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STOCK TRANSFER RESTRICTIONS: CONTINUING UN-
CERTAINTIES AND A LEGISLATIVE PROPOSAL

WirLiam H. PAINTER}

RESTRICTIONS ON THE TRANSFER of corporate stock have

become almost an indispensable feature of the so-called “close”
corporation in modern times, but the problem of their validity has by
no means been wholly resolved. Generally speaking, a restriction on
transfer is any condition or limitation which qualifies the right of a
stockholder to alienate his interest in a corporation. It may take the
form of an absolute prohibition of transfer, a prohibition of transfer
to designated individuals or members of a class, or a condition that
no transfer will be effective unless the stockholder first offers the
stock to the corporation or its stockholders. The latter type restriction
is frequently referred to as a right of “first refusal” or “first option”.
It may be perpetual or limited in time, and purport to bind only stock-
holders assenting to it or made applicable to transferees. The num-
ber of possible variations and combinations of restrictions is vir-
tually without limit, and the validity of particular restrictions depends,
at least in part, upon their form as well as upon the circumstances
under which they are sought to be enforced.

The reasons why corporations or stockholders may seek to im-
pose restrictions upon the transfer of shares are nearly as diverse as
the forms the restrictions themselves may take. Most frequent, per-
haps, is the wish to confine ownership of the corporation, and the
management which results from ownership, to a relatively few persons
who may be closely related to one another and familiar with and
friendly to the policies and purposes of the corporation. Some types
of restrictions may reflect a desire to perpetuate various advantages
of operating a business as a partnership and yet benefit from the
protections afforded by doing business in the corporate form. Other
restrictions may be designed primarily to prevent shares from falling
into the hands of competitors, or descending to next-of-kin or legatees

tAssociate Professor of Law, Villanova University School of Law. A.B. 1950,
Princeton University; LL.B. 1954, Harvard University.

1. For a useful summary and classification of the most frequently used types
of restrictions, see O’Neal, Restrictions on Transfer of Stock in Closely Held Corpo-
rations: Planning and Drafting, 65 Harv, L. Rev. 773, 776 (1952). .

(48)
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of former stockholders who may be unsympathetic to present manage-
ment.

The law with respect to the validity and effect of restrictions on
transfer of stock has developed, at least in this country, in a con-
fused and piecemeal fashion. For the most part, it is case law.?2 The
decisions are largely based upon supposed requirements of ‘“‘public
policy,”® but the “policy” itself has rarely been fully enunciated, and
the reasons behind it and requiring its application to corporate stock
are seldom analyzed in a very satisfactory way, from either an his-
torical or a strictly technical standpoint. On the other hand, the re-
sults reached by the courts have usually been defensible on the basis
of common sense, at least if the fundamental assumptions behind
the decisions are accepted without criticism. Generally speaking, these
assumptions are: first, that stock in a corporation is “personal prop-
erty” and, second, that restrictions on alienation of “personal prop-
erty,” and hence on corporate stock, should be regarded with disfavor.

The first of the above assumptions is less subject to doubt than
the second due to the fact that many corporation statutes expressly
provide that stock in a corporation is “personal property” and trans-
ferable in the same manner as “personal property.”* This has caused

2. Among the useful discussions of problems in this area are the following:
BALLANTINE, CorporATIONS §§ 336-38 (rev. ed. 1946); 12 FLETCHER, PRIVATE
CorrorAaTIONS §§ 5452-58 (rev. vol. 1957); 2 O'NEaL, Crose CorroratioNs: Law
AND Pracrice §§ 7.01-29 (1958); Stevens, Corporarions § 129 (2d ed. 1949);
Cataldo, Stock Transfer Restrictions and the Closed Corporation, 37 Va. L. REv.
229 (1951) ; Hayes, Corporation Cake With Partnership Frosting, 40 Iowa L. Rzv.
157 (1954) ; Hornstein, Judicial Tolerance of the Incorporated Partnership, 18 Law
& Conreme. Pros. 435 (1953) ; O'Neal, Restrictions on Transfer of Stock in Closely
Held Corporations: Planning and Drafting, 65 Harv. L. Rgv. 773 (1952). The
following student notes are particularly helpful: 44 Cornerr L.Q. 133 (1958); 42
Harv. L. Rev. 555 (1929); 45 MicH. L. REv. 779 (1947); 30 MicH. L. Rgv. 766
(1932) ; 16 U. CH1. L. REv. 742 (1949); 26 Va. L. Rev. 354 (1940); 68 Yaie L.J.
773 (1959). Additional references to valuable secondary sources are contained in
O’NEaL, Crose CoRPORATIONS: LAW AND PRACTICE- 0p. cit. supra § 7.01 nl and
Hayes, supra at 157 n.3. Numerous cases are collected in the following annotations:
61 ALR.2d 1318 (1958); 2 A.LR2d 745 (1948); 138 A.L.R. 647 (i942); 65
A L.R. 1159 (1930).

