
RESTRICTING THE TRANSFERABILITY OF
STOCK IN GEORGIA CORPORATIONS

By F. HODGE O'NEAL*

Lawyers in many sections of the country on rather frequent
occasions place restrictions on the transferability of stock in a
corporation that they are organizing.1 The use of restrictions of
that kind has been less common in Georgia. Because of this
rather infrequent use of restrictions, lawyers here are somewhat
less experienced than those in some parts of the country in plan-
ning and drafting restrictive provisions.

If a business need exists for restrictions on the transferability
of corporate stock and a lawyer is not aware of that need or is
not diligent in searching for possible methods of meeting it, he
of course is not adequately serving his clients. This article points
out that in certain situations, particularly in closely held corpora-
tions, there may be a business need for restrictions on the stock
transfers. It then discusses several types of restrictions and their
legal status under Georgia law, and sets forth certain planning
and drafting precautions that can be taken to increase the useful-
ness of restrictions and lessen their vulnerability to circumven-
tion or attack.

Businessmen forming a corporation, especially if it is to be a
closely held corporation, often conclude that some of the attri-
butes normally associated with the corporate form of business
will be disadvantageous in their enterprise. They may resort to
incorporation to obtain the protection of limited liability, but
really consider themselves partners as to each other. Thus, they
not infrequently attempt to escape corporate attributes con-
sidered disadvantageous and to retain for the enterprise some
of the characteristics of a partnership. A partnership charac-
teristic that the participants are likely to want to retain is the
power to choose future business associates and prevent outsiders
from entering the enterprise without their consent. They may
feel that the success of the business depends on the ability of
each shareholder to take an active part in the operation of the
business. At any rate, they may not be willing to earn dividends
for an outsider unable or unwilling to contribute to the corpora-
tion's success. Further, the original organizers often fear that a
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1. See Note, 2 A.L.R.2d 745 (1948).
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competitor or other person hostile to the corporation will gain
access to its affairs through the purchase of its shares. The
business considerations giving rise to a desire in the original
organizers of a corporation for power to exclude outsiders from
the enterprise have not often been reflected in the corporate
instruments that Georgia lawyers have prepared.

Restricting the transferability of shares is one method of
giving the original shareholders powers to choose future asso-
ciates. This cannot be accomplished by an absolute prohibition
against the transfer of stock, because an absolute prohibition
will not be sustained by the courts.2 The types of restrictions
that have been popular in other jurisdictions and merit con-
sideration by Georgia lawyers are:

1. "Consent restraints," i.e., provisions requiring approval of
stock transfers by the directors or the other shareholders.

2. "First-options," i.e., provisions granting the corporation or the
other shareholders a pre-emptive right (sometimes called a
right of "first refusal") to shares that a holder decides to sell
or otherwise transfer.

The Georgia courts have not passed on the legality of con-
sent restraints. The decisions in other jurisdictions are in con-
flict as to the validity of such restraints, but most of the recent
cases have sustained them. The legality of first-options is firmly
established, and they will usually be found equally as satisfactory
as consent restraints for giving existing shareholders power to
prevent the transfer of shares to unacceptable outsiders.

First-options have been tested in a number of Georgia de-
cisions3 and the validity of first-option provisions, at least if they
are reasonable,4 now seems to be beyond question. First options

2. See Note, 65 A.L.R. 1159, 1165, (1930); Comment, 18 Iowa L. Rev. 88
(1932).

3. Evans v. Dennis, 203 Ga. 232, 46 S.E.2d 122 (1948); Johnson v.
Tribune-Herald Co., 155 Ga. 204, 116 S.E. 810 (1923); Cothran v.
Witham, 123 Ga. 190, 51 S.E. 285 (1905); Nadler, Georgia Corpora-
tion Law § 183 (1950). For an early Georgia case sustaining a by-law
that prohibited the transfer of stock while the holder was indebted to
the corporation, see Tuttle v. Walton, 1 Ga. 43 (1846). GA. CODE ANN.
§ 2219-15 (Supp. 1951) recognizes that restraints on stock transfer
may be valid by stipulating that a restriction will not be given effect
unless it is stated on the share certificate. See also GA. CoDm ANN. §
22-1903 (Supp. 1951).

