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the Model Act broadens the applicability of the test. It appears to 
apply to both points in the transaction.114 It forbids any "purchase 
or payment for its own shares when the corporation is insolvent or 
when such purchase or payment would make it insolvent."115 How­
ever, this approach is not carried over into section 66. The prohibi­
tion in that section reaches only the "redemption or purchase of 
redeemable shares ... [when the corporation is insolvent] or when 
such redemption or purchase would render it insolvent."116 There is 
no prohibition in section 66 on payment for shares when insolvent, 
or on payments which would render the corporation insolvent. 

A recent Texas case, Williams v. Nevelow, 117 is pertinent in this 
regard. In that case the corporation purchased shares held by a 
shareholder, issuing in payment therefor its promissory note, paya­
ble in eighty-four monthly installments. Payment of the note was 
secured by a security agreement covering certain personal property. 
At the time the transaction was entered into the corporation had 
earned surplus in excess of the entire amount of the purchase price 
of the stock. Later, the corporation defaulted on the note. The 
shareholder, proceeding under the security agreement, arranged for 
the sale of certain of the secured assets. He in turn purchased the 
assets, apparently in full satisfaction of the amount due under the 
note. Shortly thereafter the corporation filed a petition in bank-

stead of paying cash therefor, issue its obligation payable at a future date, and that 
the vendor holding such obligation becomes forthwith a creditor, instead of a stock­
holder, of the company and entitled to rank equally with other creditors in the event 
of subsequent insolvency of the company, provided that at the time of the purchase 
the company has sufficient assets to pay its creditors in full and provided the 
purchase is not made in disregard of the equitable rights of other stockholders. 

Id. at 112 N.J. Eq. at 37, 163 A. at 141. See Herwitz, Installment Repurchase of Stock: 
Surplus Limitation, 79 HARv. L. REV. 303 (1965)[hereinafter cited as Herwitz]. This issue is 
less important in the context of a redemption of shares since the redemption price would 
typically be paid in full, although it need not necessarily be. It is more important in the 
context of an installment purchase of redeemable shares. 

114. MonEL Acr § 6. The "or payment for" language was added to then § 5 of the MonEL 
Acr by a 1957 revision. Professor Herwitz states that the draftsman intended by this lan­
guage to codify the time at which this insolvency limitation applied and he "assumed, or at 
least feared, that the term 'purchase' would only cover the execution of the original agree­
ment, and not the actual payment that might come later." Herwitz, supra note 113, at 322. 
See also, Kessler, supra note 79, at 677. 

115. MonEL Ac:r § 6 (emphasis added). 
116. MonEL Acr § 66 (emphasis added). 
117. 513 S.W.2d 535 (Tex. 1974). The case does not deal with a share redemption. It does 

interpret the word "purchase" as used in an installment purchase transaction. 
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ruptcy. The trustee in bankruptcy sued to set aside the foreclosure 
sale on the theory that the sale of assets in satisfaction of the note 
constituted payment by the corporation for shares of its stock while 
insolvent. 118 The court defined the word "purchase" as used in its 
statute which prohibited a corporation from purchasing shares 
while insolvent119 to mean a "voluntary transmission of property 
from one person to another in exchange for a valuable considera­
tion."120 It concluded that in the context of an installment purchase 
of stock, the purchase took place at the time of delivery of the 
promissory note, not at the time of payment of each installment.121 
Thus, the insolvency limitation applied only at the time of delivery 
of the promissory note. Since payments of the installments do not 
constitute purchases, the limitation is not applicable at the time of 
such payments.122 

Mter the transaction complained of, the Texas statute was 
amended to provide that a corporation could not "purchase [its 
shares] or make payment, directly or indirectly" for its shares 
while insolvent. 123 The court pointed out that the addition of the 

118. This theory is based on the holding in Robinson v. Wangemann, 75 F.2d 756 (5th Cir. 
1935). In that case the claim of a holder of a promissory note issued by a corporation in 
exchange for shares of its stock was subordinated to the claims of other creditors, because 
the transaction "is not really a sale. It is simply a method of distributing a portion of the 
assets to the stockholder." Id. at 756. 

119. TEx. Bus. CoRP. Ar:r ANN. art. 2.03(F) (Vernon 1978 Supp.) as in effect at the time of 
the transaction provided: 

In no case shall a corporation purchase its own shares when there is a reasonable 
ground for believing that the corporation is insolvent, or will be rendered insolvent by 
such purchase or when, after such purchase, the fair value of its total assets will be 
less than the total amount of its debts. 

120. 513 S.W.2d at 537. 
121. ld. "No statute is known to use the term 'purchase' to mean the act by which the 

buyer finally parts with tangible property and not to mean a consummated trade which may 
be the unconditional exchange of a promissory note for stock." Id. The court in Robinson v. 
W angemann, in contrast, stated that in a repurchase of shares, the corporation did not ac­
quire anything of value. 75 F.2d at 757. 

122. TEx. Bus. CoRP. Ar:r ANN. art. 2.03(E) (Vernon 1978 Supp.) is like the second para­
graph of§ 6 of the MonEL Ar:r, to the effect that earned surplus is restricted by the amounts 
used to purchase shares, until the shares are disposed of, either by resale or cancellation. 
The court reasoned that if the term purchase were to also include cash payments on the 
note, earned surplus would be doubly restricted, first by the full amount of the exchange 
price when the shares were transferred and second by the amount of each installment. 513 
S.W.2d at 538. 

123. TEx. Bus. CoRP. Ar:r ANN. art. 2.03(F) (Vernon 1978 Supp.). 
In no case shall a corporation purchase or make payment, directly or indirectly, for its 
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term "payment" indicates a distinction between "purchase" and 
"payment." However, it then obliterated the distinction by stating 
that the issuance of a secured promissory note could be considered 
"payment" for the shares.124 

This case is particularly noteworthy since Texas is a Model Act 
jurisdiction; and it has an important ramification when applied to 
section 66 of the Model Act. 125 The insolvency limitation of section 
66 applies literally to redemptions or "purchases" of redeemable 
stock. The insolvency limitation, "purchase of or payment for," 
contained in section 6 is not carried over into section 66. Following 
the rationale of the Williams case, an argument can be made that 
the insolvency limitation of section 66 when applied to the 
installment repurchases of redeemable shares applies at the time the 
transaction is entered into, and not at the time of payment.126 The 
fact that section 66 deals expressly and exclusively with restrictions 
on redemptions and purchases of redeemable shares supports an 
inference that this section should control over any inconsistent 
provision. The counter-argument is that the insolvency limitations 
of both sections 6 and 66 are applicable. Obviously the limitation in 
section 66 is applicable. Section 6 may also be applicable since it is 
the section which authorizes the repurchase of shares and confers the 
special advantage on redemptions and purchases of redeemable 
shares. The insolvency limitation contained therein could be 
considered a condition in exchange for the grant of authority and 
special rights conferred by the section. 

5. Net Asset Limitation 

The second limitation contained in section 66 is that after a re­
demption or purchase of redeemable shares the net assets of the 

own shares when there is reasonable ground for believing that the corporation is insol­
vent, or will be rendered insolvent by such purchase or payment, or when, after such 
purchase, or payment, the face value of its total assets will be less than the total 
amount of its debts. 

124. Williams v. Nevelow, 513 S.W.2d at 539. 
125. The case did not deal with the Texas enactment of § 66, but with its version of § 6. It 

seems unlikely, however, that a different interpretation of "purchase" would be applied in 
the redemption section. 