3. “Public policy is a very unruly horse and when once you get astride it you
never know where it will carry you.” Tracey v. Franklin, 31 Del. Ch. 477, 481, 67 A.2d
56, 58 (Sup. Ct. 1949), quoting from Burrough, J., in Richardson v. Mellish, 2 Bing.
229, 252, 130 Eng. Rep. 294, 303 (C.P. 1824). The Tracey case involved a restraint
on transfer of voting trust certificates, rather than stock, but the court’s reasoning
is characteristic: “Insofar as concerns restraints upon the alienation of personal
property, and in particular of corporate stock, while an owner, in exercising legally
permissible freedom to deal with his property, may enter into many transactions
which have the effect of restraining its transferability for temporary periods in the
future, nevertheless, arbitrary restraints on alienation are forbidden and unless re-
straints are imposed for purposes recognized as sufficient, they will be held invalid.”
(Id. at 484, 67 A.2d at 59). The restraint, which was to extend for a period of
ten years, was held invalid. Compare Tracey, supra, with Lawson v. Household
Finance Corp., 17 Del. Ch, 343, 152 Atl. 723 (Sup. Ct. 1930).

4. E.g., DEL. CobE ANN. tit. 8, § 159 (1953) : “The shares of stock in every cor-
poration shall be deemed personal property and transferable as provided in sub-
chapter VI of this chapter ....” :
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many courts to make the further inference that, since historically
restraints on alienation of at least some forms of “personal property”
have for reasons of public policy been discouraged or prohibited by
law, and since stock is declared by statute to be “personal property,”
it must be freely alienable.

But not all courts have thought this way. Holmes, when Chief
Justice of the Supreme Judicial Court of Massachusetts, observed, in
a classic and frequently quoted opinion :®

“Stock in a corporation is not merely property. It also creates a
personal relation analogous otherwise than technically to a partner-
ship. Notwithstanding decisions under statutes . . . there seems
to be no greater objection to retaining the right of choosing one’s
associates in a corporation than in a firm.”

Reasoning such as the above is perhaps more in sympathy with the
tendency of English courts to enforce restrictions on transfer if they
may be upheld under fundamental principles of contract law, despite
the analogy between stock and personal property.® However, in this
country, and in the face of statutes which expressly declare stock to
be personal property, courts may be less free to emphasize the con-
tractual, at the expense of the property-like characteristics of stock.
Yet it need not necessarily follow that a policy against restraints on
alienation which historically may have had its original applicability
with regard to chattels and certain other forms of personal property
must ipso facto apply to corporate stock because of a legislative determi-
nation that it is personal property.”

S. Barrett v. King, 181 Mass. 476, 479, 63 N.E. 934, 935 (1902).

6. See Gower, Some Contrasts Between British And Awmerican Corporation
Law, 69 Harv. L. Rev. 1369, 1377-78 (1956). The author observes that the English
have never been burdened with the American notion that stock is “property” the
alienation of which cannot be unreasonably restrained. John Chipman Gray was
apparently in agreement with the English view and with that of Holmes in the
Barrett case, supra note 5. GraY, RESTRAINTS ON THE ALIENATION OF PROPERTY 24
(2d ed. 1895). ’

7. See Note, 45 Mricu. L. Rev. 779, 780 (1947), arguing that the validity of
restraints should not be determined by criteria applicable to other forms of personal
property : “Given the premise that a share of stock is a property interest, the analogy
that unreasonable restrictions on transferability are unreasonable restraints on the
alienation of property in the estate sense may be too easily and irrationally drawn.”
The writer suggests as an alternative criterion a determination of whether the
restraint constitutes “such a severe burden on the stockholder’s freedom of disposi-
tion that he has no reasonable way out of the business unit” Another writer has
suggested that the test should be based upon the intentions of the parties: “Theoreti-
cally, the employee could contract away all his rights as a shareholder. The relevant
inquiry is not whether an agreement is a restriction on alienation but whether the
situation before the court was the intended ‘result of the agreement actually made.”
Note, 68 Yarg L.J. 773, 777 n26 (1959). See also Note, 16 U. Cu1. L. Rev.
742 (1949) and Note, 44 Cornerr L.Q. 133, 134 (1958). The latter adopts an
intermediate position and suggests that permissible restrictions on stock transfers
might be more severe than those allowed with respect to other forms of personal
property and yet should not be as broad as permissible restrictions on assignment of
contract rights.
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Most of the early cases in this area give relatively little indication
of how the public policy relating to restraints generally became appli-
cable to corporate stock, and they are even less helpful for their
reasoning. Many of them concern the question of whether a bank or
other financial institution may prohibit transfer of its stock by one who
has become indebted to it, either directly by way of a loan, or in-
directly due to a guarantee or endorsement of commercial paper
which the bank has taken at a discount. As to the validity of such
restrictions, the authorities are in apparent conflict from the earliest
times, the tendency having been, if anything, to enforce the restriction
if it were contained in the charter.® Provisions in the charter and in
the by-laws restraining transfer by a debtor-stockholder were expressly
permitted, with respect to national banks, by the Currency Act of 1863,°
but the relevant passage of the statute was repealed in the following
year.)® The Supreme Court of the United States interpreted the re-
peal as a legislative determination of the inherently evil nature of
restraints of this type, at least when applied to banking institutions,
regarding them as promoting “secret liens” and depriving depositors
and other creditors of the safety of their investment to the extent
that capital may be reduced by retirement of the stock belonging to the
debtor upon cancellation of his indebtedness.*

The extent to which the cases relating to national banks in-
fluenced courts called upon to determine the validity of similar re-
strictions with respect to state banks is not entirely clear, but from

8. E.g., Dempster Mfg. Co. v. Downs, 126 Iowa 80, 101 N.W. 735 (1904);
Gibbs v. Long Island Bank, 83 Hun. 92, 31 N.Y. Supp. 406 (Sup. Ct. 1894), aff'd
mem., 151 N.Y. 657, 46 N.E. 1147 (1897). See also ANGELL & AMES, Privare
CorporaTIONS 381-86 (4th ed. 1852); 1 Coox, CorporaTIONS § 408 (4th ed. 1898)
and 2 Cook, CorrorATIONS § 621a (4th ed. 1898).

