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I.

INTRODUCTION

Chester Rohrlich once described a close corporation as being like a spiral staircase: difficult to define, but you know one when you see it.1
Courts, text writers, and more recently, legislatures have devised numerous definitions. Some are connotative, most denotative, and none completely adequate. In general, however, a close corporation is one in which
the securities are not traded in the public securities markets,2 and shareholders with voting rights, or their relatives, usually constitute the entire
board of directors (when one is required), and hold all offices.3 Close corporations usually start off small financially, and almost invariably have no
more than a handful of investors. The 'mom and pop' grocery store, the
local pharmacy, liquor store, or restaurant, and the small manufacturer,
are all typical examples. They are the kind of corporations the average
practitioner is called upon to set up. They represent the overwhelming
majority of corporations in the country and, therefore, are the backbone
of the economy.
The Committee on Corporate Laws of The Section of Corporation,
Banking and Business Law of the American Bar Association recently proposed a Statutory Close Corporation Supplement to the Model Business
Corporation Act.' The prestige of the proposer of the new law, whose
* Professor of Law, Fordham University School of Law, New York. Yale College (A.B.,
1949); Columbia Law School (J.D., 1952); New York University (L.LM, 1959). Member,
State Bars of New York and New Jersey. Author, New York Close Corporations (1968);
New Jersey Close Corporations (1970, 1981); other articles on close corporations.
I. Unpublished speech.
2.

1 F. O'NRAL, CLOSE CORPORATIONS:

3. See C. ROHRLICH,
(4th ed. 1971).
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LAW AND PRACTICE § 1.02 (2d ed. 1971).
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Model Business Corporation Act has been adopted by a majority of the
states and has influenced the corporate laws of almost all of the rest,
would alone necessitate serious consideration of the Supplement by all
legislators. The fact that the Supplement deals with such an important
subject, and will undoubtedly be enacted by a number of states, merits its
serious study by all practitioners.
The Supplement is surprisingly brief. It contains only twenty-two sections, and of these, six are clearly 'boilerplate' provisions.' Four useful
THE MODEL BUSINESS CORP. ACT, 37 Bus. LAW. 269 (1981) [hereinafter cited as SUPPLEMENT].

A new 1984 version of the Model Business Corporation Act itself has been proposed by the
A.B.A. Committee on Corporate Laws. It can be found in volume 7 of the 1985 edition of the
Martindale-Hubbell Law Directory. References to the earlier version of the Act, as amended
by subsequent Committee proposals, are retained here because of the widespread adoption
of this earlier version. It, and its amendments, can also be found in the 1984 (and 1985)
editions of the Martindale-Hubbell Law Directory.
5. Section 1 sets forth the title. Section 2 makes the state's general corporation law applicable to statutory close corporations electing to use the Supplement, to the extent that
the general statute is not inconsistent. This section also makes the close corporation Supplement applicable to electing professional corporations except to the extent that the professional corporation act contains inconsistent provisions, that is, the professional corporation
statute controls any inconsistent Supplement provisions. Section 19 is a severability clause,
section 20 is a repealer provision, section 21 gives the effective date, and section 22 leaves it
to the local legislature to set forth transitional provisions. SUPPLEMENT, supra note 4, §§ 1-2,
19-22, at 276-77, 307-08.
A rather surprising omission from the 'boiler plate' provisions is the usual reservation of
legislative power to amend the act (see MODEL BUSINESS CORP. ACT § 149 (1979)). Of course,
this omission may not pose any problem under Trustees of Dartmouth College v. Woodward, 17 U.S. 518 (1819), if the Supplement is viewed merely as an amendment to the
state's general corporation law.
Concerning section 2, there are four possibilities about the interrelationship of the general
corporation statute to the close corporation law. First, the general statute can be made completely inapplicable during close corporation status. This possibility requires, of course, a
complete and separate close corporation statute, and will, therefore, involve some duplication of the provisions for ordinary corporations. Second, a provision that makes the general
corporation statute applicable, except as otherwise provided in the close corporation statute
(see DEL. CODE ANN. tit. 8, § 341(b) (1974)). Third, a provision making the general act applicable to the extent not inconsistent with the close corporation statute. This possibility is the
choice made by the Supplement (SUPPLEMENT, supra note 4, § 2(a), at 276). Fourth, a provision making the general act inapplicable except to the extent otherwise provided in the close
corporation statute.
Both the second and third alternatives create ambiguities of interpretation and are, therefore, litigation producing. The first alternative produces more of a drafting problem for the
legislator, but may be worth the trouble. The last alternative may be sufficient, provided the
applicable sections of the general statute are listed and the possible shareholder agreement
provisions are sufficiently detailed. E.g., MODEL BUSINESS CORP. AT § 45, as revised in 1979,
relating to distributions. The balance of the list should be relatively easy to prepare. (For
example, the powers section, defense of ultra vires, reserved name, registered agent, share
certificate form, record date, books and records, organization meetings, annual reports,
franchise taxes, etc.; that is, the 'boiler plate' provisions, all could be listed.)
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and noncontroversial sections recognize the close corporation's desire for
informality. Thus, section 12 generally dispenses with the need for bylaws (provisions made mandatory for the by-laws can be inserted instead
in the articles or a unanimous shareholder agreement);7 section 13 dispenses with the need for an annual meeting of shareholders unless one is
demanded; s section 17 provides that failure to observe the usual formalities will not result in loss of limited liability;9 and section 18 allows execution of corporate documents by the same individual acting in two or more
corporate capacities.' 0 The only problem with these concessions to the
usual practices of close corporation participants is their possible failure to
go far enough. The remaining sections, which represent the heart of the
statute, are discussed more fully below in the assessment of how well
they, and accordingly, the entire statute, meet the needs of close
corporations.

II.

CRITERIA FOR JUDGING THE ADEQUACY OF THE STATUTE

One of the denotative 'definitions' of a close corporation is that it is an
"incorporated partnership."'" Whatever the statutory criteria for applicability of special close corporation provisions, it is clear that most participants in such corporations regard themselves as partners. They will frequently introduce one another to outsiders using that very term. It is
even clearer that they would almost invariably prefer a real partnership
were it not for the limited liability and, in some cases, tax advantages of
the corporate form. It is not unfair, therefore, to judge the adequacy of a
close corporation law by measuring how closely it allows partnership style
operation under the umbrella of limited liability.
Perhaps the most striking feature of a partnership is its basically contractual nature. Though there is a partnership statute, except for provisions designed to protect third parties, it is basically a 'default' or 'suppletory' law-one which, concerning the partners, inter se, will only apply
6. Other provisions designed to do away with 'red tape' are discussed below.
7. SUPPLEMENT, supra note 4, § 12, at 292-93. But see infra notes 42-75 and accompanying text.
8. SUPPLEMENT, supra note 4, § 13, at 293.
9. Id. § 17, at 306-07.
10. This section presupposes that the state's general corporation statute allows the same
individual to hold more than one corporate office. Id. § 18, at 307. The MODEL BUSINESS
CORP. ACT § 50 (1979), however, requires separate persons for the office of president and
secretary. The draftsmen of the Supplement would have been wiser to follow more liberal
statutes (see, e.g., MD. CORPS. & ASS'NS CODE ANN. § 4-102 (1975); N.J. STAT. ANN. § 14A:615(2) (West 1969 & Supp. 1984)) which expressly allow any two or more offices to be held by
the same person.
11. Ripin v. Atlantic Mercantile Co., 205 N.Y. 442, 444, 98 N.E. 855, 857 (1912).
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when the parties have not agreed otherwise. The partners are free to captain their own fate by a mere agreement, which, of course, must be unanimous.1 2 Furthermore, although partners may have to comply with a statutory name-filing requirement, no articles need to be filed, nor by-laws
drafted, and no problem exists concerning where to put particular operational provisions" s to ensure their validity, and, accordingly, no possibility
of countermanding the agreement by contrary provisions in such documents. Finally, although they can be, and frequently are, given disparate
decisionmaking powers, partners are treated as individuals and need not
worry about the pyramidal structuralization of powers among their artificial legal capacities as directors, officers, and shareholders, typical of the
ordinary corporation.
The contractual nature of the partnership thus implicates simplicity.
Therefore, the partnership paradigm applied to the corporation suggests
a minimal filing requirement similar to that under an assumed name statute as a condition for coverage; abolition of unnecessary impediments,
such as the board, to direct individual management; and the necessity for
only one substantive document-an agreement. 4
Two other significant aspects of the partnership are the fiduciary relationship existing among the participants ("punctilio of an honor the most
sensitive, is then the standard of behavior," as Justice Cardozo picturesquely phrased it),"s and its informality. Although universally recognized, neither aspect is expressly mandated by the Uniform Partnership
Act (UPA). 6 Whether an express provision concerning the relationship of
the incorporated partners and greater statutory recognition of their casual mode of operation should be engrafted on the close corporation statute (or left instead to case law formulation) is more problematic than the

12. J. CRANE & A. BROMBERG, LAW OF PARTNERSHIP § 276 (1968).
13. Unfortunately, this informality is not available for limited partnerships, even under
the REVISED UNIFORM LIMITED PARTNERSHIP ACT (1976) [hereinafter cited as R.U.L.P.A.].
Although recognizing a partnership agreement (see, e.g., R.U.L.P.A. § 101(9)), the RULPA
still requires many provisions to be set forth in the certificate (see R.U.L.P.A. § 302), which
is an unnecessary bifurcation.
14. See Kessler, The Statutory Requirement of a Board of Directors: A Corporate
Anachronism, 27 U. CHI. L. REV. 696 (1960).
15. Meinhard v. Salmon, 249 N.Y. 458, 464, 164 N.E. 545, 546 (1928).
16. See J. CRANE & A. BROMBERG, supra note 12, § 68 and H. REUSCHLEIN & W. GREGORY, AGENCY AND PARTNERSHIP § 188 (1979) concerning fiduciary duties of partners. Of
course, a general duty to account as a fiduciary is imposed by section 21 of the UNIFORM
PARTNERSHIP ACT

(1964) [hereinafter cited as U.P.A.].

The informality of the partnership results not only from the failure of the partnership law
to prescribe requirements for formal meetings, characteristic of corporation laws, but also
from the fact that, under UPA section 9(1), each partner is an agent for the partnership for
the purpose of carrying on its business. (See J. CRANE & A. BROMBERG, supra note 12, § 49;
H. REUSCHLEIN & W. GREGORY, supra § 194).
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necessity for express recognition of the contractual nature of the close
corporation and its need for share transfer restrictions. The possibility of
such additions, however, should at least be considered.
Another feature characteristic of the partnership is its principle of
delectus personarum, or control over admission of new participants by
the remaining ones." This translates into 'share transfer restrictions' in
the close corporation.
One facet of the partnership, although sometimes courts", and legislatures"' have mistakenly thought otherwise, is not generally wanted by
small businessmen, even 'genuine' partners-its fragility. One advantage
of the ordinary corporation over the partnership is its continuity. This
advantage has frequently gone unrecognized, because it can, in the absence of careful individual or statutory planning, result in imposition
upon a minority shareholder. The shareholder then may find that his own
(or inherited) investment brings no financial return, and, therefore, his
stock has no sale value and no purchasers. Yet, 'dissolution' of either a
partnership or corporation-the typical alternative to a locked-in investment-is frequently followed by liquidation and a liquidation sale that
not only destroys the business, but causes a financial loss to all involved,
including the oppressed minority. Continuation of a viable business after
the death or withdrawal of a participant is therefore advantageous to all
concerned, provided an adequate arrangement is made to prevent the
locking-in of the deceased or withdrawing member's interest.
No real substantive difference exists between a shareholder who wants
to sell his interest because of a desire to retire or go into another business, and the 'oppressed' shareholder who merely wants out because he
feels he has been 'put upon' by his fellow participants. Accordingly, the
subject of dispute resolution is inextricably tied to 'share transfer restrictions' which, under modern terminology, also include buy-out arrangements.2 0 Legislative draftsmen, imbued with traditional legal concepts,
have only recently started to realize the intimate relationship between
ordinary share transfer restrictions and their dispute resolution func-

17.

See U.P.A. § 18(g); J.

CHLEIN &

W.

GREGORY,

CRANE

& A.

BROMBERG,

supra note 12, § 43; and H. RaUS-

supra note 16, § 265.