126. The case is limited on its facts to installment sale agreements in which the corpora­
tion exchanges its promissory notes for the shares. A transaction in which the shareholder, 
pursuant to an agreement, conveys the shares to the corporation and the corporation simply 
pays for them in installments may not fit the court's definition of a purchase. 
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corporation must be an amount equal to the amount payable upon 
involuntary dissolution to all shares of equal or. senior priority to 
the redeemed 9r purchased shares. This limitation is at first glance 
easier to apply and more readily ascertainable than the insolvency 
limitations. Unlike the insolvency limitations to which a rather 
subjective judgment of liquidity is critical, the corporation's net as­
sets are ascertainable with a degree of mathematical certainty from 
its financial records. Net assets are simply assets minus liabili­
ties.127 However, the second component of the test, "the amount 

127. MODEL Acr § 2(i). The MoDEL Ar:r contains a fairly complete and precise definitional 
section. It does not indicate the accounting principles to be employed in arriving at the 
defined amounts. One often discussed example is whether unrealized appreciation in assets 
is to be considered as part of capital surplus for dividend distribution, or share repurchase 
purposes. Generally accepted accounting practice is thought to prohibit this. Yet the lan­
guage of the statute would appear to allow its inclusion. Moreover, the statute does not 
require that in computing capital or earned surplus generally accepted accounting principles 
are to be employed. Likewise in computing "net assets" the statute does not indicate 
whether the assets should be computed at lower of cost or face value as accounting conven­
tions would generally dictate or whether fair current value accounting should be employed. 
See generally, Hackney, supra note 10, at 1378-81; Seward, supra note 10, at 440-43. 

In this regara the new California corporation statute is a considerable improvement over 
the MODEL Ar:r. For example, CAL. CORP. ConE ANN. § 500 (West 1977), which sets forth the 
test for determining the maximum allowable dividends, employs generally accepted account­
ing concepts. Under § 500 a dividend can be paid if either (a) it is no more than the corpora­
tion's retained earnings or (b) after the dividend the assets (excluding certain intangibles) 
equal1.25 times liabilities; and current assets at least equal current liabilities. Section 114, 
part of the definitional chapter, provides that "[a]ll references . . . to financial statements 
... assets, liabilities, earnings, retained earnings and similar accounting items . . . mean 
such financial statements or such items prepared or determined in accordance with generally 
accepted accounting principles then applicable, and fairly presenting the matters which they 
purport to present. . . . " For an extensive discussion of the provisions of the California stat­
ute see 23 U.C.L.A. L. REv. 1035-1332 (1976), and in particular Ackerman & Sterrett, Cali­
fornia's New Approach to Dividends and Reacquisition of Shares, Id. at 1052. 

Likewise, the North Carolina statute employs some accounting concepts. N.C. GEN. STAT. 
§ 55-2(2) (1975 Repl. Vol.) defines "asset" as "those properties and rights, other than trea­
sury shares, which in accordance with generally accepted accounting practice, are recognized 
as being properly entered upon the books and balance sheets of business enterprises in terms 
of a monetary value," and "earned surplus" is defined in N.C. GEN. STAT. § 55-49(d) (1975 
Repl. Vol.) to expressly exclude gains from "unrealized appreciation." See Folk, supra note 
58, at 839-45. 

New York, as an aftermath to Randall v. Bailey, 288 N.Y. 280, 23 N.Y.S.2d 173, 43 
N.E.2d 43 (1942), also excludes unrealized appreciation of assets from its definition of 
earned surplus. N.Y. Bus. CoRP. LAw § 102(6) (Consol. 1976). See de Capriles & McAniff, 
supra note 81, at 1257-58. The authors state that the definition is not intended to overrule 
Randall v. Bailey since unrealized appreciation could be reflected in capital surplus and 
paid out in dividends from that source. 

[T]he intent seems to be to endorse the prevailing accounting practice of allocating 
earnings to the accounting period in which the revenue is realized; i.e., converted into 
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payable to the holders of shares having prior or equal rights to the 
assets of the corporation on involuntary dissolution" is less suscep­
tible of determination. Reference first must be made to the terms 
of the senior or equal ranking shares to determine the involuntary 
dissolution preference. Then a determination must be made from 
an interpretation of the contract language in the articles of incorpo­
ration and the applicable state law, as to whether any additional 
sums are payable with respect to the shares. 128 

cash or equivalent. In this view, the objection to unrealized appreciation is a matter 
of timing; recognition of unrealized earnings or revenue in the earned surplus account 
is premature. 

Id. at 1258. 
The proposed revision to MoDEL Ar:r § 45 allows the determination of the amount of any 

distribution to shareholders to be made on "(i) financial statements prepared on the basis of 
accounting practices and principles that are reasonable in the circumstances, or (ii) a fair 
valuation or other method that is reasonable in the circumstances." Committee on Corpo­
rate Laws, Changes in the Model Business Corporation Act-Amendments to Financial Pro­
visions, 34 Bus. LAw. 1867, 1872 (1979). 

128. See APB OPINION 10, ~ 10-11.01, as amended (reprinted in [1976] 3 AccouNTING PRo­
FESSIONAL STANDARDS (CCH) AC § 5515). This provides that the amount of any liquidation 
preference should be disclosed in the aggregate in the equity section of the balance sheet and 
in the notes thereto; and ~ 10-11.02(b) which provides that the aggregate and per share 
amounts of any cumulative dividend arrearage should be disclosed in the balance sheet or 
notes thereto. 

Generally, the most important question would be whether there are accrued and unpaid 
dividends with respect to the shares payable upon involuntary liquidation either as a compo­
nent of the liquidation preference or as an additional sum payable upon liquidation. The 
issue is one of interpretation of the provision in the articles of incorporation and the applica­
ble state law. See Hay v. Hay, 38 Wash.2d 513, 230 P.2d 791 (1951) which holds that ac­
crued and unpaid dividends shall be paid to preferred shareholders in liquidation, even 
though there was no legally available source from which they could have been paid as divi­
dends during the life of the corporation. Accord, 12 W. FLETCHER, supra note 57, at § 5449; 
contra, Wouk v. Merin, 283 App. Div. 522, 128 N.Y.S.2d 727 (1954). 

One way to draft around this problem would be to provide in the articles of incorporation 
that the liquidation preference of the shares shall be "an amount equal to the sum of (i) $ _ 
per share, plus (ii) an additional sum computed at the rate of $ _ [the amount of the 
annual dividend] per annum for the period from the date on which the shares were issued to 
the date of payment of the liquidation preference, minus all dividends paid or declared with 
respect to the shares." This makes the liquidation preference a combination of the principal 
sum, together with any premium, plus an additional sum computed to be equal to accrued 
and unpaid dividends. However, since the latter component is not a dividend, but an 
amount computed by reference to accrued and unpaid dividends, the issue of whether the 
distribution includes unauthorized dividends does not arise. See Buxbaum, supra note 2, at 
258. 

The North Carolina statute also partially resolves this issue. It prohibits purchase or re­
demption of shares if there exist any unpaid accrued dividends on preferred shares of a prior 
class. N.C. GEN. STAT. § 55-52 (1975 Rep!. Vol.). See Folk, supra note 58, at 837. 

A similar issue exists regarding the redemption price. Can stated capital be invaded to 
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The net asset limitation presents the same issue as the insol­
vency limitation regarding the time of its application, the time the 
transaction is entered into or the time of payment. 129 

The net asset limitation does provide some additional protection 
to the creditors. The amount of the net assets which is unavailable 
for future redemptions or purchases (the amount equal to that pay­
able to the senior or equal rank shares on dissolution) would be 
used to pay the creditors before any liquidation preferences are 
paid to the senior shareholders. 130 The limitation, of course, pre­
vents the corporation from favoring some of its senior shareholders 
at the possible expense of others by protecting the dissolution pref­
erence of all senior and equal rank shares. 

