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PART I 

INTRODUCTION 

The purpos e  of this paper is to examine in de ta i l  

the concept o f  a corporation ' s  p urchase o f  i t s  own share s .  

After revi ewing the origin and development o f  ·the Eng l i s h  

and Canadian pos i ti ons ( a  nece s sary element s ince a s tatement 

o f  the current l aw i s  neces s ary to determine wha t ,  i f  anyr 

changes should be made ) and the corre sponding American posi-· 

tion, the theoretical nature o f  the concept will be examined, 

followed by a dis cus s ion o f  the various use s  for which a corporate 

share purchase power could be exerci sed, the potential abus e 

i t  could g ive r i s e  to and the p o s s ib le s ta tutory s afeguards 

that could be imposed to res trict s uch abuse. Finally , a 

review o f  the leading legi s l ation on the s ubject will be 

pres ented . 

P ART I I  

THE ORIGIN AND DEVELOPMENT OF 

THE ENGLISH AND CANADIAN POS ITIONS 

A .  The Common Law 

Any s tudy o f  the concept o f  a corporation purchas­

ing i ts own shares must begin with an examination o f  the rule 

of E ng l i s h  common law laid down by the Hous e of Lords in 

Trevor v .  Whitvmrth 1 \·Thich b luntly prohibi ts s uch a trans·� 

action .
2 

In that case a corporation who s e  objects were to 

carry on a flanne l manufacturing bus ine s s  and any other 



2 

b us ines s or trans action which i t  might cons ider to be in any 

way conducive or auxiliary thereto , had in its articles a 

provis ion empowering it to uti l i ze its funds to purchase i t s  

own shares . The corporation having gone into l�quidation , 

a former shareholde r ' s executo rs made a c laim ,  in competition 

with the corporation ' s  creditors , a g ains t  the l iquidato r  for 

the balance of the purchase price of the corporation ' s  s hares 

s o ld by him to the corporation prior to the liquidation. The 

purpose o f  the corporation ' s  purchase i f  i t s  own share s  was 

to keep i t  a " fami ly" enterpr i s e. 

The House o f  Lords 3 held that a corpo ration ' s  pur­

chas e  o f  its own shares was complete ly i llegal and unlawful 

and thus prohibi ted.
4 

They propounded three s eparate b a s e s  

f o r  their deci s i on. I t  w a s  pointed out th at a purcha s e  o f  

i t s  own shares b y  a corporation will be ei ther o f  two things . 

I t  w i l l  be in effect a reduction o f  the corporation ' s  capital 

s ·tock , or e l s e  it wi l l  be a trans ac tion whereby it is 1 1  traf­

fick ing in i ts own share s 11• That i s  to s ay ,  e ither the share s  

will b e  purchased for retainment to reduce the capital s tock 

o f  the corporation o r  they will be for a time dormant as 

s tock held by the corporation and l ater to b e  rei s s ue d .
5 

Thus , in the firs t pl ace i f  the purchas e was for the purpos e  

o f  retaining and cancell ing the s aid s h are s , it amounted to 

an unauthori zed reduction o f  the corporation ' s  share capital 

contrary to the provi s ions of the Companies Act.
6 

I f, however, 

the ac tion was precipitated for the purpo se of res ale o f  the 

s h ares by the corporation a t  s ome future date , there would b e  

n o  reduction i n  capital s ince i t  would be recouped in the s ub­

s equent tran s action. Thi s led the Hous e of Lords t.o the s econd 

b a s i s  of their de cis ion; tha t  i s , tha t  thi s  would amount to 

an i l legal trafficking by the corporation in i ts own s e curitie s .
7 

Final ly , no matter wh at the in·tent o f  the purchas e ,  any trans­

action ·whi ch vmuld tend to pre judi ce the pos i tion o f  the 

creditors and o ther shareholders o f  tl1e corporation by dimini sh­

ing the resources upon which thes e  pers ons relied in case o f  a 
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future winding-up or liquidation o f  the con cern i s  unlawful . I n  thi s  
c as e , for exili�ple , more than one-fif th o f  the c ap ital o f  

the corporation had been withdrawn and i t  had increased its 

bank borrowings by a who les ale pol i cy of share purch a s e s  

over a period o f  years . 

Leb lovi c
8 

apt ly s tates that thi s  final rea s on was 

by far the motivating factor in the cas e . At the time , the 

princip le of l imited liab i l i ty was s ti l l  a re lati ve ly nevv 

concept in England
9 

and the ghos ts o f  the infamous S outh S e a  

Bubble
1 0  

\vere sti l l  prominent i n  English j urispruden c e . With 

thi s  b ackground one can readily unders tand the consternation 

o f  their Lordship s wi th trans a c tions which dif fere d  f rom thos e  

in the normal commercial field . An examina tion o f  ·the indi­

vidual j udgments in Trevor v .  Hhib,vorth and the l ater English 

and Canadian11 case s wh ich fol llmved or cons idered it dis­

c lo s e s  that the principle rationale for the rule prohibit ing 

a corporation ' s  p urchase o f  its own shares i s  the pro tection 

o f  the creditors of the corporation who are entitled to rely 
on its paid- up capital a s  a source o f  funds to whi ch · they 

can look for p ayment .
1 2  The c apital o f  a corporation may be 

diminished or los t by expendi tures made i n  the cours e o f  car­

rying on its busines s and thi s  is a risk that b o th s hareholde r s  

and cre ditors mus t bear , but i t  would clearly b e  pre j udic i a l  

t o  c reditors and their p ro tec tion \vould be i l lusory if the 
c o;rporation ' s  ass ets could be freely dis tributed to i t s  mem­

bers . For example , Lord Hers che ll s ta ted :
1 3 

What i s  the meaning of the dis tinc­
tion thus dra\vn b e tween a company without 
l imit on the l iabi lity of its members and 
a company v1here the liab i l i ty is limited 1 
but , in the l a tter case , to as sure that 
thos e  dealing with the company tha t the 
whole o f  the s ub s c ribed capital, unles s 
diminished by expendi ture upon the obj e cts 
defined by the memorandw�1 shall remain 
availabl e for the dis charge of its liab­
i l ities? The capital may, no doubt, be 



dimini s hed by expenditure upon and reason­
ably in·:::idental to a l l  o f  the ob j ects spec­
i fied . A part o f  i t  may be lo s t  in carrying 
on the bus ine s s  operations author i ze d . O f  
thi s  all persons trus ting the company are 
aware , and take the r i s k . But I think they 
have a right to rely , and were intended by 
the legi s lature to h ave a right to rely , on 
the cap i ta l  remaining undiminishe d  by any 
expenditure outs ide thes e  l imi ts , or by 
the return of any part of it to the share­
holders . 

14 Lord Macnaghten s tated : 

The third point i s  one o f  general 
importance . It raises the ques tion whether 
it is comp eten t  for a company • . •  , on the 
principle of l imited l i ab il i ty , to purchase 
its own s hares when i t  i s  authori zed by i ts 
articl8s to do s o . The con s i de ration o f  
tha t  ques tion , a s  it appears to me , ne ce s ­
s arily involve s the broader que s tion whether 
it is competent for a l imited company under 
any circums tances to inve s t  any portion o f  
its capital i n  the purchase o f  a share o f  
its own cap i tal s to ck , o r  to return any 
portion o f  its capital to any shareholder 
without following the course which P arli a­
ment has pres c ribed . 

And fur ther :
15 

• • •  they cannot draw on a fund in which o thers 
as  well as  thems elve s  are intere s te d .  Tha t ,  
I think , i s  the law , and tha t  i s  the good 
seLs e o f  the matter . 

It is clear1 therefore , that the thrus t o f  the 

rul e  in Trevor v. Whitworth i s  that as a consequence of 

4 

b eing abl e  to opera te under the privilege o f  l imited l iabi lity, 

a corporation i s  under no ob l i ga tion to return any of its 
. " . 1 . 

ld d . . . 1 6  
pala-up caplta_ to lts shareho ers urlng lts exls tence , 
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nor can i t  legally do s o  o therwise than a s  provided by the 

s ta tute to whi ch i t  owes its exis tence . 17 To the creditors 

o£ a corporation , for whos e  benefit the rule was p rimarily 

e s tab li s hed , the obj ec t  or purpose for which a corporation 

has purchas ed i t s  own shares makes no diffe rence. The res u l t  

to them is  the s ame , namely tha t  the s hareholders receive 

b ack the monies s ub s cribed and there p a s s e s  into their 

pockets wha t  before exis ted in the form o f  cas h ,  o r  o f  

buildings , machinery o r  o ther as s e ts avai lable t o  meet the 

c redi tors ' demands . The rule applies even where the corpora­

tion is expres s ly empowered by its articles to purchase its 

own share s , s uch a provi s ion b eing voi d18 s in ce 11nei ther the 

memorandum nor the arti c les can con fer greate r  powers than 

the Act under which the company is incorporate d. n19 
t.tlore 

importantly the prohibi tion has been held to apply regardles s 

o f  whethe r the corporation is  s olvent a t  the time o f  i ts 

purchase o f  i t s  own s hare s , with the resul t tha t  creditors 

may not be prej udiced , on the b a s i s  that where a s ta tute 

" san ctions the do ing of a thing under certain condition s ,  

i t  mus t b e  taken that the thing i s  p rohib i ted unl e s s the 

pre scribed conditions and res trictions are ob s e rve d . n2 0 

In a ddi tion to the pro tection o f  creditors , Lord 

Macn aghten provided a s ub s idiary reason for the prohibition 

agajns t a corporation purchas ing its own s h ares in h i s  answer 

to the argument that the power to purchas e  s hares migh t  be 

val idly exerc i s e d  as  an incident o f  dome s ti c  manag·ement to 

buy out shareholders whos e  continuance was undesirable:21 

I s  i t  pos s ib l e  to s ugge s t  anything more 
dangerous to the we l fare of compani e s  and to 
the security of their creditors than s uch a 
doc trine? �vho are the shareholders whose 
continuance in a compa�y the company or i ts 
executive cons ider undes irable? Why, s hare­
holders who quarrel with the po l i cy of the 
board, and wish to turn the direc·tors outi 



s hareho lders 1;vh0 ask que s tions which it 
Llay not b e  convenient to ans\ver; share­
holders who want information whi ch the 
directors think it prudent to withhol d .  
Can i t  be contended that when the pol i cy 
o f  directors i s  a s s a i led , they may s pend 
the c ap i ta l  of the company in keeping 
thems e lves i n  power , or in p urchasing the 
retirement o f  i nquis i tive and troub l e s ome 
criti c s ? 

6 

Thus , the rule i n  Trevor v .  vvhi tworth a l s o  provides 

a basis for the p ro te ction o f  the s h areholders o f  a corpora­

t ion, e specially thos e  in a minority pos i tion , s i nce the 

prohibi tion o f  a corporati on ' s  purchase o f  i ts own s hares 

prevents the dire ctors from authori z ing a p urchase in order 

to maintain contro l , remove a troub lesome shareholder , re­

s trict membership in the corporation , 2 2  or o therw·i s e  reduce 

c ap i tal by i s s ui ng fully p aid- up s hares a t  a dis count to 

certain shareho lders , 2 3  or the re lease o f  certain s h are­

holders from their l i ab i l i ty for uncal le d  capital. 

I t  was e ar ly recogni zed , howeve r , tha t  the rigid 

application o f  thi s  common law pri ncip le might b e  unduly 

s trict2 4  and thus o ver the years the common lmv has , apart 

from s tatutory re form , allowed certain c l a s s e s  of trans­

a c tions v1herein the res ul t  was that a corporation was able 

to acquire i ts own s hare s. The prohibition against a corp­

o ration purchas ing i t s  own shares i s  primarily bas e d  on the 

p re j ud i ce to creditors that ari ses because s uch a purchas e  

i nvo lve s the paying out o f  corporate as s e ts (in t:he form o£ 

cash or otherwi s e )  to its members. Thus 1 where a corpora-· 

t ion rece ives its own fully pai d-up shares in a trans action 

v1hi ch does not require i t  to p ay out any a s se ·ts t�o the 

rel i nquis hing shareho lder , the trans ac ti on will not be 

invalid s ince it doe s  not invo lve an unauthorized reduction 
of share capital. 



7 

For example , when a s hareholder owed the corpora-

tion a deb t ,  either from a comn1ercial trans a c tion , or through 

incomplete p a:y-ment of the share price from primary dis tri­

b ution , the rule in Trevo r  v .  �vhihvorth was held not to app ly s o  

a s  to nermit the creditor cc�:-poration to acquire the s h are s in l ieu o f  

the debt .  2 5  The rationale p ut forward b y  the courts w a s  ·that 

the corporation was not reducing i t s  capita l  for ,  in fact, i t  

was eliminating a liab i lity from i ts book s , nor was i t  pre-

j udi cing i ts creditors s ince thi s  type of trans action in 

real i ty made no s ub s tantial a l teration to the capital s truc-
2 6 ture . 

S imilarly , an exchange o f  fully paid- up s hares for 

o thers o f  a like par value
2 7  

or a s urrender o f  fully paid-up 

s hares doe s  no t con s titute a violation of the ruleo 

Z\vi cker v. S tanbury , Cartwright , J .  (as he then was} 

S uch s urrender is in no s ense a purchase 
by the Company of its own s hares as  it 
involves neither payment by the Company 
nor ( the s hares b e ing fully paid up) the 
release by the Company o f  any l i ab il i ty 
to i t .  · No reduction in capital i s  b rOUt_}ht 
about as  the Comp any p arts wi th nothing 
and its authori zed capital will remain 
unal tered, a l though the number of i s s ued 
s hares wi l l  be reduced and the number of 
unis s ue d  s hares wi l l  be correspondingly 
increased . 

In 

s tated: 
2 8  

2 9  3 0  A shareholder may bequeath o r  trans fer fully 

paid- up shares to the corporation o r  to a trus tee for the 

benefit of the corporation , provided tha·t no cons ideration for 

s uch b equeath or trans fer pas s e s  from the corporation. 

A s urrender or forfeiture o f  partly-paid share s  

presents a di f feren·t s i tuation s ince pre s umably ·the result 

of s uch s urrender or forfei ture i s  to release the shareholder 

from any further liab i l ity with respect to the share s , thereby 
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cons tituting a reduction o f  cap ital . Their Lordships in 

T:tevor v. Whi tworth did not make a dis tinc·tion as  to whether 

the s hares surrendered or forfeited 'itvere ful ly paid-up or 

no t in s ta ting that any forfeiture or s urrender is  not p ro­

hibi te d  s ince i t  did not require the corporation to p ay out 
. f h l 31 3 2  

1 . h any as s e ts ln return or t e s1ares . Gower exp alns t at 

Trevor v. Whitworth s · tands for the prop o s ition that a company 

may accep t a s urrender o f  p artly-paid share s  to avo i d  the 

forma l i ties o f  forfeiture .
3 3  

Gore-Browne3 4  provides tha t  

court conf i rmation o f  a reduction o f  cap i ta l  under section 

6 6  of the Eng l i sh Compani e s  Act , 19 48 is not required where 

a corporation has an exp re s s  power in i ts articles to accept 

forfei ted share s and to e i ther cancel or rei s s ue them .
35 

The 

rationale for s uch provis ions i s  based on the premis e  that 

credi ·tors who grant credi t to a corporation are not prej udiced 

i f  they are cogni z ant of the fact that a portion of · the 

i s s ue d  capi tal i s  not ful ly p a id-up and the corporation has 

power in its articles to accept a forfei ture of shares not 

ful ly p aid-up--or ,  alternative ly ,  that the credi tors are 

only enti tled to rely on the p aid-up capi tal o f  the corpora­

tion a s  a source to look to for payment o f  their claims .
36 

The rule in Trevor v .  �'Jhi tworth has also been held 

not to apply where share s i s s ued by a corpora·tion in re turn 

for an a s se t  are returned and cance lled where the ass e t  

p rove s  to b e  worthles s  t o  the corporation and the trans ferer 

i s  wi l l ing to take it b ack. 3 7  Such a propos ition was agail1 

based on the princip le that the transaction \vhereby the 

corporation received its own share s  did not invo lve the paying 

out of any of its as sets s ince the a s s e t  re-trans ferred was 

worthle s s  · to the corporation. The propos i· tion e spoused by 

Macdonald , J. A . ,  however ,  presents an interes · ting res tric-
. . . 1 1 

38 
·tl on o f  the appllca tlon o f  the common aw ru e: 



I f ,  on the other hand , i t  i s  ins i s ted 
tha t  some value mus t be given to thi s  a s s e t ,  
and i f  to the extent o f  that value the c ap­
i tal was incidentally diminis hed , it s ti l l  
doe s  not follow that the tran saction i s  voi d  
[under the rule in Trevor v .  Whi twor th] . 

Each case mus t  b e  declded on l ts own facts 
and I apprehend tha t  the dimunition in 
capital mus t no t be fanciful or theore ti cal , 
b ut ac tual and s ub s tanti a l , before the tran s ­
a ction can be s uc ces s fully a ttacked. 

The prohibi-tion again s t  a corporation purchasing 

i ts own share s  has a l s o  been held , in C anada , no t to apply 

to the provis ion of f inancial a s s is tance by the corporati on 

for the purchase by a third party o f  i ts own s hare s .
39 

In 

Mt . View Charolais Ranch Ltd ; Lynch v .  Have rland , Prows e , 

J .  A . , after reviewing the individual j udgments in Trevor 

v. Whitworth , s ta te d :
4 0  

I t  wi ll b e  noted tha t  i n  the above 
j udgments a dis tinction was drawn between 
the impairment of the capital s tr uc ture 
o f  a company that f lows f rom a purchase 
o f  its own shares and the impairment o f  
the financial pos ition o f  a company when 
it e n·ters into a transaction reasonab ly 
incidental ·to i ts ob j ects whi ch turns out· 
unfavourab ly from the company's poin·t o f  
view . I n  o ther words the b a s i c  obj e c tion 
to a purchase by a company of it.s own 
s hares was tha t  i t  e f fec ted a reduction 
of capi tal in a manner not authori zed by 
the Companies Act . 

I have con s idered a number o f  c a s e s  
i n  whi ch Trevor v .  Whi tworth h a s  been con­
s idered as app lied and they dea l t  generally 
with the extens ion o f  the principle thc�rein 
enunci a ted to cases dealing with forfei ture 
of shares o ther than in accordance \vi th the 
s ta tutory requirements , s elling o f  s ha re s  
a t  a dis count and l ike tran s actions that 
e f fected a reduction of capi tal of the 
company. 

9 



1 0  

� 41 
h h , b P rore s sor Berner s ugge s ts t a t  t ere nas een an 

increa s ing tendency o f  the courts to res tri ct the effect o f  

the \ve l l- e s  tab li s hed rule i n  'l'revor v .  Whi cwor th and c i tes 

the dec i s ion in Ivlt . View Charo l ais Ranch Ltd . ; Lynch v .  

H averland as an examp le . 

h k . . 'd d 4 2  T e Jen 1ns comm1tte e  provl e : 

" �ve do not think tha t  the prac ti ce v1hereby 
a company p rovide s  financial ass i s ·tance 
for the acquis i ti on o f  i t s  own share s  
neces s arily offends agains t the rule tha t  
a limited comp any may no t buy i ts own 
s ha res • • •  The rea s on why a limited company 
may not b uy its own shares i s  that in 
doing s o  it would part outright with the 
cons i deration for the purchase and thereby 
reduce its cap ital . A company which lends 
money to a person to buy its shares s imply 
changes the form o f  i ts a s s e ts and i f  the 
borrower is abl e  to repay the loan the 
comp any ' s  capital remains intact . "  

They accordingly s ug ges te d  that the provis ion o f  

f inanci a l  a s si s tance should be permis s ib l e  i f  the tran s a c tion 

was approved by a special res olution of the corporation and 

a decl aration of its solvency after the tran s ac tion made and 

filed by the dire c tors . I t  was pointed out tha·t these require­

ments would e f fectively prevent the pos s ib le p re j udi ce o f  

minori ty shareho.Lders and creditor s . 4 3  Gower, 
4 4  

on the other 

hand , submits tha t  the provi s i on by a corporation of financial 

a s s is tance for the purchase or subs cription o f  i ts shares is  

ob j ec tionable . He s tate s  that the common practice o f  a take­

over bidder to buy the shares in a corporation with large 

liquid a s s ets and then us ing those as s e ts to recoup the 

b ridging loan he rai s ed to initially pay for the s hares can 

be pre j udicial to both creditors and minority s hareholders. 

Although approving o f  the s afe guards re cowaended by the 

Jenkins Committee, he notes that as yet they have no t been 

imp lemented .  
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It is clear , therefore , that al though there has 

developed a nlli"Tlber o f  minor exceptions to the prohibi ti on 

agains t a corporation's acquis i tion o f  its own shares , all 

of which were def endent upon the fact that in no way was ·the 

corporation , i ts s hareholders , or its creditors pre j udiced 

by s uch actions ,  there has been very l i ttle basic deviation 

at common law from the rule laid down in Trevor v. Whitworth 

d . t b . . . 1 1 • d . t t 45 an 1 s a s 1c pr1nc1p e nas rema1ne 1n ac • 

B. S ta tutory Modification of the Co��on Law 

With the grm-1th o f  the common lav-1 exception s , 

however ,  i t  was s oon recogni zed that to a certain extent 

the prohibi tion in Trevor v. Whitwor th was res tric·tive upon 

corporate activi ties. Thus 1 there have emerged s ta tutory 
-� . f . . h .  h d . h 4 6  

. 11100.1 1cat1ons \v lC , accor 1ng to s ome aut o rs ,. ev1dence 

a gradual movement away from the s trictnes s  o f  the rule and 

s how an increa s ing real i z ation that the corporation , l ike 

the individual , requires flexib i l i ty in i ts commercia l  

trans actions i f  i t  i s  to b e  able to compete as a viab le 

enti ty in the bus ine s s  market. 

In Alberta , the s trict rule in Trevor v. Whi twor th 

has been relaxed to s ome extent by the Comp anies Act . 

{1) Reduction o f  Share Capital 

The inab i l i ty of a corporation to purchase i ts o wn 

shares was s een to be impractical in cer tain circums tances .  

I n  p articular ,
47 

i f  a corporation h a d  con s i s tently made los s e s  

so that i ts net worth was hopeles s ly below the figure fixe d  

by i t s  capital , l i ttle purpos e  was served b y  maintaining the 

capital yard s tick atits original f igure--a figure no longer 

repres ented by as sets to which creditors could look for pay­

ment. 'l'hi s was ,  hmveve r , very di f fe rent from a :r·epaymen t of 
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the corporation ' s  as s ets to i ts members in return for the ir 

share s , bu·t even the latter might s ometime s be for a legiti­

mate bus ine s s  rea son . I f  the corporation curtai led i ts 

a c tivities so tha t  its net a s s e ts were greater than i t  

needed o r  could profitably employ , then , provided creditors 

were provided for ,  i t  \vas pointles s  to refuse to al low i t  

t o  make a repayment t o  i t s  members in re duc tion of the i s s ue d  

capital. Thus , the s tri ct appli cation o f  the corrmon l aw pro­

hib i tion has been mod ified by the Alberta Companies Act4 8  s o  

a s  to a llow a corporation to reduce its i s s ued cap ital , s ub­

j ect to certain s afeguards and to the consent of the cour t ,  

for the fol lowing purpos e s :
49 

3 8 .  (1) A company having a s ha re capital 
by special res olution con f irmed by an 
order of the cour t ,  

(b ) may alter i ts memorandum s o  as  to 
reduce its share capital in any way , 
and wi thout pre j udice to the gene r­
a l i ty o f  the forego ing powe r  may 
modify or alter its memorandum s o  
a s  to 

( i )  extinguish or reduce the l iab­
i l ity on any o f  i t s  share s  in 
respect of share capi ta l  no t 
paid up , or 

( i i )  e i ther with or without extin­
guishing or reducing l i ab i l i ty 
on any o f  i ts s h are s , cance l 
any paid-up share capital tha t  
i s  l o s t  o r  unrepres ented by 
availab le as s e t s , o r 

( i i i ) e i ther wi th or v1i thout extin­
guishing or reducing l iabili ty 
on any o f  its s hares ,  p ay o f f  
any p aid-up share capital ·that 
is in exce s s  o f  the wants o f  
the company. 



The introduction o f  s uch a procedure has been 

s ugges ted a s  evidencing a more progre s s ive a tti tude which 

has b ecome more prevalent today and s hows the direc ·tion 

whi ch newer legi s la tion i s  taking in recogni zing the need 

for more modern bus in e s s  techniques .
50 

(2) Redeemab le S hares 

1 3  

A s  early a s  19 29 in England , P arliament recognized 

the need for equity holdings which had certain advantages 

over the b a s ic common shares so as to attract more inve s tors 

into the corporate area . As a re sult , i t  create d  wha t  i s  now 

the redeemabl e  pre ference s hare . This concept was s oon 

adopted into Alberta corporation law and is  cons idered ·to 

represent perhaps the mos t  notab le and p robab ly mos t  s igni fi­

c ant s tatutory exception to the common l aw prohibition . 51 

S ection 69 ( 1 )  o f  the Alberta Companies Act allows a corpora­

tion to i s s ue preferred share s expre s s ly created as redeemable .  

The dangers o f  redemp ti on , in e ffec t  a purchase by a corpora­

tion o f  its own s hare s ,  are les s ened s ince their value is 

unl ikely to fluctuate much and they normally do not c arry 

voting rights . Se ction 7 0 provides for the requirements o f  

their redemp·tion and ens ures that the capita l  yards ti ck is  

no t reduced .  They can be redeemed when fully paid5 2  
and 

.
only 

out o f  the proceeds o f  a fresh i s s ue of shares made for the 

purpo s e s  o f  the redemption , in which case the cap i tal of ·the 
new shares wi l l  rep lace the cap ital o f  thos e  redeemed1 or 

out of pro fits as  would otherwi se be available for dividend.
5 3  

In the l at·ter event an amount equivalent to the nominal 
54 amount o f  the shares redeemed mus t  be trans ferred to the 

ncapital redemption reserve fund" and thi s  has to be 

a s  i f  i t  were paid-up cap ital o f  the corporation.
5 5  

·treated 

Hence, 

a l though the shares redeemed dis appear, the paid-up capital 

which they represent is  re tained for accounting purpo s e s  and 
there i s  no reduc tion o f  the capital yardstick. 



In dis cuss ing a s imilar provis ion in the E ngl ish 

Companies Act , Gower s tate s : 5 6  

The s ection is  a recognition that i t  i s  
pos s ible to allow companies to buy their 
own shares without op ening the door to 
abus e .  The Jenkins Committee cons idered 
whether , as in the U . S . A . , there should 
be a general power fo r comp anies ·to buy 
thei r  own s hares . Al though they recog­
n i ze d  that the needful s a feguards could 
b e  provided and would not b e  unduly com­
p l i cate d ,  they rejec ted thi s  i de a  l arge ly 
b ecause there was no demand for it. Thi s  
illus tration o f  the conservatism o f  the 
Engl ish legal and co��erc i al world i s  
regrettable , s ince s uch a power would un­
doub te dly be us e ful to private compani e s  
and to all compani e s  wishing t o  intro­
duce emp loyee share-mvnership s chemes and 
would enable uni t  trus ts to operate as 
comp anies intead of through the more 
complicated medium o f  a trus t .  

( 3 ) Mutual Fund Shares 

14 

S ection 71 provides for ano ther expre s s  exception 

in the case of " mutual fund s hares " .  These are s h ares i s sued 

by a corporation v1hose only unde rtaking i s  the bus ine s s of 

inve s ting the funds of the corporation . 
5 7  

At ·the demand o f  

the holder o f  s uch shares , thi s  type o f  corporation shall 

accep t  a s urrender o f  all of the shares or fractions or 

p arts thereof as  are fully paid and the price �o be paid 

there for may be p aid out o f  the corporation's as sets , includ­

ing its cap ita1 . 5 8  
Upon s urrender , s uch s hares are deemed 

to be no longer outs tanding and cannot be reis s ued by the 

t . 5 9  corpora 1on . 

c. Abr�gation of the Common Law Rul e
6 0  

Recently, three s eparate pieces of Canadian legis­

l a tion have complete ly abrogate d the common law prohibi 
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and con ferred on corporations a general power to purchas e  

their own s hares.
6 1  

The s e  provis ions follow a precedent 

vlhich , in one form or another , has long been e s tab lished i n  

many juris di c tions i n  the Uni ted S tate s .
6 2  

I t  firs t s ur­

faced in Canada i n  the draf t  uniform corporation s ta tutes 

pub l i s hed by the Conference o f  Commi s s ioners on Uniformity 

o f  Legis lation in Canada in 19 6 0 , 6 3  but only found its way 

into legis l a tion for the firs t time in the Ontario Bus ine s s  

Corporation Ac t ,  19 7 0 . With tiLe s ingle exception o f  Ghana , 6 4  

however , i t  has not found favour outs i de continental North 

America in any country whos e  corporation l aw heritage i s  

basi cally E nglish .  I t  was deliberate ly rejec ted b y  the 

Jenkins Committee in Great Britain in 196 2 ,
6 5  

and by the 

.South A frican Company Law Commi s s ion in 19 7 2 . 6 6  

A. 

P AR'£ I I I  

THE ORIGIN At"1D DEVELOP.iYlENT OF THE Al4ERICAN POSITION 

6 7  
The Common Law 

The ques tion when , i f  at a l l , a corporation may 

lawfully purchase its own s hares i s  one on which American 

authority deve loped very s lowly . In the early s tages o f  

their l aw ,  Ameri can judges and lawyers got their no·tions 

about corpora tions from Engli s h  c a s e s  and treati s e s .  But 

the law o f  Eng land in the early part o f  the last century 

rel ating to busine s s  co�porations was not very help ful , 

especially for the s olution o f  the problems pres ente d  by 

the dynamic organi z a tion which the American corporation was 

becoming .  On the problem of the purchase by a corporation 

of i ts own shares , the Englis h  case s  were confused and con­

fus ing until near the clos e of the century (when 'l'revor v. 
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�vhi tworth was decide d  by the House o f  Lords) , and v1ere further 

comp l icate d  by a fai lure to differentiate c learly b e t\veen 

the principles applicab l e  to j oint-s tock compan i e s  without 

l imited liabil ity of its merobers, and corporations prope r .  

Thus , when the i s s ue came b efore the American cour ts for the 

firs t time , there was little1 i f  any , reliance on Eng l i s h  

precedent and the j udge s and lawyers were forced to unravel 

it on cons iderations of pol i cy and logic . I t  was not s urpris­

ing , therefore , that from an early date there was a lack o f  

unanimity as to the power to make such purchas e s . 

P ro fes s or Dodd aptly s ummari ze s  the j udicial 

deve lopment of the Ameri can common law rule :
6 8  

The earli e s t  expres s i on o f  j udicial opinion 
on the sub j ect s e ems to b e  the dictum i n  
the case o f  E x  parte Holmes , 69 decided by 
the Sup reme Court o� Ne\v York in 1 8 2 6 , ·to 
the effect that a corporation may take i t s  
own shares i n  payment o f  a debt due t o  i t . 
Thi s cas e was fol lowed by some inconclus ive 
remarks on the s ub j ec t  by the Vice-Chanc e l­
lor some five years later , 7 0  and by a vigor­
ous ly expres se d  disapproval o f  an ordinary 
agreement to purchase by the s ame S upreme 
Court in Barton v .  P o rt Jackson , 71 de cide d  
i n  185 4.  Four years later ·the New York 
tide turned as a res ult o f  a s tatement in 
an opinion by S elden , J . , in the New York 
Court of Appeals that he was not aware o f  
any co�mon law principle which forbade a 
corporation to b uy its own shares .  This 
s tatement sub sequently came to be regarded ,  
both in New York and els ewhere , as aligning 
that important j uris diction with the view 
that , s ub j ect to s ome il l-defined limita­
tions , the purchase by a corporation o f  
its own shares i s  a legitimate corporate 
act.72 

During the period in which the New 
York cour ts were handing down thes e  opinions, 
the ques tion v1as also being dealt. v1i·th ·to a 
s l ight extent in a nurr�er o f  other juris­
dictions . The mos t  s igni ficant o f  these 



early cases are: Hartridge v. Rockwell, 73 

in which, in holding that shares purchased 
by a corporation could be resold, the court 
expressed th� op�nion that the purc�ase was 74 legally unobJectlonable; Percy v. Mlllaudon, 
in which directors of a bank who had sold 
their shares to it were compelled to refund 
the purchase price at suit of a shareholder, 
the court saying that the purchase reduced 
the capital and in consequence injured the 
creditors, the shareholders and the general 
public; and Taylor v. Miami Exporting Co.,75 
in which the court, in a case involving 
merely the taking of shares in payment of 
a debt, used broad language in support of 76 the existence of a general right to purchase. 

77 . 78 A fe>.v favorable and unfavorable d1cta 
uttered during the next forty years were 
finally follmved by what seems to have been 
the first square decision in favor of the 
power ·to purchase, that of the Ivlassachus1�ts 
court in Dupee v. Boston Water �ower Co. 
In that case the court dismissed a bill for 
an injunction brought by a shareholder against 
his company, which v1as engaged in filling and 
grading tide-flowed lands in order to sell 
them in lots, and which had offered to accept 
its own shares in payment of one-half of the 
purchase price of each lot of land sold. 
During the same decade, the courts of Illi<­
nois8 and Iowa81 took the position that an 
agreement by a corporation to purchase its 
own shares was valid and binding on it. On 
the other hand, the courts of New Hampshire82 
and Kc>nsas83 held that such purchases were 
rescindable by the corporation, so that the 
numerical weight of the decisions during the 
ten-year period was only slightly in favor 
of the laxer view. 

The period from 1880 to 1890 brought 
about a temporary turning of the tide with 
a decision by the Ohio court84 limiting 
the scope of its previous decision to cases 
in which the shares were taken in pa�ment 
of a deb·t; one by the Illinois court 5 hold-­
ing that its earlier decision in favor of 
the power to purchase did not mean ·that the 
purchase could not be impeached by a credi­
tor where the payment was made out of 
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c ap i tal and the corporation later became 
insolven t ;  and one by the Connecticut 
court86 ho lding that purchases made by a 
corporation who s e  cap ital was impaired 
could be res cinded by a s ub sequently­
appointed receiver • . . •  

Although one \vho s tudied the Ameri can 
lav1 of f i f ty years ago might have hes i-
tate d  to predict that the ful l rigor o f  
the English vie'l·l , according t o  whi ch s uch 
purchases 'lvere ultra vire s , would general ly 
prevail in thi s  country , he might reason­
ably have hazarded the opinion that few , 
if any , American courts would s us tain s uch 
purchases agains t a ttack by unp a i d  credi tors, 
at lea s t  'lvhere the purchas e involved the 
dep leti on o f  corporate c ap ital . Neverthe­
les s , the s ub s equent deve lopment of Ameri can 
cas e  law in the majority o f  jurisdictions 
has not been very f avorable to creditors . 
I t  i s  true tha t ,  s ince 18 9 0 ,  s everal addi­
tional jurisdi ctions have with l ittle or 
no aid from s tatute s , denied or greatly 
res tricted a corporation ' s  power to pur­
chas e  its own share s .86 But during the 
period between 18 9 0  and the b eginning o f  
the movement for modern i z a tion o f  corpora­
tion s tatutes whi ch became a ctive about 
the year 19 2 7 , a sub s tantially larger 
number of courts joined the ranks of ·thos e 
who s aw nothing improper in a corporation ' s  
use o f  its cap i tal for the purchase o f  its 
own shares . 8 7 

A number of factors contributed to 
thi s  res ult. The pre s tige o f  those Ameri­
can courts whi ch h ad ,  as early as  18 9 0 1  
by l anguage o r  decision given their appro­
val to s uch purchases,  a t  l e as t i n  cas e s  
i n  vvhich the r ights o f  credi tors were not 
directly at i s s ue ,  v.ras s omewhat greater 
than that of the courts whi ch had adop·ted 
a s tri cter view. Furthermore , much o f  the 
litigation , b o th be fore and a f ter that 
date , involved the val idity no t of the 
purchase but o f  the rei s sue o f  the pur­
chased shares , and casua l  s ta tements in 
opinions dealing with the latter que s ·tion 
to the e ffect that the original purchas e  
was valid \·:ere sometimes taken a t  their 
face value without regard ·to the context 
in which they were found . Finally, and 

1 8  



perhaps mo s t  importan t ,  i t  continue d  to 
be true for a good many years a fter 1890 
that even the cas es in whi ch the val idity 
o f  the purchase was directly a t  i s s ue 
were, with rare exception s , cases to 
which neither creditors no representa­
tives o f  creditors were p arties . 

When s uch cases did ari se ,  even the 
courts whi ch had sus tained the power to 
make purchases out o f  capi tal did not 
comple tely ignore the rights o f  credi tors . 
Persons whose shares the corporation had. 
p romis e d  to purchase were gene ral ly denied 
the right to enforce that promis e  or s ecur­
ity given for it in competition with i ts 
o ther creditors i f  the corporation was in­
s o lven t  when the promise was made or became 
s o  prior to performance . 8 8  One or two 
cour ts , hmvever , permitted the shareholder 
even then to compete with s ub sequent credi­
tors who had notice o f  the agreement at the 
time when they extended credi t . 8 9  

I n  s everal cases , the further s tep 
was taken of ho lding that a payment made . 
by an inso lvent corporation a s  the pur­
chas e  price o f  its own s hares may be 
recovered by or for creditors . 9 0  

19 

The majority common l aw rule i s  properly s ta ted by 

01 9 1 . 1 1  • • h . s e n ,  �., a pr1vate corporat1on may pure ase 1 ts own 

s to ck i f  the tran s a c tion is  fair and in good faith ;  i f  the 

corporation i s  not insolvent , or in the proces s  o f  dis solu­

tion ; and i f  the rights o f  its creditors are in no way 

affecte d  thereby . "  The cas es under the majority rule per­

mitting thi s  power in c orporations fall into s everal clas s e s , 

s o  far a s  the reasons given for the result . Firs t ,  there 

were the courts which found no expre s s  prohibi tion again s t  

the practice in the s ta tutes or the corporation's charter,  

and s ee ing nothing inherently vicious in s uch purcha s e s , 

decide d  t._"l-)_at the power exi s te d . 
9 2  

Then there were others 

which, although failing to f ind an expre s s  grant o f  power 

to purcha s e  its mvn shares , thought the power was incidental 
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and neces s ary to accomp l i s h  the main ob j ects for which the 

corporation was formed .
9 3  

Ano ther l ine of cases found direct 

authori z ation in the usual power given corporations in the 

s ta tutes or the corporation' s charter to purcha s e ,  s e l l  and 

hold property , both real and p ersona l . I t  had long s ince 

been dec ided that shares of s to ck ,  including i ts own ,  were 

p ersonal ty ,
9 4  

and the definition was felt to have compelling 
9 5 

forc e . 

I t  was admitte d ,  however , that a corporation's 

power to purchase its own s hares was c ircumsc ribed by the 

usual s a feguards agains t fraud and breach o f  the f i duciary 

duties of the dire c tors and maj ority shareholders , and in 

thi s  way other parti es were thought to be pro tec te d .
9 6  

A 

purcha s e  was also invalid if i t  did in fact de fraud o r  pre­

j udice creditors or other shareholders , even though made in 

the mos t  perfec t good faith .
9 7  

These rules were cons i dered , 

however , to be so vague as  to of fe r  l ittle prac·tical p ro­

tec·tion. 
9 8 Many jur i s dictions developed ·the rule that a 

corporation ' s purchase o f  its own s hares was valid only if 
made out o f  s urplus . Others ,  however ,  were even more l iberctl 

in providing that i f  a corporation was s o lvent i t  could pur­
cha s e  its own shares and s uch purchas e s  were not res tricted 

to surplus . The mere fact that the capital o f  the corpora·­

tion was or might have b een impaired by s uch purcha s e  did 

noi: invalidate i t ,  provided only that it \vas  done in good 

fai th and without prej udice to credi tors o r  s hareholders.
9 9  

The s tatutory regulations as to the reduction o f  c ap i ta l  

were held not to imp liedly forbid s uch purchases. The 

l ib eral view has been cri t i c i zed as being unsafe as to 

creditors and s hareholders generally and unduly lax a s  to 
lOO 

the powers o f  the management . 
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Fairly contemporaneious ly with the deve lopment o f  

the maj ority view perm i tting a corpo ration to purchas e i ts 

m·m s to c k , a contrary rule took roo t  in a minority o f  s tates 

prohibi ting s uch prac tices.  There , too , the reasons given 

for the res ult varied .
1 0 1 There were tho se courts which 

regarded a corporation as a legal persona l i ty of limited 

powers , operating under a s tate gran t ,  capable of p erforming 

only s uch a c ts as  were expres s ly authori zed by the s ta te .
102 

F a i l ing to find any definite grant o f  power to buy i ts own 

s to ck , e i ther in the s ta tute s  o r  the corporation's charter, 

the purcha s e  was held to be invalid . 10 3  
I t  was also decided 

that the enumeration o£ the powers which corporati on s  could 

exe r c i s e  imp lied the exc lus ion of all o thers , and the pur­

chas e  \va s  accordingly disallowe d .  10 4  Others found the pur­

cha s e  an impairment of the s ecurity of c reditors , and the 

" trus t  fund" do ctrine was thought to compel the denial o f  

h 
l 0 .5  . . d

' . b"  . t . t a:1y s ue power . Some J Ur l s  l Ctlons , pro 1ng 1n o ln ra-

corporate relations , s a\v an inj ury to small non-as senting 

s hareholders through a readj usbaent of voting s trength.10 6  

The pos s ib i li ties o f  abuse ,  and a reali z a tion that the device 

was a w ay o f  evading the s ta tutory method for a reduction o f  

. t l . t d h 10 7  
d . . . .  c ap1. a motl va e o t  er courts , an a v1gorous nunorl -cy 

rule deve loped which fol lowed , with s ome quali f i cation s , the 

Engl i sh la\·7 . 

As in E ngland , however , excep tions were recogni zed 

to be nece s sary . Thus, even in thos e  j uri s di c tion s  adopting 

the minority view , a corporation was able to take i ts own 

s tock as  s ecurity for an antecedent debt;10 8 or in compromise 

o f  a disputed claim or a hopel e s s  deb t ; 10 9  
or in the case o f  

h . 1 f ' t d .  t 110 
b f 'f d . lll t e 1nso vency o 1 s en o r ;  or y way o g1 .t or ev.�se. 

The minority j urisdictions a l s o  generally thought an exception 

to the prohibi tion should b e  made to permi t a corporation ·to 
accept the s hare s i s sued to a purchaser with an option to 

return them i f  he so ele cts 1
1 12 

a t  times a ttempting to dis-· 

tingui sh thi s  s i tuation f rom an outright purchase by calling 
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it the failure o f  a conditional sal e ,  or its res c i ssion . In 

any case i t  was generally permitted . 

B. S tatutory Modifi cation o f  the Cmmnon Law 

The use o f  the power o f  a corporation to purchase 

its own s hares as a convenient tool in financing--bo th good 

and bad-- developed very quickly after 19 0 0  in what was 

general ly a prosperous economy unti l 1 9 3 0 .  The princip les 

o f  law governing the growth of the s ub j ec t  to that date were 

beginning to crys tal l i ze and undesi rable features were being 

inves tigated but l i ttle was done until the general movement 

in the 1 9 2 0's to revi s e  completely the general bus ines s corp -

t. 1 f h . 1 1 3  . . 1 . ora 1on aws o t e var1 ous s tates . In1t1a Amer1 can 

legis lation on the s ub j ec t  was in the form o f  a general 

provis ion prohib i ting the dividing , wi thdrmving or paying o f  

any part o f  the capi tal s tock o f  a company t o  its share­

hol ders . S uch a prohibition was held to prohib i t  a corpora­

tion from purchas ing its own shares under s uch a purchase 
would result in the withdrawal o r  p ayment ·to any o f  the 

sharehol ders o f  any part o f  the corporation's capi tal s tock.1 1 4  

With the general movement to codi fy and moderni ze 

the s tatutory law o f  bus ines s corporations , a maj ority of s ta tesr 

in addition to permitting the purchase of s hares out o f  

. 1 . . . 1 . t 115 'h cap 1 ta ln cer taln s pecla c lrcllius · ances , gave � e corpora-

tion , and by inference the management ,  untrarnmeled dis cretion 

to buy shares out of any kind o f  surplus , or in s ome s tates 

only out of earned s urplus , 1 1 6  s ometimes with a provis o  that 

the purchase could not b e  made if there i s  reasonable ground 

for believing that the corporation was unable or would thereby 

be made unable to sati s fy its deb ts as they fel l due. There 
\vere als o  a number o f  s tates whose s tatutes required the con­

s ent of all or the vo te o f  a specific major ity of ·the sha:ce-· 

ho lders to author ize the purchase o f  its shares. A few 
s tates did , however, expres s ly forb i d  s uch pr�chases. 
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The s e  original s tatutory p rovi s ions were critici s ed 

as  b eing poorly draf ted and for the mos t  part s ke·tchy and a s  

s howing the s ame l ack o £  agreement among the s ta te s  as  pre­

viou s ly characteri zed the j udicial rules . 1 1 7  The purchase 

by a corporation o f  its own s hares , l ike a dis tribution of 

dividends , is a me thod o f  dis tribution or withdrawal o f  

a s s e t s  but is s ubj e c t  to even more potential abus e . A s  a 

resul t ,  it was argued tha t  what was required was the impos i­

t ion o f  carefully drawn legi s lation as  to the condi tions 

under which the purchas e of s hares may be made , the s ource 

or b a s i s  of permi s s ib le withdrawals for p ayment , the s ta tus 

of the s hares a f ter they are reacquired , the e ffe ct of l a ter 

res ale , rei s s ue or retirement o f  them, the accounting p rac­

tices to be followed on their purchas e  or rei s s ue ,  and the 

l i ab ility o f  dire c tors and s e l l ing s hareholders for improper 
1 1 8  purchases. 

1 1 9  d . Latty , coiTLmented on the tren ln current s tatu·tory 

p rovis ions involving a purchas e  o f  s hares a s  fo l lows : 

The 'enab l ing' spirit o f  twentie th­
cen-tury corporation s tatutes i s  -.;vel l  
i llus trated in the evolution o f  permi s s ion 
to a corporation to purchase its own shares .  
I ts cour s e  can be seen i n  the swing from 
prohibition of purchas e  under an ultra 
vires analy s i s - - in s ome j uris di ctions a t  
leas t ,  following the Engli sh p recedent--
to permi s s ive purchas e from s urplus , and 
thence to purchas e even out of cap i tal in 
a few favored s i tuations where apparently 
there were deemed to be overriding con s id­
erations o f  corporate convenience . Ohio 
led the way in its corporation s t a tutes 
revi s ion o f  the 1 9 2 0 ' s , permitting pur­
chases regardles s  o f  s urplus in o rder to 
redeem redeemable s hares , compromise c laims , 
perform repurchas e  obl igations to employees , 
res e l l  to employees ,  eliminate fractiona l  
share s , res ell to o ther s hares repurchas ed 
under contrac t with shareho lders , and buy 
out dis sen ters entitled to being bought 
out. Recent legi s lative ac tivity has added 



purchases under a contract \vi th a share­
holder to buy his s hares at h i s  death , 
purchas es by open-end inves tment comp an ies , 
and purchases in partial liquidation o f  the 
corporation. Increas ingly , then , the 
creditor ' s  cus hion a fforded by legal 
' capital ' i s  b eing d i s carded a s  a mechan­
ism for creditor pro tection . 

2 4  

Today , all j ur i s di ction s have s ta tutes authorizing 

and regulating both the purchase and redemption by a corpora-

t. f ' t  h d . d '  . 12 0 . 10n o 1 s own s ares un er varylng con ltlon s . E ll l s  

and Young
12 1 s�marized the finding of various res earch 

s tudies dealing with the extent of corporate s tock repurchases 

and concluded that the b irth of large- s c ale repurchas ing had 

been clearly demons tra ted in terms of the aggreg a te volume o f  

repurchas in g , the number of corporations eng aging in i t ,  ·the 

liaportance o f  its impact upon the capital markets, and i ts 

role among corporate s ources and other uses of corporate 

funds . Although the rate o f  growth of corporate s h are re­

purchas ing may not currently be proceeding a t  the rapidly 

accelerating p ace of the 1 9 5 0 ' s  and mid-19 60's , the importance 

o f  repurchas ing i s  s till quite evident. Clearly , the extent 

o f  the us e o f  this power warran ts i ts detailed inves tigation 

as a poss ible alternative to the present Alb er ta po s i tiono 

PART IV 

THE THEORE TICAL NATURE OF THE 

CONCEPT OF A CORPOR�TION ' S PURCHASE OF I TS OWN SHARES 

Corporate a s sets are normally distributed to share­

holders by way o f  dividends. However , ano ther me thod by 
\\'hich a corporation may dis tribute as s ets to shareholders :Ls 

by the acquisition of some of its m·m shares; payin�J or ag-ree-
. f h . h , 122 1 lng to pay or t em ln cas or o tner property. For t1e 
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purpose of thi s paper , s hares are des cribed as n redeemable " 

i f  e i ther the corporation or the holder o f  s uch shares has 

the r1ght to have the s hares returned to the corproation 

upon its p ayment o f  a s t ipulate d  amount , thi s  right aris ing 

from an expre s s  provis ion in the corporation ' s  artic l e s  or 

memorandum of a s s o c i ation . Redemption i s  obvious ly the 

proces s o f  redeeming redeemab le s hare s . 1 2 3 
A " purcha s e "  by 

a corporation o f  its own s hare s , on the o ther hand , d i f fe r s  

from a redemp tion i n  that the right o r  duty of the corpora­

tion to b uy does not ari s e  from a provi s ion in its artic l e s  

and may not relate to a l l  the s h ares o f  a given clas s ;  i t  

results from a specific agreement b e tween the corporation 

and the s hareholder which may b e  entered into e i ·ther at the 

time the s hare s are create d  or s ub sequently . In dis tingui s h­

ing b e tween a purchase and a redemtp i on , i t  has been s ai d  

that " redemption • . •  i s  not s ub j ect t o  the many obj ections 

that are apparent in the case of a corporation ' s  purchas ing 

i ts o-vm share s . Redemption is usually provide d  for in an 

ins trument wi th itlhich a certain pub l i ci ty i s  connec ·ted .  The 

right o f  redemption exi s ts with respect to a l l  shares o f  a 

g iven c l as s . Although there i s  involve d  in b o th a redemption 

and a purcha s e  a withdrawal o f  funds that may b e  nece s s ary 

for the succe s s ful pro s ecution of the bus ine s s , there i s  not 

in the former case the s ame danger o f  p re j udicing the righ t s  

o f  pros p ective inves tors and creditors that exis ts in the 

case o f  an i s o lated purchase ,  s ince the s ta tement of the 

redemp tion rights in the arti c l e s  o f  a s s o ciation , by-- l aws 

or s hare certi ficate at lea s t  furnishes s uch persons an 

opportunity to become aware o f  the s hareholders ' special 
. . . .  1 2 4 pos 1 t1ons . 