4. In Tuttle v. Walton, 1 Ga. 43, 48 (1846), Mr. Justice Warner ap-
parently felt that to be sustained, the by-law restriction there under
consideration (not a first-option) had to be "a reasonable regulation,
expedient and necessary to carry into effect the object of the institu-
tion." The "reasonableness" of the restriction in the light of all the
circumstances of the particular case seems to be the test of validity in
other jurisdictions. Brown v. Little, Brown & Co., 269 Mass. 102, 110,
168 N.E. 521, 525 (1929) ; Rychwalski v. Baranowski, 205 Wis. 193,
196, 236 N.W. 131, 132 (1931); 87 U. OF PA. L. REv. 482, 483 (1939).
The underlying test of the "reasonableness" of a restraint has been
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have been sustained in Georgia despite contentions that they are
against public policy,5 constitute unlawful restrictions on aliena-
tion, and violate the rule against perpetuities.

A charter clause, which was before the Supreme Court of
Georgia several years ago,6 contained typical first-option pro-
visions. The clause read as follows:

No holder of the common stock of the company shall sell any
part of his holdings until he has given sixty days notice of his
desire to sell, to each holder of common stock, and any other holder
of such common stock shall have the right to buy said offering
within sixty days at the price offered by any other person. If more
than one common stockholder desire to purchase the offering, it
shall be sold to the holders of the common stock equally or on equal
terms.

First-options, however, are subject to almost infinite variation.
For example, the instrument may set up broad options but ex-
cept stipulated transfers from the coverage of the restriction.
Illustrative of this approach is the following provision from a
shoreholders' agreement:

Except for the transfer of the 49 (forty-nine) shares to J. W.
Collins [pursuant to a sale of shares agreed on at time of con-
tract], no stock shall be transferred except after an opportunity
given the other stockholders to purchase it at the price and terms
for which it is sought to be transferred, unless such transfer is
by devise or inheritance or gift.7

First-option provisions should be drafted with great care.
They should state precisely what kinds of dispositions are sub-
ject to options, who is to have options, what occurrences create
the options, how long they are to remain open, and what pro-
cedure is to be followed in exercising them. A close examination
of the two specimen provisions set forth above will reveal am-
biguities and lacunae that could have been eliminated by careful
drafting.'

said to be whether the restraint is sufficiently needed by the particular
enterprise to justify overriding the general policy against restraints on
alienation. 81 U. OF PA. L. Rev. 482, 483 (1939).

5. "But this provision of the charter of this company does not prohibit
or restrict alienation, but simply gives the right to the stockholders
to buy of other stockholders who wish to dispose of their stock. We
believe the better rule is that such a provision is not against public
policy and is not void." Johnson v. Tribune-Herald Co., 155 Ga. 204,
207, 116 S.E. 810, 812 (1923).

6. See Johnson v. Tribune-Herald Co., 155 Ga. 204, 116 S.E. 810 (1923).
7. This provision was contained in a contract before the court in Parrot

v. Collins, 87 Ga. App. 533, 74 S.E.2d 485 (1953).
8. For a rather comprehensive discussion of considerations to be kept in

mind in drafting first-option provisions, see O'Neal, Restrictions on
Transfer of Stock in Closely Held Corporations: Planning and Draft-
ing, 65 Harv. L. Rev., 773, 790-797 (1952). For unusually complete and
well-planned restrictive provisions, see the charter clauses set forth
in Lawson v. Household Finance Corp., 17 Del. Ch. 343, 152 At]. 723
(1930).
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In Georgia, first-options may be placed either in the charter,
in the by-laws, in a shareholders' agreement, or in any two or all
of those instruments. The Georgia Code provides that the char-
ter may contain "any provision which the incorporators may
choose to insert, not contrary to the Constitution and laws of
this State for the regulation of the business and for the conduct
of the affairs of the corporation, and any provision creating,
defining, limiting, or regulating the powers of the corporation,
the directors and the stockholders, or any class of stockholders."9