9. Currency Act of 1863, ch. 58, § 36, 12 Stat. 675.

10. Currency Act of 1864, ch. 106, § 62, 13 Stat. 118.

11. First Nat'l Bank v. Lanier, 78 U.S. (11 Wall.) 369 (1871). The Currency
Act of 1864 provided merely that banks were to have the power to prescribe the
manner in which stock was transferable on their books. This was held insufficient
to authorize the imposition of a restriction on transfer of stock held by a debtor-
stockholder. In addition, the Currency Act of 1864 contained a provision prohibiting
a bank from making a loan or discount on shares of its capital stock and from
purchasing its own shares except to prevent loss in connection with a debt pre-
viously contracted in good faith, with a further direction that any shares so
purchased be sold within six months. These provisions were relied upon by the
Court in establishing a congressional intent to prohibit banks from lending to
stockholders on the collateral of their own stock and from purchasing the same
except under the conditions set forth in the Act, The same result was subse-
quently reached by the Court in Bullard v. Bank, 85 U.S. (18 Wall.) 589 (1873).
Accord, Evansville Nat’l Bank v. Metropolitan Nat’'l Bank, 8 Fed. Cas. 891 (No.
4573) (C.C.D. Ind. 1871); Conklin v. Second Nat'l Bank, 45 N.Y. 655 (1871);
Feckheimer v. Nat'l Exchange Bank, 79 Va. 80 (1884). Cf., Rosenback v. Salt
Springs Nat’l Bank, 53 Barb. 495 (N.Y. Sup. Ct. 1868) (relying primarily on an
absence of authorization in the charter and not on the Currency Act of 1864).
Contra, In re Dunkerson, 8 Fed. Cas. 48 (No. 4156) (D. Ind. 1868). The Dunker-
son holding may be erroneous in view of the later decision in Lanier, supra, unless
the fact that the plaintiff in Dunkerson was the stockholder’s assignee in bankruptcy,

https.//digitalcommons.law.villanova.edu/vir/vol6/iss1/2



Painter: Stock Transfer Restrictions; Continuing Uncertainties and a Legis
52 ViLLANovA LAw REVIEW [VoL.6:p. 48

the manner in which the various opinions cite and rely upon one
another as authorities, it is likely that the decisions based upon
federal law reinforced to a considerable degree any existing disfavor
with which restraints of at least this particular variety were regarded.’?
Similar reasoning was then applied not only to state banks but to the
numerous industrial enterprises which were growing up throughout
the nation. It was perhaps characteristic of the mood of the expanding
economy that the interests of the market-place, favoring the free
transfer of securities and other property interests, should prevail over
rights based on ownership which confer on the owner the power to
keep his property out of the flow of commerce as long as he may
wish,18

While the decisions almost invariably justify the results reached
by an appeal to a supposed “public policy” against restraints, recourse
is often had to various statutes as well, although courts have hardly
been consistent as to the manner in which the statutes should be con-
strued. If any tendency is discernible it has been to assume the appli-

and thus entitled to no rights superior to those which the stockholder would have
had, may be a distinguishing feature. A later holding distinguished Lanier on the
ground that there no express authority was given in the charter for the restriction,
whereas in the later case the charter expressly authorized the restriction. Knight
v. Old Nat'l Bank, 14 Fed. Cas. 772 (No. 7885) (C.C.D.R.I. 1871). In addition,
the court took the position that the Currency Act of 1864 merely prohibited a bank
from taking its own stock as collateral for a-loan or discount made at the time of
the pledge and did not prohibit restrictions on transfer of stock by those who were
indebted to the bank.. In view of the earlier Lanier holding, the case is doubtful.