Many authors charac teri ze a corpora·tion • s purchas e  

o f  its own shares a s  having s ome o f  the e conomic a ·ttribute s 

of a di videnc1. in the sens e that payment for the purchased 

shares i s  tantamount to a dis tribution or wi thdravval of a 



2 6 

portion o f  the corporate a s se ts to the s e l l ing s harehol de r .
1 2 5 

However , a s  P ro fe s s or Getz has aptly commented : 12 6 

Whi le reacquis i tion o f  s hares resembles 
the p aymen t of dividends in that b o th are 
methods o f  dis tributing ( and therefore reduc­
ing }  corporate a s s ets, tl1ere are important 
d i f fe rences between the two technique s . To 
begin with ,  the resul ts are di f ferent. A 
dividend payment leaves unaffecte d  ·the rec ip­
i ent shareholder 1 s  p o s ition as a participant 
in the continuing enterpris e .  A repurchas e ,  
however, results e i ther in h i s  e limination 
a s  a participan t ,  or in a reduction in his 
intere s t  in the comp any . l 2 7 Second , in the 
c a s e of dividends the principle of pro rata 
participation is of the e s s ence , in the---­
abs ence o f  s ome expre s s  b a s i s  for dis crimina­
tion . l2 8 In the case of a repurchas e ,  howeve r ,  
unl e s s there is  a leg i s la tive compul s ion in 
f avour of equality o f  parti c ipati on , dis crim­
ination i s  of the e s s ence o f  the transac tion . 
This means not only that the intere s t  o f  a 
vendor- s hareholder may b e  reduced , b ut a l s o  
tha t  it may b e  reduced disproportionate ly to 
that o f  o ther shareholders in the absence o f  
s ome legis lative o f  equa l i ty o f  treabnent . 
Third , whereas a dividend payment i s  a uni­
late ral act , l 2 9 a repurchase i s  a trans­
a ction- - a  consideration that obvious ly a f fects 
the optimum bal ance of knowledge and informa­
tion b e t>.veen the comp any and its shareholder s , 
concerning the payment or purchase, as ·the 
c a s e  may be. " l 3 0  

The nature of the concept o f  a corpora tion r s  pur� 

chase o f  i ts own s hares can a l s o  be charac teri zed by a 

s o mewhat b roader and perhaps more abs trac·t view .  When a 

corporation purchases (or redeems ) any o f  i t s  ovm shares r 

i t  is  in e f fe c t  a party to a transaction whi ch purpor ts to 

reverse the proces s  o f  creating shares by terminating ·the 

legal inciden-ts conno ted b y  the shares involved . 1 3 1 I n  

effect, the function of the capital market, name ly t o  provide 

cap i tal , through inves bllen ts , t.o fund indus try, and comme rce: 1 

. . . 1 3 2  
1 1 • • � s  opera t1ng 1n reverse . In genera , repurcnas 1119 .l s 
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intended either to retire s hares or to redi s trib ute s hare 

ownership . In the latter cas e ,  the repurchase dec i s ion i s  

imp li c itJ:y o r  exp l i c i tly a s s o ci ated w ith a future u s e  -Lhrough 

whi ch the corporation wil l  relinquis h  control o f  the share s . 

Thus , this decisi on i s  not an inves tment decis ion , b u·t rather 

i t  is a determination by the corporation of how i ts ownership 

wi l l  change over time . The s e  a c tions involve the dis tribu­

tion o f  corporate pro fits and b enef i ts despi te the general 

expectation that mos t  internal corporate dec i s ions are 

l imited to the production of wealth . 13 3  

What i s  the effe c t  o f  a corporation ' s  purchase o f  

i t s  own s hare s ?  I t  i s  obvious tha t ,  a l though the s e ll ing 

s hareholder has g iven up an a s s e t ,  the corporation h a s  not 

acquired one . P urchase o f  a corporation ' s  own s h are s i s  

quite unlike the purcha s e  o f  Lhe s hares o f  anothe r corpora-

tion . I ts own shares are o f  no value to i t  unles s  and unti l 

they are resold. Unl e s s  the purchas e  i s  related to a refin­

anc ing , however ,  its e ffec·t i s  to contrac t  the s i ze of the 

enterprise and to dis tribute corporate a s s e ts to the s el l ing 

s h areholders--it i s  a form o f  p artial liquidation. 13 4  
What 

has a c tual ly happened is that the corporation's a s se t s  have 

been reduced by the amount paid for the share s , whi le the 

proportionate in·tere s t  o f  each o f  the o ther shareholders in 

the diminished a s s e ts has been increased as a �es ul t  o f  the 

reduction of the nru�er of outs tanding share s. I f ,  at the 

time the purchase is made , the corporation doe s  not have an 

actual s urplus or if the amount paid exceeds the s urplus , 

the purchase nece s s arily operates a s  a dis tribution to the 

s e l l ing shareholders o f  a part o f  the capita l  and , to that 

extent , impairs the c apital o f  the company . The impairment 

may be intentiona lly permanent , as where ·the corporation 

thereafter treats the purchased shares as c ancel led but doe s  

n o t  formally reduce i ts capital . The impairraen t may be 

uninten tionally permanent to the extent o f  the ful l  amount 
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p a id , a s  vzhere the corporation finds i ts el f  unable to r es e l l  

the shares a t  all , o r  to the extent o f  p art o f  the amount 

paid , as where it is only abl e  to res e l l  the s hares a t  a 

lower price .
1 3 5  

I t  i s  the po s s ib le effects of a corpor ation ' s  

purcha s e  o f  its own s hares tha t  can give ris e to a broad 

range o f  potential abus e s . The s e  po tential abuses wi ll b e  

c anvass ed i n  detail s hortly , f o llowed b y  an examination o f  

the pos s ib l e  s a fe guards ava il ab le should Alberta companies be 

e ntrusted with s uch a power. 

PART V 

THE REASONS FOR A CORPORATION 

PURCHASING I TS OWN SHARES 

In deciding whether to entrust corporations w i th a 

general power to purchas e  thei r  own share s  i t  i s  necess ary 

to inves tigate the nw�erous pos s ib le rea sons for s uch p ur­

cha s e s  and the practical results that would flow therefrom . 

Thi s  part o f  the paper w i l l  deal only wi th tho s e  p urpos e s  o r  

reasons for purchase whi ch are val id and proper and dire cted 

towards ful filment of important bus i nes s obj ec ti ve s . P ur­

chase s  for improper purp o s e s  wi l l  be dealr with in the 

fol lowing p art . The reas ons for a corporation ' s  purchase 

o f  its own shares can be chara c teri zed into two c a tegories : 

special c ircums tances and purchas e s  under a gener a l  power to 

purchase share s . Thi s  l atter catego ry will be further b roken 

down in to the reasons for purchase by a pub l i c  o r  lis ted 

corporation and by a private o r  clo s e  corporation . 



A .  Share P urchas e s  in Spe c i al Circums tances 
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There are circums tances where a corporation • s  

power to p urchas e  its own shares can b e  applied to the 

advantage o f  both creditors and shareholders . For example , 

the corporation should have the power to purchas e  i ts own 

shares as a means of discharging o r  effecting a compromi s e  

o f  a debt owed to the corporation , or to purchase the s hares 

o f  dis senting shareholders under thei r  apprai s al rights , or 

to eliminate fractional share s . As will b e  s een later , 

purchas es in the s e  special circums tances are dealt with 

s ep arately by the legislative provis ions o f  the various 

j uris dictions to be examined . 

(l)  Compromi s ing Indebtednes s  to the Corporation 

S ometimes a person indeb ted to a corporation i s  

also a shareholder .  I n  the abs ence o f  o ·ther a s s e ts with 

vvhi ch to pay the obligation , i t  i s  cer tainly better for the 

corporation to take back s tock in s ettlement o f  i t s  claim 

rather than to obtain a cos tly and troubles ome
1 3 6 

and mos t  

likely unenforceable j udgment for a higher amoun t .  Thi s  

may be so even though the market value o f  the s h ares 

received may be le s s  than the amount of the deb t  owed ,  s ince 

the corporation receive s  the additional benefit of a releas e 

of its dividend obligations to the deb to r-shareholder.
13 7  

Certainly this opportuni ty i s  not to be condemned i f  i t  i s  

the answer t o  a corporation reali zing s ome thing o r  no ·thing 

on the obligations due i t ,  a s suming s uch debt s  are b ona 

f i de and o therwis e  uncollectible .
1 3 8 

( 2 )  D i s s enting Shareholders 

In the early hi s.tory of ·the maj ority American 

common lav-T rule , an impor-tant use o f  the power o f  a corpora­

tion to purchase i ts own shares was ·to mee ·t the problem o f  



3 0  

dis s en·ting shareholders in a small corpora tion who could, ·to 

the s atis faction o f  all parties, be bought out with the 

corporation ' s  funds \vhere ·the shareholders themse lves did 

not have the nec e s s ary capital and there was no o ther ready 

market for the share s .
1 3 9  

In such a s i tuation , the corpora­

tion is a1xiou s  to buy out the recalcitrant shareholders and 

are often actual ly compe lled to do so unde r  " apprais a l "  

s tatute s . A corporation ' s  right to pay s u ch dis s en ting 

s hareho lders the apprais al value o f  their s ha re s  is thus 

desirab le b o th f rom the point of view of the s hareholders 

a s  wel l  as the c reditors s ince they would usually b e  only 

too wil ling to cons ent to such a change because conditions 

within the corporation would p resumably improve \·lith 

internal u_rli ty . 

( 3 )  Fractional Shares 

Often a s  a res ul t  o f  a s tock dividend s ha reholders 

b ecome entitled to fractional shares which are a nuisance 

s ince doub t exis ts as to their ac tual s tatus .
14 0  

It is 

des ir£!Q le therefore, that a corporation have the power to 

dis p o s e  of s uch fractional shares by purchase .  

B .  Share Purchase s  Under a General Power to P urchase 

( 1 ) P ub lic or Lis ted Corporation 

( i )  Emp loyee share ovmership and bene f i t  s chemes 

One of the mos t  important us e s  o f  the pov.1er o f  a 

corporation to purchase its own s hares occurs \vhen a cornpany 
wishes to ins titute a bonus or pro fit- sha ring pl an for i ts 
emp loyee s  by permitting them to purchase s hares in the com­

pany a t  premium rate s  or over a long period o f  ·time . S ince 

a corporation mus t  have s hares available for d i s tribution to 
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the employee s , i t  needs the p ower to purchase them for that 

purpos e .  Further , s ince the b a s i c  reason for s hare dis tri­

b utions to employees dis appea rs once the latter l eave the 

corporation ' s  emp loy , emp loyee s tock p lans usua l ly require 

the employee to s urrender his shares upon termina tion o f  

h i s  corporate conne c tion . The emp loying corporation mus t 

natural ly b e  able to repurchas e  s uch shares to make e ffective 

the employee ' s  obligation to s urrender them when their pur­

pos e o f  s e curing hi s faithful s ervi ce has ceas e d . 1 4 1  Although 

the agreements vary widely , their general purp o s e  is  to 

encourage employee p articipati on in the control and p ro fi t s  

o f  the corporation . 1 4 2  Such p lans have merit in that they 

provide lab our with an incentive to work well with management 

for the s ucces s  of the corporation ,
1 4 3  

and can b e  o f  tremen­

dous benefit to b o th employe e s  and the corporation , especially 

h t, t . . . t b ' . 14  4 A P f w ere ne corpora lOn lS JUS eglnnlng . s ro e s s or 

dd 1 . 1 4 5  D o  exp alns : 

S ome labor union leaders and labor 
s ympathi zers regard propos als for the pur­
chase o f  s hares o f  a corporate emp loyer by 
non-management emp l oyees wi th s uspicion as 
Munich- l ike appeasement o ffers aimed a t  
breaking down l abor ' s  wi l l  to fight for 
higher p ay and s hor ter hours and at reduc­
ing its wi ll to prepare for such fighting 
by org ani zing itse l f . One canno t ,  however ,  
reasonab ly expect that the bus ine s s  o rg·ani z­
a tions law of cap i tal is tic society wi l l  be 
based on the premi s e  that anything which 
tends to dul l the fighting edge of labor in 
a c las s war with cap ital is contrary to 
pub lic policy . In the pres ent s tate o f  
society , j udges and leg i s l a tors are likely 
not only to tolerate , but affirmative ly 
to approve p l ans for giving labor a finan­
cial interes t  in indus try through s hare 
owner ship . lvioreover , mos t  of ·the l i tigated 
cases have invo lve d  s ales of shares to 
executive s rather than to the type o f  
employee who would be regarded as  good 
prospect for labor union membership . 



Repurchas e  agreements are a con�on ,  
perhaps almo s t  a nece s s ary concomitant o f  
emp loyee-purchas e  p lans , particularly in 
the case o f  the smaller corpora ;:ions . The 
primary purp o s e  of s uch plan s  is to give 
the emp loyees a s take in the enterpri s e  in 
whi ch they are employed . l 4 6  Generally 
speaking neither party des ires that ·the 
s take con tinue i f  the employment relation­
ship ceas es to exi s t .  One who has formerly 
worked for ,  but is now no longer connec ted 
with a corporation and who o r iginally inves te d  
in i t s  s hares because o f  his employment may 
wel l  feel that the continuation o f  thi s  
inves tment under the changed conditions i s  
undes i rab le , parti cularly i f  the shares 
have no ready mark e t . l 4 7  The corporation ,  
on its s ide , is l ikely for s everal reasons 
to des ire the power to repurchase the shares 
on termination of the emp loyment . I t  may 
be reluctant to have them remain in the hands 
of one 'ltvho may now be in the employ of a com­
petitor . It may w i s h  to acquire them s o  that 
it c an s e ll s hares to the emp loyee ' s  s ucce s sor 
without the nec e s s i ty of increasing its capi­
tal .  If the shares have been offered to the 
employee at l e s s  than their value , it i:lil l  
s eek to prevent his p ro f iting from this low 
o f fer by qui tting h i s  j ob a s  s oon as he h as 
acquired the shares . 

3 2  

Clos ely connec ted to the bene fi t  o r  incentive p lan 

is the pens ion or re·tirement bene fi t arrangeme nts p o ss ib le 

under a corporation ' s  power to purchase its own share s . 1 4 8 

Many American companies fo llow the p ra c tice o f  making all o r  

par t  o f  their annual contributions to pens ion funds , s tock 

opt ions or bonus e s , prof i t- s haring programs , or thr i f t  incen­

tive p l ans in their own common s to c k .  Typically , ·thei r 

contributions are expre s s ed and ob l igated in dol l ar terms , 

and the dol lars are s imply conver ted into share s  prior ·to 

de livery . Use o f  the company ' s  own s hares i s  favore d  because 

o f  the poten·tial for emp loyees to identi fy their pers onal 

financial intere s t s  with the value o f  the company ' s  share s  
1 4 9 

over the longer term . 
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( i i )  Facilitating mergers and acqui s i tions 

Another important reason for a corporation p urchas­

ing i t s  own s hares is to have a sufficient s ource o f  s hares 

to faci l it ate mergers and acqui s itions through the medium 

o f  the s hare exchange .  The a dvantage o f  the p ower to purchas e  

its own shares in this s ituation i s  tha t  the corporation i s  

no t required to di lute its equity b .r.1s e  b y  ·the i s s ue o f  new 
15 0 

s h are s . 

( i i i )  Reorgani z ation of the corporation ' s  

cap i tal s truc ture 

The power of a corporation to purchas e  i ts own 

shares incre a s e s  its flexib i l i ty in reorgani zing its cap i ta l  

s tructure s o  a s  to b e  more e f fective and i n  accordance with 

i ts needs . A purchase by a corporation o f  its own s hare s , 

l ike the purchase o f  its outs tanding b onds or debentures ,  

may be reg arded as an inci dent of adj us ting i ts financ ial 

s tructure to the needs of the bus ines s . 1 5 1 For exili�pl e ,  the 

power to purchase its own shares e nab le s  a corporation to 

ful f i l  its ob ligations under conve rtib le debent ure or s hare 

. l . d . . h . . . b 15 2 warran ts w1t 1out J eopar 1 z1ng t _e ex1s t1ng equ1ty a s e . 

A corp oration may also for reasons o f  f inancial p o l i cy , w i s h  

to alter its debb-equi ty ratio by resorting t o  increa s ed 

debt f inancing us ing borrowed f' .. .md s  t o  purchase s ome o f  i t s  

outs tanding shares . 1 5 3  A corporation might a l s o  feel i t  i s  

neces s ary to con tract i t s  equity base . Such a s ituation may 

aris e  where a corporation fee l s  that its opportunities for 

further pro fitable inve s tment are limited and its presen t 

cash g enerating ab i lities are far in exces s  o f  its require­

ments . The dire ctors may we ll wish to avoid the dec laration 

o f  increa s ed dividends1 5 4  and ·the purchase o f  s ome o f  its 

outs tanding s tock provide s a viable al ternative . The s e l l ing 



s hareholders are given the opportunity to real i ze their 

. tm t1 5 5  
d . . . d . 1nves en an to acqu1re equ1ty ln a more ynam1c ven-

ture , whi le the corporation s o lves its problem o f  s urplus 

funds , and with the concurren � dimini s hed capita l i zat ion , 

. . t . h 1 5 6  1ncrea s e s  1 s mvn earn1ngs per s are . 

(iv)  Inves tment in the corporation _itse l f  

Investment i n  a company ' s  own s hares may b e  con­

s i dered the best availab le us e of i ts s urplus funds ,  

e speci ally where management t akes the view that the marke-t 

price o f  the shares is  lower than their true value and a 

f . b d h . 1 . 15 7  
- . pro lt can e ma e upon _ t  e1r ater re1s sue . Dur1ng 

periods of s tock market decline , the number o f  American 

corporations engaging in the practice of purchas ing thei r  

3 4  

own shares and the frequency o f  the ir purchas e s  g eneral ly 

increa s e s . Thi s was certainly true fol lowing the market 

crash of 1 9 2 9 , . and the p attern appeared to hold true follow­

ing the market decline o f  mid- 1 9 6 2
1 5 8  

and in 1 9 6 9 - 7 0 .
1 5 9  

A recent commentary on the purchas e  o f  shares for thi s  

d . t . 1 . d 
1 6 0  

purpos e an 1ts ra 10na e prov1 e s : 

In the recent period o f  f a l l ing 
pri ces , an increas ing number of pub lic 
corp orations have decided that the price 
of their own s tock i s  now a bargain and 
have entered the market to purchas e  it . 
This c an make great economic s ense . 
For example , i f  a corporation s o ld s tock 
to the pub l i c  a year ago at $ 3 0  per s hare 
and can now go into the open market and 
purchase its own shares at $ 15 per share , 
the dilutive e f fect of the prior s ale can 
be reduced , and the corporation can pur­
chase the s ame nurilier of shares it s o l d  
for on ly half the price . 

S imi larly , i f  the corporation recently 
made an acqui s ition us ing s ecurities rather 
than cash , the di lutive effect o f  the 
i s suance of shares can be greatly rGduced . 



(v) Mis ce l l aneous purpos e s  

In addition t o  the important us e o f  the p ower o f  

a corporation to purchase its own s hares outline d  above , 

other val id reason s  for such trans action s  exis t .  S ome o f  

the more widely-known ones are : the elimination o f  small 

shareholding where the cos t o f  s ervi c ing outweighs the ir 

. . f . 1 6 1  
1 . d . f . t 1 1 6 2  

s 1gn1 1cance ; the s e  ect1ve re uct1on o cap1 a ; 

accommodating ins iders by permitting a l arge s hareholder 

3 5  

1 . . . h l d . . h t .  
1 6  3 . . to e 1m1nate 1ts o 1ngs 1n t e corpora 1on ; 1ncreas 1ng 

the equity b a s e  of the corporation by obtaining b roader 

pub li c  ownership o f  the corporation ;
1 6 4  

and overcoming tech-

. 1 b l  1 6 5  n1c a  pro ems . 

The fo llowing three purp o s e s  for a corporation ' s  

purchase o f  its own shares have b een s e gregated b e caus e  they 

fal l very close to the albeit obs c ure dividing l ine b e b;reen 

purchases for val id purpos e s  and thos e  for improper purpos e s , 

the s ub j ect of the next p art of thi s  pape r .  Whether o r  no t 

the following purp o s e s  are proper or not o ften depends on 

the c ircumstances g iving rise to the tran s action , the mechanic s  

used to carry it out and the particular resul t s  tha t  f l ow from 

i t . 

( vi )  Agreement to purchase in original 

spbs cription agreement 

Although the mere existence o f  the power in a 

corporation to purchase i t s  mvn shares provides an othen¥is e  
unavai lab le additional market to a shareholder de s iring to 

s e l l  his shares , s ome corporations go further and agree to 

purchas e  the share s at a future date and under certa in 

cums tances a s  part o f  the original s ub s cription agreemen t: "  
A corporation may uti l i z e  s uch an agreement to a ttract 
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initial cap ital \vhich might o therwise be difficult to ob tain , 

and yet i s  nece s s ary to get the enterprise under way , or to 

advertise as a " sel ling point " the name of the shareholder , 

thus s t imulating other share sub s c riptions and credit exten-
. 1 6 6  . s 1ons . The mos t  common type of such agreements 1 s  a 

p romis e  made to a p rospective s ub s cribe:t. that if the latter 

will s ub s cribe and pay f or the s hare s , the corporation w i l l  

sub s equently repurchase them a t  the original price should the 

sub scriber become d i s s atis fied with his bargain .
1 6 7  

Although 

a potent s ales feature ,
1 6 8 

the pos s ib ilitie s for abuse are 

obvious . S uch agreements have b een criticised as being pre­

j udicial to creditors and shareho lder a l ike as being c alculated 

to deprive the c orporati on of c ap i tal a t  the time when it 

needs i t  the mos t1 6 9 and a s  being patently unfair to thos e 

shareholders and creditors who relied on the f aith o f  the 

s t ated cap ital o f  the corporation without knowledge o f  the 

exi s tence of such agreements between the corporation and 

other , o ften maj or s hareholders .
1 7 0  

The preventi on o f  

potential abuse ari s ing from the us e o f  such agreements , if  

they are to b e  a llowed at all , w i l l  be examined later in 

the paper dealing with pos s ib le s af eguards . 

( vi i )  Support and manipulation o f  

the market price of shares 

The mere creation of the power in a corporation 

to purchase its own shares gives r i s e  to a potential b uy er 

whos e  exis tence alone may give s ome s upport to the market 

price of the share s . There is no doubt that s upport o f  the 

market price , i f  calculated to leve l  occas ional dis turbances 

or to parry attacks , is highly des irable and there can b e  

n o  ob j ection i f  s uch action were undertaken b y  interested 

investment dealers or maj or shareholders .
1 7 1 I t  has been 

sugges te d  that it i s  equally unob j ectionable where , in an 

e ffort to s upport the market price of the shares and protect 

agains t pro fe s sional manipulation , a l arge b lock of shares 
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overhanging the market and threatening to depre s s  the prices 

of the s tock on the exchange are purchas ed by the corporation 
. 1 7 2 1 7 3 lts e l f . However , as Professor Get z  states : 

I t  i s  a commonly-expres s ed concern , 
however ,. that companies may us e  the p ower 
to repurchase their own s hares for the pur ­
pose o f  manipulating the pub l i c  market in 
thos e  shares - - in p articula r ,  by maintaining 
the marke t price . Indeed , i t  has b een sug­
gested tha t  management may have s trong 
temptations to do s o : 

Firs t ,  increased prices s o l i di fy manage� 
ment ' s  pos i tion vis-�-vi s  the s hare ho lders 
whos e  primary concern i s  the value that 
their holdings will bring on the market .  
Second , increased prices make i t  more 
cos tly , and hence more d i fficul t ,  for an 
outs ider to take control of the corpora­
t ion by way of a tender o ffer . Third , they 
help mask any ins tances o f  corporate mis­
management . Fourth , if the corporation is 
to engage in a mergsr or acquis ition , which 
requires p ayment by the corporation o f  its 
own s hare s , the number of s hares tha t  wi ll 
have to be paid will be reduced in a ccord­
ance with any increase in the market price 
of the shares up to the time o f  the consum­
mation o f  the agreement . F ifth , s ince 
of ficers and directors are l ikely to own 
s tock in the corporation , the l aw p ermits 
them to sell that stock . Finally , increased 
p r i ce s  can produce a snowb a l l  e ffect by 
making the corporation look more attractive 
to new inves tors , they increa s e  deman94whi ch 
rai s e s  the market price even higher . 1 -

An almost clas s ic example o f  manipula­
tion through share repurchases is de s cribed 
in the fol lowing financial advi ce given to 
the management of a l i s ted company in the 
Uni ted S t ates : 

SP should advance continually the market 
price o f  its share s from the prolonged , 
rather s tatic range in the low 3 0 u s  com­
mensurate with the carrying out o f  this 
p rogram and general economic and market 
conditions . Such advance should be 
implemented by South Penn or one or mo r e  



o f  its offi cials on its behal f , by pur­
chas ing s hare s  of S outh Penn on the open 
market on the 1American S tock Exchange ] . 
The re latively smal l  f loating s upply of 
shares . . •  o f  this long , generous dividend 
p ayer , should make a relative ly e asy j ob 
of continually advancing SP ' s  marke : ·  price 
and s uch advance w i l l  b e  as s i sted sub­
s t antially ( i f  not taken over in a maj or 
way from time to time by the inves ting 
pub l i c  and brokerage fraternity )  when it 
becomes apparent through pub l i c i ty and 
market action that SP has entered on an 
acce lerated e xp ans ion program. At the 
moment , on the bas i s  of 1 9 6 1  earnings o f  
$ 2 . 4 0 per share , SP ' s  shares a t  around 
$ 3 2 . 0 0 are s e l l ing at only about 13 times 
earnings whereas they could and s hould b e  
s elling at at l e a s t  2 0  to s ay 2 3  times 
earnings or around $ 4 8 . 0 0  to $ 5 5 . 0 0 per 
share . This 2 0  times ( plus ) ratio w i l l  
materia l i ze without difficulty a s  s oon 
as the inves t ing pub lic learn tha t  SP 
has emb arked on a constructive aggres s ive 
expans ion program . . • •  

The shares purchased in the open market 
as above mentioned as well as T idewater ' s  
SP share s , if purchased , can , o f  course b e  
used i n  negotiating future property acqui­
s itions • • .  then SP s h ares market price 
could continually make new high s , with 
occ a sion al market he lp of SP . 

South Penn ' s  leading the way , from time 
to time , in continually advanc ing the 
market price of its share s c on s i s tent 
with the circums tances as  mentioned , w i l l  
be b eneficial t o  the company i r.  many way s , 
e specially in estab li shing a much higher 
and more favourab le price-structure b a s i s  
on whi ch t o  negoti ate thru s hares , wel l  
se lected property-res erve acquis i ti ons in 
its expan s ion program . . . • 

Earnings-expans ion through acquis ition 
• . •  ( o f  re s erve ) • . .  thru merger and/or 
purchase • • •  with payment for same beinsr 
made by the company out o f  its treasury 
and increased shares at advanced s tock 
market prices for SP shares as above 
mentions • . . •  l 7 5  

3 8  



The prevention of potenti al abuse ari s ing f rom 

s hare purchas e s  in such circums tances ,  which involve s 

secur ities exchange regulation , wi l l  b e  examined later in 

the paper when deal ing with p o s s ible s afeguards . 

( vi i i )  Maintaining and manipulating 

corEorate control 

39 

An important aspect o f  the p ower in a corporation 

to purcha s e  its own shares is that it permits a c l o s e ly-held 

pub lic corporation to retain contro l where the only a lterna­

tive i s  a sale o f  a sub s tantial b lock o f  shares to a market 

unfriendly to the existing shareholder g roup . S uch purch a s e s  

may be des irable , from management ' s  point o f  view , to pre­

vent shares from falling into the hands of syndicate s , e ither 

with in or without the c orporation , des irous of taking over the 

corporation mere ly to " milk" it ( either through l iquidation 

or imp rovident dividend payments at the expense of c ap ital 

improvement) , and incidenta l ly , at lea s t ,  to pro tect their 

own j ob s  as  dire ctors and o f fi cers from the inevitabl e  dis­

mis s al which a change in maj ority share ownership augurs . 

Prudent share purchases may there fore b e  used ( for good o r  

ill) a s  a way o f  manipulating corporate contro 1 . 1 7 6  
I n  one 

of the leading American cases , a s hare purchase resulting 

in the maintenance of corporate control was uphe ld upon the 

direc tors s at i s fying the burden of showing reasonable grounds 

to b el i eve a danger to corporate pol icy and effecti venes s  

exi s ted b y  the presence o f  an out s i der , \vho had a reputation 

a s  a liquidator o f  corporation s , purchas ing large amounts 

of the corporation ' s  s tock .
1 7 7  

The prevention of the poten­

tial abus e that can aris e  in s uch c ircums tances ,  which 

involves the imposition o f  personal l i ability on the d irectors 

for improvident s hare purchas e s , will also be examined later 

in the paper when dealing with pos s ib l e  safeguards . 



( 2 )  Private or Clo s �  Corporat�on 

The power to purcha s e  its own s hares can also be 

an important and useful too l  for the private or c l o s e  cor-· 

poration . Though many o f  the reas on s  for purchase r e l ated 

4 0  

to the pub l i c  corporations noted above are equally applicab le 

to the clo s e  corporation , the fact that s uch an entity i s  

o ften , in effe c t , l ittle more than incorporated p artners hip , 

c l o s e ly bound , o ften family owned and has l i ttle relation 

to the general pub lic g ives r i s e  to a number o f  important 

reas ons for it purchas ing its own share s . 

( i )  Maintenance and flexib l e  tran s fer o f  control 

The e s s ence o f  the s ucces s  o f  a p rivate corporation 

is that control thereof is retained by those persons havin g 

a d irec t  interes t  in the furtherance o f  the busines s .  As is 
the case with many a succe s s ful enterpri s e , a third p arty 

intermeddler will o ften attemp-t to gain control o f  the cor­

poration from the owners for no o ther purp o s e  than to divert 

its pro fits to s ome outs ide venture , leaving the corporation 

bankrup t .  T o  prevent s uch a s ituation f rom aris ing i t  i s  

nece s s ary for the f inanc i al affairs o f  the corporation to b e  

carefully arranged s o  that a s ubs tantial b lock o f  its shares 

do not become avai l ab l e  to an outs ider . Al·though thi s  can 

perhaps be done by way o f  a right of pre-emption in the 

other shareholders , quite often the value o f  s uch a purchase 

may far exceed the available res ources o f  the individual 

shareholders , whi le the corporation itself may we ll have 

sufficient funds to eas i ly purchas e  the shares thereby 
. th ' b ' l ' � � h '  d t . t t ' 1 7 8 remov1ng e pos s 1  1 l LY O I  t 1r p ar y ln erven lOn . 

In addition , where ·the control l ing b lo ck o f  

shares in a private corporation is  being trans ferred , the 

usually encountered s tumbling b lock of ins ufficient funds 



4 1  

on the part o f  the purchaser can b e  avoided by having the 

corporation itself purchas e  p art of the shares and the 

purchaser the control ling b alance . The net resul t  i s  that 

the seller real i z e s  the full value o f  his s hares and while 

the purchaser is  required to expend a les s er amount o f  cash 

and s ince the total number of s hares outs tanding is reduced 

his b lock o f  s hares still rep resents the c ontrol l ing factor 

. h . 1 7 9  �n t e corporat1on . 

( i i )  Death or retirement o f  a shareholder 

Closely c onnected to the i s s ue o f  control in a 

private corporation is  the s i tuation where one o f  its share­

holders dies or decides to retire . The power in a corpora­

tion to purchase its own shares 11 provides a much-needed 

f l exibi l ity for closely-held companies and their s hare­

holders 11
1 8 0 

in s uch circums tances .  Pro f es s or Kes s ler 
. d 1 81 p rov1 es : 

" Repurch a s e  agreements are even more 
important for c lo s e  corporation s . In the 
typical c l o s e  corporation the s harehol ders 
are also the mos t  important employees .  
The corporate form o f  bus ines s has been 
chos en s olely for i t s  advantage o f  limited 
liab i lity : the participants regard them­
selves a s  p artners ,  and des ire to have the 
s ame control over the entry o f  new " partners " 
as exis t s  in legal p artnerships . S uch cor­
poration s , therefore , in addition to the 
typ ical " vetd' powers given shareholders 
( to render the corporation as  much l ike a 

partnership a s  pos s ible ) , usual ly a l s o  have 
s tock repurchas e  agreements s o  that the 
remaining " partners " may determine who 
shall b e  their new " partner 11 when one o f  
their number dies or decides to terminate 
his partic ipation . Shareholder agreements 
in a clos e  corporation o ften ob l i gate the 
corporation , rather than the individual 
s to ckholders , to repurchase the departing 
( or departed ) shareho lder ' s  interes t ,  

rendering imperative a corporate power to 
repurchas e in order to effectuate the s e  
agreements . "  



Whenever a sharehol der o f  a priva·te corporation 

dies or retires , the nece s s i ty of having s uffic ient cash 

r e source s  availab le aris-e s  s o  that the liab il ities that 

h . . t b t 
1 82 accompany s ue C lrcums ances c an e me· • 
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Where a s hareholder in a private corp oration die s , 

the need for funds is  almo s t  always immediate . Very o f ·ten 

the s h areholder ' s  e s tate i s , to a great extent , composed o f  

shares i n  the corporation and because o f  the tax l iabi l i ty 

occa s i oned on death ,
1 3 3  

the e s tate mus t  find a ready buyer 

for them. By their very nature , however ,  s uch shares are 

rarely s aleab le in the open market at anything b ut s acri­

fic e  prices and yet s uch prices mus t  o ften be a ccepted by 

the e state to fulf i l  its immediate ob ligations .  S econdly , 

the s uddennes s  o f  the death may find the o ther s hareholders 

unprepared for the burden o f  purchas ing thes e  s hares , even 

at reduced price s . The result i s  that the door i s  opened 

for the i ntervention of a third p arty out s i der who either 

buy s  in to " milk"  the company or , under the deceased s hare­

holder ' s  wi l l , becomes an inactive and unproductive owner 

who i s  nevertheles s  cc l lecting his or her s hare o f  the 

pro f i t s . 

Where one o f  the s h areholders retires from the 

corporation the factor of immediacy i s  not a s  important as 

it i s  with death , but s in ce the retiring shareholder may 

wel l  wi sh to s e l l  his shares so a s  to rea l i z e  an inm1ediate 

cash b enefi t , the liquidity and control i s s ue s  mentioned 

above wi l l  eventually become a prob lem for ·the corporation 

and the remaining sharehol ders .  

The se difficulties may b e  and in fact are met , 

to s ome extent , today wi th the use o f  complicated buy- s e l l , 

cros s -purchase ins urance s chemes which require the declara­

tion of s ub s tantial dividends or bonuse s  by the company in 
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order that the annual premiums might be met. Though the 

result of such plans is to permit the remaining shareholde r s  

to purchase the s hare s o f  the deceas e d  s hareholder {as suming 

of cours e  that all of the participants in the s cheme are 

insurab le in the first place ) ,  the addi tional effect o f  the 

dividend or bonus declaration is to deplete the vmrking 

resource s of the company and to increase the tax liab i lity 

of the recipi ents thereof . 

Th.e power of a corporation to purchase its own 

shares i s  a valuable tool in solving the problems raised 

above. The corporation itself can purchase a l l  or part o f  

the shares i n  the event o f  a death o r  retirement o f  one o f  

the shareholders and yet , unt i l  require d ,  this s ame fund can 

be utili zed for bus ine s s  purpo s e s , and ne ither the s e l ler 

( be it the retiring shareholder or the deceased s hareholder ' s  

estate) nor the remaining shareholders are pre j udiced by the 
. , 'l' f l h k 

184 
pos s lDl lty o a s a  e on t e open mar e t .  

(iii) Removal o f  dis s ident shareholders 

Another clo s e ly related circums t ance wherein the 

power of a private corporation to purchase its own shares 

is  advantageous is where internal dis sen s i on has a ri s en 

amongs t  the shareholders. In the small private corpration, 

a definite amount of harmony and uni ty among s t  the share­

holders is e s sential since differences over policy are 

likely to be dis as trous . Because of the l ack of a ready 

market for share s in s uch companie s , and the inadvisability 

o f  di s solution , the retirement o f  one o f  the factions i s  

mos t  e a s i ly brought about b y  a surrender t o  the corpo ration 

of all or part of its shares and the ves ting of ownership 

f h . . h . . b 
185 . 

o t_e enterprls e ln t e remalnlng mem ers . In thls way 

the problems of liquidity and con trol are again sati s f ied . 

Although the po s s ible e ffect on creditors may not be c ons idered 

by the par ties becaus e the smoothing o f  the ruffled interna l 

affairs o ccupie s  their entire attention , in mos ·t cases creditors 
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would not obj ect s ince the corporation i s  either in a healthy 

s t ate or it is thought it will become so 'ltlhen the undesir--
1 86 

able members ceas e  to be troub lesome f actors . 

PART VI 

POTENTIAL ABUSES 

Along with its potential advantages,  however ,  the 

exis tence of the power in a corporation to purchas e  its own 

shares may a l s o  g ive ri s e  to potential abuse .  Indeed. i t  

was thi s  potentia l  abus e that l e d  many leading American and 

English j uris ts to criti cize the American common law pos i­

tion which a llowed s uch purchases with inadequate safeguards .  

This part o f  the paper w i l l  examine the s e  potential abuse s  a 

and in particular wi ll examine how the purchase by a corpora-, 

tion of its own s hares may threaten the intere s t  of creditors, 

shareholders and the general inve s ting public . Although a ll 

o f  the potential abus es can have an e ffect on the interes ts 

o f  the three groups , it i s  pos s ib le to delineate the abuses 

amongs t the group s  s o  a s  to highlight the maj or are as o f  

concern. 

A. Creditors 

The maj or potential abuse is that a corporationrs 

purchas e  of its own shares impairs the creditor ' s  rnargin o f  

s afety again s t  the depletion by the corporation of i ts a s s e·ts 

and the impairment of its capital . The principle that the 

creditors o f  a corporation have a righ t  to rely on the main­

tenance of i t s  paid-up cap ita l as a s ource or guaranteed 

fund to look to for the payment of thei r  claims was the 

principal rationale o£ the English common l aw rule prohibit­

ing s uch purchase s  and provided ammunition for thos e  j urists 

critica l of the American rule:
18 7 



It has been urged by able writers 
that the pol icy of the law as to prote c­
tion of capital i s  not consi stently car­
ried out and that many abus e s  are made 
pos s ib l e  by permitting a corporation to 
deal in its own share s .  There i s  no 
doub t  that as Morawet z  s ays , s uch power 
i s  " a  fruitful source of unfairne s s ,  mis ­
management and corrup tion . " l 8 8  The pur­
chas e  o f  its own shares i s  a method o f  
s e cret withdrawal and dis tribution o f  
current as s et s  which may be neede d  in 
the bus ine s s , or may be discriminatory , 
o r  a means of speculation with the c or­
porate fund s . 

45 

When a corporation purchases its own shar e s  i t  

parts with an asset (namely the purchas e  price) i n  exchange 

for , in e f fect , nothing . Whereas a corporation ' s  purchas e  

o f  shares i n  an independent enterpri s e  r e s ults i n  the corp­

oration receiving an as s et of pos s ible value to creditors , 

upon a purchas e of its  own shares the purchase price i s  

s imply withdrawn from the busine s s .  Nothing o f  value to 

creditors takes its p lace except wha t  i s  in reali ·ty an uni s ­

s ued share .
1 89 

Although it is  arguabl e  that i f, when ·the 

s hares are rei s s ued , they bring in at least the former pur­

cha s e  price, the b alance is re-estab li shed , thi s  o utcome mus t 

no t b e  anti cipated in l aw .  There i s  no certainty that the 

company wil l  be wi l l ing or abl e  to res e l l  the shares in the 
1 90 f uture . 

A corporation ' s  p urchase o f  its own shares i s  to 

be d i stinguished from a redemption of s hare s s ince there 

i s  no advance notice or dis cl o s ure of the price to be paid 

for the purchased share s . With rede emable shares a negoti a ted 

or s omewhat fixed redemption o r  purchase price usually exi s ts 

f rom the outs et and i s  s tated in the corporation's charter, 

whereas wi th co��on shares the di re c tors can in each case 

determine the price with the s hareholder concerned, s ub j ect 

to the directors ac ting in the be s t  interes ts o f  the 
. 191 

corporatlon . 
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I t  has al s o  been argued that it make s no di f fer8nce 

Hhe ther the corporation is solvent at the time i·t purchases 

its  own shares or not since in any event the abi l i ty o f  the 
. . d' . 1. d d 

1 92 corporat1on to pay 1ts ere 1tors 1 s  nonet1:el e s s  ecrease : 

" It i s  no answer to s ay that i f  the 
company is thoroughly solvent , s o  that 1t s  
a s sets after the purcha s e  are s ti ll amply 
s ufficient for payment o f  all claims 
agains t  it , the creditor s  are not pre­
j udiced. For , whi le the a s sets may s ti l l  
remain suffici ent , y e t  they are after the 
consummation of the purchas e ,  undeniab ly 
les s  by the amount o f  the purchase money 
than they wer e  b e fore; and hence the fund 
whi ch the creditors ad an abs olute righ t  
to have preserved intact for the payment 
of their claims , has been dimini s hed with­
out their con s ent . "  

Thus , i t  i s  clear that a corporation's purchase 

of its own shares has consequences that di.rec tly affect 

creditors . There may , however , be a difference as between 

current credi tors and long- term creditors s uch as bond or 

debenture holders .  If the cor poration is s olvent at the 

time of the purchase , the current creditors can s ti l l  enforce 

the ir c laims. Long-term creditors , however ,  who s e  ris k  i s  

a continuing one , mus t  take the r i s k  o f  future s o lvency a s  

th . . f h . 1 . 1 93 
ey awa1t matur1ty o t e1r c a1ms . 

B. Shareholders 

Not only are creditors potentially imperi led by a 

corporation ' s  purchase o f  its own share s , the e ffect rebounds 

to the pos s ib le detriment o f  both the non-s elling and , in 

s ome cases , the s e l ling shareholders ,  and can affect them 

in a variety of ways.  When a corpo ration purcha s e s  its own 

s hare s , as sets which could othen.zis e  be us ed to earn income 

are di s tributed. The res ul tant lack of liquidity , caus ed 
' h h f d. . d d 1 9 4 DY t_e purc_a s e s  may prevent payment o lVl en s and earnings 

may also fall out o f  proportion to the reduction in a s s ets . 19 5  
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When a corporation purchas e s  i t s  shar e s  out o f  

capital , i t  retires from its capital a sum which w a s  o rig­

inally contribute d  for the pro secution of i ts busine s s  and 

may leave available for that purpose a smaller s um tha:c1 
that on which s ome shareholders might have originally 
. . d b f . h 

. j." d 19 6 
�ns �s te e ore enter�ng t e corporat1on . Levy provl es:  

For the maj ori ty rule , i t  may be 
argued that by thi s  " reduction" o f  o ut­
s tanding s tock the remaining shareholde r s  
stand a chance of getting an increased 
dividend , as treasury s tock is not 
counted a s  outstanding s tock entitled 
to share in pro fi ts . The answer i s  that 
thei r  s h are o f  pos s ib le los se s  is a l s o  
increased . And f urther, though certain 
c laims upon future dividends are extin­
guished by creating trea s ury s to ck 
through purchases , a t  the s ame time a 
corre sponding quota o f  working capital 
is des troyed� With a decrea s ing work ing 
c apital the profits o f  the busine s s  wi l l  
mos t  probab ly be smaller and the pro rata 
share o f  the remaining s hareholders wi l l  
n o t  be enhanced by the trans action . o .  
And the management i s  here alte ring the 
original corporate s tructure on whi ch 
the s ub s criber might be pres umed to have 
re.lied when he entered the venture . 

Nor i s  the s ituation greatly improved when the 

purchas e  i s  made out of surplus , at leas t so far as obj ect­

ing shareholders are concerne d . Shareholde r s  inves t  their 

money in s tock a s  in mo s t  other things for the reali za·tion 

of profits in the form of dividends . The directors of a 

corporation , howeve r ,  are usually ves ted with a considerable 

amount of dis cretion in deciding in wha t  ins tance s  profits 

shall b e  paid out to the shareho lders a s  dividends for it 

may be good bus ine s s  policy to build up a reserve or s urplus 

account for a variety of reasons . But it is hardly antici­

pated by tho s e  who buy share s  that profits wiLL be diverted 

to permit s ome few members to retire thei r  capital cmrtri·­
bution and share of the surplus from the venture, thereby 

pos tponing the payment o f  dividends to o t hers.
19 7 
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Ano ther cause o f  concern to s hareholde r s  i s  that 

the resultant decrease i57�otal of outs tanding shares may 

alter voting control within the corporation . I f  the re­

acquired s hares carry voting rights , control is directly 

affected , for examp l e , purcha s e  by a c orporation of 15 % o f  

i t s  outs tanding s hares would trans form a 4 0 % s hareholder 

into a maj ority s harehol der .
19 8 

Although in the United 

S tate s it has b een held that reacquired s h ares cannot be 

voted , 19 9 
thi s  does not completely remedy the abuse s ince 

by using the corpora te funds to purchase s ome of the out­

s tanding s tock and retire it f rom the voting arena , what 

was before a minority in the controlling group can be con­

verted into a maj ority , and their c ontrol may thereby be 

t t d . d f . . 1 2 0 0  
h . . perpe ua e 111 e 1n1te y .  Whet e r or not a maJOrlty can 

b e  acquired in this way very o ften, their relative voting 

s trength , at any rate , can be increa s ed . Further , s uch 

purchas e s  can enable an incom�etent management to remain 

in contro1
2 0 1 

by , for example , having the corp oration pur­

chas e  its own share s on the market in an e ffor-t to frus tra te 

a potential take-over bid .
2 0 2  

Although management ' s  us e o f  corporate funds to 

purchase s tock he ld by potenti al ins urgents may protect the 

c orporation from being taken over by l e s s  competent or per­

h ap s  uns crupulous management , the power "'eo make s uch purchase s  

c an :::tl s o  be an e ffective device which the incumben·t management 
. 1 . t . t . . t 1 h ld . 2 0 3 may use to 1ns u  a te 1 s pos1  1 on aga1ns s 1are o er act1on . 

For example , s uch a purchas e may be used to buy o f f  s hare­

holder-opponents of the management without regard to whether 

their oppos iti on i s  b eneficial or harmful to the corporation.2 0 4  

I n  the United S tates i t  has been held that when a corporation 

purchases its own shares in order to give the direc·tor s  maj or·­

ity control by reduc ing the to tal number of shares outstanding , 

the purchas e  is  a breach o f  the directors'  fiduciary duty and 

a wi lful disregard of the rights of o ther s ha reho lders based 



primari ly on the reasoning that r etention o f  control was 

not a proper purpos e  for whi ch funds o f  the corporation 
2 0 5  2 0 6  could b e  spent . However : 

An exception to the s e  decis i ons has 
been created in s i tuations where the pur­
chase of shares is j us tified by s ome o ther 
corporate purpose s uch as the need to 
reduce outs tanding s hares , even though the 
purchase may in fact s o l idify managment's 
contro l . This dis tin ction becomes b lurred 
when the directors cause the corporation 
to purchase its s tock because they believe 
that their continued control wi ll benefit 
the corporation . If de s ire to retain con­
trol bar s  the purcha s e , management will b e  
unabl e  to head o f f  a b i d  for control by 
uns avory insurgents . On the other hand, 
if the dire c tors are permi·tted to use cor­
porate funds to make s uch s tock purchas e s , 
their abi lity to s ecure their own pos ition 
against s hareholder attack will be s igni­
f icantly increa sed . 
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Thi s  reasoning led s ome American courts to l ater 

hold that retention o f  control might be a proper corporate 

purchase i f ,  abs ent fraud o r  unfairne s s ,  the reason for 

purchas ing the shares was to e l iminate a s tockholder whos e  

policy was a t  odds with that o f  the current management .
2 07 

Purchas ing its own s hares may permit a corporation 

to confer a p re ferential benefit on c ertain s hareholders by 

having only their shares purchased o r  purchased at preferen­

tial price s . Such purchas e s  may , for example , permit 

influential insiders to wi thdraw their contribution to a 

ven ture in whi ch they have los t  confidence or when no o ther 

market exi s ts for their share s .
2 0 8  

In addition , what may be 

termed a " preferential l iquidation " i s  achieved by the corp­

oration ' s  buying out favored partie s  when the ul timate 

purpose is to liquidate a�d it is realize d  that liquidation 

wi l l  result in l e s s  than par repayments for all the share­

holders if they are to be paid off at the s ame time�
2 0 9  
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More specifically , a l ack of equality of treatment 

may ari s e  among different c las s e s  of shareholders or among 

shareholders of the same class.  In the former case, a cor­

poration ' s  purchase of its own shares may be used to under­

mine the equity or margin o f  safety b ack of pre ferred shares, 

decrea s e  a ss e ts and s urp lus and thereby defeat the reas onable 

expectations o f  pre ferred shareho lders , who are long- term 

inve stors in corporate enterpri s e s  a s  to future dividends 

a nd also thos e  in arrear s .
2 10 

I nequal i ty among shareholders o f  the s ame c l a s s  can 

aris e  s ince s uch purchases are neither a devic e  for putting 

income pro-rata into the hands of s tockholders on a continuing 

bas i s ,  nor a devi ce to convey s igna l s  with respect to future 

. 2 11 
l . f l h earrnngs .  Unequa treab-nent can arl s e , or examp e, w ere 

a p·remium i s  J:Rid to a large shareholder o f  one clas s of 

shares becaus e of the contro l e leme nt aris ing from his b lock 

of s hares ;  where s tock is  purchased out o f  capi tal surplus 

a.ttributed to other share s of the s ame c l a s s ;  or i.vhere liquid 

as s ets are paid out to s el l ing shareholders , thereby leaving 

operating as s ets of doubtful value for the remaining s hare-
2 12 

holders . 

Eve n  i f  the purchas e s  are not made s e lec tively, 

to pre serve control or to b enefit par-ticular s e l ler s , 

ques tions are raised by the impact o f  the purchase s  on the 

shareholders . S e llers may be wronged i f  the purchas e  i s  

made a t  a price i.vhich i s  " too low" , i n  the sens e that i f  the 

s e l ler had all ·the information whi ch the buyer had he would 

not have s old at so low a pric e . 2 13 
The s hareholder who 

contemp late s s e l l ing his share s to the corporation or to 

ano ther party may , like the inves to r  who contemplates lilecom·­

ing a shareho lder , be inj ured \vhen manage ment pos s e s s e s  

superior knowledge about the pres ent and potenti al value of 

the share s .
2 14 

If non- s e llers are advantaged when a s hare 

purcha s e  is made at a price which i s  " to o  low" , they are 
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correspondingly dis advantaged when the purchas e  i s  made a t  

"too high " a price, i n  the s ense that the company paid more 

than the true worth o f  the shares , s ince the value of the 
. . 1 d ' 1  d 

21 5  
remainder is thus d1 s preport1onate y 1 ute • 

In the United States i t  has been held tha t  new 

i s s ues of s tock mus t  be o ffered to exis t ing shareholders ,  

pari pas s u , before o uts i ders a r e  given the opportuni ty to 

s ub s cribe. The purpose was to protect their ratab le control 

o .f the enterpri s e  and their r ights in undivided s urplus . 

But it has general ly been held tha t  shareholders have no 

simi lar right o f  pre- emp tion in shares reacguired by the 

corp oration , because upon i t s  rei s sue their original r ateab le 

contro l  is not altered .
21 6  

The res ul t ,  of cour s e, is that 

the management can caus e the corporation to purchas e  s tock 

and then rei s s ue it to s ympathetic parties and thus avoid 

t.�e sometimes annoying righ t  o f  pre- emption . This can lea d  

to abus e where the managment i s  s eeking t o  rei s sue s to ck 

without giving minority s ·tockho lder s  an opportuni ty to b uy 

and thus prevent their growth within the company. 