Although exactly what provisions may be inserted in the charter
under this broadly worded authorization is open to some ques-
tion,"° the Georgia Supreme Court has approved the insertion of
first-option provisions." The Georgia Code also seems to make
ample provision for the inclusion of first-options and other re-
strictions in the by-laws. Among the powers which the Code
asserts that each corporation has by virtue of its existence as
such is the power "to make by-laws not inconsistent with the
Constitution or laws of the United States or of this State or
the charter for the exercise of its corporate powers, the man-
agement, regulation, and government of its affairs and property,
the transfer of its stock, and the calling and holding of meetings
of its stockholders and directors" ;12 and by-law restrictions on
stock transfers have been upheld in two decisions of the Supreme
Court of Georgia. 3 Finally, it seems fairly clear that the Su-
preme Court of Georgia approves the practice of restricting the
transferability of stock by a shareholders' agreement; 4 and, as
a matter of fact, no reason is apparent why shareholders' should
not be permitted to contract for limitations on the transfer of
shares. Restrictive stock agreements have been held valid and
specifically enforced in other states."5

As stock transfer restrictions may be included in either the
charter, the by-laws, or a shareholders' agreement, the question
naturally arises as to which of these instruments is the preferable
place for the restrictions. In other parts of the country, the pre-
vailing practice is to insert restrictive provisions in only one of
the instruments, perhaps most often in a shareholders' agree-
ment. A safer practice, however, is to include the restrictions

9. GA. CODE ANN. § 22-1802(h) (Supp. 1951).
10. See Ballantine, Corporations § 16 (rev. ed. 1946) ; Ballantine and

Sterling, California Corporation Laws § 37 (1949 ed.).
11. Johnson v. Tribune-Herald Co., 155 Ga. 204, 116 S.E. 810 (1923).
12. GA. CODE ANN. § 22-1827(f) (Supp. 1951) (italics supplied).
13. Evans v. Dennis, 203 Ga. 232, 46 S.E.2d 122 (1948); Tuttle v. Walton,

1 Ga. 43 (1846).
14. Cothran v. Witham, 123 Ga. 190, 51 S.E. 285 (1905).
15. Scruggs v. Cotterill, 67 App. Div. 583, 73 N.Y. Supp. 882 (1st Dep't

1902); Boswell v. Buhl, 213 Pa. 450, 63 Atl. 56 (1906).
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both in a shareholders' agreement and in either the charter or
the by-laws. If restrictions are placed only in a shareholders'
agreement, that contract may be held to be personal to the share-
holders who are parties to it and persons who thereafter become
shareholders may be held not bound by it, or privileged to avail
themselves of options~or other rights under it. Further, failure
to place restrictions in the charter or by-laws increases the chance
that a transfer of shares, though in violation of a restrictive
stock agreement, will be held effective to pass the interest in the
shares. On the other hand, to omit the restrictive stock agree-
ment and rely entirely on restrictive provisions in the charter or
by-laws, subjects minority stockholders to the risk of amendment
of those provisions by the majority. In addition, provisions to
implement the restrictions, e.g., clauses binding the corporation.
or the stockholders to establish a sinking fund so that money
will be readily available to exercise options, although not cus-
tomarily included in the charter or by-laws, can be appropriately
inserted in a shareholders' agreement."8

Reference to first-options and other restrictions on the trans-
ferability of shares must be made on each certificate of stock.
Georgia has adopted the Uniform Stock Transfer Act which
provides" that a restriction upon the transfer of stock will not
be given effect unless it is stated upon the certificate; and even
before the adoption of that Act, Georgia courts had refused to
give effect against a transferee of corporate stock to a restriction
or lien of which he had no notice and which was not referred to
on the certificate. 8 If the length of the restriction permits, it
should be set forth in full on the share certificates. If the re-
striction is too lengthy for inclusion on the certificate, a clear
reference should be made to the restriction and a paraphrase or
summary of it placed on the certificates. Care must be used in
drafting this statement, because the courts ordinarily construe
restrictions on alienation strictly. A considerable amout of liti-
gation has occurred in other states on what constitutes an ade-
quate notice on share certificates. And in a Georgia case," the
court held that a transferee of stock was not bound by a by-law

16. For a more detailed discussion of the factors to consider in determining
the instruments in which to place restrictive clauses, see O'Neal, supra
note 8, at 785-788.

