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Though the buy-sell agreement has long been regarded as an
effective tool for administering the share capital of a close
corporation in the United States, the concept 1ls falzly new
to Canadian corporate law.? The importance of this type of
agreement has Iincreased considerably in recent years with the
introduction of the unanimous shareholder agree. ent (USA) into
several of the business corporations statutes in Canada.=z

Under these statutes, a unanimous shareholder agreement
may provide for a variety of matters, for example, it may
allow shareholders to assume the rights, duties and powers of
directors, through the structuring of the management of the

corpeoration,? and it may also provide for the transfer of the

*J.F. Kennedy, "Shareholder's Agreements™ in Special
Lectures of the Law Society of Upper Canada, Recent
Revelopments in Estate Planning and Administration, (Tcronto:
De Boo Ltd., 1980) 316-320; B.G. Hansen "Corporate Law" in
The Legal Education Society of Alberta, ed., Alberta Law for
the 60's, (Vancouver: Butterworths, 1978} at 116; D.P.
Coates, "Share Transfer and Transmission Restrictions In The
Close Corporation" (1968) 3 U.B.C.L. Rev. 96.

*See for example, Canada Business Corporations Act, S.C.
1974-75-76, c.33, 5.140, as amended by S8.C. 1978-79, c.9,
5.146, {hereafter called the C.B.C.A.), Buginess

Corporations Act, 1982, S.0. 1982, c.4, 8.108, (hereafter
called the 0.B.C.A.), Business Corporations Act, S.A. 1981,

c.B-15, s8.140, (hereafter called the A.B.C.A.);

S.
c.

*This is contrary to the common 1law rule, whereby the
shareholders' agreement Is wvatid only when It affects
shareholders in their capacity as shareholders, and any part
of the agreement which affects shareholders in thelr capacity
as directors, ls invalid even if it is unanimous; Ringuet v.
Bergeron (1960), 24 D.L.R. (2d) 449, 1{1960] S.C.R. 672
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corporation's shares.* The provisions of the shareholder
agreement dealing with the management of the corporation
should be regarded 25 a separate subject. This subject is not
addressed in this dissertation.®

This study focuses on those provisions 1in shareholders'
agreements dealing with the transfer of a corporation's
shares. These are called buy-sell provisions and through
them, the shareholders can control the termination of their
relationship as shareholders by mutual agreement.

The parties may enter into a separate buy-sell agreement
dealing with buy-sell provisions and related matters such as
share valuation and the funding of the agreement.® Once this
agreement restricts the powers of directors to manage the
corporation, and is signed by all sharehol.ders, it becomes a
unanimous shareholder agreement within the provisions of the
various Canadian business corporations statutes. It |is

therefore automatically covered by statute which provides for

(S.C.C); Motherwell v. Schoof, [194%] 4 D.L.R. 812 (Alta. S.C.).

“For a comprehensive listing of the matters which may be
dealt with in the unanimous shareholder agreement, see J.

Bernstein, Tax Planning for Proiessionals andg Executives, (Don
Mills, Ontario: CCH Canadian Ltd4., 1983) c¢.10.

8S%ee generally, R.J. Hay & L.A. 8Smith, "The Unanimous
Shareholder Agreement: A New Device For Shareholder Control"
(1985) 10 Can. Bus. L.J. 440; J.8. Elder & S.H. Ash
"Shareholder Rights, Obligations and Procedures"™ The_ New
Ontario Busipess Corporations Act: Responding to the
Proclamation, (Toronto: Insight Press, 1984).

eS.P.H. Robinson, "Shareholder Agreements: Control and
Divorce Provisions" tical e

Agreements, (Toronto: Insight Press, 1984).
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the summary enforcement of the rights wunder the agreement.”?
However, the buy-sell agreement does not have to be unanimous
and it does not have to affect all of the corporation's shares
before it can be regarded as an enforceable agreement.

The increasing amount of 1litigation dealing directly and
indirectly with the buy-sell agreement would seem to suggest
that this type of agreement 1is galning popularity in the
corporate world. However, this topic doces not appear to have
received much coverage in the literature on Canadian corporate
law.® Discussion of the buy-sell agreement has generally
been confined to journal articles, conference materials, and
comprehensive coverage of the tax aspects of the agreement in
the tax lliterature.

This dissertation analyses the buy-sell agreement as an
important device for organizing and managing the interests of
the shareholders of a corporation. It provides a
comprehensive and up to date review of both the legal and
financial aspects of the buy-sell agreement and some useful
insight into the many considerations involved in drafting such
an agreement.

The subject of the buy-sell agreement can be regarded as

very wide, with implications for several areas of the law.

?See further, infra, Chapters VI and VII.

8See for example, F.H. Buckley & M.Q. Connely,

Corporations: ripciples nd olicies, 2d ed., (Toronto:
Emond Montgomery Publications Ltd., 1988); E.E. Palmer & B.
Welling i aw; Cases ote

{(Toronto: Butterworths, 1986).
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The writer has found it necessary to operate within certain
constraints in the interest of presenting a conclise and
functional dissertation. Whenever relevant, these limitations
are noted and the reader is referred to material which covers

the area more thoroughly.

As far as possible, Canadian authorities are used in

support of the material presented. The Capada Business
Coxrporations Act,? the Ont o Bus o)
1982,%° and the Alberta Business Corporatjons Act®* have been

selected to provide examples of relevant statutory provisions.
Whenever necessary, authorities from both the United Kingdom
and the United States of America are noted.

The buy-sell agreement is discussed in the context of the
close corporation, as this type of corporation presents the
most suitable format £for its operation.*? This form of
agreement is not as effective in the public corporation or
sven in the lar ,er private corporation because the number of
shareholders makes the agreement unwieldy. Additionally, in
the case of the public corporation, shares are usually traded

on a stock exchange and the need for the buy-sell agreement is

ss.Cc. 14-75-76, c¢.33, as amended by $.C. 1980-81-82-83
c.115.

i93,0. 1982, c.4.

i125,A. 1981, ¢.B-15.

i27hpugh the term "close corporation" is of American
origin, it has become quite popular among Canadlan

commentators and shall therefore be used in this text. See
further, infra, Chapter II, notes 7-21 and accompanying text.



reduced.??

The transactions in the buy-sell agreement are sometimes
administered through the use of a holding corporation. In the
interest of clarity, references to the holding corporation are
minimized. To some extent, the issues discussed 1in the
dissertation involving shareholders and che corporation are
relevant to similar transactions involving holding
corporations.2**

To simplify the discussion, the buy-sell agreement is
presented primarily in the context of the standard two
shareholder situation where both parties are active in the
business, and contract to dispose of their entire shareholding
either voluntarily or on the occurrence of a particular event.
However, it must be made clear that the buy-sell agreement
between more than two shareholders can and does exist, and the
parties can contract to dispose o0f any percentage of their

shareholding at any gliven time. Also, all the shareholders

13Large public corporations, where management control is
closely held but share capitel is widely held, may present an
exception to this rule. See further, E.F. Horsey, "Control
and Restrictions on Ownership of Shares" Legal Problems

i s) e d ! (Vancouver: The
Continuing Legal Educatiern Society of British Columbia, 1982),
1 at 2.

14Gee generally, W.E. Crawford & P.O. Gratils,
"Shareholder's Agreements -~ A Need for Greater Flexibility"
(1983) 31 Can. Tax J. 257 at 258-262; J. Bernstein,
sharxeholder Agreements: A Tax and Legal Guide, (Don Mills,
Ontario: CCH Canadian Ltd., 1988}); R. Witterick, "Buy-Sell
Agreements" Report of the Proceedings. of the Fortieth Tax
Conference, 1988 Conference Report, (Toronto: Canadian Tax
Foundation) 16:1 at 16:18-16:20.
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who are signatorles to the agreement need not be actively
involved in the business.

This dissertation is divided into six chapters exclusive
of Chapters I and VIII which comprise the introduction and
conclusion respectively. The areas selected for analysis
present as detailed a treatment of the various aspects of the
buy-sell agreement as is possible in a work of this nature.

Chapter 11 focuses on the buy-sell agreement itself. A
working definition 1is provided and the importance of the buy-
sell agreement in the <close corporation 1is established.
Various types o0f buy-sell provisions including the put-call
provisions and the right of first refusal provisions are
classified and examined. This discussion does not lnclude
pre-emptive (anti-dilution) rights.® Chapter II also looks
at possible events which may trigger the operation of the buy-
sell agreement. These include transfers by operation of law,
in particular, transfers resulting from bankruptcy or
foreclosure. The issue of possible spousal claims under the

am w_Act*® resulting from marriage breakdown, is seen as
being outside the scope of this dissertation and is therefore

not discussed.*”

asc,B.C.A. 5.28(1); O.B.C.A. 8.26; A.B.C.A. 58.28(1); See
also infrxa, Chapter II, note 97.

isp.8.0. 1986, c.4, as amended 1986, c.35.

27g8ince the introduction of the Famlly Law Act, the
spouse of the shareholder has a potential interest in a

business on the separation or on the death of a shareholder
unless there 1is a domestic contract to the contrary. See
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Chapter III deals with the valuation of shares under the
buy-sell agreement. It begins by reviewing the debate on what
constitutes falr value. Relevant valuation 1issues, including
minority discounts and premiums for control are then
considered. This dissertation also examines the procedures
that can be employed for affecting share valuations and the
most important methods of valuation. -

Chapter IV discusses both jinter vivos and testamentary
methods of funding buy-sell agreements. Because life
insurance is probably the most effective method of funding
testamentary transfers under the buy-sell agreement, the
various types of insurance plans available f£for this purpose
are discussed. The most commonly used insurance arrangements
and the alternatives for the uninsurable shareholder are also
considered. Some metheds of funding jpter viveos transfers,
including bank loans and mortgages are also examined. The
merits of the purchase of shares by the shareholders
themselves, as opposed to corporate share repurchase are then
discussed. The gu..tion of funding is important as the buy-
sell agreement could be inoperative if the £funds needed to

ensure its operation are not available.

generally, R. Hull, "The Effect of the New Family Law Act Upon

Estates" (1986-87) Can. Fam. L.Q. 1; J. Marmer, "Ccmputation

of Net Family Property under the Family Law Act, 1986" (1986-

87) Can. Fam. L.Q. 27; W.P. Abo & N.¥Y. Murrant, " Fair Market

Value and Sprcial Purchasers: A Problem Area In Matrimonial

Valuations®" (1983) 3 Can. Fam. L.Q. 23; E.L. Liukinski, "The
1

Equalizer - The Family Law Act, 1985" ghareholders' Riqghts ang
dareements, (Toronto: Insight Press, 1985).
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Chapter V discusses some of the income tax consideratlions
which are relevant to the buy-sell agreement. This aspect of
the buy-sell agreement has already received extensive coverage
in articles and conference materials by practitioners and tax
officials. The treatment of this area is therefore confined
to discussion of the Iimpact of tax concepts such as control
and association, on the determination of the income tax on the
proceeds of the buy-sell agreement.

Some of the effects of income tax law on the valuation of
shares under the buy-sell agreement and on the wuse of life
insurance to fund the agreement are also examined. The income
tax implications of shareholder purchase and corporate share
repurchase are also considered. This treatment excludes
discussion of more complex income tax Iissues, for example,
anti-avoidance rules, Iinterest deductibility and the capital
dividend account. 1Illustrations of how the income tax should
be calculated are not provided.*®

This dissertation recognizes that the subjects of funding,
valuation, and income tax considerations, are each complex
enough to merit treatment as individual treatise. However, it
is felt that this study would be incomplete without some
consideration of these crucial areas.

Chapter VI examines the legality and effectiveness of the

buy-sell agreement, while Chapter VII reviews the remedies

isgae further jinfra, Chapter V, note 4 for a list of
articles which discuss these issues in detail and also provide
illustrations.



which are available for breach of the agreement.

This dissertation is accompanied by appendices containing
a selection of buy-sell agreements with clauses for insurance
funding and valuation. Additional or altermative buy-sell
clauses including shotgun, right of first refusal, plggy-back
and right to purchase <clauses are also Iincliuded 1in the
appendices. The aim of the appendices 1is to provide some

practical examples of the matters presented.



1. DEFINITION

A well constructed buy-sell agreement can serve as an
effective tool for managing and enforcing the share transfer
restrictions in a close corporation. Such an agreement would
inciude provisions covering the funding of the agreement and
the wvaluation of the shares subject to the agreement.
Provisions for the enforcement of the agreement, and remedies
for its breach can also be included.?*

Defining the buy-sell agreement 1is not a simple task.
Because of the fragmented nature of previous treatment of this
subject, definitions of its scope have tended to vary
depending on the focus of the particular presentation.? This
dissertation seeks to avolid the 1limited but prevalent
definition of a buy-sell agreement as an agreement operating

only on the death of a shareholder,?® in favour of a wider

*Re A & B.C.Chewino Gum, [19751 I W.L.R. 579.

2Zee for example, S.P.H. Robinson, *Shareholder
Agreements: Control and Divorce Provisions™ Critical Issues
Inside Major Business_ Adreements, (Toronto: Insight Press,
1984) at 30-31; and R.J. Hay & L.A. Smith, "The Unanimous
Shareholder's Agreement: A New Device In Shareholder Control"
(1985), 10 Can. Bus. L.J. 440, where buy-sell agreements are

seen as jnter se transactions between the shareholders of a,
corporation.

3F.H. Buckley & M.Q. Connely, :
2d ed. (Toronto: Emond Montgomery Publications
Ltd., 1988); D.S.M. Huberman, "Buy and Sell Agreements for
the Canadian Close Corporation™ (1963) 41 Can. B. Rev., 538;
J. Bernstein, "Life Insured Buy-Sell Arrangements"
- 1984
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definition which includes jfpter vivos transactions.+

The buy-sell agreement consists of three elements: (a) a
prohibition on the transfer of shares except in accordance
with the terms of the agreement; (b) provisions describing
circumstances in which a shareholder must sell his or her
shares (eg. death or termination of employment) and providing
the procedures for such a sale including valuation; and (c)
provisions prescribing one or more mechanisms by which
shareholders may sell their shares (eg. shotgun or the right
of first refusal).

The term "buy-sell agreement" can therefore be defined as
any agreement among the shareholders of a close corporation,
that governs the circumstances in which transfers of the
corporation's shares, by way of sale or purchase, and the

mechanisms for such transfers are controlled.

2. THE CLOSE CORPORATION
The peculiar characteristics of the close

corporation® present the ideal environment for the effective

Conference Report, (Toronto: Canadian Tax Foundation, 198%)
957 at 957-958.

4J.F. Kennedy, "Shareholders' Agreements™ in Special
Lectures of the Law Society of Upper Canada, Recent

Developments . ip Taxatlon_  and
{(Toronto: Richard De Boo Publishers, 1980) 317
at 321.

®The terms "closed corporation", "close corporation", and
"closely-held corporation", seem to be used interchangeably by
different writers, apparently to mean the same thing. At
least one writer however sees a clear distinction between each
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operation of buy-sell agreements. The nature of this type of
corporatlion is aptly described by Coates in his article where

he states that,

na close corporation is more easily described than defined
but essentially it is a private company with two to four
shareholders with one or more of the characteristics to be
discussed below. Generilly all or most of the
shareholders work in the business and this integration of
ownership and management 1is essentially what distinguishes
the close corporation from other private and public
companies. Outside management js rarely used. The
affairs of the busliness are in all likelihood conducted in
the same manner as they were before the business was
incorporated, that is, without much attention belng paid
to the proportionate shareholdings of the participants.
Often the corporation will provide the sole source of
income to the individual shareholders and the capital
stock and the shareholder's loans will constitute the bulk
of his personal estate. The close corporation must thus
be planned and set up Vvery carefully to protect the
livelihood and estate of each of the owners."®

The close corporation is usually formed to carry on a
particular business activity or the business of an individual
or a family. This type of corporation has also been referred
to as an njncorporated partnership“, and to this extent, the

relationship is based on trust, loyalty and confidence.”

of these terms. gee further, F.H. O'Neal & R.B. Thompson,
] ]

3d ed. (Illinols: Callaghan's
Company, 1987) c.1.04.

D.P. Coates, "Share Transfer and Transmission
Restrictions in the Close Corporation” (1958) 3 U.B.C.L. Rev.
96.

7Re. Smith Fawcette Ltd., [1942] Ch. 304 at 306 (C.A.),

per Lorxd Greene M.R.; See generally, G.D. Hornsteln,
nJudicial Tolerance of the Incorporated partnership" (1953) 18
Law and Contemporary Problems 435; F. lacobucct & D.L.

Johnston, "The private or Clo=ely-Held Coxporation™ in J.8.

Zeigel, ed., MMM (Toronto:
Butterworths, 1973) 68 at 72-91.
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The close corporation falls wunder the wider heading of
private corporation as formerly provided for in many of the
Canadian corporation statutes.® The priv.te corporation is
characterized by three features: i) restrictions on the number
of shareholders (usually fifty or less, excluding present and
former employees)?®; ‘ i) restrictions on the method of share
transfer; and 1ii) prohibition on invitations to the public
to subscribe for the corporation's shares.2®

The distinction between public and private corporations,
as formerly provided for under some of the provincial
Companies Acts, has been superseded in most of the Canadian
business corporations statutes by a more functlional approach
which utilises terms such as "distribution to the public"2?,

and "“offering corporation®".,22

®*D. Huberman, supra, note 3 at 539.

*See for example, Ontarjo Securjties Act R.S.0. 1980,
c.466.

294, Sutherland, D.B. Horsey & J.M. Edmiston, Fraser's
Handbook On Canadian Company Law, 7th ed. (Toronto: Carswell,
1985) c¢.3 at 31; See also, R.A. Kingston, 0Qptarioc
Corporations Manual, (Toronto: Richard De Boo Publishers,
1986) at 6503-6507; H.H. Strikeman & F.P. Ellliot, Poing
Business In Canada, Vol. 2, (New York: Matthew Bender and Co.
Inc., 1988) para.l5.04[1].

*18ee for example, Buginess Corporatjons Act, S.A. 1981,
c.B-15, (hereafter called the A.B.C.A.}, s8.1{(i), s.3.

1ZThese terms are based on the relative requirements of
protection of the rights of the minority shareholders of a
public corporation and their access to information, as opposed
to the requirements of the shareholders cf a closely-held
corporation. For example, in the case of the public
corporation, non-executlve directors and mandatory
solicitation of proxies. See further, H. Strikeman, supra,
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The private corporation {s however still provided for in
most of the provinecial securities statutes,? Many
corporations which are intended to be private include the
three restrictions noted above in their articles of
incorporation to ensure that the corporation qualifies for
this status under provincial securities laws. Shares may then
be transferred without regazd to the registration and
prospectus reguirements.,*+

In most cases where shareholders desire the benefits of
incorporation but wish to restrict share transfer, the private
corporation is the most suitable form of businegs

The position of the sharehoclders in such a corporation
differs greatly from that of their counterparts in a public
corporation or even in a partnership. The shareholders in a
public corporation can easily and quickly realize theix
investment through sale on a stock exchange,*? while partners

may have a right to withdraw and cause the dissolution of the

note 10 At para.l15.04 ([2)-{3);

Business <Corporations Act
{Ontario), 1982, 8.0. 1982, c.4, {(hereafter called the
0.B.C.A.), para.l(l)(27).

13For some discussion and the citations of the relevant
Canadian statutes, both federal and provinclal, which provide

for private companies, see H. Sutherland, Fraser's Handbook ,
supra, note 10 at c.3.

is44, Strikeman, supra, note 10 at para.l15.04(1].

isp, Elfin, "Suggested Revisions of the Law Pertaining to
the Dissolution of Partnerships and Close Corxrporations" (1987)
25 Am. Bus. L.J. 110.
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partnership.2*®

These options are often not avallable to the shareholders
of a close corporation because a motion for the dissolution of
a corporation is usually governed by statute and often
requires a majority vote.2? Additionally, it has often been
found that apart £from the remaining shareholders of the
corporation, few persons are interested in {investing in close
corporations, especlially if they are not gaining a controlling
interest.*®

Given these circumstances, the prudent shareholder would
prefer to balance the desire to restrict share transfer with
the need to ensure a market for his or her shares, 1f and when
the need for such a market arises. The buy-sell agreement is

one way of striking this baiance.

i8D.A. Ward, "The Appraisal Remedy" in J.C. McDonald, 8.
Cole & R.M. Wise, eds., Valuing Shares in a Private Company,
(Toxronto: Dept. of Continuing Education, The Law Society of
Upper Canada, 1986) at F-15; E.F. Horsey, "Control and
Restrictions on Ownership of Shares"
! (Vancouver: The Continuing Legal
Education Soclety of British Columbia, 1982) 1 at 2; R.
Elfin, supra, note 15 at 1l11; These provision can be, and
typically are varied by the partnership agreement.

*7Capnada Pusiness Corporations Act, 8.C. 1974-75-7s,
c.33, (hereafter called the C.B.C.A.) Part XVIII, 88.207-228;
0.B.C.A. Part XVI, s8s5.92-235; A.B.C.A Part 17, s5.200-221;

Re Bondi pPetter Bananas (19511 O.R. 845, [1951] 3 D.L.R. 522,
(H.C.J.).

*®Leitch Trapspoxt Ltd. v. Neonex Intexrpational Ltd.
(1989), 8 B.L.R. 257 at 299 (Oont. C.A.); M.C. Cullity, R.E.
Forbes & C. Brown, Taxation and Estate Planning, (Toronto:
Carswell, 1984) at 620; G.J. Vesley, "Some Inter Vivos
Aspects of Buy-Sell Agreements"

- {Toronto: Canadian Tax
Foundation, 1984) 925 at 926.
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3. THE NEED FOR A BUY-SELL AGRERMENT

First and foremost the existence of & buy-sell agreement
ensures that shareholders pay or receive a falr price for
their interests in the event of any acquisition or disposition
of shares.**

In most cases, all of the shareholders of the corporation
work in the business and wish to preserve for thzmselves the
right to select their future assocliates and to avoid being
forced into accepting an unsultable replacement for a deceased
or departing shareholder. They want persons who they f£ind
compatible and trustworthy, and who can contribute in some way
toc the normal running of the business.2° This does not
necessarily include heirs of a deceased shareholder, as they
may prove to be not as competent as their predecessor.?*>

The shareholders of a close corporation also wish to guard
again *+ the possibility of any portion of the corporation's
shares passing {nto the tands of either their competitors, or
persons who are not sympathetic to the corporation. Such
competitors sometimes seek to purchase shares of a rival
corporation in order to obtain access to the corporation's

records and trade secrets and also to acqulre the voting

isyf . R. Campbell, "Business Valuation Aspects of
Shareholder's Agreements"

Shareholders Agreements and
Disaqreements, (Toronto: Canadian Bar Association - Ontario
Continuing Legal Education, 1986) at 1.

20E. Horsey, Bpupra, note 16 at 2.

21gee further, D. Huberman, supra, note 3 at 542; Re
Harvey's Stores Ltd. and Harvey (1979), 6 B.L.R. 223 (B.C.C.A.).
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rights attached to such shares.22

The desire to maintain the original power balance which
the shareholders themselves set by mutual consent may be
another reason for implementing a buy-sell agreement. The
existence of such an agreement would prevent any one
shareholder £rom galning absolute control by unilaterally
purchasing the shares of a departing shareholder.??

The bLuy-sell agreement should make it difficult for a
valued shareholder, who plays an important role in the success
of the corporation te abruptly withdraw his services. Given
the peculiar characteristics of the close corporation, finding
a purchaser with similar talents who is interested in working
in the corporation and who can also harmonize with the
existing shareholders may not be easy. However, the active
shareholder should also have a right to leave the corporation,
once adequate notice is given.?* The shareholders' interest
in the liquidity of <their shareholding should therefore be
balanced against their interest in the stability of the
corporation.

A majority shareholder may want to retain the option to

*2ontarjo Jockey Club v, McBride, [1927]) A.C. 917 (P.C.);
E. Horsey, supra, note 16 at 2.

22E. Horsey, ibid,, at 2.

24p purchaser interested only in investment s
undesirable in close corporations, where profits are usually
paid out in salaries, and providing dividends for someone who
is not contributing any services may be awkward. Re Daniels
angd Fleldex (1988), 65 O.R. (2d) 629 (H.C.J.).
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take control of the corporation by compelling the other
shareholders to sell thelr interest. Shareholders may also
want to be in a position to convert their interest on short
notice, by selling the shares to the corporatlion, the
remaining shareholders or an outside third party.
Alternatively, the corporation and the other shareholders may
wish to force the departure of a sharaholder who is no longer
willing or able to work in the business or who breaches the
agreement.=z®

In the cases of death, incapacity, dismissal or
retirement, the agreement may require that the remaining
shareholders purchase the shares of the deceased or departing
shareholder. This is particularly important in the case of
the close corporation where the interest in the corporation is
often the most substantial asset that the shareholder
possesses. Given the fact that there 1is usually no ready
market for these shares, the buy-sell agreement should provide
the means by which the departing shareholder or the estate of
a deceased shareholder could realize their investment on
relatively short notice. Funding mechanisms have to be
carefully arranged 1if the shareholders are to be able to meet

their obligations at the required time.z*

25D,.R. Brown, "Shareholder Agreements and The Alberta
Business Corporations Act" in Alberta Bar Admission Course
Material, Cozporations, (Edmonton: Legal Education Soclety Of
Alberta, 1981) 1147; D.C. Ross, "Shareholder's Agreements" in
Law Society of Upper Canada, Bar Admission Course Material,
Business Law 1986/87, (Toronto: Carswell, 1986) 206.

283ee further jpnfra, Chapter IV.
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The buy-sell agreement may also serve as a meany of
solving disputes among the shareholders.?? The put-call
provision is very useful in these cases. This type of
provision 1s |usually a mutual agreement between the
shareholders which gives each of them the right to initliate
the sale of the shares governed by the agreement.®® Because
the put-call provision generally forces one shareholder to
dispose of his shares in favour of another, it can be a very
effective dispute-solving mechanism, especially if therxe is
the possibility of a deadlock between the parties.

The employment of the buy-sell agreement for the
settlement of disputes is usually regarded as a last resort
and means, in effect, that the dispute has not been settled
and the parties no longer wish to work together in the
corporation.®*?® However, this recourse 1is preferred to an
application to the courts £for a dissolution or winding up
oxder as permitted under the various business corvnrations

statutes.?° in some cases the mere threat of dissocolution is

27p, Finn, "Shareholder Agreements" (1978) Aus. Bus. L.J.
97 at 97.

28gee further ipfra, Chapter II, notes 68-93 and
accompanyling text,

2*D, Ross, pupra, note 25 at 211.

30gee for example, C.B.C.A. s8s5.207-228; 0.B.C.A. 8s.,190-
243; A.B.C.A. 8s5.200-22]1. This remedy may not be avallable to
the minority shareholder of the close corporation, as the
appropriate resolution may require the approval of at least
50% of all the shareholders at the meeting, see for example,
0.B.C.A., =5.236; however, relief may be available under the
oppression remedy: See further jinfra, Chapter VII notes 56-76
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enough to encourage the parties to settle their
differences.?

Some of the share transfer restrictions imposed by the
buy-sell agreement®® may also ensure compliance with the
provisions of the 1relevant provincial Securjties Act.>”
These Acts usually mandate such restrictions 1f the
corporation is to remain a private corporation for the
purposes of the Act.?*

The similarity of a close corporation to a partnership
also encourages shareholders to impose share transfer
restricvtions in an attempt to maintain the advantages of
operating the.r corporation as a partnership, while enjoying

the benefit: afforded by incorporation.?»®

and accompanying teat.

1R, E1fin, gupra, note 15 at 33-122; P.R. Lockyer,
"Shareholders' Agreements: Dispute Avoidance and Resolution
(0r An Ounce of Prevention 1is Worth a Pound of Curel)"
Shareholders' Agreements and Disagreements (Toronto: Canadian
Bar Association - Ontario Continuing Legal Education, 1986) at
9.

32gee jpnfra, Chapter II, notes 9-10 and accompanying text.

335ee for example, Securjties Agt R.S.0. 1980, c.466 as
amended; Elsey's Frosted Foods Ltd. v. Mid White Oak 8Sguare

Ltd. (1976), 1 B.L.R. 114 (Ont. H.C.J.).

»4gee further, H. Sutherland, Fraser's Handbook, supxa,
note 10 at ¢.3, for relevant citations.

353y.H. Paintexr, "Stock Transfer Restrictions: Continuing
Uncertainties And A Legislative Proposai? (1960) 6 Vill.
L.Rev. 48. The advantages of incorporation over a partnership
include the enjoyment of limited liability by the shareholders
of the corporation, Salomon v. Salomon & Co,, [18%7] A.C. 22,
13 7.L.R. 46 (H.L.); as opposed to the personal liability,
even after the death of a partner, Partnership Act, R.8.0.
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In addition to the many reasons mentioned above, the very
existence of a buy-sell agreement may promote the peace of
mind and goodwill among shareholders, employees, and
creditors which comes from knowing that their jobs and their
investment are protected. This would go towards promoting and

ensuring the stablility and prosperity of the business.?®

4. SOME 1SSUES FOR CONSIDERATION

When a3 buy-sell agreement 1Is beling drafted, there are
several important issues which can ultimately determine its
validity and effectiveness.

A primary consideration is that these agreements are
usually drawn when the relationship between the parties is
most cordial.>" It is therefore up to the drafters to take
advantage of the climate of congeniality and cooperation to

settle all matters which may be contentious at a later date.?®

1980, c¢.370, s85.10-11.

*%D. Huberman, gupra, note 3 at 544; P. Finn, gupra,
note 27 at 104; R. Witterick, "Buy-Sell Agreements" Report of
the Proccedings of the = Fortieth Tax Conference, 1988
Conference koeport, (Toronto: Canadian Tax Foundation) 16:1 at
15:3.

27"The initial capitalization of the company will take
place in "honeymoon™ period when disagreements will not
generally threaten established interests. At this =stage,
serious problems can be resolved by a simple decision not to
proceed with the proposed venture"™ - R. Hay, sBupra, note 10 at
452,

3°R.B. Blainey, "Shareholder Agreements - Valuation
Considerations" ghaxeholder Rights and Agreements, (Toronto:
Insight Press, 1985) at 1.



UY-— L AG 22
It is also advised that the bhuy-sell agreement be executed at
the time of incorporation and bhefore the parties have an
opportunity to establish their own niche 1in the corporation
which they may be unwilling to relinquish at a later date.?>®

The effectiveness of the buy-sell agreement often
decreases as the number of shareholders increases. This is
mainly berause many of the provisions contained in the
agreement, for example, the put-call options which include
offers and counter offers, become more difficult to organise
when several parties are involved.+*®

Careful attention shou’d also be paid to the time limit
provisions of the agreement. These may be extremely lmportant
to the success of the buy-sell agreement, particularly the
put-call and first option provisions. Time 1limits usually
range from six to ninety days but the parties may increase or
decrease the number of days as the situation warrants.+*
Excessive time 1limits may however be held invalid.*2 Where
the shareholder dies, the executor is not bound by the time

limit stipulated in the agreement, within which the deceased

3*p. Finn, supra, note 27 at 104.

49This problem can sometimes be countered by grouping two
or more shareholders, with similar interests, as a group, and
treating them as one shareholder. See further, D. Brown,
aupra, note 25 at 162.

“i7rimac Ltd., v, C-I-L, Inc,, (1987), 52 Alta. L.R. (2d)
263 (Q.B.); aff'd 52 Alta. L.R. 97 (C.A.); Boxer v, Norvan
Properties Ltd., (3988), 25 B.C.L.R. {(2d) 231 (C.A.).

“20ntario Jockey Club v, Mcbride, supra, note 22.
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shareholder's interest must be transferred. The executor may
therefore select, within limits, a time period which he or she
considers to be the most appropriate for obtaining the "fair
value" of the shares.+4?

It is important that the buy-sell agreement binds ail new
shareholders. 44 Where the buy-sell agreement is contained in
a unanimous shareholder agreement, it is protected by statute
which provides that the unanimous shareholder agreement binds
all transferees except the bopna fide purchaser for value
without notice.*® As an added precaution, the agreement
should stjill provide that it be binding on all transferees.
This would ensure that shareholders have notice of the
restrictions as shareholders cannot usually be relied on to be
aware of incoming corporate legislation. Restrictions should
also be referred to on the share certificates. Such a
safequard is even more important where the buy-sell agreement
exists as a separate agreement and is not unanimous.

Where one oxr more of the shareholders are emplcoyed in the
business the buy-sell agreement should also Iinclude a
restrictive covenant, This would prevent a departing
shareholder from divulaing important commercial information

about the corporation to outsiders, or £rom using such

a> o v , [(1961] 3 W.L.R. 176
(p.C.).

“4D.R. Brown, zupra, note 25 at 164-165.

458ee for example, C.B.C.A. s.146; 0.B.C.A. s.108;
A.B.C.A. =5.140.
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information to make a profit to the dziximent of the
corporation.+®

The agreement should also provide the definitlions of the
terms wused in the agreement. This, along with careful
drafting, may help to mitigate against some of the
misunderstandings among the parties which are likely to arise
otherwise.*”

The factors noted above are some of the important reasons
why no one standard buy-sell agreement can work for every
situation. The buy-sell agreements should be tallor-made to
suit the individual needs of the particular corporation and

group of shareholders.

5. TYPES OF BUY-SELL PROVISIONS

The main requirement of the buy-sell agreement is that it
provide for the controlled disposition of the shareholders!
interests. There is no standarxd form of buy-sell agreement
with which parties are forced to comply when they are adopting
possible provisions. Each case presents a different set of

facts and circumstances which have to be considered when

“¢J.L.R. Holdings Ltd. v. Wisebyrg (1977), 2 B.L.R. 250

(Ont. H.C.); Argo v, Marini (7 July, 1989) Ontario 38419/89
(H.C.)l

47R.M. Wise, "Valuation Aspects of the Shareholder's Buy-
Sell Agreement" Report of Proceedings of the Thixty-8ixth Tax
Conference, 1984 Conference Report, (Toronto: Canadian Tax
Foundation, 1985) 1013.
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drafting.*® Accordingly, the scope of the agreement and the
mechanics for its operation are limited only by the
fmagination of the parties to the agreement and that of their
advisors.*®

For these reasons, it would not be feasible to attempt an
exhaustive consideration of the varlious types of buy-sell
provisions which parties can include in their agreement. This
dissertation will therefore concentrate on discussing the more
standard buy-sell provisions. Wherever necessary, these may
be modified to reflect the facts of the particular case.

This section begins with a review of the various types of
buy-sell provisions which are available.P® The different
events which may trigger the operation of the buy-sell
agreement are considered in the following section.

The different types of buy-sell provisions include:

a) absolute restrictions and compulsory purchase
provisions;

b) consent provisions;

4*For example, the number of shareholders, the proportion
in which the shares are owned, and tine availablility of outside
third parties who may be potential buyers.

4®ph. Brown, gsupra, note 25 at 157; D. Coates, supra,
note 6 at 96; O'Neal, gupra, note 5 at c.7.02.

8O0There are several other types of transfer restrictions
which may be included in a buy-sell agreement, but which are
not exclusive to the close corporation and hence are outside
the scope of this discussion; e.g., restrictions impesed on
the transferablility of shares to ensure the launching of the
corporation on a sound financial basis. See further, O0'Neal,
supra, note 5 at ¢.7.05, note 12,



uyY-38 G 26
c) put-call provisions;
d) first refusal provisions;
e} the piggy-back; and

d) combination buy-sell provisions.

A. ABSOLUTE RESTRICTIONS AND COMPULSORY PURCHASE PROVISIONS
Absolute restriction provisions forbid the transfer of
shares under any circumstances. Though this type of
restriction may be desirable where shareholders wish to retaln
the expertise or skills of their fellow shareholders, they
have been held invalid by the courts.®* Absolute restrictions
relating to the price of shares have also been held to be
invalid.®? Where the absolute restriction is limited in time,
its validity may be upheld if the time limit is thought to be
reasonable and necessary in the clircumstances.B®?
Many of the restrictions which have been upheld were
really consent provisions®* which were accepted on the ground

that the parties to the provisions could 3Jjoin and give

®*Shares are prima facle transferable, QOpntarjo Jockey
Club v McBride, supra, note 22; QAssociates Finance Co, Ltd.
v. Webber & Dixop, [1972] 4 W.W.R. 130 (B.C.S8.C.).

82Re, Ogjlvy (1966), 58 D.L.R. (2d); (1966) 1 O.R. 755
(H.C.J.).

B3G. Hornsteln, supra, note 7 at 447. See also, O'Neal,
supra, note 5 at ¢.7.05, note 12, where it is suggested that
restrictions limited in time which are imposed to ensure the
launching of the corporation on a sound financial basis are valid.

s4g8ee jnfra, Chapter II, notes 58 - 67 and acco.apanying text.
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consent to the transfer.®2® In fact, in all cases where the
absolute restrictions could be removed by unanimous consent,
they could be characterized as consent restrictions and were
accordingly upheld.®*

In addition to restrictions on transfer, the agreement may
also compel parties to purchase the shares of another
shareholder wunder certain circumstances. These can be
classified as compulsory purchase provisions. In many
shareholder agreements, this type of provision operates in the
event of the death of a shareholder, whereupon the remaining
shareholders are required to purchase the shares of the
deceased shareholder.

The possibility of being able to use life insurance to
finance this type of purchase makes the compulsory purchase

provision less onerous than the absolute restriction on share

°°But see, Hill v. Warner Berman and Spjitz, P.A., 197 NJ
Super 152, 484 A2d 344 (1984), (as cited 1in O'Neal, supra,
note 5 at ¢.7.06, note 2), the courts here held that a consent
restriction, which had no 1limit as to time, did not provide
that consent would not be unreasonably withheld, and did not
promote the corporation's welfare, was an absolute restriction
and thus invalid.

®%0'Neal, pupra, note 5 at c.7.06, note 2; Coates,
supra, note 6 at 101, also submits that such a restriction
can always be ensured indirectly by stipulating in the
agreement that a certain amount of the shareholder's assets be
available to the corporation for a specified period of time.
The shareholder would thus be reluctant to sell his shares and
leave his original investment tied up in the corporation after
he is no longer a member.
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transfer. Accozxdingly, it may be upheld by the courts.?”

B. CONSENT PROVISIONS

Consent restrictions usually stipulate that no transfer of
shares is valid unless 1t has been approved by the directors,
the shareholders, oxr both, or a certain percentage of both or
either.®® The directors authority to refuse the transfer must
be clearly stated in the agreement before it is recognized by
the courts as a vaiid restriction.>®* The directors must
consider the best interests of the corporation as a whele and
not the interest of themselves as directsors, when acting on
these restrictions.®° There is a presumption that dlrectors
voting on share transfers, act honestly and in good faith.**

Where a discretion is granted to the directors to refuse

their consent to a proposed share transfer they are not bound

57Horpby v. Nugept (23 June, 1988) Vancouver CL2:017
(B.C.8.C.}, where a compulsory buy-out clause in a
shareholder's agreement which entitled the shareholder to be
bought out by the other shareholders was held to be
enforceable; M. Cullity, supra, note 18; R. Witterick,
supra, note 36.

#8Coates, gupra, note 16 at 102.

®*Mathers vV, Mathers (1989), 89 N.S.R. (2d) 358
(N.8.T.D.); aff'd (1989), 90 N.S.R. {2d4) 354 (N.8.8.C.).

®°E. Horsey, gupra, note 16 at §; Re Smith & Fawcette
Ltd., supra, note 7.

[ -3

, Supra, note 17; RBe 3Imith &
Fawcette Ltd., ibid.; Re Phillips & La Paloma Sweets Ltd.,
({19211 O.R. 125; 66 D.L.R. 577 (sS.C.).



BUY-SELL AGREFMENT 29
to state the reasons for their refusal.®?® However, such
refusal may be overlooked by the courts in the interest of
providing a remedy to creditors.®® Where guestions are ralised
about the conduct of the directors, the onus of proving any
impropriety is on the party alleging the breach.®*

The consent provision may be in the form of a right of
first refusal provision which reguires that the selling party
first offer to sell his or her shares to the remaining
shareholders.®> In such cases, the other shareholders need
not give reasons for refusing to purchase these shares even
where the provisions of the agreement prevent the selling
shareholder from disposing of the shares outside of the
corporation.®*®* However, the court has held that "the parties
must act honestly and in the best interest of the corporation,

but in 80 doing, they are not expected to disregard their own

“*Re Phlllips & Paloma Sweets Ltd., ibid.; But see,
Associates Finance Co, Ltd. v, Webber & Dixon, supra, note 51.

*>Asgociates Finance Co. Ltd., ibid.; See further infra,
Chapter II notes 146-148 and accompanying text.

““‘Associates Finance Co. Ltd.,, ibid.; Edmonton Country
Club v, Case, [1975) 8.C.R. 534 (8.C.C.). b1t see
Harbour Marine Service Ltd,, [1956] 20 W.W.R. 312 (B.C.S8.C.),
where the court found mala fides in the directors decision
to withhold consent to a share transfer. See further, D.W.
Fox, "Problems of Transferring Shares in Private Companies",
(1978) 130 Sol. J. 718.

8$33ee further infra, Chaptex IXI 94-1085 notes and
accompanying text.

®&D, Coates, supra, note 6 at 210.
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individual interests".®~

C. PUT-CALL PROVISIONS
The term "put-call"™ can be used in two contexts. In the
first context the term is divided into two parts: an option
to sell (a "put"), and an option to purchase (a "call").
These two parts can stand individually, and when used in thls
sense, are most useful for dealing with the interest of a
minority shareholder in a public corporatl:.on.*®
In 1its second context, the term "put-call" refers to a

mutual agreement between the shareholders.

I. "pyUT"
A shareholder whose shares are the subject of a put has

the option o0f selling the shares to the corporation or to a

®7Greenlaugh v. Arderne Cinemag Litd,, [3i951] 1 Ch. 286
{C.A.); But see, Zeigel, J., et al), Cases and Materials on
fartnerships ang Canadian PBusiness Corpoxations, 24 ed.,
(Carswell, 1989) at 687.

€ 8The terms "put"™ and call® as used here, are to be
distinguished from the statutory "put™" ("an option
transferable by delivery to deliver a speciflied number of
securities within a specified time") or "ecall®"™ ("an option
transferable by delivery to demand delivery of a number of
securities at a fixed price within a specified time, but does
not include an option or a right to acquire securities of the
corporation that granted the option or right to acquire"),
defined in C.B.C.A. subsection 2(1)). These terms do not
apply to the provinces of Ontario, (0.B.C.A. subsection
23(3)), and British Columbia (B.C.C.A. 8. 56), where only
fully-paid shares may be issued unless such shares were lssued
prior to the present dJay legislation coming into force; See

generally, H. Sutherland, Frager's Handbook, supbra, note 10 at
c.10 at 136-138.
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majority shareholder under specific circumstances. For
example, if the corporation does not meet specified financial
targets, a majority shareholder would be granted the right to
purchase the shares. Where the corporation is the other party
to a put granted a minority shareholder, the put provision may
include a put to the majority shareholders as a back-up. This
would ensure marketability®® in the event that the corporation
cannot fulfill its obligation to purchase the shares at the
required time underx the wvarious business corporations

statutes.?°

II. “CALL"

A call provision, on the other hand, may give the
corporation or the remaining shareholders the right to demand
that a minority shareholder sell his shares to the corporation
or the remaining shareholders under specific clrcumstances.
An example would be where an employee shareholder 1leaves the
corporation to work for a competitor. The corporation would
like to be able to prevent such a shareholder from having
access to its records and financial information, rights he or
she would continue to enjoy as 1long as they remain a

shareholder of the corporation.7*

¢®3. Robinson, gupra, note 2 at 31-34.

79°See for example, C.B.C.A. subsections 34(1) and (2);
0.B.C.A. subsections 30(1) and (2); A.B.C.A. subsections
32{1) and (2), which prevent an insolvent corporation from
repurchasing its shares.

7125. Robinson, gupra, note 2 at 33.
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III. THE "PUT-CALL"™ PROVISIONS

The put-call provision 1{is wusually a mutual agreement
between the shareholders which gives each shareholder the
right to force either a sale or purchase of their interest in
favour of another shareholder. This type of provision is an
effective means of solving disputes among the shareholders.

The most common put-call provisions found in shareholder's
agreements are:

(a) the "shotgun" or "russian roulette" provision;7 2
and

{b) the restricted auction.

(A) THE SHOTGUN

In the case of the shotgun, a shareholder (the offeror),
offers to sell his or her interest to another shareholder (the
offeree), at a specified price and within a specified time.
The offeree must then elther buy the interest of the offeror
at the price specified in the offer or sell his or her
interest to the offeror at the same price.”® The fact that
the offeree can force the offeror to purchase the interest at

the price that the offeror has set is thought to be the

723, Robinson, ibid. at 39, provides a rather colorful
descripti~n of this type of provision, "The concept behind
this prc.ision is brilliant in its simplicity - the corporate
variation on the child's stratagem of allowing another to cut
the cake provided that he can have his cholce of pleces.".

73D, Brown, supra, note 25 at 160; Trimac Ltd. v, C-I-L.
Ipc., supra, note 40.
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guarantee that the offeror will ret a fair price in the first
instance.7*

The shotgun usually operates more efficlently where there
are only two shareholders with equal shareholdings. It
becomes more complex as the number of shareholders increases
because the timing of the offers and counter offers and the
pricing of the shares may be difficult to organise and
determine.”® This type of provision 1is not advisable where
the shareholders' interests are not at least roughly
equivalent as unequal bargaining power usually puts at least
one party at a disadvantage.”®

The shotgqun favours the shareholder who has ready cash to
finance the deal, unless a lengthy time limit is built into
the agreement which allows the other shareholder enough time
to raise the necessary £funds.”” Where one party's financial

resources are limited, the parties could include some

74The shotgun provision 1is sometimes referred to as a
"solomon" provision - W. Grover, "Shareholder Agreements"™ How

» (Toronto: Insight
Press, 1983) at 7.

*8M, Cullity, supra, note 18 at 136-137; 8. Robinson,
supra, note 2 at 39-49; D. Brown, gupra, note 25 at 159-161.

7#D. Rrown, pBupra, note 25 at 161; M.P. Mooney & L.A.
Wright, ™Buy-Sell Clauses"
Disasreements, (Toronto: The Canadian Bar Association-
Ontario Continuing Legal Education, 1986) at 31; R.
Wittezrick, supra, note 36 at 16:38.

77M. Mooney, supra, note 76 at 31; A.B., Nixon,
Shareholder's Agreements", 1in Special Lectures of the Law
Society of Upper Canada,
{Toronto: Richard De Boo Publishers, 1968) 15 at 46-47.
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provision for lengthening the acceptance period to permit the
shareholder to secure sulitable financial backing.?®

The shotgun may present substantial risks for a1l the
parties involved. Feor example, a shareholder who has the
necessaxy funds, and who ls aware that another shareholder is
in financial difficulty, may be able to use this device to
force a colleague out of the corporation by deliberately
making an offer which the other shareholder s financially
incapable of matching. Also, being aware that the offeree is
not in a position to buy the interest, the offeror may offer
to sell his or her shares at a value lower than their actual
worth, thereby forcing the offeree to sell at an undervalue.’”

On the other hand, a shareholder who is not a key employee
and who is privy to information of which the other sharehoidar
is unaware, may be guite willing to allow himself to be bought
out of a corporation which may be about to go under.

The shotgun may work against an offeror who is in need of
the revenue that could be generated by the sale of his or her
interest, but who may nonetheless be reluctant to initiate
such an offer for fear that they may be forced to buy instead
of being allowed to seli.'° In oxder to ensure that there is

a sale, the offeror may be tempted to offer to sell the shares

7%M. Mooney, ibid., at 31.

7®*R. Hay, gsupra, note 2 at 456; R. Witterick, supra,
note 36 at 16:38.

®ch. Brown, gupra, nitte 25 at 160.
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tor less than their actual worth.

The parties can address the problem of undervaluation by
including in their agreement, provision for the valuation of
shares by an auditor.®* The inclusion of such a provision may
however prejudice shareholders who are only concerned with
realizing thelr interest and cannot afford to have their offer
refused. The parties may also include a base price 1ln the
agreement as a guide for future transactions.®?

The shotgun is also not suitable for a =shareholder who is
not active in the business, whether or not he or she has
controlling interest. If the clause 1Iis exercised, the
fnactive shareholder may not be in a position to buy the
shares and operate the business and the business may not be as
valuable without the active shareholder to run it.®?

The maln advantage of the shotgun is its usefulness as a
dispute solving mechanism, if only because it encourages
shareholders who are in disagreement to settle their
differences rather than resort ¢to the risky remedy of
triggering the shotgun.®* Where shareholders are in
disagreement and are deadlocked, the shotgun can be triggered

to force at least one shareholder ¢to dispose of his or her

828ee further jnfra, Chapter ITI notes 26-32 and
accompanying text,

%2M. Mooney, gupra, note 70 at 31.

*?M. Moone:, ibid.

®43. Robinson, supra, note 2 at 40; D. Ross, gupra, note
25 at 208; W. Grover, supra, note 74 at 7.
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shares in favour cof another shareholder in order to settle the
deadlock.

The shotgun ensures the iiquidity of each shareholder's
interest, while allowing for transfers among shareholders
only. It also establishes the means of determining the
purchase price for the shares and allows shareholders to
exclude the intervention of third parties into the
transaction. *°®

Though the shotgun provision is very popular, in the sense
that it is often provided for in shareholder agreements, it is
rarely used.®® This may be because the shotgun is always a
gamble based on one shareholder's speculation about another
shareholder's finances and possible reactions. For this
reason, the shotgun should be more popular with the
sophisticated business person who usually has the means to
finance the purchase.®? In such a case, the shareholders’
main concern would be deciding on the right moment to initiate

an offer, or whether or not to allow the other party to

trigger the agreement.

The facts of the recent case of Trimac Ltd., v, C-I-L

s8M, Mooney, Buprd, note 76 at 31; R. Witterick, asupra,
note 36 at 16:38.

seg, Robinson, supra, note 2 at 40; W. Grover, supra,
note 74 at 7.

®7p., Brown, Bupra, note 25 at 160.
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Inc.,®® provide a wuseful illustration of the operation and
effectiveness of the shotgun provision. It also gives some
intimation of the attitude of the court's towards such
arrangements.

This case involved two shareholder corporations, T and C,
each having fifty percent interest in another corporation,
Tricil Ltd. The parties entered into a shareholder agreement
which contained two buy-sell clauses. The first of these, a
piggy-back clause,®® provided that the selling party give
notice of the terms and conditions of any proposed sale of
shares to a third party. It also stipulated that the notice
be accompanied by "a bona fide offer to purchase from a third
party". The second clause was a shotgun clause, which
provided the offeree the option of either accepting the third
party offer to purchase "unconditionally" or buying the
offeror's shares at the Price contained in the third party
offer "without conditions". The clauses stipulated a ninety
day time 1limit, with the shares passing automatically to the
offeror in the case of the shotqun, if the offer was not
accepted within the time limit.

T decided to sell it3 shares in Tricil and agreed to allow
another corporation L, to help it »btain C's shares in the

same coxporation, after which L was to purchase all of

s= v =1- Eupra, note 40, See also,
B. Sage, "Shotgun To Be Applied Strictly or Not At All", (June
5, 1987), The Lawyer's Weekly 8.