C. The General I nves ting P ub li c  

Finally , the general inves ting pub l i c  i s  s ub j ect 

to p otential abuse where a l i s ted company i s  entrus ted with 

the power to purchas e  i t s  own shares. In the f i r s t  place, 

reacguired s tock has been the time-honored devi ce for 

marketing " low-grade" s ecurities in the Uni ted States . In 

order to avoid the legal restriction that o riginal i s s ues 

must not be is sued for less than their par value, a cownon 

modus operandi is to i s s ue original is s ues to promoters in 

over-payment for their s ervices rendered or property trans­

ferred to the corporation. Thes e s hares are then donated 

back to the corporation by the promoters .  There is no 

res triction on the minimum price that thes e reacquired 

shares may be rei s s ued at , s ince the interes ts of creditors ,  
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s tockholders and potential inves tors are presumed to be 

protec ted if the s tated price is p aid for the s tock origin­

ally , and consequently s uch s tock may be sold for les s  than 

its par value . The sharesJ��hd to the pub l ic for wha t  they 

wil l  b ring in order to gain cash for working c ap i ta l  and 

the uns uspecting investor ( as wel l as the potential credi tor ) 

may f alsely rely on the s tated c apital f igure on the 

corporation ' s  balance shee t .
2 17 

Secondly , a corporation ' s  purchase of i·ts own s h ar e s  

may be made for purpos e s  o f  market speculation o r  even market 

manipulation .  By creating a "bull " market through extensive 

purcha s e s  of its own s tock , a corporation s ets an artifical 

l . t h 
2 18 

l'b � va ue on 1 s s are s . De 1 erate overpayment s  ror pur-

cha s ed shares may be made so as to rai s e  the marke-t p r i ce 

of the corporation ' s  s tock s o  that , for example , i t  may more 

profitably be us ed a s  currency to purchase new a s s e t s ,  or to 

induce conversion of the convertib l e  debt .
2 19 

Brudney and 

Chirels tein s tate th at whenever purchases are made e i ther 

( 1) to increase the market price of the s tock or ( 2 ) Inerely 

to "peg"  it at current leve l s , sub s tantial que s tions exis t 

with respect to the propriety of s uch expenditure of cor-
2 2 0  

porate funds: 

( a) At be s t ,  management s e eks to a f fect 
the market price because it bel ieves the 
s tock is  "undervalued".  Do s ue� purchase s 
by the corporation ,  even i f  dis closed in 
advance to the publi c ,  inj ect into the mar­
ket an artifi cial ity which detracts from 
the role of the market a s  the register of 
equi librium between a wi l l ing s e l ler and 
a wil ling buyer? I s  management' s j udgmen t 
--whether a s  a faithful fiduciary or a s  an 
errant fiduciary--a 11legitimate " pri c ing 
factor comparab le to the j udgments of 
buyers and s e l lers s eeking to advance 
their economic intere s ts as inves tor s? Is 
management ' s  s e lf- interes t  apt to inj ect 
a bias in the repurchase program which 
should be irre levant to the market ' s  pricing 
mechanism- - e. g . , to k eep the price higher 
than the s tock ' s  value j us tified in order 
to win the approval of s tockholders? 



( b ) I f  the dispar ity between managemene s 
j udgment as to the value o f  the s tock and 
the market's evaluation of the s tock is to 
be cured , i s  i t more appropriate to use 
corporate cash to a ffect the price than to 
dis c los e the information whi ch wil l bring 
the price into line? On the o ther hand , 
are there l imits to the d i sc lo sure which i s  
permis s ib le in order to b ring the price o f  
the s tock u p  to management's j udgment of 
an appropriate price? 

(c) I f ,  notwi ths tanding the ful lest per­
mis s ib l e  dis closure , the market s t i l l  
evaluates the s tock at les s than management 
does, c an management ever ( even a s s uming no 
interes t in diver s i on of values for its own 
b enefit)  proper ly us e corporate a s s et s  to 
favor one s et o f  s tockholders ( the non­
s ellers ) over another ( the s el lers ) ?  
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The creation o f  an artificial market s i tuation by 

a corpora·tion purc::hasing its own s hares causes a fal s e  p i c­

ture to be presented to the general inves ting pub l i c  a s  to 

d't' 
2 21 . 2 22 c orporate con 1 10n. As one commentator expres s es 1t: 

The public at large i s  interested in true 
quotations and the market degenerates by a 
company's deal ing in its own s tock . A cor­
porati on i s  even les s a proper buyer of its 
own shares L�an a factory o f  its own products . 
I t s  coming into the market ordinari ly sugges t s  
that s omething is  wrong , that the corporation 
purchases because the pub l ic does not .  Hence 
the trend to h ave the purchas es executed by 
third persons . Without the company ' s  inter­
vention quotations presumab ly would have been 
lower , expres s ing the pub l ic ' s  real opinion 
o f  the shares . Offers o f  s tock may be caused 
by lack of confidence in the prospec ts or in 
the management o f  the company. " Support of 
the market " then means s uppres s ion o f  a vlarn­
ing sign which might result in preventive o r  
curative measures . 

Ins iders of l i s ted cornpanies can cause the company 

to purcha s e  its own s hares , thereby artificially rais ing the 

market price, and then s el l  their own shares at the higher 
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price . And , although " it i s  true that the maj or i ty Arnerican 

rule is  hemmed by the us ual fraud and fiduciary qual ifica­

tion s , • • •  the s e  may b e  small comfort when the burden o f  show­

ing vio lations i s  on the p laintiff s tockho l der , e s pec i�lly 

where the corporation i s  large and the s tockholder sma l l . "
2 2 3  

F inal ly , entrus ting corporations with the power to 

purchase their own s hares can give r i s e  to deceptive a ccoun ·t­

ing practices with respect to the reacquired share s . The 

true effect of s uch purchas e s  as reducing s urplus or impair-

. . 1 b d 
2 2 4  

h �ng cap1ta may e concealed or covere up . However , s ue 

potential abus e  was early recogni zed and accepted accounting 

procedures have r emoved much o f  the deceptivenes s :
2 25 

There i s  voluminous accountancy l i tera­
ture '\vh i ch dis cus s e s  whether treasury s to ck 
s hould b e  shmvn as an a s s e t , deduction from 
cap ital s tock , or deduction from s urplus . 
Accountants in the great maj ority are agreed 
that it s hould not be s hown as an as s e t .  
I t  definitely is  not an a s s e t  on whi ch 
creditors or s hareholders c an reali ze. I t  
i s  a mere bookkeeping devi ce t o  balance the 
two s ides o f  the accounting equation. 
Exp erienced b alance- sheet readers wi l l  
cro s s  i t  o f f  i f  i t  i s  l i s ted as an a s s e t  
anq deduct an equal amount from the l i ab­
i l i ty s ide (wh i ch may leave a negative 
s urplus or los s ) . I t  i s  s ub j ect to the 
obj ection whi ch will be pres ently advanced 
agains t deduction from c ap ital s to ck , namely , 
that it leaves the earned s urplus. account 
unchanged . 

A variant of the sys tem o f  carrying 
treasury s tock as an a s s et at cos t exi s ts . 
The variant i s  to carry the s tock at par 
as an a s s e t  and to credit a s urplus account 
( usually c alled capital surp lus ) with the 
di fference beb:veen the cos t  and par if the 
s tock was purchas ed below par or to deb i t  
the same account if the purchase w a s  above 
par . This sys tem , l ike the as set at c o s t  
sys tem , leave s the earned s urp lus i tem 
unchanged (at leas t as to the cos t o f  the 
shares ) . • • .  



Deduction f rom capital s tock i s  j us t  
a s  deceptive and has the condemna-
tion o f  accountants, althou�h there i s  s ome 
debate about the matter • • • •  26 

It has been definite ly accepted as the 
b e s t  opinion of the maj ority o f  the a cc ount­
ing profes s i on that treasury s tock s hould 
be cw�ulative ly l i s ted as a deduction from 
s urplus . 

PART VII 

POSSIBLE LEGISLATI VE SAFEGUARDS 

A .  Denial o f  a General P ower to P urcha s e  

5 5  

The fir s t  and mos t  obvious pos s ible s afeguard i s  ·to 

deny corporations the general power to purcha s e  ·thei::.. own 

s harE:.s except in special and narrowly-defined circumstance s . 

Advocates o f  thi s viev-1 arg·ue that the potential ab use doe s  

not warrant the enactment o f  legislation entrusting corpora­

tions with a general power to purchase their own s hare s 

e specially where Canadian corporations do not require s uch a 

power s ince reasonab l e  al ternative methods exi s t  t o  a chieve 

the s ame res ults as could be achieved under s hare purchases.  

For example , it has b een argued that , with,the 
excep tion o f  s everal United State s -based compani es, mos t  

Canadian corporations are either unaware o f  the practice o f  

corpora·te s tock purchas e s  o r  feel i t  i s  unneces s ary for their 

present bus ines s  practice . Such was the finding o f  a s urvey 
,.. 1 . . . f d 

227 
o:� the Inve s tment Dea ers As s oc la-c.lon o Cana a and com-

pares very closely to the Report of the Jenkins 
. 22 8 ' . . h . h d . ' Comm1ttee 1n Great Br1ta1n w lc s tate tnat: 

. . .  we have received no evidence tha. ·t Britis h  
companies need thi s power and the re lative ly 
few witne s s es who offered any evi dence on thi s 
matter were almo s t  unanimous in oppo s ing the 
introducti on of a general power for compani e s  
t o  buy their own share s .  
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Thus , i t  i s  argued that s ince thi s i s  the s ituation the effort 

o f  introducing a general power o f  purchase toge ther with con­

current s afeguard3 is  unwarranted in light o f  the probab i li ty 

that l i tt l e  use would be made o f  s uch a procedure . 

Even i f  b us ine s s  demands warrant s uch a power , i t  

Eargued that the potential for abu s e  outweighs its b us ines s  

expediency . Profes s or Nus sballi� wrote in 1935 : 2 2 9  

Professor Wormser
2 3 0  in his p lea for 

the maj ority rule indicates that the under­
lying reason for the Amer ican doc trine is the 
feeling on the pa�t of mos t  American courts 
that the English doctrine is far too narrow 
and rigid and " unduly ignores cus tomary busi­
ness demands . n2 3 1 Thos e  demands do indeed 
exis t  and they have , in this country as e l s e­
where , influenced courts and leg i s latures .  

T o  be sur e , purchase o f  the corporation's 
own share s , looked upon from the angle o f  the 
management, repres en t  a device of the highe s t  
expediency whi ch certainly mus t  have been 
applied s ucces s fully in many case s . Stab i l­
ization of the market may s ometimes have been 
obt ained; profit s  may have been g athered by 
corporations from speculative operations in 
thei r  o-vm shares ;  idle funds may have been 
temporarily well inves ted; mergers and com­
binations may have been faci l i tated by the 
exis tence of treasury s tock g iven to share­
holders of a merged corporation or exchanged 
bebveen comb ined corporations, thus dispensi_ng 
with an increa s e  o f  capi ta l .  The s e  faci l i ti e s  
are o f  course attractive t o  .di rectors . Yet 
attractive also in the opportunity for shifting 
and manipulating corporate val ue s  af forded by 
the devi ce .  Conscious ly o r  s ubconscious ly the 
fee ling that there i s  a certain "benefici al" 
ambiguity in treasury stock is  probably b ehind 
the "cus tomary bus ines s  demands " whi ch have 
swelled up so alarmingly within the las t few 
years . I t  is not for the law s imply to yie ld 
to them. His tory has shown that the pur chasing 
practice involves s erious dangers which may 
result in disas ter . At the s ame time the fre­
quency o f  ar.tbiguous situations created by the 
practice produces an unsound b us ine s s  atmos­
phere whi ch sho uld be clarified by a la\V 
whi ch s eeks to pre serve its es s ential fun ction 
o f  working for high bus ines s s tandards .  
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A s tronger argument suppo rting the denial o f  a 

general power to purchase i s  that the purpose for which s uch 

a power may be used can be achieved by reasonably alternative 

methods which , although les s  expedien t , do not give r i s e  ·to 

the same potential abus e .  " The mere pos s ib i l i ty o f  abu s e  i s  

not o f  its e lf an argument against p ermitting a practice whi ch 

may be useful . But in the realm o f  corporation finance and 

management , the readine s s  with whi ch a power may be and i s  

being abused may be a valid reason for i ts abo lition , e specia l ly 

· when • • •  the va lid functions i t  s erves may be performed by l e s s  

1 t.l . 11233 
vo a 1 e agenc1e s . 

For example , i t  has been argued
234 

that employee 

incenti ve and benefit p l ans can be alternative ly arranged , as 

indeed they are at present , by procuring the needed shares 

from authori zed b ut uni s sued s tock , or by increasing the 

corporation ' s  c apital s tock . I f  the policy o f  the corpora­

tion is to have the emp loyee cease to be a shareho lder when 

his employmen t  cease s , the original s ale to him o f  the s tock 

can be with an option in the remaining shareholders o r  in 

s ome o f  them to repurchas e .  Thes e  latter s hareholders can 

then resell thos e  s ame shares to the new employee s  who re­

p lace the retiring one s . S uch a s cheme has been held in the 

Uni ted S t ates no t to create an i llegal res trai�t on aliena-

t. 235 1 . h 1 d . 1on . A ternat1ve ly ,  an �pproac more co��on y use 1n 

England and C anada is to have a b lock of the corpora·tion ' s 

shares held by a truste e  with the employee s  a s  bene f i c i aries  

o f  the trust for as long as their employ::nent continues. 

Even the prohibitionists note , however, tha t  i f  the s ugges te d  

method f o r  s uch plans i s  too cumbersome , the corporation's 

purcha s e  o f  its own shares might be specifically permitted 

by s ta tute as a 1 1  special circums tance " \vi thout conceding the 

power generally. 
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Where a shareho lder is  retiring from a small private 

corporation so as  to s ettle internal dis s ens ion , for example , 

i t  i s  argued that i t  is  not unj us t  to compel the remaining 

s hareholders to purchas e  the shares as individuals to gain 

the unopposed control they seek or to formal ly reduce the 

cap i ta l  o f  the corporation . Although obvious ly more expedient , 

the power in a corporation to purchas e  its own shares for thi s  

p urpos e  i s  not e s s ential . Nor is  the inclus ion o f  a repurchase 

agreement a s uf f iciently j ustifiable purpos e  to warrant the 

granting o f  the broad general power to purchase. 

In C anad� the Canadian Ins titute of Chartered 

Accountants ( C ICA) were also s trongly oppos ed to the granting 

of s uch a power in c orporation s . In a brief s ubmit ted in 

relation to the federal propo s al s ,  they s tated :
2 3 6  

The right o f  a corporation to acquire 
its own shares through purchas e  for other 
than very l imited purposes i s  a new depar­
ture in Canadian law. The only j uris diction 
providing s uch a r ight ( Ontario ) has done s o  
only recently and the right s o  provided has , 
perhaps for tax rea s ons , been very little 
used to date . The reason s  put forward in 
Ontario for providing s uch a right are to us 
nei ther c lear nor compel ling and we do not 
believe that a s ufficient inve s tigation o f  
the advantages and prob l ems o f  the purchas e  
by a corporation of its own shares h as yet 
been made in Canada . The commentary to the 
propos al s  doe s  not deal with why the right 
o f  a corporati on to purchase its own share s 
i s  a des i rable thing but talks rather in 
terms of how the pos s ible abuses of s uch a 
privi lege might b e  control ledo A brief and 
informal cons i deration of the use s  to which 
thi s  privi lege appears to have been put in 
the United State s  and pos s ib le alternative 
methods o f  achieving the legitimate ob j ec·tivc-�s 
which have been s ought would s eem worthwhi le . 
The fol lowing purposes may be sought in repur­
chas ing share s : 



1 .  A return o f  unnec e s s ary capita l  to s hare­
holders in s uch a way that shareholders 
who wish to reduce their holdings may do 
so while thos e  who wi sh to retain their 
posi tions may a l s o  do s o .  This s ame pur­
pose can be ach ieved through a formal 
reduction with the shareholders s ub se ­
quent ly buying or s e l l ing shares in the 
market or private ly to re-e s tab l i s h  ·their 
des ired pos i tions . However , the formal 
reduction procedures can be a nuis ance a s  
dis cus s ed further below . 

2 . The improvement of the corporation's 
debt/equity rati o  or an increase in e arn­
i ngs per share by reducing the number o f  
shares outstanding . The s e  are really 
variations on the first purpose i n  that 
they repres ent reductions of c apit al w ith­
qut L�e nece s s i ty o f  s h areholder and 
creditor approva l s . 

3. To s upport or increas e the market price 
of the corporat i on's share s . This i s , 
o f  course , not a legitimate us e o f  the 
right and a purpose which mus t  be guarded 
against. 

4 . To acquire shares to b e  used i n  employee 
stock option plans , corporate mergers , 
payment o f  s to ck dividends , or conversion 
o f  convertib le debt i s s ues.  To the b e s t 
o f  o ur knowledge , Canadian corporations 
have s eldom experienced dif ficulty in 
using previous ly unis sued shares for thes e  
purpos e s . 

5 . To improw� the pos ition o f  controlling 
shareholders by enhancing the value o f  
their s hare s , s trengthening thei r  voting 
pos ition or as s i s ting them in liquidating 
a portion of the ir holding s .  Again , 
the s e  are not legitimate purpos e s .  

6 .  A s  a technique f o r  fighting a take-over 
bid. This is at best a " neutral"  obj ec­
tive s ince there can be no pre s umption 
that the take-over b id i s  detrimental to 
the shareholders of the company . 

59 
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And further: 

6 0  

" The unde s ir ab l e  purpos e s  in the above 
lis t  will, in our opinion, prove di f fi cult 
to control • • • •  On the other hand, the legiti­
mate purpos e s  in the ab ove l i s t  can generally 
b e  met other than through the purchase o f  
share s . Formal reductions o f  capital or 
revers e splits coupled with dividend d i s tri­
b utions wi l l  usually ach ieve the s e  purpo s e s . "  

General ly, the argument that reason able a lternatives exis t  

for accomp l i shing the s ame res ults attainable under a general 

power in a corporation to purchase its own shares c an be 

used for a lmos t a l l  of the reas ons for purchas e s  examined 

earlier and for tho s e  that require s uch a power, they can 

be enacted as specific s tatutory exceptions or as extens ions 

o f  a corporation's s tatutory redemption powers thus avoiding 

the potential abuses that the granting of a general power could 
. . 2 38 g 1ve r1 s e  to . 

The C I CA went one s tep further and, recogn i z ing the 
current formal reduction o f  c apital procedures are s omewha t  

time consmning and expens ive, recommended the adoption o f  a 

les s formal method o f  reducing cap ital s o  as  to provide a 

compromi s e  between the potential abuses o f  a general power to 
2 39 

purchas e  and the current procedure s :  

The formal procedures for reduction 
of cap ital are s omewhat t ime cons uming and 
expens ive . Sharehol der and credi·tor appro­
val is neces s ary .  Ne ither the pres ent Act 
nor the P ropos als make any provis ion for a 
reduc ti on o f  cap ital through a pro rata 
dis tribution to shareholders other than 
through the rather lengthy formal reduction 
procedures .  A les s  formal method for re­
duction o f  capital might be provided whereby 
the reduction was carried out by the direc­
tors without the nece s s i ty of shareholder 
or creditor approval, sub j ect to a solvency 
tes t  and to liability by the dire ctors for 



an i mproper dis tribution . Thi s  amounts 
to the abi lity to make a d i s tribution in 
the form of a pro r2ta reduction o f  c api­
tal under the s ame rules a s  apply to the 
p ayment of dividends . There are undoubtedly 
many corporations where the directors would 
be quit e  willing to accept such a liab i l i ty 
because i t  i s  abundantly clear that any 
s olvency tes t  can be amp ly met .  Thi s might 
provide a compromi s e  between the p o ss ib le 
abu s e s  o f  repurchase provis ions and the 
expense and de lay of the formal proceedings . 

There are, however, equa l ly s trong arguments in 

favour o f  entrus ting corporations with a general power to 

purchas e their own share s . Proponents o f  this view argue 
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that the advantages of s uch a power o utweigh any disadvantages 

s ince adequate s afeguards can b e  enacte d  to avoid po tentia l  

b A d . 2 40 a u s e . s one commentator expre s s e  1 t :  

11If abus e  res ults, the abu s e  s hould be 
s ti fled . But the corporation should not 
be unduly hampered by l aying down the 
arbi trary rule of non-acqui s i t ion of i ts 
own share s ,  irre spective o f  good or b ad 
purpose, ob j ec t  and res ul t . "  

In s upport o f  the ir argument that adequate s afeguards can b e  

enac ted, the proponents o f  thi s view rely on both American 

and Canadian experience with the concep t .  The Lawrence 
2 41 

Report s tated : 

" Over f ifty years o f  experience in Ontario 
with redeemable pre ference shares and the 
experience in the Uni ted State s  with the 
right to purchase common shares would indicate 
that, provided adequate s afeguards exis t, 
there need b e  no apprehens i on c oncerning 
the protection of the rights o f  creditors 
and o thers in permitting comp anie s  to pur­
chase their share s . "  



2 42 
Profes sor Kes s ler s tate s : 

It is probab ly s afe to c on clude 
initially , however , from the many ins tance s 
in which American corporations have exercis ed 
the power in the pas t ,  with j udicial approba­
tion and without shockingly harmful e ffects 
upon creditors and shareho lders , that the 
Engl i sh rule of absolute disquali f i cation 
s hould b e  rej e cted . Generally speaking share 
purcha s e s  by a corporation s hould be allowed. 
C learly the corporation has an "intere s t 11 in 
making s uch purchase s , at l e a s t  in the situa­
tion s  delineated above . The only question 
then becomes one of quali fication s  upon the 
exercis e  o f  the right . This p rob lem , as is 
the c a s e  w i th mos t  legal inves tiga tion s , 
reduces i t s e l f  to an evaluation o f  competing 
interes ts (a choice of harm ful vs . bene ficial 
e ffects to each group ) in a trichotcmy VIhich 
also includes creditors and shareho lders of 
the corpora tion . 

6 2  

Secondly ,  i t  i s  argued that a general power to pur­

chase is neces s ary in Canada ' s  expanding and dynamic corporate 

setting and to deny an adequately s afeguarded right of p ur­

cha s e  "would unduly hamper corporate activi ty and usefulnes s  

and the s e rviceab i lity o f  the private c orpor ation a s  to a 

type of bus ine s s organ i zation . 11
243 The argument that ·there 

is no demand for a power in England , whi ch \va s  con s idered a 

regrettable i l lu�tration of the conservatism o f  the Engli sh 

legal and commercial world , 2 44 
would s eem to be even les s 

force ful in Alberta ' s  booming e conomy . The current s tatutory 

exceptions or any extens ions thereof are insufficient to 

s atisfy the need for a general purchas e  powe r :
2 45 

Though one can regard the above s tatu­
tory reforms as evidence a movement away 
from Trevor v .  Whitworth , i t  has been argued 
that it is unneces sary to go any further than 
what the law permits today--the preference 
share giving the right of redemption, the 
reduction o f  capital pennitting a narrowing 



o f  the equity bas e to mee t  bus ines s  conti­
gencies, and the other provi s ions meeting 
minor requi rements as they ari s e . In 
theory , such argument i s  convincing , but 
practice has proved i t  without merit. In 
the first place , certain corporation s  
f inding exi s ting legis lation too res tric­
tive and desiring more extens ive redemption 
pos s ib ilitie s , have conferred on their pre­
ference s hares s ome technical. or i l lusory 
advantage over the common shares-- thus by 
s ubterfuge evading the common law res tric­
t ions . S econdly , reduction o f  capital i s  
a relative ly s low proce s s , requiring maj or 
reorgani z ation o f  the company and rea l ly 
failing to mee t  the need o f  the corporation 
which wishes to di s tribute funds to its 
shareholders at a time of profit and not 
when its b us ines s  fortunes dictate a reduc­
tion in capita l .  And thirdly, to look 
ahead, thes e  provis ions are insufficient 
and too bound-up by red- tape to meet many 
o f  the desi red and c ommercially val id ends 
whi ch may be s o  e as i ly ach i eved by a stock 
redemption provi s ion . 

Thus it i s  f ar eas ier to view thes e  
s tatutory reforms,  not a s  end s ,  but merely 
as signpos ts showing that , s ince in s ome 
respects what i s  b arred by the common law 
i s  either being achieved by s ome clumsy 
indirect method or i s  commercially des irab le 
and not attainable , there s e ems l i ttle logic 
in not in·troducing a comprehensive s tock 
purchas e  technique which would allow the s e  
s ame ends , but permi t  a procedure which i s  
more in line \·li th modern bus ine s s  practi ce . 

6 3  

Further, the argument that l i ttle use would probably 

be made of such a power s eems to have l ittle meri t . In addi-

tion to the acknowledged fact that s ome corporations do, in 

fact, des ire thi s  re form as they are already attempting to 

garner its advantages under the pres ent uns ophi s ticate d  

provis ions, the mere lethargy o f  s ome Canadian companies in 

us ing the power doe s no t des troy its positive attributes but 

mere ly shows that s uch companies are a s  yet unaware o f  its 

meri ts and advantages. I ts pres ent dormancy doe s  not alter 

the fact ·that its introduction may bring about its wide spread 

utili zation . 2 46 
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Thirdly , it is  argued that al though al terna.-tive 

means are avai lab le to achieve bas ically s ome o f  the s a.me 

obj ec tives as under a share purchase power , they are neither 

as expedi ent nor do they always produce the des ired results 

a sh are purcha s e  does s uch a s ,  for examp le , prevention o f  

dilut ion o f  the corporation's equity base.  Leb lovic exp lains 

the uns atis factory pre s ent p0s ition as follows:2 4 7  

" The first maj or obj ection i s  • • •  tha t  
in Canada , with exis ting preference s hare 
privileges and the pos s ib i li ty of cap i ta l  
reduction through the use o f  s upplementary 
letters patent , there i s  no need for an 
e xtens ion o f  s uch rights s ince for mos t  
purpos e s  they are availab le in thes e  pro­
c edure s . I t  i s  further c laimed that the 
value of liberalizati on is not warranted 
in f ace of the pos s ible abuse s  which may 
be forthcoming from their institution. 

In answer to the se obj ections it may 
be s aid that present procedures do not, 
in fact , extend to Canadian corporations 
and shareholders the advantages Hhich 
their Ameri can counterparts receive from 
their redemption powers . I t  may be added 
that the l ack of s uch comp ar ab l e  pos s ib­
i lities has led to a pervers i on o f  thes e  
exis tant procedures s o  that they may be 
technically used to achieve the ends o f  
s tock repurchas e . I n  light o f  these find­
ings it seems ridiculous to contend that 
the dis advantages o f  redemption f ar out­
weigh its pos s ible advantages . What i s  
o ccurring now i s  that tho s e  companies that 
des ire the advantage s in fac t get them by 
technical subterfuge, thu s  s ti l l  being 
ab le to abuse ·the pmvers with little o r  
no s tatutory protection to counter them . 
I f  a de jure recogni tion o f  thes e  prac tices 
were implemented in the form of stock­
purchase legis lation, concurrent s afeguards 
and prohibi tions would be ins tituted to 
protect the creditor s and shareholders . 
�ve have now the wor s t  of both vmrlds!" 
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He adds further that tho s e  dis s enters who main·tain tha·t 

exis ting procedures in Canada adequate ly mee t  a l l  pos s ib l e  

uses o f  a corporation ' s  purcha s e  o f  i ts own s tock d o  not 

realize the myriad and varied busine s s  opportunities that 

th . t f . b . 2 4 8  1 s  ype o transact1on can r 1ng . 

Fourthly , i t  i s  argued that the rationale for the 

rule in Trevor v .  Whi tworth has dis appeared in ·that the 

s tated capital of a corporation is no longer a practical 

s ource of protection for creditors and shareholder s . The 

weaknes s  of the rule is pointed up by an analy s is made by 
2 4 9  

Profes sor Gower :  

(1) There i s  no requiremen t  that shares 
mus t b e  of a reasonab le nominal value and 
that part of thi s  value mus t  be left un­
called . Hence the practice i s  to have 
share s  of low denomination i s s ue d  fully 
paid on allotment . Uncalled cap i tal, which 
was envis aged as the main protection of the 
creditor , has virtual ly dis appe ared, thus 
removing any element of p ersonal credit 
from the c oncept o f  capital . 

(2) There i s  equally no requirement o f  a 
minimum paid up cap i tal . Hence the rul e s  
which seek t o  s ecure the !naintenance o f  
paid up capital are value les s except in the 
case of large pub l i c  companies . With pri­
vate companies having s mall i s s ue d  cap i ta l  
n o  reliance whatever can be p l aced o n  the 
capital as a guarantee f und . Indeed, this 
i s  recognised in practice ,  and such companies 
are treated much as partnership s , the members 
b eing required personally to guarantee any 
formal credit facilities. Even in the case 
o f  a pub lic company a yards tick based on 
the nominal value o f  money i s  unreal i s t i c  
i n  time s o f  inflation . 



( 3 )  S ince shares may be i s s ued for a con­
s ideration other than cash , and s ince ·the 
courts wi ll not nOriLtal ly inves tigate the 
adequacy of the cons ideration , there is 
not even any a s s urance that the company 
ever received a s s et s  e quival ent to the nom­
inal value of its i s s ued c apital . 

( 4 )  Even i f  the c apital has been rai s e d ,  
the law cannot ensure that it i s  n o t  los t 
in s ub s equent trading; at the mos t  i t  can 
prevent its be ing repaid to the members . 
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Even though cap ital i s  a lmo s t  invari ably low and 

not abs o lutely inviolate , the principle remain s . Profes so r  
250 Kes s le r  argue s : 

Even i f  the concept o f  capital as a 
" trust fund" for the creditors o f  a cor­
poration be rej ected , it i s  s ti l l  wel l­
e s tabl ished tha t  one o f  the b a s i c  reason s  
behind the requirement i s  t o  provide for 
sufficient corporate as s e t s  to di s charge 
corporate obligation s . A s ub s idiary func­
tion of capital is the protection of s enior 
s hareholders of a corporation by granting 
them s ome a s s urance that there will be s uf­
ficient corporate as s ets avai lab le to dis ­
charge their l iquidation preferences . The 
requirement a l s o  inures ultimately to the 
benefit of all shareholders , since it is a t  
lea s t  a l imited guarantee agains t  improvi­
dent dis tributions o f  thei r  contributions 
and res ultant financ ial collaps e  o f  the 
corporation. 

Although the int roduc tion of no-par 
value s tock and " liberal " al lowance of 
charter amendments reducing cap i tal have 
created s erious res trictions upon the 
e ffectivenes s  o f  the device , the s al utary 
purpose of the requirement remains unaltered. 

It is  obvious that whatever reduce s 
the s um o f  liquid ( or liqui fiab l e ) corpor ate 
a s s e ts reduce s the fund on which creditors 
and shareholders may rely for s ati sfac tion 
of their respective debts or equity claims. 



• • •  I t  i s  therefore clear that capital 
sets at mos t  a minimal requirement for 
the ful l  s atis faction of obligatlons to 
creditors and shareholders . No matter 
how def ined , any " impairment of capital" , 
o f  diminution of thi s  fund , i s  undes ir­
abl e  from the point o f  view of c reditors 
and all s hareholders ( except thos e who 
receive preferential treatment in the 
dispo s i tion of thi s  " capita l " ) .  

I n  practice , howeve r , the s ituati on may well be 

d . ff 
2 51 

l eren t : 

�vhether creditors actual ly do re ly on 
capital or not is a mooted point. Certainly 
enlightened and large creditors do , i f  thei r  
requirement f o r  personal guaranti e s  o f  s i gni­
ficant obligations in corporation s  whi ch they 
s uspect are undercap i talized is any indication 
( a s  has b een the author ' s  e xperience in the 
case of newly organized small corporations 
making l arge loans from b anks ) • Whe ther they 
actually do rely , however , s e ems les s s igni fi­
cant than whether they have the " right" ·to s o  
rely , a ri gh t  which i s  not too high a price 
for bus ine s smen to pay for the privilege o f  
limited l i ab ility . On the other hand , while 
they might also prefer to have e arned s urplus 
at their beck and cal l , under traditional 
legal theory they have no s uch right to r e ly 
on this profit item as a g uarantee for ·their 
payment . The proprietor of the corner s tat­
ionery s tore who s ells the corporation one 
b ox of penc i ls may not know or care ab out 
the difference between corporate and capital 
surplus . S ince the legal dis tinctions have 
been in force for s o  l ong , however ,  i t  i s  not 
unrea s on able to a s sume that l arger creditors 
wi ll appri s e  themse lves of the capital-s urplus 
s ituation of a corporation and guide themselves 
accordingly . 

6 7  

Finally , the response of the drafters o f  the federal 

propo s a l s  to the CICA ' s  recommendation that a general purchase 

power not b e  allowed sugges ts a pragmatic rea s on for i t s  

adoption: 



" The lawyers unanimous ly vvant to s ee cor­
poration s  &-npowered • • .  to purchase their own 
s hare s . I f  they cannot obtain i t  under the 
federal corporation law ,  they \vi l l  s imply 
incorporate under the Ontario l aw or under 
another provincial law that permits s uch 
purchas e . "  

B.  Spe c i a l  C ircQms tance s  

6 8 

Even the proponents o f  the view that corporations 

s hould not b e  entrus ted with a general power to purchase 

t:.�eir mm s hare s agree that there should be a l imited power 

of purchas e  in tho s e  speci al circums tance s  where the poten­

tial abus e , i f  any , i s  outweighed by corporate convenience. 

The s e  special circums tances can gene rally be categorized 

as follows :  (i) c ompromi s ing corporate claims , ( ii )  dis s enting 

s hareholders , ( i i i )  elimination of fractional share s , and, 

h ( . ) 1 . . d . f . 1 
2 5 2  per aps , 1v emp oyee 1ncent1ve an nene 1 t  p ans .  

P urcha s e s  s eeking the accompli3hments o f  thes e  ends are 

normally allowed out of any s urplus or s ta-ted c apital of 

the company. However,  even they are usually forbidden whe re 

the purchas e  i f  a t  the t ime o f  the purchase ,  o r  be-fore the 

consurnn1ation the reof, the corporation is or wou ld be rendered 

ins o lvent thereby and thus unable to s a ti s fy its debts and 

liabilities and they became due. 

(1 )  ronpromis ing Indebtednes s  to the Corporation 

Pro f e s s or Kes s ler
2 5 3  

s tate s  that a corporation i s  

normally al lowed t o  accept i t s  shares i n  compromise o f  a 

claim which i t  holds , even though thi s  works a technical 
. . t f . 1 

2 5 4  
1mpa1rmen o cap1ta . As S tevens s tates :  

" Even though such a transac tion results 
in the cance llation of a debt due the cor­
poration in return for the share s , it is a 
bona fide busine s s  transaction , and, becaus e 



it s aves the corporation f rom greater los s , 
cannot be complained o f  by creditors ." 

€;9 

Normally s uc h  compromi s e s , even i f  they nece s s i ta te 

s mall payments by the corporation to the debtor where the 

value of the s hares are in exces s  o£ the indebtednes s ,  are 

unexceptionable . Abu s e s  are , however ,  pos s ible . Although 

l oans to corporate ins iders are o ften forbidden by s tatute 

in the United S tates 1
2 � 5 

"sales "  to s uch ins ider s  are not. 

Ins i ders might we l l  make trans fers to their friends o f  

valuabl e  c orporate a s s e t s  o n  credit ,  l ater ncompromis ing" 

s uch debts for corporate s tock on which they had p laced an 

inflated value . Although the danger o £  s uch abuse s  i s  s l ight 

in the face o f  traditional rules o f  the directors' fiduciary 

obligation s , and man i fe s tly the harm to creditors ( unles s  

the " compromis e s " include large payments by the corporation) 

from the impairment o f  c apita� is  offset by the dimunition 

in the corporation ' s  dividend obl igation s , s uch compromis e s  

s hould be expres s ly required t o  be t>onq_ fi9.e to ensure the 

adequate protecti on of creditors . 2 5 6  This would ensure not 

only that the debt was b ona f ide but also that it was other­

wis e  uncol lectib l e . 

( 2 ) Dis senting Shareholders 

Creditors are technic ally h armed , thro�gh capi tal 

impairment ,  vvhen cap ital is us ed to pay o f f  d i s s en ting sha:r.e­

holders who exerc i s e  the ir appraisal right .  However ,  they 

may be harmed even more if a minority shareholde r i s  allowed 

to " hold up11 a corporation about ·to enter into a merger ,  con­

s o lidation , or advantageous s ale of as s ets .
2 5 7  

Furthermore, 

a dis s enting shareholder ' s  right of di s s ent , accompanied by 

a further right to a va luation and purchas e of his share s , 

i s  o f  fundamental importance in corporation law and the avail­

abi l ity o f  the purcha s e  out of s urplus or cap ital g ives it a 

prac tical and meaningful value .
2 5 8  
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(3 ) Fractional Share s 

v1here the purpose o f  a corporation ' s  purchase o f  i t s  

own s hares i s  t o  eliminate troublesome fractional s hare s , there 

wil l  generally be no sub s tantial e f fe c t  upon the corporate 

s tructure s ince the number of shar e s  to be purchased would b e  

ordinar i ly smal l ,  and their retirement would have little im­

pact upon the relative voting positions o f  the members o f  

the clas s .
2 5 9  

Where the fractional s hares have resulted from 

the corporation p aying a s tock dividend , the creditors ' pos i­

t ion has improved s ince the payment o f  s uch dividends means 

a trans fer of s urplus to capital . A s li gh t  reduction in thi s  

" b onu s " c apital t o  retire fractional s hares should thus g ive 

the creditor no grounds for complaint . However ,  ther e  i s  

room for potentia l  abus e a s  we11 .
2 6 ° 

For example , i f  the 

s tatute doe s  not prevent a corporation from i s s uing all o f  

its  s to ck in fractional shares i s  l imited , their purchase 

by the corporation should only be a llowed out of e arned 
2 61 s urplus . Furthermore , Profe s s o r  Kes s ler argues that even 

i f  fractional shares are limited to tho s e  resulting front 

s tock d ividend s , there would appear to be no valid reason for 

permitting them to b e  purchased out o f  c ap i tal , s ince no 

prudent corporation would decl are a s tock dividend which com­

plete ly exhau s ted its surplus . 

( 4 )  Employee Incentive and Benefi t P lans 

Some s tatutes s pecifically a llow for purchase ou·t o f  

s ta ted capital the shares o f  the corporati on pursuan t  t o  an 

option or ob ligation to purcha s e  from an employee o r  ex­

employee . Thes e  provi s i ons are based primari ly on the 

rationale that s uch a purchas e  is truly a " special circum� 

s tance " . Profes s or Dodd explains : 



In view o f  the special circums tances 
under which the inves tment is made , the 
application of a rule of l aw l imiting re­
purcha s e  to cases in whi ch the corporation 
has a s ufficient s urp lus for that purpose 
will have unfortunate cons equence s for both 
parties ,  p arti cularly for the emp loyee ­
inves to r . The corporation ' s  fai lure to 
e arn a s urplus may result in curtailment 
o f  its working force and in l o s s  o f  the 
employee's j ob .  I f ,  in addition , his 
s avings are frozen in non-dividend-pay ing 
and unmarke tab le s h ares which the corpora­
tion c annot legally buy from him aespi te 
its promis e  to do s o ,  his p light i s  a s er­
ious one. The harshne s s of this result i s  
accentuated i f ,  a s  i s  s ometime s  the cas e ,  
his original inves tment was made under a 
considerab le fu�ount o f  compuls ion . 

I f  we rea l ly want to promote , and not 
merely to tole rate , a type o f  share s ub­
s cription whi ch i s  :=J.dvocate d  b y  its pro­
ponents largely for the very reason that 
it serves other purp o s e s  than tha t  o f  
contributing t o  corpora te cap i tal , i t  
may well b e  that we should relieve thi s  
special type o f  shareho lder from the full 
rigor o f  the rule which refuses to p ermit 
s hareholder s  to withdraw any part o f  the 
corporate cap ital . Neve rthe l e s s ,  i f  s uch 
an exception is to be made , it sho uld , at 
least in j uri s di c tions where the s tatute 
specifically forbids purchases that impair 
cap ital , be made by a special s ta tuto ry 
provis ion rather than be a j udge-made 
exception to the general rule • . • • " 

7 1  

F inally , Profes sor Kes s ler notes that any statute 

empowering corporations to purchase their own s hares in any 

of the s e  extraordinary c ircun1s tances s hould require the 

exhaustion of s urplus for s uch purchas e s  before the c apital 

account may be eaten into . " Cl early , if a corp oration has 

a s urplus , it should be required to uti lize i t  complete ly 

before dipp ing into i ts cap i ta l ,  no matter how cogent may 

be the reasons for share reacqui s i tions. "
2 6 3 
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There is  no doubt that the decis ion whether t o  

entrus t corporation s  with a general power � o  purcha s e  their 

own shares or to res tric t  s uch a power to spe c i f i c  and nar­

rowly-defined " special c ircums tances " i s  one o f  the mos t  

important ones in this area the formulators o f  the new 

leg i s l ation will have to make . It is important to rea l i z e  

that the greate s t  oppos i ti on to the granting o f  a general 

power to purchase in the United S tates developed in the 

19 3 0 ' s  when the maj ority common law rule was g iving r i s e  to 

abuse and the corporation s ta tutes of the time were critici zed 

a s  p roviding inadequate s afeguards . Today , the authorities 

acknowledge the exi stence o f  the g eneral power and deal with 

the intricacies o f  its expanding u s e s  and the regulation o f  

new potential abus e s . C le ar ly the deciding f actor is  not 

the corporate nece s s ity or des irab i lity of the general powe r ,  

for that , i t  i s  s ubmitte d ,  c an b e  g enerally admi tted , but i s , 

rather , whether adequate s afeguards c an be ena c ted so as to 

protect creditor s , shareholders and the general inve s ting 

p ub l i c  from the potential abus e that c an arise under a gent�ral 

power to purcha s e . To this ques tion I now ·turn . 

C .  Pos s ible S afeguards Under a General Power to P urcha s e  

( 1 )  Current Safeguards 

As s uming Alberta corporations were s uddenly entrus ted 

\vi th a general power to purchas e  their own share s wi tho·ut any 

specific legis lative s afeguards , the law would s ti l l  provide 

s ome pro-tection to credi tors , s hareholder s  and the general 

inves ting public . For e:;;:amp le , creditors and non - s e ll ing 

shareho lders could found an action against the di r e c tors for 
fraud or deceit or breach of directors 1 fe duci a ry \.hrtie s , 

where an improper purcha s e  was rnade to their resulting det ri-· 
ment . 'rhe intere s t  o f  ·the shareho lder who sel l s  direc-tly to 
the corporation i s  prote cted in two ways at crnnrnon law : for 
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a f firmative misrepres�ntation by an action in deceit and for 

c ulpab le s i lence by a theory o f  fiduciary relation ship between 

the corporation and i ts s hareholde r s  ( to be dis tinguished from 

the director s ' duty o f  loyal ty to the corporation } .
2 6 4  

The pmver to reacquire s hare s , like other powers , 

i s  als o  s ub j e c t  to equitable l imitations and there i s  power 

. t .c: • • b f th . 2 6 5 
ln a cour OL equlty to res traln a u s e s  o e practlce . 

Good faith i s  e s s ential and the reacquis ition mus t b e  for 

the benefit o f  the corporation as a who le . A purchas e  would 

therefore be invalid if unfair or inequitable or oppres s ive 

to other s harehol ders or " when it confli cts sharply with well­

recog·n i zed and s uperior legal intere s t s . "
2 6 6  Rei s sue of re­

acquired shares is also s ub j e c t  to the s ame equi tab l e  limita-· 

tions and would not be tolerated where the cons i deration 

received i s  gros s ly inadequate or \vhere the prime motive i s  

to shif t  voting c ontrol within the enterpris e . 

However , the s e  protections afford l i ttle e ffect.ive­

nes s  for two reasons . Firs t ,  the definitions o f  fraud or 

deceit are vague and there i s  no c onsensus as to wha t  cons ti­

tutes an abuse of the power .
2 6 7  

The result i s  that relief 

o n  thes e  g rounds can be expecte d  only agains t i t s  g ro ss e r  

and more f l agrant mani fes tation s . S econdly , the formal 

requirements o f  s ome o f  the a c tions
2 6 8  

create b urdensome 

difficulti e s  for a p laintiff s eeking recovery and ,  in the 

c a s e  of a small shareholder or creditor , the cos t s  and d i f·­
ficulties o f  prose cuting render i t  prohibi tive . 

Finally , where a corporation s ilently purcha s e s  

shares o n  a n  exchange , buyers and s ellers are almo s t  totally 

unprotected becaus e  there exi s ts no privity betvwen ·the cor�· 

pora tion and themselve s and the vulnerabi lity of ·these indi-· 

vidual s  repres ents a maj or inadequacy of the common l m·1 in 
th . 2 6 9  l S  area . 
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I t  i s  c lear , therefore , that the protection afforded 

by the common law is vague and inadequate to protect agains t  

potential abus e s  that can ari s e  under a general power to pur­

chase .  I t  i s  s ubmit ted that absolute prohibition is  not the 

answer but rather what i s  required i s  a legis la·tive s tandard 

of guidance and control . The prote ction of creditors and 

shareho lders should not be le ft to the courts s ince " • • •  it 

i s  not the function of c ourts to crea te s uch safeguards any 

more than it i s  the function o f  the courts ·to crea t corpora­

tions . The function of the courts in this matter is s o lely 

t o  a scertain the intent o f  the leg i s lature , as evidenced by 

the s tatutes whi ch it has pas s ed . " 2 7 0  
Legi s lation on the 

s ub j ect should indicate the circums tances and condi tions 

under which a share purchase may be con s idered lawful and 

proper , and free from attack by s hareho lders o r  credi tors . 2 71 

More specifically , a leading author i ty has s ta ted : 2 7 2 

" What i s  needed i s  the impos ition of care­
fully drawn s tatutory regul ations as to 
the conditions under which the purchase o f  
s hares may be made , the s ource or bas i s  o f  
permis s ib l e  withdrawal s  for p ayment , the 
s tatus of the share s after they are re­
acquired , the a f fect of l ater res al e , 
reis sue or retirement o f  them , the account­
ing practices to be followed on thei r  
repurchas e  or rei s s ue , and the l i ability 
o f  d irectors and shareholders for improper 
purchases . "  

h . l . . d 1 '  
2 7 3 

T lS s ame aut lOrlty sal ear ler : 

" A s erious dilemma in drafting a cor­
poration law i s  to make it l iberal enough 
to faci litate bus ine s s  trans actions with­
out undue formalities of checks and balances , 
o f  vote s and consents o f  s hareholders ,  and 
applications to court s , and a t  the s ame 
·time not s o  lax that the management or the 
rnaj or i ty may manipulate the machinery to the 
prej udice of creditors or inves tors or the 
oppres s ion of minority shareholders e "  
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Therefore , it i s  axiomatic that the law which regu­

lates the purchas e  by a corporation of i ts own shares should 

represent a balance o f  the interes t s  o f  creditors , s ha reho lders 

and the general inves ting pub l i c  in prote cting agains t  manage­

ment exces se s  and the practi cal needs of busine s s  in avoi ding 

�nduly oppres s ive and res trict ive regulation .
2 7 4  

( 2 ) Shareho lder Authorization o f  the Existence o f  the P ower 

I b . ' d  
2 75 

aco ucc1 prov1 e s : 

11 We r ecommend that the consent o f  s hare­
holders be required before a company i s  ab l e  
t o  purcha s e  i t s  s hare s . Thus the s tatute 
should s ta te that "when authorized by its 
memorandum o f  as sociation and s ub j e c t  to any 
res tric ti ons c ontained therein " the comp any 
may purchas e  any of its s hares .  We regard 
the power as a fundamental one whi ch the 
shareholders should be free to choose or 
rej ect . Requiring the power to be in the 
memorandum emphas i z e s  the rol e  o f  s h are­
holders more than i f  the s ta tute endowed 
every company with the power , thereby 
avo iding the meaningful resort to s hare­
holder opinion . " 

Although s uch a provi s ion woul d  p rovide a g round 

rule in the corporation ' s  memorandum or articles of a s s oc i a­

tion tha·t both future shareholders and creditors would know 

about , it mus t  b e  remembered that " s ince i t  i s  cus tomary for 

corporations to take advantage o f  any permis s ive feature of 

the corporation s tatute s , it is to be anticipated tha t  a l l  

c orporations incorporated under the s e  modern s ·tatutes will 
2 7 6  

allow s uch purchase s . "  Further , the argument tha·t the 

shareholders of a small private corporation may we l l  des ire 

not to allow such a power does seem to lose its force when 

cons idered agains t the fact that the power to purchase can 

be of extreme bene fit to the clo s e  corporation . 
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Another pos s ib i l ity , however ,  would b e  to a llow 

corporation s  to p lace any further res tric tion (in addi tion 

to thos e  contained in the statute) on the exe rcise o f  thei r  

power to purchase their own s hares by expres s  provis ions in 

the article s . Such a provi s i on woul d  give greater f} exib i l i ty 

to the s hareholders o f  a corporation in deciding the extent 

to which they des ire the corporation to be entrus ted wi·th a 

power o f  purchase .  

( 3 }  Funds Available for P ur chas e 

There are two b ro ad cate gories of funds ava il ab l e  

t o  a corporati on t o  purchas e i t s  own shares : s tated ( o r  

i s s ued)  cap ital and s urplus . 

( i )  S tated caoital 

In formulating l eg i s lation governing a corporation ' s  

purcha s e  o f  its own s hares under a general power to purchase 

it has b een s ugges ted that " the prime obj ect to be kept in 

mind is the prote c tion of creditors f rom shareho lders and the 

protecti on of s hareho lders from one another by requir ing the 

s trict maintenance of wha t  modern law calls ' s tated cap i ta l ' " .
2 77 

·The obvious reason has been exp lained as follows : 
2 7 8 

S tated cap ital i s  the bas i s  o f  the 
share and f inancial s tructure o f  a cor­
poration . I t  ari s e s  from the considera­
t i on receive d  in payment for s hares 
i s s ued and from s urplus funds capi tali zed 
by voluntary action by the board of direc­
tors or by the i s s uance of shares as a 
d ividend , and i ·t s tands as the only margin 
o f  s ecurity for the pro tection of both 
creditors and shareholders .  I t  i s  the 
only bas i s  o f  credit o f  a corporation . 
Withdrawals therefrom by one clas s of 
s hareholders to the prej udice o f  another 
class or to the detriment of credi tors 
should , in no ins tance , be countenanced . 
Thi s  limitation on the corporate power 



to purchase its own s hares would require 
the courts to rigidly guard and prote c t  the 
corporate credit bas e .  It would be their 
duty to detect and defeat any s cheme or 
device calculated in any way to place any 
portion o f  s tated c ap ital beyond the reach 
o f  creditors . 

7 7 

The attempted j us tification for allowing purchases 

o ut o f  s tated c ap ital ( in other than " speci al c ircums t ance" 

s ituati ons dis cus sed earlier) i s  that adequate pro ·tection i s  

a fforded by a solvency res triction , which wi ll be di s c us se d  

below , plus the des i r abi l i ty o f  having flexib i li ty for com­

merical development . Such argument s  are difficu l t  to 

accep t ,  however , in light of the p otential abuse s  which 

could ari s e  even with a s tringent duty p laced upon the 

officers of the corporation by United States l a\v , and de spite 

the tight contro l o f  s uch regulatory bodies a s  the American 

Securi ti e s  E¥.change Con�is s ion . This argument is even more 

difficult to accept in Canada \vhere s uch prote ctive con·::rols 
2 7 9  

are not a s  we ll-developed .  

( ii )  S urplus 

It has been s aid that the so lu·tion to the prob lem 

o f  con trol o f  purchases by a corporation o f  its own shares 

l ie s  to a large extent in the s tatutory definitions o f  s urplus 

a s  a s ource of funds avai lab le for s uch transactions .
2 8 0  

At 

conwon law , two definitions of s urplus grew out o f  the maj ority 

American rule that the purchas e be in good faith and do no 

inj ury to shareho lders or creditors . The f i r s t  was that a 

corporation has a surplus for the purpose o f  purchas ing its 

own s to ck when its a s s ets exceed i ts l iabi lities ,  excludinq 

capital s tock . The o ther and more orthodox vie1.v was that 

there was a s urplus for thi s  purpos e  where there was an 

f wh i ch 
d d 1 '  b ' l ' t ' 

· 1 d .  ' t  1 J 2 81 exce s s  o as s e ts; excee e 1a 1 1 1es 1nc u 1ng cap1 a s toc � .  
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The vaguenes s o f  the true meaning o f  the term " surplus " 

has led many writers to suggest that the s ta tute mus t itself 

provide a definition , s o  as  tc... remove any uncertainty that 

can aris e  as a result of such difference o f  opinion . The 

t rue nature o f  the s urplus being used in the acqui s ition 

becomes very important when one considers the s tric ·t liab i l i ty 

o f ten imposed by s ta tutes upon directors and upon shareholders 
. f . . 2 8 2 
1n cases o 1mpropr1ety .  

