lend money to  a d i rector  of a wholly owned subsidiary 

providing that the director of  the subsidiary was not a d i rector  

of the parent, and that the subsidiary was incorporated i n  any 

other ju r isd ic t ion .  Logical ly,  i f  we are opposed to  a 

d i s t r i bu t i ng  corporation, that has raised i t s  money from the 

publ ic ,  lending any of i t s  money to  one of  i t s  d i rectors,  we 

should equally be opposed to  i t  lending money to  a director of a 

wholly owned subsidiary. Since the prohibi ted class does not 

include shareholders, the wholly owned subsidiary i t s e l f  i s  not 

w i th in  the proh ib i t ion .  i n  order to ensure e f fec t ive  regulation 

the section should be cast i n  terms that are broad enough to 

cover the extra-provincial  corporation as well as the Alberta 

corporation. 

RECOMMENDATION No. 2 

That the prohibi ted class of director include a 
d i rector  of  an a f f i l i a t e d  body corporate. 

l i i )  Associates of  Directors 
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8.11 An associate i s  defined i n  the present section l ( c ) .  

The section sets out f i v e  d i s t i n c t  categories of re lat ionship 

that would be included w i th in  the word associate. We have 

comnents regarding only the f i r s t  and the fourth of those 

categories. Under the f i r s t  category any body corporate of which 

a director of  corporation A ( the  corporation to  which the 

proh ib i t ion  appl ies) i s  an associate o f  the director i f  the 

d i rector  owns 10% or more o f  the vot ing shares. This percentage 

may be too r e s t r i c t i v e .  We understand that i n  some conglomerates 

the management o f  a subsidiary i s  del iberate ly  given, or allowed 

to  hold, a more substantial interest than 10% as an incentive for 

performance of the subsidiary. I f  the chief executive o f f i c e r  of 

the subsidiary owns more than 10% of the shares of the 

subsidiary, and i s  also a director of  the parent corporation, 

then the p roh ib i t i on  would apply and the parent corporation 

cannot lend money to  the subsidiary. We think that what was 

intended was to  block a loan made by corporation A to  another 

corporation i n  which one of  corporation A's directors owns a 

substantial or s ign i f i can t  in terest .  The use of such words as 

"substant ial"  or " s ign i f i can t "  i n  the actual leg is la t ion  would 

not,  we fee l ,  be welcomed by the profession, but we think that 

th is  was the in tent  of the section. We should point out that the 

word "associate" i s  used i n  one other section of the Act, namely 

section 188(21 for the purpose of def ining the major i ty  of  the 

minori ty r u l e  i n  takeover bids. Once again we think what i s  

intended i s  a substantial or s ign i f i can t  in terest .  

8.12 While we feel that 10% i s  too low, we are not sure 

what would be acceptable to  the profession as representing a 

s igni f icant  or substantial in te res t .  There are four important 
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percentages of  vot ing shares that are of  importance under the 

A B C A .  Over 50% of  the vot ing shares gives the holder control  

since he, she or i t  can e lect  the d i rectors o f  the corporation. 

F i f t y  per cent i s  a highly specialized s i tua t ion  requir ing highly 

specialized solut ions. Less than 50% but more than 33 1 /3% at 

least assures the holder that no special resolut ion may be passed 

without h i s ,  her or i t s  consent. Any one holding less than 33 

1 /3% i s  a true minor i ty  shareholder. Rather than requir ing a l l  

o f  those who use the Act t o  remember an addit ional percentage, we 

suggest that the f igure  of  10% be raised to  33 1 /3%.  

RECOMMENDATION No. 3 

That section l ( c ) ( i )  be amended by s t r i k i n g  out the 
f igure of  10% and subst i tu t ing the f igure of 33 1 /3%.  

8.13 Section l ( c ) ( i v )  includes i n  the d e f i n i t i o n  of 

"associate" a spouse o f  the d i rec tor .  The CECA de f i n i t i on  

includes both spouse and ch i ld .  Legal s ta f f  who were at the 

I n s t i t u t e  at the time that Report No. 36 was prepared, cannot 

reca l l  why the CECA inclusion o f  c h i l d  was not repeated i n  the 

A B C A .  We now think the term should be included, and i n  th is  

respect we s t r i k e  a blow for uni formi ty .  

R E C O M M E N D A T I O N  No. 4 

That section l ( c )  ( i v )  be amended by adding imnediately 
after the word "spouse", the words "or c h i l d " .  

8.14 There are two addit ional cases which these 

recomnendations would not cover. The f i r s t  i s  a loan by 

d i s t r i bu t i ng  corporation A t o  an associate o f  a director of one 

o f  i t s  a f f i l i a t e s .  We have suggested that the proh ib i t ion  apply 

to  a director of an a f f i l i a t e d  body corporate. I f  th's i s  so 
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then l og i ca l l y  the proh ib i t ion  should also apply t o  an associate 

of  a d i rector  of  an a f f i l i a t e d  body corporate. 

8.15 A p roh ib i t ion  that prevents d i s t r i b u t i n g  corporation A 

from lending money to  corporation B would be i ne f fec t i ve  i f  

d irected sole ly  t o  the s i tua t ion  i n  which corporation €3 was an 

associate of  corporation A .  I t  would be per fec t l y  possible for  

other associates, for instance the d i rec to r ' s  w i fe  and three 

chi ldren,  and perhaps other holding corporations t o  own well over 

33 1/3% of  the associate corporation. I n  order to  prevent t h i s  

s i tua t ion  therefore an addit ional expansion of the prohib i ted 

class i s  necessary to include a corporation i n  which the 

d i rec to r ,  e i ther  alone or i n  conjunction w i th  an associate or 

associates of  the d i rector  control  more than 33 1/3% of  the 

corporation. 

RECOMMENDATION No. 5 

That the proh ib i t ion  i n  Recomnendation No. 1 should 
apply to  an associate of  a d i rec to r ,  an associate of a 
d i rector  of an a f f i l i a t e d  body corporate and to  any 
body corporate i n  which the d i rector  of  the corporation 
together w i th  an associate or associates of  that 
d i rec to r ,  d i r e c t l y  or i nd i rec t l y ,  controls more than 33 
1/3% of  the vot ing secur i t ies of  that other body 
corporate. 

(ii i) Off icers 

8 . 1 6  One o f  the basic thrusts of  the ABCA i s  to  increase 

the pcwer of the d i rectors to  manage on the one hand, and to  

impose a regime of  l i a b i l i t y  on them on the other hand. I n  

theory at least ,  i t  i s  the d i rectors who are responsible for the 

management of  the corporation. I n  pract ice there may wel l  be 

d i s t r i b u t i n g  corporations i n  which i t  i s  the o f f i c e r s  who are the 

true con t ro l l i ng  force through thei r  a b i l i t y  to  dominate the 
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outside d i rectors.  The North American tendency i s  t o  increase 

the number of  ou ts ided i rec tors  i n  d i s t r i bu t i ng  corporations. 

'Every d i s t r i bu t i ng  corporation must have at least two outside 

d i rec tors . lQ2 We understand that reputable underwriters today 

i ns i s t  that a reasonable proportion of  the d i rectors of a 

corporation that they are taking to  the publ ic  for the f i r s t  time 

be outside d i rec tors .  I n  those d i s t r i bu t i ng  corporations i n  

which a high proportion of the d i rectors are inside d i rectors,  

the inside d i rectors consist of the top management of the 

corporation, and the provisions of the section would apply to  

them. We therefore see no reason to  change from the 

recmendat ion we made i n  Report No. 36 ,  that o f f i c e r s  not be 

included i n  the prohib i ted class. 

( i v !  Shareholders 

8.17 We can see no reason to  include shareholders i n  the 

proh-ibited class wi th respect to  d i s t r i bu t i ng  corporations. The 

shareholder of  a d i s t r i bu t i ng  corporation has entrusted h i s  money 

to others to  manage and invest.  Whether or not the corporation 

would choose to  lend money to  a shareholder i s  a matter of 

business judgment. We point out that inclusion of  shareholders 

i n  the prohibi ted class necessitates an exception for subsidiary 

and holding body corporates. This necessity disappears i f  

shareholders are excluded from the class. 

( v )  Employees 

8.18 The CECA section 42  applies to  employees as well as 

d i rectors,  o f f i c e r s  and shareholders. We could not see the 

1 0 2  See A B C A ,  S . A .  1981, c .  6-15, ss. 97(2) 



reason for t h i s  at  the time Report No. 36 was prepared. Nothing 

has happened since to  change our minds. Whether or not the 

corporation lends money to  one of i t s  employees i s  a matter of  

business judgment for the management, for the d i rectors or a 

cormittee of  the d i rec tors .  We see no reason to  include 

employees i n  the prohib i ted class. 

( c )  Exceptions 

( i )  Lending Corporations 

8.19 Section 4 2 ( 2 ) ( a )  of the ABCA excepts lending 

corporations from the provisions of  section 4211). The curious 

resul t  i s  that a lending company may make a loan to,  or guarantee 

the .indebtedness o f ,  one of  i t s  d i rectors even i f  i t  i s  

insolvent.  This exception was and i s  necessary so long as the 

prohibi ted class includes shareholders. A large d i s t r i bu t i ng  

corporation, that i s  i n  the business of lending money, may not 

know that i t  has lent money to  one of i t s  shareholders. I f  

shareholders are not included i n  the prohib i ted class, the reason 

for the exception disappears. I f  loans to  d i rectors by 

d i s t r i bu t i ng  corporations are to  be prohibi ted, we can see no 

reason to  make any exception for d i s t r i b u t i n g  corporations that 

are i n  the business of  lending money. 

RECOMMENDATION No. 6 

That no exception to  recomnendation 1 be made for 
lending corporations. 

( i i) Advances on Expenses 

8.20 There i s  no reason to  make any exception for expenses 

that have been incurred. Once incurred such expenses are a 
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legi t imate debt owed by the corporation and there i s  no need to  

make any exception for them. We have grave doubts that any 

exception for an advance on expenses i s  needed at a l l ,  but we 

note the provisions i n  the CBCA and i n  the other prov inc ia l  

Business Corporations Acts patterned upon the C B C A .  We can see 

no harm i n  retent ion of the exception. More from an abundance of 

caution than any other reason, we suggest that the exception be 

retained. 

8.21 The next question i s  whether there should be any l i m i t  

on the advances. There are three a l ternat ives.  The f i r s t  i s  t o  

adopt the concepts o f  the 1985 English Companies Act and impose 

monetary l i m i t s  on the amount of the advances. We are not 

enthusiastic about t h i s  a l ternat ive.  I t  imposes the problem o f  

se t t ing  an upper l i m i t  e i ther  i n  the Act or by regulat ion. I n  

order t o  be e f fec t ive  i t  must not be too high a f igure ,  but i t  

must be high enough t o  cover a wide var iety  o f  circumstances. We 

simply do not know what an appropriate f igure  might be. Then 

too, we are worried that any upper l i m i t  w i l l  become a standard 

amount without regard to  the par t i cu la r  circumstances. 

8.22 The second a l ternat ive i s  t o  add the modifier 

"reasonable" before the word expenses. On balance we are not 

persuaded that any benef i t  t o  be derived i s  not outweighed by the 

imposition upon the d i rectors of having to  determine what i s  

"reasonable" i n  each and every set of circumstances. Nor are we 

persuaded that such a modif icat ion i s  necessary. Over and above 

the f iduciary duty imposed upon o f f i ce rs  and d i rectors under 

section 117  of  the A B C A ,  hangs the d i l i g e n t l y  enforced provisions 

of the Income Tax Act (Canada) regarding expenses. The expenses 



are only deductible from income i f  necessary to  produce that 

income. I n  l i g h t  o f  a l l  t h i s ,  therefore, we do not recmend  the 

addit ion o f  the word "reasonable". This leaves us wi th the t h i r d  

a l ternat ive;  t o  leave the section as i t  i s  at present, and th i s  

i s  our recomnendation. 

RECOMMENDATION No. 7 

That advances to  a d i rector  on account o f  expenditures 
to be incurred on behalf o f  the corporation be excepted 
from the proh ib i t ion  i n  recomnendation 1 .  

i i i i )  Advances on Salaries 

8 . 2 3  I t  has been suggested to  us that an advance on salary 

i s  analogous to  an advance on expenses. To the best o f  our 

understanding the normal pract ice i n  Canada i s  to  pay outside 

d i rectors so much per meeting and so much per year. The yearly 

salary i s ,  i n  a sense, compensation for the r i sks  of being a 

d i rec tor .  The meeting fee i s  paid to  encourage d i rectors to  

attend meetings. We are not aware of any instances i n  which the 

outside d i rectors are paid i n  advance, but i t  i s  possible that 

th is  may occur on the rare occasion. A far more l i k e l y  instance 

i n  which an advance on a salary would be paid, would be to  a 

director who i s  an employee of the corporation i n  some capacity 

or another. While we are no more persuaded that such an 

exception i s  necessary than we were regarding expenses to be 

incurred on behalf of  the corporation, having recmended that 

expenses be made an exception, we can see no harm i n  providing a 

simi lar exception for a d i rector  who i s  a f u l l  time employee of 

the corporation. 

RECOMMENDATION Na. 8 



That an advance on salary t o  a d i rec to r  who i s  a f u l l  
time employee be excepted from the p roh ib i t i on  i n  
recomnendation 1 .  

( i v )  Housing 

8.24 A t  paras. 6.28-6.29 o f  the Report we discussed the 

present exception fo r  employee housing. I f  the prohib i ted class 

i s  l im i ted  t o  d i rec to rs  on ly ,  t h i s  exception should apply only t o  

a d i rec to r  who i s  a f u l l  time employee o f  the corporat ion. We 

th ink that t h i s  i s  a necessity and p a r t i c u l a r l y  fo r  the large 

d i s t r i b u t i n g  corporat ion whose senior management may be moved 

from province t o  province, or whose pos i t ion  w i t h  the corporation 

required that he or she l i v e  i n  an area o f  Canada or i n  another 

country i n  which conventional mortgage f inancing may be d i f f i c u l t  

or impossible t o  obta in .  I n  cer ta in  circumstances i t  may wel l  be 

that the corporation i s  not actual ly  advancing money by way o f  a 

loan, but i s  simply guaranteeing repayment o f  a mortgage or 

charge upon the housing. We fee l  that t h i s  exception should be 

continued for  a d i rec to r  who i s  a f u l l  time employee o f  the 

corporation. 

RECOMMENDATION No. 9 

That f inanc ia l  assistance by way o f  a loan, guarantee 
or otherwise by a d i s t r i b u t i n g  corporation t o  a 
d i rector  who i s  a f u l l  time employee o f  the 
corporation, or any o f  i t s  a f f i l i a t e s ,  t o  enable the 
d i rector  t o  purchase or erect l i v i n g  accomnodation for 
h i s  or her own occupation be excepted from the 
p roh ib i t i on  i n  recomnendation 1 .  

( v )  Purchase o f  Shares 

8.25 This i s  one o f  the areas o f  over lap. The topic could 

be deal t  w i th  e i ther  under t h i s  sect ion or under sect ion 5 i n  

which we discuss f inanc ia l  assistance regarding the purchase of 
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i t s  shares by a d i s t r i bu t i ng  corporation. For reasons which w i l l  

become apparent fol lowing our discussion i n  section 5, we have 

chosen to  discuss th i s  exception under th i s  heading. 

8.26 We recognize that the d i rectors o f  many large 

d i s t r i bu t i ng  corporations are convinced that i t  i s  impossible to  

obtain the more than competent personnel for the top management 

posit ions o f  the corporation unless some form o f  equity 

par t i c ipa t ion  i n  the corporation i s  offered over and above salary 

and other benef i ts .  I n  the opinion o f  many business consultants, 

equity par t i c ipa t ion  i s  considered to  be a greater incentive for 

long term senior employees than salar ies or bonuses. The 

simplest form o f  providing equity par t i c ipa t ion  i s  by means o f  an 

opt ion to  purchase the shares o f  the corporation. The opt ion i s  

granted at a f i xed  p r i ce .  I f  the corporation does wel l  then the 

holder of the opt ion can exercise i t  and s e l l  the shares so 

acquired for a gain. For some years, although not at present, 

the gain so real ized was a benef i t  a r is ing  from employment and 

therefore taxable as income. Par t ly  t o  overcome the tax 

consequences, the trusteed scheme was devised which we have 

described i n  paras. 6.30-6.32. 

8.27 While the d i s t i nc t i on  between the trusteed scheme and 

a st ra ight  loan to  purchase shares seems neg l ig ib le  i n  re la t i on  

to  i t s  af fect  upon the corporation, the st ra ight  loan to  the 

employee, who then uses the money to  purchase the shares from the 

corporation, may wel l  offend section 25 of  the Act, which states 

that shares may only be issued i f  f u l l y  paid for i n  money or 

property, and that,property does not include a promissory note or 

promise to  pay given by the a1 lo t tee .  We can see no great 
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loan t o  the employee who then uses that money to  purchase the 

shares o f  the corporation. I f ,  however, there i s  t o  be an 

exception for d i rec tors ,  o f  one class or another, then we feel 

that the exception should provide for both methods, and would of 

course have t o  be introduced by words such as "notwithstanding 

section 25". 

8.28 Equity pa r t i c i pa t i on  by senior management i s  a 

recognized fact o f  Canadian business l i f e .  We remind the r-eader 

that i t  i s  our recomnendation that the proh ib i t ion  regarding 

loans, guarantees and other forms of f inancia l  assistance by a 

d i s t r i bu t i ng  corporation apply only t o  d i rec tors .  The sole 

remaining question therefore i s  whether an exception should be 

made only for d i rectors who are f u l l  time employees o f  the 

corporation, or for a l l  d i rectors of the corporation. The seniar 

executives who are given some opportunity for equity 

pa r t i c i pa t i on  are of ten d i rec tors ,  and we feel no doubts about 

providing an exception for them. Whether the outside d i rector  

should be included i n  the exception or not i s  t o  our minds a more 

d i f f i c u l t  question. Under section 1 1 7  we have imposed by statute 

a high moral code o f  conduct upon the d i rectors.  The outside 

d i rectors of a d i s t r i b u t i n g  corporation do not manage the 

corporation, they are responsible for the general strategy of the 

corporation, and to  ensure compliance w i th  the law. I t  i s  thei r  

duty t o  po l i ce  senior management. To make an exception for 

outside d i rec tors  permit t ing the corporation to lend them money 

w i th  which to  acquire shares of the corporation seems to  us t o  be 

analogous to  leaving a hungry c h i l d  t o  guard the cookie j a r .  We 

suggest therefore that the exception apply only t o  d i rectors who 
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are f u l l  time employees, and th is  i s  our recomnendation set out 

below. 'This recomnendation i s  one on which comnent would be 

pa r t i cu la r l y  he lp fu l .  

RECOMMENDATION No. 10 

That notwithstanding section 25, a corporation be 
permitted to  lend money to  a d i rector  who i s  a f u l l  
time employee of the corporation, or any a f f i l i a t e  of  
the corporation, t o  enable such a d i rector  t o  purchase 
shares of  the corporation or of  any of  i t s  a f f i l i a t e s  
e i ther  d i r e c t l y  or to  be held by a trustee. 

( d l  Disclosure 

8.29 At para. 6.49 e t  seq we discussed the reasons why 

subsection ( 4 1  o f  section 42 was recomnended i n  Report No. 36. 

I f  our recomnendations i n  t h i s  chapter are followed concerning 

loans, guarantees and other forms of f inancia l  assistance to  

d i rectors of  d i s t r i bu t i ng  corporations, then some modifications 

must be made to  subsection ( 4 )  of section 42. Under the 

preceding recomnendations we have suggested a f l a t  p roh ib i t ion  

subject t o  some exceptions. I t  would therefore be the exceptions 

only that would have to  be disclosed. Of these we think i t  an 

unwarranted burden to  require disclosure by the corporation of  

advances on expenses or advances on salary. Amounts lent to ,  and 

therefore due from subsidiary corporations w i l l  be disclosed on 

the f inancia l  statements of  a d i s t r i bu t i ng  corporation i n  any 

event. While housing loans w i l l  probably involve an amount 

substant ia l ly  greater than advances on expenses or salar ies, we 

feel that the normal housing loan would be small potatoes on the 

f inancial  statements of  a large d i s t r i bu t i ng  corporation. I t  has 

been suggested to  us that disclosure should be made o f  housing 

loans i n  excess o f  $150,000, or perhaps some other prescribed 
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f igure.  I t  i s  the duty of the d i rectors to ensure that the 

amount of any such loan i s  not t o t a l l y  unreasonable. We doubt 

that directors would authorize a loan that would enable a senior 

o f f i ce r  who i s  also a d i rector  to  l i v e  i n  the s t y le  o f  an 

or ienta l  potentate. I n  any event, under the C I C A  requirements, a 

loan to any d i rector  or o f f i c e r  must be disclosed on the 

f inancial  statements c f  the corporation. 

8.30 Loans or f inancia l  assistance to a d i rector  to  enable 

the d i rector  to  acquire shares of the corporation come close to 

the pocket book o f  other shareholders. While i t  i s  true the sums 

may vary, the issuance of any addit ional shares w i l l  d i l u t e  the 

ex is t ing shareholders' equity i n  the corporation. Under G A A P  the 

option to  acquire shares must be disclosed on the f inancia l  

statements. I f  the shares have actual ly  been issued, then the 

observant reader w i l l  not ice the change i n  the amount o f  stated 

capi ta l  from the previous year on the balance sheet, and the 

funds received for the shares on the statement of change i n  

f inancial  pos i t ion .  On the whole therefore, we are o f  the view 

that the disclosure provisions are not necessary w i th  regard to 

the excepted f inancia l  assistance to  d i rectors of a corporation. 

R E C O M M E N D A T I O N  No. 1 1  

That no disclosure be necessary wi th regard to the 
excepted loans and f inancia l  assistance to d i rectors o f  
a d i s t r i bu t i ng  corporation. 

( e )  Conclusion 

8.31 I t  w i l l  be noted that we have not recomnended the use 

of a solvency test  as a control  mechanism to regulate loans, 

guarantees and other forms o f  f inancia l  assistance given by a 
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d i s t r i bu t i ng  corporation to  one of  i t s  d i rectors.  As a general 

ru le  i t  i s  not the credi tors of a d i s t r i bu t i ng  corporation who 

are or w i l l  be adversely affected i f  a d i s t r i bu t i ng  corporation 

lends money to  one of  i t s  d i rectors and i s  unable to  co l lec t  i t .  