®®See infra Chapter II notes 109-111 and accompanying text.
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Tricil's shares from T. T announced publicly that it had
granted L the right to purchase 1its shares if C did not buy
them, even though T had not yet made any formal offer to C.
Two weeks later L offered to buy all of Tricil's shares from
the two parties for $122.5 million. C interpreted this as the
initiating of the piggy-back clause by which T was giving
notice of "a bona fide offer to purchase from a third party".
This interpretation was rejected by T but C still purported to
purchase T's shares for $61.25 million, one half of the amount
being offered by L.

T then attempted to 1initiate the shotgun at the price of
$91 million. The parties then sued each other in different
jurisdictions, but C still sought to complete the transaction,
claiming to have accepted T's shotgun offer, but (insisting on
the lower price which it felt it was entitled to pay. T took
the position that C's acceptance was not "without conditions"
as specified in the shotgun clause.

The courts agreed with T and held that, once the shotgun
is initiated, the offeree has only two options. These were to
either buy or sell at the price contained in the offer and
within the stated time 1imit. Once the offer expired, the
matter was out of the offeree's hands, and it was deemed to
have accepted the offer. The words of Virtue J. seem to sum
up admirably the effect of the shotgun provision,

"A shotgqun is strong medicine, one takes it strictly in
accordance with the prescription or not at alln®e

sorbid., at 271.
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The terms of the agreement between the parties in this case
constituted a classic put-call arrangement. The shotgun
clause was enforced very strictly by the court, which held
that the shotgun once initiated could not be overridden by any

other buy-sell provision in the agreement.

(B) THE RESTRICTED AUCTION

The restricted auction 1s a wvarlation of the shotgun
clause. As with the shotgun, the shareholder initiating the
clause must be willing either to sell all his or her shares in
the corporation or buy all the shares of the other
shareholders. The price is not fixed in the initial offer but
is set by competitive bidding.

The shareholder who wishes to initiate the restricted
auction must first give notice to the other shareholders of
the date, time and place of the auction. An auctioneer lis
then selected, and the parties or their representatives must
meet on the appointed date to effect the auction. All the
corporation's shares are then placed on the auction block and
bids are made in an amount which is calculated per bid, per
share. The shareholder making the last valid bid 1is then
permitted to purchase all the shares held by the other
shareholders for the price per share indicated in his or her
bid, and the other shareholders are deemed to have accepted
the offer. The purchasing shareholder 1is then granted a

limited time period in which the purchase of the shares must
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be completed.®2

The main advantage of the restricted auction provision, is
that it allows for the transfer of shares among the
shareholders of the corporation only, and thus prevents the
entry of third parties into the business. However,
shareholders, especially minority shareholders with limited
resources, are oOften in a dilemma if the restricted auction
provision is implemented. On the one hand, they have to be
wary of bidding, but at the same time they stand the risk of
being bought out at a low price if they do not participate. A
possible solution is for the parties to establish a celling
price based perhaps on the market wvalue of the shares, and
above which bidding would not be permitted. This price can
then be employed if the price reached through bidding becomes
unreasonable.®?

The restricted auction works more efi.:ctively if there is
only one class of shares and is therefore appropriate for the

situation in the close corporation.®*?

D. THE RIGHT OF FIRST REFUSAL

The right of first refusal provisions®* are among the most

?1M. Mooney, supra, note 76 at 35-37.

*2M. Mooney, lbhid., at 35.

®3M. Mooney, ihigd..

*4This is to be distinguished from a pre-emptive right,

which is protected by statute, and which grants to exlisting
shareholders a right to purchase a proportion of any new issue
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popular buy-sell provisions.®® This type of provision simply
provides that if a shareholder is |{nterested in disposing of
the whole or a part of his or her interest in the corporation,
the other shareholders must be granted the first opportunity
to purxchase these shares. In this sense, it represents a
balance between the need to maintaln marketability fox the
shares, and the desire to restrict the entry of newcomers into
the corporation.

There are two types of £irst refusal provisions, these
are:

i) the "soft right of first refusal; and

ii) the "hard" right of first refusal.

I. THE *"SOFT™ RIGHT OF FIRST REFUSAL
This is the most commonly employed £irst refusal
provision.®® The sharehclder who wishes to sell {(the selling

party) is allowed to set a price independent of negotiations

of shares; see for example, C.B.C.A. subsection 28(1);
0.B.C.A. subsection 26; A.B.C.A, subsection 28(1). It is
suggested that the provisions governing these pre-emptive
rights be included in the buy-sell agreement to prevent the
dilution of the interest of those minority shareholders who
are not 1in a position to purchase new issues of shares. See
further, D. Ross, gupra, note 25 at 203; R. Hay, supra, note
2 at 453.

®53, Robinson, gupra, note 2 at 15.
*s1bjd., at i5-16.
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with third parties.®” The remaining shareholders are then
given the flrst opportunity to purchase thase shares at the
stated price and within a specified period of tiie.®®

If the shareholders are unwilling or unable to buy these
shares, then the selling party may seek an interested arm's
length third party who is then permitted to acquire the shares
at the same price as offered to the remaining shareholders.
I1f the shareholder can only obtain an offer to purchase f£lom a
third party at a lower price, the shares must first be offered
to the other shareholders at the Jlower price. If these
shareholders still refuse to purchase the shares, the
transaction with the third party can then be completed.®® The
parties may exclude this latter obligation if they so deslire,
however it may be wiser for them to retain this clause to

avoid exploitation by the seller and the third party.

II. THE "HARD" RIGHT OF FIRST REFUSAL

In this second tyoe of £irst refusal provision, the
selling party must first £ind a bona fide, arm's length third
party who is willing to purchase the shares at a negotiated
price. The seller is then required to offer the shares to the

remaining shareholders at the same price: and on a pro rata

®*7The price may also be set using a formula method or it
may be fixed periodically by the parties themselves: Sea
further infra, Chapter III.

®8A. Nixon, supra, note 77 at 46.
**A. Nixon, ibid., at 46.
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basis, in accordance with their shareholdings. The remalining
shareholders must either purchase at that price or allow the
third party to purchase,2©°

In cases where the shareholder's whole interest is being
offered for sale, the parties may also specify that any party
exercising the option to purchase must purchase gll of the
shares.*®* This would be a safeguard against the possibility
of a shareholder purchasing Jjust enough shares to gain a
majority and 1leaving the departing shareholder to find a
market for the remaining shares. These shares would not be as
marketable if they represented only a minority interest in the
corporation.22?

In the cases of both the "hard right" and the “soft right"
of first refusal, the third party should agree to be bound by
the existing buy-sell agreement.2©c3

The difference between these two types of first refusal

provisions is the method of determining the price of shares.

a0oTrimac v C-I-L. Ltd. [Altal, (1990] 1 W.W.R. 133
(Alta. Q.B.), at 155-163.

101M, Cullity, supra, note 18 at 621.
102R. Hay, supra, note 2 at 456, note 77.

io3gtatute now provides that a shareholder is deemed to
become party to a USA if they have khowledge of its existence
or 1f a reference to it is noted conspicuously on the share
certificate. See for example, C.B.C.A. subsections 49(8),
146(4); 0.B.C.A. subsections 56(3), 108(4); A.B.C.A.
subsections 45(8), 140(3). The position of the
purchaser for value is not however dealt with in the
leacislation, and therefore remains unclear. See also jinfra,
Chapter VI, notes 64-66 and accompanying text.
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With the soft 1right, the selling party sets an approprlate
price for the shares, and the remaining shareholders are glven
notice of the shareholder's desire to sell. They are
therefore allowed more time in which to make the decision to
purchase and to acquire the necessary funds. 1In the case of
the hard right, the price is determined after negotiation with
an actual third party purchaser whose presence forces the
remaining shareholders to make prompt decisions on whether or
not to purchase the shares.

Though the right of £first refusal provisions have the
advantage of allowing shareholders the f£inal say on who should
purchase avallable shares, there are some disadvantages.
First, these provisions are not usually very useful for
solving disputes as they 1leave much room for disagreement
among sharehslders over the price of the shares. However, the
provision of a formula for valuation or some method of
periodic wvaluation, may mitigate against this problem.°+
Also, shareholders may be able to provide that is they cannot
agree on a price, the offeror may be permitted to sell to a
third party and the remaining shareholderrs would relinguish
the right to ratify the final selling price.

In the case of the soft right of first refusal, where the
selling party is allowed to set his or her price without
consulting third parties, a self-serving and unrealistic price

may result. The remaining shareholder wovld then be faced

2045ee further jinfra, Chapter III.
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with the difficult decision of either paying an unreasonable

price, or facing the uncertalnty of having to accept an
unsuitable new shareholder.

This problem may be circumvented by including a provision
which allows the remaining shareholders to refer a
questionable price to the corporation auditors or an
independent third party for review.29® Where the auditors
determine a 1lower selling price the shareholder would be
obligated to sell at that price, once the remalning
shareholders elect to exercise their rights to purchase.2°®
However, this exercise is usually time consuming and may
result in the loss of a lucrative third party offer.

Another problem which can result from employing the right
of first refusal is the fact that it is often difficult to
find a third party who is willing to buy into a closed
corporation, especially where he or =she 1is not acquiring a
majority interest.2°?” 1If the "hard right" of first refusal is
being employed and partial purchases are not excluded, the
third party purchaser does not even know how many shares he or

she would eventually acquire, as the existing shareholders may

198g8ee jinfra, Chapter III notes 26-32 and accompanying text.
i0eg. Robinson, supra, note 2 at 15.

107M. Cullity, supra, note 18 at 620; J. Kennedy, supra,
note 4 at 317; A. Nixon, gupra, note 77 at 46.
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be able to exercise thelr rights tc buy some of the shares,2°®

E. THE PIGGY-BACK

The piggy-back?®®®* provision seems to be one way of
resolving the problems inherent in the right of first refusal
provisions discussed above. Here, the selling party would
first obtain a bopna fide written offer from an arm's length
third party for the purchase at a specified price, of gll the
corporation's shares which are the subject of the agreement.
The remaining shareholders would then be reqguired to either
buy the selling party out on the same terms as those set out
in the agreement with the third party, or sell their shares to
the third party on the same terms,2*°

The piggy-back is in theory, intended to ensure the
availability of a fair market at all times once the selling
party can £find such a market. It also has the advantage of
providing a market for the shares of a minority shareholder

who may not want to remain with the corporation once the

aos1n fact it has been submitted that the practical
effect of this type of provision may be %o exclude outside
purchasers, as they would be reluctant to mak: offers, in view
of a lengthy period of notice and the knowiedge that their
offer may only serve as a free valuation for the existing
shareholders. See further, M. Mooney, gupra, note 76 at 1.

209The term "piggy-back", is also used to refer to a
clause used under American securities law when dealing with
the registration of issued unregistered securities. See
further, W. Grover, supra, note 74 at 8.

iiop, Brown, gupra, note 25 at 161-162; 8. Robinson,
supra, note 2 at 28-29; Trimac Ltd v. C-I-L., supra, note 40.
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majority 1interest changes hands, but who may have trouble
disposing of a relatively small interest.

The guarantee of a fair price seems to be based on the
fact that the third party may not want to make an offer to buy
at an undervalue for fear that the remaining shareholders may
take advantage of the opportunity to purchase the same shares
cheaply thereby defeating the wishes of the third party.

There i1s however, nothing to prevent the selling party
from negotiating a higher price with the third party. This
might prevent the existing shareholders from buying the shares
while allowing the outside third party to purchase. 8uch a
scheme may be detrimental to the remaining shareholders, who,
even though they are receiving a higher price for their
shares, would be forced to relinquish their interest 1in the
corporation. However, this arrangement would benefit both of

the negotiating parties.

F. COMBINATION BUY-SELL PROVISICNS

The various types of buy-sell provisions discussed above
can also be combined for greater flexibility.*** For example,
the parties may Iinclude a combination right of first
refusal/dissolution provision, such that if the original offer
is not accepted, the offeror would be empowered to force the

liquidation of the corporation.*22

12za2M, Mooney, gupra, note 76 at 17.

33i2n'Neal, supra, hote 5, c.7.05 at 14-15.
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The buy-sell agreement may also include more than one buy-
sell prevision, The partlies would then be able to select the
most appropriate clause to suit the facts of the particular
situvation, To guard against concurrent operation of more than
one buy-sell c¢lause, the parties may specify that only one
buy-sell clause may be initiated within a stated period of
time, 22 The court has also held that once a particular buy-
sell clause is initiated, it cannot be superseded by any other

buy-sell clause in the agreement.224

5. THE EVENTS WHICH TRIGGER THE BUY-SELL AGREEMENT

The buy-sell agreement, Including the put-call provisions,
may be initiated at any time. However, the agreement may also
provide that the buy-sell provisions may be contingent upon
the occurrence € a specific event. The most common events

which may trigger the operation of the buy-sell agreement

include:
a) cessation of employment;
b) mental or physical disability;
c) events defined in terms of the corporation's
performance;
d) transfers by operation of law; and

e) the death of a shareholder.

21 primac Ltd, v, C-I-L. Inc., supra, note 40.
I.I.‘Ihid



BUY-SELL AGREEMENT 19
A. CRSSATION OF EMPLOYMENT
Where the share transfer is trigger=2d by an event such as
dismissal or retirement, the buy-sell agreement could include
clauses compelling the departing sBhareholder to sell his
shares to the remaining shareholders or the corporation. This
requirement should be coupled with an obligation on the
remaining shareholders to purchase the shares. The price or
the method of determining such a price should also be
specified in the agreement.22®
A restrictive covenant prohibiting the departing
shareholder from using knowledge and information obtained
directly through his assoclation with the corporation should

also be included.1s

B. MENTAL OR PHYSICAL DISABILITY

Where one of the shareholders becomes physically or
mentally disabled for an extended period of time, it is
necessary for the other shareholders to be able to continue
the business without being impeded by this disability. The
buy~-sell agreement coulad therefore provide for the sale of
the disabled shareholder's shares under these circumstances.
The price or the method of determining such a price should be

specified in the agreement.22?

+283ee further, infra, Chapter III.

**®Elsev's Frosted Foods, zupra, note 33; Argo v, Marini
{7 July, 1989) Ontario 34819/89 (H.C.).

127see further jinfra, Chapter III.
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It is important that the buy-sell agreement defines
disability, 1In particular, mental disablility. Where the
shareholder |is subject to an order under the Mental
Incompetency Act,**® mental disability is clearly established.
In other cases, the agreement may provide for a panel of
medical practitioners tec make such a deterxmination 11f the
parties consider it necessary.*2®

Physical disabillity may be defined in terms of the
shareholder's inability to carry out normal responsibilities

in relation to the corporation.*>2°

C. EVENTS DEFINED IN TERMS OF A CORPORATION'S PERFORMANCE
Parties may also provide for the buy-sell agreement to
become operational if the corporation is managed In a manner
inconsistent with that provided for in the agreement. The
agreement may stipulate that the remaining sharehoclders either
sell their interest to the defaulting party or to a third
party, or that the corporation or the remalinling shareholders
purchase the interest of the shareholder who is in default.
This type of provision would protect the interest of a
minority shareholder who is interested in investing 1in the

business, but who 1s afraid that he or she may not be allowed

11e8R.8.0. 1980, c.264; See also, Mental Health Act S.A.
1985, c¢.M-13.

11%3J, Xennedy, supra, note 4 at 323; See also jnfra,
Chapter 1V notes 128-142 and accompanying text.

2203, Kennedy, jibid..
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an adeguate input into its operation.??2

D. TRANSFERS BY OPERATION OF LAW

There are occasions when the shares of a corporation may
pass by operation of law to an outside third party independent
of the actions or desires of the shareholders. This may occur
where a shareholder is declared bankrupt, and a trustee in
bankruptecy becomes seized of the shares, or where shares which
have been deposited for securlity are foreclosed upon. 8hares
may also become subject to a Jjudgment or a court order, or
they may be distributed to a spouse upon marital
dissolution.2**

These non-voluntary transfers by operation of law are
sometimes called transmissions and can be distinguished from
voluntary transfers by way of sale.222 The courts have from
time to time recognized this distinction,**4 but there are
also cases in which the courts have fajled to do so0,323

Many of the Canadian business corporations statutes also

1238, Robinson, gupra, note 2 at 10.
322R. Hay, supra, note 2 at 458.

1233ee generally, D. Coates, gsyprg, note 6 at 98-109.

iz4Moodie v, W.J. Shepherd Ltd., [1949] 2 All. E.R. 1044
(H.L.); Carter v, Roy M. Lawson Ltd. (1981), 129 D.L.R. (3d)
214, (1981), 36 N.B.R. (2d) 353 (Q.B); Re Phillips & La
Paloma Sweets Ltd, (1951), gupra, note 61; Re Fox Johnson &
Co, Ltd., (1942] 2 D.L.R. 784 (Ont. H.C.).

*2°Re gSmith & Fawcette Ltd., supra, note 7; Re "The
Barn Ltd." and Moldowan Estate, [(1962) 41 W.W.R. 444 (B.C.8.C.).
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provide that the term "transfer" includes transmission by
operation of law.22® This would seem to sucnqest that the
distinction 1is no longer valid. Nevertheless, some
commentators feel that in the interest of clarity the
agreement should make note of the possible distinctlion between
a transfer and a transmission.227

Shareholders may include a clause in their agreement which
provides that where the shares are transferred by operation of
law, it 1is imperative for outside third parties receliving the
corporation's shares, to offer to sell these shares to the
corporation or the exlsting shareholders. The existing
shareholders would then have an option or an obligation to
purchase these shares.

The decision on whether such a clause should be worded as
an option or as an obligation is determined by how seriously
the shareholders view the need to restrict the ownership of
the corporation's shares. The duties of the parties should be
clearly defined in these cases as the courts have held that an
option |in an agreement cannot be construed as an

obligation.x2z9®

The question of whether effective drafcing of the buy-sell

128gee for example, C.B.C.A. subsection 48(2); 0.B.C.A.
para.53(1)(v); A.B.C.A. para.44(2)(o0).

1z7g3ee for example, D. Coates, supra, note 6 at 108.
i38Eiserman v, Ara Farms [Ltd. (1988), 52 D.L.R. {4th)

498, 67 Sask. R. 61, [1988] 5 W.W.R. 97 (C.A.); Lyle v. Bayne
MJJ [1957] 21 W-W.R. ‘3 (B-C-C.A.).
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agreement can prevent transfers by operation of law has been
raised. The answer to this guery |1is linked to two
considerations. These are, wheth:r the shares in question can
be seized by a sheriff or a trustee in bankruptcy, and whether
the sheriff or the person taking from the sheriff, or the
trustee in bankruptcy, is hound by the restrictions in the
buy-sell agreement.*2*®

It is interesting to note the development of this issue.
The Execution Act ‘Opntariol*®® provided in subsection 14(1),
that all stock in a corporation, having "transferable™ shares
shall be deemed to be personal property, and is liable to bona
fide creditors for debts. As such, it may be attached,
seized, and s0ld under writs of execution in 1like manner as
other personal property.

The question of whether or not the shares of a close
corporation can be seized under the Executjon Act seems to

depend on the meaning of the word "transferable" in the Act.

This was considered in the case of Re Phillips & La Paloma

Sweets Ltd.>** Middleton J. stated,

"That statute (Execution Act) provides only £for the
seizure and sale of "transferable shares". That, I think
does not include shares which can be transferred only with
the consent of the directors, but applies only to shares
which the debtor can freely transfer. "122

az22p, Coates, sypra, note 6 at 109.
130R.8.0. 1980 c.l146 as amended.

i3rgypra, note 61.
23z1bH§d4., O.R. at 127-128.
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He conclu?ia that it was doubtful that the shares which had
been seized were in fact legally subject to selizure,22?

The Executjion Act of Ontario was subsequently amended to
provide that 1If shares of a private corporation were seized,
the sheriff must first offer these shares to the other
shareholders and If no reasonable offer 1is forthcoming, the
shares would then be offered to the general public.134

The amendments in the Act were considered in the case of
Assoclates Finance Co. Ltd. v, Webber & Dixon.**® Anderson J.
examined the existing case 1law and held, supporting the
conclusion reached by the sub-committee of the Canadian Bar
Association on the subject that,

" wExecution™ does not mean "selizure"® but "seizure and

sale". The present practice of the sheriff seizing shares

in private companies and holding them in his custody in
not correct. His duty is to selze and sell, in accordance
with the articles of association, save those articles
which absolutely prohibit transfers at the discretion of
the directors, by which he is not bound."13e

This holding has been followed in other declisions.*2”
This position is supported by the Bankruptcy Act,*?® which

excludes from the property divisible amongst creditors of a

+231bid..

i3<pxecutjon Act (Optaxjo), s.15.

i3sgypra, note 51.

aserphid,, at 146.

127see Yorkshire Trust Co, v, Bepnett (1986), 47 Alta.

L.R. (2d) 346 (Q.B.); Gould v, Ablett, (1958] 26 W.W.R. 274
(B.C.8.C.); Re Patmore, [1962) 39 W.W.R. 460 (%.C.S8.C.).

i38R.8.C. 1980, c.B3, s.1.
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bankrupt, any property that as against the bankrupt is exempt
from seizure under the laws of the province within which the
property Is situate, and within which the bankrupt reslides.*2*®
In such cases, the only recourse would be for the court to
pierce the corporate vell on some bagis.*4©

The next question is whether or not a sheriff, trustee in
bankruptcy, or any other person receiving the shares is bound
by the provisions of a buy-sell agreement. The Canada
Business Corporations Act provides that a transferee of shares
which are subject to any restrictive provisions are bound by
these restrictions once galining knowledge of them, or they are
conspicuously noted on the share certificate.24>

In the case of Boriand Trustee v. Steel Pros. & Co.,%*% a
trustee in bankruptcy was held to be bound by the buy-sell

agreement which was contingent on the bankruptcy of the

13%35.67; D. Coates, gupra, note 6 at 112; The common
law remedy of a charging order may also be available to
subject the shares of a shareholder of a close corporation to
seizure. This remedy would not be affected by the possible
considerations associated with the bankruptcy provisions, Prat
v, Hitchcock (1925), 36 B.C.L.R. 142, (1925} 3 D.L.R. 1142
(C.A.); R.C. Millwork Products Ltd. v. Overhead Door Sales
{Yancouver) Ltd., (1961), 34 W.W.R. 86 (B.C.S.C.); Gould,
Thorp and Easton v. Albert (1958), 26 W.W.R. 274 (B.C.S.C.).

14oRe Bugle Press, [1960) 3 W.L.R. 956, [1961] Ch. 270

(C.A.); Jones v, Lipman, [1962) 1 W.L.R. 832, 1 All E.R. 442
(Ch. D.).

i4igubsections 49(8), 146(4) and s.60; 0.B.C.A.
subsections 56(3), 108(4) and s8.69; A.B.C.A. Bubsections
45(8), 140(3) and s.56; See further ipnfra, Chapter VI, notes
64-66 and accompanying text.

*42(1501) 1 ch. 279; Re Fox Johnson & Co. Ltd., 11942] 2
D.L.R. 784 (Ont. 8.C.).
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shareholder. Also, in the [La Paloma case, where the
corporation's charter contained a consent restriction, the
court indicated that the purchaser of shares purchased from a
sheriff, could not compel the corporation to reglister the
transfer, but could appoint a receiver to receive any
dividends which might be declared and paid.2**? 1In the case of
Yorkshire Trust ¢Co. v, Benpet,**+ the court held that the
shares in questicn could be sold but that the sheriff must
comply with the procedures contained in the articles of
amalgamation which obliged him to offer the shares to the
other shareholders prior to selling them elsewhere.

The reasoning of the courts in these cases suggested that
the execution creditor had no greater right than the execution
debtor, and therefore the sheriff's sale could only give the
purchaser the right and title of the debtor.2+®

In the Asscciates Finance Co, Ltd, ca-e«, Anderson J. went

further in declaring that,

", . . the modern trend of our Jjurisprudence is, where
possible, to prevent the use of restrictive corporate
devices which have the effect of defeating the rights of
creditors. The right to remain a "closed" corporation is
a privilege granted by the Legislature, subject to a
condition imposed by the same Legislature that the shares
held by a Jjudgment debtor may be seized and sold in
execution proceedings and that the purchaser of the shares
has the right to become a registered shareholdez".24¢

1e3L3 Paloma, supra, note 61 at 128.
i44gupra, note 137 at 349.

re5L3 Paloma, supra, note 61 at 127; Yorkshire, ikid.,
at 356; Davidson v. Davidson, (1946) 2 D.L.R. 289 (8.C.C.).

1escupra, note 51 at 147.
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He concluded that a judgment debtor would not be entitled to
evade his creditors by using his powers as director of the
corporation to refuse to register the transfer.24”

It is therefore clear that the shares of a close
corporation are avallable for seizure and sale, subject to the
buy-sell agreement. In some c¢ases, the court may even be
prepared to disregard restrictions in the agreement in oxder
to protect the interest of judgnent creditors.24®

In light of the above discussion, it seems clear that
provisions in a buy-sell agreement which bind all trausferees
are not absolute and the courts may disregard these provisions
in some instances.

Some additional provisions may be included in the
agreement to protect the interest of the remaining
shareholders. For example, to ensure that the corporation's
shares are not subject to seizure in the event of bankruptcy,
or other transmission event, a restriction may be placed on
the amount of shares that the shareholder could pledge, or the
size of the undertaking that could be secured using these
shares.>4”*

In some cases, the transfer may be made by a shareholder

who 1is experlencing £financial difficulties, and with the

147Ibid., at 146-147.
ldlzhid

14®R. Hay, supra, note 2 at 45; Also see generally, D.
Coates, gupra, note 6 at 108-112.
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intention o0f minimising the exposure of hls assets to his
creditors by leaving himself wunable to satisfy thelr claims.
Such a transactlion may be vold as a fraudulent conveyance,1®°
and as such may be set aside by the courts,282

Alternatively, the shareholder may choose to glive one or
more of hlis creditors a preference over hils other creditors.
Such a transaction may be void as a fraudulent preference.2®2

The persons intercsted in establishing that there has been
a fraudulent preference or conveyance, must bring an action
for a declaration that the particular conveyance is void as
against them. The £inding of fraudulent intent will usually
turn on whether or not consideration was gliven. Where there
is no consideration or inadequate consideration, then there is
a presumption of fraudulent intent. However, 1f there is good
or adeguate consideration, the frauvdulent intent would have to
be established.x®?

In those cases wnere a conveyance 1is declared to be

invalid as against creditors, and where the property has heen

isephe Fraudulent Convevances Act, R.8.0. 1970, c. 182, s.

isipraudulent Preferences Act, s.3.

1e2The MAssjanments and Preferences Act, R.S.0. 1970,
c.34, s8.3.

a»3Jack Walker & Harvey J. Ash, Debtor - Creditor
Relations: Cases anpnd Materials, (Toronto: Butterworths, 1378)
at 5.3. 8ee also, Meehan, Eugene & Vaarton, Peter, (Credjtors
Remedies in Alberta, (Calgary: Carswell Co. Ltd., 1987);
Robert W. Kerr, "Fraudulent Conveyances and Unjust
Preferences", in M.A. Springman & E. Gertner, eds., Debtor-

Creditor Law: Practice and Doctxine, (Toronto: Butterworths,
1978).
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disposed of by the transferee, the proceeds of disposition may
be seized by the creditors.:®*

In the case of the shareholders of a close corporation
where a buy-sell agreement 1is in place, the issue of
fraudulent conveyances or preferences becomes relevant where
one of the voluntary buy-sell provisions is utilised by a
shareholder to defeat the claims of his or her creditors. The
transferee shareholdexs should therefore be aware that the
shares 1In question can be seized by the creditors in
satisfaction of the debt. In such a case, the rules for

transfers by operation of law discussed above would apply.

E. THE DEATH OF A SHAREHOLDER

The shareholders of the corporation would like to ensure
that their beneficiaries would have a right to require the
corporation or the remaining shareholders to purchase their
interest in the event of death. The surviving shareholders,
on the other hand, often do not want to be forced to accept
the deceased shareholder's heirs as fellow shareholders.*>>

Most of the buy-~-sell provisicns discussed above can be
used to secure the desires of both parties. In all cases,
with the exception of the shotgun and restricted auction

provisions, some provision for determining the price of shares

ineThe Assianments and Preferences Act, s.12(1).

*°°Re Harvey's Stores Ltd. and Harvey, (1979), 6 B.L.R.
223 (B.C.C.A.).
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is also necessary. Problems may arise If the surviving
shareholders are unable to fund the purchase at the required
time. A sultable arrangement for guaranteeing the

avallability of such funds at the required time 1is therefore

necessary.}b*

7. CONCLUSION

This chapter has defined the buy-sell agreement and its
usefulness in the administration of share transfer 1in the
close corporation. The various types of provisions which are
available have also been examined.

Because of the variety of possible provision= and the many
issues which may affect their operation, the lawyer or drafter
must be Insightful and selective in the interest of securing
the buy-sell provisions which are most effective for

protecting the interest of their clients.

158gee further jnfra, Chapter IV.
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1. GENERAL

In most commercial transactions a price has to be
negotiated which will be acceptable to both the vendor and the
purchaser. The sale of the shares of the close corporation is
no exception, however in this case the price may be influenced
by a large number of factors. Specific provisions are
therefore required to ensure that an eguitable price is
computed.

Where the buy-sell agreement contains a shotgun,
restricted auction, or right of first refusal provision, a
procedure and method for determining the price of shares is
automatically provided. 1In these cases a valuation clause may
be used tc set a lower or higher ceiling for the value of the
shares at the time the buy-sell provision is enforced. The
other types of buy-sell clauses discussed in the previous
chapter, require that the agreement provide a pre-determined
price and/or procedure and method of determining the price of
the shares covered by it.?*

The provisions dealing with the share valuation issues are
very important to the success of the buy-sell agreement and

are even thought by s8ome writers to be the most important

iThe price and method of valuatiun must be clearly stated
in the agreement, as vague and uncertain wvaluation
arrangements may be a threat to the validity of the agreement.
Brinacombe v, Dennison (1953), 4 D.L.R. 827 (B.C.S8.C).
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provisions in the agreement.?

The clauses governing the valuation of shares should be
carefully formulated at the beginning of the corporate
relationship aloeng with all other provisions of the buy-seli
agreement.?

The valuation clauses should state clearly when the
valuation would take place.* Standardized technical terms
should also be used iés often different terms are used to mean
the same thing, when In fact they may have different

meanings.®

2M.C. Cullity, R.E. Forbes & C.A. Brown, Taxation and
Estate Planning, (Toronto: Carswell, 1984) at 117; D.W.
Smith, "Buy-Sell Agreements"” Bg291__2im;h£__219933ﬂ1ngﬁ_gi_tng
Thirty-First Tax Conference, 1979 Conference Report, (Toronto:
Canadian Tax Foundation, 1980) 665 at 666.

In fact this course is recommended. See further, F.H.
0'Neal, & R.B. Thompson, OQO'Neal's Close Corporations,
(Illinois: Callaghan's Company, 1987) ¢.7.29 at 136. This
recommendation must however be weighed against the fact that
valuation involves some measure of "conjecture and prediction®
and can be influenced by many factors which may not yet
have developed in the early stages of the business. Also, the
transfer and the corresponding need for a valuvation may not
arise until many years after the clauses have been inserted in
the agreement. The answer to this problem would be for the
valuation clause to be reviewed from time to time in 1light of
the changing financial conditions.

“Brinacombe v, Dennison, suprg, note 1. Here, a
valuation "at a price or consideration to be agreed upon" was
held to be unenforceable as it was merely an agreement to make
an agreement.

®An example of this is the use of the term "book value"
to mean M"adjusted book value". In the case of Carrol v.
McArthur (1983), 25 B.L.R. 132 (Ont. H.C.), the term "book
value”" was accepted as being synonymous with "adjusted book
value". Alsoc see generally, R.M. Wise, "Valuation Aspects of

the Shareholder's Buy-Sell Agreement" Report of Proceedings of
e T =S , 1984 Conference Report,
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The term "value" has been described as an illuslive and
subjective concept".®* This may be because no one standard
valuation clause can be made to work for every situation as
each business operation has its own unique characteristics.
Valuation clauses should therefore be tailored to suit the
facts of the particular situation which they are intended to
£it.”

The essence of share valuation is the principle that the
shareholder is entitled to receive the falr value of his or
her shares. The wvalue of a share can be defined as the
present value of the future cash flow of the corporation. The
question of what fairly constitutes such wvalue has been the
focus of much dliscussion by both the courts and academics.

The next section of this chapter 1loocks more closely at
the question of what constitutes the fair value of a share.
This is followed by some discussion of the important valuation
issues, the procedures used for conducting share valuations

and examination of the four major methods of valuation.

(Toronto: Canadian Tax Foundation, 1985) 1013 at 1016-1017.

€3, Cole, A. Freidman & L. Brent, "Valuation Concepts and
Terininology" in J.C. McDhonald, 8. Tole, & R.M. Wise, eds.,
Valuipng Zhares In @ Private Company, (Toronto: Department of
Education, The Law Society of Upper Canada, 1986) J1 at Jl.

D.W. Fox, "Compulsory Purchase of Shares Iin a Private
Company ~ Some Recent Cases" (1987) The Journal of Bus. Law
276 at 282.
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2. FAIR VALUE VERSUS FAIR MARKET VALUE

The question of falr value has been discussed extenslively
by thne courts® in relation to the determination of the value
of the shar=s of dissenting shareholders 1in public
corporations in accordance with th- provision of the various
business corporations statuizs.?® The principles established
in some of these cases, can provide useful guidelines in the
establishment of the value of shares under the buy-sell
agreement.

There are several different valuation terms which can lead
to different valuation conclusions.*® Accordingly, drafters
of valuation provisions must appreciate the consequences of
the terms they select. The most commonly used valuation terms

are "fair value" and "fair market value®. Both of these terms

8sgees for example, LoCicero, Ravin and Ravin v. BACH
us ., (1986} 3 W.W.R. 15> (Ma. C.A.);

Domglas Inc. V.
Jarislowsky, Fraser & Co. Ltd, et al, [1980) Que. S.C. 925, 13
B.L.R. 135; aff'd (1983), 138 D.L.R. (3d) 521, 22 B.L.R. 12
(Que. C.A.); Re_VCS Holdings Ltd., ({1985] 5 W.W.R. 559

(B.C.S.C.); Cyrus Anvi) Mining Corp. v. Dickson (1982), 40
B.C.L.R. 180 (S8.C.}).

*3ee for example, Canada Busjipess Corporstions Act, S.C.
1974-75-76, c.33, as amended by 8.C. 1978-79, c.9 (hereafter
called the C.B.C.A.) 8.190; c .
8.0. 1982, c.4 (hereafter called the O0.B.C.A.), s5.184;

s S.A. 1981, c.B-15 (hereafter called

Busipess Corpoxations Act
the A.B.C.A.) s.184; Income Tax (Canada) Act, S.C. 1970-71-
72, c.63, as amended - "falir market value®.

108pe further, R.M. Wise, "Valuation and The Income Tax
Act" (1981) 29 Can. Tax J. 626 at 627; 8. Cole, gypra, note 6
at J8, for listings of some of these valuation terms.
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have been incorporated intc Canadian legislatioen,®® but no
definitions have been provided.*2? These terms are also used
synonymously by some writers,23

The courts have attempted to provide worxi.g definitions
of these terms. The most popular definition of "falr market
value" is that adopted by McIntyre J. in the case of Min. of

’

" 'fair market wvalue' is the highest price available

estimated in terms of money which a willing seller may

obtain for the property in an open and unrestricted market

from a willing knowledgeable purchaser acting at arm's

length."3®

This definition was quoted with approval by Greenburg J.
tn the case of Re Domglas Inc. v. Jarjslowsky & Co. Ltd., et

al.*® The learned trial judge however concluded that "fair

value" meant something different and apart from "fair market

+15ee for example, C.B.C.A. 5.190 (3) -~ "fair wvalue";
0.B.C.A. s5.184 (3) - "fair value"; A.B.C.A. 1$5.184 (3) - "fair
value"; Income Tax (Capnada) Act, S.C. 1970-71-72, .63, as
amended - "falr market value",

12R. Wise, pupra, note 10 at 6%/.

3G, Ovens, D.I. Beach & C.T. Grant, Business and
Securjties Vajuatjon (Toronto: Methuen Publications, 1972) at
6.

24[1972) 5 W.W.R. 23 (B.C.S8.C.); aff'd [1973) C.T.C. 56
(B.C.C.A.}; aff'd (1974) C.T.C. 222 (8.C.C.).

18[1972} W.W.R. 23 (B.C.S.C.), at 27; I.R. Campbell,
(Toronto: Richard De Boo Publishers,
1988) at 4-19.

i¢gupra, note 8; See furtnher, A.P. Gauthier, "The
Appraisal Remedy" in J.C. McDonaid, 8. Cole, & R.M. Wise,
eds., Valuing Shazes In a Private _Company, (Toronto:
Department of Education, The Law 8oclety of Upper Canada,
1986) F1-F13 for commentary on this case.
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value". His reasoning suggested that Parliament, by excluding
the word '"market™ from its provision for "falr value" in the
Canadian business corporations statutes, had conveyed upon the
courts "the eguitable Jjurisdiction and obligation to fix a
value which is falr, just and equitable, having regard to all
the circumstances."*”

This interpretation is disputed by at least one writer who
submits that the phrase "falr value"™ Iin the Domglas case
should have been interpreted in the context of its legislative
and judlelial history.2® Nonetheless, this interpretation was
adopted and expanded in the case of LoCicero, Ravin and Ravin
v. BACM Indus. Ltd,,** which held that "fair value™ was to be
defined as value to the owner2?® and not market value.?®** This
decision was subsequently overturned by the Supreme Court of

Canada, but the court made no reference to the above

27pomglas, ibid, at 965, See also, D.A. Ward, "The
Appraisal Remedy" in J.C. McDonrald, 8. Cule, & R.M. Wise,
eds., Valuing Shares 1In a Private  Company, (Toronto:
Department of Education, The Law Soclety of Up_.er Canada,
1986) at F22; I.R. Campbell, "Fair Market Value and the
Netional Market™ in J.C. McDonald, 8. Cole, & R.M. Wise, eds.,
Valuin e n s (Toronto: Department of
Education, The Law Soclety of Upper Canada, 1986).

18y, Krishna, "Determining the "Falr Value" of Corporate
Shares" (1987-1988) 13 Can. B.L.J. 132 at 139-147.

1®gupra, note 8.

2°That 1is, the value of the property to the owner
hinself. See further, J.C. Bonbright, Valuatjion of Property
(Virginia: The Mitchie Compaay, 1965) Vol.l at 66-97; I.
Campbell, supra, note 15 at 4-14 - 4-17,

2agupra, note 8, per 2'Sellivan J.A., D.L.R. at 279.
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principles. =2 These principles were challenged in Manning v.
Harris Steel) Group Inc.,** where Anderson J. stated,

"The "fair value" is to be determined for all owners and

not with respect to the clrcumstances of 1Iindlvidual

owners. Thus, in this sense, at least, "fair value" is

not "value to the owner".=2<¢

The trend of the authorities on this issue would seem to
suggest that there are no conclusive rules as to what
constitutes the £fair value of shares. Parties therefore are
not confined to using fair market value or even fair value as
defined above. They can selact the most appropriate method
and procedure for conducting the valuation from a variety of
avallable options.z®

The above comments are useful but not conclusive in
determining the fair value of shares in the close corporation,
While issues such as value to the owner are usually more
relevant to the valuation of shares in the public corporation,
other 1issues including the provisions of the buy-sell
agreement, goodwill and the question of contrel, become
important considerations when the shares being valued are

those of a close corporation.

Some of these valuation issues are examined more closely

*x(1988), 49 D.L.R. (4th) 159, (1988) 1 8.C.R. 399,
(1988] 4 W.W.R. 67 (8.C.C.}.

%»(1989), 63 D.L.R. (4th) 125 (B.C.C.A.).

*4Ibid,, at 126.

258ee further, jnfra, Chapter 1III, notes 26-46 and 100-
173 and accompanying text.
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later on in this chapter under the heading "Valuation Issues™,.
The next section of this chapter 1looks at the procedures
avallable for effecting valuations under the buy-sell
agreement. The most important methods of valuation are also

discussed later in this chapter.

3. VALUATION PROCEDURES
The parties to a buy-sell agreement should select the
procedure for conducting the wvaluation. This should be
inserted into the agreement at its inception, so as to prevent
possible disputes at a later date. There are at least four
avallable valuation procedures. These are:
a) valuation by an independent third party or
arbitrator;
b) valuation as set by the parties themselves;
c) valuation by the tax authorities; and

d} valuation by the courts.

A. VALUATION BY AN INDEPENDENT THIRD PARTY OR ARBITRATOR

The agreement may provide for the appointment of a
valuator or an arblitrator to value the shares when a valuation
is required. 8Such an arbitrator or valuator may also be
appointed to value shares on an annual basis,2¢

The valuation may be conducted by a panel made up of

2eMoptgomery Agencies Ltd. v. Krischke, (10 January,
1989) Saskatchewan 1730/87 (Q.B.).
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arbitrators or valuators chosen by both parties (possibly each
side choosing one representative, who would in turn choose a
third representative). 1In this case, the majority decision of
the arbitrators typically governs.

A sole arbitrator or valuator may also be employed to
conduct the wvaluation, his or her £findings would then be
binding on all the parties.

The major disadvantage in employing an arbitrator or an
independent third party to conduct the valuation, is the cost
in both time and money. There may also be some delay in
completing the share transfer while parties wait for the
valuation to be finalized.27 ‘

Some of these difficulties could be avoided if certailn
guidelines are observed. The parties should stipulate whether
or not they want matters such as the issues of minority
discounts and premiums for control to be dealt with in the
arbitration.2* The financlial material which will be used
in the wvaluation should be specified in the agreement. The
agreement should also state whether or not such financial

material should be auvdited as well as the name of the auditor

27R. Blainey, "Shareholders' Agreements - Valuation
Considerations” 3Zhareholder Rights and Agreements, (Toronto:
Insight Press, 1985) at 18.

2®%3ee further |{nfra, Chapter III notes 70-99 and
accompanying text.
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to be consulted.**®

The agreement should 1include a clause ensuring the
cooperation of all the parties who are privy to the agreement
and corporation's employees whose Iinput may be necessary for
the successful completion of the wvaluatlon. Valuators and
arbitrators should alsc be allowed access to the relevant
corporate information,?°

On the whole, this method of wvaluation is thought to be
ineffective mainly because it achieves no more than what the
parties themselves could have achieved under a properly
planned agreement.®* Also, where the agreement provides for a

buy-out clause, the parties may be bound by such a clause and

have no resort to arbitration.?2

B. VALUATION AS SET BY THE PARTIES THEMSELVES

In this instance, the shareholders themselves conduct the
valuation. This can be done in either of two ways. The
parties could incorporate a valuation figure inte the
agreement by which they would agree to be bound (fixed

valuation). Alternatively, they could meet periodically,

22This will usuvally be the company auditor, but it has
been suagested that the information should still be provided
in the interest of completeness, R. Blainey, suypra, note 27.

39R, Blainey, ibid., at 7-19.

*iBrinacombe v Dennison, supiia, note 1.
»2Merrel v, Burgquss, (29 Auvgust, 1988) Vancouver CL2:007

(B.C.5.C.).
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annually or perhaps more frequently, to calculate the value of
the shares. The agreed wvaluation figure would then be
incorporated into the agreement with the understanding that
the most recent wvaluation recorded at the applicable time
would prevail (periodic valuation),

With the fixed wvaluation method, the parties would
initially caleculate an amount which represents the total value
of the business. This figure would then be incorporated into
the agreement and thereafter, the parties would be bound by
it.

This method of valuation may be acceptable in the short
term, because the value of the shareholding often reflects the
actual contributions to the corporate capital made by the
individuals at the start of the business.>?> it may however
become outdated after a few years and may have little or no
relation to the current value of the business. Such a
development could have serious repercussions for the parties
under the Income Tax (Canada) Act.3+

The periodic valuation on the other hand, is thought to be
the most acceptable method cf valuation for many reascons.3s

The owners of the business are Intimately involved with the

?30'Neal, supra, note 3 c.7.31.

345.C. 1970-71-72, ¢.63 as amended; See further infra,
Chapter 1V.

¥p.p, Coates, "Share Transfer and Transmission
Restrictions in the Close Corporation " (1968 3 U.E.C.L. Rev.
96 at 121.
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business and as such can gauge 1ts future potential based on
their knowledge of its past performances. They are also in
the best position to vaiue the goodwill and other intangibles
of the business.

This method has the advantage of guaranteeing that there
would likely be no dissatisfaction over the price 1in the
agreement, as all the parties would have agreed to the
recorded price. It is also more economical as the parties
foreqo the additional expense of employing an outside
arbitrator.

The price of the shares would also be pre-determined and
the shareholders could plan their estates knowlng the exact
value of their shareholdings.

Problems may result if the partles, having provided for
such a valuation in their agreement, £fail to meet on a
periodic basis to compute or re-evaluate the price of the
shares.?® Another problem may arise if the partles, having
met as planned, cannot agree on a new value for the shares.
One solution to these problems may be for the agreement to

provide for an alternative valuation procedure, for example,

38In two recent American decislions, In Matter of Pace
Photographers Ltd., 133 App. Div. 24 829, 3520 N¥Ysz2d 202
(1987), and Kanawha-Roape Lands Inc. v, Burforg, 359 SE2d 618
(W. va, 1987), (cited by O'Neal, supra, note 3 at c.7.31, note
2), the courts held that £fixed prices 1in the buy-sell
agreement were enforceable as being "freely and voluntarily"
entered into by the parties, despite some disparity between
the buy-sell agreement and the currernt value of the shares.
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the arbitration method.?”

Another problem is the possibility that one or more of the
shareholders may be tempted to delay triggering a buy-sell
agreement until after a new value has been calculated, so as
to obtalin the best price. The problem may be avoided by a
provision that the valuation should be undertaken whenever the
shares are to be sold.

Periodic or agreed valuations have been criticlised on the
grounds that they may bring regularly to the surface, old
disagreements and conflicts among the shareholders. This may
however be seen as an advantage because it 1is an opportunity
for shareholders to meet regularly to discuss and resolve
issues. Unresolved issues could lead to disharmony among the
parties or even worse, they could become major issues if one

shareholder leaves, dies, or is dismissed.?®

C. VALUE AS SET BY THE TAX AUTHORITIES
The agreement may simply provide that the value of the
shares shall be the value as determined by Revenue Canada at

the relevant time.** Alternatively, the agreement may provide

370'Neal, supra, note 3 at c.7.31; ! v
al., {2 December, 1986), Vancouver NO CA004391, (B.C.C.A).
Here, the courts held that, having accepted the agreed
valuatir~:; before receiving knowledge of its sum, a shareholder
was held to be bound by such a price to the exclusion of the
arbitration method for which he could have opted.

28R, Blainey, supra, note 27 at 11.

3%E.g., for the purpose of determining the amount of
estate duty on the death of a shareholder.
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a valuation, but state that this may be amended to confoim
with the valuation set by the tax authorities. This is known
as a price adjustment clause,

One difficulty with this wvaluation procedure is that the
valuations are usually subject to 1long delays before being
finally determined by the tax authorities. Where a
shareholder has died, such delays could hindex prompt
execution of the sale and purchase of the shares and could
also result in the loss of valuable tax advanuages which the
share transfer restrictions might otherwise provide.<*®

This type of valuation clause was examined in the case of

Gujlder News Co., (1963} Ltd. v, M.N,R,.*2 Here, the

appellant corporation sold some of 1its shares to 1its
shareholders at a price substantially lower than fair market
value. The agreement stipulated the price of the shares. It
also contained a price adjustment clause which stated that the
contractual price should be equal to the fair market value and
provided that should the Minister of National Revenue
determine at any time that the fair market value was different
from the agreed price, the latter should be adjusted to
conform.

This clause was disregarded by the court as being a sham

“°D.S.M. Huberman, "Buy and Sell Agreements", (1963) 31
Can. B. Rev, 538 at 569; D. Coates, gsupra, note 35 at 119,
note 106; Interpretation Bulletin IT -140R2, "Price Adjustment
Clauses", Dec. 29, 1980, para.5; See also infra, Chapter V.

43[1973] Cc.T.C. 1 (F.C.A.).
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on the ground that the parties had made no attempt to sell the
property at falr market value. The court therefore ruled that
the agreement was inherently defective, and that the defect
could not be cured by a price adjustment clause,.

The Gujlder decision has raised concern as to the
legitimacy of the use of price adjustment clauses. Revenue
Canada has since provided that this decision should be
restricted only to those situations where parties do not place
reasonable value upon the assets which are the subject matter
of the sale. Price adjustment clauses will therefore be
acceptable in situations where the parties displayed a bgna
fide intention to transfer the property at fair market value,
and the determination was arrived at in a fair and reasonable
manner.4=2

Revenue Canada has provided further that, in order to be
effective, the price adjustment clause must leave the final
determination of £fair market wvalue to Revenue Canada. The

Revenue Canada valuation is binding on all parties to the

42Interpretation Bulletin IT-169, "Price Adjustment
Clauses", Auqust 6, 1974, para.l; American authoritles have
established three additional conditions. These are: (i) that
the price must either be fixed or determinable by a formula,
(1i) that the estate 1is obliged to sell the interest at a
fixed price, and (iil) that the obligation to sell at the
agreed price must be binding on the owner during his lifetime
and on his estate after his death. See further, R.R. Budd,
and K.F. Somerville, "The Impact of Buy-Sell Agreements"
(1984-86) 7-8 PFamily Advccate 18; I.R. Campbell, "The
Concept of Fair Market Value" in Special Lectures of the Law
Soc.ety of Upper Canada.

Blanning and Administratjon  (Toronto: Richaré@ De Boo
Publishers, 1980) 297 at 312.
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agreement which contains the clause. The parties are obliged
tc accept Revenue Canada's position without question and amend

their agreement accordingly.+<?

D. VALUATION BY THE COURTS

In the event of a dispute over the valuation provisions in
the agreement, the sharzholders have resort to the courts to
challenge such provisions.

The courts are often called upon to value the shares of
public corporations in connection with application for the
oppression remedy and the exercise of the right to dissent in
the various business corporations statutes.** 1In the case of
the small private corporation, this alternative may be both
expensive and time consuming. Resort to the courts for the
purpose of conducting wvaluations is therefore reserved for
those cases where the parties cannot settle the valuation
dispute among themselves, and there is no provision for the
appointment of an arbitrator.

Parties could attempt to avoid court proceedings by
providing in the agreement that the valuation arrived at in

the manner prescribed in the agreement 1is binding on all

4?Interpretation Bulletin IT-169.

448ee for example, C,.B.C.A. s5.241 and subsections 1%0
(12)-(16; 0.B.C.A. 8.247 and subsections 184 (13)-(17});
A.B.C.A. 5.234 and subsections 184 (6)-(10); See also infra,
Chapter VII notes 56-76, 103-110 and accompanying text.



Fo e e

.

o T g o

iy o e 0 2en SEE R b

VALUATION e
parties.*® However the courts may overturn such a provision
under the oppression remedy.*®

The principles established by the courts in previous
cases, may also assist the parties in arriving at a value that

is acceptable to all the parties,

1. VALUATION ISSUES
Several related issues can influence the value of shares.

The factors which may have some bearing on the valuation of
shares include:

a) the issue of control;

b} the amount cof goodwill generated by the

bus iness;

c) the nature of the business;

d) the time of the valuation;

e) minority discounts; and

£) premiums for control.