There i s  an even more important con s i deration in 

defining the term 11 s urp lus " for the purpos e  o f  contro lling 

corporate share purchas e s  and this invo lves the s ourc e  o f  

s uch s urplus . The nece s si ty o f  proper c la s s i fication of 

s urplus as to its s ource i s  explained by the CICA :
2 83 

Dict ion ary definitions o f  the word " surp lus 11 
relate to a remaind2r or exces s ,  o f ten in 
the s en s e  of an arithmetical d i fference 
rather than in the s ense of a s urfeit or 
overabundance . In a ccounting 11 s urplus " has 
long been used to des ignate the exces s  o f  
net as sets over the total paid-in par value 
or s tated value of the shares of a corpora­
tion . This us age i s  firmly e s tablished in 
company law and f inance , and i s  not like ly 
to be dis continued . 

The convenient us age of the word surp lus 
in the s ens e indi cated above is reco gni zed . 
Experience shows , howeve r , that a s ing l e­
word designation o f  s urplus on a financial 
s ta tement is not sufficiently i nformative . 
Lack o f  uniformity in practi ce has led to 
the us e o f  a variety o f  terms and ·thi s has 
created incons i s tencies and ambi guity in 
many f inancial s tatements . For c larity , in 
every case in which the term s urp lus i s  
used , i t  should b e  qualified with wording 
related to the method o f  clas s if ica·tion of 
the various elements of s urp lus , and to the 
s tatutory requirements , if any , a s  to des ig­
nations or des criptions . Becaus e o f  uncer­
tainties as b its meaning , the us e of the 
term " Capi tal s urplus 11  in financi a l  s ·tate­
ments should be avo ided unles s  r equi red by 
s tatute . 



!n recent years , more des crip tive phrases 
have replaced terms which include the word 
s urplus ; for examp le , " re tained earnings " 
is tBed a s  an alternative to " ea rned s ur­
p lus " . The des i gnation " retained earnings " 
is preferable because i t  i s  �ons i dered to 
be more adequate ly des criptive . 

An adequate view o f  a company ' s  affairs 
requires information a s  t o  the s ource of any 

· surplus shown in the balance s heet . A bas i c  
dis tinction exi s t s  between amounts received by 
way of contributions and amounts earned in the 
conduc t  o f  the bus ine s s  ( the s e  b eing the only 
soi;.lrces of reali zed s urplus ) ,  and this differ­
ence should b e  recogni zed by clas s i f i ca tion 
in the balance s heet . 

••contributed s urplus " has frequently been 
taken to include only amounts p ai d  in · by 
shareho lder s , but i :t  may include capita l  
dnnations from other s ources a s  we ll , for 
ex&�p le , c apital contribution s  in the form 
of bui lding s ites or certain governmental 
subsidies • • .  C ontrib uted s urplus in the form 
of surplus paid in by shareholders includes 
premiums on s hares i s s ued , any portion o f  
the proceeds o f  is s ue o f  shares without par 
value not allocated to s hare capital , gain 
on. for feited s hares , proceeds ari s ing from 
donated s hare s ,  credits resulting. from 
redemption or conver s ion of s hares a t  les s 
than the amount s e t  up a s  share c apital , 
and any o ther contribution by shareholders 
in exc e s s  of amounts allocated to s hare 
capitaL 

"Retained earning s " repres ent the accumulated 
balance o f  income les s los ses arising from 
the operation o f  the bus ines s ,  after taking 
into account dividends , refundable taxes and 
other amount s  that may properly be charged o r  
credited thereto . �\Then the accumulation i s  a 
negative figure , the s ingle \vord " deficit1 1  i s  
a suitab le des ignation . 

7 9  
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I t  i s  argued that to permit a corporation to purcha s e  

i t s  own shares out of capital o r  contr ibuted s urplus i s  not 

lli�duly harsh to creditors . They have no more right to rely 

on a contributed s urplus than on an earned s urplus ( or reta.i.ned 

earn i ngs ) for their protection , s ince in either cas e  it resulted 

f h b . . . . f h . 28 4  
d l d  rom t e us 1ne s s  act1v1t1es o t e corporat1on an wou 

tend to increase or decrease with the company ' s  relative 

prosperity . 

E ven a s suming thi s  i s  true , however ,  the share­

holders are sub j e cted to vic ious abuse where purcha s e s  are 

allowed out of contributed s urp lus . For example , contri­

buted s urplus includes funds rece ived from the is s uance o f  

preferred shares , s ince they are not p ar t  o f  the s ta te d  

capital , and , by allowing the depletion o f  this s ource o f  

funds for the purchas e  t.>f the corporation ' s  common share s , 

the preferred shareholders are effectively compelled to bear 

part of the corporate risk with the co��on voting s tock . 

This is  contrary to the principle espoused by many writers 

that the very exi s tence of a preference right speaks for a 

less er r i s k  than tha t  o f  the common s hare .
2 8 5 As Profes s o r  

2 8 6  
Dodd s tates : 

" Purchases o f  common s hares out o f  s urplus 
paid in by preferred s hareholders is thor­
oughly vicious and might reasonably be 
held to be contrary to the fair implication 
of the preferred shareholder ' s  contract 
even where the s tatute permit s  purchase 
out of s urp lus of any and all kinds • • • •  I f  
preferred s l  ... ares are :!:O be an appropriate 
investment medium, they mus t b e  s afeguarded 
by a s ub s tantial cushion o f  assets made up 
o f  contribution s by common s hareholders 
whi ch cannot be handed back to members o f  
the latter group b y  a friendly management . " 
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Although perhaps l e s s  ob j ectionab le i n  certain 

circumstanc e s , the purchas e  of common shares out of con­

tributed surplus where the corporation has no outs· tanding 

preferred shares should also b e  forb i dden .
2 8 7  

As one com­

mentator explained :
2 8 8 

11 The prohib ition again s t  the purchase of 
s hare s  out of unearned s urplus i s  a further 
s afeguard for creditors and shareholders . 
I n  the small corporation, having but one 
c las s of shares ,  all of whi ch contributed 
equally to paid-in s urplus , there is l it tle 
obj ection to the purchase of shares from 
that s ource (provided , o f  course ,  that the 
pur chase price and c ircums tances of purchase 
are fair to the other shareholde r s )  • On the 
other hand , the usual financial s tructure o f  
the modern corporati on , working with a l l  
p os s ib l e  permutations and comb inations o f  
the various legal incidents of share s , 
pres ents a staggering number of different 
c l a s s e s  of shares .  The c ontributions of 
one c l a s s  should not be used to purchase 
shares o f  another c l a s s." 

The maj ority o f  the American legis lation ··,n thi s  

p oint appears to have recogni zed these potenti a l  abuse s  and 

have restricted corporate share purchas e s  to earned surplus 

or retained earnings .
2 8 9  

It is general ly agreed that the 

bas i s  of thi s  restriction is that b oth credi tors and share­

hold'2rs have a right to expect · that a l l  of the corporation r s 

capital contributions be pre s erved , but have no c a l l  upon 

the pro fi · ts derived from true bus ine s s  activities as thi s  

i s  distributab le a s  cash o r  s to ck dividends. In e ffect, 

the corporation i s  merely being allowed to distribu· te its 

p rofits to its shareholders by another method.
2 90 
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(4) Solvency or L iquidity Res trictions 

In addition to the restriction of funds availab l e  

for the purchase b y  a corporatic'n o f  i ts own share s , another 

p o s s ible s afeguard i s  to impos e a s olvency or liquidity 

res tri ction on s uch purchases to ensure that the corporation 

has liquid a s s ets out of which to make such purcha s e s .
2 9 1 

I n  e ffect , s uch a restri ction requires that the corporation 

mus t  not be ins o lvent at the t ime of purchas e  or rendered 

ins o lvent thereby . This re s tri ction also grew out of the 

majority American common law rule requiring tha· t a corporate 

share purchase be in good faith and that it should not inj ure 

the creditors or shareholders .
2 9 2  

S olvency , however , can b e  

vievied i n  two senses: ( 1 )  the "equi ty" s en s e  where the 

corporation is unable to pay its debts as they fall due; 

and ( 2 ) the "bankruptcy" s ense where the realizab l e  value 

of the corporation ' s  a s s ets i s  les s  than the aggregate o f  

't 1 '  b' l't' d d . l 
293 

l s la l l les an s tate cap l ta • 

Commentators are generally agreed that bo ·th aspects 

of s olvency should be us ed to control corporate share pur­

chases .
294 

This dua l  requirement would s eem e s s ential to 

creditors s ince a dying corporation may s ti l l  be able to meet 

its ob l igations as they fall due ( i . e . , be technically solvent 

in the "equi ty" s en s e ) , although its realizable as sets are 

less than its total liabilities and capital s tock ( i . e. ,  

inso lvency in the "b ankruptcy" s en s e )  •
2 9 5 

se ction 2 5 7 ( 1) of the British Columbia 

In discus s ing 

leg i s l a tion whi ch 

imposes an insolvency limitation which i s  defined in s ection 1 

( 1 ) in the "equity" s en s e  only , P ro fe s s o r  Getz s ta te s :
2 9 6 

It i s  obviou s ly right that the current 
creditors Df a company shou]d be able to 
ins i s t  that payment of their debts should 
have prior ity over the distribution of 
corporate as sets to s hareholders .  It i s  
a l s o  sound to ins i s t ,  a s  the "liquidity" 
test in effect does , that a company should 



have cash out of whic h  such purchases can 
be made . Is it right , hov1ever , to p ermit 
a company which meets these requirements , 
but which has s uffered a s erious diminu­
tion of capi tal through pas t trading los s e s , 
to use a current s urplus to reacquire its 
own share s ?  I t  r:tigh t  b e  argued that since 
a payment of dividends in s uch a s i tuation 
--a so-called nnimble 11 dividend- - i s  permis ­
s ible , there i s  n o  reason to treat any 
other form of dis tribution o f  corporate 
assets any differently . At lea s t  when 
viewed from the p erspective of credi tors , 
however ,  b o th transa ctions are equally 
obj ectionable as impair ing their safety 
margin , and the dividend rule i s  not one 
which , viewed from thi s  perspective , has 
commanded univers al admi ration . From a 
shareholder ' s  point o f  view ,  there i s  an 
additional ob j ection to a repurchase made 
in thes e  c ircumstances ,  whi ch is no t 
applicable to a dividend p ayment . A 
dividend payment , a s  has been noted , 
would +-.reat all s hareholders of a cla s s  
alike ; a repurchas e need not . Not only 
might i t  s ignifican tly affect the rela­
tive positions o f  the shareholders , but 
it would also re sult in funds contributed 
by one group o f  shareholders--those whos e  
shares are n o t  reacquired--be ing used to 
pay out the o ther . S imply put ,  the obj ec­
tion to the insolvency limitation o f  
se c tion 2 5 7 ( 1 )  i s  that i t  permits a re­
purchas e  to be made so as to leave capital 
impaire d ,  or fur ther impaired , by a trans­
action not in the ordinary course o f  
trading--a procedure roundly condenmed 
in the United S tate s for many years , and 
rej e cte d  both in Ontario and in the 
federal b ill for C anada . 
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Finally , an important aspect o f  the solvency restric­

tion , not only as a s afeguard for c reditors b ut also for the 

directors of a purchas ing corporation , is to provide an access 

for the directors , if they feel i t  is nsce s s ary , to apply to 

the court for a declaration as to whether in all the c ircum­

s tances the corporation i s  ins olvent or would be rendered 

insolvent by the propos ed purchase.
2 9 7  

Although in a clear 
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c a s e  s uch a provis ion t.vould not be res orted to, i t  i s  advan­

tageous to provide the directors with s uch a cc es s  to the 

c ourt where the s olvency o£ the corporation is in doub t .  

Such a provis ion a l s o  increas e s  the j us ti f ic ation for 

impos ing s tric t  and onerous l i ab i l i ties on the directors 

for authori z ing improper purchases. 

(5 ) Agreements to P urchas e  S hares: Purchas e s  11 In Futu::�ro "  

The safeguarding o f  abuse a long with the facilita­

tion o£ the b enefits that c an arise out of an agreement 

entered into between the corporation and a shareholder to 
l 

purchase shares a t  a certain or as certainab le future date 

merits special con s ideration. In content , thes e  agreements 

are e i ther ob l igatory (binding on b oth s i de s ) or options 

(with the option exerc i s able at the election of the corp ora-

tion , on the shareholder , or both) •
2 9 8 

Where s uch an agreement has b een entered into , the 

pos s ib i lity exis t s  tha t ,  at the time when the company i s  

called upon t o  perform its obl i gations under the a greement , 

it may be unab le to do s o  in view o f  the s urplus and inso lvency 

res tric tions in the s tatute governing s uch corporate share 

purchases. The ques tion then ari s e s  whether the contra c ·t  to 

purchase is enforceable. The answer provided by the common 

l aw o f  the Uni ted S tates is unc lear .
2 9 9  

For example , there 

were a number of cases which he ld that one who had purchased 

shares from a corporation in relian ce on i ts agreement to 

repurcha s e  them at a later date could nei ther enforce the 

p urchase agreement nor obtain restitution o f  the price paid 

if the corporation \va s  insolvent at the time the enforcement 

or re s ti tution was s ought .
30 0 

On the other hand , s ince 

courts trea ted s uch agreements as val i d  or permitted restitu­

tion to a purchaser \vho had bought in re liance upon ·them, 

even though a purchase o f  share s by the corporation , not made 

purs uant to an agreement, would have been inva l i d  in the 



. t 
30 1 

c 1 rcums ances. 

8 5  

Becaus e o f  the uncertainty surrounding the 

common l aw, it has been sugge s ted that the s tatus and rights 

of the parti es to such agreements be c l ar i fi ed exp l i c i t ly in 
30 2 the s tatute . 

The important conside ration s urrounding such 

agreements c oncerns the determinati on o f  the appropriate time 

to apply the s urplus and s olven cy tests . If they are to be 

appl i ed at the time the c ontract or agreement is entered into, 

the corpor ation wi l l  usua l ly be solvent and have a surplus and 

the trans action would therefore be permis s ib le. If app lied 

when e i ther the sh arehol der or the c orporation e lects to 

enforce the agreement, the oppo s i�may we l l  be true . Clever 

shareholders may thus be able to secure for themse lves all 

the bene fits of shareholders if the bus ines s prospers, while 

at the s ame time p o s s e s s ing al l the s afeguards o f  c reditors i f  

the bus ine s s  f ail s .
303 

The recommended treatment o f  an 

agreement for the purchase by a corporation o f  its own shares 

at s ome time in the future is that it not be con s i dered invalid 

or unenforce ab le mere ly because there i s  a possibi lity that 

the corporation may not be abl e  to c omp ly with the s o l vency 

and s urplus res tri ctions imposed by s tatute. Rather, it shoul d  

be con s i dered vali d a n d  enforce able to the extent that the 

corporation i s  ab le to meet these tes ts at the time fixed 
30 4 

for payment .  

Another con s ide ration concerns the que s tion o f  whe·the r  

ce rtain types o f  purchas e agreements should b e  a c c orded spec i al 

treatment, name ly, that the c orporation, at the time of 
enforcements be entitled to purchas e the shares out o f  any 

type o f  surp lus or even out of s tated c apita l  s ubject only to a 

s olvency restriction. Such agreements are not uncommon in 
three dif ferent situations: (1) as p art o f  an original 

share s ubs cription contract, ( 2) where the sh ares are issued as 
par t  of an employee incentive plan, and ( 3) i n  a c lose corporation 
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to insure tha t on the reti rement or death of one of the 

p articipants the corporation w i l l  remain "close", in e ffec t  .•  

that the rema ining "partners" may contro l  the entry of the 

rep l acement into the enterprise. E a ch of these s i tuations 

c an be considered separate ly. 

( i )  Agreement t o  Purchas e a s  P art o f  an O riginal 
Share Subs criptioh 

B a l l antine is especially severe on thi s  type o f  

contract, despite i t s  general judi ci al acceptance i n  the 
. d s 3 0 5  

Un1 te tates : 

There has been a good dea l  of recogni tion o f  
the validi ty o f  agreements, made a s  part o f  a 
s ubs cription to shares, to repurchas e  them on 
the demand of the subs criber if the s ub s criber 
becomes di s s atis fied with his inves tment. S uch 
repurch a s e  agreements are general ly part of s ome 
s to ck selling s cheme by high pres s ure s alesmen. 
S ome courts have even made a judicial exception 
in f avor of thi s  practice under s tatutes 
res tric ting withdrawal of " cap ital s tock11 or 
forbidding purchas es except out o f  s urplus . 
Specious reas ons have been a s s igned to exp l a in 
the upho lding o f  such es c ape p rovi s i ons, a s  
that the trans action i s  only a condi tional s ale 
or a " s ale and return c ontract," and ·that 
the corporation cannot retain the sub s cription 
price and at the s ame time repudi ate the 
i l legal agreement to repurchase. Thi s  i s  even 
carried so far as to validate an agreement to 
pay a p remium on repur chas e and to pay intere s t  
as  part of the purchase price, obvious ly i llega l . 
Such agreements, used to entice re luctant 
and inexperienced subscribers, should be 
condemned as dangerous to creditors and unfair 
and dis criminatory as against other shareholders 
even i f creditors are not immedi ately threatened. 

It i s  peculiar anoma ly that a s trict rule 
restri c ting re leas es and e s c ape provi s ions in 
original s tock subs cripti ons exis ts alongs ide 
a l ax doctrine upholding repurchase agreements 
under wh ich a subs criber can wi thdraw his 
inves tment from the corporation. An agreement 



to e s c ape l i ab i l i ty upon an unpaid sub s cription 
is no more contrary to the " trust fund doctrine" 
than an agreement by whi ch a shareho lder res e l l s  
and receives b ack from the c ompany the amount 
p aid on hi s subs cription and equally opens the 
way to fraud on creditors and other sharehol ders. 
The release or re s ci s s ion of a s ub s cription 
d i ffers l ittle in financi al e f fect from the re­
purchase of partly p aid share s. 
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11 . . . . 1 h t 3 0 6  Levy as we reJe cts 1n p r1nc1p e s ue agreemen s: 

From a social s tandpoint , it i s  of ques t i onab le 
value to permit corporations to s e l l  the ir s to ck 
with the right in the vendee to res e l l  to the 
c ompany if dis s ati s fi ed. A share of s tock i s  
d i fferent from an ordinary chatte l , and a s ale 
of s tock with an opt i on to return it pre sents a 
d i fferent s i tuati on from a s imilar right attached 
to the s ale of common merchandise. Certainly 
credi tors , if unaware of s uch re servations t o  
the s ubs cription , might protes t  against the 
exercise of this opti on when the venture has 
become a bad one, for the subs criber w i l l  then 
want his money back and will s e i ze upon the 
right to return the share s . The creditor w i l l  
b e  looking t o  the capital o f  the fail ing enter­
pris e  for the sati s facti on o f  his c laim. To 
permit the shareholder to exerci s e  h i s  power 
in s uch a c a s e  i s  to pre fer him to a creditor , 
or at least to convert him into a credi tor. 
To call thi s practi ce a res c i s s ion o f  a s a le 
or the failure of a c ondi ti onal sale may be a 
legalistic differenti ation , but i t  does not 
a lter the fact that the c ondi tional shareholder 
i s  be ing given a preferen ce. 

Furthermore , con s i der the po s i tion of other 
shareholders who have sub scribed with no s uch 
re servation. I f  they are unaware at the time 
they subs cribe of the conditions · to ·the 
subs cription s  o f  oth ers, the dece i t  i s  apparen·t. 
For the difference between entering a venture 
in which all the c ap i tal has been unconditionally 
contributed, and one in whi ch there are s ome 
capricious subs criptions i s  great. 

Pro f e s s or Dodd, however, suggests that the 
development o f  the law protecting to s ome extent the share-· 

holder who 1s il ps.rty to s uch an agreement was not to be 
3 0 7  

unexpec ted: 
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If, however, the state doe s not effective ly 
prevent corporati ons from bai ting the hook for the 
inve s tor in thi s manner , i t  i s  easy to lend 
a sympathetic ear to the inve s torts contention 
that the promi se to repurchas e , which induced 
him to part with hi s money, should be enforced, 
even in the teeth of a s tatute forbidding 
purchas e s  o f  share s out o f  funds other than 
corporate s urp lus . Repurchase agreements 
are part of the stock in trade of thos e  s ecurity 
s alesmen who dis tribute share s in speculative 
enterprises to financially i l l i terate and , 
generally speaking , relative ly impecunious 
b uyers . S uch person s  are like ly to be 
financi ally l e s s  able to suffer the hardship 
of lo s ing their money than i s  the average 
corporate creditor . It i s , therefore, not 
s urpri s ing that in most o f  the earlier cases 
the courts permitted the shareholder to get 
h i s  money back without inquiry as to the 
exis tence of any corporate s urp lus, nor i s  
i t  s urpr i s ing that a number o f  courts reached 
thi s re sult in spite of s tatutes \>Jh i ch had 
previous ly been cons trued a s  forb idding 
purchases o f  shares, or purchases whi ch involved 
a wi thdrawal of cap i tal . Var ious legal 
formulae have been made u s e  of in an e ffort 
to rationalize this result. All of them, 
however ,  s lur over the p atent fact that , if 
s uch agreements are enforceab le despite the 
non-exi s tence of s urplus , shareholder-owners 
are thus , by virtue of an inv i s ible and un­
suspected string attached to thei r share s, 
allowed to imp air the margin of s afety provided 
for creditors . 

Even t�ose courts which adopt a sympathet i c  
atti tude towards inves tors who have purchased 
in r e liance on such agreements genera lly 
re fuse to enforce them i f  the corporation i s  
insolvent a t  the time when the sharehol der 
seeks to obtain repayment. Nearly all of the 
recent cases aris ing under s tatutes which 
explicitly limit purchases to surplus or forbid 
purchas e s  out of capital have gone further and 
he ld that th ese repurchas e  agreements cons titute 
no exception to the s tatutory rule. Whether 
thi s modern trend is due to increas ing j udicial 
awarenes s  of the evil ef fects, on shareholders 
and creditors alike, of permitting capi tal to 
be di s s ipated in thi s manner , or i s  due to the 



greater exp l i citne s s  o f  mo s t  o f  the more recent 
s t atutory prov i s ions impos ing res tri c tions on 
purcha s e s  of shares, i s  not entire ly c lear. At 
a l l  events, in j urisdi ctions where there are no 
s tatutory provi s ions on the subj ect , the 
j udicial tendency is s ti l l  in the di rection o f  
permitting one who h a s  purchas ed shares on the 
faith o f  a repurchase agreement t o  recove r his 
money, p rovided the corporation remains s o lvent. 
This i s  so even where the facts indic ate or 
s trong ly sugge st that the c orporation h ad no 
s urp lus . 

· 

Gener ally, surplus and s o lvency l imitations are 

imposed by s tatute on a corporati on' s purchase of its own 

shares whether pursuant to an existing agreement o r  not. 

Even if agreements to purchas e as p art of an o riginal 

s ub s cription are to be a l lmved, 30 8 and when recour se to 

s uch agreements mus t  be had, for example, i f  no o ther means 

89 

o f  rai s ing capita l for the corporation i s  avai l ab le, there 

appears to be no rea s on to accord them any spec i a l  treatment 

s uch as enlarging the s cope of ava i lab le sources o f  funds 

with whi ch to complete the purchase. There fore, the 

enforceab i l ity o f  such agreements should be s ub j ect to both 

the solvency and surplus l imitations app lied at the time f ixed 

for payment. 

( i i )  Agreement t o  Purchas e a s  P art o f  a n  Emp loyee 
Incentive P l an 

As mentioned e ar lier, employee incentive programs are 

des i rab le s ince they do s timu l ate better efforts on behalf 

o f  the corporation, but th is advantage ceases when the 

emp loyment terminate s, and prudent management th erefore 

requires the departing emp loyee to surrender his shares and 

rights to purchase shares. In addition, in view of the 

special c ircums tances under whi ch such an inve s tment i s  made, 

the app l i cation of the re s trictions limiting enforcement of 

the agreement to circums tance s  where both the s o lvency and 
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surplus restrictions are met can have unfortunate consequences 

for both parties, particularly for the employee-investor.
309 

As a result, many statutes treat such agreements as a "special 

circumstance" and empower the corporation to purchase shares 

even out of stated capital pursuant to an agreement with an 

employee other than an officer or director subject only to 

the solvency restriction.
3 10 

In addition, some statutes 

have inserted the requirement that the employee be a bona fide 

full-time employee to further prevent potential abuse. 

(iii) Agreement to Purchase in the Close Corporation 

An agreement between a close corpora·tion and a 

major shareholder providing for the corporation to purchase 

its shares on the death or retirement of the shareholder have 

not been accorded any special treatment in the statutes. This 

is justifiable since it could result in undue prejudice to 

creditors for a corporation to purchase the shares out of 

stated capital since, in a close corporation, those shares 

may represent a substantial portion of the corporation's capita1.
311 

Therefore, the enforceability of such an agreement will depend 

on whether both the solvency and surplus restrictions are 

satisfied at the time fixed for payment. The corporation 

may assure itself of sufficient surplus to exercise its right 

of purchase on the death of a participant by appropriate 

insurance policies. In the event of either death or retire-

ment, the agreement should also provide for an option in the 

remaining shareholder to personally purchase all or any of the 

shares the corporation is unable to due to insufficient 

1 . 1 312 
surp us or 1nso vency. 

( 6 ) Purpose of the Purchase 

Generally speaking, the corporation is protected 

from purchases of its own shares for improvident. purposes 

by the standards of fiduciary du ty which bind the directors 

in all transactions involving the corporation. The fiduciary 
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duty in thi s  regard has been expre s s ed in various way s ,  s uch 

as " . . .  the power of a company t o  purcha s e  its outstanding 

c ommo::1 shares shall be exercised only by the directors 

acting in good faith and in the bes t  interes t s  of the 
3 1 3  

company" o r  " .  . . the purchase . . . mus t  b e  made for a 

p roper c orporate purpose."
3 1 4  

As a result, dire ctors may be 

l i able for a breach of their fiduciary dutie s  where they 

c ause the c orporation to purchase its own s tock f or the 

purpos e  of manipulating or maintain ing voting control, s e lf­

dealing at an exce s s ive price , rash speculation in the market 

or removing a trouble s ome shareho lder.
3 1 5  

I t  may, however, b e  diffi cult for a court t o  determine 

the rea l  motive of the directors in caus ing the c orporation 

h . h 3 1 6  h' . . 1 1  h to pure ase 1ts own s are s . T 1 s  1 s  e spec1a y s o  w ere 

the purchas e  has removed an ins urgent and has b een explained 
3 1 7  

a s  follows: 

In the absence of a vali d reas on · to s u s tain thi s  
p ower, directors should not b e  permi tted to c ause 
the c orporation to purchase i ts shares if the ir 
motive is to pre clude the challenge of an insurgen t . 
There may be ins tances, however, in whi ch the 
dire ctors c an j us tify the corporation's purcha s e  
on s ome independent ground , even though the result 
of the transaction is als o  to e l iminate a potent i al 
challenger . Thus the motive of the directors mus t 
be p roved to sustain a cause of action. In 
determining motive, the a s s ignm�nt of the burden 
of proof on thi s i s s ue is crucial. S ince the facts 
which indi cate the motivation of such a purchas e  
are probably acce s s ible only t o  the directors, t o  
compel the plaintiff t o  prove the intent o f  the 
purchase would imp o s e  an almos t  insurmoun table 
burden, and would, in effe ct, insulate the 
d ire ctors' action from challenge. Thus it might 
be more reali stic to shift the burden to the 
d ire ctors, after the plainti ff-shareholder makes 
a reas onable showing that the purchase resulted 
in the elimination of a shareholder whom the 
directors viewed as a po tential ins urgent. Although 
the burden of proof re s ts s omewhat e a sier upon 
defendants than it would on plaintif f s, it may 
s till be dispo s i tive in many cases. Thi s  dis-



advantage seems consonant, however , with the 
general doctrine that directors mus t  prove the 
fairne s s  o f  corporate tran saction s  which work 
to their personal advantage. 

(7 ) Manner o f  Purchas e: Procedural Requirements 

9 2  

Controlling the manner by whi ch a corporation i s  

enti tled t o  purchase its own share s can re s ult in the prevent i on 

o f  a great deal o f  the potential abuse that s urrounds the 

granting o f  a general power to purchas e . The alternative 

procedural requirements that c an be imp o s ed will now be con­

s i dered. It is nece s s ary, however, to again point out that 

in imposing procedural requirements or res trictions on 

corporation share purchases , the competing interes ts o f  

corporate flexibility and e f f icacy and protection o f  share­

holders , credi tors and the general inve sting public mus t  be 

con s idered and;hope fully, optimally balanced. 

( i) Preliminary Authori s ation 

Preliminary authoris ati on of a c orporate share 

purchas e c ould take the f orm o f  a directors' resolution, 

shareholder authori s ation or ratif i cation, court approval or, 

conceivably, a comb ination of either or all o f  the above . 

The requirement that a purchase be authori sed by a 

resolution of the board o f  directors i s  f avourable s ince the 

matter is one o f  sufficient importance to ensure · that it not 

be le ft to o f f i cers o f  th e corporation or the ir subordinate s. 3 18 

Such a requirement i s  further j ustified in light o f  the s tringent 

li abili ties placed upon directors for improper corporate share 

purchas e s  by mos t  corporation s tatutes. 

Shareholder approval of a purchase by a corporation of 
its own share s can al so be imposed. Such required approval 
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could either be in the form of a s imple maj ority or ordinary 

res o lution or a special resolution s o  a s  to provide s ome p ro­

tection for the minority shareholders . P rofe s s or Kes sLer 

s ugges ts that approval should be required not only of the 

s h areholders of the clas s of s hares being p urchased but a l s o  

by shareholders of b o th s uperior ( in either dividend o r  

1. . d . f ' d . . 1 319 �qu� a t�on p re erence, an Jun�or c as s e s : 

" Otherwis e , holders of controlling b lo ck 
of common could divec t  all the corporate 
s urplus to their own shares • • • •  Furthermore, 
purchas e of s hares s enior to their own 
offers a pos s ibility of damage to all shares 
junior to tho s e  purchased . Many people , 
judges include d ,  apparently forget that 'what's 
gone is  gone ' . Money spent for s enior s hares 
i s  that much l e s s  for j unior s hares in divi­
dend or l iquidation value , and this is true 
despite bookkeeping entri es to the contrary . 
The protec ti on of j QDior shareholders • • •  

requires their approval of a l l  purchases from 
clas ses s enior to them , since whatever goes 
to thes e s enior shareholders means correspond­
ingly les s  will go to them • • • •  

P urchases of s enior shares may be used to 
divert s urplus o therwis e  avail ab l e  for divi­
dends to j unior shares to s uch preference 
i s s ues . P urchases of j unior s to cks may dis­
sipate s urplus even b elow tha t  neces s ary to 
assure payment of the fixed dividend prefer­
ences of s enior i s s ues . Cons equently , the 
only s afe provi s ion i s  to require purchas e s  
o f  shares o f  any c l a s s  t o  be approved b y  a l l  
clas s e s  whether normally voting or non-vo ting. " 

The obvious argument agains t  requiring s hareho lder 

approval as a condition precedent to a corporate share p urchas e  

i s  that i t  serious ly de tracts from the reasons for the purchase 

power in terms of bo th time and effi cacy . Not on ly could the 

holding of a vo te be c umber s ome , expens ive and time- con s uming 

but any purchase could effec tively be vetoed by any c l a s s  of 

sharehol ders . S uch a re s tri ction can thus perhaps b e  viewed 

as an undue limitation on corporate flexib i l i ty especi ally when 
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cons idered agains t the o ther res tr i c tions o f  d irec to r  respon­

s i b i l i ty ,  s ource of funds l imitations and solvency requirements . 

Shareholder s atis faction o f  a completed p urcha s e  i s  

l e s s des i rabl e  mainly b e cause o f  its minimal uti l i ty . Rati­

fication a f ter- the- fact has b een critici zed as a useles s 

requirement s ince i t  i s  o ften s een a s  a " rubber s tamp" pro cedure 

of an act already completed and not cons idered revoc ab l e . 

In any event , authoris a tion o r  rati f i c a tion cannot 

val i date an o therwise improper purchase s in ce " shareho lders 

cannot p o s s iblY waive the prote ction the law grants p rimar i ly 

to creditors and to the pub li c  a t  large . "
3 2 0  

Finally , court approval could b e  required . This 

res tri ction , however , s u ffers to an even greater extent the 

criticism that it s ubs tanti a l ly detracts from the b a s i c  

e fficacy which flows from a general power t o  purchase .  ·However, 

a dis cretionary right to apply to the court for a d etermination 

o f  a corpora tion' s s olvency , as has been no ted earlier, can b e  

a valuab le provis ion . 

(ii ) Procedure o f  Purchase 

It has been s ugges ted that legis lation empowering a 

cor�oration to purchase i ts own s hares should give the corpora­

tion the power to e s tab li s h  i ts own pro cedure for carrying out 

purchas e s  but tha t  a s ta tutory pro cedure s hould app ly where no 

p ro cedure has been speci fied in the coroporation' s memorandum 

or a�ticles o f  association . 3 2 1  I t  has been further s ugge s te d  

tha t  a corporation should b e  able to p urchase i ts shares p ur­

s ua nt to a procedure provided in an unanimous sharehol der 

agreement .
3 2 2  

S uch a provis i on would only be e ffective in 

small corporations and the required unanimity would ensure that 

all the p arties had an opportunity to a s certain all ·the f ac·ts 
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b e fore any p urchase took p lace . Thes e  recommendations obvious ly 

have a great deal o f  merit s ince they would provide the much­

needed flexib i l i ty o f  pro cedure so nece s s ary to the c lo s e  corp­

o ra tion in exercis ing a general power to purchase its own 

shares . 

With respect to s tatutory procedural requirements , 

where a l i sted or pub li c  company purchases i ts own s hares through 

the medium of a s tock exchange , mos t  s tatutes do not impose any 

l imitations upon/��ch as a pro rata offering to s h areholders. 

Commenting on the appl i cab le British Columbia legis lation , 

Pro fe s s or Getz exp l ains: 3 2 3  

A repurchase to b e  e f fe cted b y  a l i s ted 
reporting company through the faci lities o f  
the s to ck exchange need no t be by means o f  a 
pro rata o f fer to purchase . There i s , o f  
course ,  precedent for according special treat­
ment to transactions conducted on an exchange. 
Section 7 8 (b ) of the Securities Act ,  for 
example , p laces outs i de the s cope of the 
" take-over " provis ions o f  that Act a so- called 
" exempt o f fer " , which is defined in s ection 
7 8 (b ) ( i i )  a s  " an o ffer to purcha s e  s h ares to 
be effe c ted through the f ac i li ti e s  o f  a s tock 
exchange or in the over- the- counte r  market . "  
The theory behind thi s  exemption vva s  des cribed 
in the Ontario Securi ties Commis s ion Report on 
Busine s s  Combination s  and Private P lacements 
( the " Merger Report" ) as " s traightforward . 

No special effort i s  made to force the o f fe ree 
shareholder to s e l l . He bases his decis ion on 
the market price of the s ecuriti e s  • • .  !G2 4 

Thi s  theory app lies with equal force to a 
market p urchase by the company . Inso far as 
the critical cons idera tion i s  the price at 
which the vendor shareholders s e l ls, the two 
cases are the s ame . Any s hareholder could 
presumably s e l l  his shares to s omeone a t  tha t  
price , s o  that the principle o f  equal oppor­
tunity with respect to price is not thre atened 
in this re spect by a market purchase by the 
company . The market es tab lishes the price . 
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Where a corporation is p urchasing i ts own shares 

nprivately " ,  so to speak , in trans actions whereby i t  deals 

directly with the s e l l ing shareholders; tr9 remaining share­

holders who choos e  not to or , more importantly , are not give n  

the opportuni ty to s e l l  can be prej udiced both wi th respect 

to dilution of surplus o therwi s e  availab le for dividend and 

a lteration of intra- corp orate voting contro l .  To prevent s uch 

potential abuse , some s tatutes have imposed the requirement that 

a corporation intending to purchase i ts m-m s hares mus t  make a 

pro rata offer to all shareho lders of the c la s s o f  s hares to b e  

purchased at the s ame price .
325 

The rationale for s uch a 

requirement i s  that a corporate share purchas e  i s  s ub s tantially 

equivalen t  to a dividend and thus prima facie should b e  made 

.;=tvai lab le to all shareholders on a pro. rata b a�:is . �2 5  

.. ---------// 
--- _ ..--.. ---� 

�=" oa the purchase price would 

result in the same e qui tab le distrib ution o f  s urplus a s  'iHOuld 

a divid•.::nd ( at leas t to thos e  e le c ting to s e l l ) , even if the 

price p aid is over the market value ( so long a s  the same price 

offer i s  made to each member of the clas s to p urchase hi s s hares 

in the proportion he ld) . As long as hi s pro rata share of cor­

porate s�rplus i s  di s tributed to in thi s  way , no shareholder 
-

d f l . 
3 2 7  

nas groun s o r  comp a1nt . 

I t  is importan·t to point o ut , however ,  ·that to impos e  

a s trict and inflexib le requirement o f  a pro rata o ffer may 

>;·;el l  defeat .the p urpos e  of entrus ting corporations with a 

general power to purchase their own shares in the first p l ace .
3 28 

F urthermore, it doe s  no t provide a complete removal o f  potential 

b f l . 
3 2 9  

a use ,  a s  P ro·e s s or Get z exp a1ns: 



The p urpos e  of the pro rata o f fer 
requirement is thus to afford e a ch member 
of a c l as s  the s ame opportun i ti es as every 
o ther member of that clas s . But i ts effects 
s hould not be overes timated . Whi le i t  a f fords 
s ub s tantial (but not complete )  pro tection 
against financial dilution , i t  doe s  not guar­
antee equality o f  treatment , or even the 
opportunity for equal tre atmen t ,  \vi th respect 
to dilution o f  voting s trength , unles s  every 
member o f  the class b ehaves in an identical 
w ay .  Unles s  every member o f  the c l a s s  s ells 
the s ame proportion o f  hi s shareholding- - a  
near impos s ib i l i ty i n  the abs ence o f  full 
dis c lo s ure to each p erson of wha t  the o ·thers 
are doing-- s ome dilution is bound to take 
p l a ce . Wha t  the pro rata rule does do with 
respect to vo ting p ower ,  however , i s  to add 
s omewhat to the bas i c  equita}·,le prote ctions 
given to shareholders again s t  the misuse o f  
management powers under the so-called " co l­
lateral purpos e "  doc trine . Moreover , the 
pro rata requirement provide s no p ro tection 
a t  all agains t financial dilution to members 
holding shares of a c lass o ther than the one 
to be acquired , and it is obvious tha t  the 
interes ts o f  one c l a s s  can be s everely pre­
j udiced by the acquis ition of shares o f  
another clas s . • • .  3 3 0  

9 7  

Another method s ugges ted for removing potential abus e 

i s  to impose a percentage limitation on the number o f  shares 

that a corporation can hold o f  its own s to ck .
3 31 

S uch a res tric­

tion e ffec·tively limits mos t  o f  the corporate e f f i cacy flowing 

from the power to purchas e  shares except in thos e  special cir­

cums tance s . I ts obj e ct ,  o f  course, i s  to remove potential 

abuse b ut in s o  doing it again effe c tively defeats the purpose 

o f  al lowing a corporation to purchase its own shares in the 

first p lace . Furthermore , the impact of s uch a res triction 

would vary greatly s ince the e ffec t  o f  a percentage limitation 

w i l l  depend on the s i ze of the corporation involved.
3 3 2 



9 8  

( 8 )  P urchase Price 

The price at which s hares are purchased by a corpora­

tion can, of cour s e ,  give ris e  to abus e whe re the price is 

either too low o r  too high . P resumab ly , it would s eem tha· t 

in determining the purchase price the direc tors o f  the corpora­

tion are sub j e ct to the normal fiduciary ob liga tions o f  loy a l ty , 

care and s kill and thus would be required to o ffer to purch a s e  

s hares at a price which , from the corporation:s point o f  view , 

. , b . ab 333 
h f h �s nes t  o ta�n le . Some s ta tutes h ave gone t e urt er 

s tep of E!xpres s ly providing that under a general p urchase power 

" the purchas e  shall be made at the lowes t  p rice a t  which , in 

the opinion of the directors , such shares a re obtainable."
33 4 

Advocate s  of the granting to corporations of a general 

power to purchas e  their own s hares feel tha t the p o s sibility o f  

abuse is removed provided the corporation receives " full and 

clear val ue "
33 5  

or that no more than a " fair market value 

price"
33 6  be p aid by the corpora tion . Clearly , where the s hares 

are being pur chased in the open marke t through an exchange ·the 

market e s tab lishes the price . Howeve r ,  the situation is dif­

ferent for a purchas e  outside the market .  Pro fe s s or Getz 
1 . 33 7  

exp a�ns: 

11 As a practical matter , a p urchase outside 
the market • . •  wil l  :1.ave to be made in the case 
of a listed company at s ome p remium above the 
market ,  so that \vhile the market \vi ll s e t  the 
minimum p rice for the shares , it wil l  not s e t  
the maximum or the optimum p rice . I n  the case 
of an unlis ted share , of course ,  the prob lem 
o f  determintng the appropriate price is a dif­
ficult one , to be so lved without the res train­
ing influence of the marke t . " 

�vo b a sic solutions have b een put fonvard in answer 

to this problem. The firs t is the fixing of the price by 

disintere s ted appraisers3 3 8  
but t:.his s uffers from · the de fec t  
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that it i s  time consuming and , in mos t  cases , co s tly and thus 

detracts from the efficacy of granting the genera.l p ower to 

purcha s e  in the firs t place . The s e cond i s  the s etting o f  a 

s tatutory �aximum pri ce to be paid ( s imi lar in concept to tha t  

for redeemable prefe rred share s ) s uch a s  " payment o f  n o  more 

than liquidation value . " 3 3 9  P ro fe s so r  Kes s ler comments on 

this latter propos ed solution :
3 4 0 

Such a formula as Stevens s ugge s ts , p ayment 
o f  no more than l iquidatio n  value, migh t be 
pos s ible in the case of p referred share s , be­
cause the amount whi ch they are to receive on 
liquidation i s  o f ten fixed by their share­
ho lder contract ( often at par)  • • • • Howeve r ,  as to 
common s hare s , this i s  either unworkable ( e . g . , 
at each purchase ,  good wi l l  would have to be 
evaluated and going concern and a s s e t  value 
recomputed) , or s o  onerous ( i f  interpreted to 
mean involuntary l iquidation value, it would 
probably be so low as to effectively dis courage 
any shareholder from selling , except in an 
artifici ally deflated market) as to effective ly 
p:r·event all such repurcha s e s . Whi le Steven s ' 
proposal would o ffer more complete protec tion, 
i t  could not be con s i dered as a feas ib l e  answer 
to the problem. 

The third s olution , and the one a lmo s t  univers a l ly 

adopted either expre s s ly or imp liedly , i s  to leave the purchase 

price to the dec i s ion of the directors who have acce s s  to all 

the relevant information neces s ary in order to make an informed 

dec i s ion and s ub j e cting them to potential l i ab i l i ty for breaching 

their s trict fiduciary obligati ons . Thi s leads to Profes s or 

Getz ' s  comment tha t :  " [T ] he bes t price for the company ·to buy 

is not nece s s arily the b e s t  price for the s elling shareholder. 

Wha t  is of criti cal importance for shareholders , therefore , is 

acces s to information concerning the price o f  the shares , and 

the circums tances surrounding the company's interes t  in buying 

them. "
341 The requirement of full dis closure n o t  only tends to 

prevent directors or s enior shareholders from p re j udicing the 
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through corporate s hare purchas es for hidden reasons , but i t  

also al lows e a ch individual shareholder to whom an o f fer ·to 

purchas e  has been made to reach an informed dec i s ion whether 

to accept or re j ec t . 

A final aspect warranting con s i deration i s  the pos i ­

tion o f  a s e l l ing s hareholder vis -a-vis creditors when the 

corporation has give n  a note or o ther corporate obligation i n  

return for the shares and sub sequently becomes insolvent. Under 

the majori ty Ameri c an coruaon l aw rule al lowing corporate p ur­

cha s es even out of c api ta l ,  if a corporation was s o lvent when 

a note was g iven by it for the purchase price o f  s hares s ur­

rendere�but became inso lvent at the maturity date o f  the note, 

the shareho lder creditor by the b etter view was postponed to 
. d d•t 

342 
outs 1 e ere 1 ors. 

However it mus t be remembered that a purchase by a 

corporation o f  its own shares with p ayment de ferred i s  much 

different than an executory agreement -to purchase sharec s ome 

time in the future . In the latter case , the shareholder 

remains a shareholder until the agreement i s  exe cuted and a s  

such is entitled to a l l  the rights and bene fits accorded the 

shareholder s tatus . It is proper , ·therefore , tha t  the purpo s e  

and solvency re s trictions be applied when the agreement i s  

executed t.h.ereby b inding the company to make payment . I n  the 

former cas e , however ,  the s e l ling s hareho lder is no longer a 

shareholder s ince he ha s s urrendered h i s  shares to the corpor a­

tion and has there fo re relinquished his rights ( s uch a s  voting 

rights or rights to dividend p ayments )  at tha t time. I t  would 

seem appropriate , there fore , that the s e l l ing shareho lder who 

re ceive s  a no te or other corporation ob ligation in return for 

hi s shares at a time •:1hen the corporation is able ·to meet both 

the surplus and s o lvency limitations should be entitled to 

s tand as a general creditor should the corporation sub sequently 

become ins olvent . Furthermore , i t  might well b e  better for the 
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corporation to give a note o r  o ther ob ligation rather than 

deplete its current cash or o ther l i quid as set s upply through 

a s hare purchas e . 

This vi ew i s  s upportable on a number o f  grounds .
3 4 3 

The firs t of cours e  b eing tha t  mentioned above . S econdly , 

if the corporation gives a s tandard promis s ory no te or other 

negotiab l e  ins trument for the p ri ce o f  the shares i t  has pur­

cha s ed ,  the problem \vould ari s e  with respect to the pos ition 

of a third p arty purchaser o f  the note without notice that i t  

was g iven in respe c t  o f  a corpo ra te share purchase and there­

fore is subordinated to the rights o f  general creditors o f  the 

company . Thirdly , the obstacle created by requiring the surp l us 

and solvency tes ts to be met no t only at the time the note i s  

initial ly g iven upon the s urrender o f  the shares but a l so a t  

the date p ayment o n  the note i s  made c a n  e a s i ly be avoided . 

For example , a corpo ration need only purchas e  i ts own shares 

for cash, then have the former shareholder loan back to the 

corporation the cash received . Although i t  i s  true that a 

court might well look at the s ubs tance rather than the form o f  

such a tran saction , there i s  s ti l l  the pos s ib i l i ty that such 

a sub terfuge may succeed. Finally , pos tponing the date o f  

application o f  the s urplus and solvency tes ts may enab le insi de r s  

t o  l awfully and purposefully de fraud tho s e  shareholders who have 

s urrendered thei r  share s  to the corporation in re -turn for a 

promis sory note or o ther corporate obligation . Thi s  can b e  

accomp l ished b y  the u s e  o f  the power t o  dec lare dividends i n  

an amount e qual t o  t.h.e availab le s urplus 1 a long \vi t h  o ther 

perfectly legal methods of depleting s urpl us , thereby indic­

t ive ly insuring that there would never be any s urplus to p ay 

o ff the no te . 

As suming this view i s  accepted , i t  w i l l  be nece s sary 

to expres s ly provide so in the legi s lation so as to avoid pos­

s ib le confus ion . 3 4 4  
Thi s  can be mos t  e a s i ly accomp l ished by 

de fining "purchase "  to include the giving of a promi s s o ry note 
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o r  o ther corporation obl i gation in return for the shares and 

p roviding that the s urplus and so lvency res trictions are to 

apply at the time of purchase by the corporation o f  i ts own 

s hares . 

(9) Sta tus o f  Reacquired Shares 

( i )  Special Circums tances 

Generally speaking , ·w·here a corporation p urchases i ts 

own s hares in one of the " special c ircums tances " s ituations,. for 

example , to compromis e  a debt owed by a shareholder to the corp­

oration or to remove troublesome fractional share s , there 'l.vould 

be no p urpos e  s erved in not cancelling the shares a cquired. 

Thi s  is especially so where the shares are purchased out o f  the 

corporation ' s  s tated capital . 

( ii )  Purchas e s  Under aGeneral P ower to P ur chase 

There are three pos s ibi l i ties a s  to the s ta tus of 

s hares acquired by a corporation under a general power to purchas e: 

( 1 )  C ancell ation: the shares are c ancelled comp l e te ly; both 

i s s ued and authorised share capital are accordingly 

reduced to the extent of the purchase; 

( 2 ) Retirement: the shares are restored to the s tatus o f  

authorised but uni s s ued s hares ( the Canadian 

" treasury shares " ) ;  

( 3 ) No Change: the Ameri can " trea sury s tock" pos i tion where 

the shares remain as i s s ued or outs tanding shal�s 

o f  the corporation . 
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Troublesome ques tions o f  corporate l aw, f inance and 

accounting arise \vhen cons idering the s ta tus of reacquired 

s hare s . The general rule at Arneri c an common law was that a 

corporation had the option e i ther to retire reacquired shar e s  

and thereby restore them to the s ta tus o f  authori s e d  b u t  un­

is sued s hares , or to treat them as " treasury s tock" , tha t  i� , 

trea t  them as s ti l l  b eing i s s ued and outs tanding and s ub j ec t  to 

res ale by the corporation . Profes sor Ballantine explains the 

anomaly that ari s e s  out o f  thi s  latter treatrnen·t : 
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Treasury shares are indeed a mas te rpiece o f  
l egal magi c , the creation o f  s omething out o f  
nothing. They are no t outs tanding because the 
obligor has become the owner o f  the 11ob l iga­
tion " a s  in the case o f  reqacquired b onds. 

As Hills has well s aid :
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" Can a corporati on have 'ownership' in 
itself? Can it pos se s s  'legal rights and 
powers' or 'legal property' or 'property' 
derived s o ley from itse l f. Corporation 
law ho lds it canno t .  Treas ury shares do 
no t have voting rights , dividend rights 
or di s tribution rights on liquidation, s o  
what rights , if any , remain? P erhaps the 
'righ t' o f  the corporation to reissue i ts 
treas ury shares for a valuab le considera­
tion i f  its charter law p ermits--but that 
i s  a mere incident of inco rporation v1hich 
i s  applicable to unis s ued a s  well a s  i s s ued 
share s . Tre asury shares are not a corpor­
ate 'as s e t' and cannot b e  cons i de re d  as an 
as set in computing net a s s e ts o r  surplus 
avai lable for dividends or share purchases.11 

The only diffe rence be· tween re acquired 
s hares held " in the treasury" and thos e  wh ich 
have been retired is that the firs t may b e  re­
s old by the corpo:t:;ation for what they \.·lill 
b ring on the market , whi l e  the retired shares 
have dis appeared and it becomes a ques tion o f  
original is sue at par . Trea sury shares c arry 
no vo ting rights or ri ghts as to dividends 
or di stributions . Their exi s tence as issued 
shares is a pure fiction, a figure of spe e ch 
to explain certain special rules and privi leges 
a s  to their reissue . A s hare o f  s tock is simply 



a unit o f  interes t  in the corpor a te enter­
p rise arising from a contract . When the holder 
of a sh are s urrenders his rights to the corp­
oration it is obvious tha t  the contract is in 
reality termin ate d .  In cases where the vote 
or a s s ent of a maj ority of the shareho lders is 
required or a given proportion o f  the shares 
is spoken o f ,  it mus t  b e  unders tood to mean 
s hares which are is s ued and outs tanding and 
which may be voted . 

The truth is that " treasury s to ck "  is merely 
authorized s to ck which may be reiss ued as fully 
p aid without s ome o f  the res tric tion s  upon an 
original is sue of shares as to cons i deration 
and as to pre-emptive rights , i f  any. While 
o f ten treated by accountants as an as set , s uch 
treatment is for record purposes only , no t to 
evaluate the " as s e ts " . It no more repres ents 

10 4 

a present a s s e t  than authorized but uni s s ued 
shares , b eing merely the opportunity to acquire 
new a s s ets if anyone \vishes to b uy the sh::tres .  
I f  the company becomes insolven t ,  no such op­
portunity wil l  arise and the treasury s tock will 
repres ent nothing o f  value to the credi to r . 