However, the protection afforded both the creditors and senior 
shareholders by this section may be ephemeral in certain circum­
stances. The amount of the net assets necessary to make the disso­
lution distribution is not permanently attributed to the shares as a 
part of stated capital. This aggregate amount may be in excess of 
the stated capital represented by the senior or equal rank shares, 
because the aggregate dissolution distribution may include a pre­
mium or accrued and unpaid dividends. The excess in this aggre­
gate amount over the stated capital of the senior or equal rank 
shares would be reflected in earned or capital surplus. The amount 
reflected in earned surplus would be available generally for divi-

pay the full redemption price if a portion of the price includes accrued and unpaid divi­
dends? Dividends clearly cannot be paid from stated capital. 

N.Y. Bus. CoRP. LAw§ 513(d) (McKinney 1976) expressly states that the amount payable 
upon redemption of shares having cumulative dividend preference "may include the stated 
redemption price plus accrued dividends to the next dividend date following the date of 
redemption of such shares." 

129. In Mountain State Steel Foundaries, Inc. v. Commissioner, 284 F.2d 737 (4th Cir. 
1960), the Court of Appeals construed W.VA. ConE ANN. § 3051, which prohibited a corpora­
tion from repurchasing its shares when to do so would cause an impairment of capital, to 
mean that each installment of the payment was to be tested against the statute, and not 
that the entire purchase price be at least equal to surplus at the outset. This holding is 
similar to that in Robinson v. Wangemann, 75 F.2d 756 (5th Cir. 1935), regarding the insol­
vency limitation. Professor Herwitz demonstrates some of the accounting difficulties caused 
by the application of the surplus or non-impairment of capital test on an installment-by­
installment basis. Some of his questions are similar to the issues raised by the opinion in 
Williams v. Nevelow, 513 S.W.2d 535 (Tex. 1974), e.g., whether surplus is to be restricted at 
the outset by the full price paid for the shares, or only by the amount of each installment, 
and, if the latter, where is the offsetting entry to the value of the shares, as treasury shares. 
Herwitz, supra note 113, at 313-23. 

130. Kessler, supra note 79, at 653-56. 
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dends or share repurchases pursuant to Model Act section 6. Al­
though the net asset limitation may prohibit further redemptions 
or purchases of redeemable shares, thereby protecting creditors and 
senior or equal ranking shares, it does not preclude the use of part 
of this sum for the benefit of junior shareholders through dividends 
or other share repurchases. 131 

131. This situation exists when the involuntary dissolution preference is high in relation to 
the par value of the redeemable shares. Assume a corporation has a capital structure con­
sisting of 20 shares of preferred stock par value and issue price $100, involuntary dissolution 
preference of $140 (because of a liquidation or redemption premium or accrued and unpaid 
dividends), and 100 shares common stock, par value$ .10 issue price $2.00, and the following 
balance sheet: 

Assets 

$13,200 

$13,200 

Liabilities 

$10,000 

2,000 stated capital, preferred shares 

10 stated capital, common shares 

190 paid in surplus, common shares 
2,200 

1,000 earned surplus 

$13,200 

If 10 of the preferred shares were purchased or redeemed at $140 each, the net assets after 
the transaction would be $1,800 (assets after t4e transaction, $11,800 minus liabilities, 
$10,000). Stated capital before the transaction was $2,010; after the reduction in capital by 
the amount represented by the reacquired shares it would be $1,010. It is not important 
whether the $1,400 necessary to effect the transaction was taken entirely from stated capital 
or partly from earned surplus and stated capital. After the reduction in capital pursuant to 
MODEL Acr § 67 the stated capital would be reduced by the $1,000 representing the par 
value of the redeemed or repurchased shares and earned surplus would be charged with the 
remaining $400. See notes 96-105, 136 and accompanying text. The transaction would meet 
the net asset limitation of § 66 because after the transaction net assets ($1,800) exceed the 
involuntary dissolution preference. 

After the transaction and the reduction in capital, earned surplus and capital surplus 
would be $600 and $190, respectively. If the $600 earned surplus were then paid out to the 
junior shareholders by way of dividend, net assets would become $1,200 (assets after the 
dividend, $11,200 minus liabilities, $10,000). This is an insufficient amount to pay the re­
maining preferred shares their involuntary dissolution preference of $1,400. 

MODEL Acr § 46(d) would restrict the use of capital surplus as a dividend source in this 
situation. It provides that no distribution be made from capital surplus which would reduce 
the remaining net assets (after the distribution) "below the aggregate preferential amount 
payable in the event of involuntary liquidation to the holders of shares liaving preferential 
rights to the assets of the corporation in the writ of liquidation." There is, however, no com­
parable provision regarding the use of earned surplus. The Act would not require that earned 
surplus be "restricted" (and thus be unavailable pursuant to § 45(a) as a source of divi­
dends) in the amount of the involuntary dissolution preference. Section 70 authorizes the 



358 UNIVERSITY OF RICHMOND LAW REVIEW [Vol. 14:311 

The net asset test as stated in section 66 does allow the stated 
capital of the junior shares to be virtually eliminated through re­
demption of senior shares. This is a consequence of the right to 
invade completely stated capital to effect a redemption or purchase 
authorized by section 6. However, this anomaly exists only for the 
short period of time between the conclusion of the transaction and 
the reduction of capital, as provided in section 67.132 This approach 
is not followed in all states. New Jersey, for example, limits the 
right to invade stated capital. Under its statute stated capital may 
be used as a source to effect redemption, but it can be used only to 
the extent that after the redemption net assets at least equal the 
stated capital of the remaining shares.133 This scheme imposes the 

board of directors to establish reserves from earned surplus for any proper purpose, likewise 
making the amount so reserved unavailable for dividends. However this section does not 
require that reserves be set aside. 

In the more usual situation in which the amount paid by the corporation for the shares is 
close to the issue price, the net asset limitation fully protects the remaining preferred shares. 
If in the example stated above the amount of the involuntary liquidation preference and the 
amount paid for the shares was $105, earned surplus would be $950 after the purchase of the 
10 shares and the reduction in capital. If this were paid out to the junior shareholders, net 
assets would become $1,200, an amount in excess of the aggregate involuntary dissolution 
preference of the remaining 10 preferred shares, $1,050. 

132. In the example stated in note 131 supra, if the redemption price was $100.50 and all 
20 shares of preferred were redeemed from stated capital at that price, the full amount 
thereof, $2,010, would be used even though $10 of it represented the stated capital of the 
common shares. Upon reduction of capital as provided in § 67, stated capital of $10 would 
be restored (capital being reduced by the stated capital representing the redeemed shares, 
$2,000) and the remaining $10 of the purchase price would be charged to earned surplus. 

The net asset limitation does not apply only when stated capital is used as the source for 
the reacquisition. Since net assets mean assets minus liabilities, the amount of net assets 
can be reflected in stated capital, capital surplus or earned surplus. The test is met if net 
assets from any or all of these catagories at least equals the aggregate involuntary dissolu­
tion preferences. However, because of the reduction in capital provisions of§ 67, the amount 
necessary to effect the reacquisition will largely be reflected in the change in stated capital. 

