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The Close Corporation and The New
Texas Business Corporation Act

I. INTRODUCTION

A large percentage of corporate litigation in Texas involves small
close corporations.' One possible explanation for this phenomenon is
that the peculiar needs of the private corporation are not fully satisfied
by statutes which are designed to govern both large and small corpora-
tions.2 Statutes have been a hindrance rather than a drafting aid to the
practicing attorney because of prior failure to differentiate between
public-issue and privately-held or close corporations.'

In 1973 the Texas Legislature enacted numerous technical amend-
ments to the existing Texas Business Corporation Act [hereinafter
TBCA].4 As amended, the TBCA provides for existence of the close

I. "Most corporate litigation involves small, closely held corporations whose shares are
seldom traded." Pelletier, Corporations, 21 Sw. L.J. 134 (1957). "The great majority of corpora-
tions formed today are of the type known as the close, closed, or closely held corporation."
S 'nposiun-The Close Corporation, 52 Nw. U.L. REv. 345 (1957). Note that there exists some
confusion in reaching a satisfactory definition of the close corporation. See note 5 infra.

2. Comment, A Plea for Separate Statutory Treatment of the Close Corporation, 33
N.Y.U.L. REV. 700 (1958). I O'NEAL, CLOSE CORPORATIONS, LAW AND PRACTICE § 1.13 at 50
(1971) [hereinafter cited as O'NEALI:

Many corporate concepts and principles (undoubtedly created with public-issue
corporations primarily in mind) are ill-adapted to close corporations. Although the
nature and methods of operation of the two kinds of corporations are utterly different,
statutes and judicial decisions, especially before 1960, generally laid down the same rules
for the governance of both public-issue and close corporations.

O'Neal, Developments in the Regulation of the Close Corporation, 50 CORNELL L.Q. 641 (1964-
65):

. . . Legislatures and courts seldom recognized the differences in the nature and needs
of the two types of corporation even less did they attempt to formulate rules and
concepts to meet the special problems of close corporations.

O'Neal also notes that textbooks and form books alike were created with the corporate giants in
mind and thus the small corporation became a mere replica of the large corporation.

3. Scott, The Close Corporation in Contemporary Business, 13 BUSINESS LAWYER 741, 743
(1958):

As an experienced New York attorney noted, a court normally had to answer each
question concerning a close corporation by struggling to fit it into the pattern of statu-
tory and case law developed for corporations of largely different character.

See note 17 infra.
4. TEx. Bus. CORP. ACT ANN. arts. 1.01-11.01 (1956). Doty & Parker, Changes in the Texas

Business Corporation Act and Related Statutory Provisions, 10 Hous. L. REV. 1009 (1973):
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corporation in two distinct forms. The TBCA has established a defini-
tion of the close corporation.' Any corporation which meets the specific
requirements of this definition will be referred to as a defined close
corporation.' The provisions governing the defined close corporation,
however, are permissive,7 and a closely-held corporation may still or-
ganize under the general corporation provisions. A corporation which
is so organized will be referred to as a closely-held corporation.' The
phrase, close corporation, will be used in a generic sense, including both
the closely-held and the defined close corporation.

The new amendments to the TBCA will alter the future of corpo-
rate drafting for closely-held and defined close corporations.' The
changes, however, are relatively new and undoubtedly will cause some

Amendments prepared by the Committee [on Revision of Corporate Law of the
Section on Corporation, Banking and Business Law of the State Bar of Texas] are
comprehensive and considerably modernize Texas' corporate laws. They permit corpo-
rations to take advantage of technological and social changes since the adoption of the
TBCA. and recognize the realities of methods by which corporations legitimately oper-
ate.