12. Anglo-Californian Bank v. Grangers’ Bank, 63 Cal. 359 (1883); Bryon v.
Carter, 22 La. Ann., 98 (1870); Bank of Atchison County v. Durfee, 118 Mo. 431,
24 S.W. 133 (1893); Carroll v. Mullanphy Savings Bank, 8 Mo. App. 249 (1880);
Driscoll v. West Bradley & Cary Mig. Co., 59 N.Y. 96 (1874); Bank of Attica v.
Mirs. & Traders’ Bank, 20 N.Y. 501 (1859). Cf., Moore v. Bank of Commerce, 52
Mo. 377 (1873). Contra, Pendergast v. Bank of Stockton, 19 Fed. Cas. 135 (No.
10918) (C.C.D. Cal. 1871) ; Cunningham v. Alabama Life Ins. & Trust Co., 4 Ala.
652 (1843); Tuttle v. Walton, 1 Ga. 43 (1846); Farmers’ & Traders’ Bank v.
Haney, 87 Towa 101, 54 N.W. 61 (1893); Bronson Electric Co. v. Rheubottom, 122
Mich. 608, 81 N.W. 563 (1900); Spurlock v. Pacific R.R,, 61 Mo. 319 (1875);
Mechanics’ Bank v. Merchants’ Bank, 45 Mo. 513 (1870); St. Louis Perpetual Ins.
Co. v. Goodfellow, 9 Mo. 149 (1843); United Cigarette Machine Co. v. Brown,
119 Va. 813, 89 S.E. 850 (1916) (restriction expressly authorized by charter). Cf,,
Costello v. Portsmouth Brewing Co., 69 N.H. 405, 43 Atl. 640 (1898). Even where
the restriction was not contained in the charter or by-laws, but was set forth on
the stock certificate, it was occasionally enforced. Jennings v. Bank of California,
79 Cal. 323, 21 Pac. 852 (1889); Vansands v. Middlesex County Bank, 26 Conn.
144 (1857). In some cases restrictions have been upheld as expressly authorized by
statute. See, e.g., Union Bank v. Laird, 15 U.S. (2 Wheat.) 390 (1817); In re
Thornton, 7 F. Supp. 613 (D. Colo. 1934) ; Madison Bank v, Price, 79 Kan. 289,
100 Pac. 280 (1909) ; In the Matter of Starbuck, 251 N.Y. 439, 167 N.E. 580 (1929),
construing N.Y. Stock Corp. Law § 66, permitting the directors to refuse transfer
by a stockholder who is indebted to a corporation if Section 66 or “the substance
thereof’ is written or printed upon the stock certificate, This provision may
shortly be eliminated in the proposed general revision of the New York law with
respect to business corporations. See proposed N.Y. Business Corporation Law, S.
Int. 3124, Pr. No. 3316 (1960) and Rohrlich, New York’s Proposed Business Corpo-
ration Law, 15 Record of N.Y.C.B.A. 309, 312 (1960).

13. See the reasoning of the Supreme Court of the United States in Bank v.
Lanier, 78 U.S. (11 Wall.) 369, 377 (1871).
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cability of a policy against restraints on alienation and to conclude
that such restraints should be permissible only to the extent that they
have been expressly authorized by statute.* A few courts, on the other
hand, although acknowledging the existence of the policy, have taken
the position that reasonable restraints are permissible in the absence of
some statutory ‘provision expressly prohibiting them.’® Other cases
have stressed the significance of a limited statutory permission to adopt
by-laws with respect to particular subjects, including a narrow power
to “regulate” transfers of stock (the term ‘“regulate” being frequently
interpreted as relating merely to the mechanical aspects of stock trans-
fers), and have held that by-laws with respect to matters not enumer-
ated in the statute are prohibited, particularly where they have the
effect of restraining, rather than merely ‘“regulating” transfers.'

14. See, e.g., Farmers’ & Merchants’ Bank v. Wasson, 48 Iowa 336, 340 (1878),
where the court said, with regard to a restriction making transfers subject to the
approval of the board of directors, “As the restriction is not imposed by express
authority of the statute of the State, it cannot . . . be enforced.” In Driscoll v. West
Bradley & Cary Mfg. Co.,, 59 N.Y. 96, 105 (1874), the court, in holding invalid
a by-law restriction against transfer of stock by a debtor and construing a statutory
provision authorizing by-laws for ‘“the regulation of . . . [the company’s] affairs,
and for the transfer of its stock,” observed that, if it had been intended to authorize
by-laws restricting, rather than merely regulating, transfers, “from the nature of the
right to be affected, and the favor which that right has met with from the law,
[this] would be plainly expressed when intended to be given.” See also Kretzer v.
Cole Bros. Lightning Rod Co., 193 Mo. App. 99, 181 S.W. 1066 (1916) (The opinion
indicates that, although previous decisions had taken the view that restrictions may be
valid if expressly authorized by the charter, express authorization must be found in
the statute as well; a statutory provision similar to that in Driscoll, supra, was held to
relate exclusively to the formalities of transfer and not to authorize the imposition of
restrictions.) ; O'Brien v. Cummings, 13 Mo. App. 197 (1883). A more recent case
in Ohio has taken somewhat the same position, although holding a restriction valid
as a contract between the stockholders. First Nat'l Bank v. Shanks, 34 Ohio Op.
359, 73 N.E.2d 93 (C.P. 1945).