A d i s t r i bu t i ng  corporation has raised a substantial amount of  

stated cap i ta l  from the investing publ ic which does provide a 

cushion to  which credi tors can look for payment. D is t r ibu t ing  

corporations that come under the umbrella of  the A S A  are required 

to  f i l e  quar ter ly  statements that are available to  credi tors 

d i r e c t l y  or through c red i t  report ing agencies. Generally 

therefore, credi tors do have available to  them current f inancia l  

statements upon which they can base thei r  estimate of  r i s k .  

8.32 I t  i s  the shareholders whose legit imate interests are 

being adversely affected by these actions. Admittedly the 

adverse a f fec t  i s  neg l ig ib le  when a large and prosperous 

d i s t r i bu t i ng  corporation grants a small loan to  one of i t s  

d i rectors,  but a b i l i t y  t o  meet a solvency test does not solve the 

problem, i t  has just lessened the adverse a f fec t  of  such 

undesirable conduct on the par t  o f  the d i rectors.  

8.33 The overal l  e f fec t  of  our recomnendation would not be 

that much d i f f e ren t  from the present section. We are suggesting 

an absolute proh ib i t ion  wi th some exceptions. But the present 

section demands solvency as a precondit ion and then goes on t o  

provide exceptions i n  which the corporation need not be solvent. 

The complexities of  the present solvency test have e f fec t i ve l y  

imposed an absolute proh ib i t ion .  Imagine being faced w i th  the 

problem of  determining the real izable value of  the assets of  

Shell Canada L td . ,  (a  prospect which the Saskatchewan Court i n  a 
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s l i g h t l y  d i f f e ren t  context found u t t e r l y  daunting and enormously 

expensive1°3) merely for the purposes o f  a  loan to  a  d i rec to r !  

I n  an increasingly l i t i g i o u s  age businessmen who act as d i rectors 

o f  d i s t r i bu t i ng  corporations and the i r  advisors are j u s t i f i a b l y  

unwi l l i ng  to  assume the r i s k  o f  possible l i a b i l i t y ,  which may 

extend far  beyond the amount o f  the loan. Our recomnendations 

do, we think, have the meri t  o f  cer ta in ty ,  and a  large and 

largely useless f inancia l  accounting exercise i s  done away wi th.  

4 .  F I N A N C I A L  A S S I S T A N C E  T O  D I R E C T O R S  AND OTHER PERSONS W I T H  
RESPECT T O  N O N - D I S T R I B U T I N G  C O R P O R A T I O N S  

( a )  Introduct ion 

8.34 Corporate Registry informs us that 97% o f  Alberta 

corporations are non-d is t r ibut ing corporations. We are not able 

to  obtain nearly as accurate a f igure as to the proport ion of 

t h i s  97% that have 10 or fewer shareholders. Admitting that the 

f igure i s  at best a  guess, Corporate Registry estimates that at 

least 85% o f  the non-d is t r ibut ing corporations have fewer than 10 

shareholders. From the experience o f  I n s t i t u t e  counsel and those 

members o f  the prac t i s ing  Ear w i th  whom we have discussed the 

matter, we would be inc l ined to place the estimate somewhere 

between 90 to 95%.  I n  any event, the vast major i ty o f  

non-d is t r ibut ing corporations may be characterized as 

incorporated partnerships. After 60 years of c o n f l i c t i n g  

decisions, English l a w  f i n a l l y  recognized that the close personal 

relat ionship o f  shareholders i n  a small p r i va te  company was so 

closely akin to  the re lat ionship that prevai ls  i n  partnerships 

and that the remedy o f  d issolut ion avai lable under partnership 

1 0 3  See Montqomery v .  Shell Canada Ltd. (1980) 10 D . L . R .  261 .  



149 

law should be avai lable on just and equitable grounds i n  pr ivate 

companies.1°4 Ebrahimi has been followed twice i n  Alber ta. los 

8.35 I n  a great number of cases the owners o f  

non-dis t r ibut ing corporations run their  a f f a i r s  as though they 

were partners i n  a partnership. They of ten do not formally set 

their  salar ies at  the beginning o f  each year, but simply take an 

agreed amount every month - a l i t t l e  more i f  i t  has been a good 

month, a l i t t l e  less i f  not so good. At the end o f  the year they 

s i t  down wi th the i r  accountants to  determine the most favourable 

tax m i x  of sa lar ies,  bonus and dividends. Under these 

circumstances, i f  the salar ies have not been formally determined 

at the s ta r t  o f  the year, the corporation could be considered as 

having given f inancia l  assistance to  thei r  owners. There i s  

nothing wrong w i th  th i s ,  a f ter  a l l  i t  i s  thei r  "own" money, but 

an absolute proh ib i t ion  simi lar t o  that which we have recomnended 

for d i s t r i bu t i ng  corporations i s  neither p rac t ica l  nor desirable. 

8.36 Why regulate these transactions at a l l ?  The only 

reason to  do so i s  to  protect the trade credi tors of  the 

corporation. I t  i s  one thing for the owners to  withdraw funds 

from thei r  own corporation. I t  i s  another i f  by so doing they 

have taken funds that should have been used to  pay the 

corporation's trade credi tors.  The shareholders of a 

non-dis t r ibut ing corporation w i l l  almost always be aware of what 

i s  going on i f  one director i s  taking more than h i s  or her share. 

I n  any event, the Act provides the minori ty shareholder wi th 

l o4  See Ebrahimi v .  Westburn Gal ler ies Ltd. (19721 2 A l l  
E . R .  492 ( H . L . )  

' 0 5  See Johnson v .  & Johnson and Sons Ltd. (1979) 95 
D . L . R .  495 and Re Pe Ben Pipelines Ltd. (1979) 7 
A l ta.  L . R .  (2d)  174. 
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remedies to  r e c t i f y  any abuse. The problem therefore, i s  t o  f i n d  

a minimum workable method o f  providing some protect ion for the 

trade credi tors.  

( b )  The Alternat ives for Reform 

( i l Repeal 

8.37 We have received submissions from the pract is ing Bar, 

some made tongue-in-cheek and some completely serious, that the 

best solut ion to  the problems created by section 42 i s  t o  repeal 

the en t i re  section. The underlying basis for th4s suggestion i s  

that the expanded f iduciary relat ionship imposed upon the 

directors under section 117 provides a l l  that i s  needed i n  the 

way o f  a control  mechanism. As we understand these submissions, 

those who make them are not suggesting that cer ta in  o f  the 

actions prohibi ted under section 42 should be allowed without 

res t r i c t i on .  They are suggesting that the f iduciary duty under 

section 117 i s  a su f f i c i en t  control device. We have considered 

the idea care fu l l y ,  and i t s  s imp l ic i ty  i s  a t t rac t i ve .  There are 

however some serious disadvantages. 

8.38 The f i r s t  i s  the manner of enforcement, since, i f  

section 42 were repealed, section 1 1 3 ( 3 )  would of necessity and 

as a consequence also be repealed. Without section 1 1 3 ( 3 )  there 

i s  no speci f ic  provision under which a Compliance Order under 

section 240 would be avai lable. I n  almost a l l  cases a derivat ive 

action under section 232 would be necessary to  remedy the breach. 

Notwithstanding R, v .  Sands Motor Hotel L t d . I o 6  we are not 

persuaded that every credi tor  can br ing himself w i th in  the 

' 0 6  Footnote 83 ,  supra 
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category of  complainant. I n  two of  the four separate problems 

that section 42 attempts to  regulate, i t  i s  the credi tors who are 

our prima'ry concern. We have grave doubts that a court would 

extend the f iduciary duty owed by the d i rectors to  thei r  

corporations and i t s  shareholders to  embrace the en t i re l y  new 

class of the corporation's credi tors.  We bel ieve that 

businessmen and the i r  advisors would be appalled i f  the court d i d  

so. 

8.39 Subsection ( 3 )  o f  the present section 42 was an 

attempt to protect and save harmless the lender or t h i r d  party 

dealing w i th  the corporation. We are not convinced that i t  i s  

e f fec t ive  to  do so. We w i l l  la ter  suggest that there should be 

e f fec t ive  protect ion for the t h i r d  par ty ,  as o r i g i n a l l y  intended. 

I f  t h i s  recomnendation i s  followed i t  must be i n  the clearest 

language, and include even those cases i n  which the lender or 

t h i r d  party had knowledge that the section was being 

transgressed. I f  there i s  no such provision, then we suggest 

that the courts w i l l  almost cer ta in ly  apply the p r i nc ip le  i n  

Rolled Steel P r o d ~ c t s , ~ O ~  that i f  the d i rectors apply the funds 

or assets of the corporation i n  breach of  thei r  f iduc iary duty, a 

t h i r d  party who received the funds or assets wi th knowledge 

ei ther actual or constructive of the d i rec to r ' s  breach becomes a 

constructive trustee of  the misapplied funds or property and must 

return them t o  the corporation. 

8.40 Returning now t o  the problems that ar ise wi th the 

necessary and consequential repeal of  section 1 1 3 ( 3 ) .  Section 

1 1 3 ( 3 )  serves two purposes. I t  imposes a j o in t  and several 

-- 

lQ7 Footnote 1 1 ,  supra 



l i a b i l i t y  upon a l l  o f  the d i r ec to r s  who consent t o  the 

t ransact ion,  not on ly  the d i r ec to r  who received the f inanc ia l  

assistance. We are not sure that a court  would do so i f  the 

f i duc ia ry  duty under 117  i s  the on ly  sanction. Section 113 

serves two other purposes which we be l ieve businessmen and t he i r  

advisors h e a r t i l y  approve o f .  Subsection ( 3 )  l i m i t s  the 

l i a b i l i t y  o f  the d i r ec to r s  t o  the amount not otherwise recovered 

by the corporat ion.  Without sect ion 1 1 3 ( 3 1  an enthus iast ic  judge 

may expand t h i s  l i a b i l i t y  fa r  beyond the amount not recovered t o  

f u l l  or p a r t i a l  s a t i s f a c t i o n  o f  a l l  c red i to rs '  claims i n  the 

event that the corporat ion founders. This might p a r t i c u l a r l y  be 

so i f  the judge could be persuaded that the f i nanc ia l  assistance 

given was one o f  the causes o f  the col lapse o f  the corporat ion.  

Subsection 113(9) imposes a s ta tu to ry  l i m i  t a t i on  per iod o f  two 

years, which i n  the l i g h t  o f  the recent decis ion o f  the Supreme 

Court o f  Canada i n  Central and Eastern Trust Company v .  Rafuse1OB 

must surely be preferab le  t o  the un l im i ted  time per iod that would 

r esu l t  i f  the on ly  sanction was the f i duc i a r y  duty contained i n  

sect ion 1 1 7 .  

8.41 Our most ser ious reservat ion w i t h  respect t o  the 

repeal o f  the sect ion ar ises from the hazy parameters o f  the 

f i duc ia ry  duty .  Not on ly  are the boundaries i n d e f i n i t e ,  they are 

constant ly s h i f t i n g .  I n  an era i n  which the courts are 

r ~ t r e a t i n g  from some o f  the more absolute aspects o f  the 

f i duc ia ry  duty , lOg yet extending the duty i n  other d i rec t ions  i n  

order t o  be able t o  impose a const ruct ive t r u s t ,  we hes i ta te  t o  

I o8  119861 2 S . C . R .  147 

j o g  See the recent Court o f  Appeal dec is ion i n  Hanson v .  Lorenz 
and Jones, reported i n  the New Law Journal, November 1 4 ,  
1986, a t  p .  1088. 
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recomnend rel iance on the f iduciary duty as a control  mechanism. 

We believe that businessmen who own non-dis t r ibut ing corporations 

and thei r  advisors would be much happier with a provision that i s  

simple and cer ta in,  and that i n  any event a l eg i s la t i ve  balance 

i s  required. 

( i i l  Solvency as a Control Mechanism 

8.42 I n  theory, a requirement that the corporation be 

solvent both at the time of  a transaction and u n t i l  a l l  of the 

corporation's obl igat ions under the transaction have been 

discharged, i s  an ideal control mechanism. A shareholder who 

feels aggrieved has h i s  remedies. I f  the corporation i s ,  and 

remains solvent, no creditor w i l l  suf fer .  I n  pract ice the 

problem of  devising a sat isfactory solvency test has proven 

d i f f i c u l t ,  i f  not impossible, and has produced great uncertainty 

i n  the law. We have considered several and have yet to  f ind  a 

sat is factory answer for the purposes of section 42 .  

8.43 I f  solvency i s  used as the control mechanism, and i t  

applies af ter  the transaction as wel l  as at the time of  the 

transaction, i t  requires 20-20 foresight on the part  of the 

d i rectors.  There are always external r i sks  i n  any business. A 

major supplier or customer may f a i l .  A new product may displace 

the corporation's product. The whole area of the economy i n  

which the corporation i s  operating may suffer a severe downturn. 

Alberta has become a l l  too fami l iar  with the f a i l u r e  of  small 

businesses i n  cer ta in areas of  our economy. There i s  no evidence 

to suggest that these fa i lures were caused by breaches of  the 

prohibi ted transactions i n  section 42 rather than a downturn of  

the economy. Then too, i f  directors are required t o  fo re te l l  the 



fu tu re ,  fo r  how long must they do so? One year? Two years? O r  

f o r  so long as the debt or ob l iga t ion  o f  the corporat ion remains 

i n  existence? Ear l i e r  i n  t h i s  paper we have pointed out the 

d i f f i c u l t i e s  imposed by the solvency test  contained i n  sect ion 

42( 1 )  ( d )  and ( e l .  Most o f  these d i f f i c u l t i e s  cent re  on the 

under ly ing asset tes t  contained i n  paragraph ( e l .  We are not 

aware that the current l i q u i d i t y  tes t  i n  paragraph ( d l  has 

created any problems. For the reasons stated we fee l  i t  i s  

necessary t o  permit non-d is t r ibu t ing  corporations t o  enter i n t o  

loans t o  t he i r  d i r ec to r s .  We do not th ink  i t  unreasonable t o  

requi re  that  the corporat ion be solvent a t  the time that i t  does 

so, and t o  provide that  the t ransact ion w i l i  not r esu l t  i n  the 

corporat ion becoming inso lvent .  

R E C O M M E N D A T I O N  No. 12 

That a non-d is t r ibu t ing  corporat ion sha l l  not g i ve  
f i nanc ia l  assistance t o  a d i r ec to r  o f  the corporat ion 
unless there are reasonable grounds fo r  be l iev ing  that 
the corporat ion i s ,  or a f t e r  g i v i ng  the f i nanc ia l  
assistance would be, unable t o  pay i t s  l i a b i l i t i e s  as 
they become due. 

(i i i) The Use o f  General Terms 

8.44 Two other suggestions were made t o  us recomnending the 

use o f  a general formula as a precondi t ion to  v a l i d i t y  and we 

record them here i n  case others should th ink  them more 

appropriate than the foregoing recomnendations. The f i r s t  i s  

that  the t ransact ion must be " i n  the best in te res ts  o f  the 

corporat ion" .  The f i duc i a r y  duty under sect ion 1 1 7 ( l ) ( a )  already 

imposes t h i s  requirement and i t  seems redundant t o  repeat the 

requirement i n  sect ion 42. The problem seems t o  us t o  be the 

reverse. Can the f i duc i a r y  duty i n  sect ion 1 1 7 (  l ! ( a )  be used t o  
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expand the scope o f  any proposed regula t ion under sect ion 42? 

Put another way, i f  we design sect ion 42 t o  permit ce r t a i n  

t ransact ions,  can sect ion 1 1 7  then be used t o  impose l i a b i l i t y  

upon d i r ec to r s  even though they have acted w i t h i n  the bounds of 

sect ion 42? We are inc l ined  t o  doubt that  t h i s  would be so on 

the grounds that  the spec i f i c  prov is ion w i l l  take precedence over 

the general p rov is ion .  As we have suggested, one o f  the main 

purposes o f  sect ion 42 i s  t o  l i m i t  the app l i ca t ion  o f  the 

f i duc i a r y  duty i n  t h i s  area. We do not therefore recomnend the 

suggestion. 

8.45 The second suggestion i s  t o  impose a requirement that 

any o f  the t ransact ions present ly  regulated under sect ion 42 be 

permit ted on ly  i f  they are entered i n t o  " f o r  a proper business 

purpose" or some s l i g h t  v a r i a t i o n  o f  that  phrase. This, we 

t h i nk ,  would be t o  set s a i l  on uncharted waters. We have no idea 

what the cour ts  would eventua l ly  determine the phrase t o  mean. 

Whatever the f i n a l  des t ina t ion ,  i t  would on ly  be achieved at  the 

expense o f  l i t i g a n t s .  Further,  we have no idea how long i t  would 

take before the cour ts  f i n a l l y  resolved the phrase. We do not 

recomnend the use o f  a general phrase o f  t h i s  k ind  as a cont ro l  

mechanism. 

( i v )  A Pragmatic Approach 

8.46 M ino r i t y  shareholders o f  a non-d is t r ibu t ing  

corporat ion have a va r i e t y  o f  remedies. Given an adequate 

d isc losure sect ion,  we do not be l ieve that the m ino r i t y  

shareholder needs anything more. The problem i s  therefore 

reduced t o  p rov id ing  some reasonable p ro tec t ion  f o r  the c red i to rs  

o f  the corporat ion.  One p o s s i b i l i t y  would be t o  l i m i t  the 
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solvency test  t o  a requirement that the corporat ion be solvent at  

the time o f  the t ransact ion,  and impose an onus upon the 

d i r ec to r s  t o  prove, i n  the event the corporat ion foundered, that  

the t ransact ion had not been the cause of  the corporat ion 's  

downfal l .  But t h i s  would be onerous, and requ i re  the d i r ec to r s  

t o  prove a negat ive.  

8 . 4 7  That abandoned concept d i d ,  however, conta in  the seeds 

o f  another concept, namely, that  the corporat ion should be able 

t o  meet i t s  ob l iga t ions  as they f a l l  due a t  the time o f  the 

t ransact ion and fo l lowing the transact ion for  some spec i f i c  and 

ce r t a i n  per iod.  I f  the corporat ion foundered w i t h i n  a spec i f i c  

per iod such as one or two years a f t e r  the t ransact ion,  then the 

d i rec to rs  would be required t o  comply w i t h  sect ion 1 1 3 ,  namely, 

t o  restore t o  the corporat ion any amount that  the corporat ion was 

unable t o  otherwise recover. The length o f  the per iod should, i n  

theory, be s u f f i c i e n t  that  i n  the great ma jo r i t y  o f  cases the 

corporat ion has been able t o  car ry  on notwithstanding the 

f inanc ia l  assistance. I f  the corporat ion has not foundered 

w i t h i n  that per iod but does so afterwards, i t  i s  a f a i r  

assumption that the f i nanc ia l  assistance was not the cause o f  the 

downfal l .  The longer the per iod the more v a l i d  the assumption. 

Any per iod chosen would be, t o  some ex ten t ,  a r b i t r a r y .  The 

length of the per iod should balance the estimated number o f  cases 

i n  which i t  would be e f f e c t i v e  against the cont inuing contingent 

l i a b i l i t y  on the par t  o f  the d i rec to rs  (which might ser ious ly  

hamper business dec is ions ) .  We suggest that  any per iod beyond 

two years i s  excessive. 
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8.48 I f  t h i s  i s  an acceptable proposal, the question then 

becomes one of method. The concluding words of section 1 1 3 ( 3 )  

l i m i t  the l i a b i l i t y  of the d i rectors to the amount required to  ' 

restore to the corporation the amount or the value of the 

property not recovered by the corporation. We agree w i th  th is  

l im i ta t i on  o f  l i a b i l i t y .  I f  the d i rectors have taken money from 

the corporation, and the corporation founders, they should put 

the money back. I n  t h i s  respect we recommend no change to 

section 1 1 3 i 3 ) .  

8.49 Section 113(9) imposes a two year l im i ta t i on  period 

w i th in  which an act ion may be cormenced against the d i rectors for 

any breach of the provisions of section 4 2 .  Lef t  unchanged the 

subsection would set the period at two years i n  which the 

d i rectors would be required to put the money back, or to  restore 

any property to the corporation which i t  had been otherwise 

unable to recover. To use a d i f fe ren t  period for the provisions 

of section 42 from that used with regard to the other 

transactions mentioned i n  section 1 1 3 i 3 )  seems to us to be 

unnecessarily complex and we do not recommend any change. 

8.50 There i s  however one small po int  that concerns us. 

Both subsections ( 3 )  and ( 9 )  of section 113  refer  to  the date of 

the resolut ion authorizing the transaction. No doubt the vast 

major i ty  of d i s t r i bu t i ng  corporations conduct thei r  a f f a i r s  wi th 

meticulous formal i ty  and there w i l l  be a proper resolut ion 

authorizing the transaction. We suspect that the d i rectors of 

the major i ty  of non-dis t r ibut ing corporations are inc l ined to 

ignore such fo rmal i t ies ,  and there may not be a resolut ion at 

a l l ,  another example of the pract ica l  differences between 
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d i s t r i bu t i ng  and non-dis t r ibut ing corporations. We suggest that 

the date from which time should run i n  both subsections ( 3 )  and 

( 9 )  should be the date of the resolut ion or the e f fec t i ve  date of  

the transaction, whichever occurs f i r s t .  

RECOMMENDATION No. 13 

'That t'he l im i ta t i on  period contained i n  section 1 1 3 ( 9 )  
should expire two years af ter  the date of the 
resolut ion or the date of  the transaction whichever i s  
the e a r l i e r .  

( c )  The Regulated Transactions 

8.51 I n  our recommendations regarding d i s t r i b u t i n g  

corporations we recommended a basic structure of  absolute 

proh ib i t ion  wi th exceptions. We have explained why an absolute 

proh ib i t ion  regarding loans i n  a non-dis t r ibut ing corporation 

f l i e s  i n  the face of r e a l i t y ,  and why we are recommending a 

d i f fe ren t  basic structure, that o f  regulat ion rather than 

proh ib i t ion .  I t  i s  the fact that many non-dis t r ibut ing 

corporations do advance money to  thei r  owners that has led us to  

th i s  conclusion. I t  immediately raises the question whether 

other forms of  f inancia l  assistance such as a guarantee by the 

corporation should be treated i n  the same manner. We admit to  a 

bias at the s t a r t .  We would prefer ,  i f  at a l l  p rac t i ca l ,  that 

the same provisions apply to  a l l  forms o f  f inancia l  assistance to  

t r y  and achieve s imp l ic i ty .  The basic theory behind requir ing 

solvency as a pre-condit ion and imposing a l imi ted l i a b i l i t y  i n  

the event that anything goes wrong i s  designed for the protect ion 

of  credi tors.  There i s  a question however, whether the 

provisions we have suggested, designed for the protect ion of  

credi tors wi th regard to  loans by the corporation, are su f f i c ien t  
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t o  protect  the c red i to rs  when applied t o  other forms o f  f i nanc ia l  

assistance such as a guarantee given by the corporat ion.  