See. Kern. Proposed Amendments to Corporations Laws, 35 TEX. B.J. 1133 (1972).
5. There exists some confusion in reaching a satisfactory definition of close corporation. See,

Isreals, The Close Corporation and the Law, 33 CORNELL L.Q. 488 (1948). Some authors have
cited this as a major deterrent to close corporation legislation. Wollens, A Round Peg-A Square
Hole: The Close Corporation and the Law, 22 Sw. L.J. 811, 820 (1968):

The New York Business Corporation Law of 1961 represents the culmination of
five years of extensive law revision effort, and the expenditure of more than one third
of a million dollars. It is interesting that in such a complete revision New York chose a
unified corporation statute basically applicable to public and close corporations alike.
This decision was apparently made because of the New York Law Revision Commis-
sion's articulated inability to arrive at a precise definition of the close corporation which
would clearly separate it from the publicly held enterprise.
For our purposes a closely-held corporation will be defined as a corporate form of business

organization involving relatively few individuals which is organized under the general corporate
provisions of the TBCA. The defined close corporation will denote that type of organization which
meets the requirements of Article 2.30-I of the Texas Business Corporation Act:

a domestic corporation (I) which, at any given time, has no more than 15 sharehold-
ers of record of all classes of shares, whether entitled or not entitled to vote; (2) whose
issued shares of all classes shall be subject to one or more of the restrictions on transfer
permitted by Article 2.22 of this Act: and (3) whose shares shall have been issued to its
shareholders without any public offering, solicitation, or advertisement.

TEX. Bus. CORP. ACT ANN. art. 2.30-1 (1973).
6. TEX. Bus. CORP. ACT ANN. art. 2.30-1A (1973).
7. See note 124 infra.
8. See note 5 supra.
9. Doty & Parker, Changes in the Texas Business Corporation Act and Related Statutory

Provisions, 10 Hous. L. REV. 1009, 1010 (1973):
The members of the Committee [on Revision of Corporate Law of the Section on

Corporation, Banking and Business Law of the State Bar of Texas] feel . . . that the
changes taken as a whole are significant.
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confusion as to their application by the bar. 0 This paper is not intended
to prophesy the ultimate effect of these amendments, or to criticize,
compare, or praise them. The purpose is merely to expose both the
applicable provisions which will be useful and the problems which
should be avoided in applying these new and amended provisions to the
needs of the closely-held and the defined close corporation.

II. EVOLUTION OF THE CLOSE CORPORATION CONCEPT

The traditional corporate management pattern based on the princi-
ple of majority rule is objectionable to businessmen desiring the advan-
tages of the corporate form of organization for certain types of business
ventures." The traditional pattern with its requisite formalities and its
lack of protection for minority interests is often undesirable to the
shareholder of a small business who is actively engaged in manage-
ment. 2 These objectionable facets of incorporation, however, have been
viewed by some as merely the price one must pay for the advantage of
limited liability." The present policy of most states, however, is not to

10. The topic of discussion at the October 26, 1973, meeting of the Dallas Bar Association
was the Texas Business Corporation Act.

II. Comment. A Plea For Separate Statutory Treatment of the Close Corporation, 33
N.Y.U.L. REV. 700 (1958); O'Neal, Developments in the Regulation of the Close Corporation,
50 CORNELL L.Q. 641, 655 (1964-65):

The two principle conceptualistic barriers to judicial development of satisfactory
rules for the close corporation are: (I) the principle of majority rule in corporate man-
agement, and (2) the business judgment rule. These principles, for reasons set forth in
the following paragraphs, should not be applied in unqualified and indiscriminate fash-
ion to the small business corporations.
12. Comment, A Plea for Separate Statutory Treatment of the Close Corporation, 33

N.Y.U.L. REV. 700 (1958); Woolens, A Round Peg-A Square Hole: The Close Corporation and
the Law, 22 Sw. L.J. 811 (1968). I O'NEAL, supra note 2, § 1.13a at 51:

• . . Beginning about the time of World War II, strong pleas began to be made for
enactment in this country of similar comprehensive statutes [as those in Contentinental
Europe] to govern close corporations, and these pleas have become more frequent since
the early 1950's.

See Fuller, The Incorporated Individual. A Study of the One-Man Company, 51 HARV. L. REV.
1373, 1406 (1938).

13. In the case of Jackson v. Hooper, 76 N.J. Eq. 592, 75 A. 568 (Ct. Err. & App. 1910),
the parties that formed the corporation in question also had an agreement between them that they
would both control the management of the corporation. In this case, Jackson alleged that Hooper
had breached this agreement. The Court refused Jackson a remedy saying:

If the parties have the rights of partners, they have the duties and liabilities imposed
by law, and are responsible in solido to all creditors. If they adopt the corporate form
with the corporate shield extended over them to protect them against personal liability,
they cease to be partners and have only the rights, duties, and obligations of stockhold-
ers. They cannot be partners inter sese and a corporation as to the rest of the world.