15. In Mason v. Mallard Telephone Co., 213 Towa 1076, 1079, 240 N.W. 671,
672 (1932), where a statute gave the corporation power to “render the interests of
the shareholders transferable,” the court argued that, “If the Legislature had in-
tended to provide that no restriction should be placed upon the transferability of
stock, it might well have found unmistakable English with which to announce such
intention,” The case is noted in 18 Iowa L. Rev. 88 (1932). See also Jennings
v. Bank of California, 79 Cal. 323, 21 Pac. 852 (1889); Dempster Mfg. Co. v.
Downs, 126 Iowa 80, 101 N.W, 735 (1904). In Massachusetts, the presence of a
provision in the statute requiring the articles of incorporation to set forth the
“restrictions, if any, imposed upon . . . transfer [of the shares]” has been construed
as an implied grant of authority to place restrictions on alienation. See, ¢.g., Long-
year v. Hardman, 219 Mass. 405, 106 N.E. 1012 (1914). The language in the
statute appeais to be tenuous Justlﬁcatnon for the results reached in some of the
cases. See note 20 infra, and Lewis v. H. P. Hood & Sons, 331 Mass. 670, 121
N.E.2d 850 (1954), discussed in text accompanying note 46 infra. The Massa-
chusetts courts have traditionally inclined toward a contractual view of the problem
of restraints on alienation, such as that adopted in England. See Gower, supra
note 6, and the opinion of Holmes, C.J., in Barrett v. King, 181 Mass. 476, 63
N.E. 934 (1902). See also Brown v. Little, Brown & Co., 269 Mass. 102,
110, 168 N.E. 521, 525 (1929): “The absence of definite statutory limitations upon
the power to impose such restrictions must be taken as a legislative determination
that considerable latitude in this particular is permissible.”

16. Steele v. Farmers’ & Merchants’ Mutual Telephone Ass'n, 95 Kan. 580,
148 Pac. 661 (1915); Lufkin Rule Co. v. Secretary of State, 163 Mich. 30, 127
3121“21879854) (1910) ; Ireland v. Globe Milling & Reduction Co., 19 RI 180, 32 Atl.
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yet the court, relying on a finding of fact that the directors had acted in
good faith, observed that “even a valid provision cannot be exercised
oppressively or for the purpose of discriminating against a single
stockholder or group of stockholders,”® implying, if anything, that
charter provisions are, in themselves, neither valid nor invalid, but
are only enforceable as applied to specific fact situations. Thus an
option to purchase common stock “‘at any time” may be enforceable
under some circumstances and unenforceable under other circum-
stances.*?

In view of the uncertainties and inconsistencies which have re-
sulted from judicial efforts to determine the validity of restraints from
the standpoint of a supposed “public policy’” which has itself never
been fully analyzed or enunciated, it seems desirable that the rules in
this area be clarified by legislation. At a very minimum, in states
which already have statutes expressly relating to restraints,” existing
policies should be clarified and the statutes made more explicit. Legis-
lative inaction can only lead to a continuation of the present judicial
tendency to justify decisions in terms of statutory provisions which
were scarcely designed for the purposes for which they are being used.

Among the basic interests which should be taken into considera-
tion in drafting legislation in this area are (1) rights of transferees
who lack notice of restrictions, (2) rights of creditors and holders of
securities having priorities with respect to stock on which the restraint
may be imposed, and (3) rights of minority stockholders.

The provisions of the Uniform Stock Transfer Act®! protect the
interests of transferees to some extent but they are by no means a
complete safeguard. The fact that notice of the restriction appears on
the stock certificate does not necessarily mean that the purchaser will
in every instance be aware of the restriction, since the certificate may
very well be delivered several days, or even weeks, subsequent to the
date of the transaction and payment of the purchase price. If any-
thing, the requirement of notice on the certificate has been useful in
providing courts with a rationale for deciding in favor of the transferee
when the statute has not been complied with and, ‘conversely, refusing

(195“118). Lewis v. H.P. Hood & Sons, 331 Mass. 670, 675, 121 N.E.2d 850, 853

49. See Note, 34 Nes. L. Rev. 717, 720 (1955), suggesting that “The pre-
rogatives of ownership should be determinable ‘at the time of purchase, by resort
to the terms of the restrictions; while under the rule of the [Hood] case, i.e., where
provisions are not invalid per se, they would be indefinite until the provision had
been litigated.” )

50. See, e.g., N.C. GEN. Srar. §§ 55-16(c), 55-45(a) (1959 Cum. Supp.);
OHn1o Rev. CopE AnN. § 1701.11 (B)(8). (Baldwin 1955). One of the most com-
prehensive provisions may be found in the new Tex. Bus. Corp. Act, art. 2.22 (1956).

51. UnrirorM StocK TRANSFER Acr § 15.
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him relief when, after having received a certificate with notice on it,
he has failed to make timely protest either to his transferor or to the
corporation.’? Most of these difficulties would be avoided by a require-
ment that the certificate not only contain a notice of the restriction but
that it be delivered immediately upon, or prior to, the payment of
the purchase price. However, to make the validity of the restriction
depend upon the time of delivery of the certificate would be to en-
able the transferor to sell the stock free of the restriction merely by
failing to part with the certificate until after the sale. Another possi-
bility would be to impose a duty on the transferor to notify the
corporation of the proposed transfer prior to the date of the sale in
order that the corporation or its stockholders may give the transferee
notice of the restriction before he has suffered a change of position by
paying the purchase price or otherwise committing himself. But essen-
tially the same difficulty as that suggested above would arise upon failure
of the transferor to give the required notice. In any case the latter may
of course be liable to the transferee in damages for breach of contract,
deceit, or on some other theory but he would doubtless be liable, or
could be made to rescind the sale, even in the absence of a statute, and,
in addition, the purchaser’s remedy against his seller is likely to be
inadequate in many instances. The fundamental difficulty is that all of
the above devices place a duty on the transferor of giving notice of
the restriction, and he is precisely the person who is least likely to
give it. The corporation or its stockholders cannot give notice until
they in turn have been notified of the proposed sale by the transferor.
To impose on the transferee a duty to obtain the certificate con-
temporaneously with the sale is another possibility, but this seems
somewhat inconsistent with the way in which stock transfers are fre-