8.52 The factor  which causes us concern i s  the time fac to r .  

Loans by a corporat ion t o  i t s  d i rec to rs  are normally repaid 

w i t h i n  two or three years. I n  fac t  most loans are pa id  sho r t l y  

a f t e r  the end o f  the f i s c a l  year. I n  any event the provis ions o f  

the Income Tax Act (Canada) w i l l  normally ensure that  the loan i s  

repaid w i t h i n  two years. A guarantee o f  the indebtedness o f  a 

d i r e c t o r ,  or  a charge upon the corporat ion 's  assets may however 

enure fo r  a considerably longer per iod o f  t ime. The l i m i t a t i o n  

per iod o f  two years i n  which the d i r ec to r s  would be he ld  j o i n t l y  

and severa l ly  l i a b l e  would therefore have expired. A guarantee 

or a charge upon the assets however may have no a f f e c t  on the 

p r o f i t  and loss account or statement o f  change o f  f i nanc ia l  

p o s i t i o n  u n t i l  such time as the corporat ion i s  ca l l ed  upon t o  

honour the guarantee or the charge. This may we l l  be a t  some 

per iod beyond the two year per iod,  i n  which case the c red i t o r s  o f  

the corporat ion could s u f f e r .  Credi tors could be aware o f  any 

charge granted by the corporat ion i f  i t  i s  reg is te red  i n  some 

pub l i c  r e g i s t r y .  I f  they choose t o  advance c r e d i t  w i t h  knowledge 

o f  such a charge that  i s  t he i r  business. The on ly  serious 

problem that we can see ar ises i n  the case o f  the guarantee. 

There i s  no pub l i c  record o f  a guarantee and there i s  no t e l l i n g  

when i t  w i l l  f a l l  i n  t o  be pa id .  

8.53 How then do we t r ea t  the guarantee? There are three 

a l t e rna t i ves .  F i r s t l y ,  the problem could be ignored i n  the hope 

that  the two year per iod w i l l  be e f f e c t i v e  i n  most cases, that  

w i t h i n  that time the corporat ion w i l l  have been c a l l e d  upon t o  
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honour the guarantee, and therefore l i a b i l i t y  w i l l  f a l l  upon the 

d i rectors.  The second would involve proh ib i t ing  a guarantee. I f  

th is  were done i t  would force businessmen to  adopt one of two 

al ternate structures, since the proh ib i t ion  would of necessity 

apply to  associates of  the d i rec tor .  Assuming that 

non-dis t r ibut ing corporation A owns a l l  o f  the shares of 

non-dis t r ibut ing corporations B and C ,  corporation k could 

guarantee the indebtedness of corporations B or C or both. I f  

however Tom, Dick and Harry own corporation A as a holding 

corporation which holds the real estate, and they also own 

corporation B which i s  the operating corporation, and corporation 

C which i s  the sales corporation, then corporation A cannot 

guarantee the indebtedness of ei ther corporation 8 or C ,  because 

they are associates of  Tom, Dick and Harry. A t h i r d  a l ternat ive 

i s  to treat the amount of  the guarantee as the equivalent of a 

loan for the purposes of the solvency tes t .  I n  other words, the 

test could require that the corporation be able to  meet i t s  

l i a b i l i t i e s  as they f a l l  due, and to  assume there i s  a c a l l  upon 

the guarantee immediately a f te r  i t  had been executed. The 

advantages of  t h i s  provision would be that i t  would prevent the 

lurking time bomb of  an unl imited guarantee. Commercial lenders 

may not be en t i re l y  happy wi th th i s ,  but we think i t  an  

acceptable trade o f f  for both cer ta inty  and the protect ion which 

we propose for the t h i r d  party or lender. 

8 .54  I t  i s  the unl imited guarantee by a corporation of the 

obl igat ion of  i t s  d i rectors that has caused us the gravest 

concern. I f  the problems posed by the unl imited guarantee are 

not as serious as we have mentioned, then there i s  no need to  

make a special provision regarding guarantees. Other than the 
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un l im i ted  guarantee, normally a spec i f i c  ob l i ga t i on  o f  a d i rec to r  

guaranteed by the corporat ion w i l l  have a repayment schedule by 

the d i r ec to r  so that  the two year per iod w i l l  prove e f f e c t i v e  t o  

determine whether or  not the corporat ion w i l l  be ca l l ed  upon t o  

pay i t .  We acknowledge that we have no empir ical  informat ion t o  

guide us. We do not know how many, i f  any, non-d is t r ibu t ing  

corporat ions have f a i l e d  as a r esu l t  o f  t he i r  executing an 

un l imi ted guarantee i n  favour o f  one or more o f  i t s  d i r ec to r s .  

I f ,  however, the p rac t i s i ng  Bar fee ls  that  there i s  a serious 

problem i n  t h i s  regard,  we can only suggest the t h i r d  

a l t e rna t i ve .  Of the three a l te rna t i ves ,  we hes i ta te  t o  recommend 

absolute p r o h i b i t i o n  w i t h  regard t o  a non -d i s t r i bu t i ng  

corporat ion unless there i s  no other acceptable and workable 

so l u t i on .  We are i nc l i ned  towards e i t he r  the f i r s t  a l t e rna t i ve ,  

t o  make no special  p rov is ion ,  or towards the t h i r d ,  t r ea t i ng  the 

guarantee f o r  the purposes o f  the solvency tes t  as though i t  f e l l  

i n  t o  be pa id  immediately fo l lowing execution. 

8 . 5 5  Before making our f i n a l  choice t o  recommend e i t he r  the 

f i r s t  or  the t h i r d  a l t e rna t i ve ,  we pause t o  consider one other 

aspect o f  the matter.  We have suggested i n  Recommendation No. 13 

that the solvency tes t  should be l i m i t e d  t o  the current l i q u i d i t y  

t e s t .  The main reason fo r  requ i r ing  a solvency tes t  a t  a l l  i s  t o  

b r i ng  i n  t o  p lay the prov is ions o f  sect ion 113(3) and ( 9 ) .  I f  

a l t e rna t i ve  no. 3 i s  adopted, i t  w i l l  provide a means for  the 

prec ise measurement o f  the e f f ec t  o f  a guarantee on current 

l i q u i d i t y .  On the whole therefore we are i nc l i ned  t o  favour 

Recommendation No. 3, but once again we remind the reader that 

t h i s  i s  a Report fo r  Discussion and that  we are anxious t o  

recei  ve comnen t . 



RECOMMENDATION No. 14 

That a non-distributing corporation shall not give 
financial assistance to a director of the corporation 
by means of a guarantee or charge upon its assets 
unless there are reasonable grounds for believing that 
the corporation is, or after having given the financial 
assistance would be, unable to pay its liabilities as 
they become due, if the corporation were required to 
pay the amount due under the guarantee or secured by a 
charge upon its assets on the day following the 
execution of either or both. 

Id) Disclosure 

8 . 5 6  Shareholders of a non-distributing corporation will 

normally be fully aware of any financial assistance given to a 

director by the corporation. In our recomnendations regarding 

financial assistance to the directors of distributing 

corporations, we suggested that disclosure was unnecessary, but 

this recommendation is a logical result of our recomnendations 

that distributing corporations be prohibited from granting 

financial assistance to their directors subject to some 

exceptions. We also felt that the exceptions did not warrant the 

burden of disclosure beyond that that is already required under 

section 3840 .13  of GAAP. 

8 .57  Since our recomnendations for non-distributing 

corporations permit financial assistance to directors under 

certain conditions, disclosure becomes a more important 

consideration, particularly in those cases in which a shareholder 

or shareholders are not aware that the corporation has given 

financial assistance to one of its directors. Under section 

4 2 ( 4 )  the corporation is required to disclose full details of any 

financial assistance that i t  has given in its financial 

statements if i t  has not otherwise done so. The problem is one 
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o f  t iming. I t  i s  poss ib le  that there may be a time lag o f  up t o  

18 months before shareholders w i l l  receive t h i s  informat ion and 

i t  may be longer i f  a shareholder must compel the corporat ion t o  

provide the f i nanc ia l  statements. Since the l i a b i l i t y  imposed 

under sect ion 1 1 3  has a two year l i m i t a t i o n  per iod,  there may 

wel l  be cases a r i s e  i n  which an aggrieved shareholder w i l l  have 

very l i t t l e  time indeed t o  comnence h i s  or her act ion.  

8.58 Shareholders o f  a non-d is t r ibu t ing  corporat ion may 

waive the requirement of an audit under sect ion 157, but the 

corporat ion must s t i l l  prepare annual f i nanc ia l  statements and 

they must be prepared i n  accordance w i t h  G A A P .  The d isc losure 

requirements i n  sect ion 3840.13 o f  G A A P  are almost iden t i ca l  t o  

those contained i n  sect ion 4 2 ( 4 ) .  The important d i s t i n c t i o n  i s  

that  under the G A A P  p rov is ion  on ly  the re la t ionsh ip  need be 

disclosed, not the i d e n t i t y  o f  the person rece iv ing the f inanc ia l  

assistance. We suggest that  i n  the non-d is t r ibu t ing  corporat ion,  

the i d e n t i t y  o f  the person rece iv ing the f i nanc ia l  assistance i s  

o f  prime importance and that  therefore the spec i f i c  items o f  

d isc losure contained i n  42(4)  should be maintained. The burden 

of  prov id ing t h i s  informat ion t o  the shareholders o f  a 

non -d i s t r i bu t i ng  corporat ion i s  not p a r t i c u l a r l y  heavy since 

there are few shareholders who must receive the informat ion.  We 

suggest therefore that  subsection ( 4 )  could be considerably 

s imp l i f i ed  i f ,  i n  those cases where disclosure had not otherwise 

been made by the corporat ion,  the corporat ion were t o  provide the 

d e t a i l s  present ly  required under the subsection w i t h i n  90 days o f  

the t ransact ion.  

RECOMMENDATION No. 15 



That subsection ( 4 )  of section 42 be amended to  require 
a non-distr ibut ing corporation to  disclose to  a l l  o f  
i t s  shareholders the de ta i l s  of any f inancia l  
assistance given by the corporation to  i t s  d i rectors 
w i th in  90 days of  the transaction. 

( e l  Exceptions 

8 .59  The structure of  the present section 42 contains a . 

curious anomaly. I t  provides that solvency be the sole control 

mechanism for a l l  corporations, but contains w i th in  i t s  structure 

the tac i t  admission that the solvency test i s  well nigh 

incomprehensible. I t therefore goes on to provide except ions i n  

which the corporation need not meet the solvency tes t .  Just why 

a corporation should be permitted to lend money to  a shareholder 

or director for l i v i n g  accommodation, or to do any of  the other 

acts contained i n  the exceptions when the corporation i s  

insolvent seems to defeat the purpose of  the section to  a very 

large extent. We recomnended exceptions that were necessary i n  

the l i gh t  of the absolute proh ib i t ion  imposed upon d i s t r i bu t i ng  

corporations. I f  the solvency test advanced above i s  applied to  

non-dis t r ibut ing corporations, we do not bel ieve that any 

exceptions are necessary. The basic approach that we have 

recomnended wi th regard to non-dis t r ibut ing corporations i s  that 

i f  the corporation i s  solvent i t  may enter i n t o  any of these 

transactions to  benef i t  i t s  d i rectors,  and i f  the corporation 

la ter  founders, then the d i rectors must restore the money so 

l o s t .  Under these circumstances we do not see the need for any 

except ions . 



5 .  F I N A N C I A L  A S S I S T A N C E  BY A D I S T R I B U T I N G  C O R P O R A T I O N  I N  
CONNECTION W I T H  A PURCHASE OF  I T S  S H A R E S  

8.60 The problems associated wi th a d i s t r i bu t i ng  

corporation granting f inancial  assistance i n  connection wi th a 

purchase of  i t s  shares, ei ther issued or to be issued, w i l l  only 

ar ise i n  connection w i th  a take-over b id ,  whether f r iend ly  or 

hos t i l e ,  or an issuer b i d  by a d i s t r i bu t i ng  corporation to  

purchase i t s  own shares. 

8.61 We can think of  no par t icu lar  branch of  corporation 

law that i s  current ly  the subject of more concern amongst 

managers and d i rectors and their  advisors, t o  more proposals from 

regulators, or t o  more discussion by academics than the general 

issue of  regulat ion o f  take-overs. As a general ru le ,  

businessmen wish for no leg is la t i ve  res t ra in t  and preach the 

ef f icacy of  the market as providing an adequate control  for thei r  

conduct. By thei r  desire to  impose detai led regulat ion of one 

kind or another, regulators are t a c i t l y  s ta t ing  the i r  conviction 

that the market i s  imperfect and the market theory inadequate. 

Academics span the en t i re  spectrum depending upon the i r  basic 

a t t i tude.  

8.62 We know of no reported case i n  Canada where i t  i s  the 

creditors of  a d i s t r i bu t i ng  corporation who have suffered i n  a 

transaction of the k ind addressed by the present section. I n  the 

only two reported cases i n  England dealing w i th  publ ic companies, 

the Malaysian Rubber Company cases of  Selanqorllo and Karak , l l 1  

i t  was not the credi tors who were adversely affected. While both 

l t O  Footnote 25, supra. 

l l 1  Footnote 2 7 ,  supra. 
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companies f a i l e d ,  both were described as inac t i ve  and simply 

invest ing the i r  funds. Both cases were comnenced at  the 

i n s t i g a t i o n  o f  the Board o f  Trade. We do not know what led the 

Board o f  Trade t o  do so, but we suspect that i t  was fo l low ing  

complaints by the Trustee i n  Bankruptcy o f  the p r i nc i pa l  

a rch i tec t  o f  the two transact ions.  When one examines a l l  o f  the 

current cases reported i n  the press rather than the law repor ts ,  

i t  i s  the shareholders who may su f f e r ,  not the c red i t o r s .  

8.63 I f  there i s  t o  be any regula t ion at  a l l  i n  t h i s  area 

there are two choices; e i t he r  we impose a general r u l e ,  or we 

impose extensive and de ta i led  regu la t ion .  I f  we impose a general 

r u l e  i t  i s  probably impossible t o  do so without p r o h i b i t i n g  some 

leg i t ima te  t ransact ions.  For example, under the present sect ion 

42 a corporat ion must meet the complex solvency tes t  both before 

and a f t e r  the t ransact ion i f  i t  chooses t o  issue a conver t ib le  

debenture that charges the corporat ion 's  assets. Technical ly 

t h i s  i s  a charge on the assets o f  the corporat ion i n  connection 

w i t h  the issuance o f  i t s  shares. Such long term f inancing may 

c e r t a i n l y  be des i rab le ,  and i n  some cases almost essen t ia l ,  i n  

order for  the corporat ion t o  t h r i ve .  

8.64 I f  on the other hand we were t o  endeavour t o  recomnend 

de ta i led  regu la t ion  we would be doing so i n  advance o f  changes 

that are i nev i t ab l y  going t o  come about i n  secur i t i es  law w i t h  

regard t o  take-over b ids .  We doubt that  there i s  a per fect  

answer t o  t h i s  quest ion.  We suspect that  there w i l l  be a f a i r l y  

prolonged per iod o f  t r i a l  and e r ro r  before an acceptable balance 

i s  achieved. This i s  an area o f  law encountered d a i l y  by the 

var ious Secur i ty Comnissions and the administrators o f  Canada's 
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various stock exchanges. I t  i s  they who have the prac t ica l  

experience and who are best equipped to  suggest appropriate 

leg is la t ion  or regulat ion. To a very large degree, f inancia l  

assistance by a d i s t r i bu t i ng  corporation i n  connection wi th a 

purchase of i t s  shares i s  now control led by the provisions of 

Part 13 of the Alberta Securit ies Act. That Part provides a 

comprehensive regulatory regime applicable to  both takeover bids 

by an outsider and to  issuer bids i n  those cases i n  which a 

d i s t r i bu t i ng  corporation proposes to  purchase any s ign i f i can t  

number of i t s  own shares. 

8 .65  Further to those considerations, we have ea r l i e r  

pointed out the various remedies avai lable to  minor i ty  

shareholders. The minor i ty  shareholders of large d i s t r i bu t i ng  

corporations are undoubtedly composed, t o  a cer ta in  extent, of 

pr ivate investors, but to  a far greater degree substantial blocks 

of thei r  shares are held by professional investors, the 

administrators of  pension funds or other substantial pools of 

money. I t  i s  no longer a case of one small shareholder b a t t l i n g  

the large corporation. Substantial sums of money may be involved 

and the professional advisors are quick o f f  the mark to  exert 

their  r i gh ts .  A  s t r i k i n g  example which comes to  mind i s  Domqlas 

Inc. v .  J a r i s l ~ w s k v . ~ ~ ~  This judgment was aff irmed by the Quebec - 
Court of Appeal.l13 

8 . 6 6  Our tentat ive thinking under th is  head i s  therefore 

that the ABCA should not contain any provision re la t i ng  to  the 

regulation of  f inancia l  assistance by a d i s t r i bu t i ng  corporation 

1 1 2  ( 1 9 8 1 )  13 B . L . R .  135. 

1 1 3  (19831 138 D . L . R .  ( 3 d )  521. 



i n  connection wi th a purchase o f  i t s  shares. We would recomnend 

however that the Department of  Consumer & Corporate Af fa i rs  and 

the Alberta Securit ies Comnission should i den t i f y  any abuses that 

may be apparent a r is ing  out of  transactions of  the hind under 

consideration here, and endeavour to secure the amendment of  the 

Alberta Securit ies Act as may be appropriate to  address same. 

8.67 I f  the foregoing course o f  act ion does not f i nd  favour 

wi th the administration, the Bar, and other interested par t ies,  

i t  presently appears to  us that a solvency test - i n  both limbs, 

v&., l i q u i d i t y  and balance o f  assets - should probably be 

maintained. 

RECOMMENDATION No. 16 

( a )  That the ABCA should not contain any provision 
regulat ing f inancia l  assistance by a d i s t r i bu t i ng  
corporation i n  connection wi th a purchase o f  i t s  
shares, ei ther issued or to  be issued. 

( b )  That the Department of  Consumer & Corporate 
Af fa i rs  and the Alberta Securit ies Comission 
should consider whether there i s  a case for  
regulat ion o f  improper assistance by a 
d i s t r i bu t i ng  corporation i n  connection wi th a 
purchase o f  i t s  shares, and i f  so, whether such 
undesirable practices as may be i den t i f i ed  should 
be proscribed w i th in  the relevant Alberta 
securi t ies leg is la t ion .  

6 .  F I N A N C I A L  A S S I S T A N C E  BY A NON-DISTRIBUTING C O R P O R A T I O N  I N  
CONNECTION W I T H  A PURCHASE OF  I T S  SHARES 

( a )  Introduct ion 

8.68 We have found th is  issue to  be one of  considerable 

d i f f i c u l t y ,  both as a matter o f  po l i cy ,  and as to  appropriate 

technical solut ions. 
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8.69 F i r s t ,  there  i s  the issue o f  p o l i c y .  Why should there  

be a p r o s c r i p t i o n  a t  a l l  i n  t h i s  area? I n  the case o f  

d i s t r i b u t i n g  corpora t ions  we suggested tha t  c r e d i t o r s  - so fa r  as 

we have p resen t l y  been able t o  determine - are probably not  

adversely a f f e c t e d .  Such abuses as are revealed by  the law 

repor t s  r e l a t e  t o  take-overs, and as we have suggested, may be 

more approp r ia te l y  the subject  o f  s e c u r i t i e s  law r e g u l a t i o n .  I n  

the case o f  n o n - d i s t r i b u t i n g  corpora t ions ,  i t  i s  poss ib le  tha t  

there may be unsecured c r e d i t o r s  who cou ld  be adversely a f fec ted  

by the t ransac t i on ,  although the incidence o f  t h i s  seems 

impossible t o  determine. Even i f  tha t  i s  so, however, there i s  

s t i l l  the quest ion :  Why should the p o s i t i o n  o f  c r e d i t o r s  be 

addressed i n  a p r o v i s i o n  o f  t h i s  k i n d ,  ra ther  than by some other 

v e h i c l e ,  i f  t h e i r  p o s i t i o n  i s  t o  be looked t o  a t  a l l ?  Perhaps 

the most pragmatic answer tha t  can be g iven t o  tha t  quest ion  i s  

t ha t  the p o s i t i o n  o f  c r e d i t o r s  may be best  addressed a t  the t ime 

the shares (asse ts )  o f  a company are being disposed o f .  On the 

other hand, there  i s  some r e a l  fo rce  i n  the argument - 

i nc reas ing l y  be ing heard - t ha t  piecemeal s t a t u t o r y  p rov i s ions  

fo r  the p r o t e c t i o n  o f  c r e d i t o r s  should be abol ished i n  favour o f  

a new impeachable t ransact ions  regime. I n  what f o l l o w s ,  we 

assume tha t  there i s  a sound case, as a matter o f  p o l i c y ,  f o r  

p r o t e c t i o n  o f  c r e d i t o r s  by l e g i s l a t i v e  p r o s c r i p t i o n  w i t h  respect 

t o  t ransact ions  o f  t h i s  k i n d .  However, we would welcome fu r the r  

comnent on tha t  bas i c  p o l i c y  issue.  

8.70 I f ,  as a matter  o f  p o l i c y ,  t rade c r e d i t o r s  are  t o  be 

p ro tec ted  i n  t h i s  contex t ,  how should tha t  be done? E s s e n t i a l l y  

t h i s  comes down t o  the quest ion :  Who should bear the  burden o f  

p r o t e c t i o n ?  This quest ion  can best be understood i n  a 
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transactional context - that i s ,  through an appreciation o f  the 

posi t ion o f  the several par t ies to  a transaction of t h i s  kind. 

Having undertaken such a descript ion we w i l l  then canvass the 

solutions which presently occur to  us. 