18. See, e.g., Green v. National Advertising & Amusement Co., 137 Minn. 65, 162 N.W.
1056 (1917); Weiss v. Gordon, 32 A.D.2d 279, 301 N.Y.S.2d 839 (1st Dep't 1969) and cases
cited therein. See also the criticism of overly easy corporate dissolution in Chayes, Madame
Wagner and The Close Corporation,73 HARV. L. REV. 1532 (1960).
19. See, e.g., DEL. CODE ANN. tit. 8, § 355 (1974); N.Y. BUSINESS CORP. LAW § 1002 (McKinney 1963); and SUPPLEMENT, supra note 4, § 15(a), at 299, which allows a shareholder to
dissolve the corporation 'at will,' if the articles so provide.
20. See, e.g., DEL. CODE ANN. tit. 8, § 202 (1974); N.J. STAT. ANN. 14A:7-12 (West 1969),
patterned after the Delaware law.
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tion.2 1 This suggests a unified treatment of these matters, applicable also
to instances when judicial intervention to prevent imposition will be required. Share transfer restrictions and dispute resolution are, therefore,
juxtaposed in the discussion below. Unfortunately, they are not in the
Supplement.
A condensation of the desiderata discussed above results in a remarkably simple, ideal pattern for the drafting of a close corporation statute.
First, the fundamental document should be a shareholder agreement that
should be unanimous in order to prevent imposition, and like any other
contract, should require unanimity for any change. Second, the participants should be allowed to make any arrangement that they desire for the
operation and termination of the business, and any transfers of interests
that are to be permitted or mandated-including those to be used to give
relief to a dissatisfied participant in that document-provided that an appropriate notice of these provisions is given to those possibly affected by
them who are not parties to the agreement.2 2 Third, the agreement should
internally take supremacy over the general corporation statute. In other
words, it should be enforceable among the parties not only despite any
inconsistent provisions in that statute, but also despite any attempts to
take advantage of that law to supersede agreement provisions.
Implicit in these criteria are, of course, not only unanimous consent for
special close corporation treatment, for any termination of that status,
and for abolition of the board as an unnecessary impediment to operation
by agreement, but also the inapplicability of all corporation law procedural requirements as well as the denial of any significance of any provisions in the equally unnecessary articles and by-laws. Also implicit in
these criteria is the relegation of judicial intervention to enforcement of
the agreed-upon arrangement (including any provisions in the arrangement dealing with a dissatisfied shareholder in the event that the agreement provides for this problem).
As in a partnership, these requirements place a premium on adequate
draftsmanship of the participant agreement. One of the innovations of
the Supplement is a statutorily prescribed form for the articles of incorporation23 with a list of optional provisions (and their statutory references) for insertion in the blanks; and even certain preprinted elective
provisions with boxes to check in order to indicate choices. The attorney's
agreement-drafting burden might also have been alleviated to a certain
21. See, however, concerning the use of buy-out arrangements as a means of resolving
intra-corporate disputes, 2 F. O'NEAL, supra note 2, § 9.05.
22. This arrangement, of course, would not prevent a nonparty creditor from successfully challenging an agreement, for example, calling for a dividend that causes the corporation's insolvency.
23. See Appendix to SUPPLEMENT, supra note 4, at 309.
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extent by utilizing a similar procedure for a model shareholder agreement. How well the proposed statute meets the essentials of this suggested incorporated partnership paradigm will be discussed in the sections that follow in conjunction with a general description of the new
statute.
III.

ELIGIBLE CORPORATIONS AND TERMINATION OF STATUS

One of the problems with the repealed Florida Close Corporation Statute"' was the uncertainty about which corporations were covered by its
special provisions.2 More recent statutes have solved that problem by
making the statute elective. While the Maryland statute allows any corporation whose articles state that it is a close corporation to choose the
special statutory treatment,26 other recent enactments restrict the elecshareholders,2 7
tion to corporations with no more than a set number of 28
and some even add additional qualifications for eligibility.
The Close Corporation Supplement allows any corporation with less
than fifty shareholders at the time of the filing of the articles, or an
amendment adopting the statutory treatment,2 to elect to be covered by
its provisions. Later increases in the number of shareholders will automatically cause a termination of the close corporation status. As a practical matter, the special treatment is, therefore, available for anyone likely
to want it, and even for those who undoubtedly will not choose it. The
Maryland alternative would have been simpler, but, like a rule that no
one over thirteen feet tall can play basketball, the Supplement limitation
is, if not meaningless, at least innocuous.
The special close corporation status can be voluntarily terminated "by
the affirmative vote of the holders of at least two-thirds of the shares of
each class of shares of the corporation, whether or not otherwise entitled
to vote thereon."2 " Thus, in a corporation with only one class of stock and
24. FLA. STAT. ANN. § 608.70-.77, repealed by 1975 Fla. Laws 250.
25. Dickson, The Florida Close Corporation Act: An Experiment That Failed, 21 U.
MIAMI L. REV. 842 (1967). Cf. Bradley, A Comparative Assessment of the California Close
Corporation Provisions and a Proposal for Protecting Individual Participants,9 Loy.
L.A.L. REV. 865 (1976). Professor Bradley advocates making special close corporation provisions automatically applicable to corporations having certain defined characteristics. Id. at
900-01.
26. MD.Coaps. & ASS'NS CODE ANN. § 4-201 (1975).
27. See, e.g., CAL. CORP. CODE § 158(a) (West 1977); DEL. CODE ANN. tit. 8, § 341(a)(1)
(1974).
28. See, e.g., DEL. CODE ANN. tit. 8,§ 342 (1974).
29. SUPPLEMENT, supra note 4, § 3, at 277. Compare the comment that states that the
election is unavailable to corporations with more than fifty shareholders. Id.
30. SUPPLEMENT, supra note 4, § 8(a), at 286. Cf. MD.CODE ANN. § 4-203 (1975); CAL.
CORP. CODE § 158(c) (West 1977).
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three equal shareholders, if a falling out occurs, any two can oust the
third by merely paying him the fair value of his shares."1 The shareholders can also, by a like vote, resurrect the board 3 even without terminating close corporation status, and thus take complete control of the corporation-this time without even having to buy out the frozen-out
participant. Once the board is reinstated, the continued validity of the
underlying shareholder management agreement authorized by section 11
becomes doubtful. Section 9(b) provides for the continued validity of
such agreements except to the extent that any provision is invalid under
the state's general corporation act. 33 Once the board has been reestablished, however, under the traditional view, many of the provisions permitted by section 11 will become invalid under the laws governing ordinary corporations because they will impinge upon legally unassailable
powers of the board,3 4 or otherwise conflict with the statute.3 Furthermore, the special share transfer restrictions under section 4 will cease to
apply unless the articles provide otherwise."
These provisions in the Supplement allowing termination of close corporation status and reinstatement of a board by a mere two-thirds vote
are apparently based on a misplaced reverence for the similar Delaware
provisions."7 They provide a trap for the unwary that can destroy the
agreed upon power structure of the close corporation just at the time it is
most needed to protect the minority.3
31.

SUPPLEMENT,

supra note 4, § 8(b), at 286.

32. Id. § 10(b), at 288.
33. Id. § 9(b), at 287.
34. See Long Park, Inc. v. Trenton-New Brunswick Theatres Co., 297 N.Y. 174, 77
N.E.2d 633 (1948).
35. See, e.g., MODEL BUSINESS CORP. AcT. § 143 (1979) which provides that a high shareholder vote requirement contained in the articles will control. Query its enforceability if the
requirement is only contained in the omnibus shareholder agreement, once close corporation
status terminates. See Fromkin v. Merrall Realty, Inc., 15 A.D.2d 919, 225 N.Y.S.2d 632 (2d
Dep't 1962); Mook v. Berger, 7 A.D.2d 726, 180 N.Y.S.2d 400 (1st Dep't 1958), aff'd per
curiam, 6 N.Y.2d 833, 159 N.E.2d 702, 188 N.Y.S.2d 219 (1959).
36. See SUPPLEMENT, supra note 4, comments 1-5, at 286. See also id. § 4(a)(7), at 279
which must be negatived to protect them. Query if the articles cannot be amended to excise
the negation.
37. DEL. CODE ANN. tit. 8, § 346 (1974).
38. The statute also allows, subject to the dissenter's appraisal right (the right to be
bought out at the fair value of his shares), excision, by the same two-thirds vote, of a provision giving a deceased shareholder the right to 'put' his shares to the corporation or cause
its dissolution. See SUPPLEMENT, supra note 4, § 14(c), at 294.
Obviously, if the remaining participants feel that a terminally ill party will get less as a
result of judicial appraisal than the repurchase agreement calls for (see id. § 14(c), at 29495), they have an incentive to excise the 'put' option from the articles if they own the necessary shares. Conversely, since only a two-thirds vote is required to grant the 'put,' a dying
shareholder or his coparticipant friends might impose it to benefit him. While judicial inter-
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Of course, a unanimous vote requirement can be embodied in the articles, or presumably imposed under the shareholder agreement, 39 for
amendment of the articles on all of these matters. Would it not have4 0been
simpler though, if the statute itself had imposed the requirement?
The desideratum is that a close corporation, like a partnership, be a
creature of contract. Why should the agreed upon mode of operation be
altered over the objection of a party any more than any other contract
can be? Incongruously, deletion of a special dissolution provision 41 does
require such unanimous consent.

IV. THE NECESSARY DOcUMENTS
The typical corporation statute requires that significant close corporation provisions be embodied in the articles (or certificate) of incorporation, or, at least in the by-laws, for validity. Typically, there is also a
division: certain provisions are appropriate to the by-laws (sometimes a
shareholder enacted by-law is required), while others, if the statute is literally read, will only be valid if embodied in the higher filed document-the articles.
While agreements among the participants concerning how they will
vote in their capacity as shareholders are generally upheld, the statutes
generally do not sanction them when such agreements bind the participants in what are traditionally regarded as their director functions. Even
in states that have attempted to especially accommodate the needs of
close corporations, uncertainty exists concerning the validity of such director-impinging agreements as mere agreements, without at least some
implementing provisions in the articles of incorporation.
Although the courts have recently become more indulgent, 42 allowing
unanimous shareholder agreements, in effect, to substitute for mandatory
vention to prevent either of these ploys may be available (see also id. § 14(k), at 296), it

would have been simpler to require unanimity throughout.
When the election of close corporation status is made by an existing corporation, the statute allows it to be made by the usual two-thirds vote, with an appraisal right to those not
wanting the status. Id. § 3(b), at 277. While the transfer to close corporation status is not as
apt to be a 'freeze-out' device as the converse, it would again have been simpler to require
unanimity, and thus make the appraisal right unnecessary.
39. Id., comments 1-7, at 291-92.
40. See, e.g., MD. CoRps. & Ass'Ns CODE ANN. § 4-203 (1975).
41. SUPPLEMENT, supra note 4, § 15(b), at 299. See infra notes 169-93 and accompanying
text.
42. See Zion v. Kurtz, 50 N.Y.2d 92, 405 N.E.2d 681, 428 N.Y.S.2d 199 (1980), discussed
infra notes 74-75 and accompanying text. See also Note, Close Corporation Shareholders'
Agreements and the Signal of Zion v. Kurtz. Frustrationof the Statutory Notice Requirements, 46 ALB. L. REv. 198 (criticizing the Zion decision for judicial activism, but suggesting
legislative reform).
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articles provisions, prudent practitioners reluctant to face the danger of
litigation for their close corporate clients, and possible malpractice actions against themselves, are still generally faced with the necessity for
drafting three documents. These documents include the articles, the bylaws, and a separate shareholder agreement, each with provisions appropriate to the particular document, but somehow meshing together to form
an integrated plan for the desired operation of the corporation. This necessity is one of the aspects of even the integrated close corporation statutes that make them, as the drafters of the new close Corporation Supplement conclude, "so cumbersome that lawyers are afraid to use them. '
Furthermore, the statutory division between the articles, by-laws, and
agreement provisions, poses a trap to the unwary. For example, under the
Model Act, high director quorum" and vote requirements" may validly
be placed in the by-laws rather than in the articles. Yet, nothing prevents
repeal of those requirements by shareholder action. Also, other desirable
by-law provisions can be countermanded by an amendment of the
47
articles.
Conversely, the power of the board to enact by-laws unless that power
is reserved exclusively to the shareholders by the articles48 poses a danger
to a minority shareholder not represented on the board even if a requirement for board unanimity is imposed. Minor inconsistencies between language used in the articles and that in the by-laws can result in a complete
power shift, 40 with disastrous results to minority participants.
The Supplement eliminates the requirement for one of the three documents currently necessary to the successful functioning of the close corporation-the by-laws. Section 12 allows provisions otherwise required by
law to be stated in the by-laws to be "contained with equal effect in the
articles of incorporation or a shareholders' agreement." 50 Section 12, however, continues the common legislative practice of requiring that certain
significant close corporation provisions be placed in the articles. Further,
section 3 requires a statement in the articles that the corporation is a
statutory close corporation; 51 section 4 requires that deviations from the