Even a s s u.rning that reacquired shares when treated a s  

remaining is s ued and outs tanding do not c arry vo ting o r  divi­

dend rights , this s tatus can s till lead to much abus e.
3 4 7  

For example , the reacquired shares can b e  res o l d  b y  the corpora­

tion without having to c omply with the formalities o f  an original 

iss ue such as prospec tus requirements , allotment requirements, 

such as is sue a t  par value or more ) or pre-emptive righ ts , if 

any, in its articles of a s s ociation . Secondly , the reacquired 

s hares can be used to facil ita te operations by a corporation 

and its management in speculating in its own shares and to 

enab le the corporation ' s  balance sheet to display a fictitious 

s urplus so as to enab le it to get around limitations upon 

dividends and upon the further purchas e o f  its ov1n shares 0 
3 4 8 

Thirdly , the is s ue o f  a l l  the fully paid s to ck o f  a new corp­

oration has often been made to a promoter in return for services 

rendered , so as to water the corporation ' s  s to ck, and then a 

l arge part of these ful ly paid shares donated back to the 

corporation for sub sequent resale at a dis count. 
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C learly the pos s ib i l i ty o f  abus e wil l  b e  

greatly reduced i f  all the reacquired shares a r e  trea ted a s  

automati ca l ly res tored t o  the s tatus o f  authorised b u t  unis s ue d  

share s . The New Brunswick re former s  have adopted i·hi s  pos i tion 

d 1 
. 3 4 9  an exp a1n : 

The final prob l em is to determine the 
status o f  any shares that are repurchased 
by the corporation • • . •  The Federal Draft Act 
provides that all such s hares would auto­
matically return to the s tatus of autho r i z e d  
b u t  uni s s ue d  share s . Thi s  avo i ds many p ro­
b lems created by providing for " treasury 
share s " ,  a s  us ed in the United S ta te s  and 
this was the reason why the Dickerson Com­
mittee recommended the provi s i on. I n  
reference t o  this provi s ion , I acobucci , in 
his commentary on the Draft Act ,  s ta ted 
that " this makes abundant sens e , s ince by 
thi s  s impl e  provision , s ome very nas ty 
problems are e limin�ted; accounting problems 
relating to the p urchase , especially thos e  
deal ing with pres enting the " surplus " aris ing 
in the re s ale of s uch shares ; prob lems regard­
ing the dividend or voting r ights of reacquired 
shares ; and prob l ems concerning vo ting and 
s tock market manipulation" . 35 0  We are in 
complete agreement that allowing · treas ury 
share s  \vould create unneces sary problems 
and i t  i s  therefore recommended tha t  a l l  
s hares repurchased shall automatic a l ly return 

351 to the s ta tus of authori zed but uni s s ue d  shares. 

( 10)  Accounting Procedure 

Professor Katz outlines the relationship and prob lems 

that arise in respect of accounting pro cedures and a corpora-

. I h f • h 
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t1on s pure ase o 1ts own s ares : 

Whi le purchases by a corporation o f  i ts 
own shares may no t ordinarily b e  thought o f  
as corporate "di s tributions" to sharehol ders, 
such transactions are closely re lated to 
corpora ·te dividends and distributions o f  
cap ital . Thes e  relations , furthermore, a f ford 



s ome o f  the mos t  interes ting i ll us tra tions 
o f  the interpl ay of accounting and law . An 
unders tanding of thi s  interp lay w i l l  be p ro­
mo ted by recogn i z ing at the o ut s e t  the 
complexity o f  the s ub j e c t--the number o f  
problems which are c l o sely rela ted and whi ch 
must b e  viewed as a whole b e fore the account­
ing treatment of any of them may be adequately 
cons ide red . The fol l owing i s  an outline o f  
the mos t  important o f  the s e  problems : 

I .  What are the limitations on the power 
of a corporation to b uy i ts own share s , 
p ar ticularly l imitations in terms o f  
corporate cap i ta l  o r  s urp l us ? 

II . What i s  the immediate e f fe c t  o f  the 
purchase? 

A. Does i t  have the e ffect of reducing 
the s urplus availab le for dividends ? 

B .  I f  the purchase price \vas les s  than 
the par or s tated value o f  the shares, 
does the dis coun t  represent i n  any 
s ense a pro f i t  or an addition to 
surplus ? 

I I I . What i s  the res ult o f  a res ale o f  the 
share s ? 

A .  Does the res ale neutrali ze the effect 
o f  the purchase upon s urplus (IIA , 
above ) and restore i ts availab i l i ty 
for dividends ? 

B .  I f  the res ale was a t  more than c o s t, 
mus t  the di f ference be t-reated a s  a 
reduc tion of the earned s urplus ? 

IV.  �\That i s  the e ffect o f  a formal cancella­
tion o f  the shares in comp l i ance \vi i:h the 
s ta tutory procedure for this type of 
re duc tion of s ta ted cap i ta l ?  

A. Does ·the cancellation neu· tralize the 
e f fect o f  the purchase on s urplus 
(IIA , above) and res tore i ts avail­
ab ility for dividend s ?  
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B. Where the p ar or s ta ted value of the 
treas ury s hares exceeded their c o s t  
to the corporati on , what i s  the s ig­
nificance o f  thi s  discount when the 
shares are c ancel led? 

C .  If the shares were purchased at more 
than their s tated value , wh�t is the 
e f fect of the cancellation? 
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The firs t probl em posed by Professor Katz relat­

ing to the source of funds availab l e  for a corporate s hare 

p urchas e  has a lready been dea l t  w i th earlier in thi s  p aper. 

Adopting the approach of requiring a l l  shares purchase d  under 

a general purcha s e  power to be automatically res tored to the 

sta tus of authori s e d  but unis s ued s hares further s imp l i fi e s  

the accounting procedure. 

P ro fe s s or Katz's second maj or problem, namely recording 

the immediate e ffect of a corporate share purchas e  under a 

general pow�r , c an best be res olved by i l l u s tration. Cons ider 

the fol lowing s implifie d balan ce sheet? 

CORPORATION A 

Cash $1 0 0 ,0 0 0  Accounts Payable $ 5 0,0 0 0  

I s s ue d  Capital 
2 5 0  Shares 2 5,0 0 0  

Retained Earnings 
(Earned S urp lus ) 25 , COO 

$ 1 0 0 , 0 0 0  $100 , 0 0 0  
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As sume now that Corporation A wishe s  to p urchc.:::-:e 5 0  

o f  its shares a t  $ 10 0 . 0 0 per share . Obvious ly , to clearly 

reflect the result of this transaction, cash would be reduced 

as would the nruuber o f  is s ued shares and the retained e arnings 

figure . The result would be : 

CORPORATION A 

C as h  $ 9 5 , 0 0 0  Accounts P ayable $ 5 0 , 0 0 0  

I s s ued Capital 
2 00 shares 2 5 , 0 0 0  

Retained E arnings 2 0 , 0 0 0  

$ 9 5 , 0 0 0  $ 9 5 , 0 0 0  

The de sired result i s  thus achieved in that · the s urplus 

availab le for dividends or for further corpora te share purcha s e s  

is reduced b y  the amount o f  the purchase .  These share s  would .be 

carried at cos t  regardle s s  of their par o r  s ta ted value s o  that 

bl f 1 . h . . . 1 ' 
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no pro ems o s urp us arlse on t elr orlglna purcnase. 

P rofe s sor Kat z ' s  third problem, namely the effec t  o f  

a resa le o f  the share s , is again bes t  resolved by illus tra tion . 

Continuing with the above balance s heet , as smue now tha t  Cor­

poration A has legitimately res old the 5 0  shares for $ 6 , 0 0 0.0 0; 

in o ther words , a " trafficki11g11 profit of $ 1,.0 0 0.0 0 has been 

reali ze d .  There are three basic me thods o f  a ccounting for the 

$ 6 , 0 0 0. 0 0  s ale price : 

( 1 ) The firs t is to attribute all $ 6 , 0 0 0.0 0 to the is s ued or 

s tated capital accoun t .  This accounting procedure naturally 

f lows from having res tored the share s upon purchas e  ·to the 

s tatus of authori zed but unis s ued s hares. Al·though it 

could be argued that this procedure results , in e ffect, 

in a capitaliza tion o f  the $5 , 0 00. 0 0  retained 8arnings 

used to originally purchas e  the shares and therefore unduly 
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pre j ud ices the remaining shareholders o f  the corporati on ( and , 

of cour s e , unduly benef i ts the creditors ) s ince i t  h a s  been 

legi�- imately recovered , this argumen·t i s  untenab le s ince i t  

fails to d i stinguish between the fundamental d i f ference be · tween 

purchase of the share s , and their s ub sequent resale . The pur­

chas e  by a corporation of its own shares out o f  retained 

e arnings in a dis tribution of corporate a s s ets ( albe i t  inequa l )  

s imil ar to that resulting from the p ayment o f  a dividend . The 

s ubsequent resale of the s hares i s  a s eparate tran s action d i s ­

tinct f rom their original purchase .  Even i f  the s ame shares 

are res o l d  to the s ame shareholders who sold them for the exa c t  

pri c e  a t  whi ch they were p urch as ed ( so as to res tore the s tatus 

q uo b efore purcha s e )  nonethel e s s  detracts from the fact tha t  

thi s  resale transaction i s  an is sue o f  previou s ly uni ss ued 

s hares and mus t  therefore be treate d  and accounted for accordingly . 

( 2 ) The s econd met�;_od , f lowing from the discuss ion above 1 i s  to 

attribute the $5 , 0 0 0 . 0 0 to retaine d  e arnings and the $ 1 , 0 0 0 . 0 0  

" trafficking" profit to contributed s urplus or some s imilar 

accoun t .  The res toration of the $ 5 , 0 0 0 . 0 0 to ret a in e d  earnings 

s u f fers f rom the defect outlined above . The al location of the 

$ 1 , 0 0 0 . 0 0 " trafficking" prof i t  to a capital s urplus a c count 

e ffec tively prec lude s i ts ava i labi li ty for dividends or for 

future corporate share purcha s es . 

( 3 ) The third method merely varies the firs t by a ttribu·ting the 

$ 1 , 0 0 0 . 0 0 " trafficking" pro f i t  to retained earn ings thereby 

rendering it avai lab le for dividends or for future corporate 

share purchas es . Profe s s or Katz
3 5 4  

no te s  tha t  a b i tter f i ght 

has raged among American accounting authoriti es a s  ·to the 

proper treatment of such a " trafficking 11 pro f i t  and that the 

forc e s  oppo s ing the treatment of thi s  i tem as an addi tion to 

earned surplus appear to have won the day . At lGas t on wri ter 

has urged further that i t  i s ' anomalous to cons ider as cap ital a 

p art }:.ut not all o f  the con s i de ration rece ived upon the re-
. ' ' 35 5 . . . 1 s s uan ce of purcnased snare s . He cons1ders more 11 log 1ca l '· 
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e i ther the pos ition that all o f  the c on s ideration b e c omes a 

form o f  capi ta l , or the pos i tion tha t  none o f  i t  does and 

tha t  the " trafficking 11 pro f i t  i s  an addition to retained e arn­

ings . I t  would appear , therefore , that the proper accounting 

procedure would be to trea t  the whole $ 6 , 00 0 . 00 as b eing 

i s s ued or s tated capita l  or to s tated capital and contrib uted 

s urplus . The result would be thi s : 

Cash 

CORPORATION A 

$ 101, 000 

$ 101 , 000 

Accounts P ay ab le $ 5 0 , 0 0 0  

I ss ued C ap i ta l  
2 5 0 s hares 2 5 , 0 0 0  

Contributed Surplus 1, 0 00 

Retained E arnings 2 5 , 000 

$ 101, 0 0 0  

The CICA agree with thi s  res ul t  in s ta ting :
3 5 5  

" Where a company acqui re s  i ts own shares 
and s ub sequently rese ll s  them , no part o f  
the pro ceeds s hould b e  taken into income . 

Where a company rese lls s hares that i t  has 
acquired , any exces s of the proceeds over 
cos t  should be credited to contributed s ur­
p lus ; any de fi ciency should be charged to 
con·trib uted s urplus to the extent tha t  a 
previous net exces s  from res ale or cance l­
l ation o f  share s  o f  the s ame c l a s s  i s  incl uded 
therein , o therwi s e  to retained earnings . "  

On the ques tion o f  the ava i l ab i l i ty o f  thi s  " trafficking" 

profit for d ividends or for future corporate share purcha s e s , 

Profes s or Gower in his Ghana Code s eparated these two p urp o s e s  

b y  a ccount f:or a corpora te share purchas e a s  follows : 
3 5 7 



6 3 . 1 ( 1) When a comp any fir s t  redeems or 
purchas e s  any o f  its shares ( otherwise than 
on a redemption of redeemable preference 
shares out of the proceeds o f  a fresh i s s ue 
of shares in accordance with p aragraph ( b )  
of s ub se c tion ( 1 )  o f  section 6 0  o f  this Code) 
it s ha l l  open an account , to be known as the 
" share deals account" and shall c redit thereto 
a s um not l e s s  than the amount to be expende d  
o n  s uch redemption or purchase by trans ferring 
s uch s Qm from income surplus , as de fined in 
s ec tion 7 0  of this Code . 

( 2 ) To s uch share deals account s h a l l  
b e  debited all sums which the company s h a l l  
from time to time expend on the redemption 
or p urc�as e  o f  any o f  its s hares ( o therwis e 
than on a redemp tion o f  redeemab le preference 
s hares out of the proceeds o f  a fre s h  i s s ue 
o f  s hare s in accord ance with the s aid p ara­
graph ( b )  of sub section ( 1 )  of s ection 6 0  o f  
thi s  Code ) , and to s uch accoun t  shall b e  
credited the net pri ce o r  the value o f  the 
cons ideration received by the company on the 
re- i s s ue o f  any of its treasury s hare s . 

( 3 )  I f  a t  any time the total amount to 
be deb i ted to the share deals account under 
s ubsection ( 2 )  of thi s s ection w·ould exceed 
the amount credited thereto in accordance with 
s ub se c tion s  ( 1 )  and ( 2 )  of thi s  s ection , an 
amount equal to such exces s shall b e  trans­
ferred to the credit of s uch account from 
income s urplus , as defined in s e c ti on 7 0  o f  
thi s  Code , and no purchase o r  redemp·tion 
(otherwi s e  than a redamp tion o f  redeemable 

pre ference shares out o f  the proceeds o f  
a fresh i s sue o f  shares i n  accordance w i th 
the s a i d  paragraph ( b )  o f  sub s e ction ( 1 )  o f  
section 6 0  of L� i s  Code ) sha l l  b e  made by 
the company unles s i ts income s urp lus i s  
s uf fi c i ent to enab le s uch tran s fe r  to be 
made. 
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( 4 )  No amount shall be debited or credited 
to the share dea ls account , otherwi se than in 
accordance wi th the foregoing s ub se c tions o f  
this s ection , except on a transfer ·to s ta ted 
capital in accordance \vi th s e c tion 6 6  of this 
Code or under an order o f  the Court under s ec­
tion 7 7 or 2 3 1  of this Code. 



. 
1 . . f f  3 5 8  H1s commentary exp a1ns 1ts e ect :  

" The p robl em o f  accounting for tran s a c ti on s  
in treasury shares is one which h a s  given 
ris e to much disagreement in the U. S . A. 
After lengthy dis cus s ion with experts I think 

1 1 2  

that s e c tion 6 3  i s  the simp le s t  and neate s t  
answer. In e ffect thi s  provide s  tha t  a l l  s uch 
trans action s mus t  be shown in a s ep arate a ccoun t .  
Thi s  account mus t not b e  allowed to fall into 
deb it and mus t  be fed from s urplus whi ch would 
othenvise be avai lab le for d ividend in order to 
p revent this. A credit b alance on the acc ount 
cons itutes part of the s urplus of the company • • •  

whi ch may be fro zen by tran s fer to s ta te d  
cap i ta l  • • . but not o f  the company ' s  income s ur­
p lus available for dividend. The result i s  to 
ensure tha t  shares are only purchase d  out o f  s uch 
s urplus or out of the profit on previous dealings 
and that any prof i t  o n  dealings in them is not 
avai lab le for dividend [ emphas i s  added] . I ndee d ,  
i t  goe s s omewha t  further . O nc e  a company has 
trans ferred from s urplus avai lab le for d ividend 
to share deals account it cannot re- trans fer i t  
except by an increase o f  s tated cap i ta l. Hence 
not only is the profit on deals excluded from 
the dividend fund b ut s o  a l s o  is anything trans­
ferred to feed ·the account. I n  p rac ti c e , however , 
it should only b e  the initial trans fer , required 
under s ec tion 6 3 ( 1 ) , whi ch should amount to any 
sub s tantial tran s fer from s urplus . 11 

F inally , dealing with P ro fessor Kat z ' s  fourth problem, 

namely the relationship of the formal reduction o f  c apital pro­

vis ions where the corporation des ires to cancel and not merely 

retire the purchased shares , is e a s i ly deal t  w i th .  S ince the 

shares upon purchase are automatically res tored to the s ta tu s  

of authorised but uni s s ued shares , thei r  s ub sequent formal 

cance llation merely res ults in a reduction o f  authorised C?p i ta l  

and n o  further additional balance sheet entr ies are required . 



113 

(11) Additional Cons iderations 

There are certain additional cons idera tion s  tha t  ari s e  

when deal ing with a corporation ' s  purchase o f  i ts own shares 

tha t  relate to broader top ics in corporation l aw .  There a re 

cons iderations o f  disclosure , ins i der trading and market man­

ipulatio n . Thes e  topics , by the very nature , warrant s tudy 

in a much b ro ader con text than that o f  a corporation ' s  purcha s e  

o f  i ts own shares and i t  would be b eyond the s cope o f  ·thi s  

s tudy to d o  more than point o u t  the i s sues they give r i s e  t o  

i n  rela tion t o  corporate share purchases . · 

I t  i s  generally agreed tha t  where a corporation i s  

empowered to p urchas e i ts own shares i t  mus t  be c l as s ed as 

an " ins ider" s o  a s  to bring i t  within the disclosure require­

ment and potential l iabi lity o f  the ins ider trad�ng p rovis ions 

� h . 3 5 9  
. 1 

. 
or t e corporatlon s tatute. D 1 s c  o sure requlrements can 

arise e i ther under the ins ider trading provis ions of the cor-
3 6 0  

porate s ta tute 

1 . 1 
. 3 6 1  

egls a t1on or 

1 . 1 
. 3 62 eg1s at1on . 

or , for l i s ted corporations , the s e curities 

the take-over p rovis ions of the s ecurities 

Section 8 0 ( g )  of the Securities Act def in es 

a 11 take-over b id "  as " an offe r , o ther than an exempt o ffer , 

made to shareholders the las t addres s  o f  any o f  whom as s hown 

on the books o f  the o f feree company i s  in Alberta to purchase 

s uch number o f  equity shares of a company that , toge ther w i th 

the offeror ' s  pres ently-owned share s , wi l l  in the aggrega te 

exceed 2 0  per cent o f  the o uts tanding equity shares o f  the 

company . "  I f ,  there fore , the corporation o f fers to purchase 

more than twenty per cent o f  the outs tanding equi ty shares , 

comp l i ance with the S e curi ties Act would be n•:::cessary . The 

mos t  no tab le consequence of this neces s i ty i s  that the o ffer 

to purchase will have to comply with s ection 8 5  ( 1 )  o f  the 

Secur i ti es Act , which requires tha t  " a  take-over bid c i rcul ar 

shall form part of or accompany a take-over b id . " The de·tailed 

contents o f  a take-over bid circular are set out in s ec tion 

9 0  of the Act .  
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A corporate share purchas e by a l i s ted or pub lic 

corporation that does not con s ti tute a take- over bid a s  def ined 

in the S ecurities Act wi ll not be s ub j ec t  to any dire c t  s ta tu­

tory ob ligation o f  disclosure to shareholders with respect to 

the trans action , except such as may b e  called for in order to 

avo i d  ins i der trading l iabi l i ty under the Companies Act or the 

S ecurities Act .  P ro fes sor Getz
3 6 3  

note s  tha t  in Britis h  

Columb i a  the S ecurities Commis s ion has , hwoeve r ,  imposed certain 

reporting r equirements o f  its own q ui te apart from the s ta tuto ry 
, f d . 1 Th 

. . · 
h · 3 6 4 s cneme o l S C  o s ure . e Commls s lon polnts out t at l t :  

" • • • i s  concerned vd th the pub l i c ' s  need and 
the shareholder ' s  need and r ight to know 
firs t that the vo lume and price o f  the pur­
chas ing company ' s  share s , as reflected in 
the · . publi shed vo lume and prices of the 
Vancouver S tock Exchange or the over- the­
counter market ,  could be affe cted by a pur­
cha s e  program implemented by the company 
i ts e lf , and se cond that the company o f  which 
they are shareho lders is purchasing its out­
s tanding share s . "  

I n  .the ligh t  o f  this concern , the Commis s ion has ruled that 

any Bri tish ColQmbia reporting company intending to purchas e  

s ome o f  its own s hares mus t g ive the Cor�mis s i on and , when i t  

i s  l i ste d ,  the Exchange , seven clear days advance noti ce o f  

i ts intention , and s upply certain specified informati on about 
3 6 5  

ti1e propos ed purchase . 

A private corporation ' s  purchase o f  its own s hare s  

would only be s ub j e c t  to the dis closure requirements o f  the 

ins ider trading provis ions o f  the Companies Act .  

I n  any event , dis c lo s ure can b e  o f  two general types : 

prior d i s c l o s ure ( or dis closure before the transaction ) and 

di s closure after- the- fact . I t  s eems eminently reasonable to 

require the corporation to disclose i ts intentions prior to 
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p ur chas ing its own shares a s  wel l  as reporting the results 

thereof s ince " a  ful l dis closure of repurchas e obj e c tives and 

p lans w i l l  enab le all s to ck ho l ders to reapprai s e  the value o f  
th. . . 

d d '  11 3 6 6  . t t elr snares an act accor lngly . An even more lmpor an · 

con s i deration is wha t  information cons �itutes adequate &is ­

closure . Thi s , in turn , involves the i s sues o f  materiality o f  

information and i ts us e dis clos ure o f  the corporate share pur­

chase and also raises the ques tion as to what extent corpora­

tions will be forced to forecast future earnings . As I acobucci 
'

d 
36 7 

provl e s : 

11 As i s  done in the o ther j ur i s di ctions 
examine d ,  we r ecommend that the corporation 
purchas ing its own s ahres be treated as an 
ins i der for p urpos e s  of the rules relating 
to ins ider trading . Howeve r ,  we would a l s o  
recommend that the corporation b e  required 
to report to i ts shareholders the deta i l s  
concerning its share purchases . �ve further 
s ugge s t  that Alb erta cons ider requiring the 
corporation to des cribe briefly the reasons 
for the purchase when this can be dis closed.  
I n  our vie;.v shareholders s hould be given 
details , including reasons , to provide them 
with a basi s  for ques tioning the advi s ab i l i ty 
o f  s uch purchase s . Requiring s uch dis clo sure 
could also act as a salutary i ncentive for 
directors to authorise purchases only for 
valid and genuine purpo s e s . Howeve r ,  the 
dis clos ure sugges ted is not without i ts di f­
ficulti es and upon closer examination it may 
be impracti cable to pres cribe in leg i s l ation . Q  

E l lis and Young dis cus s dis closure from an American 

. f . 3 6 8  
polnt o Vlew : 

Disclosure o f  repurchas ing involves s everal 
aspects . Firs t ,  if the shares are being 
acquired b ecause they are c onsidered " cheap , " 
i t  seems incu..mbent upon the corporation to 
dis close the b a s i s  for this j udgment .  On the 
o ther hand , the SEC has made clear i ts de s i re 
to have corporations avoid forecas ts o f  



earnings , s ales , etc . , which would obvious ly 
be material information i f  accurate . The 
more uncertain the information ,  the l e s s  i t  
i s  to be cons idered materia l .  The di lemma 
is clear when the s hares appear " cheap " i n  
relation to long- term prospects . 

As to the fact o f  the repurchas ing i ts el f , 
i t  has been s ugges ted by s ome that the s e l l ­
ing s tockholder should b e  advised tha t  the 
buyer of his specific shares i s  the corpora­
tion itsel f .  Thi s  s e ems absurd pro vided ·the 
corporation has reve aled the repur chas in g  
program a s  a whole which i s  f a r  more impor-tant 
as a guide to inve s tor decis ions than whether 
the corporation happens to be buying any 
specific share s . I n  line with thi s  view i s  
the fol lowing informed observation : 

I am not persuaded by the argument that the 
s elling shareholder would not have s o l d ,  a t  
lea s t wi thout further inve s tigation , had h e  
known the identity o f  the corporate purch3.ser . 
S ales conducted on an exchange or over- the­
counter are generally ini ti a te d  by the s eller 
without cons idera tion o f  the i dentity o f  the 
purchase r .  The s e l ler wants to s e l l  and i t  
i s  probab ly impos s ible t o  is o l ate comp le te ly 
his motive s . At present , sellers rea l i ze tha t  
they may b e  s e l l ing t o  o f f i cers , directors o r  
o thers who have s uperior knowledge and thi s  
has not dis s uaded them from g o ing forv1ard w i th 
the trans action . • .  S e c tion 1 6 ( b ) o f  the S ecur­
i ties Exchange Act o f  1 9 3 4  i s  des igned to 
regulate such trans a c tions , but no t outlaw 
them. The market p l ace where the shares are 
s o ld is des igned in p art to e l iminate ques ­
tions o f  identity ; i ts b a s i c  function i s  to 
provide a free market place so tha t  sh ares may 
be sold qui ckly and inexpensively . Indeed , I 
think that the free al ienation o f  shares i s  an 
important factor which mus t  be continually re­
emphasi zed in dealing wi th the problems s ur­
rounding Rule 1 0  ( b )  5 .  Impos ing a requi rement 
that the corporation mus t  i dentify i ts e l f  would 
limit the b enefic i al res ul ts which flow from 
s uch markets and the corresponding gain , i f  
any , to inves tors would b e  too minimal to war­
rant the adoption o f  such a s tandard . True , 
the impersonal nature of s uch tran s ac tions 
should not be us ed as a mask ·to permit ins iders 

1 1 6  



to reap large profits on the bas i s  o f  ins ide 
knowledge , but the dis closure requirements 
whi ch have been previous ly dis cus sed amply 
protect investors . 3 6 9 

I n  vie\v o f  the trend toward increased 
fiduciary respons ibi lity on the p art o f  the 
corporation , i t  seems clear to the authors , 
who have followed such p ractices clo s e ly 
for s everal years , that corporations are 
increas ingly taking c are to report regularly 
to s to ckho lders their actual and intended 
repurchase s . S uch reports are made in 
annual reports and o ther regular reports 
to s to ckholders , and cover both future p lans 
and pas t a chievements , with large or unusual 
repurchases reported through special releas e s . 

1 1 7  

P rofessor Ge tz dis cus ses the cons ide r ations involved 

in market purchas es and manipulation mos t adequately :
3 7 0 

11 The concep t o f  the free market in pub l i c ly 
traded securities has long been embodied in 
Anglo-Canadian law .  As McLennan , J. A .  
remarked in R .  v .  t1acr-Iil l a n :  

' • . •  t o  the extent that the e conomy o f  
the country Ls b a s e d  upon enterpris e s  
requiring capital and therefore the 
free trading in s ecurities i t  i s  o f  the 
utmos t  importance that pub l i c  confidence 
b e  maintained in the integrity of trad­
ing in the s to ck exchanges • • • •  r 3 71 

I t  has b een sugges ted above b1at fai lure 
to dis cl o s e  the identiJcy of th e purchaser 
and the reasons for repurcha s e  may cons ti­
tute a b a s i s  for ins ider trading l i ab i l i ty 
in favour o f  the vendor shareh older . I t  
s eems l ikely , however ,  that such l i abi lity 
can b e  a s s erted only by sharehol ders who 
s e l l  to the corporation , and not by tho s e ,  
who , albeit suffering from the s ame de fects 
o f  knowl edge as the latter , s e l l  their 
shares at the s ame time and pri ce to a d i f­
ferent purchase r .  Nor w i l l  tho s e  non-· 
shareholders be protected who , seein g  the 
upward movement of the market pr ice , de c i de 
to buy in . 3 7 2 



Concern about manipulation o f  t�is kind i s  
frequently answered b y  the a s s e�tion that the 
problem i s  adequately dea l t  with by the 
Criminal Code . Reference is made , in p arti� 
cular , to what is now s ection

.
3 4 0 , which 

provides : 

Every o ne who , through the fac i l i ty o £  a 
s to ck exchange , curb market o r  o ther mar­
ket with intent to create a fals e  or mi s­
leading appear ance \vi th respect to the 
market price of a s ecur i ty , 

( a ) effects a trans ac tion in the s e c urity 
that i nvolves no change in the b eneficial 
ownership thereo f ,  

(b ) enters an order for the purchase o f  
the s ecurity , knowing that an o rder o f  
s ub s tantially the s ame s i ze a t  sub s tan­
tia l ly the s ame time and a t  s ub s tantial ly 
the s ame price for the s ale o f  the s e c­
uri ty has been o r  wil l  b e  en tered by or for 
the s ame different person s , o r  

( c )  enters a n  order for the s a l e  o£ the 
security , knowing tha t  an order o f  s ub­
s tantially the s ame s i ze at s ubs tanti ally 
the s ame time and at sub s tantially the 
s ame price for the purchase o f  the s ecurity 
has been or w i l l  be e ntered by or for the 
S fu�e or different person s , 

is gui l ty o f  an indic tab l e  o ffence and i s  
l i�ble t o  imprisonment for five year s . 

Now , i f  a plan o f  market man ipula·tion in­
vo lves the use of wash s ales and matched 
orders , as may frequently be the c as e , then 
doub tl e s s  section 3 4 0  might be resorted to . 
But i f , a s  in the P enn z o i l  case , the trans­
actions are real , and do involve a change in 
beneficial owners hip o f  the s ecuri·ti es , sec­
tion 3 4 0  would be o f  little hlep . 

The only other provis ion that might b e  
relevant is s ection 3 3 8 ( 2 )  o f  the Criminal 
Code , \·lhi ch provide s : 

1 1 8  



Everyone one who , by deceit, fal s ehood o r  
o ther fraudulent mean s , whether or not 
it is a false pretence within the meaninq 
of this Act , with intent to aefraud , affects 
the pub l i c  market price of s tocks , s hare s , 
merchandise or anything tha t  i s  o ffered for 
s ale to the pub l i c , i s  guil ty o f  an indic t­
able o f fence and i s  l i ab l e  to imprisonment 
for ten years . 

Thi s  provis ion has obvious l imitations as 
app l ied to a s cheme s uch as that involved 
in the P ennzoil case . The s e  are concisely 
des cribed 1n the following comment : 

I t  i s  ques tionab le , for examp le , whether 
mere buying a nd s el l ing , even when engaged 
in w i th the clear purp o s e  of profiting 
from the appearance of market activity 
thus created , would , at leas t in the 
abs ence o f  a conspiracy , fall within [ s ec­
tion 3 3 8 ( 2 ) ] .  In s uch a case , an " intent 
to de fraud11 might be provable , but it i s  
doub tful that the method o f  manipulation 
employed cons titutes " deceit ,  falsehood or 
o ther fraudulent means " i.vi thin the meaning 
o f  the s ection . 3 7 4 

I t  i s  by no means clear , there for e , that the 
p rovi s i ons of the Criminal Code would b e  
effective to dea l  with manipulative practices 
o f  the kind under di s cus s io n . 3 75 

An ins tructive contras t i s  provided by 
s e ction 9 ( a )  ( 2 )  o f  the S ecuri ties Exchange 
Act of 1 9 3 4 . Thi s  makes it unlawful " to 
e f fe c t ,  a lone or with one or more o ther 
p ersons , a series of tran sactions in any 
s ecurity regi s tered on a national s e curi ti es 
exchange creating actual or apparent a ctive 
trading in such s ecurity , or rais ing or 
depre s s ing the price o f  s uch s e curity , for 
the purpose of inducing the purchase or s ale 
o f  such s ecuri ty by o thers . "  The provis ion 
has been des crib ed by the S . E . C .  as " the 
very heart of the act" , 3 7 6 and is clearly 
aimed , inter a l i a , a t  poo ling and cornering 
operations entered into with a manipulati ve 
intent . 3 7 7  

1 19 



There is no comparab le provis ion in Canadian 
law .  A nlli�er o f  the S to ck Exchanges - - thos e  
in Vancouver and Toronto , for examp le--have 
trading rules in almo s t  identical terms . Thus , 
Vancouver S tock Exchange Rule 3 8 5 . 1  prohib i ts 
any seatholder , dire c tor . o f f i cer , or employee 
of a seatho lder from us ing or knowin g ly p arti­
cip ating in any manipulative or deceptive 
method of trading Hhi ch c reate s  or may cre ate 
a f a l s e  or misleading appearance o f  trading 
activity or an artif i cal price for any l i ab le 
s e curity . Rule 3 8 5 . 2 ( e )  deems " effectin g , 
a lone or with one or mor e  persons , a s eries 
o f  trans actions in any s uch s ecurity , for the 
purp o se of inducing the p urchas e or s ale o f  
such a s ecurity , \'Thi ch create s  actual o r  ap­
parent trading in s uch s ecur i ty or rais e s  or 
depre s s e s  the price of s uch s e curi ty "  to b e  a 
manipulative or deceptive method o£ trading , 
unles s with a vie�tv to s tab i l i z ing the market .  
I n  the res u l t ,  thi s  sort o f  b ehaviour i s  con­
tro lled through s urveillance and dis ciplinary 
functions ex8rcis ed by the Exchanges over 
thei r  mernb ers , 3 7 8 coupled wi th the inside 
reporting requirements and the advan ce d i s ­
clos ure pol icy o f  the Commis s ion and the 
Exchange . The latter , i t  sho uld be note d ,  
appl ies only t o  " repurcha s e  programme s " . 
I t  remains to be s een how e f fe c tive the s e  
constraints 'ivi l l  be upon a company management 
determined to manipulate . 3 79 

12 0 

( 12 ) S an c tions for Improper Corporate S hare Purchas e s  

Merely res tric ting general purchase s  o f  a corporation ' s  

own shares to ins tances where both the s urplus and solvency tes ts 

are met ,  wi thout more , i s  insuffici ent to curb potential abu s e . 

'l'here mus t also be impos ed s ome form o f  remedial s anction 

enforceab l e  by the corporation its e l f  (or a receiver thereo f ) , 

its remaining and future shareholders and its exis ting and s ub ­

s equent creditors agains t the direc tors and p erhaps , the s e l l ing 

shareholders as well and des i gned to res tore as nearly as pos­

s ib l e  the finan c i al s tatus quo of the corporati on before an 

improper (or more appropriately an '' i l legal " ) corporate share 
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purcha s e  took place . I n  mos t  cases a s hare purcha s e  under a 

general power o f  purchase that: improperly impairs capital and/or 

renders the corporation ins o lvent will b e  impugned by a receiver 

or trus tee in b ankrup tcy of the corporation . 

C learly a corporate s hare purchase made in vio lation 

of s ta tu tory res trictions is i llegal and therefore voi d .  

Accordingly , it would seem appropriate that the s e lling share­

holder s hould be required to a ccount for the purchase price he 

receive d .  However ,  thi s  s impl e  view is not without comp lica­

tion s . For example , is it material that the s e l l ing s harehol der 

did not know that the p urchase was improper or even that ·the 

. 3 8 0 3 81 corporat1on was the p urchas er? Pro fes sor Dodd comment s : 

A quite di fferent ques tion i s  presented by 
cases in which the purchas e is compl eted by 
the payment o f  cash at a time when the cor­
poration , a l though s o lvent , has no s urpl us . 
I f  the shareholder kne\v o f  the l ack o f  s ur­
p lus , he has knowinuly p arti cipated in an 
unlawful a c t  and he should be under a duty 
to refund the purchase price , a t  suit o f  the 
corporation or o f  its receiver or trus tee i n  
bankrup tcy . 3 8 2  Bu·t what o f  the innocent 
shareholder-participant in s uch a trans a c tion? 
Should the latter ' s  ignorance o f  the corpora­
tion ' s  financial condition ,_ or his hones t  and 
perhaps reasonable belief in the exi s tence o f  
an adequate s urplus , b e  a de fense t o  an action 
sub s equently brought by the corporation , or 
by a representative of its credi·tors ·to comp e l  
him to refund the a�mount which he h a s  re ceived? . • .  

Decis ions holding that an innocent rec ip i en·t 
o f  unlawful dividends need n� re fund them i f  
the corporation w a s  s o l  vent \vhen the dividend 
was p a id are clearly dis tinguishab le . The 
shareho lder is a mere pas s ive recip ient o f  
dividends ; he i s  an active participant i n  a 
s ale o f  his share s . Receipt o f  dividends i s  an 
ordinary transaction , occurring a t  frequent 
interva l s . Purcha s e , even though genera l ly 
valid i f  a s urplus does exi s t ,  is  an unus ual 
tran s ac tion 1 a s ingle ins tance unl ikely to 
recur so far as the individual shareholder i s  



concerned . The legal power o f  s ucces s ful 
corporations to declare dividends i s  e s s ential 
to the p roper functioning o f  modern cap i ta l i sm 
and one \vho receives a dividend from a s up­
pos edly succes s ful corporation assumes that 
he i s  merely reap ing the normal reward whi ch 
our economic sys tem holds out and mus t hol d  
out a s  an inducement to thos e  who s upply bus i­
nes s  with i ts e s s ential funds . The s e ller o f  
shares to a s uppos edly prosperous corpo r a ti on , 
on the o ther hand , i s  taking part i n  a trans ­
action whi ch would , even i f  the s upposed 
s urp lus exis te d , be one which the law may be 
regarded as tol erating rather than encouraging . 

In f a irne s s  not only to creditors but a l s o  
to o ther s hareholder s , who are l ikely t o  b e  
advers e ly affe c te d  by purchas e s  whi ch imp a ir 
c ap ital , the s el l ing ffiareholder should not 
be permitte d  to receive corporate a s s ets in 
p ayment , excep t  s ub j ect to a duty to di s gorge 
i f  it l ater · turns out that ·the s ale was un l aw­
ful . On the o ther hand, one who reasonab ly 
believes that the p urchas er o f  his s hares i s  
s omeone o ther than the corporation should not 
be comp e l led to refQnd money , which unknown 
to him came from the corporation , even though 
the payment imp ai red its cap i ta l . 

1 2 2 

The Lawrence Report3 8 3  
agreed that violation o f  the 

s tatutory res tric tions on the r ight to p urchase should g ive 

r i s e  to l iabi li ty on the part o f  the shareholders receiving 

p ayment of purchase money for share s . I t  does not fo l low , 

hov1ever ,  that the s e lling shareholder sho1.1ld ,  a t  his ins tan c e , 

b e  enti tled to res cind the transaction on the bas i s  o f  a rule 

intended for the pro tection o f  the corporation and its creditors o 

The s e lling shareholder has suffered no wrong .
3 8 4  

What o f  the liab i lity o f  directors who consent to 

l ' ' h h bl . . d 
3 8 5  

o r  aut �or1 se an 1mproper s are purc_ ase? L e  ov1 c prov1 es : 



There i s  l ittle doub t that the key indivi­
duals in a s tock purchas e by the company are 
the directors . They control the internal 
management of the company and thus make the 
relate d  decis ion as to \vhen it \vould be in 
the b e s t  intere s ts o f  the company , the share­
holders and the creditors to take s uch a s tep . 
But it would also be pos s ible , a s  noted above , 
for a dire c tor to uti li z e  his pos i ti on to 
benefit hims elf at the expense of the company 
and/or third p ar ties dea l ing with the company . 
I t  i s  to this enrl tha t  the r e s trictions and 
penal ties upon the director a ·;:e mus t  clearly 
be sufficiently comprehens i ve to deter s uch 
a c tion s . 

From the pres en t  co�mon l aw we arrive a t  
the pos i ti on that the dire c tor is in a ubberimae 
f idei f iduciary relations hip with the company 
and therefore i s  accountab le to i t  for any 
prof i t  or gain reali zed through deal ing with 3 8 5  
corporate a s se ts o r  b y  reas on o f  his p o s i ton . 
B ut i t  i s  quite c lear tha t  no s uch comp arable 
duty i s  owed to the shareholder or to an�

8 6  o ther o uts ider dealing with the company . 
This p o sition presents a dichotomous s i tuation 
with regard to any s tock redemp tion trans­
a c ti on s  that are ins tituted . 
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Firs tly , in regard to the company ' s  pos i tion , 
i t  appears that the common law fiduciary res ­
pon s ib i li ty i s  sufficient to p ro te c t  the cor­
porate interes ts against a mala fides director . 
As noted above , the direc tor c an make no profit , 
direct or indirect , intentional ly or uninten­
tional ly , whi ch is related in any way to his 
o fficial p o s i tion . Thus in the matter o f  s tock 
repurchas e the dire c tor mus t in no w ay prej udice 
the in tere s ts of the company or he w i l l  be held 
personally responsible for any s uch actions . 

But in the s tock redemp ti on , the shareholder 
i s  equally a party to the tran s a c tion and yet 
one notes that he has ab solutely no p ro te c tion 
from the p re j udicial acts of the dire c torate . 
I t  is by no means necessary for the intere s ts 
o f  the company to be in accord wi th the interes ts 
o f  the shareholder and in fac t i t  would seem 
compatib le with acting in the b e s t  intere s ts 
o f  the company for the directo r  to pre j udice 
the pos ition o f  the sharehol der . 



Thus i t  s eems neces s ary for Ontario to 
create an extended fiduc iary rela ti onship 
b e tween the directorate and the interes te d  
outs ider . The o ld theory o f  the director 
b eing an agent only of the company and thus 
owing no duty to the shareholder3 6 7 is p o s ­
sib ly dangerous and , a t  b es t ,  medieval i n  
thi s  modern bus iness s o c i e ty .  

The United States has long recogni zed thi s  
extended responsibil i ty o f  the directora te 
and has by common l aw , 3 8 8  and by s ta tute 
cre a te d  a direc t  fiduciary duty i n  the d ir­
e c tor to the company ' s  s hareholders , thus 
requir ing him to b a l ance the intere s t s  o f  
both the company and the s hareholder when 
dea l ing in a s to ck redemp tion trans action . 

C lo s e ly connected to the fiduciary duty 
of the directo r  i s  the ques tion o f  the 
s tandard o f  care to which he w i l l  be hel d  
i n  h i s  day-to-day ac tions . I n  this respect 
a t  common law adequate prote c tion is l acking 
both to the company and to the shareholder . 
The s tandard o f  s ki l l  and d i ligence required 
of· a director is not at the high level o f  
the fiduciary but i s  extremely l ax ,  compar­
ab le in many respects to the duty o f  care 
appl i cable in common negligence acti ons . 
I t  would b e  quite con ceivab l e  under this 
s tandard for a b ona fide , but bungling 
dire ctorate to wipe out a company and/or 
i ts shareholders in a s tock purchas e  and b e  
comp letely exonerated from any l i abi l i ty .  
It would s eem tha t  in the high ly complicated 
procedures connected to the s tock purchase 
trans a c tion good s ense would require a greater 
level of d i li gence than exis ts today under 
the common law . 

Unlike the fiduciary s i tuati on , s een above , 
recen t  s ta tutory changes have b een introduced 
to relieve s omewhat the dis ab i l i ti es of the 
common law position • • •  [ es tab l ishing ] a s ta·t­
utory s tandard requiring a director to a c t  
in good faith , exercis ing the c are , dil igence 
and s k i l l  of a reasonab l e  director in a 
s imilar s i tuation . 

1 2 4  



But once again the pos ition o f  the indivi­
dual shareholder is complete ly ignored . This 
duty extends only to the bes t interes ts of the 
corp oration and thus leaves the s tandard o f  
care i n  relation to the shareholder at the 
old common-law leve l . The inc lus ion of a 
deriva tive right of s ui t  for the shareholder 
is only to permit him to bring an action on 
b ehalf of the company when the company w i l l  
not do so o n  its own ,  but no new rights are 
given to any s ui t  where the sharehol der hims e l f  
is  pre j udi ced b y  the actions o f  the dire c tor . 

Thus , in s ummary , i t  appears to this wri ter 
that the corporation is now amply prote c ted 
from any i l legal or irres pons ible action by 
the directorate , but i t  is equa l ly apparent 
that in both these v i tal areas the s tandards 
applicab le to the intere s ted third p arty a+e 
insufficient if we are to extend the dis cre­
tionary powers of the dire c tors by the intro­
duction of sto ck-redemption l egis lation . 

1 2 5  

I t  s eems , however ,  that i f  the remedy sought i s  repay­

men t  o f  ths purchas e  price to the corporati on by the s elling 

s hareholder or restitution by the a s s enting directors , the 

remaining s hareholders are adequately pro tecte d .  Thus , many 

s ta tutes impose j oint and s everal l i ab ility to the corporations 

on the directors who authori s e  an improper corpora te share 

p urchase with s uch liab i li ty b eing for the amount of con s idera­

tion p aid for the share s whi ch was in exce s s  of the maximum 

amount which could have been paid therefore wi thou t  violating 

th . . f th 3 89 h . . 1 1 '  ab e p rovls l ons o e s tatute . T e pr1nc1p e app l C  le 

i s  the s ame as that for any unauthoris e d  dis trib ution of 

corporate as sets . 

A few j urisdi c ti ons have gone a s tep further in 

attempting to enforce s tatutory s afeguards provide d  in corporate 

s hare p urchase legi s lation by rendering conduct in violation o f  
. t 

. . . . 
1 . . . 1 . d 

3 9 1 
1 s p rOVl S lons a cr1m1na or quas1- cr1m1na m1s emeanor .  

S uch impos ition i s  apparently based on experience which has 

shown that civi l redre s s  is no t s uf f i cient to secure observance 
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o f  the law .
3 9 2  

As one American writer s ugges t :  11 The threat 

o f  indi c tment , rather than ac tual p rosecution , can be used 

e ffe ctively , as the current federal anti- trus t campaign 
3 9 3 3 9 4  

demons trates . "  Although p erhaps no t that common , 

the imp o s ition o f  potential criminal or quas i- criminal l i ab i l i ty 

may wel l  have a required deterrent e ffect o therwis e  abs ent from 

the impo s ition of civil l iabi l i ty alone when one cons i de r s  the 

p os s ib i l i ty o f  directors being indemnified under an insurance 

policy for their impropriety . 

Whether the s tatute imposes civil liabi l i ty a lone 

on the directors or coup les w i th it a corm of criminal o r  

quas i- criminal l i ability ,  it i s  nece s s ary to provide s ome form 

of exoneration for the dis s enting director in the form o f  

defenses t o  c ivil l i abil ity where a n  improper corporate s hare 

purchas e  has taken p lace . In addition to the provis ion al low­

ing t.he directors to app ly to a court for a determination o f  

the solvency o f  the corporation dis cus sed e arlier , defense s  to· 

l i ab i l i ty should be avai lable where : ( 1 )  a dire c tor has 

dis s ented in writing to the purcha s e , or ( 2 ) has a c t.ed in 

good faith and in reliance upon the balance sheet of the 

corpora tion as prepared by a recogni sed auditor or chartered 
395 

a ccountant . 
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PART VIII 

REVIEW Of THE LEGISLATION 

To thi s  point the total examinati on o f  the concept 

o f  a corporation ' s  purchase o f  its own shares has been b as e d ,  

f o r  the mos t  p ar t ,  on , for lack o f  a b etter term, " fi r s t  

principles " .  By that is meant that corporate share purchas e s  

have been examine d  on a b ro ader conceptual view rather than 

mer e ly by w ay o f  an examinati on of what o ther j uris diction s  

h ave done . There i s  no doubt ,  however , that the l atte r  exam­

ination s erves an important purpos e  and to thi s  I now turn . 

Much o f  wha t  follows , however , will be s elf-expl anatory as 

i llus trative o f  the principles dis c us se d  earlier and a s  to 

the dif ferent approaches and wording adop ted . 

A .  American Legis lation 

( 1 )  The Delaware General Corporation Law 

A general power of purchase i s  given by s e c ti on 1 6 0  

o f  the Act : 

§ 1 6 0 . C orporation ' s  p owers respecting owner­
ship , e t c . o f  i ts own s tock . 

Every corporation may purcha s e , receive , take 
or o therwis e  acquire , own and hold , s el l , lend , 
exchange ,  transfer or o therw i s e  dispos e  o f ,  pledge , 
use and o thenvise deal in and with i ts own s hare s ; 
but no corporation shall use i ts funds or property 
for the purchas e  o f  its own s h ares o f  cap i ta l  
s tock when the capita l  o f  the corporation i s  
impaired o r  when s uch use would cause any 
impairment o f  the cap ital o f  the c orporation , 
excep t tha t  i t  may purchas e  or redeem out o f  
cap ital i ts own shares o f  p referred o r  
special s tock i n  accordance with s e c ti on 2 4 3 
o f  this ti tle . Shares of i ts own cap i tal 
s tock b elonging to the corporation or to 
another corporation , if  a maj ority o f  the 



shares entitled to vote in the e lection o f  
directors o f  s uch o ther corporation i s  held , 
directly o r  indirectly , by the corpora tion , 
s ha l l  neither be entitled to vote nor be 
counted for quorum purpo s es . Nothing i n  
th i s  s e c tion shall b e  cons trued a s  limiting 
the right of any corporation to vote s to ck , 
including but not limited to i t s  own s tock , 
held by i t  in a fiduciary capacity . 

1 2 8 

I t  i s  interes ting to note tha t  a " special circums tan ce s " 

provis i on i s  not provided for . Profe s sor Falk ' s conwentary and 

1 . f th . . 
h d 
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ana y s l s  o e s e c tl on lS more t an a equate : 

1 .  In general ,  S e c tion 1 6 0  o f  the D e l aware 
c tatute broadly empowers a corporation to 
a cquire its own out s tanding shares and to 
exerc i s e  various powers with respect to them 
once acquired . Howeve r ,  i t  imposes two maj or 
res tric tions on ·the p01t7e"'=s i t  confer s , 

F ir s t  § 1 6 0  prohibits a corporation from 
us ing its funds or property to purchase i ts 
own s to ck when the corporation ' s  capital i s  
impaired or when the purchase would cause a 
capital impairment . This limitation i s  in­
operative to the extent that it would l imit 
a corp oration ' s  power to purchase o r  redeem 
out of cap ital its own preferre d  or special 
s tock in a ccordance with § 2 4 3 . 

Second , § 1 6 0  bars a corporation from 
voting shares held by the corporation i t s e l f ,  
or by a s ub s idiary corpora·tion i f  a maj ority 
o f  the sub sidiary ' s  voting shares are in turn 
held by the p arent corporati on . I t  a l s o  bars 
counting any s uch shares towards a quorum . 
Abs ent such prohibi tions , the shares could be 
voted s o  a s  directJ.y to e f fect a s e lf-perpet­
uation o f  the incumbent b oard o f  dire ctor s  
o r  their nominees and to control o ther type s  
o f  corpora te action requiring a s to ckhol de r  
vote . The 19 70 amendments t o  § 1 6 0  spec i fy 
tha t  the vo ting prohibition extends to s ub­
s i diaries whos e  voting s to ck i s  held " di rectly 
or indirec tly " by the parent corpora tion . 
This makes i t  clear that s tock o f  a parent 
corporation held by a second- or third- leve l 
s ub s i diary i s  disen franchised , a s  well a s  s tock 
held by a fir s t- leve l sub s idiary . The evil 
to be aver ted is the same whether the parent ' s  
s tock is he ld by a firs t- or by a subsequent­
tier sub s idiary . 