8.71 We s tar t  wi th the proposit ion that the shareholders of 

a non-dis t r ibut ing corporation who s e l l  the i r  shares have every 

r i gh t  to  do so. Indeed they, or thei r  personal representatives 

af ter  thei r  death, may be bound to  do so pursuant to  an agreement 

wi th the remaining shareholders. I t  may of ten be necessary to 

structure the sale so that payments are made over a period of  

time i n  order to  provide an orderly t rans i t ion  between 

generations or i n  the event of the death or retirement of a 

shareholder. I n  any of  these transactions there are three 

part ies d i r e c t l y  involved, the buyers, the unsecured creditors 

and the person who has been granted f inancia l  assistance by the 

corporation to  assist  the sale, whether i t  be the vendors of the 

shares or a t h i r d  par ty  who has advanced money to  the buyers i n  

order that the vendors may be paid i n  f u l l .  

( b )  The Nature and Effect of  the Financial Assistance 

8.72 We do not believe that a l l  forms of f inancia l  

assistance are presently prohibi ted by section 42 .  I f  Canadian 

courts fol low the decision i n  the Wellinqton Publishinq case,l14 

a dividend under section 40,  a redemption of  shares under section 

34, a corporate buy back of  the corporation's own shares under 

section 32 or a reduction of capi ta l  under section 36 could a l l  

be used to  assist i n  the purchase of the corporation's shares 

There i s  no reason why th is  should not be so since each of those 

Footnote 30, supra. 
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sections has a b u i l t - i n  protect ion for the credi tors of the 

corporation. 

8.73 The form o f  assistance generally given i s  e i ther  a 

guarantee by the corporation that the unpaid balance owing t o  the 

se l l i ng  shareholders w i l l  be paid, or a charge on the assets of 

the corporation as securi ty for payment, or both. I f  financing 

has been arranged thr0ugh.a t h i r d  party or lender i n  order t o  pay 

the se l l i ng  shareholders i n  f u l l ,  then e i ther  or both o f  these 

forms of  secur i ty  w i l l  usual ly be given t o  whoever puts up the 

money. I n  the event that only a guarantee i s  given by the 

corporation the e f fec t  on the unsecured credi tors i s  not as 

serious as i n  the case of  a charge upon i t s  assets. I f  the 

corporation founders and i s  ca l led  upon to  pay the guarantee, the 

obl' igation ranks equally i n  p r i o r i t y  wi th the claims of  the 

unsecured credi tors.  I f  however, the corporation has granted a 

charge upon i t s  assets i n  favour o f  e i ther  the unpaid vendors or 

i n  favour of  a t h i r d  par ty  whose money has been used to  pay o f f  

the se l l i ng  shareholders, the charge w i l l  take p r i o r i t y  over the 

unsecured credi tors.  The dispute then becomes a p r i o r i t y  b a t t l e  

between various classes o f  credi tors.  

( c )  The Parties Concerned i n  the Transaction 

8.74 I n  the usual k ind  of  case, that i s ,  one i n  which the 

buyer wishes t o  pay the balance o f  the purchase pr ice  over time 

and securi ty for payment has been given by a charge on the 

corporat ion's assets e i ther  to  the vendors or t o  a t h i r d  party 

who i s  f inancing the transaction, there may be f i v e  d i f f e ren t  

par t ies involved i n ,  or affected by, the transaction. They are; 

the unsecured c red i to rs  o f  the corporation, the vendors o f  the 
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shares, the t h i r d  party lender i f  there i s  one, the buyers of  the 

shares, and the d i rectors of  the company. We now turn to  a 

consideration o f  the pos i t ion  of each ar is ing  from the 

transaction. 

( i) The Unsecured Creditor 

8.75 Shares i n  a non-dis t r ibut ing corporation are not 

f ree ly  bought and sold i n  the marketplace. Transactions come 

about under two separate sets of  circumstances. They are e i ther  

the resul t  of a buy lse l l  arrangement among the shareholders i n  

the event of  death or retirement of one o f  them, or the resul t  o f  

an arm's length transaction. The buy/sel l  agreements may take 

one of  two comnon forms. Either the continuing shareholders 

agree to  buy the r e t i r i n g  or deceased shareholder's shares, or 

the corporation agrees to  buy back the r e t i r i n g  or deceased 

shareholder's shares. I n  the l a t t e r  case the transaction can 

only be completed i f  the corporation can meet the requirements o f  

section 32. These are not the cases that have caused any great 

problems and nothing further need be said about them. 

8.76 An arm's length transaction involving the purchase and 

sale of  shares i n  a non-dis t r ibut ing corporation w i l l  involve 

considerable p r i o r  negotiation and the execution of  a complex 

agreement. The buyer, properly advised, needs to know the 

precise value represented by the piece of  paper cal led a share 

c e r t i f i c a t e  before agreeing to  buy i t .  The keystone of  any share 

sale agreement i s  a set of  f inancial  statements coupled wi th 

several pages o f  warranties. The agreement may require the 

purchaser to  pay o f f  the trade credi tors at or imnediately af ter  

closing, or they may not be paid o f f  and are simply a continuing 
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obl igat ion o f  the corporation. I f  the agreement i s  so structured 

that the trade c red i to rs  are t o  be paid o f f  by the vendors, i t  

seems highly  improbable that the trade credi tors w i l l  not rea l i ze  

that there has been a change i n  the ownership o f  the corporation. 

Hence there i s  an argument that i f  they continue t o  do business 

w i th  the corporation without making enquir ies, they do so at 

the i r  own r i s k .  

8.77 Even i n  those cases i n  which the ob l iga t ion  o f  the 

corporation to  i t s  trade credi tors continues we doubt that the 

trade credi tors w i l l  not know of the change o f  ownership w i th in  a 

f a i r l y  short period of time. There are not that many people 

involved i n  the management o f  non-dis t r ibut ing corporations. 

Within a r e l a t i v e l y  short period of  time the trade credi tors w i l l  

rea l i ze  that there has been a change i n  the ownership and 

management o f  the corporation. Admittedly, t h i s  knowledge may be 

o f  l i t t l e  use to  them i f  during that period the corporation has 

executed a charge upon i t s  assets that w i l l  take p r i o r i t y  over 

the i r  claims. Nowhere i n  the judgments of  the t r i a l  judge, the 

Nova Scotia Court o f  Appeal or the Supreme Court o f  Canada i n  

I rv ina  O i l  L td,  v .  Central and Eastern Trust Co.115 i s  there any 

indicat ion o f  the length of  time i n  which I r v i n g  O i l  Ltd. had 

been dealing w i th  the corporation, Stonehouse Motel Ltd. The 

closing date for the sale was December 31, 1968. Judgment was 

given by the t r i a l  judge i n  the foreclosure act ion cn November 

25 ,  1977. There must have been a period of  eight years between 

the date of  the transaction and comnencement of  foreclosure 

proceedings. We can make one of two assumptions. Either I r v i ng  

" 5  For t r i a l  decision see (1978.) 81 D . L . R .  (3d) 495. 
N . S . C . A .  decision (1979) 89 D . L . R .  (3d) 374 .  Supreme Court 
o f  Canada, footnote 5 5 ,  supra. 



O i l  Ltd. dealt w i th  Stonehouse Motel before the transaction and 

continued to  do so, or i t  comnenced dealing wi th Stonehouse Motel 

some time a f te r  the transaction. I f  i t  had been dealing wi th the 

motel before the transaction i t  would have been paid i t s  debt i n  

f u l l  shor t ly  a f te r  the closing date, s ince , th i s  was one of  the 

obl igat ions o f  the vendor. I f  i t  had been dealing wi th the motel 

before the closing date i t  must cer ta in ly  have been aware o f  the 

change of ownership. I f  i t  dealt wi th the motel for the f i r s t  

time af ter  the closing date i t  was ce r ta in l y  open to  i t  t o  

discover that the motel was subject t o  a substantial mortgage. 

(ii) The Vendors of  the Shares 

8.78 I f  the vendors o f  the shares are prepared to  take 

p a r t i a l  payment and the balance over time, secured by a charge on 

the corporation's assets, then thei r  pos i t ion  i s  analogous to  

that of  the t h i r d  party or lender who finances the transaction on 

the basis o f  receiving securi ty for the monies advanced. We 

leave any further discussion of  thei r  pos i t ion  under these 

circumstances t o  our discussion of  the t h i r d  par ty  or lender who 

advances money for the purposes of  a sale on the basis o f  

receiving secur i ty  for repayment. I n  those cases i n  which the 

se l l i ng  shareholders have parted wi th the i r  shares upon condit ion 

that they be paid i n  f u l l ,  should the law impose any obl igat ion 

upon them wi th respect t o  the corporation's obl igat ions to  i t s  

unsecured credi tors? I n  those cases i n  which the se l l i ng  

shareholders do not pay o f f  the trade credi tors,  the outstanding 

obl igat ions have been taken i n t o  account t o  reduce the pr ice  for 

which they sold. Leaving for the moment any consideration of 

the i r  pos i t ion  i n  the event they have taken securi ty for the 
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unpaid balance, and providing that the sale i s  an arm's length 

transaction, i t  seems d i f f i c u l t  t o  see why the se l l i ng  

shareholder should bear any burden i n  favour of  the unsecured 

credi tors.  

8.79 We have excepted the non-arm's length transaction for  

a speci f ic  reason. I f  we d i d  not do so, i t  would be possible for 

a holding corporation t o  cause one of  i t s  subsidiaries t o  s e l l  

a l l  of i t s  shares t o  another subsidiary on a time basis, taking 

as securi ty for payment a charge on the assets o f t h e  corporation 

whose shares are being sold. Thus the unsecured credi tors o f  the 

corporation whose shares are being sold could be defeated. 

(i i i) The Third Party Lender 

8.80 We include i n  t h i s  category se l l i ng  shareholders who 

have a balance owing t o  them and who have taken a charge on the 

corporation's assets t o  secure payment. I n  t h i s  s i t ua t i on  there 

i s  an issue as t o  whether i t  should be the secured or the 

unsecured credi tor  who i s  favoured by the law. At present the 

law favours the unsecured c red i to r .  And i t  does so to  an 

extraordinary degree. I n  I r v i nq  O i l  Ltd. v .  Central and Eastern 

Trust C o . , l I 6  I r v i ng  O i l  was favoured i n  i t s  claim t o t a l l i n g  

s l i g h t l y  over $10 ,500  at the expense of  Central and Eastern Trust 

Co. whose mortgage at the time of  the cornencement of  the 

foreclosure act ion was just  under $218,000. I n  Thibaul t l l7  the 

vendor who parted wi th h i s  business only on condit ion that he 

would receive securi ty for the unpaid balance ended up receiving 

some $16,500 out o f  a to ta l  purchase p r i ce  of $90,000, t o  the 

1 1 6  Fmtnote 55, supra. 

1 1 7  Footnote 45, supra. 
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benef i t  o f  the unsecured credi tors  of the corporation some three 

years a f t e r  the transaction. I t  may be thought that the 

elevat ion o f  the unsecured c red i t o r ' s  r i g h t s  i n  t h i s  way i s  

un jus t i f i ed  - at least as against a secured c red i t o r .  

( i v )  The Buyer o f  the Shares 

8 .81  Buyers o f  shares enter i n t o  the transaction of  the i r  

own free w i l l ,  and rou t ine ly  without the necessary funds to  

complete. They assume control  o f  the corporat ion's a f f a i r s .  I f  

the corporation f a i l s  some time a f te r  the transaction, i t  i s  

e i ther  because thei r  management has been inadequate or because of  

economic factors over which they have no cont ro l .  I f  i t  i s  the 

l a t t e r ,  undoubtedly one may sympathize w i th  the i r  p l i g h t ,  but 

t h i s  i s  a r i s k  that they assumed when they bought the shares. 

8.82 Either the transaction was structured so that the 

se l l i ng  shareholders paid o f f  the trade c red i to rs  up t o  the date 

o f  c losing, or the buying shareholders got a reduction i n  the 

purchase p r i ce  o f  the shares through the i r  undertaking that the 

corporation would do so a f t e r  the transact ion. As we have noted 

i n  the f i r s t  case, the credi tors  do not need protect ion.  They 

have been paid o f f .  Creditors deal ing w i th  the corporation a f te r  

the transaction do so at the i r  own r i s k .  By obtaining a 

reduction i n  the purchase p r i ce  i n  those cases i n  which the 

creditors were not paid o f f  at the time of  the transaction, the 

buyers have i m p l i c i t l y  undertaken to  do so. I n  these 

circumstances i t  i s  arguable that i f  i t  i s  a trade credi tor  who 

i s  to be favoured and protected, i t  should be at the expense of  

the buyers, not at the expense o f  the s e l l i n g  shareholders, 

whether they have taken securi ty for an unpaid balance or not ,  or 
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a t  the expense o f  the t h i r d  party lender who has advanced money 

only on the basis that the advance w i l l  be secured by a charge on 

the corporat ion's property. ' One o f  the extraordinary resul ts  i n  

the I r v inq  O i l  case i s  that the buyers o f  the shares ended up 

w i th  a corporation owning a very substantial asset that i s  not 

subject t o  any major f inancing. I n  addit ion to  the Central and 

Eastern Trust mrtgage there was an addit ional second mortgage of 

$50 ,000  involved i n  the transaction. Presumably t h i s  too f e l l  by 

the wayside. I t  seems an extraordinary resu l t  that the law would 

create such a magnificent windfa l l  for the buyers who d i d  not 

have su f f i c i en t  funds t o  close the transaction i n  the f i r s t  

place. 

( d l  Possible Solutions 

8.83 There seem t o  us t o  be several possible approaches 

which might be adopted for  the protect ion o f  unsecured credi tors 

w i th  respect to  non-distr ibut ing-corporat ions. Again we note 

that t h i s  assumes the case for  protect ion i s  made out,  and the 

question now being asked i s  therefore a technocratic one. 

8.84 The f i r s t  p o s s i b i l i t y  i s  to  maintain a proh ib i t ion  (as 

under the present law) against these transactions unless the 

company i s  solvent - however the term "solvent" i s  defined. 

(To ta l l y  p roh ib i t ing  a l l  such transactions seems altogether too 

Draconian. 

8.85 A second p o s s i b i l i t y  i s  to  allow the transaction t o  

proceed regardless of solvency but t o  place an obl igat ion upon 

the buyers of  the shares t o  reimburse credi tors w i th in  some set 

period of  time, i f  the i r  debts are not property discharged. We 
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w i l l  c a l l  t h i s ,  for  convenience, an "insurance" analogy. 

8.86 A t h i r d  p o s s i b i l i t y  i s  t o  maintain a  p roh ib i t i on  ( w i t h  

a  solvency exception) and, i n  the event o f  breach, t o  require 

whatever f i nanc ia l  assistance i s  improperly granted t o  be 

restored t o  the company by spec i f ied pa r t i es .  This would most 

l i k e l y  be the d i rec to rs  o f  the company who sanctioned the 

arrangement. 

8.87 The I n s t i t u t e ' s  pos i t ion  on these p o s s i b i l i t i e s  i s  

ten ta t i ve  at t h i s  time. I t  has some reservations as t o  whether 

unsecured c red i to rs  should be protected a t  a l l  i n  t h i s  context.  

However, i f  c red i to rs  are t o  be protected, i t  i s  h i gh l y  

desireable that the technique chosen be one which lends i t s e l f  

r ead i l y  t o  f i e l d  appl icat ion and the g i v i ng  o f  reasonably precise 

legal and accounting advice. The Board i s  t en ta t i ve l y  i n  favour 

o f  the t h i r d  p o s s i b i l i t y  (para. 8.86, supra) but wishes t o  hear 

representations on t h i s  issue before expressing a d e f i n i t i v e  

view. I t  may now be useful  t o  say something i n  more d e t a i l  about 

each o f  these p o s s i b i l i t i e s ,  and the advantages and disadvantages 

o f  each. 

( e l  The Solvency Approach 

8.88 This would involve a cont inuat ion o f  the present 

technique: the transact ion i s  p roh ib i ted  unless the company 

could be said t o  be - on some defined basis - solvent a t  the time 

the transact ion was entered i n to .  There are problems under t h i s  

approach o f  both d e f i n i t i o n  and app l i ca t ion  and the question o f  

what solvency should mean for  the purpose o f  t h i s  exercise has 

been canvassed at  e a r l i e r  po in ts  i n  t h i s  repor t .  On the 
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advantages side, th is  test i s  party neutral - that i s ,  i t  says 

that if the f inancia l  condit ion of  the corporation i s  X ,  then i t  

may do Y ,  but an overt preference for the posi t ion of  a 

par t icu lar  party af ter  the fact i s  avoided. 

( f )  The Restorative Approach 

8.89 I f  a  p roh ib i t ion  i s  t o  be maintained, i t  would be 

possible to  require somebody to  restore to  the company the 

measure of any f inancia l  assistance improperly advanced wi th 

respect t o  the purchase of  shares. 

8.90 There are at least two obvious problems wi th such an 

approach. What i s  meant by the "measure" i n  such a  case? That 

sum of money actual ly  advanced? Or perhaps even that sum of 

money actual ly  advanced together wi th any co l l a te ra l  benef i ts 

derived therefrom? And, who should do the restor ing? The 

d i rectors? Or the s e l l i n g  shareholders? Or both? 

8.91 I f  the d i rectors (who w i l l  rout inely  also be the major 

shareholders i n  these cases) are required to  restore funds to  the 

company that w i l l  have at least two ef fects.  F i r s t ,  i t  puts the 

funds back i n t o  the company pool, for whatever advantage may flow 

to  both secured and unsecured credi tors.  Second, i t  would 

operate as a  powerful disincent ive to  a  breach of  the 

proscr ipt ion against provision of assistance. 

8 . 9 2  This approach i s  as party neutral as could be 

formulated, i n  that i t  i s  supportive of the ex ante posit ions of 

secured and unsecured credi tors.  I t  i s  they who have put 

themselves i n t o  the posit ions they i n  fact occupy. This proposal 

would therefore represent a  sharp redi rect ion o f  the law away 
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from the (perhaps inadvertent) present protect ion of unsecured 

credi tors,  and would represent, i n  pract ice,  an improvement i n  

the lo t  of  the secured c red i to r .  

8.93 Several Board Members, as presently advised, favour 

t h i s  approach. We would pa r t i cu la r l y  welcome comnents on any 

d i f f i c u l t i e s  that t h i s  suggestion might give r i s e  to  i n  pract ice. 

( g l  An Insurance Analogy 

8.94 -We have noted that,  i n  p rac t ica l  terms, transactions 

of th is  k ind occur because the buyer needs f inancia l  assistance 

to  close the deal. I t  could be suggested - and has been to  us - 

that the burden of protect ing unsecured credi tors should 

therefore f a l l  on the buyer of  shares. The thesis i s ,  

essent ia l ly ,  that the person who takes the benef i t  should also 

take the burden. 

8.95 Assuming that that thesis i s  accepted as a matter of  

p r inc ip le ,  there are two subsidiary questions which would ar ise.  

F i r s t ,  the length of  time i n  which the transaction could 

reasonably be considered to  have adversely affected the unsecured 

c red i to r .  Second, the quantum for which the buyers are l i ab le .  

8 .96 As to  the f i r s t  matter, trade credi tors w i l l  normally 

supply goods and services on a continuing basis. I f  they have 

done so for two years and have been paid during that period i t  i s  

not their  debt at the time of  the transaction that i s  involved; 

that debt has long since been replaced by a current debt. As we 

have mentioned we think that a solvency test i s  d i f f i c u l t  and 

inappropriate. I f  the buyers can keep the corporation 

functioning for two years, then the trade credi tors w i l l  l i k e l y  



181 

have been pa id  t he i r  o r i g i n a l  debt, and w i l l  have made some 

p r o f i t  on those transact ions dur ing that per iod.  We th ink  that 

the two year l i m i t a t i o n  per iod present ly  contained i n  sect ion 

113(9) should be a s u f f i c i e n t  length o f  time t o  protect  those who 

were trade c red i t o r s  at the time o f  the t ransact ion.  

8.97 What should be the extent o f  the buyer 's l i a b i l i t y ?  

There are a l te rna t i ves .  Should the buyers be absolved once the 

o r i g i n a l  debt o f  the unsecured c red i to r  has been pa id ,  should 

there be some form of propor t iona l  abatement over the two year 

per iod,  or should the buyers remain l i a b l e  dur ing the two year 

per iod fo r  the t o t a l  amount o f  the debt owed t o  the trade 

c red i t o r s  a t  the time o f  the t ransact ion? These cases on ly  a r i se  

under circumstances i n  which the buyers have agreed that the 

corporat ion w i l l  continue t o  be responsible for  the debts owing 

t o  the trade c red i t o r s .  I n  so doing they have discounted the 

purchase p r i c e .  We th ink  on the whole therefore that  i f  t h i s  

thesis i s  adopted that the buyers o f  the shares should be l i a b l e  

fo r  the f u l l  extent o f  the trade c r e d i t o r ' s  debt a t  the time o f  

the t ransact ion f o r  the f u l l  two year per iod.  We confess that we 

are somewhat ten ta t i ve  i n  t h i s  recomnendation. We would 

appreciate comnent. 

8.98 There i s  a fu r the r  minor question under t h i s  head. 

Should the buyers be l i a b l e  fo r  debts o f  trade c red i to rs  who were 

not trade c red i to rs  at  the time o f  the t ransact ion,  but s ta r ted  

deal ing w i t h  the corporat ion at some time a f t e r  the t ransact ion? 

Our f i r s t  react ion was t o  th ink  no t .  Such persons are i n  a l i k e  

pos i t i on  t o  any c red i to r  deal ing w i t h  any corporat ion.  I f  the 

amounts are f a i r l y  large they w i l l  c e r t a j n l y  take some 
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precautions before advancing the c red i t ,  or w i l l  seek some 

securi ty before they do so. There i s  however one small problem, 

pa r t i cu la r l y  i n  re la t i on  to  the corporation g iv ing a charge upon 

i t s  assets. The charge w i l l  normally be registered i n  a publ ic  

reg is t ry  and i s  avai lable to  the cautious and d i l i gen t  c red i to r .  

The problem arises because of a short time lag. A creditor who 

deals wi th the corporation during the period from the date of the 

sale and the date of reg is t ra t ion  of the charge cannot discover 

any charge on the corporation's assets because i t  has not been 

registered during that period. We have wondered whether an 

exception should be made for the new trade credi tor  who deals 

wi th the corporation w i th in  90 days of the date of  the 

transaction. We are not sure that the extra complexity that 

would be involved i s  worth the doing. We therefore make no 

specif ic recomnendation i n  t h i s  regard, but ra ise  the matter for 

c m n t  . 