SUPPLEMENT, supra note 4, introductory comment, at 272.
MODEL BUSINESS CORP. ACT § 40 (1979).
45. Id.
46. Id. § 27.
47. Id. §§ 54(h), 59.
48. Id. § 27.
49. See Jacobson v. Moskowitz, 27 N.Y.2d 67, 261 N.E.2d 613, 313 N.Y.S.2d 684 (1970).
50. Section 12 provides that "[pirovisions otherwise required by law to be stated in corporate by-laws may be contained with equal effect in the articles of incorporation or a shareholders' agreement authorized by section 11." SUPPLEMENT, supra note 4, § 12, at 292.
51. Id. § 3, at 277.
43.
44.
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statutory share transfer restrictions be set forth in the articles;5 section 8
requires an amendment of the articles when statutory close corporation
status is terminated;53 section 10 provides that a statutory close corporation may operate without a board of directors "if the articles of incorporation contain a statement to that effect;'"" and section 15 provides that
"[t]he articles of incorporation may grant" to any shareholder, or combination of shareholders the privilege to dissolve the corporation at will or
upon the occurrence of any specified event or contingency.55
Sections 3 and 8 are generally unobjectionable. The problems with section 4 are discussed elsewhere in this Article." Suffice it to say here that
even if, though not clear from the statute, a shareholder agreement will
suffice for share transfer restrictions generally, there is no reason why it
should not suffice to alter the statutory regime without any provision in
the articles. The statute makes it clear that for a corporation to take advantage of the director-abolition provision of section 10, or the dissolution-at-will, or on-a-contingency provision of section 15, a provision in the
articles is essential. Thus, section 11, which generally authorizes a unanimous shareholder agreement to lay out the complete modus operandi of
the corporation, expressly denies validity to a mere agreement provision
designed to take advantage of either section 10 or 15.5
Although the Supplement contains a form for articles of incorporation
that will make compliance with the statutory requirements easier, it unnecessarily preserves a dichotomy between provisions that will be valid in
a shareholder agreement and those that must be in the articles for validity. While a mere checkmark in the form articles is all that is required to
abolish the board, it is not clear that the details of the availability of
special dissolution provisions do not have to be duplicated there even
though set forth in the shareholder agreement.5 8 Obviously, this possibility does not accord with the aims of the Supplement to "minimize the
formalities," 59 and "reduce the amount of legal drafting that will have to
be done."60 Furthermore, it provides a pitfall for the unsophisticated
practitioner the Supplement was designed to help. If he merely provides
in the agreement that all shareholders will agree to vote for dissolution on
certain contingencies without setting forth those contingencies in the arti-

52.
53.
54.
55.
56.
57.
58.
59.
60.

Id. § 4, at 279.
Id. § 8, at 285.
Id. § 10, at 288.
Id. § 15, at 299.
See infra notes 116-35 and accompanying text.
SUPPLEMENT, supra note 4, § 11(d), (e), at 290.
See id., form articles, at 309-11; id. § 15(a), at 299; id. comment 1, at 291.
Id., introductory comment B(1), at 272.
Id. at 273.
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cles, he may well find that the arrangement is unenforceable.61 There is,
of course, no reason why any close corporation provisions agreed to by
the participants need to be reflected in the articles.
Certainly the signatories of a unanimous agreement will not only have
notice but knowledge of the terms of the agreement. As in the case of
filing and recording requirements for certain noncorporate documents,
(deeds, mortgages, and financing statements under the UCC) the only
justification for requiring close corporation provisions to be included in
the articles-a filed document-is the protection of transferees, or more
accurately, the theory of constructive notice that a transferee has only
himself to blame if he neglects to check the filings.
The statutory share transfer restrictions in section 4 make any reliance
on constructive notice largely unnecessary, since it is unlikely that there
will be any transferees without actual knowledge of the special close corporation arrangements. Furthermore, actual notice is the desideratum,
and no good reason explains why a shareholder or prospective shareholder should have to consult more than one document to get the necessary information, especially when two documents merely increase the
danger of inconsistency and litigation.
The Supplement wisely attempts to ensure that a prospective transferee will get such actual notice. Thus, section 5 requires that each share
certificate bear a legend stating that the rights of shareholders may differ
from those of shareholders in other corporations, and that copies of the
articles, by-laws, shareholder agreements, and other documents restricting those rights may be obtained by a shareholder on written request to
the corporation.62 Obviously, if he can get all documents, including the

61. See Hoffman, New Horizons for the Close Corporation in New York Under Its New
Business CorporationLaw, 28 BROOKLYN L. REv. 1, 20-21 (1961), so stating concerning the
New York provision on which the Delaware and Supplement provisions were based. Professor Hoffman was a principal draftsman of the New York provision.
62. Section 5 provides:
The following legend shall be noted conspicuously on each share certificate issued by a statutory close corporation:
The rights of shareholders in a statutory close corporation may differ materially from the rights of shareholders in other corporations. Copies of the
articles of incorporation, bylaws, and shareholders' agreements, or other
documents, which may restrict transfers and affect voting and other rights,
may be obtained by a shareholder on written request to the corporation.
This notice shall satisfy all requirements of this Act and the [general] business
corporation act that notice of restrictions be given. Within a reasonable time after
the issuance or transfer of uncertificated shares, the corporation shall send to the
registered owner thereof a written notice containing the information required to
be set forth on certificates by this section. All persons claiming an interest in
shares of a statutory close corporation complying with the notice requirement of
this section shall be bound by the documents referred to in the notice. All persons
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articles, from the corporation, it is simpler to have all of the close corporation provisions in one document, the shareholder agreement, and give
that to the shareholder.
In short, the optional provisions presently required to be in the articles
should be valid if contained in a unanimous shareholder agreement under
section 11. As discussed elsewhere in this Article," a model form similar
to the proposed form of articles, with a 'check off' system similar to that
proposed for those articles, could be used instead of the form articles.
The articles adequate for an ordinary business corporation then could be
used even for a statutory close corporation. If further constructive notice,
a largely discredited doctrine in the corporate field," is desired, it could
be given by a special addition to the name of the close corporation, for
example, "S.C.C." (an alternative considered, but unaccountably rejected,
by the committee)., 5
Such a simple addition would better serve any notice requirement than
any legend on the share certificates. Certainly, once the statute became
accepted, it would alert potential transferees of shares for the need to
examine the shareholder agreement filed with the corporation to ascertain
any limitations on their rights. In a similar manner, creditors today know
the practical meaning of such words as "Corp." or "Inc." added to ordinary corporation names, and they would only have to look in one place.
Section 11 allows the shareholders to enter into a unanimous agreement
(or agreements) "to regulate the exercise of the corporate powers and the
management of the business and affairs of the corporation or the relations
among the shareholders of the corporation." 6 It is unclear if the section's
language will allow provisions that the general corporation statute requires to be in the articles, and that are not given as examples of permitted .shareholder agreement provisions in the comment, 6 7 to be effective if
claiming an interest in shares of a statutory close corporation not complying with
the requirement of this section shall be bound by any documents of which they, or
any person through whom they claim, have knowledge or notice.
SUPPLEMENT, supra note 4, § 5, at 283-84.
The form articles also require the share certificates to contain this legend. Ironically, the
statute does not impose any substantive requirement for filing the agreement with the corporation, or for making the documents available, and does not make the presence of the
legend conclusive proof of notice. Cf. N.J. STAT. ANN. § 14A:5-21(6) (West 1969 & Supp.
1984); CAL. CORP. CODE § 300(b) (West 1977 & Supp. 1984).
63. See infra notes 99-100 and accompanying text.
64. FLETCHER CYCLOPEDIA CORPORATIONS § 3426 (Perm. ed. 1978). The doctrine of constructive notice from the articles is also inconsistent with the widespread repudiation of the
ultra vires doctrine. See, e.g., MODEL BUSINESS CORP. ACT § 7 (1979). See generally, Ham,
Ultra Vires Contracts Under Modern Corporate Legislation, 46 Ky. L.J. 215 (1958).
65. See SUPPLEMENT, supra note 4, comments 1-4, at 277-79.
66. Id. § 11, at 294.
67. Assuming the comment is 'law.'
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the ordinary corporation law is not complied with. Thus, section 12 allows
a shareholder agreement to suffice for provisions required by the general
corporation statute to be contained in the by-laws. Section 12 says nothing about provisions required by the general corporation statute to be included in the articles for validity, and section 2(a) makes the general corporation statute "to the extent not inconsistent with the provisions of
this Act" applicable." A good argument, therefore, can be made that in
states following the Model Business Corporation Act section 26, denying
preemptive rights "except to the extent . . . provided in the articles," a
shareholder agreement will be ineffective to grant them." In addition, numerous similar interpretive problems will arise, depending on the general
corporation law of particular states.70 This possible inconsistency with the
general corporation law is litigation producing, and therefore, undesirable, even if the ultimate judicial decisions, as they should (in the hortaprovisions even though only set forth in the
tory sense), uphold all 7such
1
shareholder agreement.
It is sad to realize all of these problems could have been avoided by a
simple statutory rule permitting the unanimous shareholder agreement to
substitute for the articles as well as the by-laws, and to control over any
contrary provisions in those traditional corporate documents. Allowing a
unanimous shareholder agreement in lieu of articles provisions accords
with the trend of the recent cases. Thus, New York, which enjoys the
dubious reputation of being unsympathetic to close corporations, has recently completely reversed its attitude, relegating, as one recent case has
put it, "all of the earlier authorities into the realm of legal history.''7s
These earlier authorities held,"7 as the new Supplement appears to de68. SUPPLEMENT, supra note 4, § 2(a), at 276.
69. MODEL BUSINESS CORP. AcT § 26 (1979).
70. See, e.g., id. § 20 dealing with stock options. Note that id. § 32 requires that a high
shareholder quorum requirement be placed in the articles, and this requirement is not one
of the examples expressly given of proper shareholder agreement provisions.
This particular problem of preemptive rights could have been avoided by a provision like
that in MD. CORPS. & Ass'Ns CODE ANN. § 4-501 (1975), requiring the affirmative vote of all
shareholders for the issuance of any stock. See supra notes 26-30 and accompanying text.
71. When significant provisions can (or must) be placed in the articles or bylaws as an
alternative to the shareholder agreement, the danger of imposition on the minority increases
since provisions in the former may prevail over the spirit, and possibly the letter of the
agreement, even in states enacting special close corporation provisions validating comprehensive shareholder management agreements. See Blount v. Taft, 295 N.C. 472, 246 S.E.2d
763 (1978).
72. Dubin v. Muchnick, 108 Misc. 2d 1042, 1045, 438 N.Y.S.2d 920, 922 (Sup. Ct. 1981),
modified, 87 A.D.2d 508, 508, 447 N.Y.S.2d 472, 473 (App. Div. 1982) (vacating paragraph
granting plaintiffs motion for preliminary injunction).
73. See, e.g., In re William Faehndrich, Inc., 2 N.Y.2d 468, 141 N.E.2d 597, 161 N.Y.S.2d
99 (1957); and Model, Roland & Co. v. Industrial Accoustics Co., 16 N.Y.2d 703, 209 N.E.2d
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mand, that provisions that the statute states are to be incorporated in the
articles must be placed there for validity. Under the landmark decision in
Zion v. Kurtz,7 4 and the lower court decisions following it,75 it now appears clear, even in New York, that special close corporation provisions
will be just as valid in a unanimous shareholder agreement as in the articles. The Close Corporation Supplement unnecessarily reverses this desirable trend. The unanimous shareholder agreement, the basic close corporation agreement, with a suitable notice of its existence, should suffice for
all close corporation provisions.
V.

ABOLITION OF THE BOARD

A partnership, of course, can have a committee of partners to manage
it. It is not, however, required to have one, and the committee will have
only such powers as are given to it. By contrast, a corporation is normally
required to have a board of directors to manage it, and, under the general
rule, the powers of that board are not subject to the dictates of the shareholders. Thus, agreements among close corporation participants were, in
the past, frequently invalidated on the ground that they constituted an
improper interference with the participants' activities in their director
roles. Furthermore, even the mere structure of the board with its per capita voting, selection of members by a majority of the voting shares, and
the consequent possibility of exclusion of one or more of the participants
from any management voice, posed complex drafting problems to prevent
unfairness.
The principal impediment to the successful functioning of the close
corporation was, and continues to be in most states, the statutory necessity for a bifurcation of participant functions between the shareholder
and director capacities in the corporation. Yet, even states that have enacted special legislation to assist such corporations have been hesitant to
dispense with the necessity of a board.7" The Supplement permits a statutory close corporation to eliminate this obstacle by allowing direct man553, 261 N.Y.S.2d 806 (1965).
74. 50 N.Y.2d 92, 405 N.E.2d 681, 428 N.Y.S.2d 199 (1980).
75. Adler v. Svingos, 80 A.D.2d 764, 436 N.Y.S.2d 719 (1st Dept. 1981); Dubin v.
Muchnick, 108 Misc. 2d 1042, 1045, 438 N.Y.S.2d 920, 922 (1981), modified, 87 A.D.2d 508,
508, 447 N.Y.S.2d 472, 473 (App. Div. 1982) (vacating paragraph granting plaintiff's motion
for preliminary injunction).
76. See MODEL BUSINESS CORP. AcT § 35 (1969) (see also comment 2); N.Y. Bus. CORP.
LAW § 620(b) (McKinney 1963 & Supp. 1983); DEL. CODE ANN. tit. 8, § 351 (1974) (merely
providing that so long as a provision for shareholder management is in effect no meeting of
shareholders need be called to elect directors). Cf. MD. CoRPs. & ASS'NS CODE ANN. § 4-301
(1975).
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agement by the participants as shareholders." While it might have expressly allowed a transfer of management to someone other than the
shareholders as a body, a shareholder-managed corporation almost always
will be sufficient, and if the participants are forced to choose between
as a body, the Suppletransfers to named persons or to the shareholders
78
ment certainly represents the wiser choice.
The shareholder-managed corporation has a number of advantages:
(1) It allows control proportional to investment where that is desired, as
opposed to the "one man, one vote" rule of director management. (2) It
avoids the duplication of function (board and shareholder) inherent
where equal management power is desired by each participant. (3) It prevents the danger of "freezeout" should the board fail for any reason to
include all the shareholders. (4) It requires a much simpler provision in
the certificate of incorporation than one naming the shareholders who
will have management power. (5) It avoids the necessity of certificate
amendment should any of the named shareholders die, retire, or sell his
shares. (6) It allows the shareholders to use79a simple shareholder agreement to govern the details of management.
As discussed elsewhere,8 0 the only defects of the Supplement provision
are the requirements that the provision be in the articles,"1 that board
management can be reinstated over the objection of one-third of the
shareholders and without any appraisal right to the dissenters, and
finally, that although the voting shareholders are held to directorial liability, they are not accorded the same rights that directors have (notably a
right to indemnification when the directors are successful in a derivative
action brought against them).
VI.