52. If the restriction is not referred to on the certificate, it is generally re-
garded as unenforceable even against a transferee with notice of the restriction,
Security Life & Accident Ins. Co. v. .Carlovitz, 251 Ala. 508, 38 So. 2d 274 (1949),
noted in 48 Micue. L. Rev. 123 (1949); Age Publishing Co. v. Becker, 110 Colo.
319, 134 P.2d 205 (1943); Sorrick v. Consolidated Telephone Co., .340 Mich. 463,
65 N.W.2d 713 (1954), noted in 53 Micua. L. Rev. 620 (1955) and 8 Vanbp. L. Rev.
640 (1955) ; Costello v. Farrell, 234 Minn. 453, 48 N.W.2d 557 (1951), noted in
36 Minn. L. Rev. 269 (1952) ; Hopwood v. Topsham Telephone Co.,, 120 Vt. 97,
132 A.2d 170 (1957), noted in 26 Foromam L. Rev. 567 (1957) and 17 M. L. Rev.
353 (1957). Cf., Prudential Petroleum Corp. v. Rauscher, Pierce & Co., 281 S.W.2d
457 (Tex. Civ. Ap 1955) ; Larson v. Superior Auto Parts, Inc, 270 'Wis. 613, 72
N.W.2d 316 (1955) (dlctum) In re Magnetic Mfg. Co., 201 Wis. 154 229 N.W. 544
(1930) (dictum). Earlier decisions going the other way, such as Doss v. Yingling,
95 Ind. App. 494, 172 N.E. 801 (1930), noted in 17 Va. L. Rgv. 293 (1931), and
Baumohl v. Goldstein, 95 N.I. Eq. 597, 124 Atl. 118 (Ch. 1924), have generally
been distinguished on the ground that the transferee occupied a fiduciary status due to
his_position as an officer or director of the company. The results reached in the
majority of cases are probably defensible in view of the language of the statute.
Query, however, whether the statute should be interpreted as having any significance
other than to require notice of the restrxctlon on the certificate, as distinct ‘from
constituting an implicit legislative sanction of “reasonable” restrictions.
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64
quently handled as a practical matter. Perhaps the only satisfactory
solution would be some form of public record of the restriction which
would be a condition of its validity and would bind all parties re-
gardless of failure on anyone’s part to give or to obtain actual notice.
This in turn suggests that the restriction should be set forth in the
corporate charter and publicly recorded.

The rights of creditors and holders of senior securities and. the
means whereby those rights may be protected depend upon considera-
tions which extend beyond the area of stock transfer restrictions and
involve not only limitations on the purchase by a corporation of its
own shares, but redemptions, dividends, partial liquidations and any
other means whereby the “cushion’ of corporate assets relied upon for
protection may be diminished. Obviously, to the extent that a re-
striction on transfer gives rights to the stockholders directly, and not
to or through the corporation, the holders of senior securities will
have less reason to require notice or to object to the proposed enforce-
ment of the restriction. Their rights vis-a-vis the corporation may be,
and frequently are, set forth with some particularity in the corporate
charter, indenture, or other instrument pursuant to which the securities
have been issued, and it would seem that this is the most appropriate
method of achieving the desired degree of protection.5®

53. In addition, there has been some measure of judicial protection to the extent
that corporations may be prohibited from purchasing their own shares. See, ¢.g., Steele
v. Farmers’ & Merchants’ Mutual Telephone Ass’'n, 95 Kan. 580, 148 Pac. 661
(1915) ; Petre v. Bruce, 157 Tenn. 131, 7 SW.2d 43 (1928); State ex rel. Howland
v. Olympla Veneer Co., 138 Wash. 144, 244 Pac. 261 (1926) Kom v. Cody
Detective Agency, 76 Wash, 540, 136 Pac. 1155 (1913). Contra, Harker v. Ralston
Purina Co., 45 F.2d 929 (7th Cir. 1930), cert. denied, 284 U.S. 619 (1931) (Missouri
corporation); Winchell v. Plywood Corp., 324 Mass. 171, 85 N.E.2d 313 (1949).
In New York, where stock may be purchased only from “surplus,” repurchase
agreements have been declared invalid for lack of mutuality of obligation even though
there may be funds legally available for purchases at the time the repurchase agree-
ment is executed. Topken, Loring & Schwartz, Inc. v. Schwartz, 249 N.Y. 206, 163
N.E. 735 (1928). Query whether the agreement should be enforced if there are
funds legally available for the purchase at the time the option becomes exercisable.
See Note, 11 W. Res. L. Rev. 278, 283 (1960), suggesting that subsequent New
York cases may have side-stepped the effect of the Topken decision, without ex-
pressly overruling it. One device which has had some measure of success has been
to fund the repurchase price through life insurance. See Greater New York Carpet
House, Inc. v. Herschmann, 258 App. Div. 649, 17 N.Y.S.2d 483 (1940). Section
5.15 of the proposed N.Y. Business Corporation Law, S. Int. 3124, Pr. No. 3316
(1960) provides that agreements of this type shall be enforceable when the corpo-
ration is not insolvent and the cost of the purchase of shares does not exceed the
amount of surplus available therefor or reduce the net assets below the amount
payable to holders of shares having equal or prior liquidation rights. In addition,
a promise by a corporation, made contemporaneously with the issue of its shares, to
repurchase them is enforceable under the above conditions and if it is “part of an
agreement made in furtherance of the business of the corporation and executed by
the corporation with the consent of the holders of a majority of the shares given at a
duly convened meeting.” See Rohrlich, New York’s Proposed Business Corporation
Law, 15 Recorp or N.Y.C.B.A. 309, 313 (1960).
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Rights of minority stockholders would be best protected by re-
quiring that restrictions be set forth in the corporate charter. Sub-
scribers to an issue of stock would be bound as having acquired a
security which has been made expressly subject to the restriction,
and transferees would be protected by their presumed notice of the
restriction as a matter of public record, as well as actual notice
provided on the certificate itself as now required by the Uniform Stock
Transfer Act. '