8 . 9 9  A f i n a l  point concerns the i den t i t y  of  the buyer. The 

buyer of  the shares may be another corporation having few or 

insu f f i c ien t  assets to  meet any l i a b i l i t y  owed to  the unsecured 

credi tors.  We therefore suggest ( i f  t h i s  approach i s  adopted) 

that the d i rectors of  the corporation who authorize the f inancia l  

assistance should be j o i n t l y  and severally l i a b l e  together wi th 

the buyers. I n  those cases i n  which the buyers are individuals 

who become the new di rectors,  there w i l l  be no extra l i a b i l i t y .  

The provisions would only take ef fect  i f  the buyer was another 

corporation. 



RECOMMENDATION No. 17 

( a )  That there should be a proh ib i t ion  against 
f inancia l  assistance by a corporation i n  
connection wi th a purchase o f  i t s  shares unless 
there are reasonable grounds for bel iev ing that 
the corporation i s ,  or a f te r  g iv ing the f inancia l  
assistance would be, unable t o  pay i t s  l i a b i l i t i e s  
as they become due, and 

( b )  That where the proh ib i t ion  i s  breached the 
d i rectors o f  the corporation should be required to 
restore t o  the corporation whatever f inancia l  
assistance was improperly given. 

( h )  Indi rect  Assistance 

8.100 Ear l ier  in' th is  report we discussed two English 

cases, Selanqore United Rubber Estates Ltd. v .  Craddock and 

Dthers118 and Karak Rubber Co. Ltd. v .  Burdon. l lg I n  both of  

these cases the buyer, imnediately af ter  acquiring the shares of  

the corporation, caused the corporation to  lend a l l ,  or 

substant ia l ly  a l l ,  o f  i t s  l i q u i d  assets to  another corporation 

contro l led by the buyers. I n  neither case was any securi ty taken 

for the loan, and i t  was obviously improvident since the 

borrowing corporation had no real means o f  repaying the money 

that i t  had borrowed. Both of the cases deal wi th companies that 

were l i s t e d  on the London Stock Exchange. Neither would occur 

today since i t  i s  h ighly  improbable that e i ther  would be approved 

by the Take Overs and Mergers Panel of the London Stock Exchange, 

recent ly described i n  v.  Panel on Takeovers and Merqers e x  

parte Dataf as that " t r u l y  remarkable body perched on the 20th 

f loor  of  the Stock Exchange Building i n  the C i ty  of London".lzO 

Footnote 2 5 ,  supra. 

Footnote 27, supra. 

l Z 0  New Journal Law Reports, Dec. 19, 1986, 1207 at p. 1207.  See 
the o f f i c i a l  report at [I9871 2 S . L . R .  699 and Note, (1987) 
50  M . L . R .  3 7 2 .  
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The panel i s  a sel f - regulat ing body, i t  i s  unincorporated and has 

no de jure basis for i t s  existence. That case however d i d  

establ ish that i t s  decisions are reviewable by a cour t .  

8.101 With regard to  d i s t r i bu t i ng  corporations, i n  Alberta 

we have the Alberta Securit ies Comnission. With regard to  

non-distr ibut ing corporations; we wonder whether there i s  any 

need for any statutory r e g u l a t i o n .  When examined c losely ,  both 

of these transactions involved a c o n f l i c t  of in terest  which, 

under Alberta section 115 ,  could hardly be cal led a reasonable 

transaction from the point of view of the corporation, and 

neither could i t  be described as being " i n  the best interests of 

the corporation" as required under section 1 1 7 .  We do not think 

that an Alberta court would have any d i f f i c u l t y  i n  f i x i n g  

l i a b i l i t y  upon the buyers under such extraordinary circumstances. 

We do not think therefore that i t  i s  necessary to provide any 

statutory regulat ion. 

( i 1 Disclosure 

8.102 I f  the only r e s t r i c t i o n  on transfer of shares i n  a 

non-distr ibut ing corporation was a requirement that any proposed 

transfer must be subject to  the approval of the d i rectors before 

becoming e f fec t ive ,  and one shareholder was not a d i rec tor ,  or i f  

the shareholder was a corporation but was not represented on the 

board of d i rectors,  i t  i s  possible that a shareholder might not 

be aware of the purchase of the corporation's shares u n t i l  a f ter  

the event. Should we be concerned about the p o s s i b i l i t y ?  We 

think not,  for two reasons. The f i r s t  i s  a constant problem i n  

law reform. How much regulat ion should a s tatute impose to 

protect the unwary? Too heavy a harness imposes an unwarranted 
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addit ional burden upon legit imate transactions. On the whole we 

are reluctant t o  recomnend regulation i n  any case i n  which a 

reasonably i n te l l i gen t  c i t i z e n  has the means to  protect himself. 

The other reason i s  that we do not think the end resul t  i s  a l l  

that severe. I t  seems highly improbable that the remaining 

shareholder would be the major i ty shareholder and not know what 

i s  going on, but even i f  th is  were true, the consequences are not 

serious. I f  the remaining shareholder i s  a minor i ty  shareholder 

that person w i l l  have h is  remedies i f  the new major i ty 's  conduct 

of  the corporation i s  oppressive or un fa i r l y  p re jud ic ia l  to  h is  

in terests.  On the whole therefore we do not think that 

disclosure to  the shareholders i s  a matter of crushing concern 

but any provision should match those that we have suggested 

regarding loans and f inancia l  assistance to  d i rectors.  

8.103 Disclosure to  the unsecured credi tors before the 

event i s  not of much help to  them unless i t  i s  coupled with a 

remedy. We have considered a scheme simi lar to  the requirements 

of  the Bulk Sales Act121 i f  the corporation se l l s  i t s  assets 

rather than the shareholders se l l i ng  thei r  shares. We do not 

think th is  cumbersome mechanism i s  necessary providing that the 

burden of  l i a b i l i t y  f a l l s  d i r e c t l y  upon the purchasers and the 

directors who authorize the transaction.122 

8.104 We also considered, as a prerequisi te to  the v a l i d i t y  

of  the transaction, some form of  appl icat ion to  the cour t ,  not ice 

of  which would be served upon a l l  credi tors.  Such a provision 

1 2 '  R . S . A .  1980, C .  8 - 1 3  

' 2 2  We note that the Law Reform Comnission of  B r i t i s h  Columbia 
i n  i t s  Report No. 67 issued i n  October of 1983 recomnended 
the repeal of  that Act. The B r i t i s h  Co luh ia  leg is lature 
implemented th is  recomnendation i n  1985. 



would be redundant since an application o f  th is  nature may be 

made to  the court under the provisions of  section 186. No doubt 

i n  any such appl icat ion the court would impose appropriate 

conditions 

8.105 The only remaining question therefore i s  whether the 

corporation should n o t i f y  a l l  o f  i t s  unsecured credi tors 

fol lowing any transaction i n  which i t  has given f inancia l  

assistance regarding a purchase of  i t s  shares. I f  the 

corporation has already granted the f inancia l  assistance, the 

only pract ica l  benef i t  might be that the trade credi tors could 

refuse to  advance any further c red i t .  We are doubtful as to  

whether such a requirement should be necessary. For the purposes 

of  th is  report for discussion we make the fol lowing 

recomnendation. We s o l i c i t  comnent 

RECOMMENDATION No. 18 

That i n  any case i n  which a corporation has granted 
f inancia l  assistance i n  connection wi th a purchase of  
i t s  shares, the corporation be required to  n o t i f y  a l l  
of i t s  unsecured creditors that i t  has done so w i th in  
90 days o f  the date of  the transaction. 

7 .  THE P O S I T I O N  OF THE T H I R D  P A R T Y  OR LENDER 

8 . 1 0 6  The or ig ina l  in tent ion of  Section 4 2 1 3 )  was to  

protect the t h i r d  par ty  or lender. We agree w i th  that po l i cy  but 

we doubt that i t  accomplishes th is  purpose under i t s  present 

wording. The section presently reads as fol lows: 

4 2 ( 3 )  A contract made by a corporation i n  
contravention of  t h i s  section may be enforced 
by the corporation or by a lender for value 
i n  good f a i t h  without notice o f  the 
contravention. 



8.107 Before discussing the pos i t ion  of a t h i r d  party we 

point out that the present section may f u l f i l l  another purpose, 

namely, that a contract made by a corporation i n  breach of  the 

section may nevertheless be enforced by the corporation. The 

courts have exercised a good deal of  ingenuity i n  permit t ing a 

corporation to  recover money that i t  has loaned t o  a d i rector  i n  

contravention of  the section. They usually do so through the 

mechanism of the constructive t rus t .  We feel that i t  i s  a much 

simpler method t o  provide a clear statutory mechanism permit t ing 

the corporation t o  co l lec t  any debt owed to  i t ,  even i f  the debt 

was incurred i n  breach of  the section. We therefore recommend 

that the corporation continue to  be able to  enforce a contract 

even i f  i t  i s  made i n  breach of  the section. 

RECOMMENDATION No. 19 

That a contract made by a corporation i n  contravention 
o f  the section may nevertheless be enforced by the 
corporation. 

8.108 We have said that we doubt that the section as 

presently worded i s  adequate t o  protect the t h i r d  party who 

enters i n t o  a transaction i n  contravention o f  i t  even though the 

present section does not impose an absolute proh ib i t ion .  Our 

recommendations regarding loans and other forms of  f inancia l  

assistance t o  a d i rector  of  a d i s t r i bu t i ng  corporation impose an 

absolute proh ib i t ion  subject to  some speci f ic  exceptions. While 

there may be a l inger ing doubt that a court would hold the 

contract to  be void under the present section, there seems l i t t l e  

doubt that i t  would cer ta in ly  do so when faced w i th  an absolute 

proh ib i t ion .  We th ink therefore that something more i s  needed. 

Ws therefore suggest that the opening words of  subsection ( 3 )  



should run "notwithstanding any r u l e  o f  law or equ i t y  t o  the 

c o n t r a r y . . . " .  

8.109 I t  i s  the concluding words o f  the sect ion,  namely, 

" i n  good f a i t h  wi thout no t i ce  o f  the contravent ion" that  g i ve  

r i s e  t o  our doubts that  the sect ion as present ly  worded does not 

serve t o  protect  the lender. Section 128 o f  the B r i t i s h  Columbia 

Company Act exempts, "a  bona f i d a  lender fo r  value without 

n o t i c e " .  I n  Royal Bank v .  S tewar tT2=  the cour t  he ld  that  because 

the Royal Bank had no t i ce  o f  the purpose o f  the loan i t  could not 

c la im the p ro tec t ion  o f  the sect ion.  I t  seems t o  us t o  be 

t o t a l l y  u n r e a l i s t i c  i n  today's times t o  be l ieve that any lender 

w i l l  not demand t o  know the purpose f o r  which the loan i s  being 

made. The on ly  cases i n  which the present sect ion would serve t o  

protect  a lender would be those i n  which i t  was de l i be ra te l y  

deceived regarding the purpose o f  the loan. The f i r s t  suggestion 

we considered i n  order t o  strengthen the p o s i t i o n  o f  the t h i r d  

par ty  was t o  simply de le te  the c los ing  words o f  the sect ion.  

While we are s t i l l  o f  the opinion that t h i s  should be done, we do 

not th ink  i t  s u f f i c i e n t  i n  the face o f  an absolute p roh ib i t i on .  

We therefore suggest that  there be added t o  the sect ion the 

opening words that we re fe r red  t o  i n  para. 8.108, and that there 

be deleted from the sect ion the c los ing  words t o  which we have 

re fe r red  above. 

RECOMMENDATION No. 20 

That notwithstanding any r u l e  o f  law or equ i t y  t o  the 
cont rary ,  a contract  made by a corporat ion o r  by a 
lender fo r  value i n  contravention o f  t h i s  sect ion may 
be enforced by the corporat ion or a lender fo r  value. 

1 2 3  Footnote 54, supra. At the time o f  the dec is ion (1980) t h i s  
was s .  125 o f  the BCCA.  



PART 111 .  SUMMARY OF RECOMMENDATIONS 

RECOMMENDATION No. 1 

That, subject t o  the exceptions la ter  discussed, a 
d i s t r i bu t i ng  corporation be prohibi ted from granting 
f inancial  assistance by means of a loan, guarantee or 
otherwise to  a member of  the prohibi ted class. 

RECOMMENDATION No. 2 

That the prohib i ted class of d i rector  include a 
director of an a f f i l i a t e d  body corporate. 

RECOMMENDATION No. 3 

That section 1 l c )  ( i )  be amended by s t r i k i n g  out the 
f igure o f  10% and subst i tu t ing the f igure of  33  113%. 

RECOMMENDATION No. 4 

That section 1 l c )  l i v )  be amended by adding imnediately 
af ter  the word "spouse", the words "or c h i l d " .  

R E C O M M E N D A T I O N  No. 5 

That the proh ib i t ion  i n  Recomnendation No. 1 should 
apply to  an associate o f  a d i rec to r ,  an associate of  a 
director of  an a f f i l i a t e d  body corporate and to  any 
body corporate i n  which the director of  the corporation 
together wi th an associate or associates of  that 
d i rec to r ,  d i r e c t l y  or i nd i rec t l y ,  controls more than 33 
1 /3% of  the voting securi t ies of  that other body 
corporate. 

RECOMMENDATION No. 6 

That no exception to  recomnendation 1 be made for 
lending corporations. 

RECOMMENDATION No. 7 

That advances to  a d i rector  on account o f  expenditures 
to  be incurred on behalf o f  the corporation be excepted 
from the proh ib i t ion  i n  recomnendation 1 .  

RECOMMENDATION No. 8 

That an advance on salary to  a d i rector  who i s  a f u l l  



time employee be excepted from the proh ib i t ion  i n  
recornendation 1 .  

R E C O M M E N D A T I O N  No. 9 

That f inancia l  assistance by way of a loan, guarantee 
or otherwise by a d i s t r i bu t i ng  corporation to  a 
d i rector  who i s  a f u l l  time employee of the 
corporation, or any of i t s  a f f i l i a t e s ,  to  enable the 
d i rector  t o  purchase or erect l i v i n g  accomnodation for 
h i s  or her own occupation be excepted from the 
proh ib i t ion  i n  recornendation 1 .  

RECOMMENDATION No. 10 

That notwithstanding section 25, a corporation be 
permitted to  lend mney to a d i rector  who i s  a f u l l  
time employee of the corporation, or any a f f i l i a t e  of 
the corporation, t o  enable such a d i rector  t o  purchase 
shares of the corporation or of any of i t s  a f f i l i a t e s  
ei ther d i r e c t l y  or to  be held by a trustee. 

R E C O M M E N D A T I O N  No. 1 1  

That no disclosure be necessary wi th regard to  the 
excepted loans and f inancia l  assistance to d i rectors of 
a d i s t r i bu t i ng  corporation. 

RECOMMENDATION No. 12 

That a non-dis t r ibut ing corporation shal l  not give 
f inancia l  assistance to a d i rector  of the corporation 
unless there are reasonable grounds for bel ieving that 
the corporation i s ,  or a f te r  g iv ing the f inancia l  
assistance would be, unable to  pay i t s  l i a b i l i t i e s  as 
they become due. 

RECOMMENDATION No. 13 

That the l im i ta t i on  period contained i n  section 113(91 
should expire two years af ter  the date of the 
resolut ion or the date of the transaction whichever i s  
the e a r l i e r .  

R E C O M M E N D A T I O N  No. 14 

That a non-dis t r ibut ing corporation shal l  not give 
f inancia l  assistance to  a d i rector  of the corporation 
by means of a guarantee or charge upon i t s  assets 
unless there are reasonable grounds for bel ieving that 
the corporation i s ,  or a f te r  having given the f inancial  
assistance would be, unable t o  pay i t s  l i a b i l i t i e s  as 



they become due, i f  the corporation were required to  
pay the amount due under the guarantee or secured by a 
charge upon i t s  assets on the day fol lowing the 
execution of  ei ther or both. 

RECOMMENDATION No. 15 

That subsection (4) of  section 42  be amended t o  require 
a non-dis t r ibut ing corporation to disclose t o  a l l  o f  
i t s  shareholders the de ta i l s  of  any f inancia l  
assistance given by the corporation to i t s  d i rectors 
w i th in  90 days of  the transaction. 

RECOMMENDATION No. 16 

( a )  That the ABCA should not contain any provision 
regulat ing f inancia l  assistance by a d i s t r i bu t i ng  
corporation i n  connection wi th a purchase of  i t s  
shares, e i ther  issued or to  be issued. 

( b )  That the Department of  Consumer & Corporate 
A f fa i r s  and the Alberta Securit ies Comnission 
should consider whether there i s  a case for 
regulat ion of  improper assistance by a 
d i s t r i bu t i ng  corporation i n  connection wi th a 
purchase of i t s  shares, and i f  so, whether such 
undesirable practices as may be i den t i f i ed  should 
be proscribed w i th in  the relevant Alberta 
secur i t ies leg is la t ion .  

R E C O M M E N D A T I O N  No. 17 

( a )  That there should be a proh ib i t ion  against 
f inancia l  assistance by a corporation i n  
connection wi th a purchase of i t s  shares unless 
there are reasonable grounds for bel iev ing that 
the corporation i s ,  or a f te r  g iv ing the f inancia l  
assistance would be, unable t o  pay i t s  l i a b i l i t i e s  
as they become due, and 

( b )  That where the proh ib i t ion  i s  breached the 
d i rectors of  the corporation should be required to  
restore t o  the corporation whatever f inancia l  
assistance was improperly given. 

R E C O M M E N D A T I O N  No. 18 

That i n  any case i n  which a corporation has granted 
f inancia l  assistance i n  connection w i th  a purchase of  
i t s  shares, the corporation be required to  n o t i f y  a l l  
o f  i t s  unsecured credi tors that i t  has done so w i th in  
90 days of  the date o f ' t h e  transaction. 



RECOMMENDATION No. 19 

That a contract  made by a corporat ion i n  contravention 
o f  the sect ion may nevertheless be enforced by the 
corporat ion. 

RECOMMENDATION No. 20  

That notwithstanding any r u l e  o f  law or equi ty  t o  the 
contrary,  a contract made by a corporat ion or by a 
lender for  value i n  contravention o f  t h i s  sect ion may 
be enforced by the corporat ion or a lender for  value. 



PART I V .  APPENDICES 

A P P E N D I X  1 

Companies Act, 1948 ( U . K . )  

190.--(I) I t  sha l l  not be lawful  for  a 
company t o  make a loan t o  any person who i s  
i t s  d i r ec to r  or a d i rec to r  o f  i t s  holding 
company, or to  enter i n t o  any guarantee or 
provide any secur i t y  i n  connection w i t h  a 
loan made -to such a person as aforesaid by 
any other person: 

Provided that nothing i n  t h i s  sect ion sha l l  
apply e i t h e r -  

( a )  t o  anything done by a company which 
i s  f o r  the time being an exempt 
p r i va te  company; or 

( b !  t o  anything done by a subs id iary ,  
where the d i r ec to r  i s  i t s  ho ld ing 
company; or 

( c )  subject t o  the next fo l l ow ing  
subsection, t o  anything done t o  
provide any such person as 
aforesaid w i t h  funds t o  meet 
expenditure incurred or t o  be 
incurred by him fo r  the purposes o f  
the company or  for  the purpose o f  
enabling him proper ly  t o  perform 
h i s  du t ies  as an o f f i c e r  o f  the 
company; or 

i d )  i n  the case of  a company whose 
ord inary  business includes the 
lending o f  money or  the g i v i n g  o f  
guarantees i n  connection w i t h  loans 
made by other persons, t o  anything 
done by the company i n  the ord inary  
course o f  that  business. 

( 2 1  Proviso ( c )  t o  the foregoing 
subsection sha l l  not author ise the making o f  
any loan, or the enter ing i n t o  any guarantee, 
or the p rov is ion  o f  any secur i t y ,  except 
e i  ther - 

( a )  w i t h  the p r i o r  approval o f  the 
company given at  a general meeting 



at which the purposes o f  the 
expenditure and the amount of the 
loan or the extent of the guarantee 
or securi ty,  as the case may be, 
are disclosed; or 

( b )  on condit ion that ,  i f the approval 
of the company i s  not given as 
aforesaid at or before the next 
fol lowing annual general meeting, 
the loan shal l  be repaid or the 
l i a b i l i t y  under the guarantee or 
securi ty shal l  be discharged, as 
the case may be, w i th in  s ix  months 
from the conclusion of that 
meeting. 

( 3 )  Where the approval of the company i s  
not given as required by any such condit ion, 
the d i rec tors  authorising the making of the 
loan, or the entering i n to  the guarantee, or 
the provision of the secur i ty ,  shal l  be 
j o i n t l y  and severally l i ab le  to  indemnify the 
company against any loss ar is ing  therefrom. 



A P P E N D I X  2 

Companies Act, 1985 ( U . K . )  

( 1 )  The prohib i t ions l i s t e d  below i n  th i s  
section are subject t o  the exceptions i n  
sections 332 to  338. 

( 2 )  A company shal l  not- 

( a )  make a loan to  a d i rector  of  the 
company or of i t s  holding company; 

( b )  enter i n t o  any guarantee or provide 
any securi ty i n  connection w i th  a 
loan made by any person to  such a 
d i rec to r .  

( 3 )  A relevant company shal l  not- 

( a )  make a quasi-loan to  a d i rector  o f  
the company or of  i t s  holding 
company; 

( b )  make a loan or a quasi-loan to  a 
person connected wi th such a 
d i rector  ; 

( c )  enter i n t o  a guarantee or provide 
any securi ty i n  connection w i th  a 
loan or quasi-loan made by any 
other person for such a d i rector  or 
a person so connected. 

( 4 )  A  relevant company shal l  not-  

( a )  enter i n t o  a c red i t  transaction as 
credi tor  for such a d i rec tor  or a 
person so connected; 

( b )  enter i n t o  any guarantee or provide 
any securi ty i n  connection w i th  a 
c red i t  transaction made by any 
other person for such a d i rector  or 
a person so connected. 

( 5 )  For purposes of sections 330 t o  346, a 
shadow di rector  i s  treated as a d i rec to r .  