THE SHAREHOLDER AGREEMENT

The core close corporation document, as in the partnership, always has
been the participant agreement. In the past, under unfavorable statutes
and repressive judicial interpretation of them,8" practitioners frequently
77. Section 10 provides that "[a] statutory close corporation may operate without a
board of directors if the articles of incorporation contain a statement to that effect." SupPLEMENT, supra note 4, § 10, at 288.
78. Cf. N.J. STAT. ANN. § 14A:5-21(2) (West 1969) which seems to allow transfer of management functions to any 'person,' except to the shareholders as a body.
79. Kessler, The New Jersey Business Corporation Act: Some Effects of the 1974
Amendments on Close Corporations, 28 RuTGErs L. REV. 96, 99 n.21 (1975).
80. See supra notes 54, 32-38 and accompanying text.
81. Because the board is usually superfluous in a close corporation, it might, however,
have been wiser to require an election to have one, that is, to provide that the corporation
will not have a board, unless it elects otherwise.
82. See 1 F. O'NEAL, supra note 2, § 1.13.
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had to place their sole reliance on such agreements in order to allow the
parties to run the corporation as they chose. This practice, though, always
risked the chance of judicial invalidation on the grounds of conflict with
some amorphous public policy that operation of a corporation too much
like a partnership supposedly offended.88
Even if one accepts the Jungian theory of the inheritance of acquired
fears, there is no good reason to give into them. All corporations were
originally feared in this country,'" and this fear spawned the 'concession
theory' of corporateness" and its concomitant requirement that all corporations, even the smallest, rigidly adhere to statutory norms of behavior
basically unsuited to the small businessman. A gradual turnabout has occurred in the case of close corporations, accompanied by a realization that
whatever lingering dangers may still be present from the behemoths can
be addressed by special legislation applicable only to them.88
Creditors and the public at large have sufficient protection through
general tort law, the fraudulent conveyance and bankruptcy laws, and
such recognized equitable principles as the doctrine of piercing the corporate veil, to make unnecessary any attempt to regulate the internal operations of the close corporation. Since the pioneering Florida statute, 7 numerous states 8 have recognized that there is no valid public policy
inhibiting the shareholders of a close corporation from determining all
aspects of the internal management (and termination) of their corporation by a simple agreement, just as the shareholders could if they were
operating in partnership form.
The Supplement carries on the tradition of these liberal statutes. Thus,
section 11 provides:89
83.

Such reliance on agreements the lawyer had reason to believe were invalid may, of

course, have posed ethical problems. See MODEL CODE OF PROFESSIONAL RESPONSIBILITY EC
7-23, -25 (1974). See also MODEL RULES OF PROFESSIONAL CONDUCT Rule 1.2(d) (Final Draft
1983).

84. A. BERLE, HISTORICAL INHERITANCE OF AMERICAN CORPORATIONS, quoted in W. CARY
& M. EISENBERG, CASES AND MATERIALS ON CORPORATIONS: LAW AND PRACTICE 1-5 (5th ed.
abr. 1980).
85. See 1 F. O'NEAL, supra note 2, § 3.53.
86. See, e.g., Cary, Federalism and Corporate Law: Reflections upon Delaware, 83
YALE L.J. 663 (1974); R. NADER, The Case for Federal Chartering,in CORPORATE POWER IN
AMERICA 67 (1973).
87. FLA. STAT. ANN. § 608.70-.77, repealed by 1975 Fla. Laws 250.
88. See 1 F. O'NEAL, supra note 2, § 1.14b.

89.

Although generally recognized as valid at common law (See W. CARY & M. EISEN298-302 (5th ed. abr. 1980)), and frequently
expressly validated by statute (See, e.g., N.Y. Bus. CORP. LAW § 620(a) (McKinney 1963 &
Supp. 1983); MODEL BUSINESS CORP. ACT § 34 (1971); DEL. CODE ANN. tit. 8 § 218(c) (1974);
MASS. ANN. LAWS ch. 156B, § 41A (Supp. 1983)), it is by no means clear, as a policy matter,
that less than unanimous shareholder agreements should be permitted in close corporations,
BERG, CASES AND MATERIALS ON CORPORATIONS
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(a) The shareholders of a statutory close corporation may by unanimous action enter into one or more written agreements to regulate the
exercise of the corporate powers and the management of the business
and affairs of the corporation or the relations among the shareholders of
the corporation.
(b) Any agreement authorized by this section shall be valid and enforceable according to its terms notwithstanding the elimination of a
board of directors, any restriction on the discretion or powers of the
board of directors, or any proxy or weighted voting rights given to directors and notwithstanding that the effect of the agreement is to treat the
corporation as if it were a partnership or that the arrangement of the
relations among the shareholders or between the shareholders and the
corporation would otherwise be appropriate only among partners."
While the statute itself does not detail 9 ' the various matters that may
be covered in the agreement (for example, who will manage the corporation, voting requirements, employment contracts for the participants, officer status, dividends, and arbitration), the comments indicate that all of
these subjects that the participants would desire to include can be put in
the agreement. The only deficiency is, as indicated elsewhere, 9 2 that special dissolution provisions also require a provision in the articles.9 " There
also would appear to be no good reason why the decision not to have a
board should not be permitted in the agreement without additional entombment in the articles, as required. 4 Without this unnecessary bifurcation the new statute could be even briefer than it is.
Section 11 poses a few other problems. Perhaps the most significant
one is the effect of termination of close corporation status on the omnibus
shareholder agreement. Unless otherwise provided in the agreement, any
amendment of it requires consent of all the parties to any change. Termination of close corporation status, however, only requires two-thirds
shareholder approval." Once termination takes place, the survival of the
agreement depends on its validity under the general corporation law-an
uncertain fate.' 7 Furthermore, once termination takes place, the corpora-

even when they only bind the participants in their shareholder capacities, that is, are not
director impinging because of the danger they pose to minority interests. An express prohibition against any 'sub-agreements' might not, therefore, have been undesirable. See
Thomas v. Sanborn, 172 So. 2d 841 (Fla. Dist. Ct. App. 1965).
90. SUPPLEMENT, supra note 4, § 11, at 290.
91. Cf. MD. CoRPs. & Ass'NS CODE ANN. § 4-401 (1975), Tax. Bus. CORP. AcT ANN. art.
12.32 (Supp. 1982-83).
92. See supra note 55 and accompanying text.
93. SUPPLEMENT, supra note 4, §§ 11(c), 15, at 290, 299-300.
94. Id. §§ 10, 11(d), at 288-90.
95. Id. §§ 10, 11(f), at 288-90.
96. Id. § 8(a), at 285-86.
97. Id. § 9(b), at 287.
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tion must apparently have a board' s and this necessity makes the validity
of the agreement even more uncertain. Also, the election not to have a
board itself can be cancelled by the same two-thirds vote necessary to
terminate close corporation status. This method could be used as an indirect method of possibly negating the agreement. Needless to say, the
practical solution is for the shareholder agreement to require unanimous
shareholder consent for the termination of close corporation status, as apparently can be done. The better solution would have been for the statute
to require unanimity for any resuscitation of the board and for termination of close corporation status.
Section 11 is merely permissive, or elective, rather than suppletory.
Thus, the attorney will still have to do his own careful drafting job to
meet the needs of his close corporation clients. While it would have been
a real boon to have a model shareholder agreement With a check-off system like that for the proposed articles (arid instead of them), this may be
a practically unattainable ideal.
Certain optional provisions typically are desired by close corporations,
including a high vote requirement for certain enumerated corporate actions, a mandatory dividend of the amount taxable to the shareholders
under an S corporation tax election, requiring consent of all parties to
any participant engaging in a competing business, and the American Arbitration Association's standard arbitration clause. These desired provisions might have been set forth in separate paragraphs of the statute with
a provision that they be incorporated by reference (for example, "paragraph 3 of section 11 shall apply") 9" in the individual agreement. In any
event, with the exceptions noted, the draftsman's task will be simplified
over what it currently is in many states, since he will no longer have to
draft so many by-law and article provisions.100

98. Id. § 8(a), at 285-86.
99. See, e.g., CONN. GEN. STAT. ANN. §§ 1-42 to 1-56 (West 1969) allowing incorporation
by reference of specified statutory powers in a power of attorney. See also N.Y. GEN. OBLM.
LAW § 5-1501 (McKinney 1978).

100. There are certain stylistic problems with section 11. SUPPLEMENT, supra note 4, §
11, at 290-92. Thus, the relationship of the permissible high vote and weighted voting under
this section with the provision of section 10(a)(5), which seems to require a provision in the
articles for a high vote, is not clear. Id. § 10(a)(5), at 288. Also, section 11(c) imposes directorial liability on those exercising the powers normally inherent in the directors where directorial power is restricted, but the board is nonetheless preserved. Id. § 11(c), at 290. It does
not, however, give them the benefits of director indemnification in the successful defense of
an action brought against them. (See MODEL BusiNEss CoRP. AcT § 5 (as amended June 20,
1980)).
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FIDUCIARY DUTY

As indicated above, close corporations are frequently characterized as
'incorporated partnerships."0 1 Partners are, of course, fiduciaries inter
se.102 Even in public issue corporations, certain fiduciary duties on the
part of the majority shareholders to the minority ones have been recognized. 10 3 Although advocated years ago,104 the courts, until recently, have
not05 enunciated a rule that shareholders in a close corporation owed one
another the same fiduciary duty as partners. Led by Massachusetts, 0 6
that rule may become the judicial trend.'0 7 Most states, however, have not
passed on the question one way or another since the pioneering Massachusetts' decisions.
The statute could have provided expressly that all of the parties to the
shareholder agreement were to be considered fiduciaries inter se,' 0 or at
least have required 'good faith' performance of their contractual obligations.' 0 9 The objection to any such provision is that it is an invitation to
litigation. Justice Frankfurter observed many years ago that "to say that
a man is a fiduciary only begins analysis . .

.

.What obligation does he

owe as a fiduciary?""10 In view of the recent cases, competent lawyers representing allegedly oppressed minority shareholders will undoubtedly
make the argument that such a duty exists; and it, therefore, might have
been just as well for the statute to have given some guidance, even if the
determination was made to negative a partnership-type of relationship."'

101.

See supra notes 11, 15-16 and accompanying text.

102. Id.
103. See, e.g., Pepper v. Litton, 308 U.S. 295 (1939); Zahn v. Transamerica Corp., 162
F.2d 36 (3rd Cir. 1947).
104. Conway, The New York Fiduciary Concept in Incorporated Partnerships and
Joint Ventures, 30 FORDHAM L. REV. 297 (1961).
105.

But cf. H. HENN & J. ALEXANDER, LAW OF CORPORATIONS § 268 (3d ed. 1983).