133. N.J. STAT. ANN. § 14A:7-16(3) (West 1969) ("A corporation may redeem or purchase 
its redeemable shares out of stated capital, except when after such redemption or purchase 
net assets would be less than the stated capital remaining after giving effect to the cancella­
tion of such shares."). The stated capital is deemed to be reduced upon the cancellation of 
the redeemed shares, N.J. STAT. ANN. § 14A:7-18(3) (West 1969), and the use of stated capi­
tal as a source for the reacquisition of redeemable shares effects the cancellation of the 
shares. N.J. STAT. ANN. § 14A:7-18(1) (West 1969). See also N.Y. Bus. CoRP. LAw § 513(c) 
(McKinney 1976) which states: 

A corporation, subject to any restrictions contained in its certificate of incorpora­
tion, may redeem or purchase its redeemable shares out of stated capital except when 
currently the corporation is insolvent or would thereby be made insolvent and except 
when such redemption or purchase would reduce net assets below the stated capital 
remaining after giving effect to the cancellation of such redeemable shares. 
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net asset limitation against the stated capital of the remammg 
shares-of a higher, equal or junior rank. The Model Act approach 
allows the complete invasion of stated capital; and it applies the 
net asset limitation, thereby restricting further redemptions or 
purchases, against involuntary dissolution, an event that may 
never occur .134 

The consequence, as provided in section 67, of a redemption or 
purchase of redeemable shares, regardless of the price paid, is the 
immediate cancellation of the shares, followed by the reduction in 
stated capital of the amount represented by such shares. The 
stated capital represented by the shares cancelled is defined in the 
Model Act to be a par value, or stated value of the shares plus any 
amounts added thereto.135 The redemption price or the price at 

134. The difference between the two approaches is most apparent when there is little 
surplus. 

Assume a corporation has a capital structure consisting of 20 shares of preferred stock par 
value and issue price $100, redemption price and involuntary dissolution preference of $105 
and 100 shares of common stock par value $2, issue price $2, and the following balance 
sheet: 

Assets 

$12,200 

$12,200 

Liabilities 

$10,000 

2,000 stated capital, preferred shares 

200 stated capital, common shares 

0 paid in surplus 
2,200 

0 earned surplus 

$12,200 

The corporation wishes to redeem 10 of the shares at the redemption price of $105. The 
aggregate purchase price would be $1,050. Under the MoDEL Ar:r approach the transaction 
would be authorized since the net assets after the transaction would be $1150 (assets $11,150 
minus liabilities $10,000) and the involuntary dissolution preference of the remaining pre­
ferred shares is $1,050. Under the New Jersey approach the transaction would not be author­
ized. The stated capital represented by the remaining shares would be $1000 for the pre­
ferred and $200 for the common. Net assets after the redemption, $1150, would not at least 
equal the state capital of the remaining shares, $1200. The difference is caused by the fact 
that under the MODEL Ar:r the stated capital represented by the junior shares can be in­
vaded, whereas under the New Jersey approach this cannot be done. 

135. MoDEL Ar:r § 2(j) defines stated capital to be the sum of (i) par times shares issued, 
(ii) the consideration received for no par shares, Jess that portion thereof allocated to capital 
surplus as authorized by the statute, times the shares issued and (iii) such amounts as are 
transferred thereto subtracted therefrom as provided by the statute. Section 21 allows the 
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which redeemable shares are purchased will probably be different 
from the stated capital. The redemption price may be greater be­
cause it may contain a slight premium over the par (which would 
typically be the issue price, particularly for preferred) or any ac­
crued and unpaid dividends. A purchase price, likewise, may vary 
from the redemption price and the stated capital represented. It 
may be less since the redemption date may be years in the future. 
Regardless of the purchase or redemption price, the stated capital 
will be reduced pursuant to section 67 by the full amount of the 
stated capital represented by the redeemed or repurchased shares. 

If the redemption or purchase price exceeds the stated capital 
represented by those shares, the stated capital representing junior 
shares may be used to effect the redemption or purchase. However, 
upon the reduction in capital, any excess in the purchase price over 
the stated capital of the redeemed or purchased shares will be 
charged against earned surplus or capital surplus. 136 If, on the other 

directors to transfer sums from surplus to stated capital. The board may designate such 
sums as being stated capital with respect to a specific class of shares. 

136. The MoDEL Ar:r does not state which sources of funds should be charged for this 
premium over stated capital. However, accounting convention would indicate that the 
charge generally be made to earned surplus, not capital surplus. ARB 43, ch. 1B, 1)13(a)(i) 
as amended (reprinted in [1976] 3 Accounting Professional Standards (CCH) AC § 5542) 
states that 

[w]hen a corporation's stock is retired, or purchased for constructive retirement (with 
or without an intention to retire the stock formally in accordance with applicable 
laws; i. an excess of purchase price over par or stated value may be allocated between 
capital surplus and retained earnings. The portion of the excess allocated to capital 
surplus should be limited to the sum of (a) all capital surplus arising from previous 
retirements and net "gains" on sales of treasury stock of the same issue and (b) the 
prorata portion of capital surplus paid in, voluntary transfers of retained earnings, 
capitalization of stock dividends, etc., on the same issue. For this purpose, any re­
maining capital surplus applicable to issues fully retired (formal or constructive) is 
deemed to be applicable prorata to shares of common stock. Alternatively, the excess 
may be charged entirely to retained earnings in recognition of the fact that a corpora­
tion can always capitalize or allocate retained earnings for such purposes. 

See DAVIDSON & WEIL, supra note 10, at 28-12. In the example stated in note 131 if the 
redemption price was $100.50 per share and all 20 redeemable shares were redeemed or pur­
chased at that price from stated capital, the aggregate payment, $2,010, would be the entire 
amount of stated capital. Upon reduction of capital as provided in § 67, $2000 representing 
the par value and the stated capital of the redeemed shares would be charged to stated 
capital, resulting in a stated capital of $10, that represented by the common shares. Earned 
surplus would be reduced by $10, the aggregate redemption price premium over the stated 
capital represented by the redeemed shares. 

Concern has been expressed over the general working of the restriction on earned surplus 
when used as the source of share purchase, and the lifting of the restriction when the shares 
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hand, the redemption or purchase price is less than the stated capi­
tal represented by the shares, a surplus will be created upon reduc­
tion by the full amount of stated capital represented by the reac­
quired shares. Under the terms of the Model Act, section 70, such · 
surplus will be considered capital surplus.137 

are cancelled. The concern is that a relatively small amount of earned surplus can be used 
over and over to support the repurchase and cancellation of a large total dollar value of 
shares. See Hackney supra note 10, at 1396; Rudolf, Accounting for Treasury Shares Under 
the Model Business Corporation Act, 73 HARv. L. REv. 323, 328 (1959). There is even greater 
reason for concern in the context of redemption or purchase of redeemable shares from 
earned surplus. 

If the $2,010 price were paid, $1000 from earned surplus and $1010 from stated capital, the 
result, upon reduction of capital, would be the same as previously stated: stated capital 
would be reduced to $10, and earned surplus would be reduced by $10 to $990. However, 
between the time the purchase or redemption is concluded and the filing of this statement of 
reduction by the secretary of state, earned surplus, which was $1,000, is not even restricted. 
Section 6 provides that earned surplus is restricted so long as the shares are held as treasury 
shares. However, by definition treasury shares do not include cancelled shares; and the re­
deemed or purchased redeemable shares are by § 67 immediately cancelled. Hence the full 
$1000 would appear to be available as a source of dividends or share repurchases, although, 
after the reduction in capital, earned surplus would be reduced to $990. See note 102 supra. 