( 6 )  A company shal l  not arrange for the 
assignment t o  i t ,  or the assumption by i t ,  o f  
any r i gh ts ,  obl igat ions or l i a b i l i t i e s  under 
a transaction which, i f i t  had been entered 
i n t o  by the company, would have contravened 
subsection (21, ( 3 )  or ( 4 ) ;  but for the 
purposes of section 330 t o  347 the 



transaction i s  t o  be treated as having been 
entered i n t o  on the date o f  the arrangement 

( 7 )  A company shal l  not take par t  i n  any 
arrangement whereby- 

( a )  another person enteres i n to  a 
transaction which, i f  i t  had been 
entered i n t o  by the company, would 
have contravened any o f  subsections 
(21, ( 3 ) ,  ( 4 )  or ( 6 ) ;  and 

( b )  that other person, i n  pursuance o f  
the arrangement, has obtained or i s  
to  obtain any benef i t  from the 
company or i t s  holding company or a 
subsidiary o f  the company or i t s  
holding company. 

( 1  The fo l lowing subsections apply for 
the in te rpre ta t ion  o f  sections 330 to  3 4 6 .  

( 2 )  "Guarantee" includes indemnity, and 
cognate expressions are t o  be construed 
accordingly. 

( 3 )  A quasi-loan i s  a transaction under 
which one par ty  ( " t h e  c red i to r "  agrees to  
pay, or pays otherwise than i n  pursuance o f  
an agreement, a sum for  another ( " t h e  
borrower") or agrees to  reimburse, or 
reimburses otherwise than i n  pursuance o f  an 
agreement, expenditure incurred by another 
par ty  for another ( " t h e  borrower") -  

( a )  on terms that the borrower (o r  a 
person on h i s  behal f )  w i l l  
reimburse the c red i t o r ;  or 

( b )  i n  circumstances g i v i ng  r i s e  to  a 
l i a b i l i t y  on the borrower t o  
reimburse the c red i t o r .  

( 4 )  Any reference to  the person t o  whom a 
quasi-loan i s  made i s  a reference to  the 
borrower; and the l i a b i l i t i e s  o f  a borrower 
under a quasi-loan include the l i a b i l i t i e s  o f  
any person who has agreed t o  reimburse the 
c red i to r  on behalf of  the borrower. 

( 5 )  "Recognised bank" means a company 
which i s  recognised as a bank for  the 
purposes o f  the Banking Act 1979. 

( 6 )  "Relevant company" means a company 
which- 

( a )  i s  a publ ic  company, or 



( b )  i s  a  subsidiary of a  publ ic company, 
or 

i c )  i s  a  subsidiary of a  company which 
has as another subsidiary a  publ ic  
company, or 

i d )  has a  subsidiary which i s  a  publ ic  
company. 

( 7 )  A c redi t  transaction i s  a  transaction 
under which one party ( " t h e  c r e d i t o r " ) -  

( a )  supplies any goods or se l l s  any land 
under a  hire-purchase agreement or 
a  condit ional sale agreement; 

( b )  leases or hires any land or goods i n  
return for periodical payments; 

i c )  otherwise disposes of land or 
supplies goods or services on the 
understanding that payment (whether 
i n  a  lump sum or instalments or by 
way of periodical payments or 
otherwise) i s  to  be deferred. 

( 8 )  "Services" means anything other than 
goods or land. 

( 9 )  A transaction or arrangement i s  made 
" f o r "  a  person i f -  

( a )  i n  the case of a  loan or quasi-loan, 
i t  i s  made to him; 

( b )  i n  the case of a  c red i t  transaction, 
he i s  the person to  whom goods or 
services are supplied, or land i s  
sold or otherwise disposed o f ,  
under the transaction; 

( c )  i n  the case of a  guarantee or 
securi ty,  i t  i s  entered i n t o  or 
provided i n  connection wi th a  loan 
or quasi-loan made to  him or a  
credi t  transaction made for him; 

( d )  i n  the case of an arrangement w i th in  
subsection ( 6 )  or ( 7 )  of  section 
330, the transaction to  which the 
arrangement re lates was made for 
him; and 

( e l  i n  the case of any other transaction 
or arrangement for the supply or 
transfer o f ,  or of any in terest  i n ,  
goods, land or services, he i s  the 
person to  whom the goods, land or 
services (or  the i n te res t )  are 
supplied or transferred. 

i 1 0 )  "Conditional sale agreement" means the 
same as i n  the Consumer Credit Act 1974. 



( 1 )  Subsection ( 3 )  o f  section 330 does not 
p roh ib i t  a  company ( " t h e  c r e d i t o r " )  from 
making a  quasi-loan to  one of  i t s  d i rectors 
or t o  a  d i rector  o f  i t s  holding company i f -  

( a )  the quasi-loan contains a  term 
requi r ing the d i rector  or a person 
on h i s  behalf t o  reimburse the 
credi tor  h i s  expenditure w i th in  2 
months o f  i t s  being incurred; and 

( b )  the aggregate of the amount o f  that 
quasi-loan and of  the amount 
outstanding under each relevant 
quasi-loan does not exceed £1,000. 

( 2 )  A quasi-loan i s  relevant for t h i s  
purpose i f  i t  was made to  the d i rector  by 
v i r t ue  of  t h i s  section by the creditor or i t s  
subsidiary o r ,  where the d i rector  i s  a  
d i rector  of  the c red i to r ' s  holding company, 
any other subsidiary of that company; and 
" the amount outstanding" i s  the amount of the 
outstanding l i a b i l i t i e s  of  the person to  whom 
the quasi-loan was made. 

I n  the case of  a  relevant company which i s  a  
member of  a group of  companies (meaning a  
holding company and i t s  subsid iar ies) ,  
paragraphs ( b )  and ( c )  of  section 3 3 0 ( 3 )  do 
not p roh ib i t  the company from- 

( a )  making a  loan or quasi-loan to  
another member of  that group; or 

( b )  entering i n t o  a  guarantee or 
providing any securi ty i n  
connection w i th  a  loan or 
quasi-loan made by any person t o  
another member of  the group, 

by reason only that a  director of  one member 
of  the group i s  associated with another. 

Without prejudice to  any other provision of  
sections 332 t o  338, paragraph ( a )  of  section 
3 3 0 ( 2 )  does not p roh ib i t  a  company from 
making a  loan to  a  d i rector  of the company or 
of i t s  holding company i f  the aggregate of  
the relevant amounts does not exceed £2,500. 

( 1 )  Section 330(4) does not p roh ib i t  a  
company from entering i n t o  a  transaction for 
a  person i f  the aggregate of  the relevant 



amounts does not exceed £5 ,000 .  

( 2 )  Section 3 3 0 ( 4 )  does not p roh ib i t  a 
company from entering i n t o  a transaction for 
a person i f -  

( a )  the transaction i s  entered i n t o  by 
the company i n  the ordinary course 
of  i t s  business; and 

( b )  the value of the transaction i s  not 
greater, and the terms on which i t  
i s  entered i n to  are no more 
favourable, i n  respect of  the 
person for whom the transaction i s  
made, than that or those which i t  
i s  reasonable to expect the company 
to  have offered to  or i n  respect o f  
a person of the same f inancia l  
standing but unconnected wi th the 
company. 

The fol lowing transactions are excepted from 
the prohib i t ions of section 3 3 0 -  

( a )  a loan or quasi-loan by a company to 
i t s  holding company, or a company 
entering in to  a guarantee or 
providing any securi ty i n  
connection wi th a loan or 
quasi-loan made by any person t o  
i t s  holding company; 

( b )  a company entering i n t o  a c red i t  
transaction as credi tor  for i t s  
holding company, or entering i n t o  a 
guarantee or providing any securi ty 
i n  connection wi th a c red i t  
transaction made by any other 
person for i t s  holding company. 

( 1 )  A company i s  not prohibi ted by section 
330 from doing anything to  provide a d i rector  
wi th funds to  meet expenditure incurred or t o  
be incurred by him for the purposes of  the 
company or for the purpose o f  enabling him 
properly t o  perform h is  duties as an o f f i c e r  
of  the company. 

( 2 )  Nor does the section proh ib i t  a 
company from doing any thing to  enable a 
d i rector  t o  avoid incurr ing such expenditure. 

( 3 )  Subsections ( 1 )  and ( 2 )  apply only i f  
one o f  the fol lowing conditions i s  sa t is f ied-  



( a )  the thing i n  question i s  done wi th 
p r i o r  approval of the company given 
at a general meeting at which there 
are disclosed a l l  the matters 
mentioned i n  the next subsection; 

( b i  that thing i s  done on condit ion 
tha t ,  i f  the approval of the 
company i s  not so given at or 
before the next annual general 
meeting, the loan i s  to  repaid, or 
any other l i a b i l i t y  a r is ing  under 
any such transaction discharged, 
wi th in 6 months from the conclusion 
of that meeting: 

but those subsections do not authorise a 
relevant company to  enter i n to  any 
transaction i f  the aggregate of  the relevant 
amounts exceeds £10,000. 

( 4 )  The matters to  be disclosed under 
subsection ( 3 )  ( a )  are- 

( a )  the purpose of the expenditure 
incurred or to  be incurred, or 
which would otherwise be incurred, 
by the d i rec tor ,  

( b )  the amount of the funds to  be 
provided by the company, and 

( c i  the extent of  the company's 
l i a b i l i t y  under any transaction 
which i s  or i s  connected wi th the 
thing i n  question. 

( 1 )  There i s  excepted from the 
prohib i t ions i n  section 3 3 0 -  

( a )  a loan or quasi-loan made by a 
money-lending company to  any 
person; or 

( b )  a money-lending company entering 
i n t o  a guarantee i n  connection wi th 
any other loan or quasi-loan. 

121 "Money-lending company" means a 
company whose ordinary business includes the 
making of loans or quasi-loans, or the g iv ing 
of guarantees i n  connection w i th  loans or 
quasi-loans. 

( 3 1  Subsection ( 1 )  applies only i f  both 
the fol lowing conditions are sa t is f ied-  

(a1 the loan or quasi-loan i n  question 
i s  made by the company, or i t  
enters i n t o  the guarantee, i n  the 



ordinary course of the company's 
business; and 

(b) the amount of the loan or 
quasi-loan, or the amount 
guaranteed, is not greater, and the 
terms of the loan, quasi-loan or 
guarantee are not more favourable, 
in the case of the person to whom 
the loan or quasi-loan is made or 
in respect of whom the guarantee is 
entered into, than that or those 
which i t  is reasonable to expect 
that company to have offered to or 
in respect of a person of the same 
financial standing but unconnected 
with the company. 

(4) But subsection ( 1  does not authorise 
a relevant company (unless i t  is a recognised 
bank) to enter into any transaction if the 
aggregate of the relevant amounts exceeds 
& 5 0 , 0 0 0 .  

1 5 )  In determining that aggregate, a 
company which a director does not control is 
deemed not to be connected with him. 

( 6 )  The condition specified in subsection 
(3)(b) does not of itself prevent a company 
from making a loan to one of its directors or 
a director of its holding company- 

(a) for the purpose of facilitating the 
purchase, for use as that 
director's only or main residence, 
of the whole or part of any 
dwelling-house together with any 
land to be occupied and enjoyed 
with i t ;  

(b) for the purpose of improving a 
dwelling-house or part of a 
dwelling-house so used or any land 
occupied and en joyed wi th i t ; 

Ic) in substitution for any loan made by 
any person and falling within 
paragraph (a) or (b) of this 
subsection, 

if loans of that description are ordinarily 
made by the company to its employees and on 
terms no less favourable than those on which 
the transaction ih question is made, and the 
aggregate of the relevant amounts does not 
exceed & 5 0 , 0 0 0 .  

( 1 )  This section has effect for defining 



the "relevant amounts" to  be aggregated under 
sections 334, 335(1) ,  3 3 7 ( 3 )  and 338(4) ;  and 
i n  r e l a t i o n  to  any proposed transaction or 
arrangement and the question whether i t  f a l l s  
w i th in  one or other o f  the exceptions 
provided by those sections, " the  relevant 
exception" i s  that exception; but where the 
relevant exception i s  the one provided by 
section 334 ( loan of small amount), 
references i n  t h i s  section to  a  person 
connected w i th  a  director are to  be 
disregarded. 

( 2 )  Subject as fol lows, the relevant 
amounts i n  re la t i on  to  a  proposed transaction 
or arrangement are- 

( a )  the value of the proposed 
transaction or arrangement, 

( b )  the value of  any ex is t ing  
arrangement which- 

( i i  f a l l s  wi th in subsection ( 6 !  or 
( 7 )  of section 330, and 

( i i )  also f a l l s  w i th in  subsection ( 3 )  
o f  th is  section, and 

( i i i )  was entered i n t o  by v i r t ue  of  
the relevant exception by the 
company or by a  subsidiary o f  
the company o r ,  where the 
proposed transaction or 
arrangement i s  t o  be made for 
a  director of  i t s  holding 
company or a  person connected 
wi th such a  d i rec to r ,  by that 
holding company or any o f  i t s  
subsidiaries; 

i c )  the amount outstanding under any 
other transaction- 

( i )  f a l l i n g  w i th in  subsection ( 3 )  
below, and 

( i i )  made by v i r t ue  o f  the relevant 
exception, and 

( i i i i  made by the company or by a  
subsidiary o f  the company o r ,  
where the proposed trans-iction 
or arrangement i s  t o  be made 
for a d i rector  o f  i t s  holding 
company or a  person connected 
w i th  such a  d i rec to r ,  by that 
holding company or any o f  i t s  
subsidiaries. 

( 3 )  A transaction f a l l s  w i th in  th i s  
subsection i f  i t  was made- 



( a )  for the director for whom the 
proposed transaction or arrangement 
i s  to  be made, or for any person 
connected with that d i rec tor ;  or 

( b )  where the proposed transaction or 
arrangement i s  to  be made for a 
person connected w i th  a d i rector  of 
a company, for that d i rector  or any 
person connected wi th him; 

and an arrangement also f a l l s  w i th in  th i s  
subsection i f  i t  relates to a transaction 
which does so. 

( 4 )  But where the proposed transaction 
f a l l s  w i th in  section 338 and i s  one which a 
recognised bank proposes to enter i n t o  under 
subsection ( 6 )  of that section (housing 
loans, e t c . ) ,  any other transaction or 
arrangement which apart from th i s  subsection 
would f a l l  w i th in  subsection ( 3 )  of  t h i s  
section does not do so unless i t  was entered 
i n t o  i n  pursuance of section 338(6) .  

( 5 )  A transaction entered i n to  by a 
company which i s  ( a t  the time of that 
transaction being entered i n t o )  a subsidiary 
of the company which i s  to  make the proposed 
transaction, or i s  a subsidiary of that 
company's holding company, does not f a l l  
w i th in  subsection ( 3 )  i f  at the time when the 
question arises ( tha t  i s  to  say, the question 
whether the proposed transaction or 
arrangement f a l l s  w i th in  any relevant 
except ion),  i t  no longer i s  such a 
subsidiary. ( 6 )  Values for purposes of 
subsection ( 2 )  of  th is  section are to be 
determined i n  accordance with the section 
next fol lowing; and " the amount outstanding" 
for purposes of subsection ( 2 ) i c )  above i s  
the value of the transaction less any amount 
by which that value has been reduced. 

( 1 )  This section has e f fec t  for 
determining the value of a transaction or 
arrangement for purposes of sections 330 t o  
339. 

( 2 )  The value o f  a loan i s  the amount of 
i t s  p r i nc ipa l .  

( 3 )  The value of a quasi-loan i s  the 
amount, or maximum amount, which the person 
to whom the quasi-loan i s  made i s  l i a b l e  to 
reimburse the c red i to r .  



( 4 )  The value of a guarantee or security 
is the amount guaranteed or secured. 

15)  The value of an arrangement to which 
section 330(6) or (7) applies is the value of 
the transaction to which the arrangement 
relates less any amount by which the 
liabilities under the arrangement or 
transaction of the person for whom the 
transaction was made have been reduced. 

(6) The value of a transaction or 
arrangement not falling within subsections 
(2) to (5) above is the price which it  is 
reasonable to expect could be obtained for 
the, goods, land or services to which the 
transaction or arrangement relates if they 
had been supplied (at the time the 
transaction or arrangement is entered into) 
in the ordinary course of business and on the 
same terms (apart from price) as they have 
been supplied, or are to be supplied, under 
the transaction or arrangement in question. 

(7) For purposes of this section, the 
value of a transaction or arrangement which 
is not capable of being expressed as a 
specific sum of money (because the amount of 
any liability arising under the transaction 
or arrangement is unascertainable, or for any 
other reason), whether or not any liability 
under the transaction or arrangement has been 
reduced, is deemed to exceed £50,000. 

( 1 )  If a company enters into a transaction 
or arrangement in contravention of section 
330, the transaction or arrangement is 
voidable at the instance of the company 
unless- 

(a) restitution of any money or any 
other asset which is the subject 
matter of the arrangement or 
transaction is no longer possible, 
or the company has been indemnified 
in pursuance of sgbsection (2)(b) 
below for the loss or damage 
suffered by i t ,  or 

(b) any rights acquired bona f ide for 
value and without actual notice of 
the contravention by a person other 
than the person for whom the 
transaction or arrangement was made 
would be affected'by its avoidance. 

(2) Where an arrangement or transaction is 



made by a company fo r  a d i rec to r  o f  the 
company or i t s  holding company or a person 
connected w i t h  such a d i r ec to r  i n  
contravent ion o f  sect ion 330, that  d i r ec to r  
and the person so connected and any other 
d i r ec to r  o f  the company who authorised the 
transact ion or arrangement (whether or not i t  
has been avoided i n  pursuance o f  subsection 
( 1 ) )  i s  l i a b l e -  

( a )  t o  account t o  the company for  any 
gain which he has made d i r e c t l y  or 
i n d i r e c t l y  by the arrangement or  
t ransact ion:  and 

( b )  ( j o i n t l y  and severa l ly  w i t h  any 
other person l i a b l e  under t h i s  
subsection) t o  indemnify the 
company f o r  any loss or damage 
resu l t i ng  from the arrangement or 
t ransact ion.  

( 3 )  Subsection ( 2 )  i s  without pre jud ice t o  
any l i a b i l i t y  imposed otherwise than by that 
subsection, but i s  subject t o  the next two 
subsections. 

( 4 )  Where an arrangement or  t ransact ion i s  
entered i n t o  by a company and a person 
connected w i t h  a d i r ec to r  o f  the company or 
i t s  ho ld ing company i n  c o n t r ~ v e n t i o n  o f  
sect ion 330, that  d i r ec to r  i s  not l i a b l e  
under subsection (21 o f  t h i s  sect ion i f  he 
shows that  he took a l l  reasonable steps t o  
secure the company's compliance w i t h  that  
sect ion.  

1 5 )  I n  any case, a person so connected and 
any such other d i r ec to r  as i s  mentioned i n  
subsection ( 2 )  i s  not so l i a b l e  i f  he shows 
t ha t ,  a t  the time the arrangement o r  
t ransact ion was entered i n t o ,  he d i d  not know 
the relevant circumstances cons t i t u t i ng  the 
contravent ion .  

( 1 )  A d i rec to r  o f  a relevant company who 
authorises or permits the company t o  enter 
i n t o  a t ransact ion or arrangement knowing or 
having reasonable cause t o  be l ieve that the 
company was thereby contravening sect ion 330 
i s  g u i l t y  o f  an of fence. 

( 2 )  A relevant company which enters i n t o  a 
t ransact ion or arrangement f o r  one o f  i t s  
d i r ec to r s  or fo r  a d i rec to r  o f  i t s  ho ld ing 
company i n  contravention o f  sect ion 330 i s  
g u i l t y  o f  an of fence. 



( 3 )  A person who procures a relevant 
company to  enter i n t o  a transaction or 
arrangement knowing or having reasonable 
cause to  believe that the company was thereby 
contravening section 330 i s  g u i l t y  o f  an 
offence . 

( 4 )  A person g u i l t y  of  an offence under 
th i s  section i s  l i ab le  to  imprisonment or a 
f ine,  or both. 

( 5 )  A relevant company i s  not g u i l t y  of  an 
offence under subsection ( 2 )  i f  i t  shows 
that ,  at the time the transaction or 
arrangement was entered i n to ,  i t  d id  not know 
the relevant circumstances. 

( 1 )  The fol lowing provisions o f  t h i s  
section- 

( a )  apply i n  the case of  a company which 
i s ,  or i s  the holding company o f ,  a 
recognised bank, and 

( b )  are subject to  the exceptions 
provided by section 344 .  

( 2 )  Such a company shal l  maintain a 
register containing a copy of  every 
transaction, arrangement or agreement of 
which par t icu lars would, but for paragraph 4 
of Schedule 6 ,  be required by section 232 t o  
be disclosed i n  the company's accounts or 
group accounts for the current f inancia l  year 
and for each of  the preceding 10 f inancia l  
years. 

( 3 )  I n  the case o f  a transaction, 
arrangement or agreement which i s  not i n  
w r i t i ng ,  there shal l  be contained i n  the 
register a wr i t ten  memorandum set t ing  out i t s  
terms. 

( 4 )  Such a company shal l  before i t s  annual 
general meeting make available at  i t s  
registered o f f i c e  for not less than 15 days 
ending w i th  the date of  the meeting a 
statement containing the par t i cu la rs  of 
transactions, arrangements and agreements 
which the company would, but for paragraph 4 
of  Schedule 6 ,  be required by section 232 to  
disclose i n  i t s  accounts or group accounts 
for the last complete f inancia l  year 
preceding that meeting. 

( 5 )  The statement shal l  be so made 
avai lable for inspection by members o f  the 



company; and such a statement sha l l  a lso be 
made ava i lab le  for  t he i r  inspect ion at  the 
annual general meeting. 

( 6 )  I t  i s  the duty o f  the company's 
audi tors  t o  examine the statement before i t  
i s  made ava i lab le  t o  members o f  the company 
and t o  make a repor t  t o  the members on i t ;  
and the repor t  sha l l  be annexed t o  the 
statement before i t  i s  made so ava i lab le .  

(7) The audi tors '  report  sha l l  s t a te  
whether i n  t h e i r  op in ion the statement 
contains the pa r t i cu l a r s  required by 
subsection (41; and, where t he i r  op in ion i s  
that  i t  does no t ,  they sha l l  include i n  the 
r epo r t ,  so fa r  as they are reasonably able t o  
do so, a statement g iv ing  the required 
p a r t i c u l a r s .  