106. Donahue v. Rodd Electrotype Co., 367 Mass. 578, 328 N.E.2d 505 (1975); Wilkes v.
Springside Nursing Home, Inc., 370 Mass. 842, 353 N.E.2d 657 (1976).
107. See, e.g., 68th St. Apts., Inc. v. Lauricella, 142 N.J. Super. 546, 362 A.2d 78 (Law
Div. 1976), aff'd, 150 N.J. Super. 47, 374 A.2d 1222 (App. Div. 1977); In re Taines, 111 Misc.
2d 559, 444 N.Y.S.2d 540 (Sup. Ct. 1981).
108. See, e.g., U.P.A. § 21, at least imposing a fiduciary duty to account.
109. See U.C.C. § 1-203 (1978).
110. SEC v. Chenery Corp., 318 U.S. 80, 85-86 (1943).
111. See, e.g., N.Y. Bus. CORP. LAW § 1006(a)(1) (McKinney 1963) expressly providing
directors of a dissolved corporation shall not be deemed to be "trustees of its assets." Id.
States desiring to adopt a fiduciary duty would then, at least, be alerted to the problem.
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INFORMALITY

Another aspect of partnership operation is informality. Partners are not
required to hold formal meetings nor to memorialize decisions in written
minutes. The statute's attempt to mitigate the strictures of the corporation law in this regard have been discussed above. One possible further
amelioration at least should be mentioned.
Many general corporation statutes today allow director' 12 or shareholder 13 action to be taken on written consent. Since they are not inconsistent with the Supplement, " 4 these provisions will apply in jurisdictions
whose general corporation statutes contain them. Close corporations usually desire even less formality than authorized by such statutory provisions, and frequently practice it. While the courts apparently have not
applied the maxim expressio unius est exclusio alterius to such statutory
provisions to invalidate consent given at an informal 'get together' without any written memorialization,"' it might have been well to add to section 17's provision that informality will not result in personal liability, an
express provision that it also will not be grounds to invalidate any corporate action.
IX.

SHARE TRANSFER RESTRICTIONS

Four sections of the statute deal with restrictions on the transfer of the
shares in a close corporation."" Such restrictions" 7 are essential to the
close corporation for a number of reasons: (1) To prevent problems
under the federal and state securities laws by ensuring' against a public
distribution; (2) to protect an S corporation tax election by preventing
transfers to an impermissible shareholder or an impermissible number of
shareholders; (3) to prevent power shifts in the corporation through the
acquisition of a controlling interest by one faction; (4) to resolve disputes
among the participants (through the repurchase of the shares of a dissatisfied participant); (5) to prevent the intrusion of an incompatible new
112. MODEL BUSINESS CORP. AcT § 44 (1979).
113. Id. § 145.
114. SUPPLEMENT, supra note 4, § 2(a), at 276.
115. Leslie, Semple & Garrison, Inc. v. Gavit & Co., 81 A.D.2d 950, 439 N.Y.S.2d 707
3rd Dep't 1981). See also Mardikos v. Arger, 116 Misc. 2d 1028, 457 N.Y.S.2d 371 (1982)
(in which all directors were present, despite lack of written consents). Compare, however,
Mosell Realty Corp. v. Schofield, 183 Va. 782, 33 S.E.2d 774 (1945).
116. SUPPLEMENT, supra note 4, §§ 4, 5, 6, 14, at 279-99. See also id. § 16(d)(1), at 301.
117. The term is used in the current general sense which includes the whole congeries of
share transfer arrangements, for example, buy-sell agreements and options to the shareholder to compel repurchase on certain contingencies, or obligations to sell under specified
conditions. See, e.g., DEL. CODE ANN. tit. 8, § 202 (1975).

MERCER LAW REVIEW

682

[Vol. 36

participant; and (6) to provide a fair return for his otherwise unmarketable shares to a participant who through no fault of his own is no longer
able to be active in the business. 1 1s
Two sections (sections 5 and 6) are merely designed to ensure the effectiveness of the close corporation set up and any share transfer restrictions
imposed, and generally are unexceptionable.'1
Section 4 of the Supplement deals with inter vivos restrictions. Although the initial language of the section suggests that only a very limited
number of transfers will be permitted, the section actually only prohibits
two, and except for a transfer expressly permitted without giving the corporation the 'first crack,' section 4 only requires that a shareholder give

118.

See generally, 2 F. O'NEAL, supra note 2, § 7.02; see also KESSLER, NEW JERSEY

CLOSE CORPORATIONS

§ 9.02 (2d ed. 1981 & Supp. 1984).

119. Section 5 requires a legend on the share certificates giving notice of the special close
corporation arrangements, and also provides for a written notice to the same effect when
uncertificated shares, permitted under the 1977 Amendment to U.C.C. article 8, are utilized.
SUPPLEMENT, supra note 4, § 5, at 283. Section 6, building on DEL. CODE ANN. tit. 8, § 349
(1975), voids any transfer to a person bound by a transfer restriction, and gives the corporation an option to repurchase shares transferred in violation of a transfer restriction not
binding on him, at the same price and on the same terms, as those to the transferee. SUPPLEMENT, supra note 4, § 6, at 284.
A few minor problems arise even with these sections. The purchaser of uncertificated
shares apparently will be bound by provisions of which he had no notice prior to the
purchase. Since the average close corporation will not use uncertificated shares anyhow, this
problem is probably not too important. The last sentence of section 5 provides: "All persons claiming an interest in shares of a statutory close corporation not complying with the
requirement of this section shall be bound by any documents of which they, or any person
through whom they claim, have knowledge or notice." Id. § 5, at 284. 'Knowledge and notice' are, of course, litigation-producing terms. Although the statute, however, might have
been express (see, e.g., CAL. CORP. CODE § 300 (West 1977 & Supp. 1984)), any transferee
who receives the written notice providing for uncertificated shares, or receives a share certificate with the required legend will apparently be bound. It is, therefore, unlikely, unless the
corporation's attorney is grossly negligent, that the section will not be complied with. (A
provision such as the one in CAL. CORP. CODE § 300(b) (West 1977 & Supp. 1984) making
any transferee automatically bound when the required legend appears, or when he has actual knowledge of the agreement, would have been clearer.)
Although Section 5 makes knowledge of any corporate documents conclusive on the shareholders and their transferees, Section 6, as finally approved, intimates that if the required
legend (or notice concerning uncertificated shares) is omitted, the corporation will be required to pay a transferee what he paid the transferor for the shares. In other words, that
knowledge by the transferee will not be sufficient if the notice is omitted. Id. §§ 5, 6, at 284.
Presumably, at least actual knowledge of the restriction will make it binding on the transferee even though the legend or notice is omitted, following the general trend of the cases
(see 2 F. O'NEAL, supra note 2, § 7.16 & Supp.). However, this is a problem that perhaps
should have been specifically addressed to avoid litigation, especially since it raises the spectre of a collusive sale at an inflated price to secure a benefit to the purchaser (through a
split with him of the repurchase price) where the necessary legend or notice have somehow
been inadvertently omitted.
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the corporation a right of first refusal before selling to an outsider.
The only prohibited transfers are those that would destroy an S corporation tax election, 12 0 or would result in imposition of the personal holding company tax, or some similar penalty tax.1 2' While prohibitions on
transfers that will destroy an S corporation election (for example, by in22
creasing the number of shareholders over the maximum permitted)'
clearly are necessary, the effect of the second prohibition is uncertain. In
general, for a corporation to be characterized as a personal holding company, both the passive income test'23 and ownership of over fifty percent
(in value) of the stock by five or fewer individuals 2 4 is required. The
amount of passive income it receives is, of course, within the control of
the corporation, (in other words, its participants) and will not alone subject it to the penalty tax. Since transfers to existing shareholders are exempt from the restriction,' 5 it is more likely that the second requirement
for the unfavorable tax treatment can be met by such exempt transfers
than by transfers to a third party, and yet this danger is not guarded
against. An outside purchaser of more than fifty percent of the stock who
has knowledge of its extensive passive income is unlikely to buy a controlling interest in the corporation. It also appears strange if the provision is
designed merely to prevent any outsider from acquiring a controlling interest. In short, the provision is puzzling.
Since the draftsmen apparently were concerned about avoiding tax
problems for the close corporation and unsophisticated legal advisors, it is
surprising that they allowed transfers to a shareholder's immediate family
or a family trust, without any restrictions. The justification, according to
the comment, is that "most 'typical' close corporation shareholders would
want these transfers to be exempt.' 2 6 This justification may be true.
Such transfers, however, may pose a tax trap for the unwary, since without careful planning, the transfers may deprive the family shareholders of
favorable capital gains treatment on a corporate repurchase of their
2 7
shares.

120. SUPPLEMENT, supra note 4, § 4(c)(1), at 280.
121. Section 4 provides that "[njo transfer shall be made to a third party unles.. . (2)
the transfer to the third party will not result in the imposition of the personal holding
company tax or any similar state or federal penalty tax on the corporation ....
" Id. §
4(c)(2), at 280.
122. I.R.C. § 1361 (1984). I.R.C. § 1362(d)(1)(B) allows a majority shareholder to terminate an S corporation tax election. Query under what circumstances a transfer of a majority
interest will be construed to violate the Supplement prohibition.
123. Id. § 541.
124. Id. § 542(a)(2).
125. SUPPLEMENT, supra note 4, § 4(b)(1), at 279.
126. Id. comment 2, at 281.
127. See I.R.C. § 302. An additional tax problem may possibly be posed if the corpora-
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Furthermore, such permitted intrafamilial transfers, as well as the permission to transfer shares to any other holder of the same class of
shares,' may result in the intrusion of an inactive shareholder into the
business' 9 or an upset in control. The function of share transfer restrictions should be to prevent both of these undesirable eventualities. Many
of the other exemptions from the general obligation to offer the shares to
the corporation
prior to transfer to an outsider also seem of dubious
13 0
wisdom.

Of course, all of these exemptions can be countermanded, as the comment indicates, by a provision in the articles negating them."3 1 This ability, however, puts the burden on the draftsmen, and will certainly not
"simplify the process of setting up a closely held corporation", 3 2-one of
the avowed aims of the Supplement.
Although certain stylistic improvements might be made in the first refusal provisions,' they are, unlike those in some form books, in general
clearly drafted, as everyone has come to expect from the Corporate Laws
Committee. A problem exists, however, in using any first refusal provision, no matter how well drafted. While the provision probably was chosen to avoid the drafting difficulties in setting an offering price under a
first option, a first refusal provision has the disadvantage of converting
the right of a shareholder to sell his shares into a kind of poker game. A
shareholder proposing to sell his shares probably can secure a written offer to buy his shares at any price he chooses, if he has friends. 3 4 If his
fellow participants 'call his bluff,' because they feel it to be collusive, they
may win since the prospective purchaser may not go through with the
tion takes advantage of the right "to allocate some or all of the repurchased shares to one or
more shareholders." See Rev. Rul. 69-608, 1969-2 C.B. 43.
128. SUPPLEMENT, supra note 4, § 4(b)(1), at 279.
129. See In re Radom & Neidorff, Inc., 307 N.Y. 1, 119 N.E.2d 563 (1954). This case is,
of course, the classic example.
130. E.g., pledges, involuntary transfers, and transfers to executors.
131. As indicated above, this provision should be in the shareholder agreement instead.
See supra notes 42-75 and accompanying text.
132. SUPPLEMENT, supra note 4, introductory comment B(1), at 273.
133. For example, the corporation might be empowered expressly to make deferred payment without having this considered to be a counter-offer, in order to afford it greater protection against the intrusion of a wealthy, but unpalatable, transferee. The section might
also allow modification in the shareholder agreement rather than only in the articles. Id. §
4(a), at 279. Automatic termination of the restrictions on termination of close corporation
status (id. § 4(b)(7), at 279) seems inconsistent with the apparent permission to have share
transfer restrictions imposed by agreement (see id. comment to § 14, at 296-99), and may
result in the survival of a repurchase on death provision under section 14 without any arrangement for inter vivos transfers on such termination.
134. A requirement that the outside offer be 'bona fide' would not help, since it would
only breed litigation whenever the corporation rejected the offer.
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deal. If they have guessed wrong, they may find themselves saddled with
a new 'partner' who possesses the potential for wrecking the business.
Whether this form of restriction appeals to the participants, therefore,
probably will depend on their attitude toward gambling in general.
It should be noted that the bargaining (or bluffing) power of the shareholder desiring to sell will depend upon his power position in the corporation. Thus, if the shareholder holds a majority of the shares, the remaining shareholders will be more reluctant to call his bluff. Even if he is a
minority shareholder, and can veto all corporate decisions, the result may
be the same.
On the other hand, a minority shareholder without a secure power position,13s unless he has friends among the remaining shareholders who will
cause its acceptance, will probably have any offer he makes rejected, no
matter how reasonable the price. Just as with a first offer provision, he
will probably find his contingent right to sell only an illusion.1 3 6 In such
situations individualized drafting, such as combining the offer with a
power to dissolve under section 15,137 may be desirable.
For those with the gambling instinct, the statutory first refusal may be
acceptable. The provision certainly offers more protection to a minority
holder than he gets under the general corporation laws. Whether the attorney can blindly accept it, and still discharge his duty to his close corporation clients in all circumstances is more dubious.
Section 14 gives a deceased shareholder's estate the option to compel
the corporation to repurchase his shares on pain of dissolution if it does
not.1 3 8 Unlike section 4, dealing with inter vivos restrictions, which will

135.

For example, through an unbreakable employment contract, coupled with a veto

power.
136.