MODEL Ar:r § 70 provides in part that "[t]he surplus, if any, created by or arising out of a 
reduction of the stated capital of a corporation shall be capital surplus." (emphasis added). 
Professor Herwitz maintains that, when earned surplus is used as the source of purchase of 
treasury shares and the shares are subsequently cancelled, §§ 6 and 70 of the MODEL Ar:r are 
in conflict. Section 6 would restrict earned surplus by the amount of the purchase price so 
long as the shares are held as treasury shares, and upon the cancellation of the shares the 
restriction would be removed. Whereas § 70 would require that upon the cancellation of the 
shares and reduction of surplus, the amount of the price be transferred from earned to capi­
tal surplus. D. HERWITZ, BUSINESS PLANNING, 425-26 (1966). (He refers to §§ 5 and 64 of the 
MoDEL Ar:r, the provisions in the 1966 version of the MODEL Ar:r analogous to the present §§ 
6 and 70, respectively.) Fifiis and Kripke point out that when treasury shares purchased 
with earned surplus are cancelled, there is no surplus created and thus § 70 is inapplicable. 
Instead, the restriction on earned surplus in the amount of the purchase price, which was 
imposed at the time of the purchase and was in effect while the shares were held as treasury 
shares, is lifted. T. F1rus & H. KRIPKE, AccoUNTING FOR BusiNESS LAWYERS, 392-93 (2d ed. 
1977). 

The argument that § 70 is not applicable in the context of a redemption or a purchase of 
redeemable shares from earned surplus is even stronger. There is not even a restriction on 
earned surplus since the shares are immediately cancelled. 

Paragraph 14 of ARB 43, ch. 1B states that some state statutes prescribe the accounting 
treatment for reacquired shares. "Where such requirements are at variance with paragraph 
13 the accounting should conform to the applicable law." (ARB 43, ch. 1B ~ 14, as amended 
by APB Opinion No.6). However, MODEL Ar:r §§ 6 and 70 can be construed to be consistent 
with one another, as Fifiis and Kripke point out. Hence, the MoDEL Ar:r would appear not to 
require an alternative accounting treatment as would be authorized by paragraph 14. 

137. Again the MODEL Ar:r is silent on this point. ARB 43, ch. 1B, ~ 13(a)(ii) as amended 
by Opinion No. 6, states: "an excess of par or stated value over purchase price should be 
credited to capital surplus." See DAVIDSON & WElL, supra note 10, at 28-12. 
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ill. VIRGINIA STATUTORY PROVISIONS 

The provisions of the Virginia Stock Corporation Act regarding 
share redemptions are patterned upon the Model Act. Accordingly 
the preceding discussion of the Model Act provisions is either 
applicable to the Virginia enactment or, where indicated, serves 
as a basis for analysis of the differences. The Virginia enactment, 
however, differs from the Model Act in one very significant point, 
the disposition of the redeemed or reacquired shares. 

The Virginia statute breaks the provisions of section 15 into two 
sections which authorize the creation and issuance of redeemable 
shares. Section 13.1-12138 restates, with little change, the first para­
graph of section 15. Section 13.1-13,139 like the second paragraph of 

Thus, in the example stated in note 131, if the 20 preferred shares were purchased at $99 
per share (total purchase price of $1980) from stated capital, or a combination of stated 
capital and earned surplus, stated capital, upon the reduction of capital, would again be 
reduced by $2000, the stated capital represented by the purchased shares. A separate entcy 
in the capital surplus account would be made for the remaining $20. 

In this example, a surplus of $20 is created upon the reduction in capital. Since the reduc­
tion in stated capital is greater than the purchase price, the language of MoDEL Acr § 70 
that "[t]he surplus, if any, created by or arising out of a reduction of the stated capital of a 
corporation shall be capital surplus" (emphasis added) clearly requires that the $20 be 
treated as capital surplus since it is created by or arises out of a reduction of stated capital. 
The accounting convention is consistent with § 70. 

138. Each corporation shall have power to create and issue the number of shares stated in 
its articles of incorporation. Such shares may be divided into one or more classes. Any 
or all of such classes may consist of shares with par value or shares without par value, 
with such designations, preferences, limitations, and relative rights as shall be stated 
in the articles of incorporation, except that shares without par value shall not be is­
sued by banking corporations, building and loan associations, credit unions or indus­
trial loan associations. The articles of incorporation may limit or deny the voting 
rights of or provide special voting rights for the shares of any class to the extent not 
inconsistent with the provisions of this Act. 

VA. CoDE ANN. § 13.1-12 (1978 Repl. Vol.). 
139. Without limiting the authority hereinabove contained, a corporation, when so pro­

vided in its articles of incorporation, may issue shares of preferred or special 
classes: 

(a) Subject to the right of the corporation to redeem any of such shares at the prices 
fixed by the articles of incorporation for the redemption thereof. 

(b) Entitling the holders thereof to cumulative, non-cumulative or partially cumu­
lative dividends. 

(c) Having preference over any other class or classes of shares as to the payment of 
dividends. 

(d) Having preference in the assets of the corporation over any other class or classes 
of shares upon the voluntacy or involuntacy liquidation of the corporation. 

(e) Convertible into shares of any other class or into shares of any series of the same 
or any other class, except a class having prior or superior rights and preferences as to 
dividends or distribution of assets upon liquidation. 
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(0 Entitled to voting rights or participating rights or any other special rights that 
may be specified, including a right that no transaction of specified nature shall be 
consummated while any such shares remain outstanding in any event or except upon 
the assent of a specified proportion of such shares. 

VA. CoDE ANN. § 13.1-13 (1978 Repl. Vol.). 
Subpart (a) regarding redemption is identical to the language in § 15, except that it uses 

the plural "redeem ... at the prices fixed by the articles .•. " whereas § 15 uses the singu­
lar. Subparts (b), (c) and (d) are identical to their counterparts in § 15. Subpart (e) is 
identical to its counterpart except that it does not include the provision in MoDEL Acr § 
15(e) limiting the conversion of no par shares into par value shares. There is no counterpart 
to subpart (0 in § 15. VA. CoDE ANN. § 13.1-14 (1978 Repl. Vol.), the analog to MoDEL Acr § 
16, provides for the issuance of preferred or special classes of shares in series. 

If the articles of incorporation so provide, the shares of any preferred or special class 
may be divided into and issued in series. If the shares of any such class are to be 
issued in series, then each series shall be so designated as to distinguish the shares 
thereof from the shares of all other series and classes. Any or all of the series of any 
such class and the variations in the relative rights and preferences as between differ­
ent series may be fixed and determined by the articles of incorporation, but all shares 
of the same class shall be identical except as to the following relative rights and pref­
erences, as to which there may be variations between different series: 

(a) The rate of dividend, the time of payment and the dates from which dividends 
shall be cumulative, and the extent of participation rights, if any. 

(b) Any right to vote with holders of shares of any other series or class and any 
right to vote as a class, either generally or as a condition to specified corporate action. 

(c) The price at and the terms and conditions on which shares may be redeemed. 
(d) The amount payable upon shares in event of involuntary liquidation. 
(e) The amount payable upon shares in event of voluntary liquidation. 
(0 Sinking fund provisions for the redemption or purchases of shares. 
(g) The terms and conditions on which shares may be converted, if the shares of 

any series are issued with the privilege of conversion. 
If the articles of incorporation shall expressly vest authority in the board of direc­

tors, then, to the extent that the articles of incorporation shall not have established 
series and fixed and determined the variations in the relative rights and preferences 
as between series, the board of directors shall have authority to divide any or all such 
classes into series and, within the limitations set forth in this section and in the arti­
cles of incorporation, fix and determine the relative rights and preferences of the 
shares of any series so established. 

In order for the board of directors to establish a series, where authority so to do is 
contained in the articles of incorporation, the board of directors shall adopt a resolu­
tion setting forth the designation and number of shares of the series and the relative 
rights and preferences thereof, to the extent that variations are permitted by the arti­
cles of incorporation. 