A. THE ISSUE OF CONTROL
The buy-sell agreement may affect the manner in which a
close corporation is controlled. This iIs mainly the result of

the special rights and restrictions which result f£from such an

<sMjca  Management Centre Inc. v. Lockett 1(1986), 37
B.L.R. 209 (Ont. H.C.)}.

“spe Bury & Pell GCouinlock Ltd, (1985), 12 D.L.R. (4th)
451, (1984), 48 O0O.R. (2d) 57 ({H.C.J.); See also infra,
Chapter VIl notes 56-76 and accompanying text.
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agreement, for example, the option to acguire shares on the
occurrence of a particular event. The Iissue of control may
also affect other issues including the voting rights of the
shareholders.

The question of whether the issue of control should really
affect the value of shares still seems to be open.*” In the
leading case in this area, Mip, of Finance of British Columbia
v. Estate W a *® the issue of control was held not
to affect the value of shares. The facts of the case were
that the deceased, Mr. Mann, owned ten Class B voting shares
by which he controlled the corporation while his children
owned nine hundred and ninety Class A shares which had no
voting rights. 1In valuing the deceased's shares, the assessor
of succession duties took lnto account the fact that the Class
B shareholder would be able to use his voting power to ensure
that he received a salary or a management fee for his
services. Accordingly, the shares were wvalued at $81,000.
The executors on the other hand, valued the shares on the
proportionate net worth of the corporation with no allowances
for the fact that all the voting power was attached to the
Class B shares. They :therefore valued the shares at $1,495.

The trial 3Jjudge accepted the executors valuation which was

“?’R.E. Levine, "Income Tax Implications Of Shareholders'
Agreements"
Agreements, (Vancouver: The Continuing Legal Education Society
0f British Columbia, 1982).

4®%5upra, note 14.
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based on expert evidence that the market value of shares of
companies of that kind tended to stablilize at break-up value,

At least one writer suggests that this case may not apply
in every context.+? The case of Winram v. Minister Of
{ational v ;?° where the opposite result was achieved,
seems to support this position. Here, the deceased owned nine
of the ten class A voting shares while his wife owned the
remaining class A share and all nine hundred class B non-
voting shares. In wvaluing the nine class A shares, the
Minister took account of the fact that the deceased could have
transferred his shares without his wife's consent and all the
corporation's surplus could then have been paid by way of
dividends to the transferee. Accordingly, the Minister's
valuation of the shares was one hundred times more than the
valuation of the executors. This reasoning and valuation were
accepted by the court.

The issue of control as raised by the buy-sell agreement
will also determine for the purposes of Sec.70(5) of the
ncome Tax Canad ct, whether ox not parties to the
transaction were dealing at arm's length at the time of the
agreement. This fact is of Importance in determining whether
or not shares under a buy-sell agreement wlll be valued
according to the agreement or given their fair market value

for the purposes of the Act. This 1issue will be discussed

4®R. Levine, gupra, note 47 at 9.

80(1972), 27 D.L.R. (34) 763 (F.C.T.D.).
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further In Chapter V of this dissertation under the heading
"Valuation".

The issue of control can also affect the size of the
minority discount or premium for control (1f any)} to be
applied to a shareholding. This will be discussed later in
this section under the headings "Minority Discounts” and

"Premiums for Control".®2

B. GOODWILL

Goodwill is an important asset which may influence the
value of a closely held business. 1In some cases, the quantum
of goodwlill may even determine the choice of method used to
value the business.B®2 Goodwill may be calcnlated as the
difference between the fair value of the whole Lusiness and
its tangible asset backing,®* and may fiuctuate widely
depending on a number of factors.®e

Goodwill may come in many forms when regarded a5 a factor

®*8ee infra, Chapter III notes 70-99 and accompanying text.

®2G. Ovens," Methods of Valuation for Privately Owned
Businesses and Closely Held Companies" (1958) Can. B. Rev. 57
at 72.

83g, Cole, supra, note 6 at J3.

B4nGoodwill and other Iintangible values ({including
location, know-how, patents, copyrights, trademarks and
advertising, contracts, and 1licenses] may be 1likened to
quicksilver which can be held in the hands but easily slips
through the fingers . . . In each and nearly every situation,
goodwill and intangible values are questions of fact and there
is a burden of proof upon those who make calculations as to
their value." - G. Ovens, gupra, note 13 at 132-145.
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of valuation, it may either flow from a product or it may be
the result of a particular locattion. This type of goodwill
is referred to as commercial qoodwill and can be sold or
transferred as a commodity.?®®

Goodwill may also £flow from good relationships between
owners or employees of a business and their clients. This is
called personal goodwlill and may not be as easy to market as
commercial goodwill.®*® Personal goodwiil may diminish or
disappear if any of the individuals on whom it is dependent
become {11, die, or for some other reason are unable to
maintain the relationship with their clients.®”?

Gondwill can be seen as representing an important asset of
a close corporation and must be taken Into consideration

regardless of which method of share valvation the parties

employ.®*®

C. THE NATURR CF THE BUSINESS

The nature of the business usually determines its ability

to generate future cash flow.

The nature of the business must be defined in terms of the

»£5. Cole, ibid., at J9; G. Ovens, gupra, note 52 at 72.

seJ.L.R, Holdings v. Wiseburg (1977), 2 B.L.R. 250 {(Ont.
S.C.); Alberts v, Mountioy (1977), 2 B.L.R. 178 (Ont. 8.C.);
Jiffy People Sales (1966) Ltd. v. Elajson

(1975), 58 D.L.R.
(3d) 439, 21 C.P.R. (2d) 209 (B.C.8.C.);  Txego_ v. Hunte
[1896] AaCo 7’ {1895-9] All-E-R- 804 (H-Lc)c

87G. Ovens, pupra, note 52 at 72.
P*prinacombe v Dennison, supra, note 1.
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corporation's essential characteristics and the environment of
the Iindustry in which it operates. As such, it may be
influenced by any number of factors. These 1include, the
products manufactured or the services provided by the
business, the market for the products or services, and the
existing or future competition.®”® The prospects of the
industry, including new technology, government regqulations
affecting the industry, and threats to the industry (e.q.
product substitution, and shortage of raw materials) are also
significant.®° These factors will assist in determining the
risk factors in the business being valued.®>

Some valuation metheds seem to be more suitable for
valuing certain types of businesses, for example, the net
asset approach may be more appropriate for valulng real estate
businesses and construction companies because the assets of
such a corporation tend to be substantial. Manufacturing and
service companies on the other hand, may be better served by a
capitalization of earnings approach. This may be because in
such a corporation there tends to be more emphasis on the

ability of the corporution to earn income rather than on the

®®*G. Ovens, gsupra, note 13 at 59; R. Blainey, supra,
note 27 at 4.

®%R., Blainey, supra, note 27 at 4.

®*i*H.M.8. Fraser & G.C. Francis, "Problems Areas In
Valuing Closely-Held Companies™ in J.C. McDonald, S. Cole, &
R.M. Wise, eds., e n e
(Toronto: Department of Education, The Law Society of Upper
Canada, 1986) ES-E7.
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assets which the corporatlion possesses.®?

The age and reputation of the business are also factors in
determining its nature.

The basis of the wvaluation for any given corporation may
not always be the same, for example while a book value
approach may be more appropriate at the start of the business
when an earnings capability has not yet been established, an

earnings related approach may be more suitable as the business

develops.®?

D. TIME OF VALUATION

An important consideration when valuing shares is that the
value has to be determined as at a specific date.®* 1In the
case of income tax valuations, the Ipncome Tax _(Canada) Act
requires that the valuation be determined at a specific point
in time.®® The timing o0f the wvaluation 1is important for
establishing an accurate price for shares as the nature of a
business may change from day to day due to both internal and

external factors, and the shortest time frame may make a

2R, Blainey, supra, note 27 at 5.
e>3R. Blainey, jibid., at 4.

¢4This fact is of particular significance to the public
corporation especially when valuing the interest of minority
shareholder, particularly in a compulsory purchase situation.
See further, D. Fox, supra, note 7 at 280-281.

¢382¢ further, R. Wise, supra, note 10 at 634, for a
table detailing the relevant point in time for computing
valuations for income tax purposes, for certaln jpter vivos
and testamentary transactions.
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material difference to the final outcome of the valuation.

Internal factors may include changes in management,
acquisitions or services. The value of a business may also be
affected by external factors such as the development of new
competition or changes in the economy and government policy or
changes in legislation. The date of wvaluation should
therefore be as close as possible to the date of sale of the
shares.

Because the valuation must be done at a specifiic point in
time, the wuse o0f hindsight evidence to determine value is
usually held to be non-admissible.®® Hindsight may be
acceptable if certain conditions apply. These are: i) that
projections, budgets, or forecasts actually existed at the
valuation date; 1ii) that it was the corporation's practice to
prepare such forecasts; and 1ii) that a prospective or
hypothetical purchaser would probably have taken account of
such forecasts when forming an opinion as to the price/value
of the shares.®*” Hindsight may also be permissible to
determine whether a projection made at a time in the past was

reasonable.®®

®®pPakipng c¢f Alberta Ltd, v. R., [1978] Cc.T.C. 30, 78
D.T.C. 6018 (F.C.T.D.}); aff£'d [(1980] C.T.C. 237, 80 D.T.C.

6178 (F.C.A.); 2rupell) v. M.N,R., (1977] C.T.C. 326, 77 D.T.C
2506; V. Krishna, supra, note 18 at 137-138; R. Wise, ibid.,
at 636.

“7R. Wise, ibpid.

s o v, Ja td

supra, note 8; W
2}, (1977} 4 B.C.L.R. 134 (B.C.S.C.); arruthers v
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Hindsight 1is to be distinguished from similar fact
evidence, whereby valuation predictions are based on
comparable sales. This type of evidence is  usually
admissible.**® The shorter the time period between the
comparable sale and the date of the wvaluvation, the more
probative the similar fact evidence will be.?°

The parties may also consider selecting a time period over

which the valuation would be calculated.

E. MINORITY DISCOUNTS

Where the shares which are to be valued represent only a
minority interest in the corporation, the question of whether
or not a minority discount should be applied to the £inal
value must be considered.

The issue of minority discounts is relevant to take-over
bids and compulsory buy-outs or squeeze-outs in the public
corporation.” In such cases, the shares are usually traded
on the stock exchange and are automatically subject to a
discount because the stock exchange 1is a market for such

minority interests.?2 However, the court does not hesitate

(1982), 82 D.T.C. 6009 (F.C.T.D.).

“*Edmund Littler v. M. N.R.,, (1978] C.T.C. 235, 78 D.T.C.

6179 (F.C.A.); aff'g [1976] C.T.C. 379, 76 D.T.C. 6210 (F.C.T.D.).

70v. Krishna, supra, note 18 at 138.

715ee for example, C.B.C.A. s5s8.199 and 241; 0.B.C.A.
Part XV ss.186-189 and 247; A.B.C.A. Part 16, ss.187-199 and
234.

72y. Krishna, supra, note 18 at 166.
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to award a premium or impose a discount whenever it feels chat
either of these s warranted.?”?

Minority discounts may also be relevant tec share
valuations under a buy-sell agreement. The application of a
minority discount in calculating the value of shares may be
provided for in the buy-sell agreement. Where no such
provision is made, the gquestion of whether or not a discount
should be applied in such cases is a matter of law. The rate
of such a discsunt is however, a matter of fact to be
determined only after an examination of all the relevant
issues. This was reiterated in the case of In re Bird
Precision Bellows Ltd.,”* where an application was being made
for an order that the petitioner's shares be purchased by the
respondents at their fair value. Nourse J. stated,

". . . I must start by rejecting [the] submission that the
guestion of any discount is a question of valuation to be
decided on the evidence of the wvaluers. It will be
evident that I regard it as a matter of law to be decided
by the courts. If as a matter of law, it is a case where
there ought to be a discount, then I would agree that the
amount of the discount is a matter of valuation."?®

The process for determining the minority discount involves

two stages, the wvaluing of the corporate entity in its

73In Domglas Inc. v. Jarislowsky, Fraser & Co. Ltd. et
al, supra, note 8 at 16, the court, in determining the fair
value of shares, held that the "squeezing-out" of a minority
dissenting shareholder in this case, was similar enough to an
expropriation to warrant a 20% premium for control, rather

than a minority discount; e v
Keeprite Inc. (1987), 42 D.L.R. (4th) 18 (ont. H.C.).

74[(1984) Ch. 419.

7®Ibid., at 435-436.
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entirety (ie. the en_bloc fair market wvalue), and an
examination of the particular shareholding to determine how
much discount (if any) should be subtracted f£rom the value so0
determined.”®

The need £for a minority discount may be the result of

certain limitations in the shareholding itself. Some of the
more significant limitations can be listed as follows:

- the size of the shareholding;

- the ability of the shareholder to influence the
control of affairs of the corporation;

- whether the intexrest entitles the shareholder to a
say in the timing and distribution of dividend
payments;

- the existence of a buy-sell agreement restricting
share transfer;

- inability of the minority shareholders to elect
themselves to the board of directors, and thus be
able to influence corporation policy and operations;

- illiquidity of the shareholding,

- the interest of a minority shareholder in a close
corporation may not be as well protected as those of
the minority shareholder in a public corporation as
the management personnel of the close corporation are

usually active in the everyday running of the

7ep, Gampel, "Valuing the Interest in Closely-Held
Company: A Complex Task" (June 1987) The National at 32.
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business and are probably majority shareholders
themselves. As such, shareholders' interests may not
be as well pursued as those of minority shareholders
of a public corporation where directors have a
greater accountability and fiduciary responsibility
to a vast number of shareholders.””

The size of the minority discount can be influenced by a
number of factors. In many instances the factors mentioned
above, which contribute toc determining whether or not there is
need for a minority discount, can also affect the quantum of
such a discount. Other factors include:

- the marketability of shares where the buy-sell
agreement does not provide for the immediate sale of
shares of a minority shareholder to remaining
shareholders;7®

- where there are restrictions on the rights of the
minority shareholder to transfer shares freely.

The three most important factors which may influence beoth

the existence and gquantum of the minority discount are, the
issue of contrel, the lack of marketability and the

restriction factor.”®

The issue of control can play an important role in

TTIhid
7%p, Gampel, jbid,

7*P.W. Moore, "Valuation Revisited" (Feb. 1987) Trusts
and Estates, 40.
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determining the imposition and amount of a minority
discount.®® Consequently, if a minority interest is
substantial enough to effectively block a special resolution
pursuant to the Capnada Busipessg Corporations Act,** then it
may not command as large a discount as a minority shareholding
that can have little or no effect on the major decisions of
the corporation.

Where the shares are being sold to remalning
shareholders, especially if they are already majority
shareholders, the justification for the minority discount may
not apply. The reason for this may be that these shares are
not being so0ld on the open market and in purchasing them, the
purchaser does not become a majority shareholder, he or she
merely consolidates an existing position in the corporation.®?®

There is some question as to whether or not a minority
discount would normally apply in cases of family or group

control where the interest being sold is that of a minority

8co5ee also jinfra, Chapter I, notes 44-48 and
accompanying text.

ean ngpecial resolution™ means a resolution passed by a
majority of not less than two thirds of the votes cast by the
shareholders who voted in respect of that resolution or signed
by all the shareholders entitled to vote on the resolution."-
C.B.C.A. subsection 2(1). See also, O0.B.C.A. subsection
1(44); A.B.C.A. subsection 1{y}.

$2pomglas Inc. v. Jarislowsky, Fraser & Co, Ltd. et al.,
gsupra, note 8 at 942; v

Diligentl v. RWMD OQperations Ltd. et
al., supra, note 68; Taylor Estate v. M. N.R. (1967), 67
D.T.C. 405, [1967] Tax A.B.C. 555 (T.A.B.).



VALUATYON S0

shareholder outside of this group.®® While some writers feel
that this ls possible once certain conditions are satisfied,®*
the gquestion still seems open for debate.®® The relevant
factors in such a determination include a finding of whether
all the parties forming the control block are amicable and
have demonstrated that they acted in concert in respect to the
decision-making aspects of the corporation (eg. by voting
together at annual shareholders meetings), and whether there
are restrictions on the right to sell or vote shares that form
part of the control block.®*®

Lack of marketability is also a very important factor in
determining the size o0f a3 minority discount. This type of
discount generally applies 1In everyday commercial transactions
where certain commodities which do not have a fixed and ready
market, are often offered at a discount to make them more
attractive to prospective buyers. Such a discount may also be
necessary in the sale of the shares of a close corporation as

these would be affected by the same kinds of limitations.

935,251(5)(a) of the JIncome Tax (Canada) Act provides

that where a related group is in a position to control a
corporation, that group shall be deemed to control the corporation.

*#4p, Gampel, supra, note 76.

°53ee further, A.L. Feld, "The Implications O0f Minority
Interest and Stock Restrictions In Valuing Closely Held
Shares" 122 U. Pa. L. Rev. 934 at 936; W.D. Goodman, "The
Effect of a Shareholders' Agreement on the Valuation of Shares
of a Closely-Held Corporation™ (1976) 24 Can. Tax J. 193 at
207-214.

®®A. Feld, jibid.; W. Goodman, ibid.; P. Gampel, supra,
note 76.
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Nonetheless, the courts have held that 1lack of marketability
should not be taken into account when valuing the shares under
the oppression remedy.®”

Restrictions on the right to transfer shares freely may
also lead to a corresponding decrease in the value of the
shares. Though most buy-sell agreements intentlonally create
such restrictions, these may not affect the price of the
shares where the agreement provides a pre-determined price or
method of determining such a price. However, where the
remaining shareholders are granted an optlion to purchase
shares, the minority discount may be necessary to attract
outsiders if the shareholders choose not to exerclse their
option to purchase the shares,®®

The courts have taken the liberty f£from time to time to
forbid discounts where it was felt that such a discount would
prejudice the minority shareholders right to the falr market
value of their shares.®® The question of minority discounts
in these cases would depend, to some extent, on the nature of

the event that gives rise to the valuatlion and the facts of

®7Daniels v. Fielder (1988), O.R. (2d) 629 (H.C.J.);
Lough v, Capada Natural Resouxces Ltd. (1983), 45 B.C.L.R. 335

{S.C.); See also infra, Chapter VII, notes 56-76¢ and
accompanying text,

s8pomglas Inc. v. Jarislowsky, Fraser & Co. Ltd. et al,,
supra, note 8 at 940-942.

#3g8ee for example, Re Maso nd c

(1987), 38 D.L.R. {(4th) 681, (Ont. C.A.); Diligeptj v. RWMD
Operations elowa Ltd. et al. {No 2}, supra, note 68,
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the particular case.?®

F. PREMIUMS FOR CONTROL

The corresponding question of whether a premium for
control is justified when a party's shareholding represents a
controlling block,®* has often been raised.®2 The possession
of control usually bestows certain rights on the shareholder
who holds it and the term "premium for control"™ implies the
payment of an amount solely because of these rights.®?

The rights bestowed on a shareholder by control usually
include:

- the power to elect and remove the board of directors

and thus 1indirectly govern the affairs of the

®O%Re Mason Intercity Properties, ibid., where it was held
that a minority discount would only be justified if the

conduct of the applicant was of such grave character that she
deserved to be excluded £rom the company. The discount was
accordingly disallowed; But see Eiserman v. Arxra Farms, [1985)
5 W.W.R, 97 (Sask. C.A.), where a minority discount was
disallowed because the plaintiff had forced the sale of his

own shares; Irwin v. D. Coates Enterprises §Ltd. (1983},
B.C.L.R. 383 (s.C.).

®3This can be described as the power to vote more than
50% of the shares in a corporation.

*2Gold Selection Trust Ltd. v. Humphrey, 1[1948] 2 All
E.R. 379 (H.L.); aff'g in part [1946] 2 All E.R. 742 (C.A.);
v. Treasury Co Ss ers, [1948) 1 K.B. 116 (C.A.).

*3See generally, I. Campbell, gupra, note 15 at paras.7-
34 - 7-39; However some commentators reject the notion that
either the control premium or the minority discount should be
used in valuing the shares in a close corporation. See for
example, Thomas Hall, "Comment: Valuating Closely Held Stock:
Control Premiums and Minority Discounts"™ (1982) 31 Emory L.
Rev. 139.
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corporation;

- the right to sell control of the corporation;

- power to have oneself appointed an officer of the
corporation and thus receive remuneration and other
emoluments in excess of what would normally be paid
for managem2nt services;

- the right to determine the timing and amount of
dividends to be distributed.®+

The suggestion that a premium should be paid for the above

powers does not appear to be a very popular one.®® The main
criticism stems from the fact that such a premium could and
would be at the expense of the price payable for the interest
of the minority.*® The tradition of the courts has leaned
towards not recognising any premium for control where a
hypothetical purchaser might be able to abuse the power
acquired through payment of the control premium, to the
detriment of the minority shareholders.®” Nonetheless, the
courts have recognised the award of a premium price over what
may have been considered £fair market value, where the
ownership would have entitled the hypothetical purchaser to

deprive the other shares of the assets of the corporation.

%41, Campbell, jbid.,, at paras.7-34 - 7-35; See further,
T. Hall, sypra, note 93 at 147.

*5T . Hall, ibid.
®&Re Estate of Mann, supra, note 14,

*71. Campbell, psupra, note 15 at 7-34A4; Re Estate of
Mann, ibid.; See further, T. Hall, supra, note 93 at 139.
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Here however, the action was taken within the terms and
conditions of the relevant agreement.®®

The matter of premiums for control was discussed 1in the
British case of Dean v. Prince.®® Here the corporation's
articles provided for the shares of a deceased shareholder to
be purchased by the directors of the corporation at fair
market value as determined by the corporation's auditor. The
majority shareholder died and a JdQispute arose between the
widower and the surviving directors as to the value of the
shares. The ability of the auditor was not called into
gquestion, and the main issue before the court was whether the
block should have been valued at a premium to reflect that
they carried majority voting power.

At the time of the valuation, <the company was incurring
losses, and based on this fact, the auditor decided against
valuing its assets as those of a going concern.

The court seemed to relate the ability to control to the
valuing of the business as a going concern, rather than to the
valuing of the business at break-up value. It therefore
upheld the auditors valuation and indicated clearly that it
does not follow, simply because a block of shares constitutes

a majority, that it had to be valued at a premium.

**Winram Est., supra, note 50.
3*[1954] Ch. 409.
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5. METHODS OF VALUATION

The numbex of methods by which the wvalue of a
corporation's shares may be calculated were limited to four by
Greenburg J. in the case of Re DPomglas Inc. v, Jarjislowsky
Fraser & Co Ltd.et al.*®° 1In his words,

"Generally accepted and recognized valuatlion principles
and theories have postulated four approaches to the
valuation of corporate shares. They are:

a) The guoted market price on the stock exchange-
the market value approach.

b) The valuation of the net assets of the company
at fair market value - the assets approach.

c) The caplitalization of maintainable earnings-
the earnings investment approach.

d) Some combination of the preceding three
methods ,"2932

The very nature of the close corporation as a rule however
precludes the existence of a ready market for its shares and
the potential purchasers of such shares are usually the
remaining shareholders of the close corporation. These four
methods may be employed by the parties to determine value
whenever a dispute arises as to the value of shares.
Regardless of which method of valuation the parties select,
their real goal is usually to attempt to approximate as far as
possible, the market value of the shares.2®=

In the close corporation, where there 1is often only one

i1o00gupra, note 8.
10211980) Que. S.C. 925 at 950.

102p, Coates, gupra, note 35 at 118.
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class of shares, the value of a share would be a fraction of
the value of the business as a whole. Consequently, the value
of shares 1in such a corporation must be related to the value
of the business in its entirety. Each party's interest should
therefore be determined as an proportionate interest in the
fair market value of all the issued shares ep bleoc, subject to
minority discoiunts or premiums for control as applicable.2°?
No method of wvaluation would be equally applicable to
every type of business as each business would have its own
unique characteristics. The selected valuation m:thod must
take account of all the factors in the interest of producing

the most accurate valuation possible.

A. DETERMINATION OF MARKET VALUE

The expression "market value" can be used in two contexts.
It can refer to either the ™market value approach"™ or the
"determination of market value',. The market value approach
refers to the use of prices quoted on a stock exchange
reflecting actual transactions of purchase and sale between
arm's length parties, or the price of similar types of

businesses whose stocks are actively traded in the open

ie3p. Gampel, gupra, note 76; I.R. Campbell, " Business
Valuation Aspects of the Shareholder's Agreements”
me a aqgr ents, (Toronto: Canadian

Bar Association - Ontario Countinuing Legal Education, 1986) at
3.
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market.x®4 This is the approach referred to by Greenburg J.
in the Domglas case. It is used for valuing the shares of
public corporations and 1is therefore not pertinent to the
present discussion.9®

The market value approach is to be distinguished from the
determination of market value approach.*°® This approach ls
more appropriate for valuing the shares of a close corporation
where there is no free and open market for the transfer of
shares,*°”

Even though a value determination is necessary, there need
be no contemplatlon of an actual open market transaction.
Therefore possible open market purchasers are not necessarily
identifiable.*®® This method provides for the value of shares
to be determined by the price and terms of a hypothetical

market situation in which a bona fide third party purchaser:°?®

io4p, Gampel, ibid.; Re Whjtehorge Copper Mines Ltd.
(1980), 1¢ B.L.R. 113 (B.C.S8.C.).

i10585ee generally, D. Ward, supra, note 17 at Fl.

1oepe.Brant Investments Ltd, and Keeprite Inc., supra,
note 73 per Anderson J. at 53; I. Campbell, supra, note .7.

+e7c., Rohrlich, Organising Corporate and Other Business
Enterprises, {New York: Matthew Bender's Co. 1Inc., 1987) at
2A.08(3); Re Brant Investments Ltd., ibid., at 73.

o081, Campbell, supra, note 15 at para.4-20A.

*93In the American case of Jnterfirst Bank of Dallas N.A.
v. Risser 739 Sw 2d 882, (Tex. App. 1987), cited by O'Neal,
c.7.32, note 1, the court held that sales between family
members are generally not relied upon 1in establishing fair
market value of stock of a closely held corporation, nor are
sales involving insiders, such as officers, directors and employees.
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acting at arm's length offers to buy the shares.3*°

This concept was outlined by Estey J.in the case of

"It is not suggested that the Commissioner has overlooked
any factor that ought properly to have been taken into
account in determining the value of the property. He had
to determine the market value and when, as in this case,

no market value exists, it 1is the task of the
Commissioner, so far as he can, to construct a normal
market - a market which 1is not disturbed by factors

similar to either boom or depression, and where vendors

ready but not too anxious to sell, meet with purchasers

ready and able to purcha<e, and this case is no
exception."22

The concept presupposes a notional market characterized by
a perfect buyer and a perfect seller through which the fair
market value of the shares can be clearly established.>2?

In such a market the parties are assumed to be dealing at
arm's length, and to be o0f equal negotiating ability and
similar financial strength. The requirement of readiness
without anxiety is stressed becavse it 1s felt that anxiety

could influence the price of the shares in the same manner as

could a reluctant buyer or seller.124

i1e80'Neal, supra, note 5 at ¢.7.33, classifies this
method of valuation with some of the voluntary buy-sell
clauses discussed earllier in this text e.g., the shotgun and
restricted auction. 3See further ipnfra, Chapter II notes 72-93
and accompanying text,

+3111945) 2 D.L.R. 274 (8.C.C.).

*22Tbid,, at 291, quoted with approval by McIntyre J.in
Re Estate of Mann, supra, note 14,

1135ee generally, I. Campbell, supra, note 17.

+14G. Ovens, psupra, note 13 at 22-23; 1. Campbell,
supra, note 15 at para.4-20A - D.
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Transactions are thus assumed not to have been forced, but
rather, to have been conducted in a prudent manner and to have
achieved the highest price available minus any restrictions on
sale.**® To this end, this market has been distinguished from
an "open market"33s where transactions are constantly
consummated between parties of different negotlating ability
and different £financial strength, and may or may not be
concluaed at the highest price.x27 Therefore, an assumption
that &n open market transaction is ri ci evidence of
fair mar) :t value may be an inaccurate one,*2®

This concept of the notional market raises the question of

the extent of knowledge which should be imputed by the courts

to the "ready purchaser". The issue was addressed in the case
of Re Lyndall.>**® The court here held that knowledge

affecting the value of shares which would be imputed to the

+22I., Campbell, ibid., at para.4-20D - 4-21.

*18The courts have on occasion failed to make a similar
distinction, and have in fact, used these terms
interchangeably. See for example, H.P. Connor v R., [(1978)
C.T.C 669; aff'd (1979] C.T.C 365, (Fed. Ct.), per Mahoney J:
"When one comes to value the shares of a private company, the
open and unrestricted market must be assumed. That notional
market ought not to be limited to the other shareholders; it
should be assumed that strangers would be willing to take a
position in the company at the right price and that the other
shareholders would be willing to have him or meet his price."
(emphasis added).

11+7For example if A, acting at arm's length from B, sold

his shares to B; See further, I. Campbell, supra, note 15 at
para.4-20A - 4-22.

iyis1, Campbell, gupra, note 17 at D4.
11®[1969] 3 All E.R. 984 (C.A.).
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parties in a hypothetical sale, was possession of the
information which a willing vendor would normally reguire
before he was prepared to sell and a willing purchaser would
normally require before he was willing to purchase. The
reasoning behind this decision seemed to suggest that in
normal commercial transactions a prudent purchaser would
inform himself as fully as possible about the relevant facts
of the prospective transaction. A similar assumptien could
be made about the vendor, though the purchaser may be better
informed than the vendor in relation te his ability to utilize
the business to be purchased.22°

The criticisms of this method of valuation have surrounded
the concept of the notional market. The idea of a market with
the required features is thought to be difficult to construct
unless one is in possession of all the relevant information
which would normally be considered by both parties to the
transaction prior to its completion.>22>

There 1is also some question as to whether or not the
concept of tho notional market makes adequate provision for
purchasers with special motives. This type of purchaser is
common in the reality of the open market and in fact, is often

prepared to Pay a higher price than a purchaser without a

1201, Campbell, jbid, note 15 at para.4-20C.

i22Tbjid., at para.4-20D.
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comparable interest.*=2

If the term "open market" is accepted as implylng "a
market from which no potential purchaser is excluded",®23 then
it should follow that where special interest purchaser
considerations exist these should be considered when the fair
market value is being determined.22+

As a practical matter, it may be difficult to identify
special interest purchasers and to quantify the prices they
might pay for an interest in the particular business being
valued. However, where such special interest purchasers can
be identified, the fair market value or fair wvalue of the
shares 0of the business, becomes the price which the special
interest purchaser might be willing to pay to obtain the
shares .22

The determination of the market value may involve some
degree of conjecture and speculatlon which may vary from court
to court. There can therefore be no fixed rules for dealing
with the many issues which this method of valuation may raise.

The following observation made by Widgery L.J. in Re

22271, Campbell, supra, note 17 at D5; R. Wise, gupra,
note 10 at 629.

223pe Lyndall, 1[196%] 3 All E.R. 984 (C.A.), per Harmon
L.J. at 990; Holt v. I.R.,C., [1953] 2 All E.R. 1499 (Ch. D.);
Ute er Estate v, A.G. fo r , [1929] S.C.R. 84

(s.c.c.); I.R.C, v. Clay, [1914]) 3 K.B. 466 (C.A.).

sses (1938) A.C. 321 (H.L.); Edmund Littler Sr, v,
M.N.R. supzra, note 66.

1351, Campbell, supra, note 17 at D5.
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Lyndall,*%% may however, be & useful guide:
"It is desirable, in my opinion, thal when the court is
constructing the conditions under which the hypothetical
sale is deemed to take place it should build on a
foundation of reality, so far as this is possible, but it
is even more important that it should net defeat the
intention of the section by an undue concern for
reality in what is essentially a hypothetical
situation.n22”
This hypothetical market sltuation has sometimes been
applied to cases where there are in fact restrictions on the
sale of shares. In such cases the purchaser may take account

of such restrictions when arriving at the market value.22®

B. FORMULA METHODS

When employing a formula method of valuation, the
agreement provides a mathematical formula by which the value
of the ccorporation and its shares can be calculated.

The main disadvantage 1in using formula methods of
valuation is that formulas are usuvally fixed, and therefore
cannot take account of possible changes in the business. The
particular formula method provided in the agreement may become

unsuitable five or ten years later.12*

*2e8gcupra, note 119.
1271bid., at 992.

»22®1 . R.C v, Crossman, [1937] A.C. 26 (H.L.); But see,
Beament PEstate v HM.N.R, (1970), 11 D.L.R. (2d4) 237, (1970
C.T.C. 193 (S.C.C.); rev'g [1968] C.T.C. 588, 69 D.T.C. 5016
(Ex. Ct.). Here the court held that the proper value could
not exceed the amount that could be obtained for the shares
on a winding up as provided for in the shareholder agreement.
See generally, I. Campbell, supra, note 42 at 298-300.

221, cCampbell, ibid., at 310.
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The definition of terms is very important in formula
valuations. 1In many instances of litigation in this area, the
uncertainty created by the language used in the fornula, is
the major reason for the parties having to resort to the
courts,*2°

There are basically two varijiations of the formula based
valuation method. These are:

i) the capitalization of earnings approach; and

ii) the net asset approach.

I. CAPITALIZATION OF EARNINGS APPROACH

The capitalization of earnings method of valuation may be
approached using either the future earnings of the corporation
or the realized earnings of the corporation.*?2

The use of future earnings of the corporation to calculate
the capitalization of earnings rate is really a prophesy of
the corporation's future earnings.2?2 This approach is
apparently preferred by persons calculating the shares of
going concerns, on the reasoning that the worth of a

corporation can usually be determined by 1its ability to

13°See R. Blainey, jsupra, note 27 at 13-15, for the
description of such a case.

133For discussion of special variations of the
capitalization of earnings valuation technique, see H.J.
Haynsworth, "vValuation of Business Interests"™ (1382) 33 Mercer
L. Rev. 457 at 478-480.

122J. Bonbright, gsupra, note 20 at 249-253.
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generate an approprliate rate of return on investment.,23?

This method of wvaluation involves the computing of two
figures, the net maintainable earnings, and an appropriate
earnings multiplier.23+ In calculating the net maintainable
earnings, several factors may be considered. These include,
the actual earnings for the last fiscal year before the event
triggering the wvaluation, the earnings for a twelve-month
period ending immediately at the time of the event
precipitating wvaluation, and the projected earnings for the
fiscal year 1in which the event ocurred.2*?® The testimony of
expert witnesses is relied on in arriving at these figures.

This future earnings approach may ensure a more accurate
valuation because the alternative method, the determination of
the capitalization rate using realized earnings, has no
appraisal significance except as an index of future earning
power.*?® The future earnings method 1is also much easier to
administer.

This method seems only to be preferred for the valuation
of new enterprises, where realized earnings figures are
unavailable. This may be because future earnings are often

difficult to estimate directly.

1333, Bonbright, lbid.; Domglas, supra, note B; D.
ward, supra, note 17 at F25.

134F. Fraser, supra, note 61 at E4-E5; D. Ward, ibid.,
at F25.

135D. Ward, ibid.; pPomjlas, supra, note 8 at 221.

1363, Bonbright, supra, note 20 at 263.
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Another problem with this method of valuation 1is the
discrepancies in the testimonies of the expert witnesses.,>??
This przoblem often arises in 1litigation and the courts are
inclined to exclude conflicting testimony from the record.*>**

Where realized earnings are being used to calculate the
capitalization of earnings rate, the profitabllity (i.e cash
flow of the corporation projected over the long range}. and
the cost of capital (l.e. the required rate of return) are
noted over a period of time. These amounts may be adjusted
to make allowances for extraordinary non-recurring profits or
losses made in any year in order to portray a more accurate
reflection of underlying profitability.x2®

The final figures are then combined with the actual cash

1373ee further, V. Krishna, gsupra, note 18 at 164-165;
and D. Ward, supra, note 17 at F27-F28, for comments on expert
testimony; See also, Les Investments Mont Soleil Ltd. v. Nat.
Prugq Ltd., [1982] C.S. 716, 22 B.,L.R. 139 (Que. S.C.), where
the court noted that while expert opinions should be used to
assist the courts, it is not obliged to follow them.

139Morrison v. Unit tbu . v .
Inc. (United Westburne Ltd, (15 April, 1988) No. RE1926/87,
where the court showed a preference for a capitalized earnings
approach based on "maintainable earnings" (l.e. the level of
earnings which the corporation could reasonably be expected to
maintain over a period of time). A similar approach provided
by an expert witness but based on "future earnings" was

therefore rejected; Connor v, R, (1978), 78 D.T.C. 6497;
aff'd (1979), 79 D.T.C. 5256 (F.C.).

23%profits or losses made during the initial years of the
business may not be a true indication of the real earning
capacity of the business. It has even been suggested that any
valuation based on these earlier figures may not be valid;

See further, D. Coates, supra, note 35 at 1120; H. Fraser,
supra, note 61 at E4-ES5.
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flow to reflect any decrease in the value of the business.*4°
This exercise is best taken over a period of years, whereby
the recurring and non-recurring profits can be excluded or
included accordingly.+2

The above calculations are then subject to further
adjustment based on other significant factors such as
individual executive salaries. The salary factor is
particularly important in a small private corporation, where
most of the corporation's profits may be paid out in the form
of executive salaries,>42 Valuators therefore have to
consider matters such as replacement salarles if the need for
these may arise as a result of the . ‘2»parture of a
shareholder.**?

In some cases, the executive salaries may have been
disproportionately high, in which case replacement salaries
may result in increased profits being reflected. On the other
hand, where executive salaries were low an increase may be

needed to attract management personnel with similar

3407t has been further suggested that instructions
setting out a future method of calculating depreciation be
included in any such formula. 8See further, D. Coates, ibid.,
at 119-120.

i141Every business is said to have a cycle, extending over
a period of years, in which it records profit and loss
patterns. 8Such cycles also take into account both internal
and external influencing factors of the particular business.
See further, G. Ovens, supra, note 52 at 66.

142D, Huberman, gupra, note 40 at 569; D. Coates, supra,
note 35 at 119, note 106.

1423, Ovens, supra, note 52 at 66-67.
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qualifications. A decrease in profits may therefore be
reflected, >4+

The quantum of these salaries may also affect the timing
of the valuation, that is, whether or not they should be taken
into account in computing the corporation's annual income.24®
This Is significant in the close corporation where most of the
profits are taken out in the form of executive salaries and
accordingly the corporation's books may not reflect the true
earning power of the business.24s®

The average profit arrived at after the above adjustments
and calculations have been made 1is then multiplied by an
earnings multiple. The earnings multiplier 1is a function of
the existing rates of return of different types ol investments
and the ‘'"guality" of the anticipated level of £future
earnings.*+” This multiple 1is selected after a review of
salient factors relating to the business including economic
conditions, interest rates, inflation and transactions in
ownership positions of reasonably comparable corporatlions.
The resulting figures are supposed to zeflect the value of a
corporation according to its abllity to generate profit.*+*®

The main advantage of the capitalization of earnings

44lbidq..

1enp), Coates, pupra, note 35 at 119.
14&p, Huberman, supra, note 40 at 569,
147p, Ward, gupra, note 17 at F25-F26.

l48y4, Fraser, gupra, note 61 at EB8.
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method of valuation, regardless of whether the future or
realised earnings approach is being used, seems to be that,
because it considers the capitalization rate, this method
manages to account for intangible assets such as goodwill.z4?®
Many critlcisms can however be levelled agazinst it.>®?°

In the first instance, parties employing this method may
find some difficulty in @efining the term M"earnings",
Providing a suitable definition raises guestions such as when
the wvaluation should be computed, 1i.e. before or after
salaries and or taxes.

Secondly, even though this method manages to take account
of goodwill and other intangible assets,*®* it does not allow
for extraordinary events, for example, where the future
earning capacity of the business is affected over the short
term by the 1loss of intangibles, such as goodwill where a
valued shareholder/employee leaves the business.

Thirdly, this method may be unreliable as it places much
dependence on a multiplier which is based substantially on a
calculation of the earnings of similar types of businesses.
Given that the valuation of shares is essentially a prophesy
as to the future, it may be unwise to attach too much weight

to the price/earnings ratio of similar companies in a similar

+4?D, Coates, supra, note 35 at 119.

1895ee generally, O'Neal, supra, note 3 at c.7.33.

i815ee jnfra, Chapter III1 52-58 notes and accompanying text.
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type of business.2®2 These prices tend to fluctuate and may
be unreliable as part of a formula for determining the value
of the shares of a close corporation at any point in time.

Also, earnings calculations are usually based on generally
accepted accounting principles (GAAP), and different
corporations in the Iindustry may use different accounting
practices, all of which may be generally acceptable. This may
present some discrepancies as the earnings per share of two
identical corporations with identical gross zrevenues and
expenses may be expressed quite differently, even though they
each conform teo the GAAP.22>

This method may also involve the appointment of a
professional appraiser to undertake the analysis necessary to
secure the correct capitalization rate. This may result in
further expenditure and possible delays which may make this
method of valuation even 1less attractive to the shareholders

of a close corporation.

II. NET ASSET APPROACH

In contrast to the capitalization of earnings approach,
the net asset approach to valuation is more appropriate if
the value of the business based on earnings is less than the

net value of its assets on a liquidation.®4 The net asset

152H.0. Spindler & D.Y. Timbrell, Canadian Estate
Planning (Ottawa: CCH Canadian Ltd., 1966) at 15.

183y, Krishna, supra, note 18 at 149,

124D, Ward, sypra, note 17 at F25.
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approach to valuation may be either:
a) the liquidation value of a business; or

b) the book value of a business.2®®

(A) LIQUIDATION VALUE

In the case of the liquidation value, the assets of the
corporation are valued as if the corporation were liquidated.
This form of valuation assumes that the sale is conducted
under orderly circumstances, and not as a result of fire sale
conditions.

The £final valuation is the amount realizable after
expenditures such as the commissions on disposal, income
taxes, legal and accounting fees, severance pay and shut-down
costs are deducted. The 1liquidation wvalue amounts to the
adjusted equity value less the cost of liquidation.:2%

This method has been criticised on the basis that it is
derived from the assumption that the enterprise is not a going
concern. It therefore fails to take adequate account of the
individual aspects of the business. Accordingly, the business
is not valued as a whole component with operational assets so
it may be found to be worth less than its actual value.2®”

This method of valuation may be appropriate in cases where

the corporation is insolvent, operating at a loss or has

i8B8R. Blainey, supra, note 27 at 3.
i8e3, Cole, supra, note 6 at J3.
i87V. Krishna, supra, note 18 at 155.
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redundant assets.*?® Where the business is being valued as a
going concern, liquidation value may also be used to provide
supplementary assistance in the assessment of risk. The risk

factor may have some indirect 1influence on the value of a

going concern.*=®"®

(B) BOOK VALUE

The book value of the corporation 1is the value appearing
in the corporation's financial statement. Therefore, the net
value per share 1is determined by an aggregation of the
historical cost of the corporation's assets, less corporate
liabilities and accumulated depreciation of assets. The
rasulting £igure (called the =shareholder's equity) is then
divided by the number of the corporation's participating
shares,1%9

This method of valuation is probably the most frequently
used. Its attractlion seems to lie in the apparent simplicity
of its calculation. However, the inadequacles inherent in
this method of valuation may outweigh its advantages.2$2

In the first instance, the book value approach is based on

the historical record of the wvalue of the assets of the

ISBIQIQ

1333, Cole, supra, note 6 J2-J3.

182 For a comprehensive checklist of factors to be taken
into account when calculating book value see generally, G.

Ovens, supra, note 52 at 67-70.

161p, Huberman, gupra, note 40 at 568.
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corporation. In most cases these may be nominai amounts
relative to the true value of the business.1e2

Additicnally, book wvalue does not take account of the
earnings potential of the business or of intangible assets
such as patents and 1in some cases, the value of goodwill.2*=?
These intangible assets could be a very valuable aspect of a
corporation's worth.

This method has also been criticised as being unreliable
if fixed assets of some age are involved. Market appreciation
over the costs of such assets is rarely reflected in this type
of wvaluation even though in periods of rising costs,
replacement costs may be considerably higher than the original
cost of the assets. This is particularly true of the
valuation of 1land. Also, machinery and equipment which may
have been written off on the corporation's books may still be
valuable and may even be sold for a substantial sum.*%4 By
the same token, a fall in prices might cause assets to be

valued at prices in excess of their actual value.28>

62D, Coates, supra, note 35 at 119.

1¢3D. Huberman, gupra, note 40 at 568; But see G. Ovens,
supra, note 52 at 67, where reference is made to '"goodwill at
its book value", which usually represents goodwill which the
corporation may have on its balance sheets, typically as a
result if acquiring a business, but which would seldom
represent the total goodwill of the business; See also,
O'Neal, supra, note 5 at ¢.7.33, for a description of the
ARM34 formula which can also be used to calculate the value of
goodwill.

L440'Neal, supra, note 3 at c.7.30.

1€5C. Rohrlich, supra, note 107 at para.2A.08(1].
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A further consideratio. may be that management has a great
dzal of control over the value of assets to be recorded on the
books and may be able to manipulate book value to the
detriment of the minority shareholder.:%s

Notwithstanding the above considerations, book value may
be acceptable where the corperation's assets are very liquiad
and turn over freguently.

Parties employing the book wvalue method should consider
the following factors. First, the agreement should provide
for the date at which book wvalue would be determined
(possibly the date of the corporation's last financial
statement if this is computed annually, or alternatively, the
date at which the event triggering the valuation occurred}.
In the latter case, if this date is far removed f£from the date
of the financial statement, then the agreement should also
provide for some form of adjustment of the book value, in
which case the nature and extent of these adjustments should
be clearly set out in the agreement.>®7

Secondly, the agreement should stipulate whether
intangibles such as goodwill should be treated as asset items
and if so, how their wvalue should be computed. In some
instances, gooudwill may be discounted because the loss of the
withdrawing shareholderx may considerably reduce both the

goodwill and the earning capacity of the business.z9%*®

1680'Neal, supra, note 3 at c.7.30.
J.I?Ip!g.

1esIbid.
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C. COMBINATION METHODS

As noted earlier, the aim of any valuation arrangement
should be to approximate as far as possible the actual market
value of the shares regardless of whether or not such a value
exists. In some cases, therefore, it may be found that a
combination of two or mere methods may best suit a particular
situation*®® or alternatively, different methods may be
appropriate for the same business, but at different points in
time.27°

The question of whether or not a combination method is the
most appropriate would depend on the facts and circumstances
of each case. This point was noted in the case of Domglas v.

rislow F er & Co.,x72

"The combined approach to share valuation gives regard to

the principle that such wvaluation is not based as much on

a_priori concepts as it is on empirical evidence."17%

This approach has been recognised and applied by the

courts in the interest of determining +the accurate valuation

Le®See O0'Neal, jbid., at c¢.7.36, for some interesting
examples of posslible combination methods which can be used for
share valuation.

27CArams v _Filliman (1955), 128 N.N.(2d4) 284 (N.Y.C.A.).
Here valuation on an jnter vivos transfer was by arbitration
but on death the valuation was calculated at book value.

i718upra, note 8.
3721bid., per Greenburg J. at 855,
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for shares.2r7?>

8. CONCLUSION
Share valuation 1is an Iimportant aspect of the buy-sell
agreement. This will ultimately determine whether or not the

parties to the agreement will receive an acceptable

reimbursement for their investment,

Parties attempting to tonduct a share wvaluation have to
take account of several factors, including the valuation
issues, particularly questions of minority discounts and
premiums for control. An appropriate valuation procedure and
method of calculating the valuation should also be selected.
Each of these factors will play an important role in ensuring

a fair and realistic value for the corporation's shares.

173Jakobsop et al. v Agassiz Ent, (]1980) Ltd. (1988), 49
Man. R. (2d) 270 (Q.B.). Here a combination of two methods

{the capitalization of earnings method and the net asset
method) was found to be the most appropriate for valulng the
shares of a business that had expanded considerably a year

before the amalgamation proceedings which triggered the
valuation.
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CHAPTER IV
G THE BUY-SELL _AGRREMENT

1. GENERAL

An important aspect in the ocperation of the buy-sell
agreement is the provision of some mechanism for financing the
purchase of the shares covered by the agreement. This is
particularly significant where the agreement 1s operative on a
specific event, for example, death or disability and the
remaining shareholders are obliged to produce the cash over a
short period of time to fund the purchase of the shares.2
Funding provisions may also be necessary to facilitate the
operation of the shotgun and restricted auction provisions.=z

In some cases wealthy shareholders may have liquid assets
available to them at the reguired time. In other cases, the
shares may be the only valuable asset that the shareholder
possesses and, in the absence of adequate arrangements for
financing the buy-sell agreement, there 1is the possibility
that the agreement may not operate to serve the interests of
the parties at the relevant time.?

Funding provisions shoulgd always be arranged in advance,

*H.J. Kellough & R.B. Zien, "Corporate Share Repurchase
Plans: An Alternative to Shareholders! Buy-Sell Agreements"
(1977) 25 Can. Tax J. 475,

?See infra Chapter II, notes 72-93 and accompanying text.

’D.P. Coates, "Share Transfer and Transmission
Restrictions In The Close Corporation® (1968) 3 U.B.C.L. Rev.
96 at 122; M.cC. Cullity, R.E. Forbes, and cC. Brown,

a » (Toronto: Carswell, 1984) at 625.
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and should be included in the buy-sell agreement from its
inception.* The shareholders should also decide whether the
purchase price should be paid in £full immediately or whether
all or part of ¢the price should be payable over a perlod of
time. Where the price is to be paid in £full immediately, the
parties should also determine in advance the source of the
funds, that is to say, whether the funds would be generated
through borrowings, their own resources, the corporation, or
from insurance.

On the other hand, if it is to be pald over a period of
time, the parties should determine the length of the period,
the amount and type of security which would be acceptable, th=z

applicable interest rate, and the sources of these future
payments.®

The sources and methods of funding can be divided inte two
categories, testamentary funding and inter vivos funding.

Life insurance is the most effective means of funding the
buy-sell agreement in the event of the death of a shareholder.
This chapter therefore discusses the ¢types of Iinsurance
available for funding the buy-sell agreement, and the

insu-ance arrangements which the parties can implement. The

more successful methods of jpnter vivos funding of share

4D.S.M. Huberman, "Buy and S8Sell Agreements for the
Canadian Close Corporation" (1963) Can. B. Rev. 538 at 549,

®p.W. 8mith, "Buy-Sell Agreements",

ceed 1970
Conference Report, (Toronto: Canadian Tax Foundation, 1980)
665 at 681.
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transfers are also discussed.

There are three distinct groups of potential purchasers
for the shares covered by the buy-sell agreement. These are:
outside third parties, the =remaining shareholders, and the
corporation itself. Where the operation of the buy-sell
agreement involves the purchase of shares by an outsider, it
is usually not incumbent on the shareholders who are party to
the agreement to provide for the financing of such a purchase,
When the buy-sell agreement is being prepared, the
shareholders wusually have no knowledge of the identity or
financial standing of the future purchasers.

Funding arrangements can therefore only be made for
purchases by the shareholders who are themselves party to the

buy-sell agreement and purchases by the corporation itself.