( 8 )  I f  a company f a i l s  t o  comply w i t h  any 
p rov is ion  o f  subsections ( 2 )  t o  ( 5 ) ,  every 
person who a t  the time of  the f a i l u r e  i s  a 
d i r ec to r  o f  i t  i s  g u i l t y  o f  an of fence and 
l i a b l e  t o  a f i n e ;  bu t -  

( a )  i t  i s  a defence i n  proceedings 
against a person fo r  t h i s  of fence 
t o  prove that he took a l l  
reasonable steps for  securing 
compliance w i t h  the subsection 
concerned, and 

( b )  a person i s  not g u i l t y  o f  the 
of fence by v i r t u e  on ly  o f  being a 
shadow d i rec to r  of  the company. 

( 9 )  For purposes o f  the app l i ca t ion  o f  
t h i s  sect ion t o  loans and quasi- loans made by 
a company t o  persons connected w i t h  a person 
who a t  any time i s  a d i r ec to r  o f  the company 
or of i t s  holding company, a company which a 
person does not cont ro l  i s  not connected w i t h  
him. 

( 1 )  Section 343 does not apply i n  r e l a t i o n  
to -  

( a )  t ransact ions or arrangements made or  
subs is t ing dur ing a f i nanc ia l  year 
by a company or by a subsidiary o f  
a company fo r  a person who was a t  
any time dur ing that year a 
d i r ec to r  o f  the company or  o f  i t s  
holding company or was connected 
w i t h  such a d i r e c t o r ,  or 

( b )  an agreement made or subs is t ing 



during that year to enter into such 
a transaction or arrangement, 

if the aggregate of the values of each 
transaction or arrangement made for that 
person, and of each agreement for such a 
transaction or arrangement, less the amount 
(if any) by which the value of those 
transactions, arrangements and agreements has 
been reduced, did not exceed E1,000 at any 
time during the financial year. 

For purposes of this subsection, values are 
to be determined as under section 340. 

( 2 )  Section 343(4) and ( 5 )  do not apply to 
a recognised bank which is the wholly-owned 
subsidiary of a company incorporated in the 
United Kingdom. 



A P P E N D I X  3 

Companies Act, 1929 ( U . K . )  

45 . - ( 1 )  Subject as provided i n  t h i s  
sect ion,  i t  sha l l  not be lawful fo r  a company 
t o  g ive ,  whether d i r e c t l y  or i n d i r e c t l y ,  and 
whether by means of  a loan, guarantee, the 
p rov is ion  o f  secur i t y  or otherwise, any 
f i nanc ia l  assistance for  the purpose of  or  i n  
connection w i t h  a purchase made or t o  be made 
by any person o f  any shares i n  the company: 

Provided that nothing i n  t h i s  sect ion 
sha l l  be taken t o  p r o h i b i t -  

( a )  where the lending o f  money i s  pa r t  
o f  the ordinary business of  a 
company, the lending o f  money by 
the company i n  the ord inary  course 
o f  i t s  business; 

i b )  the p rov is ion  by a company, i n  
accordance w i t h  any scheme fo r  the 
time being i n  force,  of  money fo r  
the purchase by t rustees o f  
f u l l y - p a i d  shares i n  the company t o  
be he ld  by or for  the bene f i t  o f  
employees o f  the company, inc lud ing 
any d i r ec to r  holding a sa la r ied  
employment or o f f i c e  i n  the 
company; 

( c )  the making by a company of  loans t o  
persons, other than d i r ec to r s ,  bona 
f ide i n  the employment o f  the 
company w i t h  a view t o  enabl ing 
those persons t o  purchase 
f u l l y - p a i d  shares i n  the company t o  
be he ld  by themselves by way o f  
bene f i c ia l  ownership. 

( 2 )  The aggregate amount o f  any 
outstanding loans made under the au tho r i t y  o f  
provisos ( b )  and ( c )  t o  subsection ( 1  o f  
t h i s  sect ion sha l l  be shown as a separate 
i tem i n  every balance sheet o f  the company. 

( 3 )  I f  a company acts i n  contravent ion o f  
t h i s  sect ion,  the company and every o f f i c e r  
of  the company who i s  i n  de fau l t  sha l l  be 
l i a b l e  t o  a f i n e  not exceeding one hundred 
pounds. 



APPENDIX 4 

Companies Act, 1985 ( U . K . )  

151 Financial assistance generally 
prohibited 

! 1 )  Subject to the following provisions 
of this chapter, where a person is acquiring 
or is proposing to acquire shares in a 
company, i t  is not lawful for the company or 
any of its subsidiaries to give financial 
assistance directly or indirectly for the 
purpose of that acquisition before or at the 
same time as the acquisition takes place. 

( 2 )  Subject to those provisions, where a 
person has acquired shares in a company and 
any liability has been incurred (by that or 
any other person), for the purpose of that 
acquisition, i t  is not lawful for the company 
or any of its subsidiaries to give financial 
assistance directly or indirectly for the 
purpose of reducing or discharging the 
liability so incurred. 

( 3 )  If a company acts in contravention of 
this section, i t  is liable to a fine, and 
every officer of i t  who is in default is 
liable to imprisonment or a fine, or both. 

152 Definitions for this Chapter 

( 1  In this Chapter- 

(a) "financial assistance" means- 

i i )  financial assistance given by 
way of gi f t , 

(ii) financial assistance given by 
way of guarantee, security or 
indemnity, other than an 
indemnity in respect of the 
indemnifier's own neglect or 
default, or by way of release 
or waiver, 

( i i i )  financial assistance given by 
way of a loan or any other 
agreement under which any of 
the obligations of the person 
giving the assistance are to 
be fulfilled at a time when in 



accordance wi th the agreement 
any obl igat ion of another 
party to  the agreement remains 
u n f u l f i l l e d ,  or by way of the 
novat ion o f ,  or the assignment 
or r igh ts  a r is ing  under, a 
loan or such other agreement, 
or 

( i v )  any other f inancial  assistance 
given by a company the net 
assets of which are thereby 
reduced to a material extent 
or which has no net assets; 

( b )  "d is t r ibu tab le  p r o f i t s " ,  i n  
re la t i on  to the g iv ing of any 
f inancia l  assistance- 

( i )  means those p r o f i t s  out of 
which the company could 
lawfu l ly  make a d i s t r i bu t i on  
equal i n  value to that 
assistance, and 

( i i )  includes, i n  a case where the 
f inancial  assistance i s  or 
includes a non-cash asset, any 
p r o f i t  which, i f  the company 
were to make a d i s t r i bu t i on  of 
that asset, would under 
section 276 (d is t r ibu t ions  i n  
k ind)  be avai lable for that 
purpose, 
and 

( c )  "d i s t r i bu t i on "  has the meaning 
given by section 263(2) .  

( 2 )  I n  subsection ( l ) ( a ) ( i v ) ,  "net 
assets" means the aggregate of the company's 
assets, less the aggregate of i t s  l i a b i l i t i e s  
( " l i a b i l i t i e s "  to  include any provision for 
l i a b i l i t i e s  or charges w i th in  paragraph 89 of 
Schedule 4 ) .  

( 3 )  I n  t h i s  Chapter- 

( a )  a reference to a person incurr ing a 
l i a b i l i t y  includes h i s  changing h i s  
f inancial  posi t ion by making an 
agreement or arrangement (whether 
enforceable or unenforceable, and 
whether made on h i s  own account or 
w i th  any other person) or by any 
other means, and 

( b )  a reference to a company g iv ing 



f i nanc ia l  assistance fo r  the 
purpose of  reducing or discharging 
a  l i a b i l i t y  incurred by a  person 
fo r  the purpose o f  the acqu is i t i on  
o f  shares includes i t s  g i v i ng  such 
assistance for  the purpose o f  
wholly or p a r t l y  res to r ing  h i s  
f i nanc ia l  pos i t i on  t o  what i t  was 
before the acqu is i t i on  took place. 

153 Transactions not p roh ib i ted  by s  151 

1 Section 151( 1 )  does not p r o h i b i t  a  
company from g i v i ng  f inanc ia l  assistance for  
the purpose o f  an acqu is i t i on  of  shares i n  i t  
or i t s  ho ld ing company i f -  

( a )  the company's p r i nc i pa l  purpose i n  
g i v i ng  that assistance i s  not t o  
g ive  i t  for  the purpose of  any such 
acqu is i t i on ,  or the g i v i n g  o f  the 
assistance fo r  that  purpose i s  but 
an inc identa l  pa r t  o f  some larger 
purpose o f  the company, and 

( b i  the assistance i s  given i n  good 
f a i t h  i n  the in te res ts  o f  the 
company. 

( 2 )  Section 151(2) does not p r o h i b i t  a  
company from g i v i ng  f inanc ia l  assistance i f -  

( a )  the company's p r i nc i pa l  purpose i n  
g i v i ng  the assistance i s  not t o  
reduce or discharge any l i a b i l i t y  
incurred by a  person fo r  the 
purpose o f  the acqu is i t i on  o f  
shares i n  the company or  i t s  
ho ld ing company, or the reduct ion 
or discharge o f  any such l i a b i l i t y  
i s  but an inc identa l  pa r t  o f  some 
larger purpose o f  the company, and 

( b )  the assistance i s  given i n  good 
f a i t h  i n  the in te res ts  o f  the 
company. 

( 3 )  Section 151 does not p r o h i b i t -  

( a )  a  d i s t r i b u t i o n  of a  company's 
assets by way o f  d iv idend l aw fu l l y  
made or a  d i s t r i b u t i o n  made i n  the 
course o f  the company's winding up, 

( b )  the al lotment o f  bonus shares, 

( c )  a redact ion o f  cap i t a l  confirmed by 
order o f  the court  under sect ion 



( d )  a redemption or purchase of shares 
made i n  accordance wi th Chapter 7 
o f  th is  Part, 

( e l  anything done i n  pursuance o f  an 
order o f  the court under section 
425 (compromises and arran ements 
w i th  credi tors and memberse. 

( f )  anything done under an arrangement 
made i n  pursuance of section 582 
(acceptance o f  shares by l iquidator 
i n  winding up as consideration for 
sale of proper ty) ,  or 

g )  anything done under an arrangement 
made between a company and i t s  
credi tors which i s  binding on the 
credi tors by v i r tue  of section 6 0 1  
(winding up imninent or i n  
progress). 

1 4 )  Section 151 does not p roh ib i t -  

( a )  where the lending o f  money i s  part  
of  the ordinary business of the 
company, the lending of money by 
the company i n  the ordinary course 
of i t s  business, 

( b )  the provision by a company i n  
accordance with an employees' share 
scheme of money for the acquisi t ion 
of f u l l y  paid shares i n  the company 
or i t s  holding company, 

( c )  the making by a company o f  loans to  
persons (other than d i rec tors )  
employed i n  good f a i t h  by the 
company with a view to enabling 
those persons to  acquire f u l l y  paid 
shares i n  the company or i t s  
holding company to  be held by them 
by way of benef ic ia l  ownership. 

154 Special r e s t r i c t i o n  fo r  publ ic  companies 

( 1  I n  the case of a publ ic company, 
section 153(4) authorises the g iv ing o f  
f inancia l  assistance only i f  the company has 
net assets which are not thereby reduced or ,  
t o  the extent that those assets are thereby 
reduced, i f  the assistance i s  provided out o f  
d is t r ibu tab le  p r o f i t s .  

( 2 )  For t h i s  purpose the fol lowing 



d e f i n i t i o n s  apply-  

( a )  "net  assets" means the amount by 
which the aggregate o f  the 
company's assets exceeds the 
aggregate o f  i t s  l i a b i l i t i e s  
( t a k i n g  the amount o f  bo th  assets 
and l i a b i l i t i e s  t o  be as s ta ted  i n  
the company' s  account i ng records 
imnediate ly before  the f i n a n c i a l  
assistance i s  g i v e n ) ;  

( b )  " l i a b i l i t i e s "  inc ludes any amount 
re ta ined  as reasonably necessary 
f o r  the purpose o f  p r o v i d i n g  f o r  
any l i a b i l i t y  o r  loss which i s  
e i t h e r  l i k e l y  t o  be i ncu r red ,  o r  
c e r t a i n  t o  be i ncu r red  but  
unce r ta in  as t o  amount o r  as t o  the 
date  on which i t  w i l l  a r i s e .  

155 Relaxat ion o f  s  151 f o r  p r i v a t e  
compan i es 

( 1 )  Sect ion 151 does not  p r o h i b i t  a  
p r i v a t e  company from g i v i n g  f i n a n c i a l  
assistance i n  a  case where the  a c q u i s i t i o n  o f  
shares i n  quest ion  i s  o r  was an a c q u i s i t i o n  
o f  shares i n  the company o r ,  i f  i t  i s  a  
subs id iary  o f  another p r i v a t e  company, i n  
tha t  o ther  company i f  the f o l l o w i n g  
p rov i s ions  o f  t h i s  sec t i on ,  and sect ions  156 
t o  158, a re  complied w i t h  as respects the 
g i v i n g  o f  t ha t  assistance.  

( 2 )  The f i n a n c i a l  assistance may o n l y  be 
g iven i f  the company has net assets which a re  
not thereby reduced o r ,  t o  the ex tent  t ha t  
they a re  reduced, i f  the assistance i s  
provided out  o f  d i s t r i b u t a b l e  p r o f i t s .  

Sect ion 1 5 4 ( 2 1  app l ies  f o r  the 
i n t e r p r e t a t i o n  o f  t h i s  subsect ion.  

( 3 )  This sec t i on  does not  permit  
f i n a n c i a l  assistance t o  be g i ven  by a  
subs id iary ,  i n  a  case where the  a c q u i s i t i o n  
o f  shares i n  quest ion i s  o r  was an 
a c q u i s i t i o n  o f  shares i n  i t s  ho ld ing  company, 
i f  i t  i s  a l s o  a  subs id iary  o f  a  p u b l i c  
company which i s  i t s e l f  a  subs id ia ry  o f  t ha t  
ho ld ing  company. 

( 4 )  Unless the company proposing t o  g i v e  
the f i n a n c i a l  assistance i s  a  wholly-owned 
subs id ia ry ,  the g i v i n g  o f  assistance under 
t h i s  sec t i on  must be approved by spec ia l  
r e s o l u t i o n  o f  the company i n  general meeting. 



( 5 )  Where the f inancial  assistance i s  t o  
be given by the company i n  a case where the 
acquis i t ion o f  shares i n  question i s  or was 
an acquis i t ion o f  shares i n  i t s  holding 
company, that holding company and any other 
company which i s  both the company's holding 
company and a subsidiary of that other 
holding company (except, i n  any case, a 
company which i s  a wholly-owned subsidiary) 
shal l  also approve by special resolut ion i n  
general meeting the giving o f  the f inancia l  
assistance. 

( 6 )  The d i rectors o f  the company 
proposing to  give the f inancial  assistance 
and, where the shares acquired or to  be 
acquired are shares i n  i t s  holding company, 
the d i rec tors  of that company and o f  any 
other company which i s  both the company's 
holding company and a subsidiary o f  that 
other holding company shal l  before the 
f inancia l  assistance i s  given make a 
statutory declarat ion i n  the prescribed form 
complying wi th the section next fol lowing. 

156 Statutory declaration under s 155 

( 1 )  A s tatutory declaration made by a 
company's d i rectors under section 15516) 
shal l  contain such par t icu lars of the 
f inancia l  assistance to be given, and o f  the 
business of the company of which they are 
d i rec tors ,  as may be prescribed, and shal l  
i den t i f y  the person to whom the assistance i s  
t o  be given. 

( 2 )  The declaration shal l  s tate that the 
d i rectors have formed the opinion, as regards 
the company's i n i t i a l  s i tua t ion  imnediately 
fol lowing the date on which the assistance i s  
proposed to  be given, that there w i l l  be no 
ground on which i t  could then be found to  be 
unable to  pay i t s  debts; and e i ther -  

( a )  i f  i t  i s  intended to  comnence the 
winding up o f  the company w i th in  12 
months of that date, that the 
company w i l l  be albe to  pay i t s  
debts i n  f u l l  w i th in  12 months of 
the commencement o f  the winding up, 
or 

( b )  i n  any other case, that the company 
w i l l  be able to pay i t s  debts as 
t,hey f a l l  due during the year 
imnediately fol lowing that date. 

( 3 )  I n  forming thei r  opinion for purposes 



of  subsection (21, the d i rectors shal l  take 
i n to  account the same l i a b i l i t i e s  ( inc luding 
contingent and prospective l i a b i l i t i e s )  as 
would be relevant under section 517  (winding 
up by the cour t )  to  the question whether the 
company i s  unable to  pay i t s  debts. 

( 4 )  The d i rectors '  s tatutory declarat ion 
shal l  have annexed to  i t  a  r e ~ o r t  addressed 
to  them by the i r  company's auditors s ta t ing  
that-  

( a )  they have enquired i n t o  the state 
of a f f a i r s  of  the company, and 

( b )  they are not aware of  anything to  
indicate that the opinion expressed 
by the d i rectors i n  the declaration 
as to  any of the matters mentioned 
i n  subsection ( 2 )  o f  th is  section 
i s  unreasonable i n  a l l  the 
circumstances. 

( 5 )  The statutory declaration and 
auditors' report shal l  be delivered to  the 
reg is t ra r  of  companies- 

( a )  together wi th a  copy of  any special 
resolut ion passed by the company 
under section 155 and delivered to  
the reg is t ra r  i n  compliance w i th  
section 380,  or 

( b )  where no such resolut ion i s  
required to  be passed, w i th in  15 
days a f te r  the making of  the 
declarat ion. 

(6) I f  a  company f a i l s  t o  comply wi th 
subsection (51, the company and every o f f i c e r  
o f  i t  who i s  i n  default  i s  l i a b l e  to  a  f i ne  
and, for continued contravention, t o  a  d a i l y  
default  f i ne .  

( 7 )  A director  of  a  company who makes a 
s tatutory declaration under section 155 
without having reasonable grounds for the 
opinion expressed i n  i t  i s  l i ab le  to  
imprisonment or a  f i ne ,  or both. 

157 Special resolut ion under s  155 

( 1  A special resolut ion required by 
section 155 t o  be passed by a  company 
approving the g iv ing  o f  f inancia l  assistance 
must be passed on the date on which the 
d i rec tors  of  that company make the statutory 
declarat ion required by that section i n  



connection w i t h  the g iv ing  o f  that  
assistance, or  w i t h i n  the week imnediately 
fo l l ow ing  that  date.  

( 2 )  Where such a reso lu t ion  has been 
passed, an app l i ca t ion  may be made t o  the 
cour t  f o r  the cance l la t ion  o f  the reso lu t ion -  

( a )  by the holders o f  not  less i n  the 
aggregate than 10 per cent .  i n  
nominal value o f  the company's 
issued share c a p i t a l  or any c lass 
o f  i t ,  or 

( b )  i f  the company i s  not l im i t ed  by 
shgres, by not less than 10 per 
cen t ,  o f  the company's members; 

but  the app l i ca t ion  sha l l  not be made by a  
person who has consented t o  or  noted i n  
favour o f  the reso lu t ion .  

( 3 )  Subsections i 3 )  t o  ( 10 )  o f  sect ion 54 
( l i t i g a t i o n  t o  cancel reso lu t ion  under 
sec t ion  5 3 )  apply t o  appl icat ions under t h i s  
sec t ion  as t o  appl icat ions under sect ion 54. 

( 4 )  A special  reso lu t ion  passed by a  
company i s  not e f f e c t i v e  fo r  purposes o f  
sec t ion  155- 

( a )  unless the dec la ra t ion  made i n  
compliance w i t h  subsection ( 6 )  o f  
that  sect ion by the d i r ec to r s  o f  
the company, together w i t h  the 
audi to rs '  report  annexed t o  i t  , i s 
ava i lab le  for  inspect ion by members 
o f  the company at  the meeting at  
which the reso lu t ion  i s  passed, 

( b )  i f i t  i s  cancelled by the court  on 
an app l i ca t ion  under t h i s  sect ion.  

158 Time f o r  g i v i n g  f i nanc ia l  assistance 
under s 155 

( 1  This sect ion appl ies as t o  the time 
before and a f t e r  which f i nanc ia l  assistance 
may not be g iven by a  company i n  pursuance of  
sect ion 155. 

( 2 )  Where a special  r eso lu t i on  i s  
requi red by that sect ion t o  be passed 
approving the g i v i ng  of the assistance, the 
assistance sha l l  not be a iven before the 
exp i r y  of the per iod o f  4 weeks begihning 
w i t h -  



! a )  the date on which the special  
reso lu t ion  i s  passed, or 

( b )  where more than one such reso lu t ion  
i s  passed, the date on which the 
l as t  o f  them i s  passed, 

unless, as respects that reso lu t ion  ! o r ,  i f  
more than one, each o f  them), every member o f  
the company which passed the reso lu t ion  who 
i s  e n t i t l e d  t o  vote at  general meetings o f  
the company voted i n  favour o f  the 
reso lu t ion .  

131 I f  app l i ca t ion  for  the cance l la t ion  
o f  any such reso lu t ion  i s  made under sect ion 
157, the f i nanc ia l  assistance sha l l  not be 
given before the f i n a l  determination o f  the 
app l i ca t ion  unless the court  otherwise 
orders . 

( 4 )  The assistance sha l l  not be given 
a f t e r  the exp i ry  o f  the per iod o f  8 weeks 
beginning w i th -  

( a )  the date on which the d i r ec to r s  o f  
the company proposing t o  g ive  the 
assistance made t he i r  s ta tu to ry  
dec larat ion under sect ion 155, or  

( b )  where that company i s  a  subsidiary 
and both i t s  d i rec to rs  and the 
d i r ec to r s  o f  any o f  i t s  holding 
companies made such a dec larat ion,  
the date on which the e a r l i e s t  o f  
the declarat ions i s  made, 

unless the cou r t ,  on an appl icat ion under 
sect ion 157, otherwise orders.  



APPENDIX 5 

Nor thwest  T e r r i t o r i e s  Ord inance,  1886 

66. No loan  s h a l l  be made b y  t h e  
company t o  any sha reho lde r ;  i f  such loan  i s  
made a l l  d i r e c t o r s  and o t h e r  o f f i c e s  o f  t h e  
company making t h e  same o r  i n  anywise 
a s s e n t i n g  t h e r e t o ,  s h a l l  be j o i n t l y  and 
s e v e r a l l y  l i a b l e  f o r  t h e  amount o f  such l oan ,  
w i t h  i n t e r e s t ,  t o  t he  company and a l s o  t o  t h e  
c r e d i t o r s  o f  t h e  company f o r  a l l  deb ts  o f  t h e  
company then e x i s t i n g  o r  c o n t r a c t e d  between 
t h e  t ime  o f  t h e  making o f  such loans and t h a t  
o f  t h e  repayment t h e r e o f .  