If a restriction is imposed by means of a charter amendment only
those stockholders who have voted in favor of the amendment should
be bound.”* Otherwise a stockholder would be subject to having his
interest cut down or burdened with conditions to which he has not
given his assent. A principal difficulty with this approach is that it
might result in two types of stock within a class, one subject to the
restriction and the other freely alienable. An alternative would be to
bind subsequent transferees of the stock of a non-assenting stock-
holder, although the latter might not be bound and could transfer to
anyone regardless of the restriction. However, this would almost
invariably have the effect of restricting the transfer of the stock in the
hands of the non-assenter, since potential purchasers of the stock under
such conditions would be more difficult to find, and its market value
would in all likelihood be adversely affected. There seems to be no

54. See Wentworth v. Russell State Bank, 167 Kan. 246, 205 P.2d 972 (1949).
Cf., Sandor Petroleum Corp. v. Williams, 321 S.W.2d 614 (Tex. Civ. App. 1959),
noted in 14 Sw. L.J. 106 (1960) and 38 Texas L. Rev. 499 (1960) (by-law amend-
ment held not to bind non-assenting stockholder whose shares were issued to him
without restriction on transfer). Conversely, once the restriction has been validly
adopted as an amendment to the charter, those who are bound by the restriction
should not be permitted to avoid its effect by a further amendment deleting it.
Johnson v. Tribune-Herald Co., 155 Ga. 204, 116 S.E. 810 (1923) ; Berger v. Amana
Soc’y, 95 N.W.2d 909 "(Towa 1959), noted in 45 Iowa L. Rgv. 615 (1960) (re-
striction giving corporation right to purchase, and stockholder right to sell, stock at
“true value” in the event of death, sale or removal to another locality held not sub-
ject to modification by amendment so as to require stockholder to receive, instead
of cash, stock of another class on resale of original stock to the corporation);
Bechtold v. Coleman Realty Co., 367 Pa. 208, 79 A.2d 661 (1951). O’Neal has
suggested that the corporate charter should provide against its subsequent amendment
in a manner which would delete the restriction. 2 O’NEAL, CLoSE CORPORATIONS :
Law AND Pracrick § 7.14 (1958 ed.) ; O’NEAL, Restrictions On Transfer Of Stock In
Closely Held Corporations: Planning And Drafting, 65 Harv. L. Rev. 773, 786
(1952). See N.Y. Stock Corp. Law § 9, limiting the duration of such a prohibition
against amendment to a period of ten years. See also Israels, The Close Corpora-
tion And The Law, 33 CornEry L.Q. 488, 503 (1948) and Note, 44 CorNELL L.Q.
133, 140 (1958). For an argument that removal of restrictions should, in some in-
stances, be permitted, see Clark, Charter or By-law Awmendment to Remove or
Impose Stock Transfer Restrictions, 2 Core, Prac. CoMmMENTATOR 1 (1960). The
proposed N.Y. Business Corporation Law apparently permits charter amendments
of all types regardless of whether they are “fundamental” in nature, providing in
certain situations for dissenter’s appraisal rights. See sections 8.04(a) (2) and
8.07(a) (6) of the proposed statute, S. Int. 3124, Pr. No. 3316 (1960), and Rohrlich,
New York’s Proposed Business Corporation Law, 15 Recorn or N.Y.C.B.A. 309,
319 (1960).
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theoretical objection to a restriction’s being applicable to some but
not all stock in a class and the cases have in fact reached this result
indirectly in holding by-laws valid on a contractual basis between
those who have assented to them, or those who may for various rea-
sons be estopped from objecting to them, and yet not binding on other
stockholders.”® From a practical point of view, if the restriction were a
matter of public record, transferees would be on notice of the possi-
bility that transfer of the stock they intend to purchase may be re-
stricted and hence would be under a duty to inquire concerning the
rights of the transferor and his predecessors in interest vis-a-vis the
company and its stockholders. The restriction should be prima facie
applicable to all of the shares of a class, and the burden should be upon
the transferee or’his successors in interest to establish that his shares
are free of the restriction.