17. GA. CODE ANN. § 22-1915 (Supp. 1951). See also GA. CODE ANN. §
22-1903 (Supp. 1951).

18. Citizens Bank of Maxeys v. Bank of Penfield, 24 Ga. App. 435, 101 S.E.
203 (1919). In the early case of Tuttle v. Walton, 1 Ga. 43, 50 (1846),
the Georgia Supreme Court upheld a lien created by a by-law but
indicated that its decision might have been different had a bona fide
purchaser without notice of the lien been involved.

19. Citizens Bank of Maxeys v. Bank of Penfield, 24 Ga. App. 435, 101
S.E. 203 (1919).
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lien even though the stock certificate contained on its face a
statement that it was "transferable only on the books of the cor-
poration in person or by attorney on surrender of this certificate.
In accordance with the by-laws of this bank." The court was of
the opinion that the statement was insufficient to charge a trans-
feree with notice of what was on the books of the company or
of the existence of the by-law lien.

The price at which the stock will be transferred under the
options or a method or formula for ascertaining that price
should be decided on in advance and embodied in the instrument
containing the first-option provisions. Agreement can be reached
much more easily while buyer and seller are still unknown.
There are numerous methods by which the transfer price of
shares may be set. The methods which have been used in Georgia
include: (i) basing the transfer price on the book value of the
shares,2" (2) setting the price at the par value of the shares,2'
(3) fixing it at a figure a bona fide purchaser is willing to pay.22
The Georgia courts have approved first-options containing each
of these three methods of fixing the price. The best-offer method
was directly challenged on the ground that it was too indefinite,
but the Georgia courts held it sufficiently definite to be binding. 3

Each of the three price-fixing methods is open to criticism.
The book value of stock in a going concern is not a reliable
guide to the true worth of the stock. The balance sheet of a cor-
poration is primarily an historical record. It does not even pur-
port to show the actual values of corporate assets. The value of
intangibles, such as good will, is almost never accurately recorded
on corporate books. Likewise, the setting of the transfer price
at the par value of the shares is unsatisfactory, because after a
corporation has conducted operations for any period of time
the par value of the shares is no criterion of their actual worth.
Par value normally reflects actual contributions to corporate
capital, but par soon loses any relevancy it might have had to the
actual value of the shares. The weakness of the best-offer method
20. See Cothran v. Witham, 123 Ga. 190, 51 S.E. 285 (1905).
21. Evans v. Dennis, 203 Ga. 232, 46 S.E.2d 122 (1948) (par value plus

10 per cent).
22. See Johnson v. Tribune-Herald Co., 155 Ga. 204, 116 S.E. 810 (1923)

("at the price offered by any other person") ; Parrot v. Collins, 87 Ga.
App. 533, 74 S.E.2d 485 (1953).

23. In Pearson v. Horne, 139 Ga. 453, 77 S.E. 387 (1912) the court sus-
tained a first-option to purchase real estate "at any price that may be
offered for the property by other parties" against the challenge that
it was indefinite as to the price to be paid and as to the time within
which the option was to be exercised. See also Schuler v. Dearing
Chevrolet Co., 76 Ga. App. 570, 46 S.E.2d 611 (1948) (not void for a
lack of mutuality, for being unilateral, or for indefiniteness and un-
certainty).
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of fixing the price is that prospective purchasers may be unwill-
ing to make offers if their offers will fix the price at which the
optionees will be privileged to purchase.

No one method of fixing the transfer price is equally service-
able for all business under all circumstances. Price-fixing methods
which have been used in other states but which if used in Georgia
have not been mentioned in reported decisions include the fixing
of the transfer price by appraisal and computing it by capitaliz-
ing corporate earnings. As a general proposition, the most sat-
isfactory method is for the stockholders to set an arbitrary price
at the time options are granted, with provision for its revision
periodically and for resort to appraisal as an alternative method
of valuation whenever the stockholders cannot agree."
24. For a comprehensive discussion of methods of setting the transfer

price of stock, see O'Neal, 8upra note 8, at 797-807.