2. CORPORATE PURCHASE

The common law position on corporate share repurchase was
clearly established in the case of Trevor v, Whitworth.®* This
case held that it was illegal for a corporation to purchase
its own issued shares. The principle wunderlying this
position, was the belief that the corporation's capital was a
fund for the carrying on of the corporation's business and the

payment of creditoxrs, and that the purchase of jits own shares

“(1887) 12 A.C. 409 (H.L.)
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would involve a misapplication and reduction of that fund.”
This common 1law position held good in the Canadian courts
for several years.® It has since been abrogated by
legislation in several provinces, which now makes it legal for
a corporation to purchase its own shares subject ¢to certaln
safeguards.? It is therefore now possible to include the
corporation itself as a purchaser in the buy-sell agreement.2°
Where the corporation is included as a purchaser, the main
source of acgqguiring the funds is through the use of corporate-
owned life lnsurance. The corporation would own insurance on
the 1lives of the shareholders, with the corporation or the
other shareholders as beneficiaries. When a shareholder dies,

the proceeds from the Insurance policy would be used to

7H. Sutherland, D.B. Horsey, & J.M. Edmiston, Fraser's
Handbook On Capadian Company Law, 7th ed. (Toronto: Carswell,
1985) at 198.

*E.q.

' ;_n_.x_e_ﬁ.e.d.i.c_a.LBgi.l_iLan_,_. [1953] 9 W.W.R. 278
(Sask. Q.B.); Re. Northern Canadlan Mortgage Co. Ltd. and
Moore v. Northwoeod (1960), 22 D.L.R. (2d) 698 (Man. C.A.)};

Hamer v. National Foxest Products Ltd, (1964), 44 D.L.R. (2d)
757 (B.C.8.C.).

*3ee for example, Canada Business Corporatjons Ackt, S.C.
1974-75-76, ¢.33, as amended by 8.C. 1985, c¢. C-44, as
amended, (hereinafter called the C.B.C.A.) s8s5.30-38; PBusjipess

Corporations Act 1982, S.0. 1982, c¢.4, (hereinafter called the
0.B.C.A.) 88.28-36; Business Corporatjons Act, S.A. 1981,

r

c.B-15, (herelnafter called the A.B.C.\A.) 8s.32-39; Angqus V.
R. Anqus Alberta Ltd, (1988), 58 Alta. L.R. (2d) 76 (C.A.).

iogee generally, L. Getz, "Some Aspects of Corporate
Share Repurchase®" (1974) U.B.C.L. Rev. 9, for some discussion
of the history and development of the law relating to
corporate share repurchase in Canada.
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purchase the shares from the deceased's estate.2*

One of the advantages of corporate share repurchase is
that the surviving shareholders' percentage interest in the
corporation would Iincrease prg rata as a result of the
corporate repurchase of the shares of the deceased shareholder
for cancellation.*?

There are some disadvantages to having the corporation as
the purchaser. The most significant of these disadvantages 1is
that most Canadian corporate legislation prohibits the
corporation from purchasing its own shares if it 1is insolvent
or {f the purchase would result in it becoming insolvent.:?

The corporation may also implement schemes to assist
shareholder purchase. These are discussed below under the

heading "Purchase by Shareholders".

1igee further infra, Chapter IV notes 74-85 and
accompanying text, for discussion on corporate owned-life
insurance. See also jnfra, Chapter V, notes 89-108 and
accompanying text for some discussion of the tax implications
of corporate share repurchase.

123, Bernstein, e :
Gujde, {(Don Mills, Ontario: CCH cCanadian Ltd.,, 1988) at
para.”l18; See also J\nfra, Chapter IV notes 74-85 and
accompanying text.

1?%-A corporation may not make any payment to purchase or
otherwise acquire shares issued by it if there are reasonable
grounds for believing that

(a) the corporation 1is, or would after the payment be,

unable to pay its liabilities as they become due; or

(b) the realizable value if the corporation's assets

would after the payment be less than the aggregate of
its liabllities and stated capital of all classes."-
C.B.C.A. subsection 34(2).

See also, 0.B.C.A subsection 30(2); A.B.C.A. subsection 32(2).
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3. PURCHASE BY SHAREHOLDERS

Life insurance may provide the most effective means of
financing the purchase of the deceased shareholder's interest
by the remaining shareholders.

The corporation may alsec retain a percentage of its
profits which it could then pay to shareholders in the form of
dividends so that they may repurchase shares at the relevant
time. 2+

It may also be possible for the corporation to minimize
its value pilor to such a buy-out by annually distributing
after-tax profits to shareholders in the form of dividends and
bonuses.2® The minimized wvalue would be reflected 1in an
overall lower price for the corporation's shares.

Additionally, where a shareholder owns shares through a
holding corporation, the corporation's business earnings may
be distributed en a regular basis through the holding
corporation without the corporation being subject to Part IV

tax*® on dividends paic. by the operating corporation.*”

24J. Bernstein,

Tax Plannina for Professjonals and
Executives, (Don Mills, Ontario: CCH Canadian Ltd. 1983), at
135, para.l028.

153,F. Kennedy, "Shareholders' Agreements™ in Special
Lectures of the Law Society Of Upper Canada, Recept
Developments jn Estate Planning and Administration, (Toronto:
Richard De Boo Publishers, 1980) 316 at 326; D. Smith, gupra,
note 5 at 681; J. Bernstein, ipid,, at 135, para.l028.

1¢].e special tax on certain amounts of dividend income
levied by the Act and added to the corporation's refundable
dividend tax on hand. In effect the tax becomes fully
refundable to the corporation if and when it in turn pays a
taxable dividend to 1its shareholders. See further, G.M.
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4. TESTAMENTARY FUNDING - LIFRE INSURANCE

Where the option or obligation to purchase results from
the death of a shareholder, the partlies can use 1ife insurance
to fund the purchase price. This method of funding ensures
the availability of sufficlient cash at the relevant time.1®

The use of 1life insurance for this purpose is probably the
most successful means of funding the buy-sell agreement.*®
Its main advantage is that the cash is readily available for
the completion of the transactions wunder the buy-sell
agreement.2° This method of funding may also overcome many of
the problems associated with the other funding schemes which
are discussed later in this chapter.22

When insurance is used for funding a share purchase

Cooley, c s exr, (Toronto: The Canadian
Institute O0f Chartered Accountants, 1983) at 15.23.
A7Ingcome Tax (Canada) Act, s.c. 1970-71-72, «¢.33,

subsections 186(1), and 186(4); See also, D. 8mith, supra,
note 5 at 682.

18F.H. 0'Neal, & R.B. Thompson, ! !

Corporations, (Illinois: Callaghan's Company, 1987, 34
ed., c.T7.37.

1®H. Kellough, psupra, note 1 at 475; M. Cullity, supra,
note 3 at 626.

20T7.A. Sweeney & D.T. Tetreault, "Income Tax
Conslderations in Shareholders' Agreements In Context of the
Budget Proposals of May 23, 1985", ghareholders Agreements and
RDisagreements (Toronto: Canadlan Bar Assoclation - Continuing
Legal Education, 1986) at 18; D. Huberman, pupra, note 4 at
550, ". . .the disaster which will create the need for cash
can also be utilized to provide that cash.".

*1see further, infra, Chapter IV, notes 106-127 and
accompanying text.
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pursuant to a buy-sell agreement, policies are taken out op
the lives of the shareholders, When a shareholder dies, the
Proceeds from the policy are Paid out by the insurance
company. This amount is then applied to the purchase of the
shares of the deceased shareholder.

In the case of larger shareholdings, shareholders should
not necessarily seek to fully fund the obligation to purchase
on death. The amounts needed to fund such large undertakings
may require high premiums, the Provision of which may affect
the stability of the business over g short period of time,
Shareholders may therefore prefer to provide only for
sufficient coverage for g substantial down Payment of the
purchase price with the balance payable over a perlod of
time.22

The legality of using life insurance to fung the buy-sell
agreement seems to be generally accepted,.2? Subsection
156(e) of the lngnzgngg__Agtz‘ provides that a person has an
insurable interest in the life of another i{f he or she has a

pecuniary interest in the life of that other. The Act further

227, Sweeney, 2URr3, note 20 at l16-18,

“>Re Cote Estate (1941), 3 bp.L.R. 523; 22 c.B.R. 387

(ont. 1.C.3.); t ,
(1932} 1 W.W.R. (8ask. K.B.), In both of these cases the court
gave effect to the disposition of the insurance Proceeds

and trusts created by agreement, which required the purchase
of a Partnership's assets in one case, and the purchase of

shares in another, The question of insurable interest was not
d'.scussed in either cagse.

24R.8.0. 1980 €.218, as amended 8.0.1987 c.8.
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provides that a person has an insurable interest in the life
of another only if the other person consents in writing to the
taking out of the Insurance.z® This section allows
shareholders to own insurance on the 1lives of each other.
These provisions can be seen as covering the situations
created by the buy-sell agreement.=2®

The shareholders or the corporation, rather than the
deceased shareholder's estate should be the owners and the
beneficiaries of the insurance policies. This would ensure
the smooth administration of the buy-sell agreement at the
appointed time.

A corporate trustee or another person acting as a trustee,
may be employed to administer the insurance arrangement. An
experienced trustee can wusually be relied on to keep the
documents carefully and properly, and the possiblility of the
parties having to resort to legal action to enforce the buy-
sell agreement would be minimized.=z2”

The trustee would be a depository to the life insurance
policies and the recipient of the benefits under the policies.
He or she would supervise the premium payments, receive the

benefits under the insurance policy and distribute these in

28Para.l56(2)(b).

2%D. Coates, sgupra, note 3 at 123; D. Huberman, supra,
note 4 at 551.

270'Neal, gupra, note 18 at c.7.37; D.P. Coates, jbid..
at 123; See¢ generally, G.J. Couch,

Couch Encyclopedia of
(New York: The Lawyers Co-operative Publishing
Co., 1984),.
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accordance with the agreement. He or she should also be party
to the agreement and any changes in the agreement which would
affect the trustee should require the consent of the
trustee.2®

The cost of the services of a trustee may make this
arrangement prohibitive to the shareholders of a small
corporation with limited capital.

There are several tax consequences associated with the
use of life insurance to fund buy-sell agreements.z? The
parties interested in employing such a scheme should consult
an experienced insurance underwriter, and possibly a trust
officer and a tax specialist.3°

One lisadvantage 1in using 1life insurance to finance the
buy-sell agreement is the cost of some types of insurance.
The parties would have to decide in each individual situation
whether the objective of such insurance Jjustifies the cost.
They also have to be aware that in the absence of insurance
they may be forced to produce the required amounts on short
notice.>2

The amount of the insurance should be reviewed

periodically to ensure that it is adequate to cover the needs

2%J. Bernsteln, gupra, note 12 at para.436.

29g8ee further infra, cChapterx ¥V notes 122-152 and
accompanying text, for discussion on the tax consequences
resulting from the use of insurance to fund buy-sell agreements.

»20*Neal, supra, note 18 at c.7.37.

310'Neal, ibid., at c.7.37.
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of the shareholders and the corporation in accordance with the
financlial development of the corporation.

The buy-sell agreement should specify who is to pay which
premiums and should also establish some mechanism for
determining annually whether or not these premiums have in
fact been paid. The services of a trustee may be useful in
this instance.

The agreement may also provide that on the death of a
shareholder, the estate of the deceased should assign any
peolicy which the deceased owned on the 11lives of the other
shareholders, to those shareholders whose lives are insured.

On termination of the agreement by reason other than
death, the agreement should provide that the insurance
policies on the life of the withdrawing shareholder, as well
as the policy or policies which he or she holds on the lives
of other shareholders, should be assigned to the remaining
shareholderz whose lives are insured or they should be allowed
to lapse.?2

The insurance corporation may have a policy of refusing
payment in some cases of fraud or suicide. Where the sharas
are to be purchased immediately after death, this could
present a problem for the remaining shareholders and the
deceased shareholder's family. Parties may provide that in
such cases the payment would be negotiated at the time of

death, perhaps using one of the jnter vivos methods discussed

*2J. Bernstein, supra, note 12 at para.436.
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below.>>

The discussion on the use of insurance to fund buy-sell

agreements can be divided into two parts:

a) the various types of insurance policies
available; and
b} the wvarious arrangements which can be made

utilizing the available policies.

A. TYPES OF INSURANCE

Before 1life insurance can be successfully employed,
several factors have to be considered. These include the
objectives of the individuals, their ages, insurability, the
nature of the business, and the tax brackets of the
corporation and the individual shareholders.

These factors, whether taken individually or collectively,
may present a different picture in every situation. Each
cas2 would therefore have to be 1looked at on its particular
facts to determine which type of coverage is the most
sujtable.

There seems to be no general rule for classifying the
various types of life insurance. It is however generally
accepted that the 1ife insurance arrangements used for funding

buy~-sell agreements are basically variations of four types of

insurance. These are:

*?8ee further, Chapter IV notes 106-~127 and accompanying
text.
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i) term insurance;

i1) participating whole of life insurance;
iii) term to 100 insurance; and

iv) Joint-life insurance.?*

These four types of Insurance will be discussed individually.

I. TERM INSURANCE
This type of insurance represents coverage for the pure
risk of mortality and is the least expensive. The term of the
policy may be one, five or a specified number of years until
the insured attains a certain age beyond which the coverage
ultimately ceases to be available. The cost of term insurance
is constant for the original term but it increases as the
shareholder gets older.>®
There are many variations of this type of insurance and
the price differences are based on individual premium
schedules. The premium schedules availahle are level premium,
five year increasing, and ten year Iincreasing.®®* 1If the

policy is cancelled at any time prior to death, no portion of

2*4D.R. Drinkwalter, "The Uses Of Life Insurance Since The
Repeal Of The Ontario Secession Duty Act and The Gift Tax Act"
1n Special Lectures of the Law Society of Upper Canada,

(Toronto. Richard De Boo Publishers, 1980) 229 at 232 233 P.
Fosbery, "The Use and Importance of Life Insurance in

Shareholders' Agreements™ Shareholders' Rights and Procedyres,
(Toronto: Inzight Press, 19&5).
35p, Fosbery, ibjd, at 1.

3¢p. Fosbery, jbid.
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the premiums are refundable to the owners of the policy.?*”

The pollicy is convertible and/or renewable. Where the
insurance policy 1s convertible, the insurec has an option at
any time up to a pre-determined age, to chzuge the policy to a
term to 100,** or a whole of life policy,>®® once he pays the
cost of the changeover. However, the cost of the conversion
rises steeply when the Insured passes the ages of sixty,
sixty-five,and seventy.<®

Renewable term insurance policies azre sometimes subject to
either medical or pricing assessments. This means that the
insurance company reserves the right to set higher premiums
where the insured's medical condition has deteriorated between
the original date of the policy and the renewal date. Where
interest rates are higher at the renewal date, some companies
may also increase premiums to compensate for thelr costs.<*

It may be possible to guarantee renewal without a new
medical examination, by the payment of an additional cost on
the original premiums to obtain a rider which would permit

renewal of the policy without renewed proof of insurability.

*7J. Bernstein, pupra, note 12 at para.308.

»8gee further jnfra, Chapter IV notes 54-57 and
accompanying text.

A*Cee further infra, Chapter IV notes 47-53 and
accompanying text.

<op, Drinkwalter, ipra, note 34 at 232; See further, J.
Bernstein, gupra, note 12 at para.308.

<2p, Drinkwalter, pupra, note 34 at 232.
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Some insurance companies do not permit renewal after the age
of 65, others offer term insurance up to the age of 75.42

Parties considexring purchasing term Iinsurance should make
enquiries about the insurance company's practices concerning
premium adjustments. If they feel uncomfortable with the
uncertainty which such adjustments could create, it may be
wiser for them to seek an insurance company whose rates are
guaranteea.+?

The maln advantage of term insurance is the initial low
cost of the premiums, especially where the shareholders are
younger. This type of lnsurance Iis also very useful in the
buy-stll agreement, as it can provide for the payment of the
purchase price on the death of a shareholder whenever that
death occurs.** Also, in the case cf a new business heavily
encumbered by debt, term insurance may be the only type of
insurance available to the parties.

However, where the shareholders are oldez, but are
involved in a permanent business which they intend to pass on
to their children, term insurance may not be the most
suitable form of insurance.<4® This is beca.se the insurance
coverage ultimately ceases to be avallable and the face amount

of the policy is only payable on death. If the policy is not

42J. Bernstein, gupra, note 12 at para.308,
43p. Fosdery, gupza, note 34 at p.l.
44J. Bernstein, supra, note 12 at para.308.

48D, Drinkwalter, gupra, note 34 at 232.
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converted before the older insured shareholder dies or becomes
ineligible for a policy renewal or if the insured 1lives beyond
the age of 75, the parties would be unable to rely on the
proceeds of the policy.

Because of it= low cost, term insurance may be the most
attractive type of Iinsurance when the business 1is in its
teething stage.**® The policy can then be converted once the
parties are Iin a poslition to afford the higher premiums

required by the other types of insurance.

II. WHOLE OF LIFE

Whole of 1life, or ordinary 1life insurance, as it is
sometimes called, is permanent insurance. It pays a face
value on the death of the insured whenever that event may
occur, provided the policy is stlill in force.*” The whole of
life policy can also be either participating (in which case
the insurance company pays dividends to its owner based on the
profitability of the 1life Iinsurance company), or it can be
non-participating.

The premiums for this type o0f policy are usually more
expensive than term insurance, as the lnsurance company will
inevitably be required to pay the face value.*® Premiums are

determined at the comnencement of the policy and ordinarily

I.Ihld .
«7Ibjd. at 233; J. Bernstein, sgupra, note 12 at para.308.

4®p, Drinkwalter, gupra, note 34 at 233,
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will not vary. The exception to this 18 where the premiums
are reduced when the insurance company pays dividends on a
participating policy, and sub-dividends are credited against
the premiums.4”?

The premium may alsc be payable for a fixed period of
years or until the insured dles. A medical is rxeguired on
application for the policy, but no further medical
examinatlons are required. It may also be possible to acquire
fully paid-up whole of 1ife insurance by making a lump sum
payment at the commencement of the policy.®°

In the case of participating whole of 1ife insurance, the
premiums are generally more expensive than those for non-
participating whole of 1life insurance. Where the corporaticn
pays dividends on the participating policy however, these
dividends may be used towards the payment of the insurance
premiums. It may also be used to acquire additional whole or
term coverage or to reduce the premium outlay on the original
whole of 1ife policy to 1less than the premiums on an
equivalent non-participating whole of life policy.®2

The whole of 1life insurance pol’icy wmay also acquire a cash
surrender value. This is the amount which the policy owner is
entitled to recover if tlie policy is terminated before death.

It ropresents the amount of the premiums which is in excess of

4®*p, Fosbery, supra, note 34 at 4.
®9J. Bernstein, supra, note 12 at para.308.

®2Ibid.; D. Drinkwalter, supra, note 34 at 233.
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the actual cost to the insurance company of providing coverage

for the insured.P?

The disadvantage of whole of 1life insurance 1lies, in the

short run, in the cost of its premiums.?3

I1I1I. TERM TO 100 INSURANCE

This form of Iinsurance 1is a hybrid of whole of life
trsurance and term insurance,®4 The coverage is guaranteed
for life and the policy acquires no rash surrender value. The
contract carries a price slightly higher than that of term
insurance.®®

The premiums for term to 100 insurance are guaranteed but
the interest rates may be adjusted every five years. This
type of insurance may also have either a limited premium
paying period, or an anticlipated premium payment period, after
which the insurance contract is fully paid for. In other
cases the insured has an option to discontinue the premium

payments after five years. The insured can then accept a paid-

BZThe insurance company retains a reserve fund from which

to pay the 1life insurance proceeds. The portion of the
premium in excess of the actual cost of funding the insured is
a part of this reserve, Because the reserve fundz are

invested by the insurance company the amount for which the
insurance company is actually at risk decreases, as the income
of the reserve - increases. The cash surrender value of the
policy therefore grows accordingly. See further, J.
Bernstein, suypra, note 12 at para.308.

230, brinkwalter, supra, note 34 at 233.
54J. Bernsteln, pupra, note 12 at para.308.

B8P, Fosbery, 3upra, note 34 at 3,
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for contract for a reduced face amount or cash value. Once
payment is accepted however, this terminates the insurance
contract.®®

An indexed term to 100 insurance policy is also available.
This provides for an increase in the value of the policy every
year, for the first ten years of the life of the policy. This
increase is calculated using the consumer price index as a
measure. After the first ten years, medical evidence is
required to obtain further indexing £for the subseguent ten
year periods. Indexing is not available after the shareholder
reaches the age of sixty.

This type of insurance has an advantage over other *types
of insurarce as it allows for possible lncreases in the value
of the shares eguivalent to the rate of inflation in cases
where the parties neglect to annually review thelir

agreement.®2”

IV. JOINT-LIFE INSURANCE

This type of insurance policy (also called multi-life or
contingent-1if=2 insurance), covers the 1lives of several
shareholders and begins to be payable on the death of the
first shareholder, and then on the subsequent deaths of each

of the other shareholders.®™® The joint 1life insurance policy

*elbid., at 4.
®7Ibid., at 3.
8®D. Drinkwalter, supra, note 34 at 233.
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is easier to administer than the other types of insurance
discussed, as only one or two policies are usually required.

When implementing this type of policy, parties should
ensure that the pollcy guarantees the continued coverage of
the survivors without the requirement of a further
underwriting process. This would protect the other
shareholders in the event of a second death occurring while
they are too occupied with emotional and other problems to
ponder the state of thelir coverage.®®

One of the main advantages of this type of insurance is
that it makes the Iinsurance arrangement easier to administer
and the need to employ the services of a trustee to assist
with the administration of several insurance policies is

avoided.

B. INSURANCE PAYMENT ARRANGEMENTS

There is virtually no 1limit to the variety of insurance
arrangements that can be implemented to £fund buy-sell
agreements. For example, provision can be made for zach
shareholder to pay premiums on insurance policies on the lives
of each other. Each shareholder may also pay premiums on
insurance policies on their own life, or the corporation may

pay premiums on insurance policies on the lives of each of the

shareholders.®°

BIIbid
®°0'Neal, sypra, ncte 18 at c.7.37.
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The proceeds of the linsurance policier, on the other hand,
may be made payable to the corporation, the remalining
shareholders, the deceased's estate, a beneficlary designated
by the insured shareholder, or a trustee,®2

The three most common types of insurance arrangements
which are availahle for funding buy-sell agreements are:

i) criss-cross shareholder insurance;
1i) corporate-owned insurance; and
iii) split-dollar insurance.®2
The maln differences between these three types of insurance

are the in manner in which they are owned.®?

I. CRISS-CROSS INSURANCE

The criss-cross is the most commonly used Jjnsurance
arrangement. This may be because criss-cross insurance is
simple and easily understood by the client.®+ With this type
of arrangement, each shareholder undertakes to obtain and
maintain insurance on the 1lives of the other shareholders.

The shareholders each have the responsibility of paying the

ﬂlxhid

¢28ee also, D. Drinkwalter, "Funding of Sharehvlder's
Agreements"
(Toronto: Canadian Bar Association - Ontario Contiruing Legal
Education, 1986) at 9-11, for discussion of a possible new
insurance product which may override some of the disadvantages
of the other insurance products presently in operation.

®3H. Kellough, gypra, note 1 at 477.

®4D. Drinkwalter, gupra, note 62 at 3.
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insurance premiums. When a shareholder dies the proceeds from
the 1life insurance policy are pald to the surviving
shareholders, to be applied towards the purchase price of the
shares of the deceased shareholder.*®®

Where several shareholders are 1involved the parties may
retain a trustee to administer theilr insurance arrangement.
The trustee would collect and discharge the insurance premiums
and receive the insurance proceeds. These would then be paid
to the estate of the deceased shareholder in consideration for
the deceased's shares.®*

One advantage of the criss-cross insurance arrangement is
that the insurance proceeds are r.ceived tax free and the
purchase price is reflected 1in the adjusted cost base of the
shares.*” Also these proceeds would not bz exposed to
creditors of the corporation because the irsurance policy
would be held outside of the corporation. The ins-.rance

proceeds cannot be assessed as a part of the estate of the

deceased.®*

€37, Bernstein, "Life-Insured Corporate Buy-sell
Arrangements™ rt -

Report of the Proceedings of the Thirty-8ixth
Tax Conference, 1984 Conference Report, (Toronto, Canadian Tax
Foundation, 1985) 957 at 983.

9®3ee generally, G. Couch, pupra, note 27 au: 295-297; J.
Bernstein, supra, note 12 at para.406.

€7J. Bernstein, pupra, note 65 at 991.

¢®D.I. Beach, "Price Clauses and Funding Arrangements" in
Edited Lectures, Shareholders and gShareholders Agreements,
{Toronto: Department of Continuing Legal Education of the Law
Society of Upper Canada, 1976) at 57; D. Smith, pupra, note 5
at 683.
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One disadvantage 18 the hlgh cost of financing the

acqulsition of criss-cross insurance as large premium payments
are required.®*® Another disadvantaqe is that these payments
have to made using after-tax dollars and the shareholders may
be required to take taxable capital in the form of bonuses or
taxable dividends to meet these premium payments. These
dividends and bonuses may also attract corporate distribution
tax.”®

Another disadvantage is that the insurance funds finance
the purchase of the shares of the deceased at substantial
prices and these transactions may be subject to capital gains
tax and succession duty.”*

The fact that the insurance premiums are shared
disproportionately depending on the age and state of health of
the shareholders rather than on the percentage of shares owned
can be seen as a further disadvantage. However, it may be
possible to compznsate a shareholder whose premiums are
unjustly high through an adjustment by way of a bonus
proportionate to the shareholding.?=z

It may also be possible for the parties to arrange for the

“*R. Rocchi, "Funding Buy-Sell Agreements"™ (1979) 27 Can
Tax J. 105.

TO

(1980), 80 D.T.C. 6365 (F.C.A.).

v Ltd. v. The Queen

73D, Beach, gupra, note 68 at 58.

73J. Bernstein, supra, note 65 at 985; D. Smith, supra,
note 5 at 683.
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shareholders to pay the premiums on their own policies, or the
premium payments could be modified to reflect Jactual
shareholdings, This 1latter method may however entail
complicated calculations and cross payments which may be
difficult to organize and which may have to be re-assessed if
the amount of Insurance 1increases in relation to economic
growth of the corporation.

The criss-cross agreement also becomes more complex and
difficult to administer as the number of participating
shareholders increases. This is because each shareholder owns
a policy or a portion of a policy on the lives of the other
shareholders, and several policlies may therefore be required.
The complexity may be minimized by the use of a trustee.
Joint life insurance policies rather than separate insurance
policies may also be used to simplify the administration of

the criss-cross arrangement.’?

I1. CORPORATE-OWNED INSURAMNCE

In the case of corporate-owned 1life insurance, the
corporation maintains Insurance on the lives of each of the
shareholders for the purpose of purchasing the deceased
shareholder's interest at the relevant time. The pollicy is

owned exclusively by the corporation and the corporation pays

73J. Bernstein, supra, note 12 at para.406; See also, J.
Bernstein, gupra, note 65 at 985-986, for a discussion of the
income-splitting opportunity, which iz a variation of the
criss-cross arrangement.
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all the premiums. When the shareholder dies, the proceeds of
the policy may be used in either of two ways to fund the buy-
out. First, the corporation can use the insurance proceeds to
purchase the deceased's shares for cancellation.”*

Secondly, the shareholders can enter into an agreement
whereby the survivers agree to buy the shares of the deceased
shareholder. The insurance proceeds are then paid to the
surviving shareholders by way of dividends and these are used
to pay the purchase price of the shares.’®

One advantage of this arrangement is that the insurance
premiums are in essence shared proportionately, based on the
individual shareholding. The amounts used to finance these
premiums would otherwise have been paid to shareholders by the
corporation as some form of bonus or dividend. This insurance
scheme is therefore more equitable than the criss-cross
arrangement where shareholders may be required to finance a
disproportionate percentage of the premiums based on the age
and health of the shareholders.”e

Another =dvantage is that the premiums for corporate-owned
insurance are discharged using corporate £funds. In cases
where the corporate tax rate is 1lower than the marginal tax

rate of individual shareholders, fewer after-tax dollars are

74J. Bernstein, jbid., at 998.

?8D. Ward, "lInsurance Funding of Buy-Sell Agreements"™,
(1974) 22 Can. Tax J. 484 at 49¢.

7¢J. Bernstein, gupra, note 65 at 1001.



FUNDING 111
utilized. Alsc, the need for dividends and bonuses to cover
premium payments 1s unnecessary, and the potential 1iablility
for corporate distribution tax is therefore avoided.

When a shareholder dies, the surviving shareholder's
percentage interest in the corporation would increase pro rata
as a result of the corporate share repurchase, however the
premiums would have been altered.?”? Where the shareholders
purchase the shares, the agreement may specify whether the
shareholders should purchase the shares on a pro rata basis.7®

Corporate-owned insurance may entail more legal
formalities and increased legal and accounting fees in the
year the Insurance proceeds are distributed.?”® However,
corporate-owned insurance is also more easily administered as
fewer policies are involved, and the corporation pays all the
premiums,%°

Corporate-owned insurance can only be operative where the
relevant corporation statutes permit corporate repurchase of
shares for the purpose of cancellation or where the shares are
purchased by shareholders with funds dividended to them.®>

The corporation would be unable to distribute the proceeds

of the insurance policy if it becomes insclvent. The funds

77J. Kennedy, sgupra, note 15 at 329.
7®J. Bernstein, supra, note 12 at para.418.
7*J. Bernstein, gupra, note 65 at 974.

*°1bjd., at 1001; H. Kellough, gupra, hote 1 at 484.
®*13,. Bernstein, jibid.
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may therefore become accessible to the corporation's
creditors.®?® The corporation may be able to clrcumvent its
creditors by having shareholders instead of the corperation
itself pay premiums, using additional funds distributed by the
corporation to shareholders by way of bonuses or dividends for
this purpose.®?

The corporation may be unable to repurchase its shares if
it is insolvent at the time of the shareholder's death.®<¢ In
such a case there may also be some question about the value of
the corporation, as where the agreement provides for the sale
of shares at "fair market value", the purchase price may be
less than the lnsurance proceeds.

The agreement may provide that 1f the corporation is
insolvent when a shareholder dies, the purchase price may be
funded by the surviving sharehclders. These shareholders may
also undertake to put adequate funds into the corporation to
render it solvent 8o that it can meet its obligation to

purchase the shares,®®

*2Re_Cote Estate, [1941) 3 D.L.R. 523; 22 C.B.R. 387
(Ont. H.C.J.).

#3J3. Bernstein, pgupra, note 14 at 148.

®4C.B.C.A. subsection 34(2); O0.B.C.A. subsection 30(2);
A.B.C.A. subsection 32(2).

#53J. Bernstelin, gupra, note 65 at 1001.
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1I1I1. SPLIT-DOLLAR IMNSURANCE®**®

This ¢type of Iinsurance covers a variety of plans.®*”
Though these plans may vary to some extent in their detall,
they all have one common feature. They are all arrangenents
designed to combine the advantages of corporate-owned
insurance and shareholder criss-cross insurance, and to split
the annual cost of life insurance between the shareholders and
the corporation.

In effec-t, this method cf coverage attempts to cover the
payment of premiums with corporate funds,®® while avolding the
estate and valuation problems assocliated with corporate-owned
life insurance.®?® The premiums are therefore pald primarily
by the corporation, while the shareholders are the direct
reciplents of the proceeds of the policy.

This type of insurance is best explained using the example
of only two shareholders. These shareholders would purchase

whole of 1life participating insurance policies, with which

%8gee also, jinfra, Chapter v, notes 137-145 and
accompanying text.

®7p. ward, supra, note 75 at 484. Also see generally,
E.H. White & H. Chasman, Busipness Insurance, (New Jersey:
Prentice-Hall Inc., 1974) at 500-503, for some discussion of
possible variations of the split-dollar insurance.

4sCorporate funds are generally taxed at a lower level
than the funds of shareholders.

@sg3, 8ilver, “"Estate Planning in Canada" (1979) 27 Can.
Tax J. 206 at 206.
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they would be cross-insured.®® Contracts are then made
between each shareholder and the corporation pursuant to which
the corporation becomes entitled to the benefit of the cash
surrender value and all (or in some cases only part) of the
dividends which are expected to accrue on it.

The shareholders each pay the pramiums on the policles on
each other's lives until the policles acquire a cash surrender
value.®* The policies are then assigned to the corporation as
the co-owner and the corporation undertakes to annually pay
the portion of the premiums representing the increase in the
cash surrender value (l.e. the amount which is payable when
the whole of 1life pollicy 1is terminated before death). It
represents the amount of the premiums which 1s in excess of
the actual cost to the insurance corporation of providing
coverage to the insured.

Corporate funds, which would be taxed at a lower level
than shareholder funds are used to discharge the premiums.
The balance of the premium relating to the mortality gain
(i.e. the amount payable on the death of the shareholder) 1is
paid by the shareholders and the shareholders remain the
beneficiaries of the face amount of the policy.®?

The agreement would also provide that on the pay-out of

®ol.e they themselves would be the owners and
beneficiaries of the policies on the lives of each other.

®2g8. S8ilver, pupra, note B89 at 206; J. Bernstein, supra,
note 65 at 986.

®28. 8iiver, jibjd.; J. Bernstein, jbid..
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the proceeds of the policy the corporaticn zeceives proceeds
equal to the cash surrender value of the policy. The balance,
which represents the mortality gain on the policy, is paid to
the beneficiary of the policy. The cash surrender value of
the policy increases annually and there is a corresponding
decrease in the amount payable to the surviving shareholder.®?

In order to ensure that the amount payable to the
surviving shareholder s suificient to purchase the shares of
the deceased shareholder, additional term insurance on the
lives of the insured shareholders, may be acquired. These
peclicies are in an amount equal to the cash surrender value of
the policy and are payable to the surviving shareholder. This
insurance is usually financed with the dividends received
under the original policy®™* under the fifth dividend optien
(l.e. the option to use the dividends payable on the
participating whole of life policy to purchase additjonal term
insurance).®® The estate of tne deceased therefore receives
the mortality gain plus the proceeds of the additional term

insurance coverage.®*®

®3g, Silver, jbid.; See also, D.A. Ward, pgupra, note 75
at 485, for a split-dollar schedule which illustrates the way
the premiums on split-dollar life insurance is divided between
the shareholders and the corporation.

*4Because participating insurance 18 normally used in
split-dollar insurance, the corporation receives dividends
under the pelicy.

*sgee further, 8. Silver, pupra, note 89 at 206.

*e3, Silver, jbid., at 207; J. Bernstein, guprs, note 65
at 986.
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This ensures that the surviving shareholder receives
Insurance proceeds equivalent to the £face amount of the
original participating policy. The corporation, on tiic other
hand, would s8till collect the cash surrender value cof the
policy.®”

This means that the corpeoration will recover an amount
equal to the aggregate of the premiums previously paid by it.
The interest of the corporation in the policy consists of an
asset the value of which both before and after the death of
the shareholder is equal to cost.®®

The major advantage of split dollar insurance is that it
allows shareholders to fund the buy-sell agreement with
insurance substantially pald for by the corporatioen. This is
an attractive option for shareholders who would otherwise have
to draw additional salary or dividends from the corporation to
fund the payment of premiums.

Also, although the split dollar insurance arrangement is
funded by the corporation, amounts totalling ihe face value of
the policy are paid directly to the shareholder and should not
be a factor in determining the value of the shares owned by
the deceased at the time of death.

A third advantage results from the fact that because the
corporation receives the cash surrender value of the polticy,

the mortality gain should not increase the value of the shares

*78. 8ilver, ibid.; J. Bernstein, jbid..

®*®D. Ward, supra, note 75 at 486.
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of the corporation for the purposes of deemed disposition on
death, and should not be exposed to the creditors of the
corporation.®®

One disadvantage of split-dollar insurance is that the
premiums may be considerably hilgher than thoses under
equivalent term or non-participating insurance. This is
because split-dollar insurance arrangements are structured to
maximize the increase in the cash surrender value 80 as to

minimize the premium paid by the shareholder.2°°

C. THE UNINSURABLE SHARRHOLDER

The uninsurable shareholder may be able to asslign an
existing policy which the shareholder or others already owned
on his or her 1life to £fund the buy-sell agreement.z°2
Alternatively, a business concern with which the shareholder
was previously connected, and which already owns a policy on
the shareholder's life may be willing to sell that policy to
the shareholders to permit the funding.2°2

Another solution is for the insurable shareholder, who
invariably has a greater life expectancy than the uninsurable

shareholder, to begin purchasing the shares of an uninsurable

®®J. Bernstein, jbiq., at 986.
ioorpbid,, at 987.

*eip, Coates, pupra, note 3 at 124; O'Neal, sypra, note
18 at c.7.37.

3020 *Neal, jbid., at c.7.37.
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shareholder while they are both still alive.2°* This should

mitigate against them having to make a larger purchase on
short notice Jif and when the uninsurable shareholder dies.2o+
Problems would arise if one of the insurable sharei. lders
dies unexpectedly and before the uninsurable shareholder who
is normally expected to die first,

The parties may also establish a sinking fund into which
installment payments equivalent to the insurance premiuins may
be deposited. These amounts may be used towards the payment

of the purchase price at the required time.2°>

S. INTER VIVOS FUNDING

In the case of jinter vivos buy-sell tramsactions, the
funding mechanisms, though important, are not absolutely
necessary. This is especially so in relation to put-call buy-
sell arrangements. The party who is unable to procure the
finances needed to purchase shares would hardly consider
triggering a buy-sell agreement which would tequire the
furnishing of such amounts. It is therefore unlikely that the
absence of a funding arrangement in these circumstances would
threaten the success of the buy-sell agreement.

The absence of an adequate funding arrangement could be

193D.F. Hoxie, "Business Buy-Outs and The Uninsurable
Shareholder™ (1962) 101 Trusts and Estates 326.

1©40'Neal, supra, note 18 at c.7.37.

10%3ee also infxa, Chapter IV, notes 121 and accompanying
text.
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advantageous to the financially strong shareholder who can
then enforce the put-call provisions at will. If an adequate
funding arrangement 18 included in the agreeaent, b..n
shareholders would be assured an equal bargalning position
once the put-call arrangement is triggered.

Where a shareholder becomes disabled, retires, resigns, or
is dismissed, some funding arrangement may be necessary to
preserve the rights of a departing shareholder to receive
reimbursement for shares in the corporation. The remalning
shareholders should also be in a position to ensure that these
shares neither pass to undesirable third parties nor remain
the property of a former employee who is no 1longer a
harmonious associate.

Insurance 1s usually only available in those cases where
the need for funding is the result of the disability of a
shareholder. There are at least five additional methods
available for funding jipter vivos buy-sell agreements.>®® The
methods of jnpter vives funding include:

a) cash payment after a specified interval;

b) payment of the purchase price in installments;

c) a sinking fund or savings scheme to which the
shareholders would contribute fixed amounts over

a period of tim:;

108Twe addjtional methods namely; 1) corporate retained
earnings, and ii) the minimizing of the value of the company
by the dlistributing of after-tax profits annually, have been
discussed under the heading "Purchase by Shareholders", infra,
Chapter IV, notes 14-17 and accompanying text.
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a) a bank leoan;
e) a mortgage;*°7 and
£) disability insurance.
There are both advantages and disadvantages to the use of

each method.

A. A CASH PAYMENT AFPTER A 3PRCIFIED INTERVAL

This method of funding provides for the payment of the
full amount for the shares at a specified interval after the
triggering event has occurred. It may be successful {f the
remaining sharzholders have sufficlent cash reserves or
borrowing ability to cover the full purchase price, or if the
total value of the business is not high. However,
shareholders are usually reluctant to tie up such large sums
of money, but if they invested these amounts, they might be
unable to realize their investment soon enough to meet their
obligations under the buy-sell agreement.2°®

The shareholders may individually or collectively open a
bank account into which they can deposit a certain amount
every year to cover their future commitment. This recourse
may prove unsuccessful if one or more of the triggering events

occur before an adequate amount is acquired.*°*

i97Most of these methods can also be used to fund buy-
sell agreements operational on death. Insurance however seems
to be preferred as a more efficient, and often cheaper method
of achieving the same result.

iosn. Coates, supra, note 3 at 122.
LO'Ih’d .
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Additionally, the shareholders may be reluctant to tie up the
large sums of money needed to establish and maintain such a
fund.

The source of such funding has to be resolved soon after
the triggering event occurs otherwise the opportunity to

attract third party offers for the shareholder's shares may be
diminished or lost.

B. PAYMENT OF THE PURCHASE PRICE IN INSTALLMENTS

The parties may agree that the purchase price is to be
paii in installments by the corporation or the remaining
shareholders over a period of time.**»° This is a variation of
the above method and@ is usually preferred as being less of a
financial burden on the pu:chasers.*2

The payments may be organized in several ways. The
purchasing shareholder may agree to pay a fixed dollar amount,
or a proportion of the net profit figure. Some dAifficulty may
arise |if the purchaser 1s upable to meet large fixed
payments.*2 Another method 1is through a payment of a
proportion of the net profit figure, while using the stock as
security for the outstanding balance. The purchaser is also

given the right to veote the shares, provided that the

*19J. Bernsteln, psupra, note 14 at 134, para.l028;
Trimac Ltd, v, C-I-L [Alta.) (1989), 69 Alta. L.R. 113, (1990]
1 W.W.R. 133 (Q.B}.

*110'Neal, gupra, note 18 at c.7.37.

r12p, Coates, supra, note 3 at 122.
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installment payments are not in arrears.**?

The use of the corporation's stock as security may be
illusory. For example If the corporation 1itself is the
purchaser, the pledged shares may be of little value if the
corporation has to default on its obligations.>*+* Also, the
assets of the business may be drained off without difficulty
or fear of legal repercussions.>2® To guard against this, the
agreement may stipulate that the corporation may not increase
salaries, pay dividends beyond a stated amount, or in any way
dissipate its assets until the loans are paid.**® The parties
may also prefer to use assets other than the corporation's
shares to secure installment payments.

Promissory notes may also be used to furnish collateral
for tne outstanding balance. In such a case the rate of
interest which the notes are to bear should be fixed in

advance, 227

123p, Coates, ibjd.; O'Neal, gupra, note 18 at c.7.37.
+140'Neal, ibid.

iiep. Coates, supra, note 3 at 122.

11¢0'Neal, supra, note 18 at c.7.37.

+270f note, 1s the American case of Bridham v. M&J Corp.
352 Mass. 674, 227 NE2d 915 (1967), (as cited by O'Neal,
ibjd., ©.7.37, note 1), where a deceased's shareholder's
administrator was held not entitled to a guarantee that the
close corporation purchasing the deceased's shares under the
buy-sell agreement would meet its future obligations to make
installment payments in the absence of a provision for the
giving of security; An ordinary installment creditor has no
right to require proof of his or her debtor's ability to meet
future installments.
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Where payments are being made in installments, it may be
advisable for the parties to include some provision allowing
the purchaser who takes the shares of more than one
shareholder, or takes more than a stated amount, to decrease
his or her payments and to spread them over a longer
period,:3® Parties may also consider allowing purchasers to
accelerate their installment payments if they wish.

The agreement may also provide for the full purchase price
to become due automatically if the purchaser defaults on his
payments , 2%

The main disadvantage of this method of funding 1is that
the required amounts may not be readily available. This may
delay transactions under the buy-sell agreement which could in
turn, result in the loss of third party offers where relevant.
Also, where a shareholder s dies, these amouints may be
needed immediately to cover funeral and other expinses, such
as estate taxes.

Where the purchase price is to be paid by the corporation
this method may have the effact of mortgaging the
corporation's profits for an indefinite period of time after
a shareholder's death or departure. The departing
shareholders or thelr beneficiaries are also dependent on the

success of the business for their income.

Further, even 1Iin the case of installment payments the

1380'Neal, pupra, note 18 at c.7.37.
ii®rpbid,., at c.7.37, note 1.
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purchaser may £find difficulty in raising the cash necessary
for the down payment. This 1is because 1t 13 usually
impractical for parties to tie up such large sums of cash in

advance when the date and tost of purchase are unknown.22°

C. A SINKING PFPUND OR SAVINGS SCHEME

Here, the shareholders periodically contribute fixed
amounts over a period of time to a sinking fund. The amounts
so accumulated, would then be avallable whenever necessary.
Where the corporation is the purchaser, it may be also be
possible for it to set up such a fund.

The sinking fund may also be used as an alternative to
life Iinsurance for purchasing the interest of an uninsurable
shareholder. In this case, periodic amounts eguivalent to the
fnsurance premiums which would have been paid, are deposited
in a fund.2=2

In both ca2tes, such a fund can only be successful if it
has time to mature. If the event triggering the buy-sell
agreement occurs suddenly, (for example the disability of a
shareholder), there iz a possibility that the £fund may not
have matured to the required level at the time of purchase.
Also, if the value of the business increases rapidly, the
value of the shares may also rise beyond the original

projections of the sinking fund.

l-:lolhid .
1220'Neal, jbid.; J. Kennedy, supra, note 15 at 326.
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D. BANK LOAN

‘‘he parties may also wish to rely on obtaining a kank loan
at the required time to be used towards funding the buy-sell
agreement. The shares in question may be used as mecurity for
the loan.*22 This rellance on future bank financing may be
risky, as the clircumstances of the shareholders and the
climate of the (financial community may change substantially
during the life of the agreement. Such changes may result in
one or more of the shareholders being ineligible for such a
loan.x22

There seems to be no guestion that the interest on loans
for this purpose would be deductible under subsection 20(1)(c)
of the lncome Tax (Canada) Act.x>2+ Howaver, there may be
some question about the deductibility of funds borrowed by the
corporation %o purchase the interest of one of 1ts
shareholders, unless the purchase can be categorized as the

substitution of debt capital for equity capital.x2®

1t22gee generally, H. S8Sutherland, ! ‘

Fraser's Handbook
suprqa, note 7 at 197-198; See also jinfra, Chapter 1V notes
113-115 and accompanying text.

123D. Coates, pupra, note 3 at 122.

124J. Bernstein, supra, note 14 at 134, para.l028; D.
Beach, pupxa, note 68 at 59.

1287, Kennedy, gupra, note 15 at 326; See also,
Interpretation Bulletin IT-80; -

Irans-Prairje Pipelines Ltd.
v. M,N.R., {1970} C.T.C. 537, 70 D.T.C. 6351; Bronfman Trust
v. R., (1979] C.T.C. 524, 79 D.T.C. 5438.
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E. MORTGAGE

It may also be possible for the purchaser to arrange a
mortgage on the assets of the corporation whose shares are
being purchased. The pruceeds of the mortgage would then be
used to assist the shareholders in effecting the purchase.
This option is avalilable 1f the corporation itself 1is the
purchaser, otherwise the assets presented would have to be in
support of the guarantee of the shareholder's 1l1loan by the

corporation.

Under paragraph 44(2)(c)(ii) of the cCapada Business
Corporations Act,*?* the corporation 1is permitted to give

financial assistance by way of 1loans or guarantees in
accordance with a plan for the purchase of the corporation's
shares. However, the Act prevents the corporation from
providing such assistance where there are reasonable grounds
for believing that afterx giving the assistance, the
corporation would be unable to pay its debts or where the
realizable value of corporation's assets would be less than
the aggregate of the corporatiocn's 1liabilities and stated
capital of all classes.

Where a bank has lent money in violation of tuis section,
the loan would be held unenforceable as against the corporate
defendant. The bank would therefore be unable to enforce the

mortgage to the extent that the proceeds are used to assist in

+26g3ee also, 0.B.C.A. s5.20, A.B.C.A. 5.42.
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purchasing shares.*=®”

F. DISABILITY INSURANCE

Shareholders usually address the Iissue of the funding of
their agreement in the event of death with methods such as
life insurance. However they tend to disregard the guestion
of the funding of the agreement in the event of disability.

A policy on the 1life of a shareholder will not usually
provide funds if the shareholder becomes disabled. The
disabled shareholder who is unlikely to recover may therefore
be compromised in the absence of an adequate funding
arrangement.

8pecial disability insurance may sometimes be used to fund
purchases in the event of disability from sickness; accident
or mental infirmity.22¢ However, the wvariety of insurance
products obtainable for disability £funding 1is limited and
those that are available are usually unsatisfactory.®*2® This
may be because insurance companies usually find it difficult
to set a price for 1insurance based on the assessment of

whether or when a shareholder would recover.x3°

*27Royal Bapk of Canada v. Stewart (1979), 8 B.L.R. 77
(B.C.8.C.); v

Irving Oi] Ltd. v. Centxal and Easterp Trust Co,
{1978), 5 B.L.R. 29 (N.S8.8.C.); Hubley v, Stonehouse Motel et
al (1976), 24 N.S.R. (2d) 262 (8.C.).

1z®(Q'Neal, pupra. note 18 at c.7.37.

322®R.A. Sabel, "Disability Insurance: Caveat Emptor"
(1983) 69 Am. B.A.J. 782.

i3op, Fosbery, gupra, note 34 at 5.
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The 1issue of who should determine disability, 1is a

contentiocus one. The partles can provide for disabllity to be
determined using the third party arbitrator provided for by
the disablility insurance company. Once the insured Iis
collecting benefits under the total disability clause, the
disability can be safely assumed. Partial disability may be
determined on the basis of the expectancy of the insured's
recovery.»

The standard disability policy does not usually provide
the lump~sum payment which is often needed to fund buy-sell
agreements.*?Z Where lump-sum payments are available they are
usually payable in cash within days of the relevant medical
authorities certifying that the shareholder 1is totally and
permanently disabled.2>?? Total disabllity can be defined as
disability arising as a result of injuries or sickness whereby
the insured 1s unable to perform the substantial and material
duties of his or her occupation and is receiving care by a
physiclian which is appropriate for the oondition causing
disability.23«

The agreement should also provide a time 1imit for the

disabled shareholder to retain his or her shares, with a

133p, Drinkwalter, supra, note 62 at 2; See also, jinfra,
Chapter II notes 117-120 and accompanying text.

*1320'Neal, pypra, note 18 =zt 7.37,
i33p. Drinkwalter, supra, note 34 at 234.

134D. Drinkwalter, gupxa, note 62 at 1.
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mandatory buy-out after this perjod has passed. A suggested
period is twelve months in the case of total disability.
Disability buy-out insurance is avallable in thece instances.
This type of insurance will pay up tc 100% of the share value
12, 15, or 18 months after the insured 1is declared totally
disabled.>28

Some companies make lump-sum payments based on either a
fixed amount or on the value of the shares at the time of the
disability. The use of share value as the neasure of
disablility payments may have adverse results if the share
value is subject to periodic fluctuations.:*®

The approximate cost of this type of insurance is usually
about 6% of the share value, subject to the age and
insurability of the shareholder. The maximum amount available
on any one life is usually $1,000,000.237

A disability policy can also provide for periodic payments
to the disabled shareholder. This type of payment can be used
in cases where arrangements have been made for the suzchase
price to be paid in installments.,>>% In this case, the
commencement of pay-outs on the insurance policy have a

waiting period of between twelve and twenty-four months,

13sp, Drinkwalter, ibid., at 1.

i2¢p, Fosbery, gupra, note 34 at 6.

237p, Drinkwalter, gupra, note 34 at 234.

i3e1hid,; P. Fosbery, supra, note 34 at 5.
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depending on the amount at risk. The larger thke amount, the
longer the waiting period.x>®

Some insurance companies may also insist that the partial
or complete recovery of the shareholder terminates their
obligation to continue payments.*4° This may prove
unfortunate in cases where the shareholder has precipitated a
buy-out contingent on the receipt of such payments because
typically, the agreement has to be completed regardless of the
insurance company's position. This can result in litigation
which some Insurance companies are anxious to avoid. Some
insurance contracts therefore self-complete once payments have
started regardless of whether or not the shareholder
recoverg .14

Where the insurance policy provides for periodic payments,
the approximate cost is usually 6% of the share value, however
the maximum amount available §is wusually only $250,000.242
This amount may not always be enough to cover the payments
under the buy-sell agreement, but may soclve some of the
funding problems that are inevitable if a shareholder becomes
permanently disabled. For example, it may provide an initial

down payment for the shares.