Prior to the issuance of any shares of a series so established, the corporation shall 
file in the office of the Commission articles of serial designation setting forth: 

(i) The name of the corporation. 
(ii) The resolution of the board of directors. 
(iii) The date of its adoption. 
(iv) That it was duly adopted by the board of directors. 
The articles shall be executed by the corporation by the chairman or vice-chairman 

of its board of directors or its president or a vice-president and by its secretary or an 
assistant secretary and delivered to the Commission. If the Commission finds that the 
articles comply with the requirements of law and that all required fees have been 
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section 15, contains the grant of authority to issue shares of pre­
ferred or special classes. Its provision regarding redemption in sub­
section (a) is virtually identical to the Model Act language. The 
introductory phrase to section 13.1-13 states "[W]ithout limiting 
the authority hereinabove contained." While the word "herein­
above" is not a precise reference to the section's intended antece­
dant, it clearly refers to the general grant of authority to create and 
issue shares contained in section 13.1-12. This is particularly so 
since the two sections are largely enactments of the first and sec­
ond paragraphs of Model Act section 15, of which the introductory 
phrase to the second paragraph reads "[W]ithout limiting the au­
thority herein contained." With this qualification the preceding 
comments regarding Model Act section 15 are applicable to sec­
tions 13.1-12 and 13.1-13. 

Section 13.i-4140 authorizes the reacquisition of shares from 

paid, it shall by order issue a certificate of serial designation, which shall be admitted 
to record in its office. Upon the completion of such recordation, the Commission shall 
forward the certificate for recordation in the office for the recording of deeds in the 
city or county in which the registered office of the corporation is located, except that 
no such further recordation shall be required in the city of Richmond or the county of 
Henrico. Upon the completion of such further recordation, the certificate shall be re­
turned to the Commission by registered or certified mail. Upon the issuance of such 
certificate, it shall become effective in accordance with its termn. 

Unless the articles of incorporation otherwise provide, the board of directors may 
redesignate any shares of any series theretofore established that have not been issued, 
or that have been issued and retired, as shares of some other series or change the 
designation of outstanding shares where desired to prevent confusion. Such redesigna­
tion or change of designation shall be set forth in articles of serial designation. 

VA. ConE ANN. § 13.1 (1978 Repl. Vol.). 
The introductory clause is identical to MonEL Am:§ 16; subpart (c) dealing with redemp­

tion is substantively the same as MonEL Ac::r § 16(b). The remainder of this section, like 
MonEL Am: § 16, authorizes the board of directors to divide the classes into series and to fix 
and determine the relative rights and preferences of various series. However, unlike § 16, it 
does not expressly state that the certificate of serial designation constitutes an amendment 
to the articles of incorporation. , 

140. A corporation shall have the right to purchase, take, receive or otherwise acquire, 
hold, own, pledge, transfer or otherwise dispose of its own stock, but, [except in the 
case of open-end investment trusts] purchases of its own stock, whether direct or indi­
rect, shall be made only to the extent of earned surplus available therefor or capital 
surplus. To the extent that earned surplus or capital surplus is used as the measure of 
a corporation's right to repurchase its own stock, to that extent ouch surplus shall be 
restricted so long as such stock is held as treasury shares, but upon the disposition or 
cancellation of any such stock the restriction shall terminate. [Restricted surplus shall 
not be available for the repurchase of shares or other distributions on shares. The 
right to repurchase may be limited or denied by express provision of the articles of 
incorporation.] 
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earned or capital surplus, substantially on the same terms as sec­
tion 6 of the Model Act. It authorizes the invasion of stated capital 
to effect the retirement of its redeemable shares either through 
redemption or purchase at not to exceed the redemption price. The 
last paragraph of the section contains the general insolvency limita­
tion on share reacquisitions. However, unlike Model Act section 6, 
the insolvency limitation of section 13.1-4 applies only to the "pur­
chase" by a corporation of its own shares. It does not contain the 

Notwithstanding the foregoing limitations, a corporation may purchase or otherwise 
acquire its own stock in the course of: 

(1) Effecting, subject to the other provisions of this Act, the retirement of its re­
deemable stock by redemption or by purchase at not to exceed the redemption price. 

(2) Collecting or compromising indebtedness to the corporation. 
(3) Paying dissenting stockholders entitled to payment for their shares under the 

provisions of this Act. 
But in no case shall any purchase of its own stock be made at a time when the 

corporation is insolvent or when such purchase would render it insolvent. 
VA. ConE ANN. § 13.1-4 (1978 Repl. Vol.) (brackets aded). The material in brackets is not in 
MonEL Acr § 6. This section does not provide, as does MoDEL Acr § 6, that purchases be 
only from "unreserved or unrestricted" earned or capital surplus. This is not a significant 
difference since the section contains the sentence, as in § 6, to the effect that earned or 
capital surplus, if used as the measure of the purchase price shall be restricted. The section 
then expands on this by stating the effect of a restriction on surplus, i.e., that it is unavaila­
ble, to the extent of the restriction, for distribution to the shareholders as a dividend or 
through share repurchase. 

Also, the section does not provide, as does § 6, that capital surplus is available only if the 
articles of incorporation so provide or if the use is approved by the affirmative vote of a 
majority of the shares. One could argue that this provision in § 6 is surplusage since MoDEL 
Acr § 46 authorizes a distribution of assets out of capital surplus, only if "(b) the articles of 
incorporation so provide or such distribution is authorized by the affirmative vote of the 
holders of a majority of the outstanding shares of each class whether or not entitled to vote 
thereon by the provisions of the articles of incorporation of the corporation." MoDEL Acr § 
46. Section 46 is not limited to dividend distribution, but applies to distributions generally. 

The Virginia statute does not contain a provision analogous to MoDEL Acr § 46. Instead, 
capital surplus is made an alternative source for dividends in the dividend section. VA. ConE 
ANN. § 13.1-43 (1979 Supp.). That section merely provides that a dividend paid from capital 
surplus be "identified as a distribution of capital surplus and the amount per share paid 
from such surplus shall be disclosed to the stockholders receiving the same concurrently with 
the distribution." There is no requirement in § 13.1-43(a), as there is in § 46 of the MODEL 
Acr, that authority to use capital surplus be expressly stated in the articles of incorporation 
or conferred by the affirmative vote of shareholders. See, Emerson, supra note 1, at 502-05. 
The only requirement is that the shareholders be advised that the dividend is being paid 
from capital surplus. 

Section 13.1-4 treats earned or capital surplus as alternative sources of share repurchase. 
It appears not even to require the notice to shareholders that capital surplus is the source, as 
§ 13.1-43(a) would require in the instance of a dividend distribution, to say nothing of the 
express authority either by provision in the articles of incorporation or shareholder approval 
which MoDEL Acr § 6 requires. 
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"purchase or payment" language of section 6. The rationale of the 
Williams case, to the effect that the insolvency restriction with re­
spect to installment purchases applies at the time the transaction 
is entered into and not at the time of payment, would be more 
pertinent to a purchase of redeemable shares under the Virginia 
statute than under the Model Act itself. Under the Model Act 
there are two insolvency provisions, one of which applies to any 
purchase or payment, section 6, the other of which applies only to 
purchases, section 66. 141 Whereas, under the Virginia statutory 
scheme the insolvency tests in sections 13.1-4 and 13.1-62 apply 
only to purchases. 