Thus, it may give considerably less protection than MD. CoRPs. & Ass'NS CODE ANN.

§ 4-503 (1975), that, although forbidding any transfers unless consented to by all the shareholders (unless the agreement provides otherwise), gives the proposed seller a power to dissolve the corporation if the consent is withheld.
137. See infra notes 164-73 and accompanying text.
138. Section 14 as originally proposed gave the "estate or heirs of any deceased shareholder" the right to 'put' the'estate's share. In the final version, only the executor or administrator of the estate, "subject to any directions in the deceased shareholder's last will and
testament," possesses the right. COMMITTFEE ON CORPORATE LAws, STATUTORY CLOSE CORPORATION SUPPLEMENT TO THE MODEL BUSINESS CORPORATION AcT, 38 Bus. LAW. 1031, 1032
(1983) [hereinafter cited as SUPPLEMENT revisions].
Of course, the use of 'heirs' (although sometimes even found in statutes) was technically
improper, since stock is personal property rather than realty; and if the shareholder wants
to prevent his estate from offering the shares maybe he should be forced to draw a will.
Probably, too, there will ordinarily be agreement between the estate beneficiaries and the
executor or administrator on whether or not the demand for repurchase should be made.
But what if not all of the beneficiaries agree, and there is no will, or it is silent on the
subject? While language binding the personal representative when all, or a percentage, of
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apply unless the corporation opts out of it, section 14 will only apply if
the articles of incorporation contain a statement that it is elected. No
good reason seems to exist for this inconsistent treatment, since arrangements for share repurchases on death are certainly at least as important
as those governing inter vivos transfers, and here the lawyer's inadvertance will leave a loophole in the total arrangement.139
As the comment indicates, section 14 can be modified by a statement in
the articles to add other events triggering the repurchase obligation.
These events presumably could include not only retirement or disability,
as mentioned by the comment, but also termination of employment of a
participant or inability to agree on specified corporate actions for a set
period of time. The section could thus be molded to supply a means of
dispute resolution alternative to judicial intervention. 140 These extraparametal matters can be dealt with in the shareholder agreement, if desired, provided they are "referred to in the articles of incorporation."' 41
According to the comment, "[tihis procedure could substantially reduce
the amount of drafting the attorney will have to undertake.' 4 This
drafting reduction may be true, but it does pose a danger that the agreement and the statutory provisions may not 'mesh' completely, and thus
cause litigation.
In addition, two serious deficiencies exist in section 14. First, the section does not obligate the estate to offer the shares, although it is in effect
mandatory on the corporation, in the sense that the offering shareholder
can compel dissolution if he is not bought out. Instead, the estate, if it
chooses, can continue to be a shareholder or distribute the shares to the
43
family of the deceased.
The fact that the arrangement is not binding on the estate may deprive
the survivors of the binding effect of any agreed valuation for estate tax
purposes. 44 Under the Economic Tax Recovery Act of 1981, however, few
close corporate participants (and even fewer decedents) will be subject to
the Federal Estate Tax, 4" so the possible deprivation may not be particu-

the beneficiaries agree the demand should be made could be added, it would be simpler to
require the offer to be made unless countermanded by the deceased shareholder or those
taking his shares.
139. For example, through the intrusion of the inactive family of a deceased participant.
Omission of a death repurchase agreement will, of course, also sacrifice the tax benefits of
such an agreement. See Rev. Rul. 59-60, 1959-1 C.B. 237, infra note 144 and accompanying
text.
140. See SUPPLEMENT, supra note 4, § 15, at 299, infra note 173 and accompanying text.
141. See SUPPLEMENT, supra note 4, § 14(b), at 294.
142. Id. comment 1, at 297.
143. See id. § 4(b)(2), (4), at 279.
144. See Rev. Rul. 59-60, 1959-1 C.B. 237.
145. See I.R.C. §§ 2010(a), (b), 2505(a), (b) & 6018(a), amended by Pub. L. No. 97-34, §
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larly important."
Yet, one has only to recall such cases as In re Radom & Neidorff,
Inc., 7 illustrating the resulting acrimony when the inactive members of a
deceased participant's family are allowed to become shareholders on the
death of an active participant, to realize that not only should the estate
have the right to extricate the deceased's investment, but the survivors
should have the right to demand it in order to avoid the intrusive power
of the decedent's family. Since in a true family corporation, share transfer
restrictions will be unnecessary, tailoring those offered to a situation in
which they are really needed would be wiser.
The second serious deficiency of section 14 is the effective negation of
any agreement repurchase price if any part of the statutory section is
elected. Thus, although the section 4" makes the price and other terms of
purchase 'binding' when contained in the articles, by-laws, or an agreement, the estate's offer still can be rejected by the remaining shareholders. 140 The estate's only recourse, thereafter, is to seek judicial appraisal,
which as elsewhere under the statute gives the estate only the 'fair value'
of its shares. Although the court is directed to consider the value set in
the agreement, 5 0 it is not bound to accept it. Therefore, whenever the
remaining shareholders feel that the price set in any agreement"51 is too
high, they have every incentive to decline the offer and force the decedent's estate to prove the fair value of his shares. Of course, if the court
determines that the fair value of the shares materially exceeds the corporation's last offer, the corporation may be forced to pay the costs of the
action including the expenses of appraisers. 2 If the fair value of the
shares, however, is materially less than what the estate demands, that
burden can be placed on the estate by the court. 153 The remaining shareholders may well be willing to take the risk, especially since the court will
probably split the expenses, as it is authorized to do in the absence of

401, 95 Stat. 172, 299 (1982); I.R.C. § 2001(b), (c), amended by Pub. L. No. 97-34, § 402, 95
Stat. 172, 300 (1983); I.R.C. §§ 691(c)(3), 2012(b), 2056(b)-(d), 2523(a), 2602(c), amended by
Pub. L. No. 97-34, § 403(a), (b), 95 Stat. 172, 301 (1982).
146. The agreement valuation (see SUPPLEMENT, supra note 4, § 14(e), at 294-95) may
still be useful, however, for income tax purposes, since the shares generally take a steppedup basis to the date of death value even though no estate tax is payable. See I.R.C. § 1014
(1982).
147. 307 N.Y. 1, 119 N.E.2d 563 (1954). See also Kruger v. Gerth, 16 N.Y.2d 802, 210
N.E.2d 355, 263 N.Y.S.2d 1 (1965).
148. SUPPLEMENT, supra note 4, § 14(e), at 294-95.
149. Id.; see also id. § 14(0, at 295.
150. Id. § 16(d)(1), at 301.
151. Or when they feel the resulting price from any formula therein is too high.
152. SUPPLEMENT, supra note 4, § 14(i)(2), at 295.
153. Id. § 14(i)(1), at 295.
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proof of bad faith on either side, which most courts are reluctant to
4
find.

15

Section 14, therefore, might have been simplified to merely give the
estate the right to have its shares repurchased at their fair value as determined under the appraisal statute of the general corporation law, or have
the shares made redeemable at the option of the estate."'s Either of these
alternatives also would have removed any question of the corporation's
inability to repuichase because of a lack of surplus, still typically required
in ordinary share repurchases by most states, despite the changes proposed in the 1979 amendments to the Model Business Corporation Act.
It would have been wiser to have simply provided that each shareholder's shares will be redeemed upon his death at a price set in any
unanimous shareholder agreement, or, in the absence of such an agreement, at a price determined pursuant to the general appraisal statute,
with payments to be made as specified in such agreement, or, in default
of such a provision, on a statutorilly prescribed installment basis. 56
154.

Id. § 14(i)(4), at 295-96.

155. See, e.g., N.J. STAT. ANN. § 14A:7-6(1), (3) (West 1969 & Supp. 1983-84). This provision may not result in an adequate return to the estate if the typical redemption price of
par plus accrued dividends is utilized, rather than a formula allowing for increments as the
business prospers.
156. This pricing provision would avoid possible unenforceability because of the insolvency limitation on even repurchase of redeemable shares, typical of general corporation
laws. See, e.g., MODEL BUSINESS CORP. AcT § 45 (as amended in Dec. 1979). When the corporation fails to offer to repurchase, or its offer is rejected, the court can apparently order
an installment purchase, on pain of dissolution if the corporation refuses to pay fair value.
SUPPLEMENT, supra note 4, § 14(f), at 295 (referring to § 16(d)).
There are a few additional stylistic changes, as well as the more fundamental objection
that less than all of the shareholders can eliminate the repurchase obligation (id. § 14(c), at
294), and those discussed above, which should be mentioned. Apparently, the estate must
offer (solicit an offer to purchase) the shares at any price fixed by the articles, by-laws or an
agreement, if one is fixed, and can pick its own price if one is not. This requirement could
have been made clearer. Also, when the corporation elects to purchase it is only required to
send an interim balance sheet and profit and loss statement if "available." Id. § 14(d), at
294-95. Before rejecting the offer and insisting on dissolution, it would be helpful to the
estate to have the clearest idea of what the shares are worth. Accordingly, it might be desirable to require the corporation to prepare such interim financial statements.
In section 14(f) the term "offer to purchase" apparently refers to an offer by the estate
soliciting a corporate offer to repurchase. Id. § 14(f), at 295. This phrase could have been
clarified.
The statute contemplates that the court may order an installment repurchase. Id. §
16(d)(2), at 301. It could have provided expressly for the status of any corporate obligations
given in the event of later corporate insolvency (see In re Flying Mailmen Service, Inc., 539
F.2d 866 (2d Cir. 1976)) or, in jurisdictions imposing a surplus limitation on share repurchases, whether they must be met. See Herwitz, Installment Repurchase of
Stock: Surplus Limitations, 79 HARv. L. REv. 303 (1965). This problem is, of course,
solved for jurisdictions adopting MODEL BUSINESS CORP. AcT § 45 (as amended in Dec.
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DISPUTE RESOLUTION

In a public issue corporation, a dissatisfied shareholder always has his
'out,' the 'Wall Street rule'-sell. In a close corporation, even if he is not
'locked in' by share transfer restrictions, a minority shareholder frequently will find himself equally effectively 'locked in' by the unmarketability of his interest, especially after internal dissension has developed. Methods of dispute resolution, including, when necessary, a
means of extricating his investment, therefore, are essential to the protection of minority interests in a close corporation.
Three principal nonjudicial methods exist for dispute resolution: arbitration; a mandatory buy-out of the dissatisfied participant-a
variant on the 'Wall Street rule'; and voluntary dissolution, perhaps coupled with a conditional buy-out. In many states, only one judicial remedy
is available-dissolution. 5 7 In others, a potpuorri exists: appointment of
a 'provisional director,"' 8 a 'custodian,"' 9 or judicially decreed dissolution."' A 'buy-out' of the dissident's interest in the corporation also is
now provided as an alternative to such judicial dissolution in some
states.""

Without special statutory authorization, the availability of arbitration
as a means of dispute resolution in the close corporation is of dubious
validity because it may impinge upon the powers of the participants in
their directorial capacities, a 'no-no' under the standard case law rule
1979). See also N.J. STAT. ANN. § 14A:7-16(6) (West 1969). (Anomalously, section 16(b) resurrects the 'earned surplus' concept discarded by those 1979 amendments. SUPPLEMENT,
supra note 4, § 16(b), at 301.)
The effect of a shareholder's default, when he has been designated as a repurchaser, on
the corporation's right to prevent dissolution might have been clarified. Id. § 14(h), at 295.
Apparently, on default by a shareholder, the court must order dissolution unless the corporation shows 'good cause.' The estate and the remaining shareholders might also be willing
to have less than all of the estate's shares purchased, at any agreed price, rather than the
dilemmatic all or dissolution alternatives. While unanimous consent to such an arrangement
would seem possible (see id. § 14(j), at 296), express approval for such a modification might
have been useful to avoid interpretive problems, again suggesting the desirability of a statutory provision making an agreement binding as to all of its terms.
157. E.g., MASS. ANN. LAWS ch. 156, § 99 (Michie/Law Co-op 1979).
158. See, e.g., CAL. CORP. CODE §§ 308, 1802 (West 1977 & Supp. 1984); DEL. CODE ANN.
tit. 8, § 353 (1974); N.J. STAT. ANN. § 14A:12-7(3) (Supp. 1982-83).
159. See, e.g., DEL. CODE ANN. tit. 8, §§ 226, 352 (1974); N.J. STAT. ANN. § 14A:12-7(4)
(Supp. 1982-83).
160. See, e.g., N.J. STAT. ANN. § 14A:12-7 (West 1969 & Supp. 1982-83); VA. CODE § 13.194 (1978).
161. See, e.g., N.Y. Bus. CORP. LAW § 1118 (Supp. 1983); CAL. CORP. CODE § 2000 (West
1977 & Supp. 1984), MICH. ComP. LAWS ANN. § 450.1825 (West 1973); N.J. STAT. ANN. §
14A:12-7(9) (Supp. 1982-83).
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that the directors alone have the power to manage the corporation. 6 2 The
comment to section 11 of the statute indicates that arbitration will be an
acceptable method for dispute resolution at all levels in the statutory
close corporation, and the judicial dissolution section (section 16) makes
it clear that when the parties choose this method it must first be resorted
to before application to the courts for relief." 3
Arbitration provides a simple and relatively inexpensive method of
resolving intramural disputes. It frequently can prevent mere differences
from becoming irreconcilable conflicts, and thus, like marriage counselling, can preserve the union. The draftsmen of the Supplement were wise
to assure its availability for those wise enough to choose it.
Recently, some commentators, emphasizing the analogy between a close
corporation and a partnership, have suggested that any shareholder
should have the right to be bought out at the fair value of his interest
whenever he wants. '4 The only problem with this simple solution for corporate disagreements is the enormous potential it offers for oppression by
a minority: "Play the game according to my rules, or I'll take my catcher's mitt and go home!" Because of the coercive power offered by a
mandatory repurchase, the draftsmen of the Supplement were wise to resist its allurements. Although dangerous as a general rule, a contract to
repurchase on certain specified conditions frequently can be useful, especially if the participant desiring his freedom is forced to take a discount
from the 'fair' value of his interest as the price for his 'Moslem Divorce.'1 Such contracts are, of course, possible without any statutory authorization, although the judicial dissolution section might have given
clearer recognition of the binding effect of any discount penalty.
Voluntary dissolution under the general corporation statute' 6 will frequently be unavailable as a dispute resolution method, since high vote
requirements will often be imposed to impede its possible use as a