The present statute states that the bar 
on voting does not apply to the right of a 
corporation to vote its own stock held by it 
in a fiduciary capacity. However, it has 
been uncertain whether a subsidiary holding 
stock of its parent in a fiduciary capaci·ty 
may vote that stock. This uncertainty 
created difficulties for bank holding com­
panies where a bank or trust company holds 
stock of the parent holding company in var­
ious trust funds. The amendment to § 160 
eliminates this uncertainty by recognizing 
that the right of a corporation to vote 
stock held by it in a fiduciary capacity 
"includes, but is not limited to its own 
stock." 

Section 160 must be read in light of 
prior Delaware case law, which interprets 
portions of the old Delaware statute sur­
viving in § 160 and superimposes judge-made 
restrictions on a corporation's powers under 
§ 160 apart from the express statutory res­
trictions. The remainder of this Comm.ent 
discusses the Delaw"lre case law relevant to 
§ 160. The treatment focuses first on a 
corporation's power to acquire its own stock 
and then on its powers with respect ·to such 
stock as it acquires. 

2. Powers of acquisition. So long as it 
abides by certain restrictions, chiefly 
found in the case law, a corporation may 
freely purchase its outstanding stock. Deci­
sions as to such purchases are left to the 
discretion of the board of directors, which 
is generally protected from judicial inter­
ference by the business judgment rule. 

3. Restrictions in acquisition--impairment 
of capital. Section 160 retains the old 
statute's absolute prohibition against cor­
porate purchases of outstanding shares which 
would cause an impairment of capital and, 
apparently for clarification purposes, extends 
the ban to purchases made while the corpora­
tions' capital is already impaired. 

The accepted definition of capital impair­
ment emerged from the 19 14 case of In re 
International Radiator Co.397 In that case, 
a stockholder sought to enforce the corpora­
tion's obligation to purchase his shares 
pursuant to a contract made at a time when 
the corporation's capital stock was valued 
at $400, 000 and its assets at only $ 13,000. 

129 



The court denied relief because payment 
of the stockholder's claim from assets 
would have depleted or impaired its capi­
tal. The court said that impairment of 
capital "means the reduction of the amount 
of the assets of the company below the 
amount represented by the aggregate out­
standing shares; that is, a corporation 
may only use the amount by which the value 
of its net assets exceeds the aggregate 
amount represented by all the shares of 
its capital stock. 

The policy behind the capital impair­
ment restriction inures to the benefit 
of creditors and stockholders alike. In 
International Radiator the corporation was 
insolvent, and enforcement of the corpora­
tion's agreement to purchase its shares 
would have injured its creditors. The 
193 1 case of Pasotti v. United States 
Guardian Co. 398 held that the ban operated 
even where the corporation was solvent and 
only the stockholders' interests were 
adversely affected by capital impairment. 

The Delaware courts have resisted an 
interpretation of §160 that would legiti­
mate certain capital-impairing acquisitions 
on the theory that the statute bars only 
those acquisitions which are "purchases" in 
the narrow sense. Instead, the courts have 
construed "purchase" broadly. Thus, it has 
been held that where capital would be 
impaired the statute prohibits compelling 
a corporation to pay for a stockholder's 
stock after it was unable to perform its 
promise to sell that stock for him. The 
statute also prohibits enforcing a sub­
scription agreement provision that upon 
the occurrence of a designated event the 
owner's stockholder relationship to the 
corporation will terminate and convert 
into that of a creditor. 

Purchases and contracts to purchase 
which contravene the prohibition against 
capital impairment are absolutely void. 
Accordingly, a corporation is not estopped 
to deny its authority to make prohibi·ted 
purchases even where the corporation 
profits from such a defense at the expense 
of a would-be seller who acted in good 
faith reliance on the corporation's 
authority. 
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4. Restrictions on acquisition--improper 
purpose doctrine. A purely judicial res­
triction on a corporation's powers of 
acquisition under § 160 is the improper pur­
chase doctrine. In the 1937 case of Potter 
v. Sanitary Co. of America, 399 the Court of 
Chancery ordered rescission of a corporation's 
con tract to purchase its own shares where the 
directors' sole purpose in authorizing the 
contract was to maintain their own control 
over the corporation. The court declared 
that "even a fair price cannot justify cor­
porate officers in making a sale if the 
purpose and effect of the sale is to advantage 
themselves either in position, power or profit 
to the disadvantage of the corporation they 
represent. " 

The improper purpose doctrine has recently 
been eroded by two case law exceptions. The 
first exception was established in 1960 in Kors 
v. Carey, 4DO where the directors of Lehn an_d __ _ 
Fink Corporation allegedly used corporate 
funds to purchase Lehn and Fink ;�0ck from 
Whelan Corporation at an excessive price and 
for the improper purpose of eliminating the 
threat to incumbent management supposedly 
resulting from Whelan's holdings. Conceding 
that manipulation of corporate machinery for 
the sole purpose of retaining control is 
clearly illegal, the court nevertheless stated 
that directors may validly cause their corpora­
tion to make purchases which incidentally main­
tain their control if they have concluded, "in 
the exercise of their honest business judgment, " 
t�J.at the purchases are necess·ary to eliminate 
what appears to be "a clear threat to the 
future of their business. " The court found 
that, since Wheland was a Lehn and Fink cus­
tomer as well as substantial Lehn and Fink 
stockholder whose holdings had been gradually 
increasing, the real basis for the directors' 
decision was the fact that Lehn and Fink's 
other customers \vould be alienated by the pos­
sibility that the company might fall under the 
con·trol of their competitor. 

The Kors court purported to test the 
director�pprehension of a threat to the 
corporation by a standard of "honest business 
judgment." However, it was not entirely 
clear whether this standard required more 
than mere subjective honesty in fact until 
the 1964 case of Cheff v. Mathes,40 1 which 
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measured directors' qualification for the 
Kors exception against objective as well 
as subjective criteria. In Cheif·, the 
plaintiffs complained that the board of 
directors caused the corporation to pur­
chase its own shares at a price whose 
excessiveness represented a "control pre­
mium". The directors contended that the pur­
chases were motivated by a desire to 
extinguish the threat to the corporation's 
interests posed by the holding of a stock­
holder whose dubious business reputation 
had been revealed through informal investi­
gations by two directors. The court found 
that the directors were entitled to protec-· 
tion under the Kors exception because they 
had "satisfied the burden of proof of showing 
reasonable grounds to believe a danger to 
corporate policy and effectiveness existed 
by the presence of the [outsider's] stock 
ownership. " Assuming they can meet this 
burden by showing good faith an d reasonable 
investigation on their part, they will not 
be penalized for an hone.st mistake of judg­
ment, if that judgment appeared reasonable 
at the time it was made. 

The second exception to the improper 
402 purpose doctrine arose from Bennett v. Propp 

in 1962. In Bennett, Sadacca, without 
authority and without the knowledge of all 
but one of the other directors, committed 
the corporation to purchase shares of its 
own stock for the improper purpose of pre­
serving control of the corporation in himself 
and his fellow directors. When Sadacca asked 
the board to ratify his actions and to auth­
orize the procurement of loans with which to 
purchase the stock, the board complied for 
fear of the embarrassment to ·the corporation 
which would accompany a failure to honor the 
commitments made by Sadacca. The Supreme 
Court, while holding Sadacca liable for his 
wrongful actions, exonerated the directors 
whose ratification of his actions had been 
"a business decision made in a sudden emer­
gency to protect the corporation from 
serious injury. " However, the court stressed 
that this exception to the improper purpose 
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doctrine depended on "prior ignorance and 
inunediate emergency. " Consequently, the 
corporation president was deprived of the 
exemption because of his prior knowledge 
of Sadacca' s purchasing activities. 

6. Restrictions on acquisition--other 
limitations. A corporation' s purchase of 
its own shares is subject to a judicial 
overlay of restrictions which apply to all 
corporate transactions effected by the 
directors. Thus, a court will invalidate 
a corporate purchase of its authorization 
was procured by fraud or involved a breach 
of the directors' fiduciary duties of care 
or loyalty. 

7. Powers incident to ownership of 
acquired stock. A corporation may retire 
or cancel stock which it acquires from 
stockholders, or it may hold such stock as 
treasury stock. Section 160 empowers a 
corporation to "hold, sell, lend, exchange, 
transfer or otherwise deal in" treasury 
stock. This grant makes explicit what was 
implicit in the old statute' s provision 
that a corporation may "hold, sell and tran­
sfer" its own shares: a corporation enjoys 
virtually all the incidents of ownership of 
its own stock which accrue to other owners, 
except the power to vote them. 

Prior case law recognized the breadth of 
a corporation' s powgrs to dispose of its 
treasury stock. In the absence of fraud, 
the courts deferred to the discretion of 
the directors in fixing the price at which 
treasury stock was to be sold, even holding 
that treasury stock is freed from the require­
ment that par-value stock must be sold at nut 
less than par. 

S. Restrictions on powers incident to 
ownership of acquired stock--voting. Section 
160 continues the old statute' s prohibition 
against a corporation' s voting treasury 
stock. It also codifies the cases which 
held that the old statute' s mandate that a 
corporation shall not vote its own shares 
"directly or indirectly" should be construed 
to prevent shares of a parent corporation' s 
stock held by a subsidiary from being voted 
or counted toward a quorum. 
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Section 172 of the Act exonerates the direc·tors from 

authorizing an improper share purchase i:;.1 certain circumstances: 

§172. Liability of directors as to dividends 
or stock redemption 

A director shall be fully protected in rely­
ing in good faith upon the books of account or 
other records of the corporation or statements 
prepared by any of its officers or by inde­
pendent public accountants or by an appraiser 
selected with reasonable care by the board of 
directors as to the value and amount of the 
assets, liabilities and/or net profits of 
the corporation, or any other facts pertinent 
to the existence and amount of surplus or 
other funds from 1.-.rhich dividends might properly 
be declared and paid, or with wh�ch the cor­
poration's stock might properly be purchased 
or redeemed. 

(2) The North Carolina Business Corporation Act 

Section 52 of this Act illustrates the more detailed 

and, it is ailimitted, more satisfactory legislative approach 

to corporate share purchases: 

§55-52. Acquisition by a corporation of its 
own shares. --(a) A corporation may acuqire 
�ts own shares by gift , bequest, merger, 
consolidation, distribution of the assets 
of another corporation, exchange of its 
shares or as permitted in this section by 
purchase or redemption. 

(b) Subject to the provisions of subsection 
(e) of this section, a corporation may, by 
action of its board of directors, purchase 
and pay for its shares, or redeem such shares 
if redeemable, regardless of any impairment 
of stated capital, in the following cases: 



(1) To collect, settle, compromise or 
release in good faith a debt of or 
claim against any shareholder or 
subscriber of its shares; 

(2) To eliminate fractional shares or to 
avoid their issuance; 

{3) To satisfy claims of dissenting share­
holders entitled to payment for their 
shares under the provisions of G. S. 
5 5- 1 13; 

(4) To perform its obligations or exer­
cise its right to purchase shares of 
an employee or former employee under 
a written agreement relating to the 
employment, or to perform its obliga­
tion or exercise its right under a 
written agreement to purchase shares 
of a deceased or disabled shareholder 
upon death or disability. 

{ 5) If the corporation is organized to 
engage in the business of investing 
in securities and is engaged in no 
OLher business, to perform its agree­
ment to repurchase its shares, at 
prices substantially equivalent to 
their proportionate interests in the 
assets of the corporation; 

(6) Subject also to the provisions of sub­
section (f) of this section, to acquire 
for retirement, at prices not exceeding 
their redemption price, its shares that 
are subject to redemption. 

(c) Subject to the provisions of subsections 
(e) and (f) of this section, a corporation 

may, by the action of its board of directors, 
purchase and pay for its shares, but only ou·t 
of surplus and only in the following cases: 

( 1) If an offer is made to purchase pro rata 
from all its shareholders or all of a 
class of shareholders. 

(2) From any shareholder shares which at the 
time are listed on an organized securities 
exchange. 
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(3) From any shareholder of any class, if 
the board of directors shall have obtained 
authorization so to purchase, within a 
period of one year preceding the pur­
chase, by vote of a majority of the 
shares of the corporation entitled to 
vote after full disclosure to the holders 
of all such shares of the specific pur­
pose of the proposed purchase, together 
with a statement of the number and class 
of shares proposed to be purchased. Such 
vote shall not be rec1uired for each 
specific purchase, provided the total 
number of shares purchased from any 
class shall not exceed the maximum number 
of shares of that class authorized to be 
purchased. 

(4) From any shareholder in the exercise 
of the corporation's right to purchase 
the shares pursuant to restrictions 
upon the transfer thereof. 

(5) In connection with stabilizing opera­
tions authorized by the Securities 
and Exchange Commission or other 
regulatory authority. 

(6) Repealed by Session Laws 1969, c. 751, 
s. 45. 

(d) A corporation may acquire shares issued 
by a parent corporation by purchase from such 
parent corporation, gift, bequest, merger, 
consolidation, distribution of the assets of 
the parent or another corporation or other­
wise, but not by purchase of the outstanding 
shares of the parent. 

(e) A corporation shall not purchase or 
redeem its shares if at the time of or as 
a result of such acquisition: 

(l) There is reasonable ground for believ­
ing that the corporation would be 
unable to meet its obligations as they 
become due in the ordinary course of 
business, or 

(2) The liabilities of the corpora·tion 
would exceed the fair present value 
of its assets, or 
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(3) The highest aggregate liquidation pre­
ference of the shares to rEmain out­
standing having prior or equal claims 
to Lhe assets of the corporation would 
exceed the net assets of the corporation, 
or 

(4) There exists any unpaid accrued dividends 
of dividend credits with respect to any 
shares entitled to preferential dividends 
ahead of the shares to be purchased, but 
the provisions of this subdivision (4} 
shall not apply to purchases made as 
permitted in subdivisions (1}, (2}, (3) 
or (4) of subsection (b) of this section. 
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(f) A corporation shall not purchase its redeem­
able shares, otherwise than by redemtpion or as 
permitted in subdivisions ( 1) to ( 5) inclusive 
of subsection (b) of this section, at a time 
when there exists a default in the payment of 
accrued dividends or any dividend credit upon 
such said shares, unless prior to such pur-
chase notice in writing stating the intention 
so to purchase and the amount intended to be 
applied Lhereto is seasonably mailed to the 
holders of shares of the·class to be purchased 
or unless adequate publicity of such intention 
and amounts is. otherwise given within a time 
reasonably calculated to apprise the market 
of b�e proposed action. 

{g) Unless steps are taken to consummate a 
reduction of capital as provided in G. S. 5 5-
48, the acquisition of treasury shares shall 
not b� deemed to effect a reduction of 
stated capital, whether or not the said 
shares are purportedly kept as treasury 
shares or are purportedly retired or can­
celed by the corporation. 

(h) Redemption of shares by a corporation 
may be made either pro rata or by lot as 
provided in the charter or in resolutions 
adopted in conformity with G. S. 5 5-42, as 
the case may be, or, in the absence of such 
provision, �ro rata or by lot as the board 
of directors may determine. 



(i) Treasury shares shall not carry voting 
or dividend rights, ex cept rights in share 
dividend� paid pursuant to G. S. 55-51. 

(j) This se ction shall apply also to cor­
porations not formed under this Chapter, 
subje ct to such further restrictions on the 
purchase or redemtpion.of shares· as may be 
contained in special statutory provisions 
applicable to such corporations. 
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The Act also provides for liability of the selling 

shareholder where an improper corporate share purchase has 

taken place: 

§55- 54. Liability of shareholders for 
receiving unlawful payments. --

Any shareholder who receives any redemptive 
or purchase price upon the redemption or 
purchase by a corporation of its shares 
or who receives any dividend or other with­
drawal of distribution from the corporation, 
either at a time when the corpora·tion is or 
thereby will be rendered unable to meet its 
obligations as they mature in the ordinary 
course of business, or when the shareholder, 
has knowlege that such receipt diminishes 
assets of the corporation contrary to the 
provisions of this Chapter, shall be liable 
to the corporation for the amount so received, 
including the amount of any obligation to 
the corporation thereby released, but this 
liability is subje ct to the same limita­
tion as to time and amount as is contained 
in subsections (d) and (m) of G.S. 5 5-32 with 
respect to the liability of di:t"ectors. Any 
number of shareholders may be sued in the 
same action. 

Se c·tion 32 provides for directorate liability and 

exoneration thereof in certain cases: 

§ 55-32. Liability of directors in certain 
cases. --

(a) The liabilities imnosed by this se ction " -
are in addition to any other liabilities 
imposed by law upon dire ctors of a corpora·­
tion. 



(b) Directors of a corporation who vote 
or assent to the declaration of any dividend 
or other distribution of the assets of a 
corporation to its shareholders contrary 
to the provisions of this Chapter or con­
trary to any lawful restrictions contained 
in the charter shall be jointly and severally 
liable to the corporation for the amount of 
such dividend which is paid or the value of 
such assets which are distributed in excess 
of the amount which could have been lawfully 
paid or distributed. 

(c) Directors of a corporation who vote 
for or assent to the purchase or redemption 
of its own shares contrary to the provisions 
of this Chapter shall be jointly and sever­
ally liable to the coLporation for the 
amount of consideration paid for such shares 
which is in excess of the maximum amount 
which could have been lawfully paid. 

(d) The liability of directors for viola­
tion of subsections (b) and (c) of this 
section shall not exceed the debts, obliga­
tions and liabilities existing at the time 
of the violation which are not thereafter 
paid and discharged, plus any loss sustained 
from the violation by holders of shares out­
standing at the time of the violation other 
than the shares receiving the payment in 
question. 

{e) The directors of a corporation who vote 
for or assent to any distribution of assets 
of a corporation to its shareholders during 
the liquidation of the corporation \dthout 
the payment and discharge of, or making 
adequate provision for, all known or reason­
ably ascertainable debts, obligations, and 
liabilities of the corporation shall be 
jointly and severally liable to the corpora­
tion for the value of such assets which are 
distributed, to the extent that such debts, 
obligations and liabilities of the corpora­
tion are not thereafter paid and discharged 
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(h) A director of a corporation who is 
present at a meeting of its board of 
directors at \vhich action on any cor·porate 
matter is taken shall be presumed to have 
assented to the action taken unless his con­
trary vote is recorded or his dissent is 
otherwise entered in the minutes of the 
meeting or unless he shall file his writ­
ten dissent to such action with the person 
acting as the secretary of the meeting 
before the adjournment thereof or shall 
forward such dissent by registered mail 
to the secretary of the corporation im­
mediately after the adjournment of the 
meeting. Such right to dissent shall 
not apply to a director v1ho voted in favor 
of such action. If action taken by an 
executive committee is not thereafter for­
mally considered by the board, a director 
may dissent from such action by filing his 
written objection with the secretary of 
the corporation with reasonable promptness 
after learning of such action. 

(i) A director shall not be liable under 
subsections (b) , (c) or (e) of this sec­
tion if he relied and acted in good faith 
and reasonably upon financial statements 
of the corporation represented to him to 
be correct and to be based upon generally 
accepted principles of sound accounting 
practice by the president or the officer of 
such corporation having cha'rge of its books 
of account, or certified by an independent 
public accoun·tant or by a certified public 
accountant or firm of such accountants to 
fairly reflect the financial condition of 
such corporation. 

(j) Any director who is held liable upon 
and pays a claim asserted against him under 
or pursuant to this section for the payillent 
of a dividend or other distribution of 
assets of a corporation shall be entitled 
to reimbursement or exoneration from the 
shareholders who accepted or received any 
such dividend or assets, knowing such divi­
dend or distribution to have been made in 
violation of this section, in proportion 
to the amounts received. 
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(k) Any director against whom a claim shall 
be asserted under or pursuant to this sec-
tion shall be entitled to contribution from 
the other directors who voted for or assented 
to the action upon which the claim is asserted 
and in any action against him shall, on motion, 
be entitled to have such directors made parties 
defendant. 

(1) Except where the properties of a corpora­
tion are being administered in liquidation or 
under court supervision for the benefit of 
creditors, or in the event that the offi,_�ial 
administering such properties refuses to bring 
an action for viola tion of this section, any 
creditor damaged by a violation of this sec­
tion may-:by one action obtain judgment against 
the corporation and enforce the liability of 
one or more of the directors to the corpora­
tion imposed by this section to the extent 
necessary to satisfy his claim, or he may in 
a separate action obtain such judgment and 
then enforce such liability. 

(m) No action shall be brought against the 
directors for liability under this section 
after three years from the time when the 
cause of action was discovered or ought to 
have been discovered. 

(3) The Model Business Corporation Act 

The purchase power is granted under section 6: 

§6. RIGHT OF CORPORAT ION TO ACQUIRE AND 
D ISPOSE OF ITS OWN SHARES 

A corporation shall have the right to 
purchase, take, receive or otherwise acquire, 
hold, own, pledge, transfer or otherwise dis­
pose of its own shares, but purchases of its 
mvn shares, whe·ther direct or indirect, shall 
be made only to the extent of unreserved and 
unrestricted earned surplus available there­
for, and, if the articles of incorporation 
so permit or with the affirmative vote of 
the holders of a majority of all shares 
entitled to vote thereun, to the extent of 
unreserved and unrestricted capital surplus 
available therefor. 
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To the extent that earned surplus or 
capital surplus is used as the measure of 
the corporation's right to purchase its 
own shares, such surplus shall be restricted 
so long as such shares are held as treasury 
shares, and upon the disposition or cancel­
lation of any such shares the restriction 
shall be removed pro tanto. 

Notwithstanding the foregoing limitation, 
a corporation may purchase or otherwise 
acquire its m·m shares for the purpose of: 

(a) Eliminating fractional shares. 
(b) Collecting or compromising indebted­

ness to the corporation. 
(c) Paying dissenting shareholders entitled 

to payment for their shares under the 
provisions of this Act. 

(d) Effecting, subject to the other pro­
visions of this Act, the retirement 
of its redeemable shares by redemp­
tion or by purchase at not to exceed 
the redemption price. 

No purchase of or payment for its own shares 
shall be made at a time when the corporation 
is insolvent or when such purchase or payment 
would make it insolvent. 
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Directorate and shareholder liability is prov.ided 

for in section 48: 

§48. LIABILITY OF D IRECTORS IN CERTA IN CASES 

In addition to any other liabilities 
imposed by la1·1 upon directors of a cor­
poration: 

(a) Directors of a corporation who vote 
for or assent to the declaration of any 
dividend or other distribution of the 
assets of a corporation to its shareholders 
contrary to the provisions of this Act or 
contrary to any restrictions contained in 
the articles of incorporation, shall be 
jointly and severally liable to the cor­
poration for the amount of such dividend 
which is paid or the value of such assets 
which are distributed in excess of the 



amount of such dividend or distribution 
which ·could have been paid or distr..::..<::>uted 
without a violation of the provisions of 
this Act or the restrictions in the articles 
of incorporation. 

(b) Directors of a corporation who vote 
for or assent to the purchase of its mvn 
shares contrary to the provisions of this 
Act shall be jointly and severally liable 
to the corporation for the amount of con­
sideration paid for such shares which is 
in excess of the maximum amount which 
could have been paid therefor without a 
violation of the provisions of this Act. 

(c) The directors of a corporation who 
vote for or assent to any distribution of 
assets of a corporation to its share-
holders during the liquidation of the 
corporation without the payment and dis­
charge of, or making ad�quate provision for, 
all known debts, obligations, and liabilities 
of the corporation shall be jointly and 
severally liable to the corporation for 
the value of such assets which are distri­
buted, to the extent that such debts, 
obligations and liabilities of the corpora­
tion are not thereafter paid and discharged. 

A director of a corporation who is present 
at a meeting of its board of directors at 
which action on any corporate matter is 
taken shall be presumed to have assented to 
the action taken unless his dissent shall be 
entered in the minutes of the meeting or 
unless he shall file his written dissent to 
such action with the secretary of the meeting 
before the adjournment thereof or shall for­
ward such dissent by registered mail to the 
secretary of the corporation immediately after 
the adjournment of the meeting. Such right 
to dissent shall not apply to a director 
who voted in favor of such action. 

A director shall not be liable under (a) , 
(b) or (c) of this section if he relied and 

acted in good faith upon financial statements 
of the corporation represented to him ·to be 
correct by the president or the officer of 
such corporation having charge of its books 
of account, or stated in a written report by 
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an independnt public or certified public 
accountant or firm of such accountants 
fairly to reflect the financial condition 
of such corporation, nor shall l�e be so 
liable if in good faith in determining the 
amount available for any such dividend or 
distribution he considered the assets to 
be of their book value. 

Any director against whom a claim shall 
be asserted under or pursuant to this sec­
tion for the payment of a dividend or other 
distribution of assets of a corproation and 
who shall be held liable thereon, shall be 
entitled to contribution from the share­
holders \vhCJ accepted or received any such 
dividend or assets, knowing such dividend 
or distribution to have been made in viola­
tion of this Act, in proportion to the 
amounts received by them. 

Any director against whom a claim shall 
be asserted under or pursuant to this section 
shall be entitled to contribution from the 
other directors who voted for or assented 
to the action upon which the claim is 
asserted. 

(4) The New York Business Act 
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This Act formed the basis of the Ontario Business 

Corporations Act. Section 513 provides for the general 

power to purchase: 

§513. Purchase or redemption by a corpora­
tion of its own shares 

(a) A corporation, subject to any res-tric­
tions contained in its certificate of incor­
poration, may purchase its own shares, or 
redeem its redeemable shares, out of surplus 
except when currently the corporation is 
insolvent or would thereby be made insolvent. 

(b) A corporation may purchase its own 
shares out of stated capital except when cur­
rently the corporation is insolvent or would 
thereby be made insolvent, if the purchase 
is made for the purpose of: 



(1) Eliminating fractions of shares: 

(2) Collecting or compromising indebted­
ness to the corporationi or 

{3) Paying shareholders entitled to 
receive payment for their shares under 
section 623 (Procedure to enforce share­
holder's right to receive payment for 
shares}. · 
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Section 719 provides for directorate and selling 

shareholder liillJility for improper corporate share purchases: 

§719. Liability of directors in certain 
cases. 

(a) Directors of a corporation who vote 
for or concur in any of the following cor­
porate actions shall be jointly and severally 
liable to the corporation for the benefit of 
its creditors or shareholders, to the extent 
of any injury suffered by such persons, 
respectively, as a result of such action: 

{1) The declaration of any dividend or 
other distribution to the extent that it is 
contrary to the provisions of paragraphs (a) 
and (b) of section 510 (Dividends or other 
distributions in cash or property) . 

(2) The purchase of the shares of the 
corporation to the extent that it is con­
trary to the provisions of section 513 
(Purchase or redemption by a corporation 

of its own shares)� 

(3) The distribution of assets to share­
holders after dissolution of the corporation 
without paying or adequately providing for 
all knmvn liabilities of the corporation, 
excluding any claims not filed by creditors 
within the time limit set in a notice, given 
to creditors under articles 10 (Non-judicial 
dissolution) or 11 (Judicial dissolution) • 



(b) A director who is present at a meeting 
of the board, or any committee thereof, at 
which action specif]ed in paragraph (a) is 
taken shall be presumed to have concurred 
in the action unless his dissent thereto · 
shall be entered in the minutes of the meet­
ing, or unless he shall submit his written 
dissent to the person acting as the secretary 
of the meeting before ·the adjournment thereof, 
or shall deliver or send by registered mail 
such dissent to the secretary of the corpora­
tion promptly after the adjourmaent of the 
meetingo Such right to dissent shall not 
apply to a director who voted in favor of 
such action. A director who is absent from 
a meeting of the board, or any committee 
thereof, at which such action is taken shall 
be presumed to have concurred in the action 
unless he shall deliver or send by registered 
mail his dissent thereto the secretary of 
the corporation or shall cause such �issent 
to be filed with the minutes of the proceed­
ings of the board or committee within a 
reasonable time aft8r learning of such action. 

(c) Any director against whom a claim is 
successfully asserted under this section 
shall be entitled to contribution from the 
other directors who voted for or concurred 
in the action upon which the claim is asserted. 

(d) Directors against whom a claim is suc­
cessfully asserted under this section shall 
be entitled, to the extent of the amounts 
paid by them to the corporation as a result 
of such claims: 

• 

(1) Upon payment to the corporation of any 
amount of an improper dividend or distribu­
tion, to be subrogated to the rights of the 
corporation against shareholders who received 
such dividend or distribution with knowledge 
of facts indicating that it was not authorized 
by section 510, in proportion to the amounts 
received by them respectively. 

(2) Upon payment of the corporation of any 
amount of the purchase price of an improper 
purchase of shares, to have the corporation 
rescind such purchase of shares and recover 
for their benefit, but at their expense, the 
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amount of such purchase price from any 
seller who sold such shares with knowledge 
of facts indicating that such purchase of 
shares by the corporation was not author­
ized by section 513. 

(3) Upon payment to the corporation of 
the claim of any creditor by reason of a 
violation of subparagraph (a) (3) , to be 
subrogated to the rights of the corpora­
tion against shareholders who received 
an improper distribution of assets. 

(4) Upon payment to the corporation of 
the amount of any loan made contrary to 
section 714, to be subrogated to the rights 
of the ccrporation against a director who 
received the improper loan. 

(e/ A director shall not be liable under 
this section if, in the circumstances, he 
discharged his duty to the corporation 
under section 717 (Duty of directors and 
officers) . 

(f) This section shall not affect any 
liability otherwise imposed by law upon 
any director. 
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Section 717 provides for the exoneration of directors 

from liability in certain circumstances: 

§717. Duty of directors and officers 

Directors and officers shall discharge the 
duties of their respective positions in good 
faith and \vi th that degree of diligence, 
care and skill which ordinarily prudent men 
would exercise under similar circumstances 
in like positions. In discharing their 
duties, directors and officers, when acting 
in good faith, may rely upon financial state­
ments of Lhe corporation represented to them 
to be correct by the president or the officer 
of the corporation having charge of its books 
of accounts, or stated in a written report 
by an independent public or certified public 
accountant or firm of such accountants fairly 
to reflect the financial condition of such 
corporation. 
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PART I X  

SUMMARY 

A corporation ' s  purchase o f  i ts own shares i s  a for m 

or metho d o f  dis tributing corporate a s sets s i milar to , b ut dis ­

tinguishable i n  principle fro m b o Lh rede mption of pre fer re d  

or spe cial shares and the pay men t  o f  dividends .  F urther , a 

corpo rate share purcha s e  i s , in e ffe c t , the operation o f  the 

capi tal market in reverse to the extent that i ts pri mary 

function is to provi de a s ource o f  corporate inve s t ment c a pita l . 

The origin and development o f  the Engl ish an d Cana­

dian pos i tion is one fro m s trict prohib ition to mo di fication 

by b o th the common law to s o me extent and by s tatute rea l i z­

ing the nee d for f lexibi lity in a rranging mo dern co rpo rc:,_te 

affairs . More recentl y in s o me provinc3s o f  Cana da t he co rarnon 

l aw prohibition has been en tire ly abolished by s tatute . The 

American common la \v devel ope d for the mos t  part by a l lowing 

such corpo rate sha re purchases and this powe r  is now grante d 

an d regulate d by l egi s lat ion in every s tate . 

The power of a corporation to purchas e  its own share s 

can b e  a valuable  corpo rate too l  an d can be exerci s e d  fo r many 

important bus ine s s  purpo s es . �or exa mple , there a re circum­

s tances whe re such a power can be exerci s e d  for the a dvantage 

of b oth c re di tors and sharehol de rs , such as to col lect or co m­

pro mise an indebte dnes s  due to the co rporation , to pu rchase 

the s hares of a dis s enting shareho lde r under thei r apprais a l  

rights , to e l i minate fractiona l shares or , perhaps , to purchase 

s hares purs uant to an  e mployee share ownership s che me .  Furthe r­

more , a general power to purchase can be ve ry use ful to both 

t l1e l i s te d  or pub lic an d the private o r  close co rpo ratio n. 

Fo r example , e mployee share ownership an d benefit s che me s ,  
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mergers and acquis ition s , corporate reorgan is a tion and 

inve ;:t ment , an d e l imination of s ma l l  shareho ldings c an al l be 

more eas ily fac il itate d  by the exis tence of a genera l  corpor­

a te purchase p ower . :More spec if ica l ly w ith respect t o  the 

pr ivate or c lose corp oration , a c orporate s hare purchase c an 

b e  use d to s mo oth ly tran s fer contro l ,  or to provide th e 

nece s s ary and often otherwis e  unavailab le fun ds to b uy t he 

s hares o f  a decease d, re tir ing or dis s enting s hareho lder . 

The p ower o f  a corporation to purchase its own 

shares can , however, a l s o  be u s e d  for improp e r  purpos e s  an d 

c an g ive r is e  to abus e . There are the nebulous reas on s  

such as repurchase c laus e s  conta ine d in o r ig ina l s hare s ub ­

scription agree ments , ma intenance an d manipulat ion o f  b ot h  

the market price o f  the corporation ' s  share s  an d control 

with in the corp orat ion an d the more b latant pos s ib le abus e s  

L�at cou l d  operate t o  the pre j udice of cre ditors , s hare ­

hol ders an d the genera l inves ting p ub lic a l ike . This p os­

s ib il ity of abuse provides the s tronges t  rea s on for deny ing 

the exis tence of a c orp ora te share purchase p ower excep t in 

t ho s e  l imite d spec ia l  c ircums tances where the p otentia l for 

abuse is min imal . H oweve r ,  the other s ide o f  th is arg Qment 

is that the rationa le for the c om mon law prohibi t ion is out­

date d ( s ince it is known that c �rporate share cap it a l  is low 

an d not inviolate ) and is un du ly res ·trict1.ve on interna l 

c orporate function ing . F urther ,  such a p ower can be in tro­

duce d w ith a dequate s tatutory s afeguards to pr oper ly re f le c t  

the ba lance betw een the c onf l ic t ing intere s ts o f  ens uring 

corp orate f lexib il ity an d ye t providing protec ·tion f or 

cre ditors , shareho l ders an d the genera l  inves t in g  pub l ic .  

Such s afeguards can inc lu de the requ ire men t of shareho l de r  

author isation of the int iia l exis tence of the p ower the 

re s tr iction of the fun ds ava ilab le f or purchase to e a rne d 

s urp lus or reta ine d earn ings of the c orp oration , the imp os i·tion 
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o f  s o lvency and l iquidity res tricti ons , and o f  directo rate 

a nd s e ll ing shareholder liabi l i ty for p ur chases in c on tra­

ve ntion of th e s t
'
atutory safeguards or f or purchase s  for 

imp r oper purp os e s . In  addition , p re s crib ing the manner and 

p ro cedure by whi c h  a c orporati on can carry out a purchase 

o f  its own share s , i nc ludi ng the requirement of dis closure 

i n  the case o f  l i s te d  or publ i c  c orporati ons , an d requiring 

the reacqui red shares to be auto matically cancel le d  or 

res tored to the s tatus o f  auth orised b ut unis s ue d  shares 

c a n to a l arge extent remove p otential abuse s . 
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liab i l i t y  o f  shareho l ders o f  co rpo rations in 
Eng lish l aw l eading up to th e d ecis ion in T revo r 
v. �vhi bvo rth s ee Levy , I. J .  , " Purchas e  by a :o.  
Engli sh Company o f  i t s  Own Sha res " , (19 3 0 -3 1 )  7 9  
Univers i ty o f  P ennsyl vani a  Law Revi ew 4 5  a t  4 5- 5 4 .  

3. Co mp ri s ed o f  Lo rds H ers ch el l ,  Watson ,  F i t z g eral d  and 
Macnagh t en .  

4. It i s  interes ting to not e  tha t  the p rohibi tion in T revo r 
v .  Whitwo rth was not founded enti rely on the no rma l 
rul e  o f  ultra vi res o r  l ack o f  capacity , but on th e 
qui t e  dif ferent g round that th e transaction was com­
p l et ely unlawful . This conclus ion evi nc ed the dis­
app roval of th e English court fo r it ef f ectively 
nul l i fi ed any future co rp o rate actions which w ere 
not sp ecifically authori z ed by s ta tute o r  by Royal 
Chart er: s ee Leb lovi c ,  N.  J . , " Stock Purchas e and 
Redemp tion Legis l ation in Ontarion , (1 9 6 8 )  26 
Univers i ty o f  Toronto Faculty o f  Law Revi ew 5 9  at 61& 

5. This conc ep t  is  dis cus s ed b y  Levy , I. J . , " Pu rchas e by 
a Co rporation of Its Own Stock" ,  (1 9 3 0 - 3 1 )  1 5  
Minnes o ta Law R evi ew 1 a t  2 7 .  

6 .  Th e Compani es Ac t (U. K . ) ,  1 8 7 7. 

7 .  Ballantine on Co rporations ,  Callaghan & eo ., Chicago , 
( 1 9 4 6 ) at 6 0 3  s tates that th e company ' s  tra f £ick ing, 
in i ts own shares was hel d  to b e  ultra vi res the 
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d eeds s o  p rovi d ed an d th ei r names were fol lowed by 
th e word "Limit ed" ( 1 8 55) 1 8  & 1 9  Vi ct . , c .  1 3 3 ) ; 
s ee Levy, sup ra ,  n .  2 at 4 8 .  

1 0 . Id . at 4 7 .  

11 . The cas e mos t  often c i t ed a d efinitive autho rity fo r 
th e p ropo s i tion th at Trevo r v .  Whi two rth app li es 
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a re sul t o f  such operations) . Levy , suEra , n. 2 a t  
5 3  provide s that the germ o f  the " trust fund "  theo ry 
(as it i s  called i n  the United State s) wa s here 
ful ly developed .  Cap ital was thereafte r  regarded 
a s  a fund to be kept i ntac t  for credi tor s  for the 
sati sfacti o n  of their claim s. True , it may b e  
nec e ssary so me time s to reduce the cap ital , a nd the 
sta tute al lows it , but " the str inge nt precautio ns 
to preve nt the reduction o f  the cap i ta l  o f  a 
l imited comp a ny ,  without due notice a nd judicial 
sanc tio n would be idl e i f  the compa ny might purcha se 
i t s  own share s whol e sa le , a nd so e ffect the desired 
re sul t. " (per Lord Hersche ll at 4 1 6 . ) 

The E ngli sh courts have decide d  t hat the rule appli­
cable to comp a nies in which the members e njoy l imited 
liab i l i ty doe s  not app ly to " u nlimite d  c omp a nie s" . 
A s  to such comp a ni e s, there i s  no pro h ibi tio n against 
the purcha se o f  their own share s. Memb er s may retire 
if the article s or memorandum so provide a nd be 
rel i eved from liab il i ty to credito r s  i n  the ab se nce 
o f  fraud or any deliberate scheme to e scape liab i l i t y. 
I n  I n  Re Borough a nd Commercial Bui lding Society 
[18 9 3 ]  2 Ch . 2 4 2  the court held that the rul e  i n  

Trevor v .  Whitwo rth did no t apply to such compani e s .  
There i s  no thi ng i n  the E ng l i sh Compa ni e s  Act s  pro­
hib i ti ng a n  un limi ted compa ny from purch asi ng its 
own share s. Further , the na ture o f  a compa ny i n  
wnich a l l  i ts members are liable for all the com­
p a ny 's deb t s  do es no t re quire that a ny cap i ta l  fund 
be kept i ntac t :  " By the ve ry force o f  the terms, 
it i s  p lai n that i n  the c a se o f  an u nli mi te d  co mp a ny 
the creditors k now that there i s  no f i xe d  capital , 
a nd ,  the refore they have no right to comp l a i n ,  i f  
I may use the term, o f  a reductio n o f  that which 
h a s  never been f i xed in a ny r.,vay . "  (at 255) 

1 8 . Trevor v. Whitworth , supra ; Re F i sh a nd Game Lea 
'1 9 6 7) 6 3  D .L.R (2 d) 4 7  (S a sk .  Q. B . ) .  



4 

1 9. P er C larry , .M. C ., in In Re The Wa lbr id ge Gra in C ompany 
Ltd . 11 91 8 ]  2 W . W.R .  8 8 6 (Alta . S. C . ), affirmed 
{191 8 ]  2 W . �v.R. 8 90 (Alta . S.C .A . D.). Arti c le 6 
of Tab le A of the Alberta C ompanie s  Act p r ovide s :  
11 6 .  N o  part of the f un ds of the C ompany shall be 
��p layed in the purchase of , or in loans up on the 
s e c urity of , the C ompany ' s  share s . "  

2 0 .  Trevor v. Whitw orth (1 8 8 7) 1 2  A . C .  4 0 9  a t  4 37 (per L ord 
Hacnagh ten) • It is intere s ting , h mvever , to n ote 
the apparent re luctance in f ollow ing the rule in 
s uch a s ituati on a s  evidenced by the s tatement of 
Hynd man , J .  in In Re The Walbridge Gra in C ompany 
L td . , s upra , n .  1 9  a t  8 92 :  "As the p artie s  affe c te d  
were ac ting i n  the utmos t g ood fai th and a ll the 
debts of t he c ompany were fully p a id it i s  with 
s ome re luc tance that I d is mis s the appeal!" 

It is a ls o intere s ting t o  n ote that in Eng land an 
invalid purcha s e  by a c ompany of its own share s 
apparently can be cure d ,  in appr op r iate circum­
s tance s ,  by a s ub s e quent reduction of capita l .  I n  
In  Re L i ve rp ool C ott on As s oc iation Ltd. (1 96 3) 1 0 7  
Sol. J o. 1 95 ( Ch .  D.), the c ompany was inc orp or ated 
in 1 8 8 0  wi th a cap ital of 6 0 0  :£1.00 s hare s , L 2 0  b e ing 
paid up on each share . The me morandum gave the c om­
pany the p ower to purcha s e  it s own share s and on 
various da te s the c ompany b ought a t otal of thirty ­
n ine share s .  Th is s i tuat ion c ontinued quite happ ily 
until the occa s i on of a take- over b id .  I n  an e f f ort 
to remedy the s ituation the c ompany p a s s e d  a re s olu­
t ion f or the reduction of cap ital by cance lling the 
thirty-nine share s .  On app licat ion t o  the c ourt f or 
c onfirmat ion of the reduct ion , it wa s he ld that s e c ­
ti on 6 6  of the English C ompanie s Act gave w ide 
powe r s  of s anctioning reducti on s  of cap ital and in 
view of a ll the c irc Qms tance s the reduction was 
sanctiuned even th ough the actual purcha s e  of the 
share s by the c ompany wa s ultra vire s .  

2 1 .  Trevor v .  Wh itw orth (1 8 8 7) 1 2  A . C .  4 0 9  at 4 35 .  Thi s  
ob jection by entru s ting c ompan ie s  with th e p ower 
to purchase the ir own share s it might be e mp loye d  
t o  buy out unde s ir c:tb le shareh older s  wa s fir s t  
raise d by Je s se l, M .  R. i n  Re Dr onfie ld Silks tone 
C oal eo. (1 8 8 0 )  1 7  Ch . D. 76 . 

2 2. Re Fish and Ga me League ( Re gina ) (1 96 7) 6 3  D.L . R. ( 2 d )  
4 71 ( Sa s k .  Q.B.). 
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23 . Ore gw� G old Min in g C o .  of India Ltd . v .  Roper [1 8 92 ]  
A . C .  12 � ( h .L . ); the is suance of full p a id -up 
s hares at a d is c ount is proh ib ited in Alb erta under 
the C om2an ie s  Act , R. S. A .  1 970 , c .  6 0 ,  s .  1 1 4 (2 ). 

2 4.  G ow er ,  L .  C .  B., The Prin c ip les of Modern C ompany La w, 
( 3 d  ed . ), L ond on ,  Steven s & Sons , (1 96 9) at 1 1 1 . 

2 5 , In Re De hver H ote l C o. Ltd. [1 8 93] 1 Ch . 4 98 .  

2 6 . Levy ,  sup ra , n .  5 a t  37 provide s that a s ituat ion in 
wh ich it is jus tif iab le f or a c orp oration t o  bec ome 
the owner of it s own shares is in the s ett lement of 
an otherwis e  un colle c t ib le deb t from one of its 
shareh older s . The jus t ification is the nece s s ity 
of s av ing los s . L ikewis e  in c ompr omis ing a cla im 
of the . corp ora tion again s t  one of it s memb e rs ,  the 
mer it s of wh ich are in d is p ute , the d irec t or s  sh ou ld 
b e  permitted to accept s hare s . Here , too, the 
device wou ld be re s orted t o  in order to s ave the 
c orp oration m oney and tr oub le . O f  c our s e, the 
l im itation on the exerc is e of the p ower in the s e  
c a s es is that the d irec t or s  u s e  h one s t  and r eas on­
ab le judgment that the deb t is otherw is e  inc ollect ib l e  
or t l1at the d isputed c la im mer it s  thi s  s ort of 
c ompromi s e . 

2 7. Rowe ll v .  J ohn Rowe ll & Son s L td . [1 91 2 ]  2 Ch . 6 0 9. 

2 8 .  [1 95 4 ]  1 D. L . R. 2 07 (S. C . C . ) at 2 70 - 2 71 .  

2 9. Re Ca s ti glione ' s  Will Trus ts {1 95 8 ]  Ch . 5 4 9. 

30 . K irb y v .  Wilk in s [1 92 9] 2 Ch . 4 4 4 ; Re N orthern C anad ian 
Mortga ge C o. L td .; Moore v .  N orth wood (1 96 0 )  2 2  
D.I •• R. (2 d) 7�7 (B.c.s.c.). H orn s te in ,  supra , n .  1 7  
a t  6 1 3  prov ide s that the fac t tha t  there are ap parently 
no limitations up on a c orp oration 's acquir ing it s own 
s h are s  by g ift or b e que s t  where n o  money is p a id led 
t o  the deve lopme nt of the un s av ory promotion a l  prac­
t ice of g ifts to th e c orp oration (" d onated s tock " ) ,  
s o  often a pre lude t o  fra ud s  up on the pub lic inves t or .  

31 . See ,  f or ex a�p le , (1 8 8 7) 12 A . C .  4 0 9  at 4 1 7-4 1 8  (per 
L ord He r s che ll) . 

32 . Supra, n.  2 4  at 115 . 
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33. This i s  subs tantiated in B e llerb y v .  Row land and Marwood 1s 
s.s. eo. L td . [1 90 2] 2 Ch . 1 4. Doubt as t o  the 
propriety of an unqua lified right to accep t  the 
s urrender p artly-paid shares was expre s s ed by 
C artwright , J .  ( as he then was ) in Zwicker v. Stanbur y 
{195 4 ]  1 D . L .R. 25 1 at 271 . As Levy , s upra , n .  5 
a t  36 , provide s , if a surrender were accepted in a 
s i tuat i on \vhere the shares were n ot fully pai d- up 
a nd the b a lance due was c ollectib le ,  credi tors and 
s hareh olders a like c ou ld ob jec t  that thi s  was in 
e ffec t  a modified purchase , ·  and tha ·t the cance lla ­
t i on of an enforceab le c la i m  again s t the subs cribe r 
was a parting with valuab le c orp ora te a s s e ts .  

34. Gore-Br owne on C ompanies (42d. e d.) edited by A. J .  
B oy le , L ondon ,  J ordan & Sons , ( 1972) at 345 . 

3 5 . Such expres s  p r ovi s i ons exi s t  in the Alberta C ompanie s 
Act, R. S . A .  1 970 , c .  70 , Tab le A ,  art. 21- 26 .  

36 . P aragraph 36 ( 1 )  ( c ) of the Alberta C ompan i e s  Ac t effec­
tive ly provides that a c ompany can on ly accept a 
s urrender of fully pai d-up share s by way of gift 
and then on ly if its arti c le s  s o  p r ovide . The 
prob le ms rais e d  by the c oncept of partly-paid 
shares are bey ond the s c ope of this p aper and a 
discus s i on of such wou ld bear little re leva nc e i n  
ligh t of the C ornraitte e 's deci s i on t o  remove the 
c oncept fr om Alberta c omp any law. 

3 7. British C olumb i a  Red Cedar Shin gle C o. Ltd. v. Stolt ze 
Manufacturin g C o. Ltd . [1 932] 1 W . W.R. 164 ( B .C .C . A . ). 

38 . I d .  at 1 72-1 73. See a ls o  on a s i mi lar p oint the ear lier 
c ase of Whe e ler and Wi ls on Man ufacturing C o. ( 1 885} 
6 O . R. 4 2L. 

3 9 .  Hughes v. The N orthern E lectric and Manufacturin g C ompa � 
(1 91 4 )  5 0  S . C .R. 6 26 ;  Mt. Vie w  Charola is Ranch Ltd .; 

L ynch v .  Haverland [1 974 ] 2 W .W.R. 289 (Alta . S.C .A�D. ) ; 
b ut c ontra Murray and Murray v .  C. W .  B oon & C ompany 
L td .  [1 974] 2 W . W.R. 6 20 (Alta. D. C .). Secti on 1 4  
of the Alberta C omp anies Act ,  h oweve r, prohibi ts a 
pub lic c ompany from providing s uch a s s i s tance. In 
Eng lan d,  s e cti on 5 4  of the C ompan ie s Act, 194 8 pur­
p orts t o  prohibi t  a ll compani es from p rovidin g s uch 
financia l a s s i s tance . I t  has been criti ci zed, 
h owever , as having p re judiced the innocent wi thout 
deterring the gui lty . Sec ti on 6 7  of the Au s t ra lian 
C ompanies Ac t provide s a s i mi lar p r ohib i tion ; s e e  
B arrett, ''Financial As s i s tance and Sha re Acquisit ions "r 
( 1 974 ) 4 8  Aus tra lian Law J ournal 6. 



40 .  Il9 74 J  2 W . W . R. 2 8 9 (Alta. S . C . A . D .) at 2 9 6- 29 7. 

4 1. B erner , S .  H . , "Annual S ur vey o f  C anadian Law : Corpora­
tion La 'Yv" , (19 75 ) 7 O t tawa L aw Re view 15 3 at 16 1. 

42. ( 19 6 2 ) , C mnd . 174 9 ,  para . 173. 

43. I d .  a t  paras . 17 7- 18 6 . 

4 4 .  S upra , n .  2 4  at 113. 

4 5 . Getz , L . , " So me Aspects o £  Corporate Share Repurcha s es " , 
( 19 74 )  9 U . B . C .  L aw Re view 9 .  

4 6 .  For examp le , Lebro vic , s up ra , n .  4 a t  6 1; Gower , s upra , 
n. 2 4  at 114 . 

4 7 .  Gower , supra , n .  2 4  at 111- 112 . 

4 8 .  S ections 38 to 4 1. 

4 9 . P ara 38 ( l ) (b ) . 

SO. Leblo vic , s upra , n .  4 a t  6 3. 

7 

51. I acobucci , F .  e t  al , S elected Topics in C anadian Co mpany 
Law Re form, Faculty o £  Law ,  Uni v. of Toronto , { 19 75 )  
a t  113. 

5 2 .  Section 7 9 { 2 ) . 

53. S ection 7 0 { 1) .  

54. Any premium p ayable on rede mption mus t  be pro vided out 
o£ pro fits or a share pre miu m account . 

55. Section 70 ( 3) . 

5 6. S upra , n. 2 4  at 114 fro m where the tex t  o f  the e xp l a na ­
tion o f  the Alberta s e ction was adopted . 

5 7 .  Section 71 ( 2 ) . 

58 .  Section 71 ( 4 ) . 

59 . Secti on 71 ( 3) . 

6 0 . See generally , Getz, s upr a , n.  4 5  at 9 -10 . 
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6 1 . Ontario Bus ines s Corporati ons Ac t ,  R. S . O .  19 70 , c .  5 3 ,  
s .  3 9 ; B ritish Colurrbia Co mpanies Act, S .  B .  C .  19 73 , 
c .  1 8 ,  s .  2 5 6 (b ) ; Canada Busines s Corporations Act ,  
s.c. 1 9 7 4 - 75 ,  c .  3 3 ,  s .  3 2 .  Each o f  thes e piece s  
o f  legislation will b e  exa mined in detai l  later in 
t he p aper . Recently , the Law Reform Divis ion of 
the Department o f  Jus tice o f  New Bruns wick reco m­
mended the abrogation o f  the co mmon l a w  r ul e  a s  
wel l : Report on Company L aw (19 75 ) at 8 6- 9 2 .  

6 2 . The A meric a n  position wil l  be discus sed in the next 
s e c tion of thi s  p aper . 