Absolute prohibitions against transfer, or restrictions having the
effect of conditioning the right to transfer upon the consent of one or
more persons, should be permitted if limited in time. At the expira-
tion of a designated period the restriction could be submitted again to
the stockholders and those opposed to it could have their shares re-
leased from its effect. Options to purchase on a “first refusal” basis
upon the happening of specified events, such as death, retirement,
or proposed sale to a non-stockholder, could be unlimited in time since,
unlike an absolute prohibition on transfer, or a requirement of consent,
such restrictions do not have the effect of “freezing in” stockholders
who wish to dispose of their shares and hence put them at the mercy
of the majority, who is thus in a position to impose any conditions it
considers desirable as a price of giving the requisite consent.

It is sometimes suggested that a statute expressly permitting
restrictions on transfer should apply only to certain types of corpora-
tions or be restricted to so-called “private” or close corporations with
a limited number of stockholders.?® This is perhaps more a matter of
policy than anything else but there seems to be no real reason why any
such arbitrary limits should be imposed. As a practical matter, large,
publicly held corporations will seldom seek to restrict transfer of their

55. See cases cited in notes 29 and 30, supra. On the question of estoppel see,
e.g., Lewis v. H.P, Hood & Sons, 331 Mass. 670, 121 N.E.2d 850 - (1954), and
Prindiville v. Johnson & Higgins, 92 N.J. Eq. 515, 113 Atl. 915 (Ch. 1921), aff’d,
93 N.J. Eq. 425, 116 Atl. 785 (Ct. Err. & App. 1922).

56. See, e.g., Winer, Proposing A New York “Close Corporation Law”, 28
CorniLL L.Q. 313 (1943), suggesting that special provisions be made applicable to
all corporations whose stock is owned by not more than five persons. Compare this
approach with that taken in civil law countries such as France and Belgium, as
described by Winer on page 330 of the article, and also with that taken in Great
Britain with respect to the so-called “private company.” 6 Halsbury’s Laws of
England § 526 (3d ed. 1954). See also Gower, supra note 5, at 1378,
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shares in view of the obvious difficulties of administration, listing
requirements on stock exchanges and, what is perhaps the fundamental
reason, the fact that the necessity for imposing a restriction is less
likely to exist where the stock is not closely held and is already in the
hands of an appreciable number of “outsiders.” In such cases, the
majority stockholders are more likely to resort to other methods of
insuring perpetuation of control, such as voting trusts, pooling agree-
ments, irrevocable proxies and the like.>

Given the above assumptions, it would seem that most types of
restrictions should be permitted. In any event, it would be well that
supposed considerations of “public policy” in promoting free transfer
of stock be crystallized in statutory form, perhaps along the lines sug-
gested above, which would remove the uncertainties of the now out-
worn prohibition against ‘“unreasonable” restraints. For the most
part such a statute, in its result, would not differ radically from the
net effect of the existing case law, except that vague criteria such as
“reasonableness” and ‘“‘convenience or necessity’” would become in-
applicable. Accordingly, a restriction would be considered enforceable
upon compliance with the statutory conditions and any uncertainties
arising from the possibility that a court might subsequently determine
the restriction to be invalid as applied to a particular fact situation or
business context would be eliminated.

The following is an illustration of what might be done in the way
of drafting a statutory provision codifying some of the principles
outlined above. Perhaps whatever deficiencies it may have will en-
courage another to draft an improved version which may eventually
result in legislation :

“No restriction_on transfer of stock shall be enforceable unless
(1) it shall be set forth in the certificate of incorporation, and
(2) it shall be set forth in full or in substance upon the certifi-
cate evidencing such stock, or satisfactory reference made upon
such certificate to the appropriate portions of the certificate of
incorporation containing such restriction and the place where
such certificate of incorporation may be made available for in-
spection, provided however, that a failure to comply with sub-
division (2) of the foregoing shall not render such restriction
unenforceable with regard to a stockholder or transferee having
actual notice of the restriction at the time he acquired such stock.

Notwithstanding any other provisions of this [Section,
Article],

57. For an interesting discussion of this point, see Proceedings, Texas Business
Corporation Act Institute, 144-45 (1955).
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(a) no restriction having the effect of prohibiting the transfer
of stock, or requiring that any such transfer be conditional upon
the consent of one or more persons other than the holder thereof,
shall be enforceable for a term in excess of 10 years from the date
at which such restriction shall first become effective, except that
such term may be extended for an additional 10 years upon the
written consent or other authorization of a stockholder with re-
spect to any shares held by him, but a stockholder not so con-
senting shall be entitled to transfer or otherwise dispose of his

shares in the same manner as if such restriction had not been in
effect;

(b) no restriction adopted by an amendment to a certificate of
incorporation shall be enforceable against a stockholder, or his
transferee, legatee, or successor in interest, who shall sustain the
burden of proving that he objected to such amendment in writing
and voted against it at a meeting of stockholders duly called for
consideration ;

(¢) stockholders may enter into agreements restricting the trans-
fer of their shares and such agreements shall be enforceable between
the parties thereto, but not otherwise except in compliance with the
provisions hereof; and

(d) restrictions adopted or entered into prior to the effective

date of this [Section, Article] shall continue unaffected by the pro-
visions hereof.”
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