Section 13.1-62142 is the analog of Model Act section 66, and is 
identical thereto. · 

The significant difference between the Virginia provisions and 
the Model Act are contained in sections 13.1-63143 and 13.1-66. 144 

141. See notes 113-16 supra, and accompanying text. 
142. No redemption or purchase of redeemable shares shall be made by a corporation 

when it is insolvent or when such redemption or purchase would render it insolvent, 
or which would reduce the net assets below the aggregate amount payable to the hold­
ers of shares having prior or equal rights to the assets of the corporation upon involun­
tary dissolution. 

VA. CoDE ANN. § 13.62 (1978 Repl. Vol.). 
143. The corporation, by resolution of its board of directors, may provide for the cancella­

tion of shares that it has issued and purchased, redeemed or otherwise reacquired. 
The resolution shall designate the shares that are to be cancelled, may provide for the 
reduction of stated capital in an amount equal to all or any part of the amount of 
stated capital represented by the shares to be cancelled, and shall show the amount 
expressed in dollars, of the stated capital as it is to be after the cancellation. Shares 
reacquired in conversion or exchange may be cancelled, and capital may be reduced 
in respect thereof to the ext~nt that the stated capital represented by such shares 
exceeds the aggregate par value of shares into which such shares were converted or for 
which such shares were exchanged or to the extent of the entire stated capital repre­
sented by such shares if such shares have been converted into or exchanged for securi­
ties or obligations other than shares of stock. In the case of a conversion of shares into, 
or an exchange of shares for, shares having no par value, no reduction of capital may 
be made in respect thereof pursuant to this section. 

Articles of reduction shall be executed by the corporation by the chairman or a 
vice-chairman of its board of directors or its president or a vice-president and by 
its secretary or an assistant secretary. They shall show: 

(a) The name of the corporation. 
(b) A copy of the resolution of the board of directors, and the date of its adoption. 
(c) The aggregate number of issued shares, itemized by classes and series, after 

giving effect to such cancellation. 
(d) If the articles of incorporation provide that the cancelled shares shall not be 

reissued, then the number of shares, itemized by classes and series, which the corpo-
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These sections in total contrast to the Model Act provide for an 
optional, not automatic cancellation of redeemed or purchased re­
deemable shares, and for a reduction of stated capital in any 
amount up to that represented by the cancelled shares. 

Section 13.1-63 provides in part that 

[a] corporation, by resolution of its board of directors, may provide 
for the cancellation of shares that it has issued and purchased, re­
deemed or otherwise reacquired. The resolution shall designate the 
shares that are to be cancelled, may provide for the reduction of cap­
ital in an amount equal to all or any part of the amount of stated 
capital represented by the shares to be cancelled .. 

Section 13.1-66 provides that upon issuance of the certificates of 
reduction by the State Corporation' Commission, "[t]he capital 

ration will have authority to issue after giving effect to such cancellation. 
VA. CoDE ANN. § 13.1-63 (1978 Repl. Vol.). 

144. Upon the issuance of a certificate of reduction by the Commission, the stated capital 
shall be reduced by the amount specified in the articles of reduction and any cancella­
tion of shares therein provided for shall become effective, except as to shares subse­
quently to be reacquired. 

Cancelled shares shall, unless the articles of incorporation provide that they shall 
not be reissued, become authorized and unissued shares of the same class but undes­
ignated as to series. If the articles of incorporation provide that such shares shall not 
be reissued, the issuance of the certificate of reduction shall reduce the number of 
shares of that class which the corporation is authorized to issue by the number of 
shares so cancelled. ' 

VA. CoDE ANN. § 13.1-66 (1978 Repl. Vol.) 
Additionally, § 13-1.65 provides: 

The articles .of reduction executed pursuant to § 13.1-63 or §13.1-64 shall be delivered 
to the [State Corporation] Commission. If the Commission finds that the articles 
comply with the requirements of law and that all required fees have been paid, it 
shall by order issue a certificate of reduction, which shall be admitted to record in its 
office. Upon the completion of such recordation, the Commission shall forward the 
certificate for recordation in the office for the recording of deeds in the city or county 
in which the registered office of the corporation is located, except that no such further 
recordation shall be required in the city of Richmond or the county of Henrico. Upon 
the completion of such further recordation, the certificate shall be returned to the 
Commission by registered or certified mail. 

VA. CoDE ANN. § 13.1-65 (1978 Repl. Vol.). 
Section 13.1-18 similarly provides in part that "stated capital shall not be decreased or 

otherwise affected by the purchase or redemption of stock unless a certificate of reduction be 
issued by the Commission .... "VA. CODE ANN. § 13.1-18 (1978 Repl. Vol.). 

Sections 13.1-65 and 13.1-66 contain provisions analogous to the latter portion of MoDEL 
Acr § 67 dealing with the review of the articles of reduction and the consequence of the filing 
of the certificate of reduction. 
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shall be reduced by the amount specified in the articles of reduc­
tion and any cancellation of shares therein provided for shall be­
come effective .... "Therefore, unlike section 67 the redeemed or 
repurchased redeemable shares are not cancelled upon their reac­
quisition. They are cancelled only upon the issuance of the certifi­
cate of reduction. At its option, the board of directors may pass a 
resolution approving a cancellation of the stock and a reduction of 
capital. It is, however, under no obligation to do so. Section 67 is 
different in that it requires the appropriate officer to execute the 
statement of cancellation and deliver it to the secretary of state, 
which when filed effects a cancellation of the shares and reduction 
of capital by the amount represented by the cancelled shares. 

This permissive cancellation approach makes critical an aspect 
of section 13.1-4 which is of less importance under its analog, 
Model Act section 6. Both provisions authorize the invasion of 
stated capital to effect "the retirement of its redeemable stock by 
redemption or by purchases at not to exceed the redemption 
price."145 However, section 13.1'-4 does not appear to authorize use 
of stated capital to redeem or purchase redeemable shares unless 
the board of directors intended to cancel the shares, thereby effect­
ing their retirement. 146 Whereas under the Model Act scheme, 
stated capital can be used to effect any redemption or purchase of 
redeemable shares, since the shares are automatically cancelled on 
reacquisition. 

Under the Virginia scheme, if the redeemed or repurchased re­
deemable shares are not cancelled, they would be considered trea­
sury shares. 147 Presumably, the reacquisition of such shares without 

145. VA. CoDE ANN. § 13.1-4(1) (1978 Repl. Vol.). MODEL Ac:r § 6(d) is identical. 
146. Like the MoDEL Ac:r, the Virginia statute does not define the term "retirement." 

However, the term is considered to mean cancellation, especially when used in connection 
with senior shares. 11 W. FLETCHER, supra note 17, at § 5308. 

It is likely that the board of directors would retire shares redeemed on the terms contained 
in the articles of incorporation. However, when redeemable shares are purchased, it is possi­
ble that the board of directors would consider their resale, particularly if the purchase was at 
less than the redemption price, and a future sale could be made at the redemption price. Of 
course, under the MoDEL Ac:r the shares could also be sold again as newly issued shares. 
Section 67 provides that the cancelled shares be restored to the status of authorized but 
unissued shares, unless the articles provide that they not be reissued. The Virginia scheme 
would allow the shares to be resold as treasury shares. This distinction would be important 
under the MoDEL Ac:r since par value shares must be issued for at least par value. MODEL 
Ac:r § 18. Virginia, however, does not have such a restriction. 