6 3 .  For p ro fe s si onal re action to t hese propos als , see [19 6 6] 
Can . Bar As s 1n .  P apers 5 7  a t  110 : " The reaction 
of th e Bar to the modi fication of the principle 
a gains t p urchase by a company o f  i ts com mo n  shares 
i s  uni f o rm, e mphatic and negative . "  

6 4 .  Final Re ort of the [Gower ] Commi s s ion of En 
the Compan y Law o f  Ghana (19 6 1  , s .  5 9 . 

6 5 .  (1 9 6 2 )  C mnd. 1 74 9 , paras . 1 6 7- 1 6 9 . 

into 

6 6 .  See generally, Benade , M. L . , " The Report of South 
African Co mpanies Act Commi s s ion�, (1 9 71 )  4 Co mp. 
a nd Int'l L .  J .  o f  s. Africa 8 5 . Nus sbaum, A . , 
" Acquis ition by a Corporation o f  its O wn S tock " , 
(1 9 3 5 )  35  Columbi a  L a w  Review 9 71 dis cuss e s  s o me 

o f  the Ger man development in this area o f  the l aw 
and its rej e ction o f  the A merican view . 

6 7. S ee ,  genera l ly ,  Dodd , E .  M . , " P urchase and Rede mpti on 
by a Corpor a ti on o f  i ts Own S hare s : The S ub s t antive 
Law " , (19 4 0 -41) 89 Univ . o f  Pennsylva nia L a w  Re vie w 
6 9 7  at 69 8 -70 2 ;  Levy , s upra, n .  5 at 11--16 . The 
b a s i c  text for this s ection o f  the paper has bee n 
drawn pri nci pally from these two sources . 

6 8 . S upra ,  n .  67 at 69 8 - 70 2 .  

6 9 • ( 18 2 6) 5 Co w. 4 2 6 a t  4 3 4 -5 (N . Y. S .  C .  ) • 

70 . Jerplank v .  Nercantile Ins . Co . (18 3 1) 1 Edw. C h. 84 
a.t 9 4  (N�Y. ) .  

71. ( 18 5 4 )  17 Barb .  3 9 7 (N . Y. S .  C .  ) . 

72 . City Bank of C ol umbia v .  Bruce & Fox (185 8 )  17 N. Y. 
5 0 7  at 5 1. 
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73 . (1 8 2 8 )  R. Ivi. Charlton 2 60 (Ga . Sup . Ct . ) . 

74 . (1 8 3 2} 3 La . 5 68 .  

75 . (18 3 3 )  6 Ohio 1 76. 

76. See a lso Wil l i arns v .  Savage Mfg .  eo � (1 8 5 1 )  3 Md . Ch . 4 1 8 .  

77. A merican Rai lway-Frog Co . v .  Haven (1 8 69 )  1 0 1  Mas s . 3 9 8 
a t  4 0 2 ;  Lelano v .  Hayden (1 8 69 )  10 2 Mass . 5 4 2  at 5 5 1 .  

78 . C 0l��an v .  Columbia O i l  Co . (1 8 65 )  5 1  Pac .  74 . 

79 . (1 8 73 )  1 14 Mas s .  3 7. 

80. C hicago Pekin & South Wes tern R. R. v .  r·iarseilles (1 8 76) 
84 I l l . 1 4 5 . 

8 1 .  I owa Lumb er Co . v .  Fos ter (1 8 79 )  4 9  I m'la 2 5 .  

8 2 . Currier v .  Slate Co . (18 75 ) 5 6  N . H .  2 62 .  

8 3 . Ger ma n  Savings :B ank v .  Wol fekuhler (1 877) 19 Ka n. 60 . 

8 4 .  Coppin v .  Greenlees & Rans o me Co . (1 8 8 2 }  3 8  Ohio St . 2 75 .  

8 5 . Clapp v .  Peterson (1 8 8 2 }  1 0 4  I l l . 2 6. 

8 6. Crandal l  v .  L incoln (18 8 4 )  5 2  Conn . 73 . 

87. Vai l  v .  Hami l ton (18 8 1 )  8 5  N . Y. 4 5 3  at 4 5 7, containing 
a dictu m  in favor o f  a power to purchas e .  

8 8 .  Bogus v .  F l e ming (1 9 3 3 }  66 F .  (2 d) 8 5 9 ;  Co leman v .  Te pe l  
( 19 16} 2 3 0  F .  63 ( in whic h  the corporation gave 
and bond and mor tgage for its shares and was 
im mediately rendered insolvent there by ) ; Co mmercial 
N ation al Bank v .  Burch (1 8 9 2 )  1 4 1  I l l . 5 19 . 

8 9 . Firs t T rus t Co . v .  I llinois Central Rai lway (1 9 1 9 }  25 6 
Fed . 8 3 0 . 

9 0 .  Fit z patrick v .  McGregor (1 9 0 9 }  1 3 3  Ga . 3 3 2 . 

9 1 . O lsen , A .  H . , " Power o f  a Corporation to Repurchas e  its 
Stock" , (19 4 0 - 4 3 }  Vol .  1-4 Montana L aw Review 64 . 
The American c om mon l aw rule and its app lication i s  
a l s o  cons idered by Blacks tock , L .  G ., "A Corpora­
tion's Powe r  to Purchase i ts Own Shares and So me 
Related Proble ms " , (19 3 4 - 3 5 ) 13 Texas Law Review 
4 4 2 . 
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9 2 . Dupee v. Boston Water Pmver eo . ,  s upra, n. 79 ; Hartridge 
v. Roc kwell , s upra , n. 73 . 

9 3 .  Thus , i n  Dupee v.  Bos ton 1-va ter Power Co . , supra , n .  79 , 
it wa s held that a cor poration chartered with the 
power to p urchase and operate water po we r  p lan ts 
could ,  whe n its water power pri vileges were no 
longer pro fitable , lawfully sell i ts s i te s  a nd 
rece i ve i ts own s to c k  in pay ment . S ee also Wil l i a ms 
v. The S avage Hfg .  eo . ,  s u pr a ,  n .  76 . 

9 4 .  B ligh v. Bre nt (1 8 3 7) 2 Y. & C .  Ex . 2 6 8 . 

9 5 .  Berger v. u. S .  S teel Corp . (19 0 2 ) 5 3  Atl .  6 8 .  Levy ,  
s u�ra , n.  2 at 5 4 ,  di sputes this reasonin g on the 
gr oun d  that e ve n  i f  the power to purchas e  i ts own 
share s were found i n  the co mp any ' s  me morandum o f  
as s ociation , i t  would necess arily b e  void and refers 
to the j udgment o f  Lord Hacnaghten in Tre vo r  v .  
vfuitworth .  I f  i t  were the only ob j ect o f  the co m­
p a ny ,  1t would cl ear ly be illegal under the Co mp a nies 
Act , for no co mp a ny c a n  b e  formed for the sole pur ­
pose o f  trading in its own s hares . Nor does this 
o bj e c t  of the co mp any become lawful if legi t .�.ma te 
ob j ects are co mb i ned with such a n  ob j ect whi ch i s  
no t legiti mate . 

9 6 .  Luther v. Luther Co . (19 0 3 )  1 1 8  Wis . 112 ; E l l i o t  v. 
B aker (1 9 0 7) 1 9 4  Mas s . 5 1 8 ;  O l ms tead v. Va nc e & 
Jo nes Co . (1 9 0 2 )  1 9 6  I ll . 2 3 6 ;  Borg v .  I nternational 
S il ver Co . (1 9 2 5 )  11 F. (2 d)  1 4 r-

9 7. Bo gss v. Fle ming , s upr a ,  n .  8 8 .  

98. Bal lanti ne o n  Cor poration s , s u pra , n .  7 a t  6 0 8  and s e e ,  
in fra , Par t::£][. o f  thi s  paper for a more de ·tailed 
dis cus s ion of the co rrrmo n law s a feguards a va i la ble 
for an i mproper s hare purchase .  

9 9 .  S cr iggins � Tho mas Da lby Co . (19 3 5 )  29 0 Mas s .  4 1 4 . 

1 0 0 . Ballantine o n  Cor po rations ,  s u pra , n .  7 at 6 0 7. 

1 0 1 .  Thes e are ne atly s ummari zed in Frey , Morris and Chop per , 
Cases and Materials on Cor porati o ns , B o s ton , Li ttle 
Brown & Co . ,  (1 9 6 6 )  at 9 3 8 .  

1 0 2 .  Cartwright v. D i ckins o n  (1 8 8 9 )  8 8  Tenn . 4 76. 
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103 . C oppin v. G reenl e s s  & Ra ms o·n C o. (18 8 2 ) 3 8  Oh. St. 2 7 5; 
Hunter v. Garanf l o  (19 12 ) 2 4 6  Ho. 13 1� 

10 4 .  State v .  A. & N. R. R. (18 8 )  2 4  Neb . 144 . 

10 5 .  This was the mos t usual reas on given f or p rohibiting 
the purchase .  Whaley v .  King (19 18 ) 14 1 Tenn. 1; 
Cran dall v. Linc oln ( 18 8 4 )  5 2  C on n. 7 3 . 

10 6 .  Thi s  p roble m was s e ld om c on s ide re d ,  h oweve r, and then 
only w·e re c once rned with s etting a l imitati on on 
a p owe r c onceded to exis t.  B org v.  I nte rnati onal 
Silve r C o. , sup ra ,  n .  9 6 .  

----

10 7 .  I•1organ v .  Lewis (18 8 8 )  4 6  Oh . St . 1; B u rke v .  Smith 
(19 2 9 ) 111 Md . 6 2 4 .  

1 0 8 .  D rape r  v .  B lackwel l  (19 0 3 )  13 8 Ala .  8 2 . 

1 0 9 .  Sta te v. Obe rl in Building As s ' n . (18 7 9 )  3 5  O h . St . 2 5 8 .  

110 . B ank v. Overman ca rr C o. (18 9 9 ) 17 Ohio C . C .  3 5 3 .  

11 1. Rivanna Navigati on C o. v. Daws ons (18 4 6 )  3 Gra t t .  
(Va. ) 19 . 

112 . Schultze v. B ouleva rd Land C o. (19 13 } 16 4 Cal . 4 6 4 .  

113 . Ne mme rs , E .  E . , "The Powe r of a C orp orati on t o  Pu rcha s e  
I ts Own St oc k ", [19 4 2 ]  Wis c on sin Law Review 16 1. 
Al t hou gh a few s tatutes , mos t notably thos e  of New 
York and Delaware , we re of e a rl i e r  o rigin , mos t of 
the m  we re e Dacted in thi s  e ra a s  p a rt of a gene ra l  
move ment t o  c odify and mode rni ze the s tatut ory l aw 
of bus ines s  c orp orati ons : D odd , s up ra , n .  6 7  at 
7 0 4 .  

1 14 .  Pace v. Pace B ros . C o. (19 3 6 )  P. 2 d  1. 

115 . For exa mp le , f or the purp ose of c omp romi s ing a deb t  
or clai m, s ati s fyin g  app rais al rights of d i s s enting 
shareh ol de rs , ca rryin g out a repu rchase a g re e ment 
made with an e mp l oyee- sub s c ribe r  and e l i minating 
fraction al shares . 

116 . C a rey , C orp orati ons : Cases and Mate rials , (4th ed . ) " 
The Poundati on Pre s s , Mine ol a , N .  Y. , (196 9 )  at ·  
15 9 0  provides :  "In recent years many s tate s  have 
enacted s ta tutes pe rmittin g  c orp orati ons to pur­
cha s e  thei r  own shares but res tricting such 
purchas es to purchases made out of s u rp lus or, in 
s ome s tate s , out of earned surp lus . Some of these 
s tatutes , ins te ad of permitting pu rchase s  out of 
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s u rp lus only , acc ompl is h the s a me re sult by f orbid­
ding purc hases if cap ital is in�aired or wil l  be 
impaire d by the p urchase . .. Leb l ovic , s upra , n. 4 
a t  6 4- 6 6  cate g orizes ·the va ri ous s ta tutes into 
th ree main group s acc ording t o  whet he r  the purchase 
is res tricted t o  earned s u rp lus , a ny surplus s o  
l ong as  the c orp oration is or re main s olve nt ,  or 
t he mos t l iberal view a l l owing f or a purchase eve n 
out of the authorized cap ital of the c ompa ny . The 
top ic of surp lus will be examined in more deta i l  
l ate r in this p aper. 

117 . L evy , sup ra ,_ n.  5 a t  16 . 

1 1 8 .  Ball a n·tine on C orpora tions , s up ra ,  n.  7 a t  6 1 0 . 

1 1 9 . Latty , " Some Mis ce l l a ne ous N ovel ties in the Ne w C orp ­
o ration Statutes 11 , ( 19 5 8 )  2 3  L aw & C onte mp ora ry 
Prob l e ms 3 6 3  a t 3 7 8 . 

1 2 0 . F or a diges t a nd ove rvie w  of t he various s tatut ory 
p rovis ions , see Model Bus ines s C orp ora .tion Act 
A nnotated ,  Vol . 1, ( 19 7 1) , s. 6 a t  25 6- 2 6 3 . See 
als o Kess le r, R. A . , " Sha re Repu rchases Unde r 
M odern C orp oration L a ws " , ( 19 5 9 - 6 0 )  2 8  F ordha m Law 
Revie w 6 3 7 .  The leading Ame rican p rovis ions wil l  
b e  examined late r in the p ape r. 

12 1. E l l is ,  C.D. a nd Young ,  A. E . , The Repurchase of C ommon 
Stock o The Ronald Press C o . , New York (- 9 7 1 )  at 
3- 2 3 . 

12 2 .  B rud ney a nd Chirels tein, C orporate Finance:  Cases and 
Mate rials , The F oundation Pre s s , Mine ol a ,  N .  Y. , 
(1 9 7 2 )  a t  4 6 0  p rovi des : 11 0nce the firm has decided 

what p rop ortion of its a nnual ope ratin g inc ome 
s hal l be used t o  rep lace exis ting a s s e ts and fina nce 
new inves t me nts , it will ordinarily dis t rib ute any 
res idue (le s s  intere s t  pay me nts ) t o  shareh olde rs 
a s  divide nds • • • •  h oweve r, mana ge me nt has the alte r­
native of repurchasin g  s tock , the reby leaving a 
s maller nu mbe r of s ha res outs tandin g  a mong which 
futu re divide nds wil l have t o  be divided . " 

12 3 .  Suc h  s hares exp re s s ly c reated a s  11 redee mab le"  a re 1in 
Albe rta , p refere nce or p refe rred share s :  s .  6 9 (1) 
of the C ompanie s  Act .  A detailed anal ys i s  of 
t he c oncept of th e rede mption of p re ferred share s  
is beyond the s c ope of this p ape r and refe rence 
thereto is included only as an aid in illus t ratin g 
the c oncep t of a c orp oration 's " pu rchase " of its 
own shares . 



1 2 4 . Note , "Redempti on. of Prefe rred Sha res ", (19 3 5 )  8 3  
Uni ve rs i ty of Pennsylvania Law Review 8 8 8  a t  8 89 . 
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12 5 .  See ,  f or example,  I s rae l s , C.  I . , C orp orate Pra cti ce , 
revis ed by Ala n H offman, Pra ctls i ng Law I ns ti tute , 
New York , (1 9 74 }  at 3 4 9 - 35 0 a nd Ballantine on 
Corp orati ons , s upra ,  n.  7 at 6 1 0 . Wa rre n, E .  H . , 
1' Safeguardi ng the C reditors of C orp orati ons " , 
( 1 9 2 2 - 2 3 )  3 6  Harvard Law Review 5 0 9  at 5 4 2  s tates : 
"I f a corp orati on pu rchases a nd pays for s ha res of 
its ow n s t ock t he i mmediate effe ct up on t he p os i ­
ti on of its cre ditors is  p re ci sely t he s a me a s  i f  
it had di s tributed a divide nd t o  i ts s tock holde rs 
equal t o  t he a mount of t he p u rcha se p ri ce .  As s e ts 
t o  t he exte nt of the purchas e p ri ce a re g one . T he re 
is  nothi ng i n  t he treasury but a p i e ce of paper 
w hi ch, as i t  evide nces rig hts s ub ordi nate to the 
rig hts of creditors , is not a n  a s s e t  available f or 
the pay me nt of debts . "  H orns tei n, s up ra ,  n. 1 7  
a t  6 1 4 , howeve r, p rovides t hat i ns ofar a s  conce rns 
t he s ha re holde rs whose s ha re s  a re b ought , the re ­
purchase i s  a return of capi ta l  as  wel l  as  a n  
aliquot s ha re of u ndivided p rofits . 

1 26 .  Sup ra , n.  4 5  at 1 0 - 11 .  T he f oot notes appeari ng i n  t hi s  
porti on of Profe s s or Getz ' s  a rti cle have , however, 
bee n i ns e rte d ,  i n  pa rt ,  by t he wri te r. 

12 7. He nn, H .  G . , "L a\v of C orp orati ons ", Wes t  Publis hi ng C o�, 
S t .  Paul , (19 70 ) at 6 8 3 p rovides : "A rede mpti on 
or purchase by a corp orati on of its own s ha re s  
s omet i me s  has a n  effect s i mi l a r  to a dividend ,  i n  
t he s e ns e  t hat each i nvolve s t he dis tributi on of 
cas h  or othe r p rope rty by the corp orati on t o  its 
s hare holde rs . I n  t he cas e  of a divide nd ,  only a 
dis t rib uti on i s  i nvolve d ,  whe reas a rede mpti on or 
purchase  i nvolves a n  excha nge , the surre nde r by 
t he s ha reholde r t o  the corp orati on of s ome or all 
of his s hares . "  

1 2 8 .  B i rch v.  C ropp e r  [ 1 8 89 ]  1 4  A . C .  5 2 5 .  See ge ne rally , 
G owe r, sup ra ,  n .  2 4  a t  3 4 9 - 3 5 0 . 

1 2 9 . Whe reas a s ha re holde r ca nnot compel the pay me nt of 
divide nds (Burl a nd v .  E a rle £1 9 0 2 ]  A. C .  8 3 ) , he 
may we ll be  ab le t o  compel t he pu rchase or redemp ­
ti on of his s ha res if the te rms of t he original 
s ub s cripti on s o  provide . 
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130. Brud;'ey a nd C hi re l s te i n, s up ra ,  n. 122 a t  464 p rovide s :  
" Entire ly apa rt f rom its i mpact on t he ma rk e t  
p ri ce of t he s tock , a p rog ram of corp orate repur­
c has es is related to t he dis cl osure of rele vant 
i nf ormati on to t he exte nt that the repurcha s e  is  
a sub s titute f or di vidends . Ma nag eme nt's re luc­
tance t o  contract t he t otal a mount of di vide nds 
paid f rom year t o  year may i mpel i t  to seek to 
a void rais i ng regular d i vide nds i n  a g i ve n  year 
i f  it i s  u nce rtai n  ab out bei ng a ble t o  pay s i mil a r  
a mounts i n  succee d i ng years . The s a me te nde ncy , 
althoug h  t o  a les s e r  deg re e ,  may affe ct p ay me nt 
of " extra 11 di vide nds . T he repu rchas e ,  made without 
f a nfare ,  i s  i n  e ffect an extra di vide nd, but it 
a voids the exp osure of manage me nt t o  unfa vorable 
infe re nces if not repeated . Repurchase conceals 
the unce rtai nty of t he p ay out .  And, of cours e ,  i n  
larger te rms i t  conceals t he fact t ha t  ma nag e me nt 
has n o  better i nve s t ment use f or t he corp orati on's 
fund s . 11 Balla nti ne ,  sup ra ,  n .  7 a t  622 p rovides : 
" Di vide nds rep re s e nt a normal dis t ributi on i n  
o rdi na ry cours e p ro ra ta t o  a l l  of t he s ha re hold e rs 
of a re turn on thei r i nve s t me nt . Repurcha s e s  of 
sha res rep re s e nt a dis tributi on t o  one or a few 
share holde rs a nd a return of their origi na l  i nve s t­
me nt i n  te rmi na ti on of a ny furt he r  rights . I n  t he 
one cas e  the re i s  complete equal i ty of t re a t me nt 
a nd it may be a s sume d  by t he s hare holde r t o  b e  
p rop e r. I n  the othe r cas e  the re may be ma ny 
que sti ons of u nfai rne s s . "  

131. P ol li s ,  P .  A . , "The Purchase By A C orp ora ti on Of Its 
Own Shares of Stock--A Sugges ted Legis lati ve 
Approa ch" , (1938-39) 4 Uni ve rs ity of Newark Law 
Re view 419. 

132. I ndee d, it was thi s  face t  of a repurchase of s ha re s  
that caused P rofe s s or Getz ,  supr�, n .  ·45 a t  37 
conce rn whe re he re fe rs to E l l i s  a nd You ng ,  s upra ,  
n. 121 at V.  who, i n  p refaci ng t he i r  w ork ,  
re ma rked t hat: " I n a s i ngle re ce nt year a l mos t 
$2 b i l l i on was spe nt by New York Stock Exchang e ­
l i sted compani es a l one t o  purchase t he i r  ow n common 
s t ock , cl os e t o  $500 mil l i on more t ha n  t he $1.5 
b i l l i on re cei ved by a l l  U .  S. corp orati ons t hrough 
t he sale of co��on s t ock i n  that yea r. T hi s  was 
the s e cond twe l ve- month p e ri od whe n  the ne t e ffect 
of a corp orate e quity fi nanci ng up on our cap i tal 
ma rkets cons ti tuted a s upplyi ng of equity capi ta l  
t o  t he s e  ma rkets rat he r  t ha n  t he tradi ti onal 
demandi ng of funds f rom the m. " 



1 3 3 .  E l l i s  a nd Young, s upr a ,  n.  1 21 at 5 5 -5 6 .  

1 3 4 . Brudney a nd ·C hire l s te i n, s u pr a ,  n.  1 22 a t  4 6 0 . 

1 3 5 . Cary, s upr a ,  n. 1 1 6  at 1 5 9 0 .  

1 3 6 . P ol l i s , s upra, n.  131 at 4 2 0 . 

1 3 7. Kes s ler , R. A . , s upra, n.  12 0 at 6 4 5 . 

1 3 8 . C ouni ha n, D .  " The P ower of a C orp orati on t o  Purc ha s e  
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Its Own St ock a nd Some Related Prob l e ms ", ( 19 4 6 - 4 7) 
30 Marquette Law Review 1 3 5  at 1 4 1 . Ne mmers , s upra ,  
n. 113 a t  1 6 4  s tate s  t hat b ona fide refe rs t o  s uc h  
facts a s  whe t he r  t he s tock -waB ful l y  p a i d  f or or 
was i s s ued at a d i s c ou nt .  

1 3 9 . Ne mmers , s u12.ra, n.  1 1 3  at 16 3 .  

1 4 0 . Ke s s ler, su12.ra, n. 1 2 0  at 6 4 6 . 

1 4 1 . Kes sle r, s upra , n.  12 0 a t  6 4 7. 

1 4 2 .  Ne mmers , s u12_ra, n. 113 at 1 6 4 .  

14 3 .  C ouni han, s u12.ra, n.  1 3 8  a t  14 1 .  

1 4 4 . Leb l ovic ,  s u:e.ra , n .  4 a t  71 . 

1 4 5 . D odd, s u:e.ra , n .  6 7  at 715 - 71 6 . 

1 4 6 .  T he s ale of securities t o  e mp l oyees may als o be moti ­
vated t o  s ome exte nt by the des i re t o  tap a n  
additional s ource of new capital a nd t o  d o  s o  
wit hout i ncu rri ng a ny s t ock- s e l l i ng exp e nse . 

1 4 7. More over, mos t s uc h  p lans provide for pay me nt f o.c t he 
s hares by i ns tal l me nts . A n  e mp l oyee who l os e s  his 
job , per haps wit hout obtai ni ng another, is  not 
likely to be i n  a p os i ti on t o  c onti nue i ns tal l rne nt 
pay me nt s , a nd natural ly desires to have the pay me nts 
already made refunde d .  

14 8 .  Leb l ovi c ,  s upra, n. 4 at 71 . 

1 4 9 . E l l i s  a nd Young , sup ra ,  n.  1 2 1  at 5 6 :  An e xte ns i on of 
this de sire t o  i ntegrate t he worke r's fi na ncial 
g oa l s  with t hose of t he s t ockholde r i s  f ound in 
a relative ly s mall nu mber of larger c orp orati ons 
which are p ri ncipally or eve n e nti re ly owne d  by 
the e mp l oyees .  I n  t hese cas e s ,  the c orporati on 
repu rc hases s ha re s  from retiring worke rs and re ­
di s t ribute s t he m  t o  ot he rs ,  e nte ri ng or adva ncing 
wi thi n  t he c ompa ny . 
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15 0 . T he t rue advantage of t he p ower of a c orp orati on to 
purc has e  its own s hares in a me rger or acquis iti on 
is whe re t he s e l le r insi s ts on a c ommon s t ock 
e xc hange t o  avoid i mmedia te taxab i l i ty and the 
purc has ing c orp orati on wa nts t o  make a cas h dea l  
to avoi d equity diluti on. T he .  purc has ing c orp ora­
tion can u se i ts surp lus cas h t o  purc hase a suf­
fic ient numbe r of its own s ha re s , t hus mai ntaining 
its equity base intact ,  and t hen ente r int o  t he 
share exc hange . See E l l i s  and Young , supra ,  n .  121 
at 57. 

151. Ballantine , sup ra ,  n .  7 at 6 0 4 . Detailed B ackground 
Pape rs f or t he Ca nada Bus iness C orporati ons B i l l  
at 9 p rovi des : " C ompl etely new, howeve r, i s  t he 
right of a c orp orati on t o  acqui re its own s ha re s, 
enab l in g  a c orp orati on b ette r t o  ad jus t its fin­
ancial s t ructure to t he needs of the bus ines s ,  
p a rallel t o  t he manne r  and f or t he purp os e  t hat 
c orp orati ons n ow acqui re t heir own debentures 
in market t ra ns ac ti ons . 

152. E l l i s  and Young , s upra ,  n .  121 a t  5 8  n ote a diffe rent 
f orm of di luti on ,  diluti on of d ivide nd p ayments , 
during adve rse indust ry c onditi ons . A c ompany may 
be able t o  maintai n i ts cas h dividend payme r.t by 
reducing t he numbe r  of s hares on whi c h  t he divi ­
dend w ould be payab le by regula rly purc has i ng 
outs tanding s ha res . I t  w ould s eem , hov1e ve r, t ha t 
if funds we re availab l e  f or purc hase ,  t hey would 
have alte rnatively been a vai lable f or maintenance 
of divide nds in any event . 

153. T he pre- tax deductib i l ity of intere s t  pay me nt s  w ould 
b e  one of t he more imp ort a nt reas ons f or s uc h  a 
decis i on .  

154. T hi s  may be because of t he i nc reased tax l iab i l i ty to 
s ha re holde rs or, pe rh�ps more imp ortantly , because 
the inc reased divide nds \vi l l  n o·t be ab le to be 
mai ntai ned in t he future . 

1 5 5 . A -t capital gai ns rates . 

15 6 .  Lebl ovi c, sup ra ,  n.  4 at 72 - 73 .  

157. Get z ,  supra , n.  4 5  at 2 6 . See al s o  B righa ni , "T he 
P rofitabili ty of a F i rm' s Purc has e  of i t s  Own 
St ock ", (19 6 4 )  7 Cal i f ornia Gt . Rev. 6 9 ;  N ote , 

"Rule l Ob- S a nd Purc hases by a C orp orati on of I ts 
Own Sha res ", (19 6 6- 6 7) N ort hwes te rn Univ. Law 
Revie w  3 0 7  a ·t 3 0 9- 3 10 ;  a nd note the comment by 
B rudney a nd C hi re l s t ei n, s up ra , n.  3 0 �  I t  i s  
a rguable , howeve r, ·that a c orp orati on's p rofi tab l e  
i nvestme nt i n  i ·ts elf sugge sts t hat the corp orati on 
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i s  de rivi ng a b e nefit at t he expe nse of t he sel l i ng 
sha re holder. It must be remembe red fi rstly , how­
eve r, t hat i n  such a situati on t he share holde r i s  
neve r ob liged to se l l  a nd se condly , adequate 
di scl osure p rovi si ons imp ose d  on t he corp ora ti on 
a s  a n  " i nside r" (whi ch wil l  be di scu ssed late r  i n  
t hi s  p ap e r) ca n p reve nt t he type of abu se contem ­
p l ated . 

1 5 8 .  Zi lbe r, M. L. ,  " C orp orate Te nde r O ffe rs F or T he i r  Ow n 
St ock: Some Legal A nd F i na nci al C onside rati ons" , 
( 1 9 64 )  3 3  Univ . of Ci nci nnati Law Review 3 1 5 . 

1 5 9 .  E l l i s  a nd You ng , sup ra , n. 1 21 at 5 7 :  " Duri ng a nd 
a fte r ma jor de cli ne s  i n  t he common stock ma rket ,  
such a s  occurre d i n  19 69 - 7 0 , corp orations will 
repurcha se stock be cause t he curre nt market 
pri ce i s  le ss tha n t he pe rceived l ong- te rm value 
of the common share s. " 

1 60 .  Stone , E . M . , " A  C orp orati on's Repurcha se Of I t s  Own 
Share s" , [1 9 7 4 ]  Los Angel e s  B a r  Bulleti n 1 0 6 at 
1 0 6- 1 0 9 .  

1 61 .  Zilbe r, su pra , n. 15 8 at 3 1 9  p rovide s: " T he expe nse 
of pri nti ng a nd mai l i ng not i ce s, rep orts a nd 
divide nd s  t o  smal l sha re holde rs ma y ofte n by d i s­
p rop orti onate t o  or exceed t he ea rni ngs on t hei r 
sha re s, a nd f or that rea son t he corp orati on may 
wi sh t o  e l imi nate t he se ve ry sma l l  holde rs. " See 
a l so E l l i s  and You ng , sup ra , n.  1 0 1  a t  69- 8 4. 

1 62. F rey , M orri s a nd C hoppe r, sup ra , n .  1 0 1  a t  9 3 7 . 

1 63 .  E l l i s  a nd You ng ,  supra ,  n. 1 21 at 5 9  p rovide s: 

A nothe r imp ortant categ ory of re pur­
cha se motive s i s  to p rovide a di re ct 
pe rsonal be nefit t o  i ndividual s  a nd g roup s 
cl ose ly a ssociated with t he repurchasi ng 
corp orati on. A common situati on a ri se s  
wit h  t he de si re of a larg e  st ock holde r t o  
sel l  hi s holdi ng s  f or a ny of a wide ra nge 
of re a sons. If  t he pub l i c market f or t he 
sha re s i s  not broad a nd deep , a se condary 
di st ributi on of a l a rge b l ock of stock 
may lead t o  a sig ni f i ca nt de cli ne i n  the 
quote d  p ri ce of the st ock u ntil t hi s  ove r­
hang ing supply ha s bee n ab sorbed. Su ch 
a ccommodati ons have be en a rra nged at or 
be l ow cu rre nt ma rket quotati ons f or a 
re sig ni ng off i ce r, a f ou nde r's e state , a nd 
a dire ctor1s wid ow ,  a s  we l l  a s  f or large 
owne rs. 



1 6 4. Zilber , supra, n. 1 5 8  at 3 1 8 . 

1 6 5. E l l i s  a nd You ng , s upra, n. 1 2 1  at 5 9  pro vides : 

" Re pur cha s i ng has bee n used as a mea ns 
of b ot h  parti al a nd ful l l iquid�ti on of a 
c orp orati on, typ ical ly a f ter operati ng 
as s e ts have been s old to a nother c orp ora­
ti on. I n  s ome p artial l iquidati ons repur­
chase p r ograms have been exte nded over 
peri od s  of s e veral years . 

A variety of ot her te chni cal or pr o­
cedural diffi culties has bee n res ol ved or 
s i mp ly e l i mi nated t hr oug h repur chas es . 
As s e ts not qualified f or ow ners hip by 
regulated compa ni es have bee n exc ha nged 
f or common s t ock . A ntitrus t s uits aga i ns t  
i nterc orp orate s tockholdi ngs have bee n 
a verte d  t hrough repur chas e .  C ourt s uits 
over voti ng right s ,  l i tigati ons by s tock­
holders ,  a nd e f f orts to obtai n fa vorable 
t ax s tatus have all bee n b e hi nd spe ci fi c  
repur chase pr ogra ms . "  

1 8  

?rom a fi nancial ma nage me nt p oi nt of view, E l l i s  
a nd Young a t  6 3- 9 7  is i ns tru ct i ve . 

1 6 6 .  Kes s ler , s upra , n.  1 2 0  at 6 4 7. 

1 6 7. D odd , supra, n. 6 7  a t  712 .  T he re may als o be ti me 
l i mits atta ched a nd be a vail ab l e  only u nder 
certai n conditi ons . 

1 6 8 .  Le vy ,  s upra , n.  5 at 3 .  

1 6 9 . D odd, s upr a ,  n. 6 7  at 712 .  

1 70 .  Ne mmers , �upra ,  n .  1 1 3  a t  1 6 5 . 

1 71 .  Nus sbaum, s upra , n.  6 6  at 9 8 7.  

1 72 .  Lebl ovi c, s upra, n. 4 at 73 . Ne mme r s, supra , n.  
at 1 6 6 - 1 6 7 pr ovides : 

"O nce a corp orati on' s s tock i s  l i s ted 
on an excha nge , it i s  a common rule of t he 
f i na ncial world that s u ch conp orati on mus t 
be prepared t o  supp ort its s tock on t he 
marke t  a nd guard it from be comi ng t he f oot­
ball of profes s i onal ma nipulators . F or a 
corp oration t o  refus e t o  s uppor t  its ow n 
s tock may be  fata l ,  s i nce depres sed prices 
on the s tock ex cha nge , e ve n  arti f i ciall y  
depre s se d  pri ce s ,  s ooner or l atter affe ct 



s a les a nd credit s ta ndi ng s . T he argume nt 
for permitting a c orp orat i on t o  deal on 
t he exc ha nges i n  its own s t ock t hus is  t he 
s a me as  that w hi c h  s upp orts t he exi s te nce 
of t he exc ha nge i ts e l f ,  the " s t c:bili z ing " 
result ac hieved by free-tradi ng .  Bu·t 
abuses are u nli mited . Deali ngs c onfus e  
ear nings and los ses i n  a nnua l  rep orts u nder 
many modern s tate me nt s  w hi c h  do not dis t i n­
g uis h  betwee n  a n  operati ng s t ate me nt of 
ord inary bus i nes s transacti ons a nd a ge neral 
profit a nd l os s  s tate ment .  Suc h  ma nipula ­
tions may throw a c orpor ati on i nt o  i ns ol­
ve ncy or deeper i nt o  i ns olve ncy . I t  is true 
t ha t  t he ma jor ity Ameri ca n  rule is hem med 
i n  by t he usual fraud a nd fiduciary quali­
ficati ons , but t hese may be s mall c omf ort 
when 

·
the bur de n  of s howi ng vi olati ons i s  

on t he pla i nt i ff s t ockholder ,  espec ia l ly 
w he re t he c orporati on i s  l arge a nd t he 
s tockholder s mall . " 

1 9  

Berle ,  A . A .  and Mea ns , G . C . , T he Modern C orporat i on 
a nd Private P r op erty , T he Mac milla n  C ompa ny ,  New 
York ( 1 9 3 2 )  a t  1 74- 1 75 p r ovide : 

" O n  t he other ha nd, there is  s omethi ng 
to be s aid for permi tti ng a c orp orati on t o  
buy s hares of its own s t ock , especially 
where t he market mac hi nery has temp orarily 
broke n d own. Duri ng t he panic of N ovember, 
1 92 9 , many c orp orati ons were urgently asked 
t o  use their s urplus funds for such purcha s e �. 
T he i ncide ntal e ffect was t o  s hift t he a s s et 
values of the re ma i ni ng outstandi ng s hares . 
But t he motive was t o  pr ovide market pur­
c-ha s e s  for s hares of s t ock, a nd to keep 
runni ng t he me c ha ni s m of t he public market . 
I t  is difficult t o  regard t hi s  proces s  as 
a nythi ng ot her t ha n  a legi timate use i it 
was , i n  fact, t he only availab le means of 
s a feguard i ng a dece nt market appraisal f or 
t he bulk of t he s t ock holders . 11 

Although their view was s ub seque ntly critici zed 
by Nus sbaum, s upra ,  n. 6 6  a t  9 8 6- 9 9 0. t hey repea·ted 
it verbati m i n  t he revised e diti on of t heir work 
in 19 6 8  at 1 6 0 . 

1 73 .  Get z ,  supra, n .  45 at 33-34. 



1 74 .  Hos k owit z ,  M. R. , "C orp orate Stock Repurc hases Unde r 
T he Securities Exc ha nge Act of 1 9 3 4 11 , (19 71 )  5 1  
Neb raska Law Review 1 9 3  a t  2 2 6  • 

. 1 75 .  Davi s v .  Pe nnz oil C o. (1 9 6 9 )  2 6 4  A .  (2d)  5 9 7 (Pe nn. 
s.c.). 

1 76 .  Kes s l e r, s up ra ,  n. 1 2 0  a t  6 4 8 . See als o E l l i s  a nd 
Young , s up ra ,  n. 1 2 1  at 5 8- 5 9 . 

2 0  

1 77. C hef£ v .  Mat he s  (19 6 4 )  l 9 9A (2 d )  5 4 8  (Delawa re S. C .) ;  
s e e  Be rqmann, E . W . , " Di re c to rs ' Rig ht t o  Pu rc has e  

C ompa ny Shares Wit h  C ompa ny Funds " ,  (19 6 5- 6 6 )  
C orp orate Practice C omme ntator 3 6 2 ;  s ee al s o  
N ote , " Buy i ng Out I ns urg e nt Shareholde rs Wit h  
C orp orate Funds " ,  (1 9 6 0 - 6 1 )  70 Yale Law J ou rnal 
3 0 8 .  

1 78 .  Leb l ovic ,  supra , n.  4 at 74 . Re lated t o  this iss ue 
of mai nte nance of c ontrol i s  t hat of rete nti on of 
a n e s tab li s he d  p olicy i n  a p rivate c orp ora ti on. 
Com me nt i ng on t hi s ,  C ounihan, s u pra, n. 1 3 8  at 
1 3 9  p rovides : 

"This w ould be p a rticul a rly app l i ­
c able t o  c l os e  c orp orati ons whi c h  c la s s i ­
ficati on comp ri s e s  a s i zeable p rop orti on 
of all c orp orat ions .i n t he United States .  
T he purchase of a b l oc k  of s t oc k  i n  a 
c l os e  c orp orati on by a n  outs ide r mig ht 
c reate a c omplete c ha nge i n  p olic y ,  ma nage ­
me nt a nd ea rni ng capacity f or t he c orp ora ­
ti on .  Ma ny ye a rs of ha rd w ork in deve l op ­
i ng a c l os e  c orp orati on may b e  je opard i zed 
by t he s a le of s ome s t ock to a s tranger 
whose only int e re s t, f or i ns ta nc e, i s  the 
p ay me nt of divide nds . Suc h s ales may ofte n 
be av oided duri ng t he l i fe t i me of t he s t ock­
holder by purc hase of ava i l ab le s t ock by 
othe r s t ock holde rs or by t he c orp orati on 
i t s e lf . " 

1 79 .  Leb l ovic ,  s upra ,  n .  4 a t  74 . 

1 8 0 .  I nte ri m  Rep ort of t he Select (Lawre nce )  C ommittee on 
C ompa ny Law, O ntari o, (1 9 6 7) para .  5 2 8 .  (He re i n­
a f te r  refe rred t o  as  the L awre nce Rep ort .) A 
purc hase of s ha re s  i n  such c i rcums ta nces was als o 
felt t o  be the mos t i mp orta nt reas on f or t he e xi s ­
te nce of t he p owe r by I ac obuc c i ,  s up ra ,  n .  5 1  at 
119 . 



2 1  

1 8 1 .  Kes s ler , s u pra , n .  1 2 0  at 6 47- 6 48 .  

1 8 2 .  S ee generally Leblovic , supra , n .  4 at 75- 76 . 

1 8 3 . Apart fro m adminis tration cos ts , the maj or tax liab ility 
aris e s  by virtue of the " deemed didpos i tion on 
de ath " o f  the deceas ed ' s capital property under 
s ection 70 (5 ) o f  the Inc o me Tax Act , s.c. 1 9 70 -71-
72 , c. 6 3  ( as amended )  which g ives us e to a capital 
gains tax . The s ituation i s  not so acute , however, 
a s  in other provinces s ince Alberta does not levy an 
e s tate tax on a deceased ' s  estate or a s uc c e s sion 
duty on the he irs . 

1 8 4. Both the requirements o f  liquidity and maintain ing· the 
corporation " clos e "  are s atis fied in this "tvay . S e e  
Good man , W . C . , " Corporate Share Pur cha s e  Schemes I n  
E state Planning " [1 9 74] 1 Es tates and Trusts Quar­
terly 2 2 7  for a further d i s c us s ion o f  the p roblems 
and the use of the corporate purchas e  tool in 

-

e state p lanning in Ontario . The fac t  that the 
corporation itself can hold the policies and p ay 
the premiums i s  an imp ortant advantage . The 
basics o f  the plan used in the United States i s  
outlined b y  Counihan , supra , n .  1 3 8  a t  1 40 - 1 41 :  

" Briefly the mechanics of such p lan are 
that ins urance is procured on the l i fe o f  
the stockholder and a trustee i s  named a s  
benefic i ary of the policies . Ordinarily i n  
a close corporation mo s t  o f  the s to ckholders 
are officers or dire ctor s , or in s o me measure 
active ly take p ar t  in the bus ines s and there 
is no que s tion that the corporation has an 
insurable interest in the l ives o f  s uc h  
officers who are mainly respons ib le for its 
succes s .  The corporation has no insurab le 
intere s t  in the live s of s tockh nlders merely 
through such rel ationship alone , but ordin­
arily special services , skill , and knowledge 
contributed by the s tockholders , mos t  of v1h o m  
are usually employee s ,  in a clos e corporation , 
will furnish an ins urable interes ·t .  It has 
been held that ins urab le interests exi s t  in 
the l ive s o f  s tockholders in a c l o s e  corpora­
tion inas much as there i s  a threat o f  o ut­
s iders entering the busine s s  to the detri ment 
of exi s ting s tockholders upon the d eath o f  
present s tockho lders . 

The agreement be bveen corporati o n  and 
s tockholder provides that on the d eath of 
the s tockholder the proceeds o f  the p olicie s 
will be paid to the es tate of the deceased 



by the tr�stee , a nd the s tock will be 
tra ns fe rred to the corpo ration. To 
i ns ure the ful f i l lment of the ag reeme nt 
and the p rocurement of the s tock by the 
co rpora ti o n, the de s i red numbe r ·:::>f s ha re s  
to be sold to the corpo ration i s  deposited 
wi th t he trus tee with the rig hts inc ide nt 
t o  s uc h  s tock , such as dividends , vo ti ng , 
s tock " sp li t-ups ", s tock divide nds , etc . , 
remai ni ng with t he s hare ho lde r o r  give n 
to the tru s tee by powe r of attorney . T he 
use of a trus tee a nd the depos i t  o f  the 
s tock avo ids dis s e ns io n  a nd a c ha nge of 
mi nd by the parties at a later date • • •  
Such a p l a n  not o nly provides the corpo ra­
tio n with l iqui d fund s  w he n  requi red, but 
a ls o  permits the deceased s hare ho lder's 
estate a p rope r p rice fo r the s tock as 
wel l  as the advantage of ready cas h to 
meet t he usual hig h  estate taxes ,  expe ns e s  
of admi nis tratio n a nd last i l l nes s ,  a nd 
burial expenses . T he p urc has e  price to 
b e  p aid by the corpo rati o n  can be ag reed 
upo n  during no rmal times without the s tres s  
of g rief a nd death. A p re-a rranged p l a n  
o f  evaluatio n• df the stock i nte 1:e s t  o r  a 
s tated p rice of s ale can be arrived at 
duri ng the deceased's lifetime a nd s u bs e ­
que nt disputes avoided . " 

2 2  

1 8 5 . Couni ha n, s up ra ,  n .  1 3 8  at 1 41 p rovides :  " This 
p roblem does not exi s t  i n  large co rpora tio ns where 
s tocks a re f reely traded o n  the s tock exc ha nges , 
but is conf i ned to small , close corpo rati o ns . 
Mo re ha rmo nious relati ons can s ometimes be 
obta i ned by the e l imi nation o f  a n  a ntago ni s tic 
s ha re ho lde r, a nd in the ab s e nce of a ready ma rket 
for his s ha res o r  a sale to o ne or the o the r  
s tockholde rs , purc hase o f  hi s s ha re s  by the 
corporati o n  is the o nly a nswe r." See also Cary ,  
sup ra ,  n. 1 1 6  at 1 5 8 9  where a n  example o f  s uch 
a s ituatio n  i s  give n .  

1 8 6 .  Levy , sup ra ,  n. 5 a t  1- 2 .  

1 8 7. Ballanti ne ,  "Ques ti ons of Pol i cy i n  D rafti ng ·a .Mode rn 
Corpo ratio n Law", (1 9 30- 31 )  1 9  Californi a La w 
Review 4 6 5  at 4 79 .  

1 8 8 . Morawetz , Private Co rpo ratio ns (2 d ed . )  1 1 3, E ng lis h 
juri s ts s uppo rted the Enolis h rule o n  s imi lar 



2 3  

gr ou nds . F or exa mple , P e nni ngt on, R. , C ompa ny Law 
(3d ed . ) ,  Butterwort h' s ,  L ond on, (19 73 )  at 1 6 0  

p r ovides t hat t he rule p reve nt i ng a corp orati on 
f r om pur cha s i ng its own s hares is part of the 
l arger rule preve nt i ng a n u naut hori sed reducti on 
of t he is sued capital of t he corp orati on whi ch i s  
des i g ned t o  e nsure t hat credi t ors are not defrauded 
by t he company 's ass ets b e i ng dis tributed amongs t 
its s hare holders , or by t he comp a ny relea s i ng its 
s hare holders (ofte n i ncludi ng t he dire ct or s }  fr om 
l iabi li ty f or u ncalled capital , a nd t o  e nsure t hat 
a ny reducti on of capital i s  fair as betwee n dif­
fere nt classes of me mbe rs of t he corporat i on .  

1 8 9 . Bal la nt i ne on C orp orati ons , s upra , n. 7 at 6 0 3 .  

19 0 .  Nus sbaum, s u pr a ,  n .  6 6  a t  9 9 3 .  

1 9 1 .  I a cob u cci ,  supra ,  n. 5 1  a t  1 1 9 . 

1 9 2 . Ma chen, Moder n Law of C orp orati ons , s e c. 6 2 6 . I t  can 
b e  argued as we l l ,  however ,  t hat a s olve nt corp ora­
t i on could dis tribute divide nds i n  s u ch a situat i on 
i n  a ny eve nt a nd t hereby s i milarly redu ce its 
a s sets . 

1 9 3 .  C ary , supra , n.  1 1 6  at 15 9 0 . Nus sb au m, s u pra, n.  6 6  
at 9 9 5- 9 9 6 .pr ovides t hat t he A meri ca n  common law 
rule de nied pr ote cti on t o  a creditor who ca me i nt o  
exis te nce after t he purchase was a ccomp l i s hed, the 
poi nt appar ently bei ng t hat i n  such a situat i on 
t he credit or is not de pri ved of a ny r ig ht or 
i nteres t  he ever had i n  t he company. He s uggests , 
however, t hat reliance on t he exi s te nce of capital 
once i s sue d must be prote cted eve n if the re ly i ng 
creditor a cquires his right a fter t he capital s tock 
has b e e n  i mpaired . T he p r ob l e m  may be differe nt 
where t he creditor i n  acquiring his right has k now­
ledge of t he pur chase s i nce d e ny i ng pr ote cti on t o  
hi m w ould be less ob je cti onable . 

1 9 4. Nus sb au m, s u pra, n.  6 6  at 9 8 5 .  

19 5 • .  H or ns te i n, supra1 n.  17 at 6 1 5 . It i s  als o argued 
t hat t he mere exi s te nce of t he p ower to pur chas e 
s hares may give rise t o  ras h spe culati on i n  t he 
market by t he direct ors : H oward, J . L . , " T he 
P r op os a l  f or a New Bus i ne s s  C orp orati ons Act f or 
C a nada : C oncepts a nd P ol icies " ,  (1 9 72 )  L . S. U. C . 
Spe cial Lectures 1 7  at 43 . T his can be " e conomi­
cal ly u npr oductive and bas i ca l ly more vici ous t ha n  
spe culati on i n  t he s e curities of ot her companies " :  
Levy , supra , n. 5 at 8 .  



2 4  

1 9 6 .  Levy , s upra, n. 5 at 2 5 - 2 6 .  

19 7. Levy , s up ra ,  n.  5 at 2 6 .  

1 9 8 .  H orns tei n, s up ra ,  n .  1 7  a t  6 1 5 . I n  s upp ort i ng t he 
Eng lis h p os iti on, G ore-B row ne on C ompanies , s up ra ,  
n .  3 4  a t  2 78 p rovi des t hat t he rule i n  T revor v .  
Whitworth has t he dual purp os e  of mai nte na nce of 
cap ital f or t he p rote cti on of credit ors a nd p re� 
ve nti on of t he di re ct ors s tre ng t he ni ng t heir 
p os it i on i n  t he e omp a ny t hrough t hei r u s e  of vot i ng 
rig hts atta ched t o  s hare s  purchased a nd he ld by 
the comp a ny .  

19 9 .  Ameri ca n Rai lway F rog C o. v. Have n (1 8 6 9 )  1 0 1  Mas s . 
3 9 8 ;  Ex P a rte H olmes (1 8 2 6 )  5 C ow .  (N. Y. ) 42 6 .  
N or may t he st ock be voted if he ld i n  t he na me of 
a trustee f or t he be nefit of t he corp ora ti on :  
Ex P a rte H olmes , s up ra ;  or i f  i t  i s  he ld b y  t he 
corp orati on as p ledge e :  B re s te r  v .  Hart ley (1 8 6 9 )  
3 7  C a l. 15 . 

2 0 0 .  Levy , sup ra ,  n .  5 a t  6 ;  Nemme rs , s up ra ,  n .  1 1 3  a t  1 6 6 .  
Ia cobucci ,  supra ,  n .  5 1  a t  1 2 0  exp lai ns : "F or 
exa mp le ,  if t he d i re ct ors as a g roup cont rolled 
45 % of t he outs ta ndi ng vot i ng s ha res , t hey cou ld, 
by caus i ng the corp orati on t o  purcha s e  1 1 % , e nd 
up havi ng a n  abs olute ma jority of the vot i ng 
s ha res . "  

2 0 1 .  Nus sbaurn, supra , n.  6 6  at 9 8 6 . Zi lb e r, s upra , n. 1 5 8  
at 3 2 8 , i n  speak i ng of t he p rob le m  of rete nti on of 
cont ro l by mea ns of corp orate s ha re purchas es , 
p rovide s :  "A greate r nu mb e r  of s ha re s  mus t be 
purchased by the corp orati on in orde r to ma nage ­
me nt t o  retai n control t ha n  i f  manage me nt purchased 
t he s ha re s  pe rs ona lly [be caus e t he s ha res purchased 
by the corp orati on do not carry v oti ng rig hts ] .  
H oweve r, t hose i n  cont rol b e nefit by s u ch corporate 
purchas e by not havi ng to exp e nd a ny of t he i r  own 
funds . Not surp ri s i ng ly t he courts have f rowned 
on t his p rocedure . "  

2 0 2 .  G owe r, supra ,  n .  2 4  at 1 1 2 . 

2 0 3 . Note , supra ,  n .  1 77 at 3 0 8 .  

2 0 4. D odd, s up ra ,  n. 6 7  at 6 9 7- 6 9 8 .  T hi s  was t he sub s idiary 
reas on f or p rob hibi t i ng a corp orati on f rom pur chas­
i ng its ow n s hares laid d own by L ord Na cnag hten in 
T revor v .  Whitw orth, sup ra ,  n.  1 at 4 3 5 . 