162. See, e.g., In Re Vogel, 25 A.D.2d 212, 268 N.Y.S.2d 237 (1st Dep't 1965), afJ'd, 19
N.Y.2d 589, 224 N.E.2d 738, 278 N.Y.S.2d 236 (1967) (recognizing the problem, but allowing
arbitration of even a director-level dispute because it was a one time decision involving
continued corporate existence).
163. Subsection 16(f) provides that "[nlo shareholder shall be eligible to file an action
under this section until he shall have exhausted any non-judicial remedy for resolution of
the issues in dispute to which the shareholder has agreed in writing." SUPPLEMENT, supra
note 4, § 16(f), at 302.
164. Hetherington & Dooley, Illiquidity and Exploitation: A Proposed Statutory Solution to the Remaining Close Corporation'Problem, 63 VA. L. Rv.1-3, 6 (1977).
165. The term is borrowed from Professor.Chayes. Chayes, Madame Wagner and the
Close Corporation, 73 HARV. L. REv. 1532, 1546 (1960). Professor Chayes wisely argues
against too easy dissolution.
166.

E.g., MODEL BusiNEss CORP. AcT

§§

83, 84 (1979).
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'squeeze-out' device.1 6 7 No policy reason explains why the parties should
not be permitted to agree to all vote for it on conditions they have specified in their underlying shareholder agreement since such an agreement
would appear to be valid under the general corporation laws.'"
As noted above, 16 9 the Supplement appears (unnecessarily) to require
at least the mention of such special dissolution arrangements in the articles.' 70 No obstacle exists, however, for making the 'specified event' for
dissolution under section 11 an arbitrator's decision, or the failure of the
corporation (or the other shareholders) to buy out the dissident at a discounted price for his shares, or on some other conditions provided in the
underlying agreement.
Under the Supplement, any shareholder also can be given the power to
dissolve the corporation at will. According to the comment this will give
them "basically the same power to dissolve the business as general partners have under the Uniform Partnership Act.' '7 'Quickie' dissolution,
however, is one of the features of the partnership that makes it undesirable. In fact, draftsmen of partnership agreements typically devote a
large part of the agreement to attempts to avoid even inevitable dissolu7
tion, or at least its consequences.'1
Principal reliance, therefore, undoubtedly will be placed on the other
alternative-prescribed conditions or events. A careful drafting choice
will have to be made to prevent dissolution from being either a vehicle for
oppression or, on the other hand, an inadequate solution for exacerbated
intramural dissension. Although the drafting burden will be considerable,
it may still be wise for careful practioners to provide the terms for resolving intracorporate disputes by their own agreements, as permitted, rather
than to rely on the judicial methods also provided.
Because all of the nonjudicial methods of dispute resolution involve
167. See generally F.

O'NEAL, OPPRESSION OF MINORITY SHAREHOLDERS

§ 5.23 (1975) con-

cerning the danger of dissolution as an oppression device.
168. See MODEL BUSINESS CORP. ACT § 34 (1979).

169. See supra note 55 and accompanying text.
170. Cf., however, SUPPLEMENT, supra note 4, § 11(h), at 291.
171. Id. comment, at 299. The revised comment to section 15 strengthens the caution
against using it. See SUPPLEMENT revisions, supra note 138, at 1032. The danger will not be
great if the specified events are carefully chosen, and dissolution at will is not allowed. Even
here, however, the caveat may be necessary since section 16, the judicial relief section, would
seem to be available to prevent the use of even dissolution under section 15 as an oppression
device. See SUPPLEMENT, supra note 4, § 16(b)(2), at 300.
Since individualized drafting will be necessary to take advantage of the section (except for
those reckless enough to choose dissolution at will), any dangers could have been further
ameliorated by expressly providing that dissolution would be pursuant to the terms of any
unanimous shareholder agreement, and subject to its conditions (for example, a buy-out of
the dissatisfied shareholder at an agreed price).

172. See, e.g., W.

CARY, PARTNERSHIP PLANNING

55 (Introductory Pamphlet 1970).
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fairly complex individual drafting, many practitioners probably still will
rely on the courts to solve these problems. Section 16 of the Supplement
builds on the recent state statutes that give relief for 'oppression' in the
17
close corporation and attempts to go beyond them.
The Supplement provision sets forth three grounds for judicial dispute
intervention: (1) it incorporates the states' general corporation grounds;
(2) it repeats the Model Act's deadlock ground; and (3) it expands the
Model Act's ground that those in control of the corporation have acted in
an illegal, fraudulent, or oppressive manner toward the shareholder plaintiff, by adding situations in which they have behaved in a manner "unfairly prejudicial to the petitioner, whether in his capacity as a shareholder, director, or officer. ' 17 4 Whether this adds to the grounds typically
available in judicial dissolution for oppression statutes, except, of course,
for states that do not have such statutes, is dubious. 'Unfairly prejudicial'
does, however, suggest a somewhat lower pain threshhold than 'oppression'p-although perhaps only the difference between a thumb screw and
the 'iron maiden.'
In any event, whatever attenuation in the proof necessary to justify judicial protection has been introduced by the 'unfairly prejudicial' language has been more than counteracted by the omission of unfair treatment of a shareholder in his capacity as an employee from the list of
prejudicial actions.
The Act, as originally proposed, included "or employee" after "officer."
Prior to its final adoption, section 16(a)(1) was amended for the express
purpose of denying the right of a shareholder who was an employee, but
not also an officer, to bring an action for oppression.'75 The only question
that comes to mind is the one that litigators are never supposed to ask,
but office lawyers fortunately can: "Why?"
The original comment correctly stated: "Attempted squeeze-outs in
close corporations often involve removing a shareholder from his various
offices or diminishing his compensation."' But in a close corporation,
the minority shareholder's compensation typically comes from his performance as an employee, rather than in any other capacity. In fact, the
standard advice is to secure financial return through this, rather than
some other status,1 7 7 and depreviation of such employment is part of the

SUPPLEMENT, supra note 4, § 16, at 300-06.
174. Id. at 300 (as amended by Supplement revisions, supra note 138, at 1032). This
added ground apparently is based on CAL. CoaP. CODE § 1800(b)(4)'s 'persistent unfairness'
ground. See generally 2 F. O'NEAL, supra note 2, § 9.31.
175. See SUPPLEMENT revisions, supra note 138, at 1032.
176. SUPPLEMENT, supra note 4, comment 2, at 303 (emphasis added).
177. 1 F. O'NEAL, supra note 2, §§ 6.02, 6.05, 6.10.

173.
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standard "freeze-out technique.

178

unprotected under the Supplement.

693

Yet,
this is the one status that goes
79

Even if one doesn't subscribe to the American 'work ethic,' it seems
anomalous that the money contributor to the enterprise can apparently
complain because he has not been paid dividends while the service contributor who has been fired cannot. Since the relief afforded is still discretionary, 8 0° the limitation on standing to seek it seems unjustifiable.'
Where its standing to sue conditions are met, however, the statute does
give a panoply of relief from freeze-outs frequently unavailable under current law.
Yet, as the comment indicates, such oppression statutes sometimes (erroneously) have been interpreted to give the court a choice only between
dissolution or no relief whatsoever. 82 The statute and comment make it
clear that other relief, of a wide ranging variety,183 is available to the
178. See, e.g., White v. Perkins, 213 Va. 129, 189 S.E.2d 315 (1972); Wilkes v. Springside
Nursing Home, Inc., 370 Mass. 842, 353 N.E.2d 657 (1976).
179. It should be noted that even an 'unbreakable' employment contract, placing a premium on the sophisticated draftsmanship that the new Act was supposed to make unnecessary, will probably only guarantee damages to the ousted participant, and not the continued
financial participation in the enterprise that he has every reason to expect.
180. SUPPLEMENT, supra note 4, § 16(b), at 300.
181. Query if the more general provision of MODEL BUSINESS CORP. ACT § 97 (1979),
allowing judicial dissolution on grounds of 'oppressive' conduct will still be available. If it is,
the shareholder-employee would perhaps be well-advised to proceed under it, rather than
section 16.
182. See, e.g.,
White v. Perkins, 213 Va. 129, 189 S.E.2d 315 (1972).
183. These range from such mild remedies as appointment of a provisional director, or
ordering the payment of a dividend or an accounting, to more drastic correctives like removing directors or officers (or requiring their reinstatement), requiring or cancelling corporate
actions or by-law or articles provisions, or the appointment of a custodian. SUPPLEMENT,
supra note 4, § 16, at 300-06. These remedies are very similar to those provided in MICH.
COMP. LAws. ANN. § 450.1825 (West 1973).
Both the provisions for a 'custodian' and a 'provisional director' (the singular is unfortunately used) seem to presuppose their availability under the state's general corporation law,
since the typical qualifications for these appointees, designed to ensure impartiality, are
nowhere set forth, and there are interpretive problems concerning their powers, owing to the
lack of detail concerning them. Thus, a provisional director will have the powers of a 'duly
elected director.' What if the corporation has no board? What if the corporation has a
board, but also imposes a unanimity requirement for board action? Although the court presumably can delete such a high vote requirement if contained in the articles or by-laws, can
it do so if the requirement is only contained in a shareholder agreement as apparently is
permitted? See generally, 2 F. O'NEAL, supra note 2, § 9.30.
While the proposed section is an improvement over the Michigan statute on which it was
based, it is not certain that the section would not be equally satisfactory if it were not
simpler. Thus, subsection (b) of section 16 simply could have allowed the court to make
"such order as it sees fit" (section 210, of the English Companies Act). Judicial reluctance to
utilize the English provision (see F. O'NEAL, supra note 167, §§ 9.11, 9.12) might well be
overcome by the express availability of the buy-out alternative. See Stumpf v. C. Stumpf &
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court; and in oppression and deadlock cases at least one alternative, a
buy-out, must be tried before dissolution is ordered. Thus, unless grounds
for 'involuntary dissolution' exist, a Model Act term not universally
used,"8 4 the court is only empowered to order "that the corporation be
liquidated and dissolved unless either the corporation or one or more of
the remaining shareholders has purchased all of the shares of another
shareholder at their fair value by a designated date."18 5 Namely, the dissolution must be conditional on a failure to buy out the dissatisfied
shareholder.
A buy-out of a dissident participant, leaving the remaining participants
who still are compatible with a viable business, is obviously a better alternative than dissolution, which may, if followed by a liquidation sale, result in its complete destruction, or what is almost as bad, its takeover by
the oppressors with only a minimal return to the ousted participant imprudent enough to seek judicial relief. The only problems with a
mandatory buy-out are the price and payment terms. 8 The Supplement
provision gives rules for determining the repurchase price and repurchase
terms. 87 To determine the value, it directs the court to consider any valuation price or formula for determining it, in any agreement among some
or all of the shareholders, recommendations of appraisers, "any legal constraints on the ability of the corporation to acquire the shares," and
"other relevant evidence."' 8 8 It allows the court to fix the payment terms,
including a provision for an installment purchase and a possible subordination to other creditors, and to impose a covenant not to compete "or
other restriction[s] on the selling shareholder."' 88
These buy-out provisions are generally good. They avoid any constituSons, Inc., 47 Cal. App. 3d 230, 120 Cal. Rptr. 671 (1975).
This buy-out option, given to the court by the Supplement, might also have been equally
satisfactory, however, if the simple New York language (N.Y. Bus. CoRP. LAW § 1118 (Supp.
1983)) were used instead of the more complex provisions of Supplement sections 16(b)(9)(c),
(d), (e), (f) and (g). Of course, the basic New York provision (N.Y. Bus. CoRP. LAW § 1104-a
(McKinney Supp. 1983)) that governs when oppression relief is available is itself overly restrictive in requiring the plaintiff to hold at least 20% of the shares entitled to vote for
directors as a condition for bringing the action, and as to this, the Supplement, section
16(a), which allows any shareholder to bring the petition, is an improvement. SUPPLEMENT,
supra note 4, § 16(a), at 300.
184. See MODEL BUSINESS CORP. AcT § 94 (1979), but not used in the deadlock, oppression, etc. section, id. § 97.
185. SUPPLEMENT, supra note 4, § 16(b)(9), at 301.
186. See, e.g., N.J. STAT. ANN. § 14A:12-7(8)(e) (Supp. 1982-83) requiring payment in
cash, which needless to say, may result in the practical unvailability of the buy-out.
187. SUPPLEMENT, supra note 4, § 16(d), at 301.
188. Id. § 16(d)(1), at 301.
189. Id. § 16(d)(2), at 301. See also id. § 16(d)(3), (d)(4), at 302.
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tional question on the power to order a buy-out.'
Although the statute
seems to presuppose an offer to purchase the corporation by one or more
of the shareholders,'"' in its provision empowering the court to enter "a
decree specifying the identity of the purchaser," it wisely omits any provision on the percentage of shareholders necessary to make the offer. 9
The statute also omits the percentage of shareholders necessary to seek
the relief initially, 93 as well as limits on the form of payment that may
make the repurchase impossible and thus result in the much less desirable alternative of dissolution.'9 4 It furthermore rejects the unwise rule
enunciated in a lower New York court decision,'"5 that in determining the
fair value of the plaintiff's shares, a share restriction agreement could be
disregarded.
Carefully drafted shareholder agreements frequently will require that a
dissatisfied shareholder accept a reduced price over that provided for repurchases on death as the condition of his inter vivos extrication. This
type of share transfer restriction may provide a coercive device such as
dissolution to force the repurchase or may give the shareholder a contractual right to be repurchased (a 'put') at the discounted price. It avoids the
necessity for showing any grounds for dissolution or even the less stringent, but vague, 'oppression' required under a number of recent enactments, 196 or the equally vague conduct "unfairly prejudicial to the peti97
tioner," added by the Supplement.
Such a contractual arrangement has other advantages. Not only is it an
advantage to avoid the uncertainties of a judicial proceeding, including
the uncertainty concerning the repurchase price, but there is also the general benefit of avoiding any judicial intervention, and the consequent cost
and acrimony involved. Furthermore, requiring the existing shareholder

