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Restrictions on the Right to Transfer
Corporate Stock

By LuIs J. GONZAGA

HE Corporation Law (Act1459 as amended) makes
shares of stock personal

property. (Section 16 provides,
inter alia, "shares of stock * * *
are personal property and may be
transfered by delivery".) As in-
cident of his ownership, every
stockholder has the right to trans-
fer his shares of stock. Although
inherent, the right may not be
absolute-it may be restricted by
the general law, the corporate
charter, a by-law, or by an agree-
ment. (6 Fletcher, Cyc. Corps.,
section 3758.) The validity of
the last two restrictions has been
challenged in every jurisdiction
where the general law has not ex-
pressly authorized their imposi-
tion b ythe corporation. They
have been assailed on the ground
that they constitute undue limit-
ations of the right of ownership
and are, therefore, in restraint of
trade. (See Padgett vs. Babcock
and Templeton, Inc., 32 O.G.
2296.) Ordinarily, however, such
restrictions should not be stricken
down as unlawful unless palpably
unreasonable. (Longyear v. Hard-
man, 219 Mass. 405, 106 N.E.
1012; 68 Beacon St. Inc. v. So-
hier, 194 N.E. 303: Brown v.
Little, Brown 1& Co., 269 Mass.
102, 168 N.E. 521). It is said
that there are many obvious rea-
sons why it may be to the inter-

est of the stockholders and not
violative of any public policy that
the right be restricted. In Casper
v. Kalt-Zimmers Mfg. Co. (159
Wis. 517, 149 N.W. 754), the
State Court declared, "that the
restrictions should be held lawful
as promotive of good management
and sound business enterprise."
Similar view was expressed by
Chief Justice Holmes in Barrett v.
King (181 Mass. 476, 63 N.E.
934-935) when he said that
"stock in a corporation is not me-
rely property. It also creates a
personal relation analogous other-
wise than technically to a part-
nership. * * * There seems to be
no greater objection to retaining
the right of choosing one's asso-
ciates in a corporation than in a
firm." In Farmers' Mercantile and
Supply Co. v. Laun (146 Wis.
252, 131 N.W. 366), the Wis-
consin Supreme Court, explaining
the expediency of the restrictions,
said, "It is sometimes necessary
and often desirable that a corpo-
ration protect itself against the ac-
quisition of shares of its stock by
rivals in business, or other dis-
turbers, who might purchase sha-
res merely for the purpose of ac-
quiring information which might
thereafter be used against the in-
terests of the company." It is
believed, therefore, that restrictions
on the right which are reasonable



PHILIPPINE LAW JOURNAL

-- those calculated to protect the
welfare of the corporation and
help assure business success, are not
only legally permissible but high-
ly desirable. This is especially
true with small business corpora-
tions and cooperative associations
where success depend to a great
extent upon the deep personal in-
terest and devotion of the consti-
tuency. (See Lawson v. House-
hold Finance Corp. 152 Atl. 723).

Under the Philippine Corpora-
tion Law, two such restrictions
may be imposed upon the right to
alienate shares of stock, namely,
voting trusts and pooling agree-
ments, and the so-called option
contracts. The former is express-
ly authorized by Section 36 (Act
1459), while the latter, as its
name indicates, is based upon con-
tract. A voting trust is an agree-
ment whereby one or more stock-
holders transfer their shares to a
trustee or trustees for the purpose
of vesting in the latter the right
to vote or oher righs pertaining
to such shares for a period not ex-
ceeding five years. (Section 36,
Act 1459). This agreement may
enable a corporation to have a
unified control of its affairs and
to pursue a consistent policy. "It
also makes it possible for a mojor-
ity group of shareholders to dis-
pose of the beneficial interest in a
large proportion of their shares
and still retain control." (Fisher,
Phil. Law of Stock Corps. Sec.
139). The clear statutory provi-
sion in this jurisdiction does not
require discussion as to the vali-
dity of this particular restriction.

An option contract is an agree-
ment between stockholders that no
one of them shall alienate his stock
to outsiders without giving the
other parties an opportunity to ac-
quire the same. In Fleischer vs.
Botica Nolasco Co. (47 Phil. 583,
9 P.D. 856.), our Supreme Court

declared that a by-law imposing
such restriction was void. In that
case, the by-law required a stock-
holder who desired to sell his stock
to notify the secretary-treasurer.
The corporation was given a pre-
ferential right to purchase the
shares of the retiring stockholders.
In holding the by-law void, the
Court referred to section 35 of the
Corporation Law and declared that
the restriction is in conflict with
that section. It argued that, "sha-
res of stock, being personal pro-
perty, the holder thereof may trans-
fer the same without unreasonable
restrictions." Emphasizing t h e
stockholder's right to transfer his
shares, the Court said, "the own-
er of a corporate stock has the
same uncontrollabl e right to sell
or alienate, which attaches to the
ownership of any other species of
property." Unfortunately, t h e
High Court, in its effor to make
the right secure against any res-
triction, has ignored the force and
effect of contracts and incidental-
ly denied, in effect, the stockholders
of a right equally inherent in own-
ership-that of entering into con-
tracts. In New England v. Ab-
bott (162 Mass. 148, 38 N.E.
432, 271 L.R.A. 271.), the Mas-
sachusetts Supreme Court, decid-
ing a similar situation as involved
in the Fleischer case, held: "We
have not found it necessary to con-
sider the validity of the by-law.
We think the case may well stand
on the ground that the defendant's
testator entered into an agreement
with the plaintiff to do what the
latter now seeks to compel his ex-
ecutor to do. What may not be
good as a by-law may well stand
as a contract." (In accord, see 6
Fletcher, Cyc. Corps. sec. 3762
and the cases cited therein; Wei-
land v. Hogan 177 Mich. 628,
143 N.W. 599; 3 Clark and Mar-
shall, Priv. Corps. p. 1728; Cent-
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ury Digest sec. 468; 42 Harvard
L. R. 557-558.) The contract
is not one in restraint of trade.
The stockholder is not prevented
from alienating hls stock. Neither
is his right restricted beyond rea-
sons suggested by a consideration
of the welfare of the corporation.
"The restrictions do not prevent
the ultimate alienation of the
stock." (Nicholson v. Franklin
Brewing Co., 82 Ohio St. 94, 91
N.E. 991, 137 Am. St. Rep. 764,
19 ann. cas. 699.)

Two exceptions in the appli-
cation of the restriction may be
noted. The restriction cannot be
made available to defeat the rights
of third persons. (Farmers' and
Merchants Bank of Lineville v.

Wasson, 48 Iowa 336). Thus,
in the Fleischer case, the restriction
was held unenforceable against the
plaintiff because he had no knowl-
edge of the by-law. (It is believ-
ed that the only plausible reason
advanced by the Court in support
of its decision was the necessity
of protecting the rights of the
plaintiff as an innocent purchaser
for value and not that the by-law
was inneffective even as a con-
tract.) To make the restriction
effective against third persons, the
agreement must be noted on the
back of the certificate. (See, Law-
son v. Finance Corp., supra.) And
the restriction being contractual
in nature, non-assenting stockhold-
ers are, of course, not bound by
it.

REAL SERVICE

66FOR anything worth having
at one must pay the price, and

the price is always work, patience,
love, and self-sacrifice. No paper
currency, no promise to pay-but
the gold of real service.' "-JOHN
BURROUGHS.