147. VA. CoDE ANN. § 13.1-2(0 (1978 Repl. Vol.) defines treasury shares as "shares of a 
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cancellation would be allowed by the general authorization of share 
reacquisition language of section 13.1-4, if earned or capital surplus 
were the source used. Such fund would, of course, be restricted by 
the amount of the purchase price. 148 

The difficulty with section 13.1-4 is that its provisions regarding 
redemption are virtually identical to section 6 of the Model Act. 
There is a strong temptation to conclude that the effect of this lan­
guage is the same. However, since the Virginia statute does not fol­
low the Model Act's scheme with respect to the cancellation of the 
redeemed or repurchased redeemable shares, the operation of sec­
tion 13.1-4 cannot be equated with that of section 6 of the Model 
Act.t49 

corporation which have been issued, have been subsequently reacquired and belong to the 
corporation and have not been effectively cancelled by the issuance of a certificate of reduc­
tion by the [Corporation] Commissioner." 

148. VA. CoDE ANN. § 13.1-43(a) (1979 Cum. Supp.), in authorizing the use of earned or 
capital surplus as the sources of dividends, provides that the dividend be declared and paid 
out of "unreserved and unrestricted earned surplus of the corporation or out of capital sur­
plus of the corporation." Although it is presumably intended that the words "unreserved and 
unrestricted" modify both earned surplus and capital surplus, because of their position in 
the clause and because of the inclusion of the phrase "of the corporation" between earned 
surplus and capital surplus, it could be argued that the statute literally authorizes the decla­
ration and payment of a dividend from any capital surplus, unrestricted or restricted. How­
ever, if capital surplus was restricted because it was used to purchase treasury shares, such 
capital surplus would clearly not be available as a source of dividend. Section 13.1-4, the 
section authorizing the repurchase of shares, provides that "[r]estricted surplus shall not be 
available for the repurchase of shares or other distribution on shares." 

149. In fact the permissive cancellation feature, VA. CoDE ANN. § 13.1-63 (1978 Repl. 
Vol.), which provides that the board of directors may cancel any repurchased shares, includ­
ing redeemable shares, is not unlike the Delaware provision. DEL. CoDE ANN. tit. 8 § 243(a) 
(1974) provides that 

[a] corporation, by resolution of its board of directors, may retire any shares of its 
capital stock that are issued but are not outstanding. If a corporation acquires any of 
its shares, whether by purchase or redemption or by their having been converted into 
or exchanged for other shares of the corporation, and capital, as computed in accor­
dance with§§ 154, 242 and 244 ofthis title, is applied in connection with such acqui­
sition, the shares so acquired, upon their acquisition and without other action by the 
corporation, shall have the status of retired shares. 

This section likewise allows, but does not require, the cancellation of any reacquired shares, 
including redeemed or repurchased redeemable shares. It provides, however, that if "capi­
tal," which is analogous to stated capital in the MoDEL Ac:r scheme, is used in connection 
with the reacquisition, then the shares are automatically cancelled. The Virginia statute 
would operate in the same manner. Although redeemed or reacquired redeemable shares 
would not be cancelled by virtue of the use of stated capital to effect their reacquisition, 
stated capital could not be used unless the board of directors adopted the resolution provid­
ing for cancellation and reduction of capital pursuant to § 13.1-63 and filed the articles of 
reduction pursuant to § 13.1-65. 
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Section 13.1-63 authorizes the board of directors to determine the 
amount by which stated capital will be reduced upon cancellation 
up to the amount thereof represented by the reacquired shares. 
Presumably, this implies that the board could reduce capital by no 
amount, the full amount represented by the shares or by any 
amount in between these extremes. 150 Thus the board has the abil­
ity to maintain the amount of the cushion available to creditors, 
but at the expense of the junior shareholders. To the extent that 
capital is not reduced the redemption or purchase price will be 
charged against earned or capital surplus, effecting a reduction of 
the source of future dividend payment or other distribution.151 This 
provision also is in contrast to Model Act section 67 which expli­
citly provides for reduction of capital in the full amount repre­
sented by the cancelled shares. 

150. If stated capital is not reduced by the full amount represented by the cancelled 
shares, the difference between the full amount and the amount of the reduction would be 
stated capital unassigned to any shares, since the shares which it represented have been 
cancelled. Both VA. ConE ANN. § 13.1-18 (1978 Rep!. Vol.) and MonEL Ar:r § 21 apparently 
allow undesignated stated capital. Both of these sections authorize the directors to transfer a 
portion of the corporation's surplus to stated capital, and provide that "[t]he board of direc­
tors may direct that the amount of the surplus so transferred shall be deemed to be stated 
capital in respect of any designated class of shares." (Emphasis added). This sentence im­
plies that the board may also not designate the surplus to a class of shares. 

151. On the facts of the example stated in note 131 supra, if the 20 redeemable, preferred 
shares were redeemed or repurchased at $100.50 each, the total cost would be $2,010. VA. 
ConE ANN. § 13.1-63 (1978 Rep!. Vol.) would authorize the board of directors to reduce capi­
tal by any amount up to $2000, the stated capital represented by the redeemed shares. The 
$10 premium over the stated capital represented by the shares would reduce earned surplus. 
If capital were reduced by $1000, the total stated capital would be $1010, even though the 
corporation's capitalization consists of only 100 common shares par value $10. The remain­
ing $1000 (the $10 premium having been charged to earned surplus) would be charged to the 
remaining earned surplus of $990, \4iping it out. The final $10 alternatively would create a 
deficit of $10 in earned surplus, or could be charged against capital surplus. 

If the purchase price was $99 per share, the board could reduce capital by the full $2000, 
represented by the shares, even though the purchase price was $1980. If it were to do so, the 
$20 surplus ($2000 - $1980) created, by reason of VA. ConE ANN. § 13.1-67 (1978 Rep!. Vol.) 
(the analog of MoDEL Ar:r § 70) would be capital surplus. If the board were to reduce capital 
by only $1,000, the remaining $980 would be charged against earned ourplus. 

The latitude which § 13.1-63 gives the board of directors to determine the amount of the 
reduction of capital, and thus the amount by which creditors may be advantaged at the 
expense of junior shareholders, is not unique. Both VA. ConE ANN. § 13.1-18 (1978 Rep!. 
Vol.) and MonEL Ar:r § 21 provide that the board of directors may transfer part of the sur­
plus of a corporation to stated capital. Essentially, § 13.1-63 accomplishes the same thing. If 
capital is not reduced by the full amount of the stated capital represented by the cancelled 
shares, the difference is charged to surplus. The only difference is that under § 13.1-63 the 
same result would occur if there were no surplus, a deficit could be created or increased, 
whereas § 13.1-18 and MonEL Ar:r § 21 presume the existence of a surplus. 
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Since section 13.1-66 indicates cancellation takes effect only 
upon issuance of the certificate of reduction, Virginia avoids the 
anomalous result of the Model Act in which earned or capital sur­
plus, if the source of the redemption or purchase, remains un­
restricted. 152 If the shares were redeemed or purchased from earned 
or capital surplus, section 13.1-4 would restrict the source so long 
as the shares were held as treasury shares. Section 13.1-2(f) would 
include the the redeemed or purchased shares as treasury shares 
until cancellation. 

IV. CoNCLUSION 

This exposition of some of the ambiguities and uncertainties in 
the Model Act and the Virginia statutes does not lend itself to 
general conclusions. It seems clear, however, that the advantage ac­
corded a redemption of shares by these statutes provides corporate 
planners with a flexible device usable in determining an optional 
capital structure. This article attempts to demonstrate some possi­
ble uses and advantages of redemption provisions as well as their 
attendant uncertainties. The recent revisions to the Model Act153 

would eliminate the concept of redemption and would allow a flex­
ibility in planning for corporate distribution to shareholders beyond 
that presently attainable even with the use of redemption provi­
sions, and would eliminate the uncertainties surrounding these 
provisions. 

152. See notes 96-105 supra, and accompanying text. 
153. Supra note 3. 