190. See, however, section 16(b)(2) which authorizes a court order: "Directing or
prohibiting any act of the corporation or of shareholders, directors, officers or other persons
party to the action." Id. § 16(b)(2), at 300. Arguably, this section would justify an order to
repurchase the plaintiff's shares.
191. Id. § 16(d)(2), at 301.
192. Cf., N.J. STAT. ANN. § 14A:21-7(8) (Supp. 1982-83) requiring a motion by holders of
50% or more of the shares to repurchase and the similar California provision. See CAL.
CORP. CODE

§ 2000 (West 1977).

193. See, e.g., N.Y. Bus. CORP. LAW § 1104-a (McKinney 1963) requiring holders of 20%
of the shares to commence an action for dissolution on oppression grounds. See also CAL.
CORP. CODE § 1800(a) (West 1977).
194. See N.J. STAT. ANN. § 14A:21-7(8)(e) (Supp. 1982-83).
195. Sands Points Land Co. v. Rossmoore, 43 Misc. 2d 368, 251 N.Y.S.2d 197 (Sup. Ct.
1964).
196. See, e.g., S.C. CODE ANN. § 33-21-150 (Law. Co-op. 1976 & Supp. 1983); VA. CODE §
13.1-94 (1978); N.J. STAT. ANN. § 14A:12-7(1)(c) (Supp. 1982-83); N.Y. Bus. CORP. LAW §
1104-a (McKinney 1963); MODEL BUSINESS CORP. ACT § 97(a)(2) (1979).
197. SUPPLEMENT, supra note 4, § 16(a)(2), at 300.
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to accept a discount, agreed upon prior to the start of the troubles, less
than the also agreed-upon fair value of his shares, is an effective means of
preventing coercion ('oppression') by a minority holder on the majority.
Since, under the Supplement, the agreement price is not made dispositive, and it is not clear that he must accept the agreement price under the
Supplement requirement that he exhaust "any nonjudicial remedy for
resolution of the issues in dispute,"' 9 8 a minority shareholder may still be
willing to gamble on the judicial remedy, or the threat of its use, to extort
unfair concessions from his coparticipants. This relatively minor deficiency in this otherwise well-drafted section can be easily rectified by
simply broadening the language to make any unanimous share repurchase
agreement, including its repurchase price, binding on the court.
XI.

CONCLUSION

Courts and legislatures are legitimately concerned that intramural corporate arrangements not carry a potentiality of harm. Their proper solicitude has been said to extend to minority shareholders, bona fide purchasers of the corporation's stock, creditors, and 'the public." These groups
are all legitimate candidates for protection. It is difficult, however, to see
how creditors or the amorphous 'public' can be harmed by any internal
operational arrangement the participants desire. 00 The problem of minority shareholders is easily solved by requiring that the arrangement be
agreed to by all participants, that is, a unanimous agreement to which
they have freely consented"'1 and that cannot be changed over the objection of any party. The final problem of bona fide transferees can be
solved either by prohibiting any transfers to persons unwilling to be
198. Id. § 16(f), at 302. The comment only refers to arbitration. Id. comment 4, at 306.
199. See Clark v.Dodge, 269 N.Y. 410, 199 N.E. 641 (1936); Galler v. Galler, 32 Ill. 2d
16, 203 N.E.2d 577 (1964); Zion v. Kurtz, 50 N.Y.2d 92, 405 N.E.2d 681, 428 N.Y.S.2d 199
(1980). Only an 'arid conceptualism' would add a requirement of adherence to 'statutory
norms' for validity.
200. It is conceivable that a shareholder agreement might attempt to favor a particular
creditor, for example, one who was also a shareholder. Since the other, outside, creditors will
not go unprotected (see, e.g., Costello v. Fazio, 256 F.2d 903 (9th Cir. 1958); see generally,
HENN & ALEXANDER, supra note 105, § 152), this attempt to favor a creditor would not
appear to be a reason for invalidating the agreement among the parties. Obviously, any
harm to the public can be prevented by an action against the corporation,regardless of its
internal structure.
201. As indicated supra, notes 42, 82-100 and accompanying text, shareholder agreements, even though not unanimous, and even though significantly altering the ordinary corporate management paradigm, have sometimes been upheld (see Glazer v. Glazer, 374 F.2d
390 (5th Cir.), cert. denied, 389 U.S. 831 (1967); Wilson v. McClenny, 262 N.C. 121, 136
S.E.2d 569 (1964)). As also indicated, such a tolerance may not be generally wise when possibilities of imposition on the minority exist. Cf. CAL. CORP. CODE § 186 (West 1977).
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bound by the arrangement, or by giving all potential transferees sufficient
notice so that they will inquire about their obligations before buying into
the business.2 "
The object should be that all participants and potential participants
have full knowledge of the arrangement. Actual notice is obviously more
apt to produce knowledge than constructive notice. Requiring that provisions be placed in the articles is less apt to produce actual notice than
either a share legend or some required addition to the close corporation's
name. Furthermore, although certain operational provisions will be valid
in a shareholder agreement, a requirement that other provisions must be
set forth in the articles only increases the drafting burden, and the possibility of oversight. Therefore, except for the name addition, there should
be no requirement that special provisions be inserted in the articles.
Since neither an addition to the name nor a legend on the share certificates poses a real burden, both should be required to increase the
probability of such actual notice. Compliance with these requirements
should also conclusively bind the shareholder or his transferee to the
terms of the agreement, since he should not be allowed to take advantage
of his own carelessness in failing to obtain full knowledge when he has
been warned adequately. On the other hand, no one with actual knowledge should be allowed to upset the arrangement on the technicality that
these notice requirements have not been met.
Accordingly, the requirements for an adequate close corporation statute
are very simple: any unanimous shareholder agreement filed with the
corporation should be valid, and binding on all parties and their transferees, provided that the corporation is required to use an addition to its
name (for example, "S.C.C."),' 03 showing that such an agreement may exist and a suitable legend on the share certificates is also added; and such
an agreement should be made binding on all parties and their transferees
with actual knowledge of the agreement even if the name and legending
requirements are not met. By not following this simple recipe, the draftsmen of the Supplement have made it unnecessarily complex and a possible trap for the unwary.
The shareholder agreement section of the Supplement is 'enabling,'
that is, it allows the parties to draft their own blueprint for the operation
of the business, but does not give them any predrafted provisions to elect.
This 'enabling' aspect is also true of the section allowing dissolution on
specified conditions.
The sections on inter vivos share transfer restrictions, and annual
202. Needless to say, the remaining participants should still be protected by share transfer restrictions against the intrusion of an undesirable transferee, as is the case in a
partnership.
203. See SUPPLEMENT, supra note 4, comment 1, at 278, rejecting this simple alternative.
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meetings, are 'suppletory,' 204 that is, they will apply unless the corporation opts out of them. These sections require no drafting by the corporation if the participants are willing to accept them.
The shareholder sale option at death provision is 'elective.' It requires a
provision in the articles for it to apply, but once elected, the predrafted
statutory provisions automatically apply.
This combination of 'enabling,' 'suppletory,' and 'elective' provisions is
hardly atypical. The combination does, however, tend to make the statute
complex, and therefore increases the danger of a misstep.
Making the statute completely enabling, with an enumeration of possible provisions that might be included in a single comprehensive shareholder agreement-as a kind of checklist-would have made the statute
simpler, although it would have put the drafting burden on the attorney.
Since, however, numerous form books attuned to the new law,105 undoubtedly will be prepared because of its widespread importance, this
burden may not be a significant disadvantage, and might be a better alternative than trying to set forth a 'prepackaged' shareholder agreement
for the corporation to elect. As indicated above, however, certain aspects
of the operational structure (for example, a high vote requirement concerning certain enumerated fundamental matters, and a mandatory dividend) might have been made available for incorporation by reference in
the shareholder agreement in much the same way as the statute attempts
to solve the repurchase on death problem.
The numerous provisions allowing two-thirds of the shareholders to upset the agreed upon arrangement just when it may be most needed to
protect minority rights constitute a dangerous loophole that should be
2 06
plugged.

204. See generally, as to this terminology, W. CARY & M. EiSENBERG, supra note 89, at
311.
205. Some forms of previously dubious validity in particular jurisdictions might also be
utilizable.
206. SUPPLEMENT, supra note 4, §§ 3, 7, 10, 14, at 277-79, 284-85, 288-90, 293-99. A requirement for unanimity to terminate close corporation status also has the advantage of
avoiding uncertainty involving the status of the omnibus shareholder agreement after such
termination. This is a serious problem under the Delaware status and those based on it. Cf.
CORP. CODE § 300(b) (West 1977) which generally provides for termination of special close
corporation agreements on termination of close corporation status. Supplement section 9(b)
provides that termination will not affect the status of such an agreement "except to the
extent that any provision in any such agreement or in the articles of incorporation is invalid
under the [general] business corporation act or any other laws of this state or as otherwise
provided in this Act." Supplement, supra note 4, § 9(b), at 287. This, of course, means a
similar uncertainty under the proposed Act.
If the state's general corporation statute is based on the Model Business Corporation Act,
parts of the agreement may survive (notice the comment to Model Business Corporation Act
section 35), at least until the articles are amended (but also note the different requirements
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The unnecessary bifurcation between agreement and articles provisions
and the possibility of placing provisions in one or the other, or in the bylaws, which may conflict with or supersede provisions in the others, can
only serve to confuse attorneys and courts interpreting the statute. While
correction of this defect might suggest the desirability of a close corporation statute completely independent from the ordinary corporation statute, this separation may not be necessary. The special close corporation
provisions could make it completely clear that the omnibus shareholder
agreement will, in all events, control, except in the face of a challenge by
outside creditors.
These criticisms might be taken to imply a complete rejection of the
Supplement. While they do suggest a return to the 'drawing board,' it
need only be a limited one. The new statute has made important strides
in the satisfactory treatment of the close corporation. The only difficulty
is that it has not gone far enough.
The statute, however, can become a completely satisfactory vehicle
with relatively few changes-most minor. Ironically, these changes involve primarily the alteration of a few words here and there, and the deletion of some unnecessary language. In short, the statute only needs to be
simpler to be better.

for amendment under Model Business Corporation Act sections 35, 59 and Supplement section 10(b)), while others, for example, a high vote requirement in the agreement, may not
(for example, Model Business Corporation Act section 143 apparently requires an articles
provision).