13*D. Drinkwalter, pupra, note 62 at 1.; P. Fosbery,
supra, note 34 at 6.

*4°p. Drinkwalter, ibjd., at 2; P. Fosbery, ibid., at 6;
R. Sabel, supra, note 129 at 782,

143D. Drinkwalter, jibid.

*42p, Drinkwalter, supra, note 34 at 234.
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S. CONCLUSION

Pre-arranged measures for funding buy-sell transactions
are necessary. In the case of death, and to a more limited
extent disability, 1insvrance may be used to finance these
transactions. ?Parties would have to review the various types
of insurance arrangements in the Juterest of sel:=ting the
most appropriate method of funding.

There are also several alternatives available for funding
inter viveg buy-sell tranmnsactions. Both the advantages and

disadvantages of each of these methods would have to be

considered.



l. GEMERAL

The sale and purchase of shares involves the movement of
property to and by the corporation and its shareholders.*> .
a general rule, these transfers are taxable events which give
rise to a capital gain or loss.? Given that such transfers
are the main objective of the buy-sell agreement, the income
tax considerations assoclated with them ave significant.?

Detaliled discussion and analysis on the technical aspects

of income tax law as they relate to the buy-sell agreement

have be=n undertaken elsewhere.* The present chapter will

*For general discussion on corporate taxation, see J.R.
Wilson & 8S.F. Bollefer, "Taxation of Corporations and their
Shareholders" in Law Socliety of Upper Canada, Bar Admission

Course Materials, Business Law 1986/87, (Toronto: Carswell,
1986) c.b.

2In some cases the Income Tax {Capadz) Act, R.8.C. 1970-

71-72, ¢.63 (as am.) permits these transfers to occur on a
"rollover"™ basis, Iin which case no taxable gain or income is
recognized, for example, subsections 70(5.2), (C;, and (9.2).
3ee also, Interpretation Bulletin IT-449, Sept. 26, 1987,
"Meaning Of Vested Indefeasibly"; See further jifra, Chapter
V, notes 64-77 and accompanying text. Unless otherwise notad,

statutory references are to the [Income Tax (Canada) Act,

[hereafter referred to as *the Act"].

?See generally, W. Grover & F. Iacobucci,

Materlals On
Canadian Income Tax, 6th ed., (Don Mills, Ontario: Richard De
Boo Pubiishers, 1985) at 118-134.

“S8ee R.G. Witterick, "But-Sell Agreements" Rep

2 1988 Conference
Repert, (Toronto: Canadian Tax Foundation, 1989) 16.1; B.T.
Wilson, "Buy-Sell Agreements" Re

- ¢+ 1987 Conferencs Report, (Toronto:
Canadian Tax Foundation, 1988) 16.1; J. Bernsatein, "Life
Insured Corporate Buy-Sell Arrangements" Report of the
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therefore concentrate on discussing the fiwmplications of
relevant income tax principles to the operation of the buy-
sell agreement and the manner in which these are dealt with by
statute, judicial decisions, and administrative policy.

The aspects o0f the buy-sell agreement which are most
affected by Income tax considerations are the control of the
corporation, the funding of the agreement, and the valuation
of shares under the agreement. This chapter will dlscuss the

income tax considerations as they relate to these specific

areas.

2. THE ISSUE OF CONTROL

A. DE JURE CONTROL
The buy-sell agreement usually contains provisions which

may affect the control of the corporation.® This is mainly

Proceedings of the Thirty-8ixth Tax Conference, 1984
Conference Report, (Toronto: Canadian Tax Foundation, 1985)
957; J.G. Vesley, "Some Inter Vivos Aspects of Buy-Seil
Agreements" Report of the Proceedings of the Thirty-8ixth Tax
Conference, 1984 Conference Report, (Yoronto: Canadian Tax
Poundation, 1985) 925; R.M. Wise, "Valuation Aapects of
Shareholders' Buy-Sell Agreements" Report of the Proceedings
of the Thirty-8ixth Tax Conference,

1984 Conterence Report,
(Toxonto: Canadian Tax Foundation, 1985) 1013.

®The issue of contrxol has several additional implications
foxr corporate taxation. For a breakdown of the specific
aspects of corporate taxation which relate to the issue of
control, see R.E. Levine, "Income Tax Implications Of
Shareholders Agreemants® Legal Problems Relating To
Shareholders Agreements, (Vancouver: The Continuing Legal
Education Society ot British Columbia, 1982) at 4-5; Sae
also, R.J. Reid, "Income Tax Implicationr of a Change In
Conitrol® Zelecteg Income Tax Aspects of the Purchase and Sale
of @ Businesz, Conference Management Tax Conference 1984,
(Toronto: Canadian Tax Foundation, 1984) at 85, for a
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the result of the rights and restrictions which result from
such an agreement or the option to acquire shares on the
occurrence of a particular event.® The question of who
controls the corporation will determine whether the parties
are dealing at arm's 1length,” whether the corporation is
classified as a Canadlan Controlled Private Corporation
(CCPC),? and whether two or more corporations are associated
for the purposes of the Act.® These conslderations will
ultimately determine the amount of tax which is payable by the
cocporation,.

The term "control" is not defined in the Act,2° and the

comm>n law definition as provided by Jackett P. in the case of

Buckerfield Ltd, v. H.N.R.** has prevailed,

history of the evolution of the concept of control, as we'l as
some discussion of its present meaning and implications for
the assessment of income tax.

*3ee further, jnfra, Chapter III, notes 47-51.

78ee further, jnfra, Chapter v, notes 39-62 and
accompanying text.

9g%ee further, infra, Chapter V, notes 63-66 and
accompanying text.

*3ee furthev, jinfra, Chapter V, notes 67-71 and
accompanying text,

A°The Act only provides definitions of control for
certain purposes, e.g. para.ll12{6)(b) provides,
". . . .For the purposes of this section,
.+« « .(b) one corporation 1is controlled by another
corporation if more than 50% of its issued share capital
(heving £full wvoting rights under all circumstances)
belongs to the other corporation, to persons with whom the
other corporation does not deal at arm's length, or the
other corporation and persons with whom the other
corporation does not deal at arms' length."

*2[1964} C.T.C. 504; 64 D.T.C. 5301 (Ex. Ct.).
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"the word "control" contemplates the right of contro} that
rests 1in the ownership of such a number of shares as
carries with it the right to a majority of the votes in
the election of the board of directors".22
Control was therefore defined as meaning de jure control,

that is, exercised through legal means, rather than de facto

control, that is, existing for all practical purposes, but not
through legal means.*®

A recent decision of the Supreme Court of Canada,>* has
challenged the generality of this distinction between de jure
and de facto control on the grounds that it is "™not an
entirely accurate description of the processes of

determination of the presence of control in one or more

shareholders for the purpose of paragraph 256(1)(a)".*® The

+2Ibid., C.T.C. at 507, D.T.C. at 5303; Interpational
o (1969] C.T.C. 668, 69 D.T.C.
145 (Ex. Ct); aff'd 1[1972) C.T.C. 242 (8.C.C.).

1IM.N.R. v, Dworkin Furs Ltd.,, {19671 C.T.C. 5067, 67

D.T.C. 5035 (8.C.C.); Re. A. Zimet Ltd. (1985), 31 B.L.k. 277
(Ont. 8.C.); R. _v. Mars Fipance Inc,, (1982} C.T.C. 216
(F.C.T.D.). In these three cases, the parties were found to

have de jure control of several companies, but were not 1in a
position to exercise same. The court however found that once
de Jjure control has been established, the issue of de facto
control is no longer relevant. But see, Special Risks Holdings
Inc., v. M.N.R,, (1986) 1 cC.T.C. 201 (F.C.A.), where an
agreemert between parties which 1in fact created de facto
control was held to override the lack of de jure control for
the purposes of the relationship and accordingly the parties
could not be found to "2 dealing at arm's length.

*4R.__v. Imperial General Properties Ltd,, (1985] 2 8.C.R
288; (1985), 31 B.L.R. 77, 1[1985] C.T.C. 299, 85 D.T.C. 5500
(s8.¢.C.).

*®Para.256(1)(a) reads, "(1l) PFor the purposes of this
Act, one corporation is assoclated with another in a tax year,
if at any time in that year,

(a) one of the corporations is controlled by the other. ."
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taxpayer corporations in this case were thus held to be
assoclated In splite of the fact that the beneficlial ownership
of the shares had been passed to others. These taxpayer
corporations had however maintained the right to cause the
Iiquidation of the corporation without cause. 1In arriving at
his decision, Estey J. made these comments,
"In determining the proper application of subsection 39(4)
to the circumstances before the court, the court 1is not
limited to a highly technical and narrow interpretation of
the legal rights attached to the shares of a corporation.

Neither is the court constrained to examine those rights
in the context only of thelr immediate application in a

corporate meeting. it has 1long been said that these
rights must be assess:d in thelr Iimpact "over the long
run. inlLs

It has also been held that in order for a person to
control a corporation, he or she does not have to possess
direct ownership of shares in that corporation.*” This means
therefore that if, for example, a person owns 60% of the
shares in a corporation, which in turn owns G0% of the shares
in a second corporation, the individual will be regarded as

having control of the second corporation.*®

**R. v, Imperial Propertjes Ltd., supra note 14 at C.T.C.
302, D.T.C. 5503. See also, T.A. Sweeny & D.T. Tetzeault,
"Income Tax Considerations in 8Shareholders' Agreements in
Context of the Budget Proposals of May, 23, 1985" Shareholders
Agreements ’ {Toronto: Canadian Bar
Assoclation - Ontario Continuing Legal Education, 1986), at
20, for a critique of this case.

*7Vipeland Quarry & Crushed Stone Ltd. v. M.N.R., (19661
C.T.C. 69, 66 D.T.C. 5092 (Ex. Ct.); v
M.N.R,, {1982] C.T.C 2447, 82 D.T.C. 1431 (T.R.B.).

*®R. Reid, pupra, nota 5 at 85; See also, R.B. Miner,
"More Corporations To Be Assoclated Under New Tax Laws" (May,
1988) 1 Can. Corp. Rep. 81 at 83-84.
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Where there are no specific statutory rules overrxiding
this general principle,*® the mere existence of an option to
a~quire shares under a contract (or to control the voting
rights of shares) is not construed as a right to control
unless and until such option is exerciszed.z?

Also, the right to dictate the redemption of preference
shares and thereby obtain control does not by itself confer
control on the person possessing such a right.2 The courts
have held further that where a corporation is controllied by
one person it cannot be concurrently controlled by a group of
persons,2*®

The above position on de__jure control has been further
qualified by Revenue Canada which has stated, with respect to
paragraph 251(5)(a), that where a related group is 1in a
position to control a corporation, that group is deemed to be
a2 related group which controls the corporation whether or not

it Is a part of a larger group which in fact controls the

corporation.??

1%g8ee for example, para.251(5)(b) and subsection 256(8).

2°E.P, Taylor v. M.N.R, (1961), 61 D.T.C. 513 (T.A.B.);
Rous & Manp Pregss Ltd, v, M.-M. R, (1953), 53 D.T.C. 326 (T.A.B.).

**Artic Geophysjical Ltd. v. M.N.R., [1967] C.T.C. 57, 68
D.T.C. 5013 (Ex. Ct).
*2gouthside Car Market Ltd. v. R., (1982] C.T.C. 214, 82

D.T.C. 6179 (F.C.T.D.}; See also, R. Miner, supra, note 17 at
S4.

Z223ee also, Interpretation Bulletin, IT-64R2, Dec.
20,1983, "Corporations: Association and Control", para.27.
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In the recent case of Ipternational Mercantile Factors
Ltd. v. R.,?** the questior of control was discussed 1In order
to determine whether the taxpayer corporation qualified for a
small business deduction or whether it was controlled by a
public corporation.

The facts of this case established that two public
corporations C Ltd. and H Ltd. each held 50 percent of the
voting rights attaching to the taxpayers' shares, while R
Ltd., a private corporation owned by B, held the remaining 50
percent.

The shareholder agreement was to terminate upon the
termination of a management agreement between the taxpayer
corporation and B Ltd. (another private corporation owned by
B}. The management agreement could be terminated without
notice by the taxpayer upon payment to B Ltd. of a lump sum
equal to one-third of the annual management fee provided for B
Ltd.

The Minister had denied this business deduction for
several years on the grounds that during those years, it was
not a Canadian Controlled Private Corporation {CCPC). The
taxpayer appealed and its appeal was dismissed.

After examining several of the leading authorities in this
area the courts concluded that deciding factor in determining
the issue of "control" was not the fact that ¢ Ltd. and H

Ltd. together held 50 percent, but rather that neither side

2490 D.T.C. 6390 (F.C.T.D.).
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could effectively alter the composition of the taxpayer's
board of directors during the currency of the managemen:
agreement.

Also, throughout the taxatlion years in issue, both
agreements were in force, and there was no agreement as to how
many persons would represent each sharsholder of the board of
directors. In fact, the board comprised four representatives
from C Ltd. and H Ltd. and only one from R Ltd. C and H thus
had 1legal and effective control of the taxpayer at all
material times.

Teitelbaum J. concluded,

"This finding may not be "on all fours" with the

findings in the cases of pBuckerfjeld and Dworkin Furs
(supra). As in the cases of Qakfield or Imperial
Propertjes (supra) the Supreme Court went further than the
Buckexrfield and Dworkin Furg cases by defining the issue
of control not on the fact of equal voting rights, but by
the fact that one 50% shareholder could cause the
liquidaticn of the Cempany gliving it eentrol. 1I also,
followiny the principle in Oakfield and Imperial
Propert.es, am satisfied that hecause Charter and Hamilton
have retained, fcr as long as they wish, the majority of
the Board of Directors, they have retalned legal and
effective control of the Plaintiff corporation as control

was defined in s. 125(6) of the Ipncome Tax Act".2®
Control was therefore established as de facto control, rather

than de jure control.

In the case of trusts and voting agreements, unless the
contrary is proven, a mere nominee or a sare trustee is deemed
to have voted in accordance with the wishes of the beneficial

owner and the beneficial owner Is considered to have the

281bjid, at p.6399.
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vote.?® Where a legal trust is set up however, the trustees
who own the shares subject to the trust arrangement or
provisions in a will are regarded as having control. The

courts may however 1lock behind the trust to establish who

exercises control.=7

In the case of Lusita Holdings Ltd., v. R.,2" an
individual was the corporate trustee for four separate trusts.
In each case the second trustee was an unrelated person. The
first trustee had a right at will to require the second
trustee to resign and thereafter to name a replacement. The
issue was whether the individual controlled the voting rights
of the shares owned by the trust either directly or by virtue
of paragraph 251(5)(b).=2"7 The court noted that at all times
the flrst trustee could not act without a second trustee and
that btoth trustees had to agree on how to vote the shares.
The court therefore concluded that the first trustee «id not
have de jure control of the right to contrel the voting rights

of the trust's shares in the corporation. A similar reasoning

*®R. Reld, pupra, note 5 at 86-88; Aaron's (Pringe
t (1966) C.T.C. 330, 66 D.T.C. 5244 (Ex.
Ct.); aff'd [(1967) C.T.C. 50, 67 D.T.C. 5035 (8.C.C.).

*7R. Reid, }bid,, at 86; M,N.R. v. Consolidated Holdings
Co, T4d., [1972} C.T.C. 18, 72 D.T.C. 6007 (8.C.C.); £folld.
B.A. Fawcettz & Son Ltd, v, R.,

2 (1980) c.T.C. 293, 80 D.T.C.
6195 (F.C.A.).

*e[1982] C.T.C. 351, 82 D.T.C. 6297 (F.C.T.D.); aff'd 84
D.T.C. 6346 (F.C.A.).

2o9gee further infra Chapter V, notes 39~62 and
accompanying text.
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was also applied in at least two later cases.2?

The question of whether the existence of a shareholder
agreement can affect de jure control was looked at in the case
of Aaron's Ladies Apparel Lid, 7. M,N.R.?* This case held
that restrictions on the voting power of the shareholder would
not affect the control of the corporation unless they are
incorporated into the articles of incorporation. Hall J.
stated,

"A contract between shareholders to vote in a given or

agreed way is not 1illegal. The Articles of Assoclation

are in effect an agreement between the shareholders and
binding upon all shareholders.">»2
This is a strict application of the notion of de jure control.

The issue was further discussed in the case of

International Ixon & Metal Co. Ltd. v. M.N.R.? The court

found that,

"The fact that the shareholders of such a corporation
may be bound under contract to vote in a particular way
regarding the election of directors (as in this case), is
irrelevant to the said meaning of "controlled™ because the
corporation has nothing to do with such a restriction.

Instead, the only relevant fact is that the voting
power in such a corporation remains in the owners of such
a number of shares. In other words, they do not in any
lesser way control the corporation because they themselves
may be 1liable to certaln external control by such a
contract.

As a consequence, in my view, this said agreement was
not the kind of contract among shareholders discussed in

*°Re A, Zimet Ltd., supra, note 13; g
Ltd. v, R,, (1983] C.T.C. 5, 83 D.T.C. 5036 (F.C.T.D.).

32(1967] C.T.C. 50; 67 D.T.C. 5035 (S.C.C.).
22]bid., at C.T.C. 61; D.T.C. 5041.

338ypra, note 12.



INCOME TAX 172

(Aaron's Ladies Apparell because in that case, by virtue
of statute it became part of the constitutlon of the
Companyn"?®

This finding was later upheld by the Supreme Court of Canada.

Though the declsion in the Aaron's case?® was
distinguished, the decision in the Interpnational JIxon case may
cast some doubt on the effect of a unanimous shareholder
agreement on the issue of de Jjure control. However, it is
significant that the court distinguished the two cases on the
grounds that the agreement in the Aaron's Ladies Apparel case
was protected by statute.

The unanimous shareholder agreement is now given special
status in most of the Canadlan business corporations statutes,
and directors and officers must act in accordance with the
provisions in the agreement.?¢ This type of agreement seems
to more closely resemble the agreement in the Aaron's case,
and the £findings of the courts seem to suggest that such an
agreement can affect the issue o0of control.?” This can be
construed as movement away £from the strict de jure control
notion.

Where a corporate share repurchase agreement exists, the

shareholders are not regarded as having the right at any time

241bid., C.T.C. at 674-675; D.T.C. at 5448.
*58upra, note 31.

38gee further, lnfra, Chaptex VI notes 47-63 and
accompanying text.

»7R. Reid, pupra, note 5 at 90.
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to acquire shares or to control the voting rights because

these rights are vested in the corporation.??®

B. THE ARM'S LENGTH RULE

The guestion of who controls the corporation is important
for establishing whether or not the parties to the agreement
were dealing at arm's length at the time of the agreement.
The question of control will alsoc determine whether or not two
corporations are associated and therefore deemed not to be
dealing at arm's length.?®

The term "arm's length"™ is used several times in the Act,
but no general definition is provided for all the arm's length
relationships.*° Section 251 specifies two classes of
persons for the purpose of establishing *he relationship.
These are "related persons" and "persons not related to each
other" (unrelated persons). The term "related persons" is
defined by subsection 251(2) of the Act and includes
individuals connected by blood relationship, marriage, and

adoption.**

a8w.J. Bies, "Certaln Tax Aspects of Shareholder
Agreements™ Zhareholders Rights and Agreements, (Toronto:
Insight Press, 1985) at 6.

3®%gee generally, 8. Eng, "The Arm's-Length Rules" Report
1988
Conference Report, (Toronto: Canadian Tax Foundation, 1989) 13.1.

“®Interpretation Bulletin, IT-419, July 10, 1978,
"Mzaning of Arm's Length".

4i8ee subsections 251(3)-(6) inclusive, for expansion and
clarification of the definition as provided in subsection 251(2).
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For the purposes of the Act, related persons are deemed
not to deal at arm's length.+? In the case of H.,_ apd L.
Kushnir v, M.N.R.,** transactions between related persons,
though conducted on a seemingly arm's length basis, were held
to be non-arm's length transactions. This case seems to be
authority for the proposition that, once it is determined that
prrsons are related, there is an irrebuttable presumption that
they could not have dealt at arm's length.

The guestion of whether unrelated persons were dealing at
arm's length at a particular time is one of fact,** and each
transaction must be examined on its own merits.+® Three main
factors are employed in determining whether, as a matter of
fact, such a tranmsaction 1Iis at arm's length. The £first of
these is the exlstence of a common mind, that is, if the same
party determined the terms of the bargain on behalf of both
parties.**®

Secondly, Revenue Canada will determine whether the

parties acted in concert, that 1is, interdependently rather

42para.251(1){a}.
4311985 1 Cc.T.C. 2301 (T.C.C.).
“4IT-419; Para.251(1)(b).

4821T-419.

“®Estate of Karma May v. M.N.R, (1988), 88 D.T.C. 1189
(T.C.C.); M.N.R. v, Estate of T.R. Merit, 1(1969] Cc.T.C. 207

{Ex. Ct.); I1T-419, para.l2. But =see, Robinson v, M.N.R.,
(1987) 1 Cc.T.C. 2055 (T.C.C.).
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than independently.*” The third factor to be conslidered is de
facto control.+®

Paragraph 251(2)(b) governs the relationship between a
person and a corporation. This section provides that for a
non-arm's length relationshlip to exist, between an individual
and a corporation, that corporation must be controlled by that
shareholder, either singly*® or through a related group.®® In
cases where a shareholder and a corporation are deemed not to
be related by virtue of this section, there is a general
presumption that they are dealing at arm's length.®*

When determining whether a person and a corporation are
related and therefore deemed not to be dealing at arm's length
paragraph 251(5)(b) applies. This section provides,

"A person who had a right under a contract, in equlty or

otherwise, either immediately or in the future and either

absolutely or contingently, to, or to acquire, shares in a

corporation, or to control the voting rights cf shares in

a corporation, shall, except where the contract provided

that the right is not exercisable until the death of an

individual designated therein, be deemed tc¢ have had the

same position in relation to the control of the
corporation as if he owned the shares; . . .me=2

“7pender Enterprises Ltd, v, M.N.R., [1965] C.T.C. 343
{(Ex. Ct.).

“®Norapnda Mines Ltd, v. M.N.R,, i1987] 2 C.T.C. 2089; 87
b.Tr.C. 379 (T.C.C.); 1T-419, paras. 1l and 13. See further
infra, Chapter V notes 5-38 and accompanying text.

4®"para.251(2)(b){1).

Bopara.251(2)(b}(ii).

*r11T-419, para.l9.

®2The preamble to this section states that the rule only
has effect for subsection 251(2) and s.256.
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This paragraph seems to be aimed at ensuring that 1f a
person is put in a position where he or she is entitled to
control, even contingently, he or she would be subject to the
same disadvantages as i1f they actually had control.®?

Where the buy-sell agreement grants a shareholder a right
or an option to acquire the shares of another shareholder,
paragraph 251(5}{(b) will apply regardless of whether the
option 1s exercisable on the occurrence of a speclfic event.®+*

Paragraph 251(5)(b) does not apply unless all parties have
either a right or an obligation to buy or sell. Accordingly,
this paragraph is held not to apply to either the right of
first refusal,®® or the shotgun provision.®®* The recason for
this is that a right of first refusal cannot be construed as a
right to acquire shares. It ls merely an option to acquire a
xight to acquire shares if the owner of the shares declides to
offer them for sale to a third party.®”

In the case of the shotgun provision, the right to acquire

the shares is contingent on the shotgun clauvse being invoked.

53p.W. Snmith, "Buy-8ell Agreements"

Proceedings of the Thirty-First Tax Conference, 1979
Conference Report, (Toronto: Canadian Tax Foundation, 1980)
665 at €68. See also, IT-419, para.8.

s4w. Bies, pypra, note 38 at 4.

»o1T-64R2, para.3l; IT-419, para.8; See further jinfra,
Chapter II notes 94-108 and accompanying text.

881T-64R2, para.3l. S8ee further infra, Chapter II notes
73-90 and accompanying text.

871T-64R2, para.3l; IT-419, para.8; W. Biles, gupra,
note 38 at 5.
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It {8 only then that one shareholder has the right to acquire

the shares of the offeror by accepting the offer. The
offeror's right to acqguire, on the other hand is contingent on
his offer being rejected by the offeree.®®

Paragraph 251(5}(b) does not apply where +the contract
provides *hat the right to acquire the shares 1is not
exercisable until after the death of the individual designated
therein. It will therefore not apply where one shareholder
has a right to acquire the shares of another shareholder on
his or her death.®®

It has been argued that the words "in the future" and
*contingently” in paragraph 251(5)(b) modify the word "right".
Therefore the right to acquire shares pursuant to a shotgun or
first refusal clause should be considered a contingent or
future right.®°

Notwithstanding the above, Revenue Canada has ruled that
it would not allow the controlling shareholders to argue that
paragraph 251(5)}(b) has the effect of divesting them of
control by glving the appearance of divesting control by
"selling™ the controlling shares to some other person while

retaining an option to repurchase them.*2 Also, paragraph

®%W. Bies, ibid.

5»IT-64R2, para.32; R. v, Alxoy Industries Ltd. (1976),

76 b.T.C. 6220 (F.C.T.D.); Toric Optical Ltd, v. R. (1978),
78 D.T.C. 6310 (F.C.T.D.).

®oW. Bles, pupra, note 38, at 5. This argument has found
some support in the obiter djicta of Mahoney J. in Lusita
Holdings, supra, note 28 at 6299.

¢1IT-64R2, para.33.
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251(5){b) does not deny that actual control is held by the
person who holds it, otherwise it would be possible for the
person who does control the corporation to argue that he or
she was divesting control pursuant to that paragraph, by

giving an option to some other person which such person has no

intention of exercising.*?

C. CANADIAN-CONTROLLED PRIVATE CORPORATION (CCPC)

The issue of control as determined by the buy-sell
agreement, is important for establishing whether a corporation
qualifies as a Canadlan Controlled Private Corporation (CCPC).
A CCPC is defined in the Act as "a private corporation that is
a Canadlan corporation,%® other than a corporation controlled,
directly or indirectly in any manner whatever, by one or more
non-resident persons, by one or more public corporations
(other than a prescribed venture capital corporation) or by
any combination thereof".®+4

The fact of whether or not a corporation qualifies as a

CCPC is important for establishing whether it is entitled to

«217-64R2, paras.33-35;

Viking Feood Products Ltd., v.
M.N.R., (1967, 67 D.T.C. 5067 (Ex. Ct); M.N.R. v, Fritz Werner

Ltd. (1972), 72 D.T.C. 6239 (F.C.T.D.); Yarxdley Plastics of
Canada Ltd., v, M.N.R,, [1966) C.T.C. 215 (Ex. Ct.).

e>pefined in subsection 89(1).

%4para.l125(7}(b) and subsection 247(1); See further,
Interpretation Bulletin, 1IT-458, Sept. 8, 1980, "Canadian
Controlled Private Corporation™.
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the small business deductlion®®?® from the tax otherwise payable

for a year as provided for under the Act.®®

D. ASSOCIATED CORPORATIONS

The guestion of control also determines whether or not
two corporations are associated.®” According to the Act, two
corporations are assoclated 1If one corporation controls the
other, or both corporatlons are controlled by the same person
or group of persons.*® The most significant consequence of
association 1is that where corporations are found to be
associated, they are obliged to share the one annual small
business deduction and the total business limit.®®* The full

small business deduction may not be claimed by each of them.?°

®PI.e. 20% of its active business income for that year up
to a maximum of $200.000 - subsection 125(2); See further,
Interpretation Bulletin IT-73R4 September 13, 1988, "Small
Business Deduction".

®®Subsection 125(2), para.(6)(a); IT-64R2, para.2.

®7See generally, W.G. Beach & M.F. Wheeler, "Assocliated

Coxrporations"
1988 Conference Report, (Toronto: Canadian Tax

Poundation, 1989) 10.1; P. Truster, "Associated Corporations:
The New Rules"
Conference, 1988 Conference Report, (Toronto: Canadian Tax
FPoundation, 1989) 11.1]; R.B. Miner,
(Toronto: Carswell Legal Publications, 1983).

®®Subsections 256(1), (2), and (3)-(6) inclusive, provide
exceptions in certain circumstances where the application of
the general rules would be inappropriate.

®8ee further, W. Beach, psupra, note 67 at 10.2; R.
Miner, supra, note 18 at 8l1-s85, for a discussion of the
other effects of association for the purposes of the Act.

79Subsections 125(2)-(3); IT-64R2, para.l.
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Because the buy-sell agreement provides for rights or
options to purchase shares, care must be taken when drafting
the agreement to ensure that two corporations do not

inadvertently become assoclated or lose their CCPC status.7?

3. THE DEATH OF A SHARERHOLDER

The Act provides that the taxpayer 1is deemed to have
disposed of non-depreciable capital property (such as shares
of a corporation) immediately before death for proceeds of
disposition equal to the fair market value of the property at
that time.?2

The deemed disposition rules do not apply (and the tax may
be deferred), If the capltal property 1s begqueathed to a
spouse or a testamentary spouse trust.”? This 1is called a
spousal rollover. Where the shares are begueathed outright to
the spouse, para.70(6){a) provides a recllover at death, once

the shares vest indefeasibly in the widow or widower within 15

73W. Bies, gupra, note 38 at 3.

72paras.70(5)(a) and (c); If the capital gain arises on
death, the executors may elect to pay the resulting tax in ten
consecutive installments - subsection 15%(5}; F. P. Kirby,
"Phe Capital Gains Exemption: Other Than Qualifying Small
Business Corporation Shares™, Report of the Proceedings of the
Fortieth Tax Conference Report, 1988 Conference Report,
(Toronto: Canadian Tax Foundation, 1989) 30:1 at 30:36; J.
Bernstein, gupra, note 4 at 976.

73g3ubsection 70(6); Para.73(l)(c) defines a spouse trust
as a trust under the terms of which a spouse {5 entitled to
receive all of the income of the trusi that arises before the
spouse's death and no person except the spouse may, before the
spouse's death, receive or otherwise obtain the use of any of
the income or of the capital of the trust,
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moenths of the death of the taxpayer.’*

Revenue Canada's view is that a property vests
indefeasibly in a spouse or child of the deceased, when such
person obtains a right to absolute ownership of that property
in a manner that such right cannot be defeated by any future
event even though that person may not be entitled to the
immediate enjoyment of all ¢tlie benefits arising f£from that
right.?”®

Where the spouse o0f a deceased shareholder is the
beneficiary of the shares and the spouse is not subject to a
mandatory buy-sell agreement, the deemed disposition on death
may be avoided.?®

If the shares which were owned by the deceased immediately
before death are begneathed to a beneficliary and are subject
to a buy-sell agreement, the vesting of the shares in the
beneficiary depends on the terms of the agreement. If a
person acquires shares subject to a buy-sell agreement under a
deceased person's will, and is bound to sell them, the shares
would not be considered to have vested indefeasibly in the

beneficiary for the purposes of subsection 70(6) (which deals

748ee further, R. Witterick, gupra, note 4 at 16.17-

16.18; J Bernstein, gupra, note 4 at 977. See also, infra,
Chapter V, note 2.

7RIT-449, para.l; B. Dontigny Estate v. R,, [1974]
C.T.C. 532 (F.C.A.).

78IT-449, para.8{(d); J. Bernstein, Tax Planning for
(Don Mills, ontario: CCH
Canadian Ltd., 1983) at 146; Parxkes Estate v. M.N.R., [1986]

1 C.T.C. 2262, 86 D.T.C. 1214 (T.C.C.).
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with transfers and distributions to a spouse or a spouse
trust), if they passed subject to the buy-sell agreement.?”

On the other hand, in those cases where the terms of the
agreement simply grant the remaining shareholders an optlon to
acquire the deceased's shares, an executor is required to sell
and the other party to buy the shares before settling the
estate, therefore the shares would not be considered to vest
indefeasibly. Once the taxpayer's executors transfer the
shares to the beneficliary before the option is exercised, the
shares would be considered to have vested indefeasibly in the
beneficiary at the time of the transfer.?®

This result could be avoided if the spouse is made a party
to the buy-sell agreement, with the surviving shareholders
having a call option to purchase the shares of the deceased in
the event of death, failing which the spouse would be entitled
to a put option.”™ 1In such a case, neither party is compelled
to sell or purchase the shares and therefore the indefeasible

vesting can occur.®®

7717-449, para.8(d); Parkes Estate v. M.N.R., ibid.;
See also, R.M. Wise, "Valuation and the Income Tax Act" (1981)

29 Can. Tax J. 626 at 631; J. Berastein, gupra, note 4 at
976-978.

781T-449, para.d(d); This would also apply where the
beneficliary is a trust.

7*R. Witterick, gupra, note 4 at 16.18; R. Wise, gupra,
note 77 at 631; J. Bernstein, gypra, note 76 at 148; See
further, infra, Chapter II notes 72-74 and accompanying text.

®°R. Wise, jbjd., at 631; R. Witterick, jbid., at 16.12-
16.17.
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If the purchase price 1is payable over a perioad of time,
the capital gains reserve may be available.®? The shares
would be acqguired at their adjusted cost base to the
deceased®™® and the sale by tre spouse of the shares for
proceeds iIn excess of the adjusted cost base would give rise
to a caplital gain.®?

Where vhe spousal rollover is not avalilable, the deceased
will be deemed to have disposed of the shares immediately
prior to death for proceeds equal to their fair market value
at that time.®* A capital gain may resnlt and the estate will
acqguire the shares at a cost base equal to the £alr market

value of the shares on death.®?

®ipara.40(l)(a)(iii), if however there is adequate life
insurance, the purchase price would be paid in £ull at the
closing and no reserve would be available - 75(5)(d); J.
Bernstein, supra, note 4 at 983.

®2pPara.70(6)(b); The adjusted cost base, as it applies
to property other than depreciable property, is defined in
para.54(a, as the cost to the taxpayer of the property
adjusted, as at that time, in accordance with the provisions
~E 8.53. Section 53 describes a variety of specific
situations, in which amounts that would otherwise be treated
as capital gains or losses (see note 80 Lelow), or amounts of
ordinary Income, have instead been deferred and appiled to
reduce or increase the cost base of the property for purposes
of measuring a future capital gain or loss - G. Colley, Tax

Principles to Remember, (Toronto: The Canadlan 1Institute of
Chartered Accountants, 1983) at 9-19.

®3para.40(1)(a); A capital gain occurs when capital
property is disposed of and the proceeds of disposition exceed
the cost (or adjusted cost base) of the property plus the
costs of disposition - G. Colley, ibid., at 9-01.

®4para.70(5)(a); J. Bernstein, sucra, note 4 at 978.
®®para. 70(5)(c); J. Bernstein, ibid,
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If the shares are sold pursuant to the buy-sell agreement
for a price equal to the falir market wvalue of the shares at
the time of death, the estate would realize neither a gain nor
a loss on the subsequent disposition of the shares.

Where the shares are subject to a deemed disposition on
death, and are sold to the surviving shareholders by the
@eceased's estate for fair market value as determined in the
buy-sell agreement, the value determined in the agreement has
been held to be the value for both the deemed disposition and
the actual sale, therefore no additional tax should arise.*S

If the purchase price as set in the agreement is less than
the actual proceeds of the sale of the shares by the estate,
the estate will realize a capital loss or possibly a business
investment loss (BIL).®7 If the loss was 1incurred within the
first taxation year of the estate +the capital loses could be

employed to reduce the capital gain arising on death.®®

®®Re Estate of Warwick Beament (1970), 11 D.L.R. (3d) 237
($.C.C.); See also jinfra, Chapter V notes 152-157 and

accompanying text.
®7J. Bernstein supra, note 76 at 979.

®®3ubsection 164(6) - This subsection provides that where
in the course of administering the estate of a deceased
taxpayer, the 1legal representative has, within the first
taxation year of the estate, disposed of capital property of
the estate so that a net capital 1loss arises, the legal
representative shall be deemed to have paid, on account of the
tax payable by the estate for 1its first taxation year, an
amount equal to the difference between the tax payable by the
deceased for the taxation year in which he died and the tax
that would have been payable in the year of death 1f such
excess capital 1loss (or parxt thereof) 1is subject to an
election to be treated as a capital loss of the deceased for
the year of death. If such an election is made, the capital
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4. FUNDING

A. CORPORATE PURCHASE

Corporate legislation in many of the Canadian
jJurisdictions has been amended to permit a corporation to
redeem or repurchase the shares of a deceased or departing
shareholder for cancellation. The corporation may malntain
insurance for the purpose of funding the buy-out.®®

The treatment Ly Revenue Canada of insurance proceeds
pavable to the corporation depends on the date on which the
corporation became a beneficiary under the pollcy.®° If the
shares owned by the deceased are purchased for cancellation,
and the maximum capital dividend 1is declared, there is a
possibility that the deceased and the estate will not be
taxable.®>

Where the corporation is a beneficiary under a life
insurance policy on June 28, 1982, it is deemed not to have
been a beneficiary under such a policy on or before June 28,
1982 where at any time after December 1, 1982 a prescribed
premium has been paid under the policy or there has been a

prescribed increase in any benefit on death under the

logs is deemed not to be a loss to the estate so as to avoid a
duplication. See further, J. Bernstein, gupra, note 4 at
980-982, for a discussion of the implications of this subsection.

**J. Bernstein, Jbid.,, at 998; See further, jinfra,
Chapter IV notes 74-85 and accompanying text.

®ogubsection 89(2)(a).

®*1J. Bernstein, supra, note 4 at 999.
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policy.®=

Where shares are purchased for cancellation, a deemed
dividend arises to the extent that the redemptlion proceeds
exceed the paid-up capital of the shares.?® If the vendor is
an individual, the deemed dividend is treated as an ordinary
dividend, and is therefore given full gross~-up and tax
dividend credit.®+ If the shareholder is a corporation, the
deemed dividend is a an inter-corporate daividend and the
reciplent may be entitled to a deductlion equal to the amount
of the deemed dividend.®®

The corporation may also qualify for a dividend zrefund of
all or a part of its refundable dividend tax on hand as a
result of the deemed dividend that occurs on the purchase of
its sharesg.®*® The corporation may elect to treat the deemed
dividend as a capital dividend.®” This will be received on a
tax-free basis by the estate.®®

The amount cf the deemed dividend 1s not included in the

*2gubsection 89(2).

®33ubsections 54(c), 54(h), and 84(3); J.F. Kennedy,
"Shareholder Agreements" in Speclal Lectures of the Law
Society of Upper Canada,

Blapnina and Administration, (Toronto: Richard De Boo
Publishexs, 1980) 317 at 328; D. Smith, supra, note 53 at 679.
®4para.82(1)(b}) and s8.121.
*BSubsection 112(1}.
®65,129; R. Witterick, supra, note 4 at 16.9.
*7Para.83(2)(a).

*®pPara.83(2)(b).
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proceeds of disposition when calculating whether the vendor
has any capital gain co¢r loss on the transaction.®® This
usually results in the vendor having a capital 1loss egual to
the deemed dividend.2°°

Where the 1rollover is not available, the estate is deemed
to have acquired the shares for a cost eqgual to the deemed
proceeds to the deceased (that 1is, the falr market value
immediately prior to death).*°* If a capital dividend is paid
to the estate, it will not reduce the adjusted cost base of
the shares owned by the estate.

If the wvendor or his or her estate and the corporation
deal at arm's length and the corporation is a small business
corporation, then the loss may qualify us a business
investment loss (BIL).*°2 An allowable business investment is
deductible in full against income of the vendor from any
source, and any unused remainder forming part of the non-
capital losses of the vendor. Therefore, it will be available
against past and future Income of the vendor from any source

within the normal 1limits applicable to any non-capital

®*para.54(h)(x); R. Kirby, supra, note 72 at 30:36.

100R, Witterick, gupra, note 4 at 16.7.

i01J. Bernstein, supra, note 4 at 999; Para.70(5)(c).
i192apara.39(1)(c); Interpretation Bulletin IT-484R

"Business Investment Losses"™ May 5, 1989; See also jinfra,
Chapter V notes 109-113 and accompanying text.
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losses.2°3

If the vendor controls the corporation, then there is no
BIL and any capital 1loss 1is denied under subsection 85(4)
(which deals with 1losses from disposition o¢f property to
controlled corporations}.©<¢

Where the shares are bequeathed to a spouse or a spouse
trust,*°® a spousal rollover may be available on death and the
proceeds from the estate would not be taxable. The deemed
disposition will occur on death and a capltal gain may result
to the estate.*®®

Where the shares are purchased for cancellation, the
adjusted cost base of the shares of the surviving shareholders
remaln constant notwithstanding that the value of those shares
would have increased with the elimination of the shares of the
deceased. Consequently, there is no increase in the tax cost
of the survivors' shares. Survivors therefcre prefer to
purchase shares of the deceased outright in order to increase
the average tax cost base of the shares owned by them.2°7
When the shareholders purchase the shares from the deceased's

estate the shares have an adjusted cost base equal to the

i1e2g.38; R. Witterick, lbid,; J. Vesley, gupra, note 4
at 940.

1C04R, Witterick, gupra, note 4 at 16.8.

i98%para.73(1l)(c).

3o8gap also infra, Chapter v, notes 64-77 and
accompanying text.

207D, Smith, supra, note 53 at 679.



INCOME TAX 189
price paid.x°o®

B. SHAREHOLDER PURCHASE

In cases where the shareholders purchase shares from each
other (cross-purchase), there are income tax considerations
for both the vendor and the purchaser.

The vendo~ or hlis or her estate realises a capital gain or
loss on the sale. This gain or 1loss is determined by
comparing the proceeds of distribution with the adjusted cost
base of the sold shares. The capital gain realised on the
sale is eligible for exemption under the 1liietime capital
gains exemption. However, the amount of capital galins
eligible for exemption at any time is reduced by the taxpayers
cumulative net investment claimed after 1987.2°®

Where the vendor and purchaser deal at arm's length and
the corporation qualifies as a small business corporation as
defined in subsection 248(1), any 1loss may qualify as a
business investment loss (BIL)%2° to the extent that the loss
exceeds the capltal galns exemption claimed in previous
years.1122

Only arm's length transactions can result in BILs, so0o {f

104J. Bernstein, gupra, note 76 at 149; D. Smith, supra,
note 53 at 679.

109%R. Witterick, gupra, note 4 at 16.4.

11%Para.39(1)(c); See further, J. Vesley, gupra, note 4
at 939-940.

iiigubsection 39(9); R. Witterick, gsupra, note 4 at 16.4.
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the buy-sell agreement falls within the provisions of
paragraph 251(5)(b),**? and shareholders are found not to be
dealing at arm's length, they may not be able to claim losses
as BILs.=**?

If payment of the purchase price 1s deferred, the vendor
may be entitled to an exemption under paragraph 40(l)(a)(iii)
(which sets out the general rules for the taxpayer's galin for
a taxation year from the disposition of any property).22+
This is significant 1in those cases where the shareholders
agree to pay the purchase price in installments,*2?

Where the purchaser acquires borrowed funds to purchase
the shares znd the sale price received by the vendor 1Is less
than the borrowed funds, the interest is no longer deductible
if the proceeds are not Iinvested 1in a future qualifying
event, 2218

Where the shares are so0ld as a result of the death of a

shareholder, the adjusted cost base of shares acquired by the

i12g8pe infra, Chapter V notes 35-62 and accompanying text.
1133, Vesley, gupra, note 4 at 940.

124R. Witterick, supra, note 4 at 16.5; J. Vesley,
supra, note 4 at 931, and 937-938.

iisgee further, jinfra, Chapter IV notes 110-120 and
accompanying text; See also, J. Bernsteln, supra, note 4 at
993-998.

138pmerson v, R, (1986), 86 D.T.C. 6184 (F.C.A.), aff'g

85 D.T.C. 5236 (F.C.T...}; McKay et al v, M.N.R, (1984), 84
D-Toc. 1699 (Tuc-c-); n:l- -

ins-Prajrie Pipelines Ltd, v. M.N.R.
{1970), 70 D.T.C. 6351 (Ex. Ct.); R. Witterick, sypra, note 4
at 16.5; J. Vesley, gupra, note 4 at 931.
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deceased shareholder's estate will be the amount of the deemed
proceeds In the deceased's final tax year. When the shares
are sold under the buy-sell agreement no capltal gain or loss
would be realized if the price under the buy-sell agreement is
equivalent tc the falr market value of the shares immediately
before death. The capltal gain or 1loss would have been
realized in the deceased's final year.*27

If the fair market value is higher than the price set in
the buy-sell agreement, a capital 1loss would be realized.
This may offset the capital gain in the year of death if the
provislons of subsectlion 164{(6) of the Act,**® can be
employed.**® [If the sale is not at arm's 1length, then no
capital gain can be realized because the sale would be deemed
to have taken place at fair market value.22°

The tax treatment of purchasing shareholders 1is the
converse of the tax treatment of the selling shareholder or
his or her estate. The purchasing shareholder would have an
adjusted cost base equivalent to the purchase price paid to

the vendor.222

217D, Smith, gupra, note 53 at 677.

128This section provides the terms and conditions for the
disposition of property by the legal representative of the
deceased taxpayer; See also, jnfra, Chapter V note 88.

*a2®p, Smith, gupra, note 53 at ©678.

i2oInterpretation Bulletin, IT-140R2, "Buy-Sell
Agreements", April 14, 1989, para.s6.

121R. Witterick, suwpra, note 4 at 16.6; D. Smith, supra,
note 53 at 678.
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The purchaser has a step-up in the calculation 1in his or
her adjusted cost base, but there is no increase with respect
to the pald-up capital of corporation's shares. The purchaser
is therefore wunable to recover sufficient tax-free funds from

the corporation to cover the payment of the purchase price for

the shares.

C. LIFE INSURANCE
Income tax considerations are important where 1life
insurance is used to fund the purchase of shares upon the

death o0f a shareholder. The most commonly used insurance

arrangements are:
i) criss-cross insurance;
ii) corporate-owned insurance; and
1i} split-dollar insurance.222
In addition to the specific income tax considerations
which may affect these types of insurance arrangements, there
are some general rules which influence the payment of premiums

on an Iinsurance policy. These rules will also be discussed.

I. CRISS-CROSS INSURANCE

Iin this type of arrangement, the parties each undertake to
obtain and maintain insurance on the 1lives of the other

shareholders. The shareholders are responsible for the

1zxgee also jinfra, Chapter 1v, notes 60-85 and

accompanying text for detailed discussion of these insurance
arrangements.
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payment of the premiums and, when a shareholder dies the
proceeds of the policy are used to purchase his or her shares.
The insurance premiums are not deductiblex®*® and after-tax
dollars are used to fund the premiums.224 The corporation
may therefore have to provide the shareholders with additional
funds in the form of dividends or bonuses to pay the premiums.
These funds may attract the corporate distributions tax.*2®
When the shareholder dies, the insurance proceeds are
received tax-free by the surviving shareholders and the
purchase of these shares from the deceased's estate, increases
their adjusted cost base. This means that the surviving
shareholders receive the shares at an adjusted cost equal to
the falr market value of the shares at the time of death.>2e
The insurance proceeds are also beyond the reach of the
corporation's creditors because the insurance policy is held
outside of the corporation. Also, these proceeds cannot be
included by Revenue Canada when valuing the shares for the
purposes of deemed disposition on death, and would not affect

the status of the corporation as a small business

1zaGreen Acres Fertilizer Services Ltd. v, R. 80 D.T.C.
6365 (F.C.A.); In limited circumstances, part of the premiums
may be claimed as a cost of borrowing money under
para.27(1l)(e)(ii): Interpretation Bulletin I?T-309R, Jan. 10,
1979, "Expense of Borrowing Money - Life Insurance Premiums".

124J. Bernstein, supra, note 76 at 145; T. Sweeny,
supra, note 16 at 16.

128gection 183.1; J. Bernstein, gupra, note 4 at 985,

+28J. Bernstein, jbid., at 984; R. Witterick, supra,
note 4 at 16.34.
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corporation.227?

If no rollover applies on death however, or 1if sufficient
capitzal galins exemption 1is not availlable, the deceased
shareholder would realise a capital gain on the deemed
disposition of his or her shares subject to subsectlion 70(5),

once the fair market value exceeds the adjusted cost base.12®

I1. CORPORATE-OWNED INSURANCE

In this case, the corporation maintains insurance for the
purpose of funding the buy-out of shares. The corporation
itself is the pollicyholder and it alsoc pays all the premiums.
When the shareholder dies the proceeds of the policy are used
to purchase the deceased shareholder's interest. This may be
done in either of two ways. The corporation itself can
repurchase the share for cancellation or it can distribute
dividends or bonuses to the remaining shareholders to purchase
the shares.

Two amendments to the Act, the reduction of the personal
tax rates and a change in the calculation of the dividend tax
credit (making dividends subject to tax at a simlilar rate to

taxable caplital gains), have had some influence on the

2273. Bernstein, jibid, 985; D. Drinkwalter, "Funding of
Shareholder's Agreements" Shareholder Agreements and
Disagreements, (Toxcnto: Canadian Bar Assoclation - Ontario
Continuing Legal Education, 1986) at 3; J. Bernstein,
shareholder Agreements: A Tax and Legal Gujde, (Don Mills,
Ontario: CCH Canadian Ltd., 1988) at para.406.

28R, Witterick, psupra, note 4 at 16.34; J. Bernstein,
ibid., at para.406.
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operation of this type of insurance.?>?® It 1is therefore more
advantageous for the corporation, rather than the shareholders
to pay the insurance premiums where the corporation enjoys a
lower rate of corporate tax.>*>?°

Where the corporation qualifies for a small business
deduction, the advantages are increased as the corporation
would have more after-tax dollars available to pa_ the
premiums. Alternatively, the corporation may pay additional
funds in the form of dividends or bonuses to the shareholders
to finance payment of the premiums.*22

When a shareholder dies the proceeds of the policy are
received free of tax and the amount by which these proceeds
exceed the adjusted cost base of the policy immediately before
death, is added to the corporate capital dividend account.,222
This can later be dlstributed as a capital dividend out of the

capital dividend account and no part of the dividend will be

i2%J. Bernsteln, gupra, note 76 at 148.

12°B. Wilson, gupra, note 4 at 16:11; See also, infra,
Chapter V, notes 87-105 and accompanying text.

*313ee also, J. Bernstein, gupra, note 73 at 148, for a
detailed illustration of how this concept works.