While the logic of Jackson has come under attack in more recent times, it has nevertheless retained
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punish and repel business ventures, but rather to encourage and attract
them." Preventing the shareholders in a close corporation from acting
as partners among themselves while acting as a corporation as to the
rest of the world does not further this policy."5 Yet segregating the close
corporation from the controls applicable to publicly-held corporations
has been a slow process.16

The early writers praised the practicing attorney's ingenuity in
meeting the client's needs while obeying the statutory requirements of
general corporation legislation.17 The fine art of organizing the close

some of its vitality. See Arditi v. Dubitzky, 354 F.2d 483 (2d Cir. 1965). In Arditi an agreement
similar to the one involved in Jackson was involved. The district court followed Jackson but was
reversed by the court of appeals.

Although the judicial climate is more in agreement with the modern legislative response to
the cries for reform in corporation legislation, there are still those who desire a retreat, not an
advancement, of the corporate entity theory, especially in the area of closely-held businesses.
Comment, Should Shareholders Be Personally Liable for the Torts of Their Corporations, 75 YALE
L.J. 1190 (1967).

14. Comment, Should Shareholders Be Personally Liable for the Torts of Their
Corporations, 75 YALE L.J. 1190 (1967).

15. Comment, A Plea for Separate Statutory Treatment of the Close Corporation, 33
N.Y.U.L. REV. 700, 702 (1958). See Symposium-The Close Corporation, 52 Nw. U.L. REV. 345,
381 (1957):

...The restrictive attitude of the courts may be justified in the case of a large, publicly-
held corporation where one group of stockholders might use their power to profit at the
expense of other stockholders, or at the expense of creditors. It does not follow, however,
that control agreements which have as their purpose the protection of all stockholders
of a close corporation should be invalid. Even when the device does not benefit all, there
is no reason to invalidate it when it is clearly shown that no harm results to other
stockholders or to creditors.
16. "The first American general incorporation law was in New York in 1811 for certain

kinds of manufacturing companies." BALLANTINE, CORPORATIONS § 9 at 37 (1946). The founda-
tion for the present Texas Business Corporation Act was enacted in 1955 with the most recent
amendments and revisions coming in 1973. The problems of the businessman in the smaller,
closely-held adventure prompted the book. O'NEAL & DERWIN, EXPULSION OR OPPRESSION OF
BUSINESS ASSOCIATES, 'SQUEEZE-OUTS" IN SMALL ENTERPRISES (1961) [hereinafter cited as
O'NEAL & DERWIN]. I O'NEAL, supra note 2, § 1.13a at 52:

The legislative response has been slow. Until about 1960, only a relatively few
isolated provisions on close corporation problems had been added to the corporate
statutes. One reason for this delay undoubtedly was the absence of any organized group,
adversely affected by the existing laws, capable of exerting pressure on the legislatures.
17. Writers have praised the resourcefulness of the bar, saying that the individual attorney

has been the creator of the present form of the closely held corporation.
It is a tribute to the resourcefulness and persistence of some of our brothers in the

corporate practice that a new kind of business organization-the close corporation-has
evolved and gained acceptance through the profession.

Preface to I O'NEAL, supra note 2, at V. O'Neal, Developments in the Regulation of the Close
Corporation, 50 CORNELL L.Q. 641, 643 (1964-65):

To by-pass the rules which legislatures and courts had evolved for public issue
corporation, but which were restrictive and inappropriate as applied to close corpora-
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corporation under general corporation statutes required a definite draft-
ing skill.'" The courts, however, have not always been receptive to corpo-
rate documents which vary from the normal pattern. 9 State govern-
ments have refused at times to grant corporate charters to businesses
which drafted certain control provisions into their articles of incorpora-
tion.20 The modern view, however, is permissive and tolerant towards the
close corporation and its characteristic charter provisions.