APPENDIX 6 

Companies Act O . N . W . T .  1901 

53.  No loan  s h a l l  be made b y  t he  
company t o  any s 'hareholder ;  and i f  such loan  
i s  made a l l  d i r e c t o r s  and o t h e r  o f f i c e r s  o f  
t he  company making t he  same and i n  anywise 
assen t i ng  t h e r e t o  s h a l l  be j o i n t l y  and 
s e v e r a l l y  l i a b l e  t o  t he  company f o r  t h e  
amount t h e r e o f  and a l s o  t o  t he  t h i r d  p a r t i e s  
t o  t he  e x t e n t  o f  such l oan  w i t h  l e g a l  
i n t e r e s t  f o r  a l l  deb ts  o f  t he  company 
c o n t r a c t e d  f rom the  t ime o f  t he  making o f  t h e  
loan  t o  t h a t  o f  t he  repayment t h e r e o f ;  b u t  
t h i s  s e c t i o n  s h a l l  n o t  app l y  t o  a b u i l d i n g  
s o c i e t y .  



A P P E N D I X  7 

Alberta Companies Act, 1929 

- 1  No loan shal l  be made by a 
publ ic  company t o  any shareholder or 
d i rec to r .  

( 2 )  This section shal l  not apply to  a 
company which carr ies on the business of  a 
loan company. 



A P P E N D I X  8 

Companies Amendment Act, 1934 (Alber ta)  

( 3 )  Every company and person who 
contravenes th is  section shal l  be g u i l t y  o f  
an offence against th is  Act, and the 
d i rectors of the company shal l  be l i a b l e  to 
compensate the company and any person injured 
for any loss, damage or costs which the 
company or such person may have sustained or 
incurred by a contravention o f  th is  section: 

Provided tha t , -  
( a )  a director shal l  not be l i a b l e  i f  he 

proves that the contravention was 
not due to  any misconduct or 
negligence on h i s  pa r t ;  and 

( b )  proceedings to recover any such 
loss, damage or costs shal l  not be 
commenced af ter  the expi rat ion of 
two years from the date o f  the 
contravention. 
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Companies Amendment Act, 1954 (Alber ta)  

14(1) A publ ic  company shal l  not make any 
loan to  any o f  i t s  shareholders or d i rectors 
or give, whether d i r e c t l y  or i nd i rec t l y  and 
whether by means o f  a loan, guarantee, the 
provision of securi ty or otherwise, any 
f inancia l  assistance for the purpose o f  or i n  
connection wi th a purchase made or to  be made 
by any person of any shares i n  the company. 

( 2 )  Nothing i n  subsection ( 1 )  shal l  be taken 
t o  p roh ib i t  

( a )  the lending of money by the company 
i n  the ordinary course o f  i t s  business 
when the lending o f  money i s  part o f  the 
ordinary business of the company, 

( b )  the making by a company o f  loans to 
persons bona f i d e  i n  the employment o f  
the company, whether d i rectors or 
otherwise, w i th  a view to  enabling or 
assist ing those persons to erect or 
purchase dwell ing houses for thei r  own 
occupation, 

( c i  the provision by a company, i n  
accordance wi th any scheme for the time 
being i n  force, of money for the 
purchase by trustees of f u l l y  paid up 
shares i n  the capi ta l  stock o f  the 
company, to  be held by or for the 
benef i t  o f  employees o f  the company, 
including any director holding a 
salar ied employment or o f f i c e  i n  the 
company, or 

( d l  the making by a company o f  loans to 
persons i n  the employment of the 
company, including d i rectors holding 
salar ied employment, w i th  a view to  
enabling those persons to  purchase f u l l y  
paid-up shares i n  the cap i ta l  stock o f  
the company, to  be held by themselves by 
way of benef ic ia l  ownership. 

( 3 )  I f  a loan i s  made by a publ ic  company i n  
contravention o f  subsection ( 1  1 ,  a l l  
d i rectors and o f f i ce rs  of the company making 
i t  or assenting to  i t  are, u n t i l  repayment o f  
the loan, j o i n t l y  and severally l i a b l e  to  the 



company and any person injured for any loss, 
damage or costs that the company or person 
sustained or incurred by reason o f  the 
contravention o f  subsection ( 1 ) .  

( 4 )  Nothwithstanding subsection ( 3 1 ,  

( a )  the l i a b i l i t y  of the d i rectors and 
o f f i ce rs  of a company under th is  section 
i s  l imi ted to  the amount o f  the loan 
made i n  contravention o f  subsection ( 1 )  
w i th  in terest  at the rate,  i f  any, 
st ipulated for i n  the loan, and 

( b )  a d i rector  shal l  not be held l i a b l e  
for a contravention o f  subsection ( 1 )  i f  
he proves that the contravention was not 
due t o  any misconduct or negligence on 
h i s  pa r t .  

( 5 1  Proceedings to  recover any loss, damage 
or costs sustained or incurred by reason o f  a 
contravention of subsection ( 1 )  may not be 
comnenced af ter  the expirat ion o f  2 years 
from the date on which the loss, damage or 
costs were sustained or incurred. 
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New Brunswick, BCA Section 43 

4 3 ( 1 )  Except as permitted under subsection 
( 3 )  or except where the A r t i c l es  provide, a 
corporation or any corporation w i t h  which i t  
i s  a f f i l i a t e d  shal l  not,  d i r e c t l y  or 
i n d i r e c t l y ,  g ive f inanc ia l  assistance by 
means o f  a loan, guarantee or otherwise 

( a )  t o  any shareholder, d i r ec to r ,  
o f f i c e r  or employee o f  the corporation 
or of  an a f f i l i a t e d  corporation, or 

( b )  t o  any associate o f  a shareholder, 
d i r ec to r ,  o f f i c e r  or employee o f  the 
corporation or of an a f f i l i a t e d  
corporat ion, 

i f  there are reasonable grounds for  be l iev ing 
that 

( c )  the corporation i s ,  or a f te r  g i v i ng  
the f inanc ia l  assistance would be, 
unable t o  pay i t s  l i a b i l i t i e s  as they 
become due, or 

( d )  the rea l izable value o f  the 
corporat ion's assets, excluding the 
amount o f  any f inanc ia l  assistance i n  
the form o f  a loan or i n  the form o f  
assets pledged or encumbered t o  secure a 
guarantee, a f te r  g iv ing  the f inanc ia l  
assistance, would be less than the 
aggregate of the corporat ion's 
l i a b i l i t i e s  and stated cap i t a l  o f  a l l  
c 1 asses. 

43(2) Except as permitted under subsection 
(31, a corporat ion or any of i t s  a f f i l i a t e s  
shal l  no t ,  d i r e c t l y  or i n d i r e c t l y ,  

( a )  make a loan to  any person that i s  
secured by a share o f  the corporat ion, 
or 

( b )  g ive  f inancia l  assistance t o  any 
person, by means of a loan, guarantee or 
otherwise, for  the purpose o f  or i n  
connection w i th  a purchase o f  a share 
issued or t o  be issued by the 
corporation. 



43(3) A corporation may give f inancia l  
assistance by means of a loan, guarantee or 
otherwise 

( a )  t o  any person i n  the ordinary course 
of business i f  the lending o f  money i s  
incidental  t o  the ordinary business of 
the corporation, 

i b )  to  any person on account of 
expenditures incurred on behalf of  the 
corporation, 

i c )  t o  a holding body corporate i f  the 
corporation i s  a wholly-owned subsidiary 
of the holding body corporate, 

( d l  to  a subsidiary body corporate of 
the corporation, or 

( e l  t o  or for the benef i t  of employees 
of the corporation or any of i t s  
a f f i l i a t e s  

( i )  to enable or assist  them to 
purchase or erect l i v i n g  
accomdat ion for thei r  own 
occupation, or 

i i i )  i n  accordance w i th  a plan for 
the purchase of shares of the 
corporation or any of i t s  
a f f i l i a t e s  by a trustee. 

43(4) A contract made by a corporation i n  
contravention of t h i s  section may be enforced 
by the corporation or by a lender for value 
i n  good f a i t h  without not ice of the 
contravention. 



A P P E N D I X  1 1  

ABCA. Section 42 

4 2 ( 1 )  Except as permitted under subsection 
(21, a corporation shall not, directly or 
indirectly, give financial assistance by 
means of a loan, guarantee or otherwise 

(a) to a shareholder or director of the 
corporation or of an affiliated 
corporation, 

(b) to an associate of a shareholder or 
director of the corporation or of an 
affiliated corporation, or 

(cl to any person for the purpose of or 
in connection with a purchase of a share 
issued or to be issued by the 
corporation or an affiliated 
corporation, 

if there are reasonable grounds for believing 
that 

(dl the corporation is, or after giving 
the financial assistance would be, 
unable to pay its liabilities as they 
become due, or 

(el the realizable value of the 
corporation's assets, excluding the 
amount of any financial assistance in 
the form of a loan or in the form of 
assets pledged or encumbered to secure a 
guarantee, after giving the financial 
assistance, would be less than the 
aggregate of the corporation's 
liabilities and stated capital of all 
c 1 asses. 

(2) A corporation may give financial 
assistance by means of a loan, guarantee or 
otherwise 

(a) to any person in the ordinary course 
of business if the lending of mney is 
part of the ordinary business of the 
corporation, 

(b) to any person on account of 
expenditures incurred or to be incurred 
on behalf of the corporation, 



(c) to a holding body corporate if the 
corporation is a wholly owned subsidiary 
of the holding body corporate, 

( d )  to a subsidiary body corporate of 
the corporation, or 

(el to employees of the corporation or 
any of its affiliates 

( i )  to enable or assist them to 
purchase or erect 1 i vi ng 
accomnodation for their own 
occupa t ion, or 

( i i )  in accordance with a plan for 
the purchase of shares of the 
corporation or any of its 
affiliates to be held by a trustee. 

( 3 )  A contract made by a corporation in 
contravention of this section may be enforced 
by the corporation or by a lender for value 
in good faith without notice of the 
contravent ion. 

(4) Unless disclosure is otherwise made by a 
corporation, a financial statement referred 
to in section 149(l)(a) shall contain the 
following information with respect to each 
case in which financial assistance is given 
by the corporation by way of loan, guarantee 
or otherwise, whether in contravention of 
this section or not, to any of the persons 
referred to in subsection ( l ) ( a ) ,  (b! or ( c ) ,  
if the financial assistance was given during 
the financial year or period to which the 
statement relates or remains outstanding at 
the end of that financial year or period: 

( a )  the identity of the person to whom 
the financial assistance was given; 

( b )  the nature of the financial 
assistance given; 

(c) the terms on which the financial 
assistance was given; 

( d )  the amount of the financial 
assistance initially given and the 
amount, if any, outstanding. 



A P P E N D I X  12 

Ontario Business Corporations, 1970 

1 6 . - - ( I )  Except as provided i n  subsection 
(21, a corporation shal l  not,  

( a )  make loans to any of i t s  
shareholders, d i rectors or 
employees; or 

( b )  g ive,  d i r e c t l y  or i nd i rec t l y ,  by 
means of a loan, guarantee, the 
provision of securi ty or otherwise, 
any f inancia l  assistance for the 
purpose o f ,  or i n  connection wi th,  
a purchase or subscription made or 
t o  be made by any person of any 
shares o f  the corporation. 

( 2 )  A corporation may, 

( a )  make loans to any o f  i t s  
shareholders, d i rectors or 
employees i n  the ordinary course of 
i t s  business where the making of 
loans i s  part of  the ordinary 
business of the corporation; 

( b )  make loans to bona f i d e  f u l l - t i m e  
employees of the corporation 
whether or not they are 
shareholders or d i rectors,  wi th a 
view to  enabling them to purchase 
or erect dwell ing houses for thei r  
own occupation, and may take from 
such employees mortgages or other 
secur i ty  for the repayment o f  such 
1 oans ; 

( c )  provide, i n  accordance w i th  a scheme 
for  the time being i n  force, money 
by way o f  loan for the purchase o f  
or subscription for shares o f  the 
corporation by trustees, to  be held 
by or for the benef i t  of  bona f  ide 
employees of the corporation, 
whether or not they are 
shareholders or d i rectors;  

( d l  make loans to bona f i d e  employees of 
the corporation, other than 
d i rec tors ,  whether or not they are 
shareholders, w i th  a view t o  



enabling them to  purchase or 
subscribe for shares o f  the 
corporation to  be held by them by 
way of benef ic ia l  ownership; or 

( e l  i f  i t  i s  not o f fe r i ng  i t s  secur i t ies 
to  the publ ic ,  give d i r e c t l y  or 
i nd i rec t l y  by means o f  a loan, 
guarantee, the provision o f  
securi ty or otherwise, f inancia l  
assistance to  any o f  i t s  
shareholders or d i rectors w i th  a 
view to  enabling them to  purchase 
issued shares o f  the corporation. 

( 3 )  The power mentioned i n  clause ( 2 ) ( b ) ,  
( c )  or ( d l  may be exercised only under the 
author i ty  of  a special by-law. 



APPENDIX 13 

Ontario Business Corporations, 1982 

20.11) Except as permitted under 
subsection (21, a corporation or any 
corporation with which it is affiliated, 
shall not, directly or indirectly, give 
financial assistance by means of a loan, 
guarantee or otherwise, 

(a) to any shareholder, director, 
officer or employee of the 
corporation or affiliated 
corporation or to an associate of 
any such per'son for any purpose; or 

(b) to any person for the purpose of or 
in connection with a purchase of a 
share, or a security convertible 
into or exchangeable for a share, 
issued or to be issued by the 
corporation or affiliated 
corporation, 

where there are reasonable grounds for 
be1 ieving that, 

(c) the corporation is or, after giving 
the financial assistance, would be 
unable to pay its liabilities as 
they become due; or 

(dl the realizable value of the 
corporation's assets, excluding the 
amount of any financial assistance 
in the form of a loan and in the 
form of any secured guarantee, 
after giving the financial 
assistance, would be less than the 
aggregate of the corporation's 
liabilities and stated capital of 
all classes. 

(2) A corporation may give financial 
assistance by means of a loan, guarantee or 
otherwise, 

(a) to any person in the ordinary course 
of business if the lending of money 
is part of the ordinary business of 
the corporation; 

(b) to any person on account of 



expenditures incurred or t o  be 
incurred on behalf o f  the 
corporation; 

( c )  t o  i t s  holding body corporate i f  the 
corporation i s  a wholly owned 
subsidiary of  the holding body 
corporate; 

( d l  t o  a subsidiary body corporate o f  
the corporation; 

( e l  t o  employees of  the corporation or 
any of  i t s  a f f i l i a t e s ,  

( i )  t o  enable or assist  them to  
purchase or erect l i v i n g  
accommodation for their-own 
occupation, or 

( i i) i n  accordance wi th a plan for 
the purchase of  shares of  the 
corporation or any o f  i t s  
a f f i l i a t e s .  

( 3 )  A contract made by a corporation i n  
contravention o f  t h i s  section may be enforced 
by the corporation or by a lender for value 
i n  good f a i t h  without not ice o f  the 
contravention. 
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B r i t i s h  Columbia Company Act 

126. No company shal l  give f inancia l  
assistance to  a person, d i r e c t l y  or 
i nd i rec t l y ,  by way of  loan, guarantee, the 
provision of  securi ty,  or otherwise, i f ,  

( a )  at the time of the g iv ing of  
f inancia l  assistance the company i s  
insolvent; or 

( b )  i n  the case of a loan, the g iv ing of  
the loan would render the company 
insolvent,  

and section 260 ( 2 !  applies, wi th the 
necessary changes and so far as i s  
applicable, to  t h i s  section. 

127. ( 1 )  A company shal l  not give 
f inancia l  assistance to  a person, d i r e c t l y  or 
i nd i rec t l y ,  by way of  loan, guarantee, the 
provision of  secur i ty ,  or otherwise, 

( a )  for the purpose of  a purchase or 
subscription made or t o  be made by 
that person o f ,  or f o r ,  shares of 
the company, or any debt 
obl igat ions of  the company carrying 
a r i g h t  of conversion i n t o  or 
exchange for shares of  the company; 

( b )  on the securi ty,  i n  whole or i n  
pa r t ,  o f  a  pledge o f  or charge on 
shares o f  the company given by that 
person to  the company; or 

( c )  i n  any other case, unless there are 
reasonable grounds for bel iev ing 
that ,  or the d i rectors are of  the 
opinion that,  the g iv ing  o f  the 
f inancia l  assistance i s  i n  the best 
in terests of the company. 
indent both 2 2 >  12 I 
Notwithstanding subsection i l ) ,  a 
company, i f  previously authorized 
by special resolut ion, may, where 
there are reascnable grounds for  
bel ieving that the g iv ing o f  the 
f inancia l  assistance i s  i n  the best 
in terests of the company, 

( a )  provide money, i n  accordance wi th a 
scheme for the time being i n  force, 
for the subscription for or 
purchase of  shares or debt 
obl igat ions of  the company by 
trustees, to be held by or for the 
benef i t  o f  a  bona f i d e  employee of  



the company or o f  an a f f i l i a t e  o f  
the company; and 

( b i  provide f inancia l  assistance to  bona 
fide f u l l  time employees o f  the 
company, or o f  an a f f i l i a t e ,  to  
enable them t o  purchase shares or 
debt obl igat ions of  the company t o  
be held bene f i c i a l l y  by them. 

( 3 )  Notwithstanding subsection ( I ) ,  
where the f inancia l  assistance 

( a )  i s  given i n  connection w i th  an 
acquis i t ion o f  shares made or to  be 
made by a person e i ther  alone or 
w i th  h i s  associates and, a f t e r  the 
acquis i t ion,  not less than 90% of  
the issued shares of  each class o f  
shares i n  the cap i ta l  o f  the 
company w i l l  be owned ,by that 
person and h i s  associates; and 

( b )  i s  authorized by special resolut ion 
before i t  i s  given. 

a company that i s  not a report ing company may 
g ive f inancia l  assistance to  or for  the 
benef i t  o f  that person. 

( 4 1  Where a company proposes t o  g ive 
f inancia l  assistance under subsection (31, 
any member o f  the company may, u n t i l  2 days 
before the meeting at which approval i s  
sought, g ive a not ice o f  dissent to  the 
company i n  respect of  h i s  shares and, i n  that 
event, section 231 applies. ( 5 )  
Notwithstanding subsection (11, f inancia l  
assistance may be given to  or for  the benef i t  
o f  ( a )  a wholly owned subsidiary by i t s  

holding company; and 
( b l  i t s  holding company by a wholly 

owned subsidiary. 

128. Notwithstanding that a contract t o  
which a company i s  a par ty  i s  made i n  
contravention of  section 126 or 127, a bona 
fide lender for value without no t ice ,  or the 
company, may enforce the contract .  
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42.  ( 1 )  Except as p e r m i t t e d  under 
subsec t i on  (21 ,  a c o r p o r a t i o n  o r  any 
c o r p o r a t i o n  w i t h  which i t  i s  a f f i l i a t e d  s h a l l  
n o t ,  d i r e c t l y  o r  i n d i r e c t l y ,  g i v e  f i n a n c i a l  
ass i s t ance  b y  means o f  a l oan ,  guarantee o r  
o t h e r w i s e  

( a )  t o  any shareho lder ,  d i r e c t o r ,  
o f f i c e r  o r  employee o f  the  
c o r p o r a t i o n  o r  o f  an a f f i l i a t e d  
c o r p o r a t i o n  o r  t o  an assoc ia te  o f  
any such person f o r  any purpose,  o r  

( b )  t o  any person  f o r  t he  purpose o f  o r  
i n  connec t ion  w i t h  a purchase o f  a 
share i ssued  o r  t o  be i ssued  b y  t he  
c o r p o r a t i o n  o r  a f f i l i a t e d  
c o r p o r a t i o n ,  

where t h e r e  a r e  reasonable grounds f o r  
b e l i e v i n g  t h a t  

( c )  t h e  c o r p o r a t i o n  i s  o r ,  a f t e r  g i v i n g  
t he  f i n a n c i a l  ass i s t ance ,  would be 
unab le  t o  pay i t s  l i a b i l i t i e s  as 
they  become due, o r  

( d )  t he  r . e a l i z a b l e  va lue  o f  t he  
c o r p o r a t i o n ' s  asse t s ,  e x c l u d i n g  t he  
amount o f  any f i n a n c i a l  ass i s t ance  
i n  t he  form o f  a loan  and i n  the  
f o rm  os asse ts  p ledged o r  
encumbered t o  secure a guaran tee ,  
a f t e r  g i v i n g  t he  f i n a n c i a l  
ass i s t ance ,  would be l e s s  than t he  
aggregate o f  t he  c o r p o r a t i o n ' s  
l i a b i l i t i e s  and s t a t e d  c a p i t a l  o f  
? I 1  c l asses .  

( 2 )  A c o r p o r a t i o n  may g i v e  f i n a n c i a l  
ass i s t ance  b y  means o f  a loan ,  guarantee o r  
o t h e r w i s e  

( a )  t o  any person  i n  t he  o r d i n a r y  course  
o f  bus iness  i f  the  l end ing  o f  money 
i s  p a r t  o f  t he  o r d i n a r y  bus iness  o f  
t h e  c o r p o r a t i o n ;  



( b )  to  any person on account o f  
expenditures incurred or t o  be 
incurred on behalf o f  the 
cprporat ion; 

( c )  to  a holding body corporate i f  the 
corporation i s  a who1 ly-owned 
subsidiary of the holding body 
corporate; 

( d l  to  a subsidiary body corporate of  
the corporation; and 

( e l  to  employees of  the corporation or 
any of  i t s  a f f i l i a t e s  

( i )  to  enable or assist  them to  
purchase or erect l i v i n g  
accomnodation for thei r  own 
occupa t i on, or 

(ii) i n  accordance wi th a plan for 
the purchase of shares o f  the 
corporation or any of i ts 
a f f i l i a t e s  to  be held by a 
trustee. 

( 3 1  A contract made by a corporation i n  
contravention of  th is  section may be enforced 
by the corporation or by a lender for value 
i n  good f a i t h  without notice of  the 
contravention. 
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