132The Capital Dividend Account - para.89(1l)(b)(iv),
which replaced the Life Insurance Capital Dividend Account
(LICDA) (repealed effective May 23, 1985) has important
implications for the taxation of the proceeds under the buy-
sell agreement. For discussion of these accounts, see R.
Witterick, supra, note 4 at 16.11 -16.12; B. Wilson, supra,
note 4 at 16.7 -16.11; J. Bernstein, gsupra, note 4 at 966-
973; M.H. Ibister, "Shareholders' Agreements - Revisited"
(1985) 33 Can. Tax J. 835; D. Drinkwalter, gsupra, note 127 at
2; T. Sweeny, gupra, note 16; IT-66R5, "Capital Dividends
and Life Insurance Capital Dividends".
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included in the income of the shareholder.>*>

The adjusted cost base of the purchaser's shares remain
constant. The insurance proceeds may be distributed to the
surviving shareholders through the capital dividend account,
and these funds are then used to discharge the debt owing for
the purchase of the deceased's shares. The capital dividend
can also be used for the deemed dividend arising from
corporate purchase,*¥*

One of the problems with corporate-owned insurance ls that
Revenue Canada may assess a capital galn on the basis that the
fair market value of the shares includes a portion of the
insurance proceeds received by the corporation.*?® In Quebec,

where the Succession Duty Act is still in force, the insurance

proceeds would be included in the valuation of shares.*?®

I1I. SPLIT-DOLLAR INSURANCE

Here, the individual shareholders purchase participating
whole of life policles on a criss-cross basls and pay all the
premiums until the policies acquire a cash surrender value,
The policies are then assigned to the corporation as co-owner,

and it wundertakes to pay that portion of the premiums

132xp, Smith, supra, note 53 at 684,

134R, Witterick, supra, note 4 at 16.35-16.36; D. Smith,
ibid., at 683-684.

12»ogee infra, Chapter V notes 166-172 and accompanyling text.

23e7, Bernstein, sypra, note 76 at 128.
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representing the increase in the cash surrender value. The
balance c¢f the premium, which amounts to the mortality gain of
the policy, is palid by the shareholders.

Additional term insurance may then be acquired using the
fifth dividend optlon in the policy.2?” When a shareholder
dies, his or her estate would receive an amount egual to the
face value of the original policy, (because it would be
entitled to be paid the mortality gain under the policy, plus
the additional coverage). The corporation, on the other hand,
would@ be paid the cash surrender value of the original
policy.23®

Corporate funds which have been taxed at the corporate
rather than at the shareholder level are used to discharge an
increasingly higher portion of +the premiums. Where the
shareholders' tax rates exceed that of the corporation, this
represents a distinct advantage as fewer after-tax dollars are
used towards the payment of premiums.>*

It could also be argued that, since the proceeds of the
policy are payable directly to the surviving shareholders,
this should not be a factor in determining the vzlue of the
shares owned by the deceased at the time of death for the

purposes of the deemed disposition on death under the Act.2+°

1378ee further jnfra, Chapter Iv note 94-95 and
accompanying text.

13®see further Chapter IV notes 86-98 and accompanying text.

13*s. Silver, "Estate Planning in Canada" (1979) 27 cCan.
Tax J. 206 at 207; J. Bernstein, gupra, note 4 at 986.

Lfilhig .
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However, the tax authorities may include the premiums paid by
the corporation in computing the income of each shareholder.
The basis for this concern is that there 1is a differential
between the premlum cost which the corporation would pay for
ordinary insurance and the premium for the less expensive term
insurance, which would be paid by the shareholder under the
policy.**2

This difference may be assessed as elther an employee
benefit, an appropriation of property to a shareholder, or a
loan.**2 This is based on the fact that after the first few
yYears the corporation will pay the premiums on the policy, and
the shareholder would still be entitled to an amount equal to
the full proceeds of the policy.**® Because the corporation
recejves the cash surrender value of the policy 1t may be
possible to argue that the corporation has not conferred a
benefit on the employee and thus remalns entitled to
reimbursement for the premiums which it has paid.2++

Revenue Canada has not yet formulated an assessing
practice for this type of insurance. However, 1f the proceeds
of the 1insurance pollcy do not qualify for exemption from

income tax, the corporation may be taxable on the income

1413, Bernstein, supra, note 4 at 986.

i42para.6(l)(a), subsection 15(1), or subsection 15(2);
J. Bernstein, lbid., at 987; D. Smith, gypra, note 53 at 685.

1435, S8ilver, supra, note 139 at 207.

144J, Bernstein, supra, note 4 at 987.
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element .22

IV. PREMIUNMS

The cost of l1ife insurance premiums can be borne either by
the shareholders or by the corporation itself.

Where the corporation is {n a lower tax bracket than the
individual shareholder, it is more advantageous to have the
corporation bear the insurance premiums. Alternatively, the
corporation may distribute additional funds to the
shareholders by way of dividends or bonuses to finance premium
payments.*4® If the premiums on the insurance peolicy are
financed by the individual shareholders, rather than by the
corporation, the proceeds of the policy may be protected from
the corporation's creditors.>+7

The premiums pa?d under the 1life insurance policy are
generally not regarded as a deductible expense for tax
purposes.*4® The administrative exception to this rule occurs
where a lender has required the assignment of a term life

insurance policy as collateral security.*+® Revenue Canada

+491.e. the amount by which the accumulating fund, at the
end of the fiscal year, exceeds the adjusted cost base of the
corporation at the end of that year. See further, J.
Bernstelin, ibid,, at 965, note 22.

i42y. Bernstein, ibid,.,, at 973.
1477, Bernstein, ibjid., at 974.

34e1T-309R; Green Acres Fertilizers Services Ltd. v. R.,
supra, note 123; Eguitable Acceptance Corporation Ltd, v.

M:-N.R. (1964), 64 D.T.C. 5045 (Ex.Ct); Bernstein, supra, note
4 at 973.

14*Para.20(1)(e){ii); IT-309R.
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has held, that it will not accept the deductions on a whole of
life policy even where by reason of poor health or advanced
age an individual is unable to acgquire term insurance and
instead assigns an existing whole 1life insurance policy.*®°
The funds for the payment of the premiums would have to be
borrowed for business or investment purposes rather than for
personal expenses before the premiums could be deductible.*?*
When determining the reasonableness of the amount of the
deduction claimed, Revenue Canada will consider the

outstanding amount of the loan and other collateral

provided,®?

5. VALUATION
The rights and restrictions attached to the shares under
the buy-sell agreement may affect the way in which these

shares will be valued for income tax purposes.*®? They will

asovpevenue Canada Round Table™, Report of the Thirty-
Third Tax Conference, (Toronto: Canadian Tax Foundation, 1982)
at 726-66, question 46, at 759-60; But see, Apntoline Guertin
Ltee. v. R, (1981), 81 D.T.C. 5268 (F.C.T.D.)}, where an amount
equal to the premiums for term Iinsurance =—overing the amount
of the loan was held to be deductible.

aBipousseay Metal Ipc., v. M.N.R,, (1979), 79 D.T.C. 467
(T.R.B.); Direct Lumber Company Ltd v, M.N.R., (1981), 81
D.T.C 627 (T.R.B.); Economy Carrjers Ltd. v, M.N.R., (1984),

84 D.T.C. 1230 (T.C.C.); GCote-Reco Inc. v. M.N.R,, (1980), 80
D.T.C. 1012 (T.R.B.); But see Green Acres Fertilizers Ltd. v.

R., supra, note 121.

asz3, Bernstein, supra, note 4 at 975; IT-309R.

153

state of
[1972] 5 W.W.R. 23 (B.C.S.C.); aff'd [1972]
c.7.C. 561 (B.C.C.A.); aff'd [1974) C.T.C. 222 (8.C.C.). But
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also determine whether or not parties to the transaction are
dealing at arm's length at the ti.me of the agreement and
therefore whether the shares will be valued according to the
agreement or given thelr fair market value.

The question of whether or not the valuation provided in
the buy-seil agreement will be acceptable for the purposes of
subsection 70(5} of the Act (which deals with the valuation of

shares on the death of the taxpayer), was 1looked at in the

case of Egtate of Arthur Warwick PBeament v. M.N.R,>®* The

court in this case upheld a buy-sell agreement which provided
for the corporation to be wound-up as soon as possible after
the death of the deceased. They held that the value of the
shares for income tax purposes could not exceed the value
which the executor could receive on a winding-up. 1In the
words of Chief Justice Cartwright,

"Once it is established (and it has been conceded) that
the contract binding the deceased and his executors to
have the Company wour.® up was valid, the real value of
the shares cannot be more than their holder would receive
in the winding-up. To suggest that they have in fact any
other value would be altogether unrealistic. When the
true value of the shares in the circumstances which exist
iz readily ascertalnable, I can find nothing in the Act
that requires the computation of the wvalue they would
have had under completely different circumstances followed
by an inquiry as to whether any deductions shculd be made
from that value.

It would of course, be within the power of Parliament
to enact that an asset of a deceased person which in fact
could produce only $10,725.98 for his estate should be
valued for the purposes of taxation at ten times that
amount but, in my orinion that would require clear and

see, Winram v, M.N,R., {1972) 27 D.L.R. (3d) 763 (F.C.).
is<4gupra, note 86.
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unambiguons words to bring about such a result. Nowhere

in the words of the statute can I £ind the expression of

such an intention applicable to the facts of the case at
bar . HiohH

This issue was discussed further in the case of J,J, West
Estate v, Min, of Finangce for the Province of British
Columbia*®®. Here a buy-sell agreement provided for tha price
of the shares to be determined by a formula method of
valuation and under speciflc cilrcumstances. The price so
determined fell below the fair market wvalue of these shares.
The gquestion for the court was whether or not this price
constituted the "value" of the shares for the purposes of the
Succession Duty Act of British Columbia.®®? The courts held
that the transfer restriction under the agreement was relevant
and therefore +the fair market value of the shares for the
purposes of the Act, was as determined under the agreement.

The two cases discussed above seem to establish clearly
that the price as determined under the buy-sell agreement
would be the accepted price for these shares once the partlies

are dealing at arm's length.*®®

io81Ibid,, at 242.
188[]1976)] C.T.C. 313 ( B.C.8.C.).

187R.B.8.C. 1960, c.372.

ins8The corresponding American position is that the price
fixed by the agreement will be accepted if four conditions are
satisfied. These are:
(1) the agreement restricts the rights of a shareholder to
dispose of his shares during his lifetime;
(2) the estate is obligated to sell at death either under

a mandatory agreement or at the option of a designated
purchaser;
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The situation is somewhat different if the parties do not
deal at arm's length.:®® Revenue Canada's posltion is that
where the property Is acqulred in a non-arm's length
transaction, it 1is a question of fact whether or not the falr
market value of shares will be determined by subsection 70(5),
without reference to the buy-sell agreement".>*° When the
estate of the deceased shareholder sells the property to the
surviving shareholders pursuant to the buy-sell agreement,
para.69(1}(b) applies®**®*2* and it is also a question of fact
whether the fair market value will be Aetermined without

reference to the buy-sell agreement.>¢2

(3) the price must be either fixed by the terms of the
agreement or there must be a method stated for its
determination in the agreement;

(4} the agreement must represent a bopa fide arm's length

transaction and not a substitute for a testamentary
disposition.
I.R. Campbell, "The Concept of Fair Market Value" in 8Special
Lectures of the Law Soclety of Upper Canada, Recent
Developments in Estate Planing anpd Admipistration, (Toronto: -
Richard De Boo Ltd., 1980) 297 at 312-313; R. Wise, gsupra,
note 77 at 683.

io*see lnfra, Chapter V notes 39-62 and accompanying text.
+898ection 69; 1IT-140R3, para.2.

+811T-140R3, para.2; Para.69(l)(b) reads,

"Except as expressly otherwise provided in this Act,. . .

(b) where a taxpayer has disposed of anything
(1) to a person with whom he was not dealing at arm's
length for no proceeds or for proceeds less than the
falr market value thereof at the time he so0 disposed
of it, or
(ii) to any person by way of gift Jinter vivos, he
shall be deemed to have received proceeds of
disposition therefor equal to that fair market value

"

1821T-140R3, para.3.
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These rules would usuvally apply whether the agreement is
between shareholders only or between shareholders and the
corporation.*9?

Problems may arise if Revenue Canada's assessment of the
value of the deceased's shares exceeds the amount which the
estate receives for the shares under the buy-sell agreement.
In such a case, the estate would be taxed at a rate higher
than the amount which it actually received for the deceased's
shares.

Cullity, Forbes and Brown, in their text provide a useful
illustration of the anomaly that this situation can create,

"Assume the parties are not at arm's 1length. The
adjusted cost of the deceased's shares is $100,000.00.

Under the buy-sell agreement the shares are to be so0ld for

$200,000.00. Fair market value for purposes of subsection

70(5) is deemed to be $300,000.00. The deceased's capital

gain is §300,000.00 - $100,000.00. = $200,00.00. The

estate will acquire the shares at a cost of $300,000.00.

The estate will only receive $200,000. on the sale

pursuant to the agreement. Nevertheless, the estate

cannot claim to have realized a capital loss. It is

deemed to have recelved proceeds equal to the fair market
value or $300,000."1s«

To guard against such a situation, shareholders are
advised to be cautious when fixing a pre-determined price in a
buy-sell agreement, especially where the parties do not deal
at arm's 1length. Where there are no other significant
overriding considerations, one possible solution may be for

the parties to attempt to calculate a purchase price by

143R, Levine, supra, note 5 at 21.

1&4M.C. Cullity, R.E. Forbes & C.A. Brown,
ng, (Toronto: Carswell, 1984) at 632-633.
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reference to the proceeds which the deceased would be deemed
tec have received in his terminal year.:¢®

Paragraph 70(5)(a) provides further that a shareholder is
deemed to have disposed of his or her property immediately
before death for an amount equivalent to the fair market value
at that time. In some cases, a corporate share repurchase
plan may exist through which the corporation may own a life
insurance policy on the life of the deceased shareholder. The
proceeds of such a plan would be used either by the
corporation or the remaining shareholders to purchase the
shares of the deceased.2%®

In the event of such an arrangement, questions may be
ralsed as to the extent to which these proceeds or the value
of the 1insurance policy on death should be taken into account
in valuing the deceased shareholder's shares.x®?

The issue appeared to have been dealt with in the case of
Mastropardi FEstate v, M.,N.R.*** where 1t was held that
insurance proceeds received by the corporation as a result of
the shareholder's death should not be taken into account when
valuing the shares of the deceased shareholder prior to his

death in accordance with section 70(5).

ie5M. Cullity, ibid., at 632,

i1ssgpe further infra, Chapter YV notes 6-13 and
accompanying text.

187M. Ibister, pypra, note 132 at B35.
168019771 C.T.C. 355 (F.C.A.).
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The Mastropardi decision was somewhat modified by the
enactment of subsection 70(5.3) of the Income Tax (Capada)
Act. This subsection provides for the determination of the
fair market value of shares immediately before the death of a
shareholder and where the disposition of these shares are
deemed to be as a direct consequence of the shareholder's
death.

Subsection 70{5.3) also provides that where the
corporation is the beneficliary of any life insurance policy on
the life of the deceased shareholder, and where the death
occurred before December 1, 1982, the value of the policy
shall be its cash surrender value immediately before death as
determined under paragraph 148(9)(L) tes

Revenue Canada has held that, in determining the cash
surrender value of an insurance policy for the purposes of
subsection 70(5.3), elements such as outstanding policy loans,
policy dividends and interest payable on such dividends, as
well as prepaid premiums and dividends left on deposit are to

be disregarded.*”® This is so, even though the value of these

is¢*Interpretation Bulletin IT-416R3, July 10, 1987,
"Valuation of Shares of a Corporation Recelving Life Insurance
Proceeds on Death of a Shareholder" para.2; Para.l48{(9)}(b) of
the Act reads,

"{b) "cash surrender value®. - "cash surrender value" at a
particular time of a life insurance policy means its cash
surrender value at that time computed without regard to
any policy loans made under the policy, any policy
dividends (other than paid-up additions) payable under the
policy or any interest payable on such dividends:"

+72IT-416R3, para.d.
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elements may affect the value of the shares of the corporation
which is the owner and beneficiary of the policy.7*

The above factors are of minimal significance if the
insurance policy has 1little or no cash surrender value.
However, where the policy has a substantial cash surrender
value, the effect of subsection 70(5.3) may be to increase the
capital gain realizable on the shares as the cash surrender
value may be included in the overall value of the shares.>7=

Where the parties have dealt at arm's length, such an
increase may be offset by a capital loss realized on the sale
of the shares after death pursuant to the buy-sell agreement.
The sale would have to be effected within the first taxation
year of the estate if this particular benefit is to be
realized.x7>

Where subsection 70(5.3) does not apply, i.e. where the
death occurred before Dec. 2, 1982, the valuation will be
based on the relevant facts pertaining to the deceased in the
particular case shortly before death. The factors to be
considered include the cash surrender value of the policy, the
life expectancy of the insured based on mortality tables, and

the state of health of the insured as it would have been known

J\.‘?J..Ib:d R

173aM, Cullity, gsupra, note 164 at 633-634. See further,
M.H. Ibister, gsupra, note 132 at 840-842; H.J. Kellough &
P.E. McQuillan, v
Shareholders, (Toronto: Canada Tax Foundation, 1983) at 533-535.

+733ubsection 164(6); IT-140R3, para.4; See further
infra, Chapter V, note 88 anad accompanying text.
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to others.274

It may also be arguable that the value of the shares was

reduced as a result of the death of a key employee.278

6. CONCLUSION

The foregoing discussion on some of the income tax
considerations relevant to the buy-sell agreement has just
skimmed the surface of a very complex area of income tax law.
The most significant implications of this subject seem to
result from the determination of control as established by the
buy-sell agreement. These determinations will also af<ect
share valuation and the finarncing of the agreement.

This area is by no means the domain of laypersons. The
limited discussion undertaken in this chapter has therefore
aimed at alerting the reader to the range of relevant issues,
The parties preparing the buy-sell agreement are advised to
consult a tax specialist if they wish to avoid unpleasant

surprises at a later date.

1741T7-416R3, paras.4-5: Para.5, details this example:

*. . . the value of an insurance policy could approach its
face value 1if it were known that the insured had a
terminal illness or was critically injured as a result of
an accident and not expected to recover. Conversely, it
would have 1little added value if a person in apparently
excellent health were to die unexpectedly as a result of
an accident or heart attack . . ., ."

172J. Bernstein, gsupra, note 4 at 965; IT-416R3.



1. GENERAL

The concept of a contract between shareholders of a
corporation Is not novel. The courts have approved the use of
agreements among shareholders from time to time.* However,
these agre:ments were only valid to the extent that they
affected the shareholders in their capacity as shareholders.Zz
The legality of agreements between shareholders is now
endorsed by many of the business corporations statutes in
Canada® through the provisions sanctioning the unanimous
shareholder agreement.

Once the buy-sell agreement meets certain specified
conditions, that 1s, it is in writing, restricts the powers of
directors, and is signed by all shareholders it becomes a

unanimous shareholder agreement within the statutory -

iP. Finn, "Shareholder Agreements" (1978) 6 Aus. L.J. 97
at 99-100; M.A. Pickering, "Shareholders Voting Rights and
Control™ (1965) 81 L.Q.R. 248,

?Ringuet v. fergeron, (1960] 24 D.L.R. (2d) 449, S.C.R.

672 (8.C); Metherwell v. Schoof, [1949) 4 D.L.R. 812 (Alta. S.C.).

3Canada Business Corporatjions Act, S.C. 1974-75-76, c.33,
s.140, as amended by S8.C. 1978-79, c.9, s5.42, (hereafter
called the C.B.C.A.). Unless otherwise noted, statutory
references in this chapter are to the C.B.C.A. For the
purposes of comparison however, references shall also be made
to, Businege Corporations Act 1982, S.0. 1982, c.4 s.108,
(hexreafter called the O0.B.C.A.); Business Corporations Act,
8.A. 1981, c.B-15, 8.140, (hereafter called the A.B.C.A.).
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provisions.*

2. THE PRESUMPTION OF TRANSFERABILITY

The major objection to the validlty of the buy-sell
agreement has always been based on the fact that stock was
seen as belng personal property and therefore transferable as
personal property unless there was some binding restriction.?®
In the case of the shareholder agreement, the limitation on
the transfer of shares was discouraged on grounds of public
policy.*

The Amexican position, which has been buttressed in many
instances by legislation, traditionally prohibited
restrictions in any form.” However, neither the English nor
Canadian courts have customarily viewed stock solely as
personal property inalienable by nature.® In the case of
Creenlaygh v. Mallard,® Lord Greene stated,

"Questions of construction of this kind are always
difficult, but 1in the case of the restriction of transfer

48ee further jinfra, Chapter vIi notes 47-63 and
accompanying text.

SGreenlaugh v. Mallarxd, [1943] 2 All.E.R. 234 (C.A.).

*W. Painter, "Stock Transfer Restrictions: Continuing
Uncertainties and A Legislative Proposal™ (1960) 6 Vill. L.
Rev. 48 at 49-50.

7F.H. O'Neal, R.B. Thompson, Q' '
3d ed., (Illinois: Callaghan's Company, 1987), c.7.08, 7.09.

*L.C.B. Gower, "Sume Contrasts Between British and
American Corporatiosn Law" (1956) 69 Harv. L.R. 1369 at 1377-78.

*Supra, note 5.
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of shares I think it is right for the courts to remember

that a share, beling personal property, is prima facie
transferable, although the conditions of the transfer are

to be found ip the terms 1laid down 1in the articles. 1If
the right of transfer, which is inherent in property of
this kind, is to be taken away or cut down, it seems to
me that it should be done by language of sufficient
clarity to make it apparent that was the lntention.®2°
In reality the corporate share can be seen as possessing the
contradictory characteristics of both contractual and personal
property. Problems of defining the nature of a share can be
seen as directly related to the failure of the courts to take
account of its dual nature.2?
The attitude of the courts has changed over time and the

validity of restrictions are now determined within stzted

guidelines with each case being decided on its own merits.22

3. THE ATTITUDE OF THE COURTS
The validity of the buy-sell agreement has been generally
accepted by the courts.*® The courts will, however, view the

restrictions created by the buy-sell agreement on the basis of

*orbid., at 237.

iip.pP. Coates, "Share Transfer and Transmission
Restrictions in the Close Corporation™ (1968) 3 U.B.C. L. Rev.
96 at 106; Painter, supxa, note 6 at 54.

128ee O'Neal, gupra, note 7 at c¢.7.06, for a review of
these guidelines.

13Trimac Ltd, v. C-I-L Inc, (1987), 52 Alta. L.R. (23)
263 (Q.B.); (1987), 53 Alta. L.R. (2d) 97 (C.A.); Fleisher
v, Rosenbloom (1988), 53 Man. R. (2d) 247 (Q.B.); Re Danjels
& Fielder (1988), 65 O.R. (2d) 629 (H.C.J.), are just a few
examples of cases in which the wvalidity of the buy-sell
agreement was accepted without discussion.
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whether the facts of a particular case merit the bypassing of
the policy considerations against restricting alienation of
personal property.

If these restrictions are reasonable in the clircumstances
and the transferee had notice of them, they will usually be
upheld by the courts. When determining the validity of
transfer restrictions, the courts have considered factors such
as the size of the corporation, the type of restriction, and
the 1likelihood ¢th»t the restraint will promcte the best
interests of the corporation as a whole,*4

The courts have held that they will not permit the rights
of a shareholder to be cut down by vague equivocal language.*®
Likewise, absolute restrictions have been held by the courts
to be invalid.2* Where the restriction is 1limited in time,
it may be upheld 1f it 1is thought to be reasonable and
necessary in the circumstances.»”

In some cases, directors may have a discretion to refuse
their consent to a proposed transfer of shares. This
discretion must be exercised bopna fide and in the best

interests of the corporation.®*® The onus of proving improper

*40'Neal, gupra, note 7 at c.7.06-7.09.
1ope Smith & Fawcette, [1942) Ch. 304 (C.A.) at 306.
*eontarjo Jockey Club v, McBride, (1927) 4 D.L.R. 30,

[1927] A.C. 916 (P.C.}); 8See further, infra, Chapter II, notes
51-57 and accompanying text.

27G.D. Hornstein, "Judicial Tolerance of the Incorporated
Partnership” (1953) 18 Law and Contemporary Problems 435 at
t47; See further jipnfra, Chapter II, notes and accompanying text.

18Re Smith and Fawcette, supzra, note 15.
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conduct is on the party alleging the breach.2®
The buy-sell agreement may take a variety of forms
depending on the facts of a particular case and the
clrcumstances of the parties involved. The validity of the
agreement will however depend, on both its form and the

circumstances under which it is being imposed.=°

In the case of Ontario  Jockey Club v. McBride,2* Lord

Wrenbury stated,

"That restrictions may be placed upon a shareholdert's
right of transfer of his shares cannot be questioned.
The cases are numerous in which such restrictions have
been upheld. 8hares are prima facje transferable. But
there is no 1law which precludes the shareholders from
contracting for wvalue that they shall submit to any
reasonable restriction which they choose to agree to. It
may be for the benefit cf the company that, for instance,
shares shall not be transferred to rivals in the
company's trade. A restriction which precludes a
shareholder altogether from transferring may be invalid
but a restriction which does no more than give a pre-
emptive right is wvalid.m=z2=2

The decision in the case of Mica Management Centre Inc,
v, Lockett?® also seems to confirm this position. The facts
of this case were that L, the defendant, was a minority
shareholder in M, the plaintiff corporation. L was also party

to a buy-sell agreement which provided the method for setting

i*1bid.; 8See further infra, Chapter 1II notes 58-64 and
accompanying text.

*93ee further jipfra, Chapter II.

22gupra, note 16.

#2[1927) A.C. 817, per Lord Wrenbury, at 923.
23(1986), 37 B.L.R. 209 (Ont. H.C.J.).
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the purchase price for his shares. The defendant exercised
his right to dissent under section 184 of the Qntario Business
Corporations Act, 1982. M accordingly complied with
subsection 184(1l) by endorsing the share certificate in
blank. The plaintiff corporation later offered to purchase
the defendant's shares In accordance with the buy-sell
agreement on the basis that they considered the price therelin
to be the fair market value of the defendant's shares. The
defendant rejected the offer and M appllied to the courts to
fix a fair value. The question for the court was whether the
provisions of section 184 (of the Ontario Buslnevs
Corporations Act) overrode those of the buy-sell agreement
between the parties. The court rejected the submission that M
had waived its rights wunder the buy-sell agreement by
complying with section 184 of the statute. Reid J. stated,

"The sanctity of contracts freely entered into by
business people has always been accepted by Judges as
fundamental to business 1life. There is reason to think
that legislators hold the same view. The Courts are
reluctant to interfere and do so0 only in the cause of
justice. Legislators have as well been traditionally
reluctant to interfere. Given that, it is difficult for
me to read into s5.184 an intention to override a contract
which dealt, in  effect, with the very situation
contemplated by the sectlion and which appears on its face
to be otherwise valid. In the pending action Iits
validity is not challenged.n2<

This declsion was given without reference to the earller

case of Re Burxy and_ Bell v, Gouinlock,2® agalinst which it

241bid,, at p.217.

25(1985), 12 D.L.R. (4th) 451; 1{1984] 48 O.R. (24) 57
(H.C-J.).
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could be viewed. The court in this case stated in relation
to paragraph 247(3)(c)?**® of the Ontario Business Corporations
Act that,

"3ince the court has been gliven power to remodel a

shareholder's agreement, it seems to me that the court

must also have authority under the section to set limits

to the exercise of a power given by a shareholders'

agreement, i1f the court <£inds that a particular exercise

of power has the effect ailmed at by section 247(2)".27

The court therefore determined that section 247 may give
relief in €face of a valid contract between the parties. The
court also noted that this was particuiarly true of the
present case where no attempt was being made to invalidate any
provision in the agreement but rather was intended to provide
relief from oppressive conduct.=z®

These two decisions would therefore 1lead one to the
conclusion that any interference by the courts with the terms
of the buy-sell agreement is discretionary. The courts seem
reluctant to invalidate such agreements without Jjust causez*

but are prepared to grant relief contrary to the terms of an

agreement without questioning the validity of the agreement.?2°

28This paragraph deals with an application under the
oppression remedy for an order to regulate a corporation's
affairs by amending the articles or by-laws or creating or
amending the unanimous shareholder agreement.

27]kid., at 58. This case is discussed further under the
heading, "The Effect of Statute on the Validity of the Buy-
Sell Agreement™ jnfra, Chapter VI notes 68-72 and accompanying
text.

**Mica Management Centre Inc., supra, note 23.
Iilbig
>°Re Bury and Bell Gowinlock Ltd., supra, note 25.
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4. THE RULE ACAINST PERPETUITIES

The rule against perpetuities 1is defined as a rule that
invalidates contingent property rights that vest too
remotely.** It was generally assumed not to apply to transfer
restrictions. The authority for this proposition has been the
case of Borland Trustees v, Steel & Co,,*? where the
restrictlion was upheld on the grounds that it was a perscnal
contract and that the rule agalnst perpetulities had no
application to personal contracts.

This 1ruling has been challenged by the case of Re
0gilvy,®® in which Lelff J. stated that,

"The options or conditions calling for the sale of the

shares to the Ogilvy estate are therefore unenforceable

on two grounds: they create interests which may not vest

within the perpetuity period, and they constitute general

restraints on alienation"?<

This would suggest that the rule against perpetuities
applies to contracts, including a shareholder's rights underx

an agreement to purchase the interest of other shareholders,

to the extent that they create such interests.®® For example,

>*Report on the Rule against Perpetuitjes, Report #49,
{Law Reform Commisrsion of Manitoba, 1982); 8. Robinson,
"Shareholder Agreements: Control and Divorce Provislons"®

Critical Issues Ipside Maijor Business Agreemepnts, (Toronto:
Insight Press, 1984) at 23; E. H. Burn, Chegshire's Modern Law
of Real Property, 1l3th ed. (London: Butterworths, 1982) at 295.
201901} 1 Ch. 279.
33(1966), 58 D.L.R. (2d) 335 {(Ont. H.C.). See also, D.

Coates, gsypra, note 11 at 105, where these two cases are
distinguished.

*4Re Ogjlvy, ibid.
3sReport on the Rule against Perpetujties, supra, note 31.
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at common law, a transferable option to purchase shares,
unlimited in time, would be invalid.®® The justification for
applying the rule to such an option is thought to be that the
goods Iinvolved are unique and the contract is capable of
specific performance. The option thus creates a property
right in the optionee.?®”

The question in each case is whether or not the right to
acquire the shares created a property Iintezest in the person
possessing the right. Where the right creates such an
interest, the rule would apply.>*

In the case of a sland Pet e a, v

v Wi oducts Divis ++?* the
courts held that the rule against perpetuities does not apply
to the right of first refusal. The reasoning here suggested
that because the right of first refusal was merely a right to
acquire only after another person decided to sell, it did not
create a property right in its holders,*°

The application of the rule agalnst perpetuities |is
unclear in relation to contingent rights to acquire shares in

the close corporation, such as the shotgun. In each case, the

*¢0'Neal, gupra, note 7 c.7.05, note 12.

27S. Robinson, gupra, note 31 at 23.
3*1bid., at 24.

*®*(1979), 50 D.L.R. (3d) 265 (8.C.C.); Perpetujties Act
{Alberta) S.A. 1988, c.8-61, subsection 17(4).

“ccapadian Long Island, ibid., at 277.
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question is whether the right creates a property interest in
its holder. 1If it does it would be subject to the rule. Like
the right of first refusal, the shotgun is merely a right to
acquire shares contingent on these being offered for sale on
the one hand, or on an offer being refused on the other hand.
The shotgun provision may therefore come within the ruling of
the Canadian Long Island case.4*

Also, in many cases, rights such as these which do create
some property Iinterests capable of vesting beyond the
perpetuity period, are saved by the "wait and see" clause in
the Perpetuities Act.<2 The wait and see clause states that
where a contingent interest 1is capable of vesting within or
beyond the perpetuity period, it is presumptively valid until
actual events establish that the interest 1is 1incapable of
vesting within the perpetuity period, in which case it would
be void.+? It also provides that where the interest is
incapable of vesting beyond the perpetuity period, it shall be
treated as valid.++

The Ontario statute however provides that general powers

are presumed valid until it is established that they cannot be

423, Robinson, supra, note 31 at 24.

42R.8.0. 1980, c.374 as amended 1986, c.64; S.A 1976,
c.P-4; 8. Robinson, gupra, note 31 at 24; See generally,
Report on the Rule against Perpetujties, supra, note 31.

4?Perpetuities Act, R.S.0. 1980, c.374 as amended 1986,
c.64, para.4(1)(a).

*4Ibjd., para.4(l)(b).
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exercised within the perpetuity period. Specific powers,

options or any such rights which would have been valid but for
the Act, are void for remoteness only and if the right is not
exercised within the perpetuity period.<®

When drafting the buy-sell agreement, the parties should
be aware of the potential for invalidation of these provisions

and should advise their clients accordingly.+s

5. THE EFFECT OF STATUTE ON THE VALIDITY OF THE AGREEMENT
A. THE UNANIMOUS SHAREHOLDER AGREEMENT

The various business corporations statutes play a very
important role in determining both the 1legality and the

effectiveness of the buy-sell agreement.

Section 146(2) cf the ada
reads,
"(2) Unanimous shareholder agreement.- an otherwise

lawful written agreement among all the shareholders of a
corporation, or among all the shareholders and a person
who is not a shareholder, that restricts, in whole or in
part, the powers of the directors to manage the business
and affairs of the corporation. . . n4a7
If the buy-sell agreement meets these conditions it becomes a
unanimous shareholder agreement and is therefore protected by
the provisions of the business corporation statutes relating

to the unanimous shareholder agreement.

48]1bid,, subsections 4(2)-(3),
4®S. Robinson, gupga, note 31 at 25.

478ee also, s. 146; 0.B.C.A. 8.108; A.B.C.A. 5.140.
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The application of the unanimous shareholder agreement
ralses some technical problems which have not yet been
resolved by the courts.*® In the first instance, one may wish
to question whether it 1s necessary for the unanimous
shareholder agreement to specify the word "unanimous" within
the agreement ltself before it can be said to comply with the
provisions of statute.<? The primary purpose behind the
statute is to validate transfers o¢f management powers from
directors to shareholders if they so desire.

Once the unanimous shareholder agreement restricts the
power of the directors, it should be regarded as being within
the provisions of the statute.®® Nonetheless, it is advisable
that the agreement state specifically that it is a unanimous
shareholders agreement 1in the body of the agreement to avoid
any possible limitations on its effectiveness.®*

The gquestion of whether the unanimous shareholder

485, Robinson, supra, note 31 at 5. Some of these
problems seem to have been corrected by both the 0.B.C.A and
A.B.C.A; Also, see generally,

Proposals For a New Alberta
Business Coxporations Act, (Edmonton: Institute of Law
Research and Reform, 1980) Vol.l at 21; Vol.2, p. 202.

4%3.,  Robinson, jibid.; J.8. Elder & S.H. Ash,
"Shareholder Rights, Obligations and Procedures"

Ontarjo __Busjiness Corporxations Act: ng_mg__;_q__;h_e_
Proclamation (Toronto: Insight Press, 1984).

875, Rebinson, ibjd., at 6; R.J. Hay & L.A. 8mith, "The
Unanimous Shareholder Agreement: A New Device In Shareholder
Control®" (1985) 10 Can Bus L. J. 440, 443. See generally,

Proposals For a New Alberta Businesg Corporations Act, supra,
note 48 at 21 & Vol.2 at 202,

817, Eluer, supra, note 49 at 24.
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agreement can be amended is not addressed by the Canada
Busipess Corporations Act. The Opntario Business Corporations
Act, 1982 permits such amendment if the agreement so
provides but specifies that an amendment "may be effected in
the manner specified®.=2® The s Co t s
Act also attempted to deal with this matter by providing for
the "written consent of all those who are shareholders at the
effective date of the amendment".®>

This reguirement may not be altered by the unanimous
shareholder agreement unless the agreement excludes the
apolication of the entire statutory scheme.®+ It is likely
that the question of amendment of the unanimous shareholder
agreement under the Capada Business Corporations Act will be
resolved in the same manner as under tha other two Acts.®®

In the Iinterest of enforceability, the parties should
also ensure that the agreement complies with the minimum
statutory requirements. The agreement should therefore be in

writing®® and all shareholders must be party to it.®7

®2para.l08(6)(a).

®38ubsection 140(8}.

P4Subsection 140(9).

P8L. Wright + "Shareholders' Agreements in Today's
Context™" ! (Toronto:

The Canadian Bar Association, Ontario Continuing Legal
Education, 1986) at 5.

8€C.B.C.A. subsection 146(2); O0.B.C.A. subsection
108(2); A.B.C.A. subsection 1(z).



LEGALITY AND EFFECT]IVNES3 222
It is not clear whether the expression "gll shareholders"
in the definition of the unanimous shareholder agreement
includes non-voting shareholders and beneficial shareholders.
It may therefore be safer to make both of these groups parties
to the agreement. This would ensure that the statutory
requirement of unanimity is met.,®® If the agreement is not
signed by all the shareholders, it 1is not a unanimous
shareholder agreement but an ordinary shareholde: agreement
which under common law cannct validly restrict the powers of
directors.®® This may not alter its effectiveness as a buy-
sell ajreement, but would make the agreement ineligible for
the protection granted the unanimous shareholder agreement
under the various Canadian business corporations statuates.
The Canada Busjiness Corporatjons Act also specifies that
the agreement must be "otherwise lawful®".®° This stipulation

has been dropped by scme of the subsequently enacted

57Ibid., the term "shareholder"™ 1s not defined 1in the
legislation, therefore 1leaving some doubt as to whether it
refers only to shareholders of record, or also includes
beneficial shareholders and shareholders of record. It has
therefore been suggested that both categories of shareholders
be required to sign the USA to prevent future challenges to
its validity. See further, R. Hay, gupra, note 50 at 445.

»8gee further, R. Hay, ibjd., at 445; J. Elder, supra,
note 49 at 23.

82J. Elder, 4ibid., at 23; Ringuet v, Bergeron, supra,
note 2; Motherwell v. Schoof, supra, note 2.

sogubsection 146(2).
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provincial business corporations statutes.®*

The restrictions on the transfer of shares of existing
shareholders must be authorised by the corporation's articles
of assoclation.*2 The buy-sell agreement should therefore
provide that the articles be amended to reflect new
restrictions. The Alberta Business Corporations Act provides
additionally, that a statement of the nature of the
restrictions that appear in the unanimous shareholder
agreement can be substituted for a statement of the nature of

the restrictions in the articles of association itself.s>

B. ENDORSEMENT OF THE SHARE CERTIFICATE
Subsection 146(4) of the Canada Business Corporations Act
states that any transferee of shares which are subject to a
unanimous shareholder agreement will be bound by the unanimous
sharaholder agreement.®+ This position is however qualified
by section 60 of the Act®*®, which provides,
"(1l) Title of purchaser.- On delivery of a security
the purchaser acquires the rights in the security that

his transferor had or had authority to convey, except
that a purchaser who has been a party to any fraud or

¢iSee for example, 0.B.C.A. subsection 108(2); A.B.C.A.
subsection 140(1).

$2C.B.C.A. para.(6)(1)(d); O0.B.C.A. para.5(1)(d);
A.B.C.A. para.6(1l)(c).

$>A.B.C.A. para.6(l)(c)(ii).

®43ee also, 0.B.C.A. subsection 108(4), A.B.C.A.
subsection 140(3).

*5See also, 0.B.C.A, 5.69; A.B.C.A. 8.56.
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illegality affecting the security or who as a prior
holder had notice of an adverse claim does not improve
his pnsition by taking from a later bopa fide purchaser.

(2) Title of a bpona flde purchaser.- A bona fide

purchaser, in addition to acquiring the =rights of a

purchaser, also acquires the security free from any

adverse claim."”

Subsection 146(4) 1is further qualified by paragraph
49(8)(c) of the Act which provides that any restriction is
ineffective against a transferee who has no actual knowledge
of it, unless |it, or a reference to it, is '"noted
conspicuously" on the share certificate.®® Consequently, a
shareholder who takes without notice of the agreement is not
bound by it. The agreement loses its unanimity in such a case

and ceases to be a valid unanimous shareholder agreement

within the terms of the statute.

C. CANADA BUSINESS CORPORATIONS ACT PARAGRAPH 241(3)(c)

Paragraph 241(3){(c) of the Canada Business Corporations
Act (the oppression remedy) reads,

"(3) Powers of courts.- In connection with an
application under this section, the courts may make any
interim order it thinks f£it including, without limiting
the cenerality of the foregoing,. . .

(c} an order to requlate a corporation's affairs
amending the articles or by-laws or creating or
amending a unanimous shareholder agreement;"®”?

¢®8ee also, 0.B.C.A. subsections 56(3); and A.B.C.A.
subsection 45(8), however, by virtue of subsection 140(4)-(5)

of the A.B.C.A., bona fide purchasers not having knowledge can
demand that they be bought out by the corporation.

®73ee also, O0.B.C.A. para.247(3)(c). But see, A.B.C.A.
para.234(3)(d).
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By virtue of the above provisions, the courts have been
granted the specific power to remodel the unanimous
shareholder agreement. This section was implemented in the
case of Re Bury and Bell v, Gouinlock.®® The facts of the
case were that Bury, a stockbroker and a shareholder employee
in the defendant corporation, entered into a unanimous
shareholder agreement with the corporation. Through this
agreement he agreed to sell his shares to the corporation when
his employment was terminated. The agreement also spelled out
the process and terms under which the shares were to be sold.
The corporation also had the right to extend the purchase and
sale date from six months to twelve months at its option.

The plaintiff had gone {o work for another brokerage
house and wanted to become a shareholder thereof, so as to be
able to take advantage of the benefits accruing to their
shareholder employees. The by-laws of the Investment Dealer
Association and the Toronto 8tock exchange forbid an
individual from owning shares in two brokerage houses at the
same time.

The defendants exercised their contractual rights to
postpone the purchase of the plaintiff's shares from six
months to twelve months. This action prevented the plaintiff
from becoming a shareholder of his new employer.

Bury commenced an action under section 247 (Ontario

®®8upra, note 25; See also jnfra, Chapter VI notes 24-
28 and accompanying text.
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Businezsg Corporations Act, 1982) contending that the conduct

of the defendant corporation was oppressive.
The court found that the defendunt's only motive was to
embarrass the plaintiff and consequently, its actlions were

oppressive, Eberle J, stated,

"Indeed section 247(3)(c) expressly provides that the
courts make any order it thinks £it 1including, without
limiting the generality of the foregoing,.

(c) an order to regulate a corporation's
affairs amending the articles or by-laws or
creating or amending a unanimous
shareholder agreement;

This is a far-reaching provision. Since the court has
been given power to remcdel a shareholder's agqreement, it
seems to me that the courts must also have authority
under the section to set 1limits to the exercise of a
power given by a shareholders' agreement, 1f the court
finds that a partlcular exercise of power has the effect
aimed at by section 247(2). The appropriate canon of
interpretation has been stated in Re Ferquson and Imax
Systems Corp. (1983) O.R. (2d4) 128 at p.137, 150 D.L.R.
(3d) 718 at p. 727, as follows, ". . . and the section
should be interpreted broadly enough to carry out its
purpose" ., ®?

Relief was accordingly granted.

By virtue of paragraph 247(3)(c), the courts nnw seem to
have the Jurisdiction to override an agreement between
parties. Therefore, even where there 1is no evidence of
inequality of bargaining power or any dAifficulty in
determining the terms of the agreement itself, the agreement
may be set aside if the court is satisfied that actions

subsequent to the execution of the agreement do not achieve

e*ibid., at 58.
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its interpretation of fairness and equity.7° This power may
be questioned on the basis that it represents an erosion of
the ability of a party to a contract to rely on its express
terms, 72>

The reality of this for both the shareholders and the
corporation is that regardless of how cautious the parties are
in drafting the agreement, 1its validity may be of no
consequence when viewed against the facts of a particular
case.

It is therefore now in the shareholders' best interests
to ensure that fairness prevails, not only in the agreement
itself, but also in the manner in which they conduct their
affairs in relation to the corporation both before and after

the execution of the agreement.7?2

6. INSTRUMENTS IMPOSING THE BUY-SELL ARRANGEMENT

This dissertation recommends that the buy-sell agreement
be drafted as a separate unanimous agreement dealing with all
tssues pertaining to the transfer of the corporation's shares.

However, where the buy-sell arrangement does not exist as a

7°D.L. Little & K.L. Schlemmer, " It's Time To Sue"
! rements and [isagreements, (Toronto: The

Canadian Bar Association, Ontario Continuing Legal Education,
1986) at 12-13.

73D. Little, jbid.; Mica Management Centre Inc. v _

Lockett, supra, note 23.

?*D. Little, 4ibid.; M.A. Waldron, "Corporate Theory and
The Oppress’‘on Remedy" (1981-82) 6 Can. Bus. L.J. 129.
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separate unanimcus agreement the provislions for the sale and
purchase of shares must be included in another document. The
instrument in which the buy-sell provisions are contained, may
have some bearing on thelir effectiveness in the future. Therxe
are at 1least three possible documents in which the buy-sell
provisions may be leccated. These are:

a) the governing statute;
b) the articles of incorporation; and

c) the unanimous shareholder agreement.

A. THE GOVERNING STATUTE

The governing statute may provide a 1limited number of
restrictions on the sale and purchase of the corporation's
shares.”® The main advantage of restrictlions as provided in
the governing statute is that they are well drafted and are
binding on all the shareholders as well as the corporation.

One disadvantage of relying on these restrictions is the
reality that the statutory provisions may change independent
of the wishes cf the shareholders. Shareholders relying on
the statutory provisions must keep abreast of all relevant
statutory modifications to ensure that these continue to
correspond with thelr wishes in relation to the corporation.

A shareholder's interest in the corporation may be better

733ee for example, C.B.C.A. s.34; 0.B.C.A. 8.30;
A.B.C.A. 8.32, which provide for the acquisition by the
corporation of its own shares and pre-emptive reghys contained
in the articles of the corporation.
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served by a written agreement between the shareholders and the
corporation. In this way parties cz» make provislon for a
wider variety of share transfers and an aggrieved shareholder
can bring an action against the corporation or his fellow

shareholders.”+

B. THE ARTICLES OF INCORPORATION

At common law, the articles of incorporation create a
contcact not only as between the shareholders and the
corporation”® but also as between the shareholders themselves,
including shareholders who are directors.?® The articles do
not form a contract between a corporation and a third party,
or between shareholders and shareholder/directors when they
are acting in thelir capacity as directors.??

Section 6 of the Canada PBusipess Corporatjons Act’®
provides the preécribed form for the articles of
Incorporation. Paragraph 6(1)(d) provides further that,

" . . . Articles of incorporation shall be in the
prescribed form and shall set out, in respect of the

74E.F. Horsey, "Control and Reatrictions on the Ownership

of Shares" [Legal Problems R
(Vancouver: Legal Education Society of British Columbia, 1982)
at 16.

ToHickmen v, Kent, [1915] i Ch. 8B1.

7*Rayfield v. Hands, [1960] Ch 1, ([1958] 2 W.L.R. 851
(Ch- D-)-

T v

"
Co,, (1876)] Ex. D. 88; 34 L.T. 190 (C.A.).

7%3ee also, 0.B.C.A. 85.4-5; A.B.C.A. s.6.
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proposed corporation ,. .
"(d) if the issue, transfer or ownership of shares of the
corporation is to be restricted, a statement to that

effect and a statement as to the nature of such
restrictions. . .".

One of the disadvantages of placing the restrictlon in
the arxticles of incorpeoration, is the lnconvenlience involved
in making amendments. The various business corporations
staltutes provide for a corporation to amend its articles to
add, change, or remove restrictions on the issue of shares or
ownership of shares by a special resolution.?”® A special
resolution is defined in the Act as a resolutlion passed by a
majority of not less than two-thirds of the votes cast by the
shareholders who are entitled to vote on that resolution.®®

This provides some degree of entrenchment for the
shareholders rights but by the same token, the rights of a
minority shareholder may be eroded by the passing of such a

resolution.

C. THE UNANIMOUS SHAREHOLDER AGREEMENT

The unanimous shareholder agreement 1is provided for in

the various business corporations statutes.®* This form of

agreement is protected by statute which provides means for the

798ee for example, C.B.C.A para.l73(l)(n); 0.B.C.A.
para.le7{(1)(n); A.B.C.A, para.le7(1)(1l) - subject to
subsection 45(8).

8cgee for example, C,.B.C.A. subsecticn 2(1); O.B.C.A.
subsection (1)(43); A.B.C.A. subsectlion (1)(f).

®x¢.B.C.A. 5.146; O.B.C.A. s5.108; A.B.C.A. 8.140.
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summary enforcement of rights under the agreement. The court

has the power to "make any order it thinks £it" to restrain or
remedy breaches.®?

The unanimous shareholder agreement 1s the most effective
instrument in which to house the buy-sell provisions. In this
way, the shareholder's rights are protected by statute and the
corporation and all its shareholders are bound by the
agreement.

The shareholders should however, be wary of the
additional power given to the courts under this section to
make any order amending the unanimous shareholder agrecment in
order to grant relief under the oppression remedy.®** This may
have the effect of making the agreement vulnerable to
litigation.%*

Also, in the absences of a special provision, the USA can
only be amended by unanimous consent. Thus, the buy-sell

agreement may be difficult to amend.

7. CONCLUSION
The validity of the buy-sell agreement seems to be well
established. However the lawyer or drafter needs to be aware

of some additional safeguards if the effectiveness of the buy-

®28ee for example, C.B.C.A. 5.246; 0.B.C.A. 8.252;
A.B.C.A. 8.240.

@3C.B.C.A. para.241(3)(c); 0.B.C.A. para.247(3){c);
A.B.C.A. para.234(3)(qd).

®*“Re_Bury and Bell v. Goyinlock, supra, note 25.
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sell agreement 1is to be assured. These include, the
endorsement of the share certificate and the effects of
subsection 241(3)(c) of the Capada Business Corporation Act
on the agreement. The agreement should also comply with the
requirements in the various business corporations statutes, to
ensure that it receives the added protection afforded the

unanimous shareholder agreement by these statutes.



1. DISPUTE AVOIDANCE

The o0ld maxim "prevention 1is better than cure" |is
appropriate when discussing the remedies available under a
buy-sell agreement. Once a buy-sell agreement is properly
planned and executed, adegquate methods can be provided by
which the parties can settle their differences, and the need
to employ the more 1lengthy and complicated remedies provided
by the common law and statute can be reduced.

The following are some of the provisions which may be
included in the agreement to ensure its effectivness at the
required time.

The agreement should stipulate within itself that it be
binding on the helrs and assignees of the signatories and
that the parties so bound shall make, execute and deliver all
documents necessary for the enforcement of the agreement.2

The agreement should specify the particular provincial
legal system by which it would be governed. It should also
state that the law so specified should continue to be in force
even if one or more of the parties are no 1longer resident in
that province when the agreement is to be implemented.

An additional safequard has the parties make reference to

iD.S.M. Huberman, "Buy and S8ell Agreements £for Close
Corporations"” (1963) 41 Can. B. Rev. 539 at 565.
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the buy-sell agreement in their wills. These wills should
state specifically that the said shares are subject to a buy-
sell agreement. The wills should further direct that the
executors do whatever is necessary to ensure that the transfer
of the deceased's shareholdings is conducted within the
provisions cof the buy-sell agreement.?2 These precautions
would alert the executors and beneficiaries of the estate to
the existence of the buy-sell agreement and the desires of the
deceased shareholder with respect to it. Misunderstandings
and disputes among the surviving shareholders and the
beneficiaries would therefore be reduced.?

The agreement may also make provision for the appropriate
monetary damages to bs awarded for breach of the agreement.
Such a stipulaticn may s=2rve as a deterrent to those parties
who may otherwlse attz:mpt such a breach. An oider for
specific performance .iay also be provided for in the
agreement ., *

Lawyers preparing buy-sell agreements are also urged to
advise thelr clients to obtain independent legal advice before
signing. This would protect both the lawyers themselves and

their clients, as well as the other sharehold:rs. After

21bid,, at 566.
*ibid.