2 0 5 . Ande rs on v .  Albert & T .  M.  Ande rs on Mfg . C o. ( 1 9 5 0 )  
32 5  Mas s .  3 4 3 .  



2 5  

2 0 6 .  N ote, supra ,  n. 1 77 a t  30 9 - 31 0 . 

2 0 7. Mar t i n  v. Ameri ca n  Potas h & C h��. C o. (1 9 5 2 } 33 Del .  
C h. 2 34 ;  K ors v .  Carey (1 9 6 0 )  1 5 8  A .  (2d )  B . C .  
T he propriety of t hi s  p os iti on will be exa mi ned i n  
t hat part of t he paper deali ng with p os s ib le· s afe­
guards . 

2 0 8 .  Levy, s upra ,  n .  5 at 7. 

2 0 9 . Nemmers , s upra, n. 113 at 1 6 6 .  C har les w orth' s C ompa ny 
Law (9 t h. ed . ) edited by T .  E .  Cai n, Steve ns & 
S ons , L ond on, (1 9 6 8 )  at 1 4 4  supp orts t he E ng li s h  
rule on t he b a s i s  t hat i t  e ns ures t hat a ny reduc­
t i on of capital i s  equitab le a s  betwee n t he s hare­
holders of a corp orati on. I n  effect ,  it preve nts 
t he p os sibi l i ty of t he direct ors of a compa ny from 
s howi ng a prefere nce to one s hare holder or g r oup 
of s hareholders (whi ch may or may not i nclude one 
or more of the dire ct ors t he ms e lves ) by havi ng t he 
c ompany purchas e  only t he ir s hare s . 

2 10 . B a l l a nti ne ,  s upra , n.  7 at 6 0 9 .  

2 11 . Brudney a nd C hire l stei n, supra, n .  12 2 at 4 6 0 .  

2 12 . Zilber, s upra, n .  15 8 at 32 8 .  Stevens , C orpora ci ons 
(1 9 49 at 2 78 comme nts on t he p os iti on of s hare holders 
of t he same clas s :  

[T ] he agreeme nt betwee n t he m  con te mp lates 
equal dis trib uti on of corp orate l os se s  a nd 
equal distributi on of corp orate as sets , 
after t he sat i s f a cti on of credi t ors . A 
share holder may prote s t  i f  t he corp orate 
pur chase of t he s hares of another me mber 
wil l  have the effe ct of i ncre asi ng t he 
b urde n of corp orate liab ility of t hos e who 
re ma i n  s hareh olders , f or t he fund appli c­
ab le t o  coro orate aebts has bee n redu ced • 0 
by t he a mount of t he purchase pri ce .  T he 
c or ol l ary of t hi s  i s  t hat the pr o rata 
s hare w hi ch e a ch me mb er will re ceive up on 
dis s ol uti on will be less t han the a�ount 
whi ch has bee n pai d t o  the me mber \vhose 
s hares have bee n p ur chase d .  Thi s  obje cti on 
would be val i d  whether t he purcha s e  were 
made out of capi tal or out of s urplus . I n  
other words , e a ch s hare holde r  has a right 
t o  i ns is t  that, i f  t he s hares of a ny ot her 
me mber are purchased by t he corp orati on, 
t here wi l l  be a bre a ch of the contra ct be­
tween the members , unles s  the pri ce paid 
d oes not ex ceed t hat a mount w hi ch t he 
ot hers would re ceive i f  t he corp orati on 
were di ss olved .  



2 1 3 .  Brudney a nd C hire l s te i n, supra,  n .  12 2 at 4 6 1 .  

2 1 4. Note , s upra , n.  15 7 at 3 0 7  a nd furt her a t  3 1 0 :  " T here 
may be fraudu lent p urposes , too , as whe n  s hare s  

2 6  

are repurchased wit h  knowledge t hat t he u nreaso nably 
low price wi l l  e nhance t he liquidation s hare of t he 
r e ma i ni ng s hare ho lders . Share ho lders w ho s e ll dir­
ect ly to t he corporatio n, s hareholders who se l l  on 
t he ope n market at t he t i me t he corporati o n  is 
p urcha s i ng ,  and buyers w ho purc hase at t he t i me of 
t he repurchases may b e  da maged because i mporta nt 
facts are mi s s repres e nted or withhe ld from t he m. " 

2 1 5 . Go"rer ,  supra, n. 2 4  at 1 1 2 . 

2 1 6 . Frey , A .  H . , " Share ho lders '  P re-e mptive Rig hts " ,  (1 9 2 9 )  
3 8  Yale Law Journa l  5 6 3  at 5 8 0 . T here i s  no cor­
respondi ng i nherent right of pre-emp ti o n  i n  C a nada : 
Harris v .  Su mner , 3 9  N . B . R. 2 0 4 . 

2 1 7. Levy , s upra ,  n .  5 a t  5 - 6 ; Couni ha n, sup ra ,  n .  1 3 8  a t  
1 4 2 . 

2 1 8 .  Levy , supr a ,  n.  5 at 8 .  

2 19 .  Brud ney a nd C hire l s te i n, supra, n. 122 at 4 6 3 . 

2 2 0 .  Supra , n. 1 2 2  at 46 3 - 4 6 4. 

2 2 1 .  Couni ha n, s upra ,  n .  1 3 8  at 1 4 2 . 

2 2 2 .  Nus sbaum, s upra ,  n .  6 6  at 9 8 8 ; t he va lua ti o n  o f  treasury 
s tock resti ng on artificia l ly manage d  q uotati o ns 
i s  i n  i ts e lf mi s leading to t he genera l i nve s t i ng 
pub lic . Levy ,  s upra , n. 5 at 2 6 - 2 7  provide s t hat 
p eop le who buy s hares o n  the market re lyi ng on t he 
company ' s  earni ng s  are likely to be mis led i nto 
be lievi ng t hat t he profits were rea l i z e d  from t he 
p rimary activity of the company a nd t hat t hey were 
i ndicative of a hea lthy s tate o f  affairs . 

2 2 3 .  Nemmers , supra , n. 1 3 3  at 1 6 7. Nus sbaum, s upra , n.  
6 6  at 9 8 9 - 9 9 0  s tates : " Eve n a boom may be ma nu­
factured by a co mpany 's p urc has e o f  its mvn 
s hares • • . •  T he boo m s tock price may b e  used to get 
hig her loa ns upo n  treas ury s tock, he nce mea ns for 
further pruc hases • . .  , under t he American rule , com­
pa nies may s e l l  t heir own s hares s hort . Irrespec­
tive of whether t he compa ny is  a bul l or a bear , 
t he directors are i n  a s i tuatio n whereby t hey ca n 
eas i ly profit fro m its specu lati o ns by private 
dea l i ngs in co mpany stock . " 

2 2 4 .  Ballanti ne ,  s upra, n .  7 at 6 0 9 . 



2 2 5 .  Ne mme rs , s upra , n. 1 3 3  at 1 8 3- 1 8 5 . T he deta i l s  of 
ac c ou nt i ng procedure wi l l  be exami ned i n  more 
detail i n  t hat part o£ t he pape r deal i ng wit h p os ­
s ib le s afeguards . 

22 6 .  

T he decepti on (whi c h  a l s o exi s ts i n  t he 
a s s e t  t he ory ) i s  best s how n by a n  i llus t ra­
t i on rat he r  t ha n  by an abs t rac t discus s i on .  
Assume a s urplus of $ 1 0 , 0 0 0 .  T hi s  s u rplus 
can be us ed ove r  a nd ove r aga i n  to make pur­
c ha s e s  a s  l ong as no s i ngle purc hase exceeds 
$ 1 0 , 0 0 0  (or t he a mount o£ t he s u rplus ) a nd 
t hi s  b ecau s e  each t i me s uc h  a purc ha s e  was 
made it w ould res ult in a dec reased sum f or 
the net capital (i . e . , the legal cap i tal 
s t ock l e s s  the t reasury s ha re s )  i n  t he exact 
amou nt of t he purc hase whi c h  w ould " ·u nbalance " 
the l i ab i l i ty s ide o£ the balance s heet a nd . 
give ris e  t o  a n  automatic i nc reas e i n  t he 
surp lus acc ount i n  t he exact a mount of t he 
purc hase (as s u mi ng that t he surplus acc ou nt 
has be� n c harged i n  the f i rs t  place with t he 
purc ha s e  as  a deducti on) . T he net res ult is 
t hat we have dec reased an a s s et (usually 
cas h) a nd decreased a liab i lity (ex hyp ot he s i  
t he net capital s tock accou nt)  a nd have not 
affected t he s u rp lus acc ou nt (as s umi ng t hat 
t he s tock was b ought at p a r) . The f ol l owi ng 
s i mp l ified balance s heets show t hi s : 

Bef ore purc has e :  

Cas h $ 1 0 0 , 0 0 0  Capita l  St ock $ 9 0 , 0 0 0  
Surplus 1 0 , 0 0 0  

$ 1 0 0 , 0 0 0  $ 1 0 0 , 0 0 0  
Afte r p urc has e  of $ 1 0 , 0 0 0  s t ock a t  p a r  with caslL 
Cas h $ 9 0 , 0 0 0  Cap i tal St ock $ 8 0 , 0 0 0  

Surplus 1 0 , 0 0 0  
$ 9 0 , 0 0 0  $ 9 0 , 0 0 0  

I f  s t ock i s  b oug ht b e l ow p a r, t he re will be a n  
i nc rease a nd i f  i t  i s  b oug ht ab ove p a r, a 
dec rease i n  surplus . 

Nus sbau m, s upra , n. 6 6  at 9 8 9 p rovides : 

A not he r example of t he a mbiguous and 
mis leadi ng cha racte r  of t reasury s t ock is 
to be f ou nd in t he fact t hat i t  may be 
ma nipulated i n  such a way t hat a b ook 
p ro£i t  res ul ts on b ot h  a ris i ng a nd a 
fal l i ng ma rket . If t he ma rket i s  ris i ng ,  

2 7  



t he ma nage me nt may resell t he s hare s ab ove 
t he purc has e price i on a dr oppi ng market , 
t he s t ock ma y be cancelled , a nd t hus t he 
i s s ue d  capital ite m on t he liab i lities s ide 
wi l l  be reduced to t he a mount of t he face 
value of t he s hares cancelled (or t he 
credited value whe n  t he s hares are without 
par value ) . Here a b ook p r ofit equal t o  
the differe nce between t he p a r  value a nd 
t he purc ha s i ng price (if it was be l ow par ) 
wil l  result . I t  is c lear t hat b ook pr ofits 
ari s i ng fr om t he pur c hase by a c orp orati on 
of its ow n s hare s s hould be s how n s eparate l y  
from earned surplus . A t  t he pre s e nt ti me ,  
however , l oos e methods of acc ounting f or 
thi s  i tern are g e nerall y prevale nt .  l\1ore over ,  
although such dis trib uti on s hould b e  de clared 
i l legal , dividends are freque ntly decl ared on 
treasury s tock . All t hese tactics are apt 
to vei l  a p oor bus i ness c onditi on. 

2 7a 
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2 2 7 .  I nter i m  Brief of t he I nves t me nt Dealers As s ociati on of 
C a nada ( 19 6 7 ) prese nted t o  the Lawre nce C ommittee . 
See , ge neral ly ,  Leb : ovi c, s upra, n.  4 at 6 7- 6 8 .  

2 2 8 . Supra, n. 6 5 , para 1 6 8 .  T hi s  was als o t he conclus i on 
rea ched by Ia cobucci , supra, n .  51 at 12 0 - 12 1 :  
"We adopt t he conclus i on of t he Je nki ns C ommi ttee ,  
whi ch als o re je cted t he adopti on of the p owe r ,  i n  
s ay i ng we d o  not believe t he case f or comp a nies 
nee di ng t he p ower has been s hown to outwei g h  the 
s eri ous dis advantages whi ch exis t . 11 

2 2 9 . S upra , n. 6 6  a t  9 9 0- 9 9 1  

2 3 0 . W or mser, I .  M . , "T he P ower of a C orp orati on t o  A cquire 
Its Own S t ock , " ( 19 1 4-1 5 )  24 Yale Law J ournal 1 7 7 . 

2 3 1 .  I d .  a t  1 8 3 . 

2 32 .  I t  has s ome ti me s  been argued t hat i t  i s  theoreti cally 
a nomal ous f or a corporati on t o  be a s hare holder of 
i ts e l f  a nd that f or this very reas on a cqui s i ti on of 
its own s tock rp.us t be u nl awful . I t  i s  diffi cult 
to abide by t his argume nt, however, a nd yet recog­
ni ze t he exis te nce of ex cepti ons t o  t he s tri ct 
pr ohibi tive Engl i s h  rule i n  Trevor v .  Whi tworth. 
Nus sbaum, s upra ,  n.  6 6  at 9 9 1 ,  s tates that a l though 
t hi s  argu me nt certai nly g oes t oo far, " it is true 
t ha t  the concept of a corp orati on b e i ng its own 
s hare holder is , b e cause of i ts over-artif i cial 
chara cter ,  u ns ou nd i n  its i ncepti on a nd pr oductive 
of numer ous a nd highly u ndes irable twilight 
phenome na . " 

2 3 3 .  Levy , s upra , n. 5 at 1 0 . 

2 3 4 . I d .  at 3 1- 3 5 .  

2 3 5 . New E ngl and Trus t C o. v .  Abb ot ( 1 8 9 4 )  1 6 2  Mas s . 1 4 8 . 

2 3 6 . C ICA, Re comme ndati ons Relati ng t o  B i l l  C . 2 l,3, T he 
C a nadi a n  Busi nes s C orp orati ons Act ,  ( 1 9 7 4 )  at 
5-2 - 5- 3 .  

2 3 7 .  I d .  a t  5 - 4 . 

2 3 8 .  T hi s  was the argu me nt of t he Bri ti s h  C olumbia bra nch 
of the Canadia n B ar Ass oci ati on i n  their C o�me nts 
on P r opos ed B .  C.  C ompa nies Act (Bi l l  6 6 )  ( 19 72 )  
at 1 1 4 . 

2 3 9 . C ICA , s upra, n. 2 3 6  at 5- 4 .  
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2 4 0 .  W or mser , s u pra , n. 2 3 0  at 1 8 1 .  I ndeed ,  eve n t he Je nk i ns 
C ommittee , supra , n. 6 5  a t  para . 1 6 8  agreed: "I n 
our view , if t he C ompa nies Act were a me nded to give 
a l i mited compa ny a ge neral pmver to buy its ow n 
s hares it w ould be ne ce s s ary t o  i ntr oduce s tr i nge nt 
s afeguards t o  pr ote ct b ot h  credit ors a nd s hare ­
h ol ders . �'le t hi nk i t  w ould be p os s ib le t o  devi s e  
e ffe ctive s afeguards a nd w e  d o  not t hi nk t hey need 
t o  b e  u nduly compli cated . "  

2 4 1 .  S u pr a ,  n .  1 8 0  at 3 5 . See als o Leb l ovic, s upra , n. 4 
at 7 6 : "A meri ca n  the ory a nd practi ce has been 
outl i ned to s how that t he competi ng i nteres t s  of 
t he creditor a nd the comp a ny may be p r operly 
b a lanced by s eve ral compre he ns ive types of s tock 
pur chase l egis lati on,  whi ch are s uffi ci e ntly 
liberal to a l l ow the company t o  e njoy the b e nefits 
of red e mpti on, while contai ni ng s afeguards t o  
preve nt t he corp orati on fr om pre judi ci ng t he 
i ntere s ts of t hird p arties . "  

2 4 2 . Supra , n. 1 2 0  at 6 5 1 .  

2 4 3 . W or mser , s u pra , n. 2 3 0  at 1 8 8 . T he nee d  f or a g e neral 
p ower to purchase f or Alberta c ompani e s  was s tressed 
i n  a p aper pre se nted to t he Bus i ness Devel op me nt 
a nd T ouris m  departme nt of t he Alberta g overnme nt 
by R. HcD a niel .  I n  his pres e ntati on Mr . I�cDaniel 
e mp has i ze d  that immediate a cti on to all ow Alberta 
companies to pur chase t heir ow n s hare s  could effe ct 
s i g nif i ca nt gains i n  the contr ol of a number of 
s maller oil a nd gas companies by Alberta ns (a nd 
C a nadia ns )  . 

2 4 4 .  G ower ,  s uora ,  n. 2 4  a t  1 1 4 . 

2 4 5 . Leb l ovi c, s u pra , n . 4  at 6 4 .  

2 4 6 . I d .  at 6 8 .  

2 4 7 .  I d .  at 6 7 .  

2 4 8 .  I d .  at 73 . 

2 4 9 . Supra , n.  2 4  at 1 2 2 - 1 2 3 .  

2.5 0 .  Supra , n. 1 2 0  at 6 5 1- 6 5 3 . 

2 5 1 .  Id . at 6 6 2 . See als o W ormser , s upra , n. 2 3 0  at 1 8 0 .  

25 2 .  Some Ameri ca n  authors (Ke s s ler , s u pra , n. 1 2 0  a t  6 5 3-
6 5 6 ; He nn, supra , n. 12 7 at 6 8 6 , Ballanti ne ,  s u pra , 
n.  7 at 6 9 6 )  i nclude rede e mab le s hares i n  t his 
cl a s s i fi cati on as wel l . Rede mp ti on i s  a separate 

t opi c, however , a nd is bey ond t he s cope of t his pape r .  
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2 5 3 .  Supra , n .  1 2 0  at 6 5 7 .  

2 5 4 . S�pra , n .  2 12 at 2 7 8 . Pollis , s upra , n .  1 3 1  a t  4 2 3  
provides : " There is l i tt le opportunity for abuse 
here , for the shares acquired , genera l ly , will 
constitute a s uperior and more de fini te as s e t  
than the consideration p aid b y  the corporation . "  

2 5 5 . But not in Alberta private companies : section 1 4  o f  
the Companie s  Ac t .  See also on thi s  point in 
relation to the B .  C .  Act : Get z , s upra , n .  4 5  a t  
1 7- 1 8 .  

2 5 6 .  The CICA , s upra , n .  2 3 6  at 5 - 3  agreed s tating that 
although the s e ttlement or compromis e  o f  a debt 
to the corporation appe ars to be on many occasions 
a legitimate p urpose not eas i ly achieved by o ther 
mean s , the privilege can be subj e c t  to abus e and 
hence s a feguards in the form o f  director re sponsi­
bility would be appropriate . 

2 5 7 .  Kes s ler , supra , n .  1 2 0  at 6 5 8 .  

2 5 8 . Pollis , s upra , n .  1 3 1  a t  4 2 4 .  

2 5 9 . Get z , s upra , n .  4 5  at 1 7 . 

2 6 0 . Kes s ler , supra , n .  1 2 0  at 6 5 9 - 6 6 0 . 

2 6 1 .  Id . a t  2 6 0 . 

2 6 2 . Dodd , s upra , n .  6 7  at 7 1 6 - 7 1 7 . 

2 6 3 .  S upr a , n .  1 2 0  at 6 6 0 . 

2 6 4 . Note , s upra , n .  1 5 7  a t  3 1 0 . 

2 6 5 .  Levy , supra , n .  5 a t  1 0 ; Horn s tein , s upra , n .  1 7  a t  
6 1 9 - 6 2 0  and 6 2 6 .  

2 6 6 .  Levy , supra , n .  5 a t  1 0 . 

2 6 7 .  Nemmers , supra , n .  1 1 3  a t  1 6 9  s tate s : " Mos t s tates find 
fraud when the corporation is insolvent • • • •  But the 
definition of fraud beyond the insolvency s i tuation 
varies widely . "  
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2 6 8 .  For example , in an action for fraud or de ce i t , _  the 
plaintiff buyer or s eller of s hares ntu::> t show by 
clear and convincing evidence : ( 1 )  a fal s e  rP.pre­
s entation ; ( 2 )  in reference to a material fac t ;  
( 3 )  with knowledge o f  the fal s i ty ;  ( 4 )  and inten·t 
to deceive ; ( 5 )  reliance on the representation ; and 
( 6 )  damage . Note , s upra , n .  1 5 7  a t  3 1 0 . 

2 6 9 . I d .  at 3 11 . 

2 7 0 . Warren , s upra , n .  1 2 5  at 5 4 7 . 

2 7 1  Coun ihan , suora , n .  13 8 a t  1 4 4 .  

2 72 .  B al l antine , supra , n .  7 at 6 1 0 . 

2 7 3 . B allan tine , s upra , n .  1 8 7  at 4 6 5 . 

2 7 4 .  Note , supra , n .  1 5 7  a t  3 0 7 .  

2 7 5 . I acobucci , s upr a ,  n .  5 1  a t  1 2 1 . The New Brunswick 
Report on Company Law , s upra , n .  6 1  at 8 9  provides : 
" We agree wi th the D i ckerson CoiiLmitte e  that a cor­
poration should be a l lowed to purchas e i ts o·:vn 
shares unle s s  there are p rovi s ions to the contrary 
in the ar ticle s . "  

2 7 6 .  Kes s ler , s upra , n .  12 0 a t  6 6 1- 6 6 2 . 

2 7 7 .  Pollis , s uora , n .  1 3 1  at 4 2 0 . 

2 7 8 .  I d .  a t  4 2 1- 4 2 2 .  O ther writers agree . For examp le , 
Kes s ler , s upra , n .  1 2 0  a t  6 6 6  provides :  "Authors 
usua l ly speak of s ta ted cap i ta l  requirements as a 
protection for creditors . They are also a pro tec­
tion for the shareholders . Their e ffect i s  
obvious ly to keep the asset fund a t  a higher 
than that which would otherwis e  be the cas e .  As 
s uch , they prevent the dilution of the rea l  value 
o f  the share s . "  Leb lovi c ,  s upra , n .  4 at 6 6  s tate s : 
" I t appears to leave li ttle or no protection or 
cushion for creditors and shareholders and would 
s eem to give a great deal of s cope to manipulation 
or persons s eeking to s trip the corporate as sets . "  
The e ffect of s uch a provi sion i s  mere ly to provide 
an al ternate method for reduction of capital where 
the shares are s ubsequently cance lled : Leb lovi c ,  
s upra , n .  4 at 6 6 . 
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2 79 . Leblovic ,  s upra , n .  4 at 6 6 .  Although i t  i s  o f  course 
arguab l e  that the s tandard for share purchases 
should not be res tricted because of th ese l imita­
tions but rather , that corresponding feforms in 
the other areas of corporate law s hould be 
inst itute d : I d .  at 6 7 .  

2 8 0 .  Nemmers , s upra , h .  113 a t  1 8 3 . 

2 8 1 . I d .  a t  1 7 0 - 1 71 . 

2 8 2 . F arano , R. J . , The Bus iness Corporations Handbook , 
Canada L aw Book Co . Ltd . , Ontario , ( 1 9 7 1 )  a t  4 6 . 
The Canada Bus ine s s  Corporations Bill went e ven 
further and avoided any refere nce to an acquis i­
tion " ou t  o f  s urplus " or " out o f  cap i ta ln .  Instead , 
the terminology o f  the I ncome Tax Act \vas employe d  
to determine \vhether a s urplus exists : where 
a s se ts wou ld be more than aggregate liabi lities 
and capita l . Supra , n.  151 at 9 .  

2 8 3 .  Accounting Recommendati ons , (Aug . 1 9 7 4 )  at section 3 25 0 . 
The s e  c la s s ifi cations are adopted for the purpos e s  
o f  thi s  p aper . 

2 8·4 .  Assu..rning o f  cours e tha t  " bus iness activi ties" include 
the i s s uing of shares at a premium ,  etc . 

2 8 5 . Leblovi c ,  s upra , n .  4 at 6 5 .  He recognizes , howeve r , 
that in many cases ,  as noted above , the p reference 
share may wel l be used to get around the s tricter 
limitation p laced on the corporations acquis i tion 
o f  i ts own common s hare s , with the pre ference to 
be prote cted being nothing more than an i l lusory 
te chnical i ty .  

2 8 6 .  S upra , n .  6 7  a t  7 0 7 .  

2 8 7 .  I d . : " • • • i t  i s  doub tful whether i t  i s  wise to empower 
the management to decide that a corporation whi ch 
has no earnings should return p ar t  o f  the s hare­
holders ' contributions to them e i ther by way of 
dividends or of share purcha s e s . "  

2 8 8 .  P o l l i s , supra , n .  1 3 1  at 4 2 2 .  See also the quote from 
S tevens , s upra , at n .  212 . 

2 8 9 . See Model Bus iness Corporation Act Annotate d ,  supra , 
n .  1 2 0  at 2 5 8- 2 6 0 . 
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2 9 0 .  Leb lovi c , s upra , n .  4 at 6 4 - 6 5 . Kes s le r ,  s upra , n .  
1 2 0 a t  6 6 2  provides : 11 Creditors can certainly 
have nu legi timate ob j ec tion to share repurchases 
from earned surplus , s ince their extens i on o f  
credit i s  not j us ti f i ably made in reliance upon 
upon this fund as s ecurity for p ayment . "  

2 9 1 .  Get z ,  s upr a ,  n .  4 5  a t  12 . Counihan , supr a ,  n .  1 3 8  a t  
1 4 4 goes s o  far a s  to sugges t  that a t  least · a  two­
to-one ratio of current as sets to liab i l i ties 
should remain after a corporation has comp leted 
p urchase of its own shares .  

2 9 2 .  Nemmers , s upra , n .  113 a t  1 7 1 . 

2 9 3 .  The fact that the tes t  for s olvency i n  the " bankruptcy "  
s ense a llows for the revalua tion o f  as s e ts for its 
determination is di s cussed in " Comments o f  Os ler ,  
Hoskin & Harcourt on the ' Propos a l s  for a New 
Busine s s  Corporation Law for Canada ' 11 ( 1 9 7 2 )  at 
1 3  and CICA ,  s upra , n .  2 3 6  at 5 5- 5 6 . They s ugges t  
further that not only should the tes t  be employed 
but tha t  it should be expres sed positively rather 
than ne gatively so that the directors mus t  then 
s eek evidence of sol vency rather than mere ly 
being unaware of evidence of insolvency . 

2 9 4 . Kes s ler , s upra , n .  12 0 at 6 6 5 ; I acobucci , s upra , n .  
5 1  a t  1 2 1- 12 2 ; New Brunswick Report o n  Company Law ,  
s uRra , n .  6 1  a t  8 9 - 9 0 . Getz , s up ra , n .  4 5  a t  1 2 -
1 3 . 

2 9 5 . Kes s ler , s upra , n .  1 2 0  a t  6 6 5 . 

2 9 6 . �gera , n .  4 5  a t 1 2 . He note s , however ,  wi th respect 
to the definition ( at 1 3 ) : 

As alrea.d� noticed, hmyeyer, "insol""CD�cliru:d to uinclude.',, \ - rather than to crmean',, in.�bility to pa.llebts a,Lthev JaB dy(!. Does I 
• · _ .. ' am t'h.•r- t t uch as_Jg.Le.�ampkJb.eJJabilitit;S 

l exceeding the realizabk.::.JJue of the assets of the cQ...w_p_a_ny.- 'Ybkh ;1· 
is the alternative test use_d _ _in both tbi!�ri�tAc..t,_and_the_iede_ral ! 
bill, and which is, of �ou��. one of the t�ts of inso1venc;_�nder the 11 
Bankruptcy Act.�There is �uthoritv for th.e vi�1�1hYJ._iiuhe abscnc1: 1 
of statutory definition, the term "insolvent" m�::ms an inabilitv tQ I 
nay.debts as they fall due,.O:" and this \·iew S�elf.!..5_lrnplic_!t jn the draf�- � 
ing of the Ontario Act an_g_kcl\:�rc.Lbitl. In British C.9lumbia, the . 
question seems an open one, the answer to whi�h.J:Y-Hl_d.J;pend UI2Q_n I which of the competing maxims of sta tutory interpretation the courts 'I will adopt. 

I 
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2 9 7 .  I a cobucci , s upra , n .  5 1  a t  1 2 2 . The Briti s h  Columbia 
leg i s l a tion contains such a p rovi s ion : s ection 2 5 7 { 2 ) . 

2 9 8 .  Horns tein , s upra , n .  1 7  a t  6 2 1 . This type o f  agreemen t  
mus t  be dis tingui shed from the s i tuation where the 
corporation purchases i t s  own sha res and defers the 
actual payment o f  the purchas e price by giving a 
note or other s ecurity for the amount . This s itua­
tion wi l l  be dis cussed later in relation to the 
purchas e  price paid for shares purchased by a corp­
oration . 

2 9 9 . B aker and Cary , Cases and Materials on Corporation ( 3 d .  
ed . } , The Foundation P re s s ,  Inc . ,  Brooklyn , ( 1 9 5 9 ) 
a t  1 4 2 3 - 1 4 2 6 .  

3 0 0 . Mcintyre v. E .  Bemen t ' s S ons ( 1 9 0 6 )  1 4 6  Mich . 74 ; 
Hegarty v .  Ameri c an Corn .  P ower Corp . ( 19 3 4 )  1 7 4  
A ,._  2 7 3 .  

3 0 1 .  S chulte v .  Boulevard Gardens L and Co . ( 1 9 1 3 )  12 0 P. 
5 82 ;  Wi l l i ams v .  Maryland Gla s s  Corp . ( 19 1 9 ) 10 6 
A .  7 5 5 . 

3 0 2 . I a cobucci , s upra , n .  5 1  at 1 2 3- 12 4 ;  Get z , s upra , n .  4 5  
a t  2 9 - 3 0 . Horn s te in ,  s upra , n .  1 7  a t  6 2 2  s ugges ts 
a s  wel l  that s uch agreemen ts s hould be required to 
be in wri ting s o  as to p revent pos s ib le abus e . 
S ome courts have h eld an oral p romis e  to purchas e 
shares beyond one ye ar into the future not b arred 
by the S tatute of Frauds : Downs v .  Jersey Central 
Power & Light Co . ( 19 3 4 )  1 7 0  A. 8 35 . 

30 3 .  Kess ler , supra , n .  1 2 0  at 6 7 7 .  

3 0 4 .  F arano , s upra , n .  2 8 2  at 4 6 .  This was the approach 
adopted in Ontario . 

3 0 5 .  S upra , n .  7 at 6 13 - 6 1 4 . 

3 0 6 .  Levy , supra , n .  5 at 3 4- 3 5 . Dodd , s upra , n .  6 7  a t  7 1 2  
provide s : 11 1 your money b ack i f you are no t s atis ­
fied with our product '  i s  a p roduct who l ly uns ui ted 
to a trans action in whi ch ' our p roduct '  is a 
certi ficate repres en ting ownership rights in a 
corporation and purporting to involve a permanent 
contribution ot i ts cap ital . "  

3 0 7 .  I d .  at 7 12- 714 . 

3 0 8 .  The initial validity o f  s uch an agreement might properly 
be regulated or control l�� by s ecuri ties legis lation , 
at leas t with respect t��arketing o f  public i s s ues . 
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3 0 9 . S e e  the dis cus sion of Professor Dodd , ante , a t  p .  7 1 . 

310 . Model Bus ines s  Corporations Act Annotate d ,  s upra , n .  
1 2 0  at 2 6 1 .  The other method o f  providing for 
emp loyee ince ntive programs is through the use o f  
particip ating redeemabl e  p re ferred o r  " specia l "  
s hares as they are call ed i n  Ontario : s e e  
Iacobucci , s upr a , n .  5 1  a t  11 7 .  Horns tei n ,  s up ra , 
n .  1 7  a t  6 2 1  provide s : " Few ques tions can arise 
when repurchase i s  p rovided for in the articles 
of incorporation p ursuant to s tatutory autho rity . 
S uch authority i s , howeve r , usually l imited to 
preferred shares ( or � special ' s tock ) . "  

3 1 1 . In an employee incentive p lan , the shares p ur chased 
are only a smal l portion of the corporation ' s  
s ta ted capital and, as further a s s urance o f  thi s , 
o fficers and directors who are also employee s  are 
us ually excluded from benefitting from this 
exception . 

3 1 2 . Kess ler , s upra , n .  12 0 a t  6 6 9 . Again the use o f  " speci al,. 
or pre ferred s hares can p re s en t  a p ar ti al solution 
to the problem : I acobucci , s upra, n .  51 a t  1 1 7 . 
Pol lis , s upra , n .  1 3 1  at 4 2 8 adds : " To s afeguard 
agains t  fraud , repurchase contrac·ts should b e  in 
writing . "  

3 1 3 . The Lawrence Report ,  s upra , n .  1 8 0  a t  3 8 .  

3 1 4 . New Brunswick Report on Comp any L aw ,  s upra , n .  6 1  a t  8 9 . 

3 1 5 . Where the directo rs are found to have breached thei r  
fiduciary duties by causing the corporation to 
purchas e its own shares for an improper p urpos e ,  
they wil l  be pers onal ly l i ab le . The extent o f  
such l iab il ity wi ll be dealt with later i n  rela­
tion to s anctions for improper purchases . 

3 1 6 . Nus sbaum , s upra , n .  6 6  at 9 82 - 9 8 3 . 

3 1 7 . Note , s upra , n .  1 7 7  a t  3 1 7 .  S ee also Bergmann , E .  W . , 
11 Directors ' Right to Purchas e Company Shares with 
Company Funds 11 , ( 1 9 6 5- 6 6 )  Corporate Practice 
Commentator 3 6 2 . This ques tion o f  burden of proof 
was  no t dis cus s ed elsewhere in any of the materials 
availab le to the writer . S tatutory recommendations 
or examples could no t be found placing a direct 
b urden on  the directo rs . I t  i s  a principle o f  the 
l aw of evidence that the b urden o f  proof may be 
p laced on the party having a peculiar means o f  
knowledge o f  rel evant facts : Wigmore on Evidence 
( 3 d .  ed . ) ( 1 9 4 0 )  at s .  2 4 8 6 . 
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318. Iacobucci, supra, n. 51 at 122. Farano, supra, n. 282 
notes that the legislation should be specific in 
that each purchase must be expressly authorised 
rather than allowing a "blanket resolution" 
authorising purchases from time to time in the 
future. 

319. Kessler, supra, n. 120 at 671; 673. 

320. Nussbaum, supra, n. 66 at 1001. 

321. Iacobucci, supra, n. 51 at 122. 

322. CICA, supra, n. 236 at 5-5. 

323. Supra, n. 45 at 18-19. 

324. (1970) para. 7.11. 

325. Kessler, supra, n. 120 at 668 explains: 

. 
Ja, "Pro ra,ta. offer" here means .. tender otter," whereby a corporation would om:wo 

l'I::Purt:base. at a given price, a fi..-.;ed proportion of each sh.,.rebolder's shares in a comp�ny. 

E.g., if there are 3000 outstanding shares in a corporation held by three shareholders, each 

holding the shares indicated in the following table, and eac:h share having a market price 

of $10, the corporation might offer to repurchase as follows: 

(c) (e) 
Shares Voting Control 
Which Held Subsequent 

Will Be to Repurchase 
(b) Accepted 

(d) 
{if each share-

Price By .bolder sells an 
(a) Offered by the Corp. Voting Control of the shares 

Shares Corp. Per Under the Held Prior to indicated in 
Shareholder Held Share Offer R,epurcbase column (c)) 

A 1000 $11 255"o = 250 �=331/3% �=331/3� 
3000 2250 

B 1500 $11 25%=375 �=SO% �=505'o 
3000 2250 

c 500 $11 25%=125 �=162/3% ...!!!=162/3'{ 
3000 2250 

326. Israels, supra, n. 125 at 352. Note that such a 
requirement did not exist under the American 
majority common law rule allowing such purchases: 
Nemmers, supra, n. 113 at 176-176. 

327. Kessler, supra, n. 120 at 669. Ellis and Young, 
supra, n. 121 at 62-63 provide: "When substantial 
amounts of stock are to be reacquired, a tender 
offer \vill give all stockholders equitable treat­
ment. Such a tender offer should be priced suf­
ficiently above current market levels to balance 



37 

the advantages of possibly higher future per share 
earnings and equity values to those who may wish to 
hold their shares. " 'CICA, supra, n. 236 at 5-5 
also advocated this requirement: "Public companies 
could only repurchase shares through a tender offer 
to all shareholders, the shares of shareholders who 
wish to sellbeing take up pro rata when more shares 
are deposited than are bid for. Such a tender offer 
should be accompanied by a circular giving reasonable 
disclosure as to the reasons for the offer, and, 
in particular, the intentions of directors and major 
shareholders as to accepting the offer. The basis 
upon which the offered price has been established 
should also be disclosed." 

328. The obvious example is the use of the power to facili­
tate retirement of a partner in a close corporation. 
A pro rata requirement in such a situation would be 
unduly cumbersome. However, the offer to purchase 
shares must be made pro rata and not the actual 
purchase itself. This eliminates the objection 
raised by Zilber, supra, n. 158 at 320-330 that 
such a requirement is not a practical soluti�n since 
refusal by one shareholder to sell may serve as a 
veto on the purchase and, if not, the purchase might 
force some shareholders to liquidate their holdings 
against their will. 

329. Supra, n. 45 at 16. The New Brunswick Report on Company 
Law, supra, n. 61 agreed: "There are arguments to 
be made for requiring a pro rata offer to buy from 
all shareholders before a proposed purchase of 
shares is made. The Federal proposals do not have 
such a requirement. We think that many of the pos­
sible advantages in allowing a repurchase of shares 
would be destroyed by such a requirement and that 
the proper purpose restriction properly applied 
would prevent any abuses. " 

330. Kessler, supra, n. 120 at 669 adds two additional alter­
natives: (1) where there were so many shares 
outstanding that a corporation could not afford 
to take even a small percentage of each shareholder•s 
stock, or many very small holdings exist, necessita­
ting fractional purchases, an alternative might be 
the selection by lot of the shares to which purchase 
offer would be madei or (2) offers to purchase on a 
"first-come-first-served" basis. Both, however, are 
widely scattered under the "first-come-first-served" 
basis, and require, as a result, too great sta·tutory 
detail. 
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331. Id. at 681-682 where 5 %  is suggested as a maximum. 

332. For example, 10% of Noranda Mines is a great deal 
whereas in a close corporation it would be 
insignificant. 

333. Getz, supra, n. 45 at 19. 

334. Section 39 (5 ) of the Ontario Act. 

335. Wormser, supra, n. 230 at 188. 

336. Counihan, supra, n. 138 at 144. 

337. 

338. 

339. 

3 40. 

341. 

Supra, n. 

Counihan, 

Stevens, 

Kessler, 

Supra, n. 

45 at 19. 

su12.ra, n. 138 at 144. 

supra, n. 212 at 278. 

supra, n. 120 at 668. 

45 at 19. 

342. Ballantine, supra, n. 7 at 608 and the cases cited 
therein, but contra Wolf£ v. Heidritter Lru�er Co. 
{1932) 163 Atl. 140; see Nemmers, supra, n. 113 

at 172-175 .  This view is adopted by Professor 
Kessler, supra, n. 120 at 677: " • • •  if the shares 
have already been surrendered and a corporate 
obligation given, the obligation will be subordin­
ated to the rights of general creditors on • • •  
insolvency." 

3 43. See generally Hartmann, R. P. and Wilson, R. E. , 
"Payment for Repurchased Shares Under the Texas 
Business Corproation Act11 (1972) 26 Southwestern 
Law Journal 725 . 

344. Id., at 740-741. Note the question raised by Osler, 
Hoskin & Harcourt, supra, n. 243 at 15 concerning 
the vague federal proposals: "What is the position 
of a selling shareholder with reference to the 
purchasing corporation under an instalment purchase 
contract if after·some of the instalments have been 
paid the corporation becomes insolvent? Could such 
a shareholder claim the status of a creditor? 
If so, what priority?" 



345. Ballantine, H. W., "The Curious Fiction of Treasury 
Sharesn (1946) 34 California Law Review 536 at 
537-538. 

346. Hil.ls, "Federal Taxation v. Corporation Law" (1937) 
12 Wisconsin Law Review 280 at 299. 

3 47. See, generally, Ballantine, supra, n. 7 at 616-618. 
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348. This potential abuse has been remedied, however, by most 
American statutes requiring the .designation of 
"restricted surplus" to the extent of an outstanding 
purchase from which no dividends or further purchases 
may be made. 

3 49. Supra, n. 61 at 92. 

350. Iacobucci, F., "Shareholders Under the Draft Canada 
Business Corporations Act" (1973) 19 McGill Law 
Journal 246 at 252. 

351. Iacobucci, supra, n. 51 at 123 agreed in his later 
report: "We favour the federal approach because 
it eliminates the need for sections stipulating 
that purchased shares carry no right to vote or 
receive dividends while held by the corporation 
and also avoids the complexity of financial state­
ment presentation relating to the accounting for 
purchased shares and any surplus arising on resale. " 

352. Katz, W. G., "Accounting Problems in Corporate Distri­
butions" (1940-41) 89 University of Pennsylvania 
Law Review 764 at 779-780. 

353. Id. at 788. See also CICA, supra, n. 283 at para 11; 
Ballantine, supra, n. 14 at 618. 

35 4. Id. at 787-788. 

355. Husband, "Accounting Postulates: An Analysis of the 
Tentative Statement of Accounting Principles11 
(1937) 12 Accounting Review 386 at 398-399. 

356. Supra, n. 283, paras . •  19 and . 20. 

357. Supra, n. 64 at s. 63. 

358. Id. at 67. 

359. See Iacobucci, supra, n. 51 at 123; the Lawrence Report, 
supra, n. 180 at 38; Ellis and Young, supra, n. 121 
at 120-121, Getz, supra, n. 45 at 22-28. 
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360. The Companies Act, R.S.A. 1970, c. 60, ss. 81-88. 

361. The Securities Act. R.S.A. 1970, c. 333, ss. 108-116. 

362. Id. at ss. 80-991. 

363. Supra, n. 45 at 20. 

364. British Columbia Securities Commission Weekly Summary: 
week ending March 15 , 1974. 

365. Id. The required information includes the total number 
of securities to be purchased and the maximum limit 
price per share set, if any; the period over which 
t he purchases will be made; and whether any of the 
shares to be purchased are beneficially held by a 
director, officer or insider. 

366. Ellis and Young, supra, n. 121 at 62. Israels, C.l 
"Corporate Purchases of its Own Shares - Are 
There New Overtones" (1964-65) 9 Cornell 
Law Quarterly 620 at 621 provides: "Where the 
general body of shareholders are the potential 
sellers, questions may well arise as to the 
adequacy of the information made available to them 
as the basis on which they will determine whether 
or not to sell." 

367. Supra, n. 51 at 123. The Lawrence Report, supra, n. 
5180 at 38 seemed concerned only with d1sclosure 
after the fact: "Because a company's trading in 
its own shares can be said to be a form of 'insider 
trading', the Committee further recommends that 
[the Ontario Act] be amended to require the dis­

closure, in a balance sheet or a note thereto, of 
the dates of purchase and sale by the company in 
the year of any equity shares carrying voting rights 
under all circumstances and the prices at which 
such purchases and sales were made." 

368. Supra, n. 121 at 121-122. An excellent discussion of 
the question of adequate disclosure is also found 
in Getz, supra, n. 45 at 22-28. 

369. Kennedy, W. M., "Transactions by a Corporation in its 
Own Shares" (1964) The Business Lawyer 321 at 329. 

370. Supra, n. 45 at 32-37. 

3 71 • ( 19 6 8 ) 6 6 D • L • R. ( 2 d) 6 8 0 (On t • C • A. ) at 6 8 6 • 



372. 
This is � the wording of the iruider trading liability provisions seems 
to import a "privity" requirement. The ;;i!emative, which might provide 
persons such as those mentioned in the tex! ·vith some •�medy, would be to 
un� what is, in effect, an insurer's liab.l:ity provision, upon all insid�rs •. 
It u almost impossible to imagine a Canadian court interpreting the legisla.• 
tion in this way. 
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373. Davis v. Pennzoil Co. (1969) 264 A. (2d) 597 (Penn. 

374. 

375. 

376. 

377. 

S.C.) i see ante at 

J. P. Willia.mSon, Sl!cuam""� RE.ct:t.A;IION &'i CA...SAD� (tg!io), Syur'QP:;u­
(rg66) 197· Even the proof of con.spir.lq may cause difiiculty: compare 
R. v. E!�:ctrieal Contractors As5ociation of Ontario and Dent ( tg5l) 27 ·l 
D.L.R. rg3 (O:.T. C.A.) with R. v . •  UcDonnell [rg66] t ALL E.R. 1931 
(B;usroL Assi.zzs). See generally, L. H. Leigh, Crull.t..'iAI. LL\:nu.I'n' otr 
Coaxuv.noN.s IN E.�usaLAw (1969) 53·4-

Cf., how�, R. u. Littln (1974) 13 C.C.C. 530 (Qt."X. Ca-r. S.P.), where 
· the accused w;u con\-icted under the general fraud prcn.;sion (section 

338 ( 1)) for activity which, in British Colurnbia, could well ha\·e given rise 
to liability under the insider trading pro\·isions.. In the course of his judg. 
ment, Loranger J. held at 550 that the persons from whom the accused had 
purchased shares in the open market without disclosing certain material 
mformation, were defrauded, and that they "reopresented the public as a 
whole. It was the public in general which was defrauded of the real -..-alue 
of th� shares." 

Quoted in Loss, 3 Securities Regulation, (2nd ed. 1961) 
15 49. 

Id. Ellis �nd Young, supra, n. 121 at 122-123 provide: 
"Manipulation is clearly prohibited. r-1isleading 
and/or false information released with the intention 
of affP-cting the market is prohibited under Section 
10 (b) 5 .·. Section 10 (b) 6 prohibits a corporation 
from repurchasing its common stock during a distri­
bution of its shares which in turn raises the ques­
tion as to what constitutes a distribution, a problem 
that artful attorneys will solve in time." Kessler, 
supra, n. 120 at 680 provides: "Ivlarket rigging is 
already restricted by the rules of the SEC. Limited 
corporate purchases within federal and stock exchange 
regulations may be desirable. Still, a general 
exception for corporate speculation in its own 
shares is very dangerous. Management's activities 
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should be directed to the improvement of the 
corporation's legitimate business, and any g�neral 
exception for such speculation would, if not 
inevitably result in a breach of director's duties 
and market rigging, at least constitute an undesir­
able distraction from their obligation to further 
the corporation's business. " 

378. 

For some genmly critical comments on the role of the Stock Exchanges, \ 
-see Report of the Ontario Royal Commission to Investigate Trading in the 

Sbaro of Windfall Oils and �lines Ltd. ( 1965) 104·17. But cf. Report of ! 
_the (Porter} Royal. CoiDIJlission on Banking and Finance (1964) 331-55· \ 

I 

379. The Porter Commission, supra, n. 378 at 35 4 remarked 
that "little is known about the extent of market 
manipulations in Canada • • •  although we have the 
impression that such activities are carried out 
by only a small minority of securities dealers. 11 
But see Shaffer, The Stock Promotion Business 
(1967) . Finally, note the comments of Farano, 

supra, n. 282 at 44-45: 

There i s  n o  requirement for prior publicity of open market 
purchases and it may be possible that this could lead to abusive 
tactics such as discrimination against minority shareholders and 
various other forms of discrimination. 

It is possible that controlling shareholders may benefit from the ' 
new purchase provisions where the corporation pays them more 
for their shares than other shareholders could obtain in simil<lf 
circumstances or if the corporation should acquire shares from 
minority shareholders at unreasonably low prices. 

Problems may arise iP connection with the use of corporate � 
purchases of shares to retain control in situations involving -i 
take-over bids. Directors and senior officers may be tempted to ' 
use the facilities of the corporation to assist them to increase their ��� 
control position in a take-over situation. It may be that the argument 
that the use of such facilities was in the best interests of the . · 
corporation could prevail depending on the circumstances, but the 

1 
burden of justifying such action would rest firmly upon the f 
directors. Merely to solidify their control position would r:ot be J 
sufficientjustification. -f Without adequate regul::\tion of self-serving transactions on the 

I 
open market it may be relatively simple to "rig" prices artificially 
where the corporation makes the last purchase on the day's 
trading and also the first trade at the opening of trading on the 
following day. There appears to be far too much latitude here fur 
the unscrupulous. The practice in the U .S. is to regulate strictly 
open market trading of this sort. 

r 

1 



380. Baker and Cary, Corporations: Cases and Materials 
(3d. ed.) The Foundation Press, Brooklyn, (1959) 

at 1426. 

381. Supra, n. 67 at 710-711. 

382 .  The purchase out of capital in violation of statute 

43. 

is a misuse of corporate funds and a wrong to the 
other shareholders and not merely to the creditors. 
The California Code limits liability to one "who 
sells such shares knowing that the corporation is 
the purchaser with knowledge of facts indicating the 
impropriety of such purchase", and imposes it only 
if the corporation is adjudged insolvent or bank­
rupt in any proceeding brought within a year. The 
Maryland statute, which limits purchases to those 
out of surplus and provides that, if the purchase 
is in violation of the Act, the receipient of pay­
ment shall be liable to refund it so far as needed 
to pay corporate debts existing at the time of pay­
ment. 

383. Supra, n. 180 at 38. 

384. Ballantine, supra, n. 7 at 623. Some American juris­
dictions have, however, held the opposite: in 
Tiedje v. Aluminum Paper Milling Co. (1956) 46 Cal. 
(2d) 450 a selling shareholder was entitled to 

restoration of his shares on the ground that the 
purchase by the corporation was in violation of 
the California statute (11should not be allowed 
except out of earned surplus") . 

385 .  Supra, n. 4 at 68-70. 

385. Sun Trust Co. v. Begin [1937] 2 Ch. 421. 

386. Percival v. Wright [1902] 2 Ch. 421. 

387 . In Re City Equitable Fire Insurance Co. Ltd. [1925 } 
Ch. 407 . 

388. Pearlman v. Feldman 219 F. (2d) 173. 

389. Bergmann, supra, n. 177 at 364. 

390. Getz, supra, n. 45 at 11-12 provides with respect to 
the B. C. Act: "When a company is, or would be 
rendered insolvent in this sense, it may not re­
purchase its issued shares, and, if it does, the 
directors of the company who vote for, or consent 
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to a resolution authorising the repurhase, are 
jointly and severally liable to the company to 
make good any loss or damage suffered by it as a 
result of the transaction. It rr:ay be noted, in 
passing, that a similar liability is imposed upon 
directors who authorise a dividend payment in 
comparable circumstances. " See also Baker and 
Cary, supra, n. 380 at 1 427. 

391. For example, under the New York Penal Law it is a 
misdemeanor for a director "to apply any portion 
of the funds of such corporation, except surplus, 
directly or indirectly, to the purchase of lts 
own stock, except as provided or permitted by law. 

392. Nussbaum, supra, n. 66 at 991-992. 

393. Pollis, supra , n. 131 at 428. 

394. See Tanner, L. , "The Illinois Business Corporation Act 
- Purchase by a Corporation of its Own Shares -
Accounting and Legal Problems" (1941-42) 20 Chicago­
Kent Law Review 115. 

395. Hornstein, supra, n. 17 at 624 provides: "Directors 
would be wise to have a financial statement pre­
pared as of a date shortly prior to the reacquisi­
tion. This precaution is not conclusive, however, 
since a court is not bound by the corporation's 
books. " Tanner, supra, n. 394 at 136 adds as a 
possible defense reliance in good faith upon the 
book value of the assets. Hartmann and Wilson, 
supra, n. 343 at 738 add reliance in good faith 
on the written opinion of counsel to the corpora­
tion. 

396. Folk, E. L. , The Delaware General Corporation La\v - A, 
Co�men�ary and Analysis, Little, Brown, Boston 
(1972) at 153-159. 

39 7. (1914) 92 A. 255. 

398. (1931) 156 A. 255. 

399. (19 3 7) 194 A. 87. 

400. (1960) 158 A. (2d) 136. See also Bergmann, supra, n. 
177 at 365-366. 

401. (1964) 199 A. (2d) 548. 

402. (19 6 2) 187 A. (2d) 405. 

-� 



403. R. S.O. 1970, c. 53. 

404. "Purchase by a Company of its Own Shares11, (1975) 
Institute Working Paper (unpublished) . 

405. S.B. C. l973, c. 18. 

406. s.c • .  1974-75, c. 33. 
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