*It is felt that the courts may be more inclined to
entertain such a solution 1f it is contemplated by the
agreement, see further, R.J., Hay and L.A. 8Smith, " The
Unanimous Shareholder Agreement; A New Device in Sharehclder
Control®™ (1985) 10 Can. Bus., J. 440 at 459,
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receiving such advise nelther party can plead ignorance as a
basis for rejecting the agreement at a later date.®

The above precautions may not always be enough to prevent
disputes among the shareholders. Events may occur 1Iin the
shareholder relationship which make its continuation
undesirable.* Moreover, it Is wunlikely that the parties to
the agreement would be able to contemplate all circumstances
which may result in dissention. The agreement should
therefore include some general provisions for resolving future

disputes.

2. TRUST AGKEEMENT

In cases where the shares are subject to a right of first
refusal provision, shareholders may wish to ensure that none
of the shares which are the subject of the buy-sell agreement
are transferred tc unauthorized persons. This concern is even
more pertinent when viewed against the provisions 1in the

various Canadian buslness corporations statutes” which state

®°D.C. Ross, "Shareholder Agreements" in Law Society of
Upper Canada, Bar Admission Course Materials, Busjipess Law
1986/87, (Toronto: Carswell, 1986) at 56.

*Close corporations are said to be notorious for
shareholder disputes. See R. Hay, pupra, note 4 at 458, note
89.

7Canada Business Corporations Act, S.C. 1974 5-76, c.33,
8.140, as amended by S8.C. 1978-79, «c.9, 8.42, (hereafter
called the C.B.C.A.), unless otherwise noted, statutory
references In this chapter are to the C.B.C.A. For the
purposes of cuomparison however, references shall also be made
to, Business Corporations Act {(Ontarjo), 1982, S$.0. 1982, c.4
s.108, {hereafter called the 0.B.C.A.) and Business
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that a transferee is not bound by a restriction if he or she
has no knowledge of it and {f it 1is not noted 1Iin the

agreement.® Further, a bona fide purchaser without notice

acquires a security free from any adverse claim.®

To prevent the unauthorized transfer of shares, the
parties may entar into a trust agreement whereby they transfer
legal title to thelr shares to a trustee. The trustee would
ensure that transfers are made only in accordance with the
terms and conditions of the agreement.?°

The trust agqreement can provide that the trustee either
holds the shares which are subject to the buy-sell agreement,

or holds the sharss as security for the performance of the

obligations under the agreement.>**

3. ARBITRATION
An arbitration c¢lause may be included in the agreement,

to deal with possible disputes. The Business Corporations Act

Corporations Aet, S.A. 1981, c.B-15, s.140, (hereafter called
the A.B.C.A.).

*C.B.C.A. subsection 49(8).; 0.B.C.A. subsection 56(2);
A.B.C.A. subsection 45(8).

*C.B.C.A. Bubsection 60(2); O0.B.C.A. subsection 69(2);
A.B.C.A. subsection 56{2;.

103, Robinson, 8Shareholder Agreements: Control and
Divorce Provisions®,

Agreements, (Toronto: Insight Press, 1984) at 27.

123, Robinson, lbid.; The trust arrangement could also
be used to administer the insurance funding arrangement. See
also ipfra, Chapter IV 27-28 notes and accompanying text.
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(Ontario), 1982 provides specifically for the use of

arbitration to settle shareholder disputes pertaining to the
unanimous shareholder agreement and within the terms and
procedures specified in the unanimous shareholder agreement.*?

The courts may also grant relief under the oppression remedy
by ordering that an arbitration panel be set up to resolve
shareholder disputes.??*

The agreement should designate an arbitrator or at the
very least, outline the procedure for the selection of an
arbitrator or an arbitration panel. Such a clause would allow
the sharehclders to select beforehand an arbitrator who is
acceptable to both parties.e The circumstances under which
a shareholder can request that a dispute be referred to
arbitration, should .1lso be included in the agreement.2?®

The range of sanctions available to the arbitration may
be outlined. The majority decision of the arbitrators would
usually govern ard the agreement could stipulate that its
award would be binding on all concerned.>*

The parties can provide for the arbitration procedure to

120,8.C.A. para.108(6)(b).

13C.B.C.A. 8.241; 0.B.C.A. 8.247; A.B.C.A. 8.234; Re
Daniels & Filelder (1988), €65 O.R. (2d) 629 (H.C.J.).

14R. Hay, supra, note 4 at 459.

18P, Finn, "Shareholder Agreements" (1978) 6 Aus. L.J. 97
at 10¢3.

18J. Bernstein,

Tax Planning _ for Professionals and
Executives, (Don Mills, Ontario: CCH Canadian Ltd. 1983) at
159; R. Hay, supra, note 4 at 459,
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be governed by the relevant provincial Arbitration Act.>” It
has however been £found that the arbitration procedure
prescribed by the Act is both time consuming and costly.>®
The shareholders may therefore wish to prescribe their own
arbitration procedure in the interest of saving both time and
money.

Scme disputes relating to the shareholder agreement
cannot be arbitrated.*® Questions of law and questions of
mixed fact and 1law must be determined by the courts.=z°
Questions of law include guestions relating to the
interpretation of the contract.=2 The 1inclusion of an
arbitration clause would therefore be meaningless 1if the
guestions which are 1likely to arise revolve around the
interpretation of the shar:holder agreement. Where there are
guestions of fact however, the parties may prefer to use an

arbitrator in the interest of saving time.22

*7R.8.0. 1980, c¢.25; S.A. 1986, c.A-43.

i1sp.R. Lockyer, "Shareholders' Agreements: Dispute
Avoidance and Resolution® ‘P
Pisagreements, (Toronto: The Canadian Bar Association, Ontario

Continuing Legal Education, 1986) at 9.
1*Dp. Ross, gupra, note 5 at 211.
*°arbitration Act (Alberta), S.A. 1986, c.A-43, s.14.

-8 s

(1964), 27 B.L.R. 54 (Ont. H.C.).

e V. We [

22p. Ross, supra, note 5 at 211.
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4. VOLUNTARY LIQUIDATION OF THE CORPORATION OR TERMINATION
OF THE AGREEMENT

The agreement may provide for the voluntary liquidation
of the corporation or the automatic termination of the
agreement upon the occurrence of particular events. These may
include the bankruptcy of the corporation, and the death of
both shareholders in a common disaster (this is usually
characterised as both parties dying within thirty days of each
other). Ligquidation or term.nation may also occur at the
option of one shareholder under specific circumstances, or may
occur where the owner of a policy on the 1life of another
shareholder either allows the policy to lapse or assigns,
surrenders or borrows against the policy.z?

The agreement may also provide for the corporation to be
dissolved or the agreement to be terminated at the request of
a certain percentage of the shareholders or where there are no
prospective purchasers for the shares offered for sale.Z+

A provision entitling a shareholder to require the
liquidation or dissolution of a corporation can be seen as the
most drastic remedy that the parties can include 1in their
agreement. Before inserting such a clause in the agreement,
each shareholder should carefully weigh the benefit of
possessing such a right against the reality that the othex

shareholders have an equivalent right, which they can exercise

23D. Huberman, supra, note 1 at 565,

24R. Hay, supra, note 4 at 460.
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at a time when the other shareholders may not want to
ligquidate,2®

The enforcement of a 1liquidation provision has been wade
much easier by paragraph 214(1)(b)(11) of the Canada Business
Corporations Act which permits the courts to make such an
order once it is satlsfied that the shareholder is entitled
within the provisions of the Act.2® The parties may include
in their agreement a clause providing that the liquidation
proceedings be governed by the liguidation provisions in the
Act.=27

Where the shareholders are reluctant to leave any role to
the discretion of the courts, they may provide in thelr
agreement for a procedure for the 1liguidation of the
corporation to be automatically Iimplemented by either party
giving notice of thelr decision to liguidate.2®

Once the agreement is terminated, the insurance policies
on the life of the withdrawing zhareholder and the policies
which the withdrawing shareholder holds on the lives of the
other shareholders, should be either reassigned to the

shareholders whose lives are insured or they should be allowed

283, Robinson, supra, note 10 at 42.

240.B.C.A. para.206(1){(b)(1}); A.B.C.A,
para.207(1)(b)(i,.

278ee further infra, Chapter VIl notes 70-92 and
accompanying text.

285, Robinson, supra, note 10 at 43.
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to lapse.z2®

5. RESORT TO THE COURTS

The launching of a court action is often regarded as the
least attractive option for resolving a shareholder dispute as
this may involve lengthy and expensive proceedings.
Additionally, statute has now granted to the courts, broad
discretionary powers for hearing and settling these disputes.
These new powers may result in unexpected and sometimes
unsatisfactory results for all the parties involved.?°

In some cases, a 1lengthy investigation may also be
required before the courts can resolve the dispute. Where the
corporation is labour Iintensive or a growing concern, the
possible disrupting effect of such an investigation could
prove detrimental to the survival of the business.

The mere threat of such an action is therefore usually
enough to encourage sharehold-~rs to settle their difference in
a more equitable manner without resort to the courts.z* If
all else falls however, the aggrieved parties have resort to
remedies under the common law and equity as well as those

avajilable under the various business corporations statutes.

a3, Bernstelin, "Life Insured Corporate Buy-Sell
Arrangements™ in -
Conference, 1984 Conference Report, (Toronto: Canadian Tax
Foundation, 1985) at 1011.

*°gee infra, Chapter VI, notes 67-72 and accompanying text.

31pP. Leokyer, supra, note 18 at 9.
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A. COMMON LAW AND BQUITY

The buy-sell agreement is a form of contract and as such

the ccumon 1law and equitable remedies for breach of contract

can apply to a breach of the buy-sell agreement. These

remedies include:
1) damages for breach;

i) an order for specific performance; and

iii) an injunction.

I. DAMAGES

A shareholder may be awarded damages for breach of the
agreement.®* Damages for breach of contract are awarded in an
attempt to compensate the plaintiff for the 1loss of the
benefits which would have been received had the contract been
carried out without delay. Damages may not be available if
the evidence indicates th:. the plaintiff was 1in a better
position as a result of the delay.?> There are three possible
types of damages which can normally be awarded for such
breach. These are damages for reliance, damages for

restitution, and damages for 1loss of bargain.*s Reliance

?2p., Finn, supra, note 15 at 103.

> Irimac Ltd. v, C-I-L. Inc. [Alta.l [1990) W.W.R. 133,
(1989), 69 Alta. L.R. 113 (Q.B.).

*4Punitive damages are not available for breach of
contract. See generally, G.H. Treitel,
: (New York: Oxford University
Press, 1988); Bradshaw Const. Ltd. v. Bank o€ N.&. (29 June,
1989) Victoria 2135/84 (B.C.S5.C.).
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damages are awarded as reimbursement for the monles paild to
third parties 1In expectation of the contract being honored.
Restitution damages, on the other hand, are damages awarded as
reimbursement for monies pald directly to the defendant in
anticipation of the contract being honored.?®

An award for damages for 1loss of bargain entitles the
plaintiff to the recovery of the potentlial profits which would
have been earned had the contract been carried out. Damages
for loss of bargain therefore attempt to place the plaintiff
in as good a position as 1If the defendant had performed his
obligations.>*® This is probably the form of damages which is
most relevant to a breach of the buy-sell agreement. However,
it may be possible for the plaintiff to combine claims for all
three forms of damages.?”

The case of [Leitch Trangport Ltd. v, Neopex Transport
Ltd.?* is authority for the proposition that the courts will
award damages for breach of the buy-sell .agreement. The
partlies here entered into an agreement which invelved a number
of transactions, one of which was a put-call option to
purchase shares in a corporation partially owned by the

parties. A part of the transaction later became unattractive

*®H.D. Pitch & E. Carmen, Damages for Breach of Contract
{Toronto: Carswell, 1985) at 2-4.

**Ibid,, at 2-4.
378ee further, fbjgd., at 3-4.

*®(1979), 8 B.L.R. 257 (Ont. C.A.).
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to one of the parties and he decided against completing the
deal.

The plaintiff successfully applied to the courts for,
among other things, damages for loss of bargain through breach
of the put-call option. The measure of damages was held to
be the difference between the contract price and the market

price at the time of the breach.?®

1I. SPECIFIC PERFORMANCE

Specific performance is an equitable remedy which
involves a positive obligation to do or to convey something.
As a rule, eguitable remedies are discretionary and are not
avallable as of right. Disobedience of a court order for an
eguitable remedy amounts to contempt of court, and is
punishable by a fine or imprisonment.+®

It seems to be well established that the remedy of
speclfic performance 1is avallable for breach of the buy-sell
agreement. The courts have held that where a shareholder has
acguired a right to purchase the shares of another

shareholder, an order for specific performance could be

**Though this case 1involved a public corporation, the
circumstances are similar to those of a private corporation,
as there was a 1limited market available for the sale of the
chares, and the large guantity being sold made it difficult to
dispose of them on the stock exchange.

49G. Treitel, supra, note 34 at 63.
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granted to give effect to that right.<2 Such an order is

also avallable to require the defendant to transfer shares
pursuant to a shotgun clause in the buy-sell agreeme "%, OnLCe
the plaintiff has met all the conditions under the agreement
and has committed no anticipatory or actual breach which would
permit the defendant to reslile.*?

In the case of Fleisher v. Rosepbloom,** the court
granted the plalntiff a remedy for specific performance to
compel the defendant to complete the purchase of the
plaintiff's shares under the terms and conditions of the buy-
sell agreement. The court zruled that, "to do otherwise
renders the agreement meaningless, and ineffective, when the
shareholder wishes to dispose of his shares™,+*

Where one of parties to the agreement has already
disposed of their interest in breach of the agreement and
prior to the proceedings for the order of specific
performance, the court may make an order compelling the

outside third party to honour the agreement. In the case of

o3 v .

canadjan Long Island Petroleum Ltd. v. Irving Indus.
Ltd., (1974), 50 D.L.R. (3d) 265 (s.c.C.); Trximag Ltd. v. C-1-

L., supra, note 33; Connor et al v, MacCulloch et al (1977},
18 N.S.R. (2d4) 404 (S.C.).

<z2chariwood Pac. Corp. v. Samoth Fin. Corp. Ltd., (11
April, 1989) Vancouver C886008 (B.C.S8.C.).

43(1988), 53 Man. R. (2d) 247 (Q.B.)

441bid,, per Kennedy J. at 249,
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Canadian Long Island Petroleum Ltd., v, Ixving Indus. Ltd.,*®
Maitland J. held,

"As I have already indicated, the provisions of ¢l. 13
involve a negative covenant not to part with Sadim's
interest in the land to any other person without giving a
first right of refusal to the respondents. This was a
restrictive covenant given to the respondents £or the
benefit of their undivided one-half interest in the land.
In equity the covenant bound the appellant Long lsland
unless it covld establish, as clearly on the evidence it
could not, that it had obtained the title without notice
of the covenant."4¢

The decree for specific performance granted in the court

below was accordingly upheld.

III. INJUNCTION

Where one shareholder is desirous of preventing a fellow
shareholder from disposing of their interest contrary to the
terms of the buy-sell agreement, an application may be made to
the courts for an interim injunction. Such an order would
restrain the shareholder from acting in any manner contrary to
the terms previously agreed upon by the parties.*”

In the case of American Cyanamid v. Ethicon*® the court
held that it was not necessary for an applicant in such a case

to establishh a strong prima facle case. The court must

45gdupra, note 41. Though this case deals wlth the sale
of land, the principles established are equally relevant to
the sale of shares.

4¢1bid,., at 280-~-281.
47 -

-
Recourse Co,, [1901]1 2 Ch. 37 (C.A.).

311975} A.C. 396; ([1975] All.E.R. 504 (H.L.).
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however be satisfjied that the case was not a frivolous and
vexatious one, and that there were substantlial issues to be
tried. Once these conditions were satisfied, the court would
then consider other matters including the threatened harm to
the applicant which may not be adequately compensated by
damages, the balance of convenlence, and the effect of the
injunction on both parties. The court held further that, when
granting such an order, it did not have to be satisfied that
the parties had a strong enough case to win at trial.»s*®

The interim injunction offers only a temporary remedy and
the parties still have to seek a more permanent means of
resolving their differences,B?° The successful plaintiff may
also be required to wundertake to accept responsibility for
damages that may result to the defendant as a result of the

granting of the injunction.?®2

B. STATUTORY REMEDIES

By virtue of sectionc 241 and 247 of the Capada Business
Corporatjions Act, shareholders have resort to the courts to

resolve shareholder disputes.®?2 These sections provide for

the oppression zemedy and the compliance and restraining

“*Berpard v, Vallenti (1978), 3 B.L.R. 138 (Ont. S.C.);
Mason v, M.0Q.W., Holdimgs Ltd. (1983}, 23 B.L.R. 255 (Man. Q.B.

®9Pernard v. Vallenti, ibid..
Bllhig

P2See also, 0.B.C.A. s5.248 and subsection 252(1);
A.B.C.A. ss. 234 and 240.

).
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srders. Both these sections deal specifically with the
unanimous shareholder agreement. 1In addition to these rights,
the various business corporations statutes provide three
avenues by which shareholders may recover the value of their
shareholdings. These are, the winding-up of the corporation by
a court order,®* the right to dissent,®* and to a limited
extent, the derivative action.®® These five statutory

remedies are discussed individually.

I. THE OPPRESSION REMEDY

Section 241 of the Capada Business Corporations Act

provides specifically for the oppression remedy.?® Under this

section the complainant®” may to apply to the courts for an

B#>3ee for example, C.B.C.A. s.214; 0.B.C.A. s8.206;
A.B.C.A, s5.207.

B4gee for example, C.B.C.A. s.1590; O.B.C.A. 5.184;
A.B.C.A. s.184.

258ee for example, C.B.C.A. ss. 238-240; O.B.C.A. s5.
244"246; A.BICIAI 55. 231-'2330

B83ee generally, S.M. Beck, "Minority Shareholder's
Rights in the 1980's" Corporate Law in the 80's Law Society of
Upper Canada, Special Lectures, (Toronto: Richard D2 Boo
Publishers, 1982) at 312; Keho Hldg. Ltd., v. Noble (1987), 52
Alta. L.R. (2d) 195, 38 D.L.R. (4th) 368, 78 A.R. 131 (Alta.
C.A.) for a summary of the history and meaning of the
oppression remedy as applied in Canada.

®7Broadly defined in the C.B.C.A. s5.238 to include, "a
registered holder or benefictal owner, and a former registered
holder or beneficial owner, of a security of a corporation, a
director or an officer, or a former director or officer of a
corporation or its affiliates, the director, or any other
person who in the discretion of the court is a proper person

to make an application . . . », See also 0.B.C.A. s.244;
A.B.C.A. s5,231.
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order. If the court is s-tisfied that there is conduct that

in respect of a corporatlion or any of its afflliates that {a)
any act or omission of the corporation or any of \its
affiliates effects a result, (b) the business or affalrs of
the corporation or any of 1its affiliates are or have been
carried on or conducted in a manner, or (c) the powers of the
directors of the corporation or any of its affiliates are or
have been exercised in a manner that effect a result that is
"unfairly oppressive, or unfairly prejudicial to, or that
disregards the Iinterests of any security holder, creditor,
director or officer™. The court may then make an order to
rectify the matter complained of.>*

The Act does not require the complainant to have
personally been the object of the oppression but the
oppression must have been suffered by a person directly
related to the corporation, for example, a creditor, a
director, or a shareholder. The remedy is available whether
the conduct complained of has occurred or is threatened, and
the leave of the court to bring the action is not required.>®*

Once started the proceedings cannot be stayed, settled,

PeC.B.C.A. subsection 241(2). See also, O0.B.C.A.
subsection 247(2); A.B.C.A. subsection 234(2).

B%The courts have also held, 1in dealing with the
corresponding section under the O0.B.C.A., that a local judge
has Jjurisdiction to hear an application for oppression, Re

HacMasters and Labombards Chatam Ltd, (1985), 50 O.R. (2d) 775.
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discontinued or dismissed without the approval of the court.®®
Also, where an action 1is brought wunder section 141, the
complalinant is not required to give security for costs.®> The
corporation may be required to pay the interim costs of the
shareholder.*?

Under section 241(3) of the Act, the court has wide
powers "to make Iinterim or final orders as it thinks fit" to
remedy the oppression. These Include <the power to issue an
order restricting the conduct complained of,*? power to amend
the articles and by-laws, power to create or amend the
unanimous shareholder agreement,®** and power to liquidate or
dissolve the corporation.”?

Actual or potential shareholder .z*ification is no longer

a defence to an application for a finding of oppression.®®

€°C.B.C.A. subsection 242(2). See also, O0.B.C.A.
subsection 248(2); A.B.C.A. subsection 235(2).

®1C.B.C.A. subsection 242(3). See also, O0.B.C.A.
subsection 248(3); A.B.C.A. subsection 235(3).

€2C.B.C.A. subsections 242(3)-(4). See also, 0.B.C.A.
subsection 248(4); A.B.C.A. subsection 235(4).

€3C.B.C.A. para.241(3)(a). See also, 0.B.C.A. subsection
247(3); A.B.C.A. para.234{(3)(a).

®4C.B.C.A. para.241(3)(c). See also, O0.B.C.A. para.
247(3)(c); A.B.C.A. paras.234(3)(c)-(d); Re Bury and Bell
Gouinlock (1985), 12 D.L.R. (4th), (1984), O.R. (2d) 57 (H.C.).

eBC.B.C.A. para.241(3)(1). See also, 0.B.C.A.
para.247(3)(1); A.B.C.A. para.234(3)(n).

SSC.B.C.A. subsection 242(1). This is contrary to the
common law positlion established in North-West Transport v.
Beatty, (18771 12 A.C. 589 (J.C.p.C.), which held that any
matter which could be ratified by the shareholders 1in a
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Evidence of such ratification may be taken into account by
the court when making Iits ozder under sections 214, 240 and
241 of the Act.*”?

The wide range of remedies available to the courts under
section 241, along with the power to invoke eqguity in their
determinations, has taken this remedy beyond the scope of mere
statutory interpretation.®® The courts therefore now have the
discretion to make a determination based on the particular
facts of each case.*®

Accordingly, on an application for an order for a
winding-up, the courts used the powers granted them under the
oppression remedy to order instead, that the applicants be
bought out at a fair price by the defendants.?®

Also, where the corporation had agreed to purchase the

general meeting is not actionable.

S7C.B.C.A. subsection 242(1). S8ee also, O.B.C.A.
subsection 248(1); A.B.C.A. subsection 235(1}.

®®See generally, M.A. Waldron, "Corporate Theory and the
Oppression Remedy™" (1981-82) 6 Can. Bus. L.J. 129.

**D.T. Little, "It's Time To Sue"
and Disagreements, (Toronto: Canadian Bar Association-
Ontario Continuing Legal Education, 1986) at 10; Mica
{1986), 37 B.L.R. 209 (Ont.
H.C.J.}); r e Go oc d (19585), pupra, note
63; See also, infra, Chapter Vi, notes 60~102 and
accompanying text.

7°Re Danjels and Fielder, supra, note 13, where the court
found that the deliberate exclusion of the applicant
shareholder from participation and management in the
corporation amounted to oppression, which merited that she be
bought out for fair value, rather than the corporation be
wound up.
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shares of a departing shareholder on certain terms, a move by
the corporation to extend the pericd of time in which to

effect the purchase without explanation was rejected by the

court on the grounds of oppression.”*

The wide powers of the courts under this section overlap
to a large extent the other remedlies provided in the Act. It
iz therefore likely that most shazeholder actions will be

started under this section.’2

There 1is some guestion as to whether the oppression
remedy is avallable where the parties are not deadlocked, but

each own 50% of the corporation's shares. This lssue was

discussed in the case of Veldova v, Gazden House Ltd.7* 1In
coming to a decision, Anderson J. first examined some
dictionary definltions of the terms "oppressive" and "fair".

He then concluded,

"In my view, the application, insofar as it pertains to
oppression or unfalrness, is misconceived. Section 247
is a further protection, to those holding minority
interests, from adverse treatment by the majority. The
relief avallable is to be determined by tosts less
stringent than those which traditionally had tc e met in
order to procure an order for winding up. But in my view
they continue to be confined to protection of minorities.
Specifically, they are not intended as a method of
mediating between opposing groups of shareholders acting
from a position of equality. On the material before me,
the latter is the situation with which I am faced. In
the context of s.247 “"oppressive" connotes an inequality
of power or authority. There is none in this instant
case. "Unfair" connotes an obligation to act equitably

7Re Bury and Bell Gouinlock Ltd, supra, note 69.
72D.T. Little, gupra, note 68 at 7.

72(1985), 2% B.L.R. 236 (Ont. H.C.J.).
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or impartially in the exercise of power or authority. I
find no such obligation here. 1T find no such obligation
where, as here power and authority, in the 1legal sense,
are equally divided, and are so divided by pre-exlsting
arrangement. Th< conduct of the respondents may in the
view of the applicants, be obstinate, perverse and
recalcitrant. It may be s0 in fact; I express no view.

It s not "oppressive™ or "unfair" within the meaning of

5.247.n7+4

This decision can be viewed against the later case of Re
Gandalman Ipvestment Ipc.’® Here, the power and authority
were not equally divided, but were held exclusively by one 50%
shareholder. The courts held that the oppression remedy
"could not be read so0 restrictively as to preclude a 50%
shareholder from ever applying for relief thereunder".’® The
expression "any security holder"™ in the Act was thus held to
include 50% shareholders in a deadlock situation.

The Veldova case was distinguished on the grounds that in
that case the power and authority were equally divided between
the parties.

This distinction would suggest that the oppression remedy
would be avalilable to shareholders with equal shareholding

once they can prove that there was no corresponding equality

of control.

II. APPLICATION FOR A RESTRAINING OR COMPLIANCE ORDER

Section 247 makes provision for a complainant or a

74Ibid., at 240.
72(1986), 52 O.R. (2d) 614 (H.C.J.).

7¢Ibid,, per Callon J. at 616.
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creditor to apply to the court for a compliance order forcing
persons having dealings with the corporation to comply with,
among other things, the unanimous shareholder agreement.
Under this section a creditor or complainant may also apply
for a restraining order to prevent such persons from acting in
breach.??

This remedy is more appropriate for the enforcement of
direct rights and primary rectifications of a direct nature.’*®
It is also pessible for a shareholder to apply for a

restraining order under the oppression remedy.’?

III. APPLICATION FOR A WINDING-UP

The action £for the winding-up of the corporation is
covered by section 214 of the Canada Business Ceorperatjon
Act . ®° The winding-up order 1is also avallable under the
oppression remedy.®® Under these two sections, a shareholder
may apply to the courts for an order for the dissclution of

the corporation.®2 Once the court 1s satisfied that the

77See also, 0.B.C.A. subsection 252(1); A.B.C.A. 8.240.

7%Re Goldhar & Quebec Manitou Mines (1975}, 9 O.R. (2d)
740, 62 D.L.R. (3d) 612 (Div. Ct.}.

7*C.B.C.A. para.241(3)(a). See also, 0.B.C.A.
para.247(3){(a); A.B.C.A. para.234(3})(a). This was

successfully achieved In the case of Mason v, MOW Holdinas
Ltd. (1983), 23 B.L.®K. 255 (Man. Q.B.).

®ogee also, .B.C.A. 8.266; A.B.C.A. s.207.

@1C.B.C.A. para.241(3)(1); 0.B.C.A. para.247(3)(1);
.A. para.234(3)(n); Qakley v, McDougall (1987), 14
.R. (2d) 128 (C.A.}).

*23ee also, O0.B.C.A. 5.206; A.B.C.A, s8.207.
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conduct complained of is "oppressive and unfairly prejudicial
to or that it unfairly disregards the interest of a sczcurity
holder, creditor, director, or officer of the corporation”, an
order for the dissolution of the corporation will be made.®?

An order for dissolution will also be granted 1If the
unanimous shareholder agreement entitles a complaining
shareholder to demand such a dissolution after the occurrence
of a specific event and that event has occurred.®** Where the
court ls satisfied that it is "Jjust and equitable" that the
corporation should be liquidated and dissolved,*® it then has
wide powers under the Act to grant relief.®®

The Business Corporations Act (Optario), 1982 provides
additionally for a winding-up order to be granted where
proceed’ngs have begur to wind up the corporation voluntarily
in the 1interest of contributories and creditors and the court
is satisfied that such proceedings should be continued under
its supervision.®? Such an order may alsc be granted where

the corporation, though not insolvent, cannot by reason of its

s3Cc.B.C.A, para.214(1){a) and subsection 241(2). See
also, 0.B.C.A. para.206{l)(a) and subsection 247(2); A.B.C.A.
para.207(1)(a) and subsection 234(2).

*4C.B.C.A. para.214(1)(b)(1); 0.B.C.A.
para.206(1){(b)(i); A.B.C.A. para.207(1)(b){i).

®sC.B.C.A. para.2l4(1)(b)(ii). See also, O0.B.C.A.
para.206(1)(b)(iv); A.B.C.A. para.207(1l)(b)(ii).

®8C . B.C.A. subsections 214(2) and 241(3). See also,
0.B.Z,A. subsections 206(2) and 247(3); A.B.C.A. subsections
207(2) and 234(3).

@70.B.C.A. para.206(1l}(b)(ii).
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liabilities continue its business and it is advisable to wind
it up.*"

The courts usually seem reluctant to permit the use of
the winding-up provision as a means of granting rellief,
especially where the corporation is a viable entity.®® 1In the
case of Elder v. Elder,”® it was held that this remedy was
only available "in the last resort, and in the absence of
feasible alternative methods".®*>

The expression "just and equitable" seems to be the major
test which the courts have used to establish whether or not
such relief 1is necessary. In the Elder case, the Lord

President went on to say,

"where the "just and equitable" 3Jurisdiction has been
applied 1in cases of this type, the circumstances have
always, I think, been such to warrant the inference that
there has been, at 1least an abuse of powers and an
impairment of confidence in the probity with which the

corporation’'s affairs are being conducted, as
distinguished from mere resentment on the part of a
minority . . ."

In the case of Jcottish Cooperative Wholesalers Society
v. Meyer,®* the test seems to have been interpreted to mean

®%0.B.C.A. para.206(1){(b)(iii).

®2G.J. Vesley, "“Some Inter Vivos Aspects of Buy-Sell
Agreements™ Report of Proceedings of the Thirty-8ixth Tax
Conference, 1984 Conference Report (Toronto: Canadlan Tax
Foundation, 1985) 925 at 927; F.H. Buckley, M.Q. Connely,
Corporations: Cases Texts and Materfals, (Toronto: Emond
Montgomery Publications Ltd., 1984) at 645; Re Cucci"s

Restaurant Ltd.: Burnett v. Tsang (1985), 29 B.L.R. 196
{Alta.Q.B.).

®2[1952] S.C. 49 (Sc. Ct. 8Sess.).
'I.Igig R
*2[1959) A.C. 324 (H.L.).
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"burdensome, harsh and wrongful".®? The court in this case
did not order a winding-up but instsad ordered that the shares
of the respondents be bought out at fair wvalue.

The courts have alsc held that the desire to be bought
out is not enough to Justlify an order for a winding-up
espectally if there is no evidence of mismanagement or
questionable dealings on the part of the directors.?»*

Where the parties to the agreement are deadlocked the
courts may be more inclined to grant the relief sought by
virtue of a winding-up order.”® The term deadlock implies
either an inability to elect directors, an egual split among
even nuabers of directors on a fundamental policy, or that the
corporation's business could not be performed from day to
day.>* Constant flighting and mutual sabotage among owners
whose cooperation is necessary for the conduct of the business
would therefore amount to a deadlock and would ent tle the

parties to a winding-up order.®”

In Re Pre-Delco Machine Tool [Ltd.®® where a complete

*31bid., per Viscount Simmonds at 342,

**Re Daniels & Fielder, supxa, note 13; But see Ebrahimi

v, Westbourne Gallexies, (1978] 2 W.L.R. 1289, (1973] A.C. 60
(H.L.).

*°Re Dunham and Apollo Tours Ltd. (1978), 20 O.R. (2d) 9
(H.C.); Re Danjels & Fielder,

®*“Be_Yenidge Tobacco Co., [1916]1 2 Ch. 426 (C.A.).
*7Be Bondi Better Bapanas Lid,, (1951) O.R. 845, ({1952} 1

D.L.R. 277 (C.A.}.

®"*[1973) 3 0.R. 115, 36 D.L.R. (3d) 50 (H.C.).
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breakdown had occurred between the two shareholders, an
application by the minority shareholder for the winding up of
the corporation rvas granted. The court found that the matters
could not be equitably resolved by internal proceedings.

The courts have also held that whether a cosporation is
operating profitably 1is a very lmportant consideration when
deciding whether a liguidatinn order should be made. This
fact is not conclusive in favour of denying such an order.®*®

In the case of er v W ,100

therefore, an application for a winding-up was dismissed as
the court found that the majority shareholder had turued the
business into a successful enterprise and had Jjustified
termination vl the applicant's employment. Additlonally, the
court determined t! :t the applicant was offered a fair price
for the shares and held that there was no justification for a
winding-up.

In light of the above authorities, it seems clear that
there tis no generally accepted rule as to what would
categorically determine when a corporation can be wound up.
This was relterated by Lacourclere J.A. In the case of Rogers
v. Agincourts Holdings Ltd.,*°* where it was stated that,

"It is guite proper to draw upon previous cases for
general guidance but counsel and the Courts must be

®sRe Sharon Golf & County Club Ltd. (1875), 2 C.B.R.
(N.S.) 159 (H.C.).

10011978} 1 W.W.R. 451, 3 B.L.R. 113 (Q.3.).

102(1977), 1 B.L.R. 102 (Ont. C.A.).
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careful not 2 construe the auvtlorities as the setting of
a series of restrictive principles which would confine

the phrase “just and eqguitable™ to rigid categories, for
each case depends to a large extent on lts own facts. "oz

IvV. THE RIGHT TO DISSENT

Under section 190 of the Canada PBusiness Corporations Act
a shareheclder has a right to dissent from actions of the
corporation.*®? This right arises under specific circumstances
including a resolution by the corporation to add, remove, or
change any provisions restricting the transfer, or ownership
of shares of a particular class,294

Once a shareholder dissents to a resolution, their right
to be bought out by the corporation for fair value is
ectablished.29> The shareholder also has a right to reject
the corporation's offer and to seek a wvaluation by the
courts.*os

A shareholder who exercises the right to dissent under
section 190 does not forfeit the right to challenge oppressive

conduct wunder the oppression remedy. As former security

a027hiq,, at 108.

2925ubsaction 190(1}. See also, O0.B.C.A. 8.184;
A.B.C.A. 5.184.

ioec,.B,.C.A. para.l190(1)(a}). See also, O0.B.C.A.
para.l84(1)(a); A.B.C.A. para.l84(l)(a).

469C.B.C.A. sBubsection 190(3). See also, O0.B.C.A.
subsection 184(4); A.B.C.A. subsection 184(3).

108C.B.C.A. subsections 190(12)-(16). See also, 0.B.C.A.
subsections 184(13)-(17); A.B.C.A. subsections 184({&)-(10).
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holders, they qualify as a complainant under section 238 of
the Act,*®” and may therefore employ both remedies. The
statement "in addition to any other rights he may have. . ."
in subsection 190(3) of the Act,2*°® jis aimed at preserving any
rights the shareholder may have under the oppression
remedy.,2°9®

In cases where the shares are subject to a buy-sell
agreement, the courts have refrained from imposing this
section and have held that the valuation would he conducted in

the manner provided by the agreement.*2°

V. THE DERIVATIVE ACTION

The derivative action {formerly called a representative
action) is an eguitable remedy devised by the courts to permit
a shareholdexr, acting as a complaint, to bring an action on

behalf of the corporation.*22 This form of action is now

provided for wunder section 239 of the Canada Business

1075ee also, 0.B.C.A. s5.244; C.B.C.A. 8.231.

108gee also, C.B.C.A. subsection 184(4); A.B.C.A.
subsection 184(3).

109

(1983), 5
D.L.R. (4th)} 116 (Ont. H.C.).

**°Mica Management Ceptre Inc. v. Lockett, supra, note 69.

1ligeae generally, S.M. Beck, HThe Shareholder's
Derivative Action" (1974) 52 Can. Bar Rev. 158.
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Corporation Act.*** The courts have wide discretionary powers

to grant rellief.**?

This provision overrides the general rule that it is the
corporation's decision whether to sue for a wrong done to the
corporation. It therefore forces the corporation to sue for a
wrong done to the rorporation {itself rather than to the
shareholder .24

The derivative action can only be commenced with the
leave of the court and after giving notice to the corporation.
Thereafter, the court will not grant relief unless it is
satisfied that the directors will not bring, diligently
prosecute or defend an action already commenced, that the
shareholder is acting in good falth, and that it is in the
best lInterests of the corporation that the action be
brought,**®2

The courts have held that because the leave of the court
must be obtained before a derivative action can be brought,

such an action will be struck down if the leave is not

122C.B.C.A. s5.239. See also, O0.B.C.A. 5.245; A.B.C.A.
§.233; It has been held that where there are only two
shareholders, and one shareholder is desirous of commencing a
derivative actlon against the other, he can do so, even though
no other shareholder is there to represent:
(1975), &8 O.R. (2d) 7, 56 D.L.R. (3d) 649 (H.C.).

+13C.B.C.A. s5.240. See also, 0.B.C.A. s5.246; A.B.C.A. 5.233.

1*4p. Little, supra, note 68 at 5; Rogers v, Bank of
Montreal (1965), 30 B.L.R. 41 (B.C.S.C.).

*28C.B.C.A. subsection 239(1. See also., O0.B.C.A.
subsection 245(2); A.B.C.A. subsection 232(2).
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acquired.xx®
The derivative action has liinited application for
granting relief under the buy-sell agrzement as it only
applies where the corporation itself has been wronged. The
derivati&e action was therefore held not to afford relief in a
sitvation where a shareholder, who had agreed through a buy-
sell agreement to sell hls shares on the termination of his
employment, was fired and forced to comply with the
agreement.**7
The derivative action is also seen as being additional to
and not as a replacement for any other «rights which may be

avallable to the applicant under the common law or statute.22®

138Shield Dev. Co, v. Snyder, {1976) 3 W.W.R. 44 (S.C.C.).
**7Anderson v, Witjch (1979), 8 B.L.R. 209 (Ont. H.C.J.)

12ap, Little, supra, note €9 at 7.
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CONCLUSION

The maln purpose cf the buy-sell agreement is to ensure
the continued avallablility of a market for shares and
mandatory transfers in certain circumstances and to controil
the entry of third parties as shareholdexs into the
corporation. This dissertation has outlined the utility of
the buy-sell agreement for these purposes as well as for
regulating and administering the transfer of shares in a close
corporation. This was done by providing in one text an
overview of the varlous aspects of the buy-sell agreement
using for reference the available literature and case law in
this area.

This exercise was prompted by the observation that even
though the buy-sell agreement has been in use for a number of
years, the concept of this form of agreement as a viable
instrument for regulating all matters relating to the transfer
of the corporation's shares is still developing.
Additionally, the literature available on this subject is very
selective, relating almost exclusively in some cases to income
tax considerations, which are only one aspect of the buy-sell
agreement.

The 1increasing wvolume of 1itigation in Canada relating
both directly and indirectly to the buy-sell agreement would

suggest that this type of agreement is gaining recognition and
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acceptance among shareholders. Its development has been
further buttressed by the introduction of the unanimous
shareholder agreement by the. various business corporations
statutes. Once the buy-sell agreement meets the relevant
conditions, 1t can recelve the protection awarded the
unanimous shareholder agreement under these statutes.

Where the buy-sell agreement is found to be defective the
courts, using both the common law and the provisions of the
various business corporations statutes, are also developing a
wide range of solutions for both interpreting and implementing
the provisions of the buy-sell agreement.

The use of the buy-sell agreement for estate purposes has
also prompted some development in the area of Iincome tax law,
as well as the development of some new insurance products.

Notwithstanding these developments, the various aspects
of the buy-sell agreement are still not viewed as a total
package, The potential of a well-drafted agreement to avert
tutvure complications among shareholders regarding the transfer
of shares, is therefore not appreciated.

Consequently, in many cases where the buy-sell agreement
is employed, tt is only partially utilized, £for example, a
buy-sell clause, regulating the purchase and sale of shares
may be included in the corporation's articles of association
or the shareholder's agreement without a corresponding
provision for funding and valuation.

This dissertation advocates the implementation of the
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buy-sell agreement as a separate unanimous agreement catering
to the individual requirements of the parties. Factors to be
considered include, the number of shareholders, thelr ages,
the nature of the business, potential benefactors of the
shareholders' estates, the avallability of outside third party
purchasers, and the 1likely {interest of the parties in
autonomy.

There |is no question that a properly drafted buy-sell
agreement can be a very useful and important tool in a close
corporation. However, such an agreement must be tailor-made
to fit the particular needs of the shareholders and the
corporation, and must take account of at least some of the

factors discussed if it is to be truly effective.
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APPENDICES

The appendices are selected from a variety of sources
and are presented as practical 1illustrations of the
material presented in the dissertation. They may also
serve as a useful guide for drafting buy-sell
agreements. However it is recommended that buy-sell
agreement should always be individually drafted to fit
the facts and circumstances of the particular case.
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APPENDIX 1IX

Buy-Sell Agreement - Two Shareholders--
Shotgun provision operational during the
lifetime of the parties -- Compulsery purchase
after the death of either party -- Insurance

funding on death -- Valuation fixed in advance.

Buy-sell agreement between two parties--
funded by insurance -- right of first refusal--
right to purchase provision -~ Provision
covering incapacity of the shareholder--~
includes schedule covering price determination.

Buy-sell agreement between two shareholders--

stipulated value -~ compulsory purchase after
death.

Alternative or additional "shotgun" clause.
Alternative or additional "piggy-back" clause.
1. Two shareholders -- Third party offer to A
-- Right of B to dispose of an equivalent amount
of share to the third party puzchaser.

2. Third party offer to A to purchase 2ll of
the corporation's shares -- B to purchase or
sell his entire shareholding.

Alternative or additional right to purchase
clause.

Alternative or additional right of flrst refusal
clause.

Alternative or additional restricted auction
clause.

Alternative or Additional valuation clauses.
1. Valuation by an auditor.

2. Valuation by an auditor -- method of
determining value,.

3. Book wvalue -~ capitalization of fixed
assets.

4. Value stipulated annually or adjusted.

5. Valuation by an auditor after death--
method of valuing assets.
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Buy-Sell Agreement -- "Two J3horeholauers-—--
Shotgun provision operational during the
lifetime of the parties -- Compulsory

purchase after the death of either party--
Insurance funding on death --Valuation fixed
in advance.

BUY-SELL AGREEMENT made the day of , 18 ’
between A, of the [cityl, 1in the province of
[province} and B of the sald city.

Whereas:

(1) The parties own or control all the issued
and outstanding shares 1in C Corporation
Limited (herein called "the Corporation") as
follows:

[set out shareholdings]

(2) The parties desire to provide £for their
mutual protection if either dies or wishes
to withdraw from the Corporation:

THIS AGREEMENT WITNESSES that the parties
covenant and agree as follows:

1. The parties shall not transfer, encumber or
in any way deal with any of their shares in the
Corporation except as provided for in this agreement.

DURING THE LIFETIME OF THE PARTIES

2. If either A or B wishes to dispose of
his shares in the Corporation, the (herein called the
tOof feror™) shall £irst offer in writing to sell all
his shares to the other party (herein called the
"of feree”) on the following terms and conditlions.

3. The offer shall contain:

(2) an offer +to sell all the shares of
the Corporation owned or controlled by the
Offeror (herein called "all his shares" or
"the shares") at the arbitrary price
stipulated in the offer;

(b)Y an offer to purchase all the shares

1
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of the Corporation owned or controlled by the
Offeree (herein called "all his shares" or
"the shares") at the same price;

(c) an undertaking to close the
purchase or sale on a date fixed not less
than [eighty (80)] days and not more than
fone hundred (100)] days from the service of
the offer on the Offeree at the time and
place fixed in the offer;

4. 1f the Offeree accepts the offer to sell
under paragraph 3(a), the Offeror (herein called "the
Vendor") shall sell and transfer all his shares to
the Offeree (herein called the "Purchaser") who
shall purchase and pay for them on the date and at
the place stated in the offer for the arbitrary price
stipulated in the offer.

5. 1f the Offeree accepts the offer to purchase
under paragraph 3(b), the Offeree (herein call "the
Vendor") shall sell all his shares to the Offeror
(herein called "the Purchaser") who shall purchase
and pay for them on the date and at the place stated
in the offer for the arbitrary price stipulated in
the offer.

6. 1f the Offeree does not accept either of the
alternatives in the offer in accordance with the
provisions herein, he shall be deemed to have
accepted the Offeror's offer to sell all his shares
to the Offeree, and the Offeree (herein called "the
Purchaser") shall purchase and pay for them on the
date and at the place stated in the offer for the
arbitrary price stipulated in the offer.

7. At the time set for closing, the Vendor
shall deliver to the Purchaser in exchange for the
items set out in paragraph 8:

{a) certificates for all his shares duly
endorsed in blank for transfer;

(b) his resignation from the board and that
of his wife and nominees, if applicable;

(c) his resignation as an employee and that
of his wife and members of his family who may
be in the employ of the Corporation;
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{(d) an assignment to the Purchaser of all
debts, if any owing by the Corporation to the
Vendor;

(e) a release of all claims the Vendor has
or may have against the Corporation and the
Purchaser;

(£) assignment of all insurance policies on
the life of the Purchaser as set out Annex
HBII;

(g) a certified cheque payable to the
Purchaser for an amount equal to the
aggregate of the cash surrender value of all
policies on the life of the Vendor as set out
in Annex "B";

(h) all other documents necessary or
desirable in order to carry out the true
intent of this agreement.

8. At the time set for closing, the Purchaser
shall deliver to the Vendor in exchange for the ltems
set out in paragraph 7 above-

(a) a certified cheque payable to the Vendor
for the full amount of the arbitrary purchase
price of the shares;

(b) a certified cheque payable to the Vendor
for the full amount of any indebtedness owing
by the Corporation to the Vendor as recorded
on the books of the Corporation and verified
by the Corporatlion's accountant;

(c} a certified cheque payable to the Vendox
for an amount equal to the aggregate of the
cash surrender value of all policies on the
life of the Purchaser as set out in Annex"B";

(d) a release by the Corporation of all
debts, If any, owing by the Vendor to the
Corporation;

(e} a release of all claims the Corporation
and the Purchaser have or may have against
the Vendor;

(£) a release of all guarantees given by the

3
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Vendor on behalf of the Corporation;

(g) all securities, free and clear of all
claims, which belong to the Vendor and are
lodged with any person {including the
Corporation's banks) to secure any
indebtedness or credit of the Corporation;

(h) assignments of all insurance policies on
the life of the Vendor as set out in Annex
“B";

(1) 2all other documents necessary or
desirable in order to carry out the true
intent of this agreement.

9. I1f on the closing date the Vendor neglects
or refuses to complete the transfer or does not
comply with the procedures herein set out, the
Purchaser has the right upon such default (without
prejudice to any other right that he may have), upon
payment by him of the purchase price (plus or minus
any adjustments herein provided) to the credit of the
Vendor in any chartered bank in the city of (city)
{or to the solicitor £for the Corporation in trust
for, on behalf of and in the name of the Vendor), to
complete the transaction as above. The Vendor hereby
irrevocakly constitutes the Purchaser his true and
lawful attorney to cnmplete the said transaction and
execute on behalf of the Vendor every document
necessary or desirable in that behalf. (If there is
more than one vendor, this power of attorney shall
apply to both vendors.]

10. If on the «closing date the Purchaser
neglects or refuses to complete the transaction, or
does not comply with the procedures herein set out
the Vendor has the right upon such default (without
prejudice to any other rights that he may have) to
give to the Purchaser, within ten (10) days after
such default, notice that on the twenty-first day
after the original closing date, he (herein called
"the New Purchaser") will purchase from the Purchaser
(herein called "the New Vendor") all the shares of
the Corporation owned of controlled by the New
Vendor, for an amount equal to seventy-five percent
(75%) of the purchase price set out in paragraph 8(a)
and at the same time fix a new date within thirty
(30) days and a time and place for closing;
whereupon, on the new date for closing, the HNew

4
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Vendor shall sell all his shares to the New Purchaser
who shall purchase the same for the new purchase
price, and it is expressly agreed that all the terms
of this agreement applicable to the closing of the
sale and purchase of shares and to the adjustment of
purchase price, f any, shall be applicable to the
said closing. The New Vendor hereby constlitutes the
New Purchaser his true and 1lawful attorney to
complete the said transaction and execute on behalf.
(If there is more than one vendor, this power of
attorney shall apply to both vendors.!

11. No offer hereunder shall be given while
another offer is outstanding or a sale pending or
until f(one hundred (100) days after any sale is
aborted.

AFTER THE DEATH OF A PARTY

12. Within [one hundred (100)] days of the death
of either A or B (provided the survivor is alive on
the thirtieth day after the death of the first
deceased) the survivor (Purchaser) shall purchase and
the estate of the deceased (Vendor) shall sell to
the survivor all his shares owned or controlled by
the deceased at the time of his death for the most
recent price stipulated in Annex "A"Y.

13. The legal representatives of the deceased
shall in writing fix a date not more than [one
hundred (100)) days from the date of death a time and
place for the closing of the sale of its shares.

14. At the time set for closing, the Purchaser
shall deliver to the Vendor/Estate in exchange for
the items set out in paragraph 14:

(a) a certified cheque payable to the
Vendor/Estate for the £full amount of the
purchase price as set out in Annex "A";

{b) a certified chegque payable to the
Vendor/Estate for the £full amount of any
indebtedness owing by the Corporation to the
deceased;

{(c) a certified cheque payable tc the
Vendor/Estate for the amount of the cash
surrender value on all insurance policies on
the 1ife of the Purchase listed in Annex "BY;

5
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(d) a certified cheque payable to the
Vendor/Estate for the amount, in any, by
which the aggregate net proceeds recelved by
the Purchaser from the insurers in Annex "B"
exceeds the aggregate of (a), (b) and (c)
above;

(e) a release by the Corporation and the
Purchaser of all debts and to the claims that
they have or may have against the
Vendor/Estate;

(£) a release of all quarantees given by the
deceased Vendor on behalf of the Corporation;

(g) all securities, free and clear of all
claims, belonging to the deceased Vendor
which are 1lodged with any person (including
the Coxrporationt's banks) to secure any
indebtedness or credit of the Corporation;

(h) all other documents necessary or
desirable in order toc carry out the true
intent of this agreement.

15. At the time set for closing, the
Vendor/Estate shall deliver to the Purchaser In
exchange for the items set out in paragraph 14:

(a) certificates for all the Vendor's shares
duly endorsed for transfer in blank with
signature guaranteed by a bank or trust
company;

(b} evidence of authority of executors to
sign;

(c) succession duty release for the shares
if applicable;

(d) resignations from the board and
employment of all members of the deceased's
family and nominees;

(e) an assignment to the Purchaser of all
debts, 1f any, owing by the corporation to
the Vendor;

(£) a release of all claims the deceased
Vendor or his estate has or may have against

6
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the Corporation or the Purchaser;

(g) an assignment to the Purchaser of all
insurance policles on the life of the
Purchaser listed in Annex "B";

(h) all other documents necessary or
desirable In order to carry out the true
intent of this agreement.

INSURANCE

16. In oxder to ensure that all or a substantial
part of the purchase price for the shares of the
deceased party will be available immediately in cash
upon his death, each of the parties hereto has
procured insurance on the other's life as set out in
Annex "B". Additional policies may be taken out for
the purpose of this agreement and they shall be added
to Annex "B".

17. Each of the parties hereto agrees,
throughout the term of this agreement, to maintain
and pay the premiums as they fall due on all life
insurance policies listed in Annex "B" owned by him.

18. The insurers set out in Annex "B" are hereby
authorized and directed to give any party hereto,
upon written request, all information concerning the
status of the said policies.

19. 1I1f any premium on any insurance policy is
not paid within [twenty (20) days} after its due
date, the party insured shall have the right to pay
such premium and be reimbursed therefor by the owner
thereof together with interest at the rate of [two]l
percent per month on the amount so paid in respect of
such premium frem the date of payment until the date
of reimbursement.

20. Immediately upon the death of one of the
parties hereto the survivor shall proceed as
expeditiously as possible to collect the proceeds of
the policies on the deceased party, and the legal
representatives of the estate of the deceased party
shall apply and expedite the application £for letters
of administration or letters probate, as may be
reguired.

21. The parties shall not assign, encumber,
7
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GENERAL

22. The parties shall not throughout the term of
this agreement and until a valid sale of the shares
is completed under this agreement do or cause or
permit to be done anything out of the normal course
of business of the Corpcration.

23. Time shall be of the essence of this
agreement and everythling that relates thereto.

24. The parties agree to execute ard deliver any
documents necessary or desirable to carry out the
true purpose and intent of this agreement.

25. This agreement shall be binding upon and
enure to the benefit of the parties hereto and their

respective helirs, executors, administrators and
assigns.

IN WITNESS, etc.

SIGNED, SEALED AND DELIVERED, etc.

[Signatures and seals]

Annex TA" /9.
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Annex "A"
C CORPORATION LIMITED
BUY-SELL AGREEMENT
ANNEX "AY
(Date] Pursuant to the buy-sell

agreement, the price for
all my shares 1in the
Corporation is § .

W s s 8% 2 a8 ¢ s aE s E e LI A R B A A B R I B B B I

Pursuant to the buy-sell
agreement, the price for
all my shares in the
Corporation is $ .

—— —————— T  ———— e L S A L S S . WRa S M T S M S e —

C CORPORATION LIMITED
BUY-SELL AGREEMENT
ANNEX "B"
Life insurance policies on the life of A owned by B:

Insurer Number Amount

Life insurance policies on the life of B owned by A:

Insurer Number Amount

(J.D. Honsberger, and J.M. Wainberg, eds., Q'Brein's
Encyclopedia of Forms, 10th ed., Vol. VI, Agincourt,
Oontario: Canada Law Book Ltd., 1980).
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APPENDIX JX

Buy-sell agreement between two partles—-
funded by insurance -- right of first refusal

-- right "o purchase provision -- Provision
covering Iincapacity of the shareholder--
includes schedule covering price
determination.

MEMORANDUM OF AGREEMENT made the day of . 19 .
Between:
[name) of the City of lcity]
in the Province of [province)
OF THE FIRST PART,
-and-
[name) of the City of [city]

in the Province of [provincel
OF THE SECOND PART.

WHEREAS C Limited (the "Corporation") 1Iis a
corporation 1incorporated under the laws of the
province of ([province] with an authorized capital of
[ ] common shares without par value ("common
shares"), of which [ Jcommon shares have been
issued and are now outstanding;

AND WHEREAS each of the parties hereto 1is the
beneficial owner of common shares of the
Corporation;

NOW THEREFORE THIS AGREEMENT WITNESSETH that in
consideration of the respective covenants and
agreements herein contained and of the sum of $[5]
now paid by each of the parties hereto to the other
(the receipt and sufficiency of which 1is hereby
acknowledged by each of the parties hereto), it is
agreed by and between the parties hereto as follows:

1. GENERAL COVENANT.

1.1 Neither party hereto, without the prior
written consent of the other, will sell, assign,
transfer, dispose of, donate, mortgage, pledge,
hypothecate, charge or otherwise encumber or deal
with any common shares of the corporation now or



Appendix II (cont.)

hereafter owned by such party except in accordance
with the terms and conditions hereof.

2. PURCHASE AND SALE OF COMMON SHARES

2.1 1If either party desires to terminate the
arrangements with respect to the ownershlp of common
shares of the Corporation referred to herein, the
party wishing to so terminate such arrangements
({hereinafter sometimes 7referred to as the "Offering
Party®) shall offer in writing to the other party
{hereinafter sometime referred to as the "Notified
Party") to purchase:

(a) all but not 1less than all the
common shares of the Corporation beneficlally
owned by the Notified Party; and

(b} all of the indebtedness of the
Corporation (if any) to the Notified Party

(which common shares and indebtedness (1f any), or
the corresponding common shares and indebtedness (1if
any) owned by the Offering Party, as the case may be,
are hereinafter sometimes referred to as the "Offered
Securities™). The Offering Party shall specify in
such offer the terms of the purchase and sale and the
price to be paid for the Offered Securities, provided
that the price for the indebtediess (if any) of the
Corporation to the Notified Party constituting part
of the Ofiered Securities shall be the face value
thereof [plus accrued and unpaid interest thereon (1if
any)}! as shown on the books of account of the
Company. The price so specified in the offer for the
Offered Securities 1s hereinafter referred to as the
"Designated Price".

2.2 Within [30) days after the receipt by the
Notified Party of the offer from the Offering Party
pursuant to section 2.1 hereof, the Notified Party
shall advise the Offering Party pursuant to section
2.1, the Notified Party shall advise the Offering
Party in writing elther:

{a) that the Notified Party accepts the
offer made by the Offering Party to purchase
the Offered Securities owned by the Notified
Party on the terms and at the Designated
Price set out in the offer; or
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(b) that the Notified Party elects to
purchase the Offered Securities owned by the
Offering Party on the terms and at the
Designated Price set forth in the offer
referred to in section 2.1 hereof, putatis
nutandis.

If the Notified Party so elects to purchase the
Offered Securities owned by the Offering Party, the
Notified Party shall thereupon be conclusively deemed
to have made an offer to purchase the Offered
Securities owned by the Offering Party on the terms
and at the Designated Price set out in the offer
referred to in section 2.1 hereof, mutatis mutandis,
and the Offering Party shall be conclusively deemed
to have accepted such offer. If the Notified Party
fails to advise the Offering Party in writing within
[30] days after the receipt of the offer £from the
Offering Party pursuant to section 2.1 hereof, the
Notified Party shall be conclusively deemed to have
accepted the offer made by the Offering Party to
purchase the Offered Securities owned by the Notified
Party on the terms and at the Designated Price set
forth in such offer.

2.3 The purchase and sale of the Offered
Securities resulting from the acceptance or deemed
acceptance of an offer pursuant to section 2.2 hereof
shall be completed a% the principal office of the
Corporation in the city of [cityl at [(city time] on
the [10th] business day after such offer has been
accepted or deemed to have been accepted pursuant to
section 2.2 hereof. Such place and time are
sometimes hereinafter referred to as the "Place of
Closing™ and "Time of Closing", respectively. At the
Time of Closing the payment of the Designated Price
for the Offered 8Securities shall be made by the
purchasing shareholder against delivery by the
selling shareholder of a certificate or certificates
representing the common shares of the Corporation to
be purchased, duly endorsed in blank for transfer
(with signatures guaranteed by a Canadlan chartered
bank) together with duly executed assignments of the
indebtedness of the Corporation to the selling
shareholder.

2.4 If the selling shareholder is not present at
the Place of Closing at the Time of Closing, or is
present but fails for any reason whatsoever to
produce and deliver to the purchasing sharehclder the
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Appendix 1XI (cont.)

sald certificate or certificates duly endorsed in
blank for transfer (with signatures guaranteed by :
Canadian chartered bank) and duly executed
assignments of the indebtedness of the Corporation to
the selling shareholder, then the Designated Price
for the Offered Securities shall be deposited by the
purchasing shareholder into a special account at a
branch of the Corporation's bankers in the name of
the selling shareholder. Such deposit shall
constitute wvallid and effective payment of the
Designated Price for the Offered Securities to the
selling shareholder even though the selling
shareholder has voiuntarily encumbered or disposed of
any of the common shares of the Corporation and/or
indebtedness (if any) constituting all or part of the
Offered Securities and notwithstanding the fact that
a certificate or certificates or assignment or
assignments for any of the said common shares and/or
indeb*“edness may have been delivered to any pledgee,
transferee or cther person.

2.5 If the Designated Price for the Offered
Securities is deposited pursuant to section 2.4 into
a special account at a branch of the Corporation's
bankers in the name of the selling shareholder, then
from and after the date of such deposit, and even
though the certificates and assignments evidencing
the Offered Securities have not been delivered to the
purchasing shareholder, the purchase of the COffered
Securities shall be deemed to have been fully
completed and all right, title, benefit and interest,
both at law and in equity, in and to the Offered
Securities shall be conclusively deemed to have been
transferred and assigned to and become vested in the
purchasing shareholder and all right, title, benefit
and interest, both at 1law and in equity, of the
selling shareholder, or of any transferee, assignee
or any other person having any interest, legal or
equitable, therein or thereto, whether as a
shareholder orx creditor of the Corporation oz
otherwise, shall cease and determine, provided,
however, that the selling shareholder shall be
entitled to receive, the Designated Price so
deposited, without interest.

The selling shareholder hereby irrevocably
constitutes and appoints the purchasing shareholder
as his true and lawful attorney-in-fact and agent,
for, in the name of and on behalf of the sellling
shareholder to execute and deliver in the name of the

4
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selling shareholder all such assignments, transfers,
deeds and instruments as may be necessary to
2ffectively transfer and assign the Offered
Securities, oxr any part thereof, to the purchasing
shareholder, or his nominee or nominees, on the books
of the Corporation. Such appointment and power of
attorney, being coupled with an interest, shall not
be revoked by the insolvency, bankruptcy, death or
incapacity of the selling shareholder and the selling
shareholder hereby ratifies and confirms and agrees
to ratify and confirm all that the purchasing
shareholder may lawfully do or cause to be done by
virtue of the provisions hereof.

The sellling shareholder hereby irrevocably
consents to any transfer of the Offered Securities or

any part thereof made pursuant to the provisions of
this section 2.5.

The selling shareholder shall be entitled to
receive the Designated Price deposited with the
bankers of the Corporation upon delivery to the
Corporation of certificates evidencing the common
shares so purchased duly endorsed in blank for
transfer (with signatures guaranteed by a Canadian
Chartered bank), together with duly executed
assignments of the indebtedness of the Corporation to
the selling shareholder constituting part of the
Offered Securities.

3. INCAPACITY ETC.

3.1 1f either party hereto is declared bankrupt
or adjudged unable to manage his own affairs, makes
an assignment for the benefit of creditors, auffers
his common shares to be 1llable to selzure, or
becomes, by reason of 1illness, disease, mental or
physical disability or otherwise, unable for a period
of [12] consecutive months to discharge the duties of
his employment with the Corporation or accepts full
time employment with any person, f£irm or corporation
other than with the Corporation (other than
compulsory service in the armed forces during peace
time or voluntary or compulsory service during time
of war) or |is not actively engaged with the
Corporation for a period of [12] consecutive months
(such party being in this section 3.1 referred to as
the "Inactive Party"), the remaining party shall have
the exclusive right (but not the obligation) to
purchase all but not less than all common shares

5
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owned by the Inactive Party at the purchase price and
on the terms set out in Schedule A hereto. Such
right may be exercised by notice in writing to the
Inactive Party within [30] days from the bankruptcy,
assignment, incapacity or inactivity in question,
which notice shall be given in accordance with
section 2 Schedule A.

4. DEATH

4.1 Upon the death of either party hereto, the
surviving party shall purchase all of the common
shares held by the decedent from the legal pezrsonal
representatives of the decedent within [(30] days of:

(a) such legal personal representative
or representatives recelving all necessary
succession duty and other tax releases and
consents to such sale; and

(b) the surviving party receiving the
proceeds of the policy or policies of
insurance on the life of the decedent held by
him pursuant to Part 5 hereof.

The purchase price for such common shares shall be
calculated in accordance with and the purchase shall
be made on the terms set forth in Schedule A hereto.
If no executor or administrator is appointed for the
estate of the decedent within [90] days after his
death, the surviving party shall be considered a
creditor of the estate of the decedent with all of
the rights conferred upon a creditor of the estate of
a decedent by the place of his domicile, including
the right to cause an executor or administrator to be
appointed.

4.2 Por the purposes of this agreement, 1if
either party becomes missing such party shall be
conclusively presumed dead after he has been missing
for [12] months.

4.3 For the purposes of this agreement, in the
event that both parties die within a period of {30]
days of each other, all rights and obligations of
purchase accruing to and imposed upon the surviving
party shall thereupon be terminated and have no
further force or effect.
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5. LIPE INSURANRCE POLICIES.

.1 Each party covenants and agrees to maintain
in full force and effect until the death of the other
party or the prior sale of the common shares owned by
such other party, the policies of life Insurance on
the life of the other party as described below:

Policy Insurer and Life Face Amount
Owner Policy No. Insured of Policy

[insert policy details]

5.2 Each party shall pay the premiums as they
fall due on the policy or polices of 1life Insurance
on the other party shall from time to time produce
proof of the payment of such premiums. The insurers
noted in section 5.1. are hereby authorized and
directed to supply to each 1life insured, wupon his
request, any information respecting the status of any
policy or policies on his life.

5.3 If at any time either party shall be advised
that the other has failed to maintain in full force
and effect the policy or policies of insurance which
such other party has covenanted to maintain, the
party whose 1life is insured by such policy orx
policies, the premiums on which have not been palid,
shall have the right, exercisable by notice in
writing to the defaulting party, given within [30]
days of being advised of such default, either:

(2* to terminate this agreement and all
obligat.ons arising hereunder, in which event
this agreement shall be deemed to have been
terminated by mutual agreement, except
sections 5.5.and 5.6 hereof; or

(b) to make such payments as may from
time to time be necessary to restore the
said policy or policies to full force and
effect, in which case this aqreement shall
continue in £full force and effect.

In default of such election, the party whose 1life is
insured shall be deemed to have elected not to
terminate this agreement. All payments made by the
party whose 1life is insured to restore to full force
and effect a policy or policies 1in default shall be
deemed to have been made for the account of the

7
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defaulting party. If such defaulting party becomes
obligated to sell his common shares hereunder, the
aggregate amount of such payments made to restore to
full force and effect and to maintain in £ull force
and effect such 1life insurance policy or policies
shall be deducted from the purchase price which the
purchasing party is required to pay in respect of the
purchase of such common shares. If the defaulting
party becomes obligated to purchase any shares
hereunder, the aggregate amount of such payments
shall be added to the purchase price which such
defaulting party 1is required to pay for the common
shares.

5.4 All amounts received by a party as proceeds
of the policy or policlies of insurance referred to
above, or so much thereof as may be necessary, shall
be paid and applied on account of the purchase price
to be paid by the survivor pursuant to section 4.1
hereoéf.

5.5 Upon the death of one of the parties to this
agreement, his legal personal representatives shall
forthwith offer to assign, transfer and set over to
the surviving party hereto the right, title and
interest of the decedent in and to the insurance
policy or policies insuring the life of the survivor
for a price equal to the aggregate of the cash
surrender value (if any) and any accumulated
dividends or the distributions of such insurance
policy or policles plus the unused portion of the
last premium paid thereon as determined by the
insurer, or the sum of $1, whichever is greater, as
of a date immediately prior to the death of the
decedent and, upon payment of such price by the
survivor to the legal personal representatives of the
decedent, such 1legal personal representative shall
forthwith assign, transfer and set over unto survivor
all such right, title and interest in and to the said
insurance policy and policies, and shall deliver the
same to the survivor. Should the survivor not decide
within a period of [60) days from the date of the
aforesaid offer by the legal personal representatives
to acquire the said insurance policy or policies, the
said offer shall lapse and be null and void and the
legal personal representatives shall forthwith
surrender the policy or policies to the insurer for
the cash surrender value thereof, together with the
amount of any accumulated dividends or other
distributions thereon, which when received shall be

8
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paid to the survivor.

5.6 Upon termination of this agreement for any
reason, each party shall have the right to purchase
from the other the policy or policies of insurance
upon his life upon payment to the other of a purchase
price calculated in the manner described 1in section
5.5 hereof. If either party fails or refuses to
purchcse the said policy or policies within [30] days
after such termination, such policy or policies may
be surrendered for its cash surrender value and
accumulated dividends or other distributions
thereon.

6. LEGEND ON SHARE CERTIFICATES

6.) The certificates representing the common shares
of the Corporation shall have typed or otherwise
written thereon the £following legend:

"The common shares represented by this
certificate are subject to the provisions of an
agreement made the day of s 18 between

and which agreement contains

restrictions on the right of such persons to
sell, assign, transfer, dispose of, donate,
mortgage, pledge, hypothecate, charge or
otherwise encumber or deal with the common shares
represented hereby and notice of the terms and
conditions of such agreement is hereby given."

7. GENERAL

7.1 The parties hereto agree to do all acts and
things as directors and shareholders of the
Corporation to effect compliance with or waiver of
the restrictions on the transfer of shares contained
in the [articles or by- laws] of the corporation to
give effect to any transfer or intended transfer of
common shares reguired or permitted to be made and
recorded as the result of the application of the
provisions of this agreement in oxder that,
notwithstanding such restrictions, the terms and
conditions of this agreement may be carried out.

7.2 ‘The parties hereto agree that the prov.sions
of this agreement relating to common shares of the
Corporation shall apply mutatis mutandis to any
shares or securities into which such common shares
may be converted, changed, reclassified, redivided,

9
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redesignated, subdivided, or consolidated, to any
shares or securities which are received by the
parties hereto as a stock dividend or distribution
payable in share: or securities of the Corporation or
of any successor ox continuing company or
corporation to the Corporation which may be received
by the parties hereto on a reorganization,
amalgamation, consolidation or merger, statutory or
otherwise.

7.3 Any notice or other document required or
permitted to be given to either party hereunder
(including under the provisions of Schedule A} shall
be validly given if delivered personally or if mailed
be prepaid registered mail to the party at the
following address:

[insert address])

Any such notice or other document delivered
personally shall be deemed to have been received by
and given to the addressees on the day of delivery
and any such notice or other document mailed as
aforesaid shall be deemed to have been received by
and given to the other party on the [second) business
day following the date of mailing. Either party may
at any time give notice of any change of address.

7.4 Time s5hall be of the essence of this
agreement.

7.5 The agreement shall be subject to and be
construed in accordance with the laws of the Province
of [provincel.

7.6 This agreement shall enure to the benefit of
and be binding upon the parties herete and their
respective helrs, executors, administrators, legal
personal representatives, successors and assigns.

In WITNESS WHEREOF the parties hereto
have executed this agreement.

SIGNED, SEALED & DELIVERED
in the presence of

[execution by the parties]}

Schedule A/1ll.
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SCHEDULE A

This is Schedule A to the agreement (the
"Agreement") made the day of , 19 between
and .

DETERMINATION OF PURCHASE PRICE

1. The purchase price to be paid for any common
shares purchased pursuant to section 3.1 or 4.1 of
the Agreement shall be the adjusted net book value of
such common shares determined by fchartered
accountants] [(city) (the "Auditors")as at the date
the obligation to purchase such shares arose (the
rEffective Date"), on the following bases:

(a) The Auditors shall determine, in
accordance with generally accepted accounting
principles, the amount which in their opinlon
represents th falr value of the assets of the
Corporation and the amount which in thelr
opinion represents the face amount of the
liabilities of the Corporation (other than
liabilities to capital stock referable to the
outstanding common shares of the Corporation)
as at the Effective Date;

{b) The net book value of the
Corporation shall be equal to the amount by
which the falr value of the assets exceeds
the face amount of the liabilities of the
Corporation determined in accordance with
sub-section (a); and

(c)} The adjusted book value per common
share of the Corporation shall be the amount
obtained by dividing the adjusted net book
value of the Corporation by the total number
of common shares of the Corporation issued
and outstanding.

DATE AND TIME OF CLOSING UNDER SECTION 3.1

2. The party electing to purchase common shares
pursuant to section 3.1 of the Agreement shall, at
the same time as electing to purchase such shares,
notify the vendor in writing of the date and time for
closing (which date shall be within the period of
[30) days after the giving of such notice, on which

11
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date the purchase and sale shall take place (which
time and date are herelnafter respectlively called the
"Time of Closing"” and the "Date of Closing").

DATE AND TIME OF CLOSING UNDER SECTION 4.1.

3. The surviving party, on becoming obligated
to purchase common shares pursuant to section 4.1 of
the Agreement shall notify the vendor in writing of
the date and time for closing (which date shall be
within the period of [30] days referred to in section
4.1 of the Agreement), on which date the purchase
and sale shall take place (which time and date are
hereinafter respectively called the "Time of Closing"
and the "Date of Closing").

CLOSING OF PURCHASE AND SALE

4. The closing of any purchase and sale to be
effected pursuant to section 3.1 or 4.1 of the
Agreement shall be at the r:incipal office of the
Corporation in (city, province] at {city time] or at
such other place as may be agreeable to the purchaser
and the vendor.

5. In respect of a purchase made pursuant to
section 3.1 of the Agreement, the purchase price
shall be payable as follows:

(a) a sum equal to [10)% of the purchase
price at the Time of Clesing;

{b) a further sum equal to [10]1% of the
purchase price within (three] months from the
Date of Closing; and

(c} the balance in {20] equal [half-yearly]
installments with interest on the amount owing
from time to time at the rate of [9]% per anum,
the first such payment to be due and owing (six]
months after the Date of Closing provided that
the purchaser shall have the privilege of
prepaying all or any part of any of such
installments before maturity at any time and from
time to time without notice or bonus.

6. The purchase price payable in respect of a

purchase pursuant to section 4.1 of the Agreement
shall be paid as follows:

12
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(a) the full purchase price or the proceeds
of the policles of insurance malntained on the
life of the deceased vendor pursuant to section
5.1 of the Agreement (whichever amount is the
lesser shall be pald at the Time of Closing; and

(b) in the event that the purchase price
exceeds the proceeds of the sald policles of
insurance, the said excess shall be pald by the
purchaser to the wvendor in [20) equal (half-
yearly] installments with interest on the amount
owing from time to time at the rate of [9]% per
annum; provided that the purchaser shall have
the privilege of prepaying any or all such
payments before maturity at any time and from
time to time without notice or bonus. The flirst
instalment shall become due and payable {six]
months fnllowing the Date of Closing.

7. All amounts payable on account of any such
purchase price shall be paid by certified cheque
made payable to the order of the vendor.

8. If there is any default in payment of any
instalment owing on the payment of any purchase price
hereunder and such default continues for a period of
[30] days the remaining installments shall, if the
vendor so elects, forthwith become due and payable.

SIGNED, SEALED & DELIVERED
in the presence of

[execution by the parties]

(G.H. Emerson, ed., Canadian Corpeorxation Precedents,
3d ed., Vol. III, Toronto: Carswell, 1989).
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APPENDIX III

Buy-sell agreement between two shareholders-
- stipulated wvalue -- compulsory purchase
after death.

We, the undersigned, A and B, shareholders in C
Corporation Limited, agree to the following:

1. Upon the death of the first one of us to
die, his estate shall sell and the survivor shall buy
all the shares of the deceased in the corporation.

2. *he purchase price of these shares shall be
determined by the value set out in the attached
Schedule "A". This valuation shall be reviewed at
the end of each financial year, or at any other time
at the request of either one of us.

3. Each one of us shall own, keep in force and
be the beneficiary of a life insurance policy on the
life of the other listed in the annexed Schedule "B".
Nelther of us shall assign surrender or borrow
against any such policy without the consent of the
other.

4. The survivor shall pay the purchase price to
the legal representatives of the deceased, using as
much as necessary of the insurance proceeds payable
under the policy on the 1life of the deceased as
listed in Schedule "B" 1If the proceeds are less than
the purchase price, the survivor shall pay the
balance either in one sum or within two (2) years in
equal monthly installments with interest at the rate
of [eight per cent (8%)] per year. Such deferred
payments shall be evidenced by a negotiable
promissory note with the right at any time to prepay
part or all of the balance.

5. The survivor shall have the option of
purchasing, within sixty (60) days of the death of
the deceasad, the insurance policy on his own life
owned by the estate of the deceased by paying to the
legal representatives of the estate the cash
surrender value of the policy.

6. Upon the termination of this agreement
{otherwise than under section 8(b), or upon the
disposal, by either one of us, of all his shares
under section 7, each of us shall have the option of

1
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puxchasing, within thirty days, the policy of
insurance on his life owned by the other by paying to
him the cash surrender value of the policy.

7. Neithexr of us shall dispose of all or any
part of his shares in the corporation during his
lifetime unless he has first offered in writing to
sell such shares to the other at the lesser of:

(a) the purchase price specified in
this agreement, and

{b) the price at which he proposes to
sell such shares to any prospective purchaser
who has made a bona fide offer to purchase
such shares,

and the other shareholder has either rejected or has
not accepted the offer in writing within thirty days.

8. This agreement shall terminate:

(a) upon the bankruptcy or dissolution
of the corporation;

(b) if we both die within thirty (30)
days of each other, or

(c) at the option of the other 1if one
of us violates any provision of this
agreement.

SIGNED, SEALED & DELIVERED
in the presence of

[execution of the parties]

Schedule A /3.



Appendix III (cont.)
SCHEDULE "“A"

The following is the value of a share of C
Corporation Limited as determined in respect of the
annexed buy-sell agreement:

Value of one
share of C Corporation Limited:
8 Date:

[Signatures of shareholders]

SCHEDULE "B"

The following are the policies referred to 1in the
annexed buy-sell agreement:

Owner and
beneficiary Amount

On the life of A.
[Corporation and Policy number]

On the life of B.
[Corporation and policy number)

(J.D. Honsberger, and J. M. Wainberg, eds., O'Brein's

Encyclopedia of Forms, 10th ed., Vol. VI, Ontario:
Canada lL.aw Book Ltd., 1980).
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APPENDIX 1V
Additional or Alternative "shotgun" clause.

NOTE: It is intended that the seven paragraphs in
this form should be contained in one article 1in the
buy-sell agreement.

1. I1f either A or B desires to terminate his
association with the Corporation, the party wishing
to terminate such arrangements (herein sometimes
called "the Offering Party") shall notify the other
party (herein sometimes called "the Notified Party")
in writing under this section that the Offering
Party is prepared to acquire at the Designated Price
set out in this agreement all (but not less than all)
the shares in the Corporation to the Notified Party
(which shares and indebtedness owned by the Offering
Party, as the case may be, are herein called "the
Offered Securities™).

2. The Designated Price shall be such amount as
the Offering Party and the Notified Party agree upon
and if they are unable to do so within [fifteen (15))
days after notification, the determination of the
purchase price shall be submitted by the Offering
Party to fvaluator} (hereinafter called I'the
Valuator) who shall determine the Designated Price as
follows:

(a) the shares shall be valued at the fair
market price thereof; and

{(b) the indebtedness shall be valued at the
face value at the face value thereof as shown on
the books of the Corporation plus interest at the
rate mentioned below from the date of the
original notification to the date of closing of
the purchase and sale {(herein called “the Closing
Date").

Within thirty days after their appointment, the
Valuator shall notify each party of its
determination, and such determination shall be final
and binding on both parties. Each party shall bear
one-half the cost of the services of the Valuator.

3. Wwithin [thirty (30))days after the receipt



Appendix IV (cont.)

of the said determination by the Valuator under
section (2) hereof, the Notified Party shall inform
the Offering Party in writing that the Notified party
either elects to purchase the Offered Securities
owned by the Offering Party, or in the alternative,
elects to sell the Offered Securities owned by the
Notified Party to the Offering Party. If the
Notified Party falls inform the Offering Party
within the said 30-day period whether it elects to
sell or to purchase the Offered Securities, the
Notified Party shall be conclusively deemed to have
elected to sell to the Offering Party (herein called
"the Purchaser") the Offered Securities owned by the
Notified Party (herein called "the Seller") and the
closing date shall be [fifteen (15)) days later.

4. The designated Price as agreed upon or
determined as above shall be paid as follows:

(a) On the closing date the Purchaser shall
pay to the Seller in cash or by certified cheque
a sum equal to [twenty per cent (20%)] of the
Designated Price; and

{b) The balance of the Designated Price
shall be payable in ({five (5)] equal annual
installments (evidenced by five promissory
notes), the first of such installments to be due
and payable on the first anniversary of the
closing date. The balance outstanding from time
to time shall bear interest at a rate equal to
{two per cent (2%)] above the prime bank rate on
the closing date and shall be payable on each
date on which an instalment payment is made.

(c) On default of payment of any instalment
the balance outstanding shall at the option of
the Seller become due and payable.

(d) As 1long as the Purchaser is not in
default of any payment of principal or interest
on the Designated Price, the Purchaser shall have
the privilege of prepaying all or any part of the
principal balance outstanding at any tim or
times without notice or bonus but with accrued
interest to the date of payment.

5. The closing of the purchase and sale of
the Offered Securities to be purchased and sold under
the provisions hereof shall be made at the office of

2
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the Corporation in [city), and if none then at the
office of the Seller in [city]l on the closing date,
as herein determined. At the closing the Seller

shall cause the same to be effectively and validly
transferred to the Purchaser.

6. In the case of a purchase and sale of the
shares, the following shall apply:

(a) If, on the closing date, the Seller has
any guarantees or securities lodged with any
purchaser or bank to recure an indebiedness of
the Corporation, the Purchaser shall use its
best efforts to deliver upon cause to be
delivered up to the Seller and cancel or cause to
be cancelled such guarantees and securities on
the closing date;

(b) If, on the closing date, the Seller is
indebted to the Corporation in an amount recorded
on the books of the Corporation and verified in
writing by the auditor of the Corporation, or if
the Purchaser has any claims agalnst the Seller
which are 1liquidated demands acknowledged 1in
writing, the Purchaser shall have the right out
of the Designated Price to pay, satisfy and
discharge all or any portion of such indebtedness
or such claims and receive and take credit
against the Designated Price for the amounts se
paid on account of the indebtedness or claims;

(c) Until the unpaid balance of the
Designated Price has been paid in full, the
Purchaser agrees that he will not sell, transfer,
assign, charge, hypothecate or otherwise dispose
of, encumber ox in any manner deal with the
shares which have been acquired from the Seller.
The Purchaser agree to pay to the Seller,
forthwith upon receipt thereof, all dividends
received by him on account of the shares
purchased from the Seller and the amount of such
dividends received by the Seller shall be applied
in reduction of the wunpaild balance of the
Designated Price. 1f the Purchaser defaults in
making the payments as herein agreed, the Seller
shall have the option of either:

(1) cbtaining a Jjudgment on the
promissory note(s); or
(ii) requesting the Purchaser to

3
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re-assign tne sald shares to the Seller
in which event the Purchaser covenants
to re-assign the said shares to the
Seller forthwith on demand.

The Purchaser shall have a further period of
[three {3) months] from the date of such
default to repay the balance owing on the
note(s) plus the interest as above from the
date of default plus all legal costs, and on
payment of such amounts within such period
the Seller agrees to re-assign the shares to
the Purchaser. If the shares are assigned ox
re-assigned under the provisions of this
paragraph, the Purchaser shall do all things
that are required to be dine to ensure that
all corporate procedures have been complied
with in order to properly vest the title to
the shares in the Seller. During such time
as the shares are registered in the name of
the Purchases and any balance remains owing
pursuant to the promissory note, the Seller
shall have a 1lien on the shares for the
purposes of this paragraph.

7. If the Seller fails on the closing date to
deliver the relevant certificates representing all
the shares comprising part of the Offered Securities
duly endorsed in blank for transfer with signatures
guaranteed by a Canadian Bank or trust company,
together with duly executed assignments of any
indebtedness of the Corporation tc the Seller
representing part thereof, together with any evidence
of such indebtedness which may exist, then the
portion of the Designated Price for the Offered
Securities due on the closing date may be paid by the
Purchaser to the Corporation which shall deposit the
same in a special bank account and hold the same in
trust for the Seller and until such failure 1is cured
the Purchaser shall make all future payments to the
Corporation,.

8. From and after the payment of the full
balance of the besignated Price to the Corporation,
the purchase of the O0ffered 8Securities shall be
deemed to have been fully effected as between the
Purchaser and the Seller and the Corporation, and all
title and interest in and to the Offered Securities
so purchased shall be deemed to have been vested in
the Purchaser and all rights of the Seller or of any
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transferee, assignee or any other person having any
interest therein and claiming through the Seller
shall cease and determine except only the right to
receive the Designated Price form the Corporation.
The Seller hereby appoints any nominee of the
Purchaser as attorney for and in the name of the
Seller to execute, deliver and effect the transfer to
the Purchaser or nominees on the books or the
Corporation of the Offered Securities or any part
thereof. The Seller shall be entitled to receive the
Designated Price or such portion thereof as ls held
in trust by the Corporation for the seller upon the
delivery to the Corporation of all evidence or
certificates representing the Offered Securities duly
endorsed in blank for transfer together with such
other documents, 1if any, as may be requisite in the
p:-emises.

(J.D. Honsberger, and J.M. Wainberg, eds., Q'Brejn's
Encyclopedia of Foyms, 10th ed., Vol. VI, Agincourt,
ontario: Canada Law Book Ltd., 1980).



APPENDIX V

Additional or Alternative Piggy back Clauses

1. Two shareholders -- Third party offer to A—-
Right of B to dispose of an equivalent amount of
share to the third party purchaser.

If A receives from a third party or third parties
with which he is dealing at arm's length, a bona flde
offer to purchase any of the common shares of the
Corporation beneficially owned by him which A
desires to accept then, and in every such event, A
shall forthwith notify B of the recelpt of such offer
and his desire to accept the same and shall
contemporaneously with the giving of such notice
deliver to B full particulars of the offer to
purchase. B shall then have the exclusive right,
option and privilege, exercisable within thirty (30)
days from the receipt of the aforesaid notice, to
elect to sell to such third parties, at the same
price and upon substantially the same terms and
conditions, the same proportion of the common shares
beneficially owned by him as would then be sold by A
and the number of common shares to be sold to such
third party or third parties by A shall be reduced
accordingly. Upon the expiration of such action or
upon receipt by A from R of a notice in writing
declining to exercise the said option, A shall be at
liberty, at any time within ninety says from the
earlier date of the expiration of the option or the
receipt of the notice declining to exercise the
option, to accept and complete the sale to the third
party or third parties at the purchase price and,
without material alteration, upon the terms and
provisions or this agreement and so on from time to
time.

{W. Grover, "Shareholder Agreements™ How to Structure
Majoxr Business Agqreements, Toronto: Insight Press,
1983, at 28-29.)
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2. Third party offer to A to purchase all of the
corporation's shares ~— B to purchase or sell his
entire shareholding.

If A receives from any third party or third
parties with which he is dealing at arm's length, a
bona fide offer to purchase all of the common shares
of the corporation beneficially owned by him which A
desires to accept then, and in every such event, A
shall forthwith notify B of the receipt of such offer
and his desire to accept the same and shall
contemporaneously with the giving of such notice
deliver to B full particulars of the offer to
purchase. If such third party or third parties also
desire to purchase the common shares of the
Corporation beneficlially owned be B then B shall have
the exclusive right, option and privilege,
exercisable within thirty (30) days from the receipt
of the aforesaid notice either (i) to elect to sell
all the common shares beneficially owned by him to
such third party or third parties at the same price
and upon the same conditions as are applicavle to the
sale of A's common shares or, in the alternative,
(ii) to require A to purchase all of B's common
shares at and for a purchase price that is equal to
the consolidated hook value of such common shares as
at the end of the month next preceding the date when
the transaction of sale and purchase js to be closed.
Upon the giving by B to A of any such notice, B shall
be bound to sell and A shall be bound to purchase all
of the common shares of the Corporation beneficially
owned by B. If B does not, within the time limited
therefor, give notice to A requiring him to purchase
all of B's common shares then B shall be conclusively
deemed to have agreed to sell his common shares to
such third party or third parties.

( W.A. Corbette, "Buy-Sell Agreements" in Edited
Lectures Shareholder and 8Shareholdexr Agreements,
Toronto: Department of Continuing Education of the
Law Soclety of Upper Canada, 1976).



APPENDIX VI
Additional or Altexrnative Right to Purchase Provision

1. Subject to the provisions hereinafter
contained, ([(name], (the "purchasing shareholder"),
shall have the right to purchase £from [name]l, (the
"selling shareholder"), and the selling shareholder
shall be required to sell, transfer and assign to the
purchasing shareholder all, but not 1less than all,
the common shares of the Corporation owned by him and
all, but not less than all, the indebtedness of the
Corporation to the selling shareholder (which shares
and Indebtedness are hereinafter sometimes referred
to as the "Purchased Securities") if any of the
following events shall occur:

[insert appropriate conditions]

2. The purchasing shareholder may exercise his
right to purchase the Purchased Securities hereunder
by mailing a notice 1in writing, by registered post,
postage prepaild, addressed to the selling shareholder
at the address referred to in this agreement or by
delivering such notice in writing to the selling
shareholder at such address. Upon the purchasing
shareholder exerclising his right to purchase the
Purchased Securities as aforesaid, the selling
shareholder shall then be required to sell, transfer
and assign to the purchasing shareholder all, but
not 1less than all, the Purchased Securities in
accordance with the terms hereof.

3. In the event that the purchasing shareholder
exercises his right ¢to purchase the Purchased
Securities upon the happening of any of the events
referred to in section 1 hereof, then the aggregate
purchase price for the Purchased Securities required
to be sold by the selling shareholder to the
purchasing shareholder shall be calculated as
follows:

(a} the purchase price for the
indebtedness of the Corporation forming part
cf the Purchased Securities shall be the
principal amount thereof plus accrued and
unpaid interest, if any, to the date of
purchase by the purchasing shareholder; and

(b) the purchase price for each common



Appendix VI (cont.)

share of the Corporation shall be determined
in accordance with the provisions of sectlon
4 hereof.

4. The purchase price per share for the common
shares of the Ceorporation required to be sold to the
purchasing shareholder shall be the book value per
common share (as hereinafter defined) as at the end
of the month in which tune purchasing shareholder
exercises his right to purchase the Purchased
Securities for the selling shareholder, as determined
by the auditors of the Corporation in accordance with
the provisions hereof and generally accepted
accounting principles. For the purpose of
determining the "book value per common share™ of the
common shares of the Corporation, the auditors of the
Corporation shall cause an appraisal of the real
property and fixed assets of the Corporation to be
made at the expense of the Corporation by an
independent appraiser appointed by the auditors who
is a recognised licensed real estate appraiser. The
independent appraiser so appointed shall appraise the
real property and fixed assets of the Corporation at
their fair market value as at the end of the month in
which the notice of purchase is given. 1In addition,
for the purposes of determining the book value per
common share of the common shares of the Corporation,
there shall be submitted to the auditors a balance
sheet of the Corporation (excluding goodwill) made as
of the end of the month in which the notice of
purchase 1is given. Such balance sheet shall be
signed by the Treasurer of the Corporation who shall
certify that the same sets forth, fully and
accurately, the financial condition of the
Corporation as shown on its books of account and
financial records. The auditors shall determine the
book value per common share of the Corporation by
using the wvalues set forth in the independent
appraisal referred to above for the real property and
fixed assets of the Corporation and by using the book
values for the remainder of the assets and for the
liabilities of the Corporation as set forth in the
balance sheet, without obligation of proving or
verifylng the existence of the items shown in such
balance sheet. In determining the dook value per
common share of the common shares of the Corporation,
the auditors shall not be required to make a speclal
audit but may rely upon such independent appraisal
and balance sheet made avallable to them. The
auditors of the Corporation in determining the book

2
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value per common share of the common shares of the
Corporation shall be considered as acting as experts
and not as auditors and the book value per common
share so fixed by the auditors shall be conclusive
and binding upon all parties in interest.

5. The purchase price for the Purchased
Securities purchased by the purchasing shareholder in
the event that he exercises his rights of purchase
upon the happening of any of the event under sectlon
1 hereof shall be paid by the purchasing shareholder
as follows:

(a) as to an amount equal to [20])% of
the purchase price, by certified chegue or
bank draft payable at par in {city]l to or to
the order of the selling shareholder; and

(b) as to the balance of the purchase
price, by a promissory note of the purchasing
shareholder payable to or to the order of the
selling shareholder in an amount equal to the
balance of the purchase price bearing
interest at the prime rate of interest
charged by (name Canadian chartered bank)
from time to time and payable in [fivel] equal
annual blended installments of principal and
interest.

6. The purchase and sale of the Purchased
Securities shall be closed at the head office of the
Corporation in [city]l on the [10th] business day
following the date of the determination for the
purchase price for the Purchased Securities by the
auditors under section 4 hereof. At the closing of
the purchase and sale of the Purchased Securities,
the selling shareholder shall deliver to the
purchasing shareholder:

(a) a Certificate or certificates duly
endorsed in blank for transfer (with
signatures guaranteed by a Canadian chartered
bank) and with all exigible security transfer
tax paid, representing all of his common
shares of the Corporation so agreed to be
purchased and solad to the purchasing
shareholder, with good and marketable title
thereto, f£free and clear if all 1liens,
charges, pledges, claims, demands, security
interests, adverse claims and encumbrances of

3
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any nature or kind whatsoever;

(b) an assignment or assignments (with
signatures guaranteed by a Canadian chartered
bank) representing all indebtedness of the
Corporation to the selling shareholder
constituting part of the Purchased
Securities, free and clear of all liens,
charges, pledges, claims, demands, security
interests, adverse claims and encumbrances of
any nature or kind whatsoever;

(c) a warranty duly executed under seal
by the selling shareholder to the purchasing
shareholder to the effect that:

(1) there are no contractual or other
restrictions to the transfer and
assignment of the Purchases Securities
(other than the restrictions set out in
the [larticles] of the Corporation and
in this agreement); and

(ii) the selling shareholder 1is the
sole beneficial owner of the Purchased
Securities with full 1xight, title and
authority to sell, transfer and assign
the Purchased Securities to the
purchasing shareholder, free and clear
of all liens, charges, pledges, claims,
demands, security interests, adverse
claims and encumbrances of any nature
or kind whatsoever; and

(d) the resignation of the selling
shareholder as director and officer of the
Corporation;

whereupen, subject to all other terms hereof being
complied with, the purchasing shareholder shall make
payment of the requisite purchase price in accordance
with the provisions of section 5 hereof.

7. At the closing of the purchase and sale of
the Purchased Securities, the selling shareholder and
the purchasing shareholder agree to hold and cause to
be held all such meetings of the directors and
shareholders of the Corporation and to delliver and
execute all such documents, instruments and consents
as may be necessary to give effect to the sale,

4
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transfer and assignment of the Purchased Securities
to the Purchasing shareholder in accordance with the
terms hereof.

(G.H. Emerson, ed., Capadian Corporation Precedents
3d ed., Vol. III, Toronto: Carswell, 1989).



APPENDIX VII

‘Additional or Alternative Right of PFilrst
Refusal Provision

1. In the event that elther party hereto
desires to sell, transfer, assign or otherwise
dispose of any [common) shares of the Corporation
(the "Offeror"), the Offeror shall make an offer in
writing to the other party hereto (the "Offeree") to
sell such common shares to the Offeree and shall
specify in such offer the price per share, the manner
of payment and the place and time of closing. The
Offeree may accept such offer within [30) days after
the recelpt thereof and in the event that no
acceptance is received from the Offeree with such
{30} day period, the offer shall be deemed to have
been refused. If the offer is not accepted as to all
of the common shares subject to the offer within such
{301 days period, the Offeror shall be at liberty for
a further period of (301 days commencing with the
expiration of the first ([30] day perlod to sell all
but not less all of such common shares to any person,
firm, or corporation at a price which is not less
than the price and on terms which are not more
favorable than the terms at which such common shares

were offered to the Offeree. If no such sale is
completed within such further period of [30) days the
Offeror shall be required, before selling,

transferring, assigning or otherwise dlsposing of any
common shares of the Corporation, to ofifer such
common shares to the Offeree in the manner
hereinbefore provided, and such process shall be
repeated so often as elither party to this agreement
desires to sell, transfer or other wise dispose of
any such common shares.

(G. H. Emerson, ed.,
3d ed., Vol. III, Toronto: Carswell, 1989).

1



APPENDIX VIII
Additional or Alternative Restricted Auction Clausc

1. Bach Shareholder shall have the right at any
time, by notlice in writing to the other Shareholders,
to require a private auction (the "Auction" of all
the Shares and in the event that such notice is sent,
all the Shareholders shall attend and participate in
the Auction in accordance with this section.

2. Each Shareholder hereby grants to each of
the other Shareholders the right to purchase his
Shares at an Auction conducted in accordance with
this section and agrees to sell his 8Shares to the
successful bildder at such Auction, whether or not
the Shareholder attends the Auction.

3. The Auction sBhall be conducted under the
following terms:

(a) The Shareholder callirng the Auction
shall do 80 by giving notice to the other
Shareholdexrs of the date of the Auction, which
date shall not be earlier than 30 days nor later
than 60 days after the date such notice is
recelved by the other Shareholders.

(b) The Auction shall take place at [time],
at the offices of the Corporation's solicitors.

{c) The Coxrporation's solicitoxrs shall
appoint an auctioneer.

(d) Each Shareholder shall be entitled to
have two (2) persons attend the Auction.

{e) All bids shall be in writing on a bid
form to be prepared by the auctioneer, and shall
be signed by the Shareholder submitting the bid.
Nothing shall be added to the bid form except the
amount per Share bid and the signature of the
Shareholder submitting the bid. A bid shall not
be deemed to have been made until it is in the
hands of the auctjoneer, and shall not be deemed
to be valld until the auctioneer declares that it
complies with this agreement and announces to all
present the amount of the bid.

(£) The oxder of the bidding shall be
deterzined by lot and, once determined shall be
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followed. The inlitial bid may be in any amount.
Each subsequent bid shall be made within 10
minutes of the immediately preceding bid. The
amount per Share bld shall be greater than the
immediately preceding bid by an amount no less
than [amount] divided by the total number of
Shares outstanding.

(g) The bidding shall be deemed to be
terminated 1f 40 minutes have elapsed during
which no wvalid bid had been made, in which case
the last bid shall be deemed to be a valid offer
by the 8hareholder who submitted the last bid to
purchase all of the Share of the corporation held
by the other Shareholders £for a price per share
equal to the amount of he last bid and the other

shareholders shall be deemc to have accepted
such offer.

(h) 1I1f any dispute or disagreement arises
respecting any matter pertaining to the Auction
or the conduct thereof, the determination by the
auctioneer with respect thereto shall be final
and binding on the Shareholders, and there shall
be no appeal or review therefrom.

{1) The £fees of the auctioneer shall be
borne by all the Shareholders equally.

4, The Shareholder making the 1last bid shall
purchase all the Shares held be the other Shareholder
for the price per Share indicated on the 1last bid.
The purchase and sale of such 8Shares shall be

completed on the 30th day following the date of the
Auction,

(M. Mooney & L.A. Wright, "Buy-Sell Clauses"

Shareholdexrs Agreements and Disagreements, (Toronto:
Canadian Bar Assoclation - Ontario Contini:ing Legal
Education, 1986).
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Aditional or Alternative Valuation Clauses

1. vValuation by an auditor.

The survivor and executors or administrators of
the deceased or the retiring shareholder shall cause
a valuation of all other shares of common and
preferred stock of the Corporation to be made by the
auditor of the Corporation based on th book value of
the Corporation on the f£irst day of the month
immediately preceding the deceased's death. 1f
within thirty days the survivor and the executors or
administrators of the deceased have not signified
their approval of the valuation of the shares of the
Corporation as determined by the auditors, the value
of such shares shall be fixed by a board of three
arbitrators selected as follows: In the case of
death, the survivor shall select one arbitrator, the
executors or administrators of the deceased shall
select one arbitrator and the two so selected shall
select the third arbitrator: in the case of jnter
yivos transfers or the shareholder should each select
an arbitrator and the two so selected shall select
the third arbitrator and the decision of a majority
of the said arbitrators shall be final.

2. Valuation by an auditor; method of determining
value

The survivor and the executors or administrators
of the deceased or the retiring shareholder shall
cause a valuation of the shares of the Corporation to
be made by the auditors of the Corporation at the
month end immediately £ollowing the death of the
deceased based on the book value of the Corporation
calculated as £ollows; goodwill shall not be carried
on the books; equipment and inventory shall be
included at the 1lower cost and market; land and
buildings shall be included at the then determined
market value as determined by the appralsal of a
licensed appraiser chosen by the survivor and the
executors or administrators of the ceceased whose
decision 1f not agreed upon by the parties shall be
submitted to a board of arbitrators as herein
described; and the usual reserve for bad debts shall
be used.

If within thirty days the survivor and the
executors or administrators of the deceased have not

1
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signified their approval of the valuation of the
shares of the Corporation as determined by the
auditors, the value of such shares shall be £fixed by
a board of three arbitrators selected as follows: In
the case of death, the survivor shall select one
arbitrator, the executors or administrators of the
deceased shall select one arbitrator and the two s0
selected shall select the third arbitrator: In the
case of jinter vivos transfers or the shareholder
should each select an arbitrator and the two so
selected shall select the third arbitrator and the

decision of a majority of the said arbitraters shall
be final.

3. Bocock Value —- Capitalization of Pixed Assets

To the book value if the shares of the
corporation shall be added an amount egual to the
[six]) times the difference between the average net
profit of the Corporation, after payment of all
taxes thereon, for [three]l] complete fiscal years of
the Corporation immediately preceding the deceased's
death and {ten) per cent of the adjusted net asset
valve of the Corporation as above determined at the
date of death of the deceased.

4. Value 8tipulated Annually or Adjusted

The parties shall stipulate each year the value
of the shares of the Corporation as of the date of
the last financial statement of the Corporation and
shall file such stipulation with each copy 1f this
agreement and such stipulated valuation shall be the
basis of determining the purchase price during the
succeeding twelve-month period.

If no valuation is made for two successive fiscal
years, the purchase price shall be the last
stipulated valuation prior to the death of he
deceased, increased or decreased, as the case may
be, by the difference between the book value of the
shares according to the financial statement for the
year-end next preceding the last stipulated valuation
and the book value according to the financial

statement for the year-end preceding the date of
death.
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5. Valuation by Auditor After Death --Method of
Valuing of Assets

The purchase price to be paid on the purchase of
the deceased's shares shall be calculated by the
auditor of the Corporation on the following basis:

(a) Shares shall be valued at their market value
as of the date of death or retirement;

(b) Land and bulldings shall be valued at the
appraisal value fixed by an appraiser
appointed by the vendor and the purchaser or
in default of such appointment pursuant to
the provisions of the (Arbitration Act];

(c) Fixed assets other than land and buildings
shall be valued at their book value as shown
on the 1last financial statement of the
Corporation;

(d) Other business assets including inventory,
accounts receivable, 1less accounts payable
and cther indebtedness, shall be valued at
three times the average of the net profit
after tax for the last three fiscal years.

(J.D. Honsberger and J.M. Wainberg, eds., O'Brein's

Encyclopedia of Foxmg, 10th ed., Vol. VI, Agincourt,
Ontario: Canada Law Book Ltd., 1980).