The recent amendments to the TBCA appear to be part of a trend
that has revolutionized drafting techniques for organizing the closely-
held and defined close corporation.2' Some provisions of the TBCA have

tions, the lawyers had to plan and draft with great imagination and ingenuity. In provid-
ing serviceable frameworks for the businesses they organized, they resorted (and con-
tinue to resort) to an interesting array of legal devices-pre-incorporation agreements,
special charter and by-law clauses, share transfer restrictions, shareholders' agreements
of various sorts, voting trusts, irrevocable proxies, and long-term employment contracts.

Ingenuity, however, seems to lead to much litigation. See. e.g., Macklin v. Nicollet Hotel, 25 F.2d
783 (8th Cir. 1928): Benintendi v. Kenton Hotel, Inc., 294 N.Y. 112, 60 N.E.2d 829 (1945)
Thompson v. J.D. Thompson Carnation Co., 279 III. 54, 116 N.E. 648 (1917): Jackson v. Hooper,
76 N.J. Eq. 592, 75 A. 568 (1910). Woolens, A Round Peg-A Square Hole: The Close Corpora-
tion and The Law, 22 Sw. L.J. 811, 821 (1968):

This is not the clarity or certainty which the practicing attorney desires or deserves.
When the attorney has labored to establish a viable business entity, he is entitled to the
security of knowing that his brain-child will survive.
18. ONeal, Molding the Corporate Form to Particular Business Situations: Optional

Charter Clauses, 10 VAND. L. REV. 1 (1957). One of the factors that increases the drafting
problems for closely-held corporations is that most form book clauses are designed to use for
public-issue corporations and not the small organization. The fact that these forms are not adap-
table to the needs of the lawyer gives rise to the necessity of originality-a virtue which unfortun-
ately associates with uncertainty.

19. Mason v. Curtis, 223 N.Y. 313. -, 119 N.E. 559, 562 (Ct. App. 1918). "Clearly the
law does not permit the stockholders to create a sterilized board of directors." This court cited
Jackson (see note 13 supra) and held that an agreement which vested management control in
shareholders was illegal and void, and thus the alleged violation thereof was not grounds for any
cause of action.

This court pointed out. however, that the corporation is a statutory creature, subject to the
law which created it. Today these statutes differ from the New York General Corporation Law
which stated that the affairs of every corporation shall be managed by its directors. See TEX. Bus.
CORP. ACT ANN. art. 2.30-1 (1973), which alters the provision of director control, article 2.31.
Svimposium-The Close Corporation, 52 Nw. U.L. REV. 345 (1957).

20. "The Secretary of State in some states, however, is reluctant to file charters containing
clauses couched in anything other than the traditional, impersonal and rather stereotyped charter
language." O'Neal, Molding the Corporate Form to Particular Business Situations: Optional
Charter Clauses, 10 VAND. L.REv. 1, 37 (1957). See O'NEAL, supra note 2, § 3.17 at 22.

21. Kerr, Proposed Amendments to Corporation Laws, 35 TEX. B.J. 1133 (1972):
Delaware, New York, California. Pennsylvania, New Jersey and many other states have
adopted new corporation laws and a proliferation of Federal laws has occurred. The
Committee on Revision of Corporation Law of the Section on Corporation, Banking
and Business Law of the State Bar has been engaged in a comprehensive review of the
Texas Business Corporation Act (TBCA) .. .for more than the past four years, and



TEXAS TECH LAW REVIEW [Vol. 5:703

been criticized for failing to adequately protect minority interests; 22

others are accused of creating pitfalls for unwary draftsmen.23 There
can be little doubt, however, that the added flexibility afforded the close
corporation under the new statute will greatly facilitate the use of both
the closely-held and defined close corporation forms of business organi-
zation.

III. PROVISIONS AFFECTING CLOSELY-HELD CORPORATIONS

The TBCA contains new and amended provisions, outside the pur-
view of the defined close corporation provisions, 24 which alter the treat-
ment of the closely-held corporation. 25 A later discussion will cover

during the past year three significant bills were drafted by the Committee and approved
by the State Bar for inclusion in its 1973 Legislative Program.

22. Comment, The New Texas Close Corporation Legislation: A Comparison with Florida
and Delaware, 27 Sw. L.J. 340 (1973).

23. Id.
24. The defined close corporation provisions are TEX. Bus. CORP. ACT ANN. arts. 2.30-1

through 2.30-5 (1973).
25. The following changes have been made to the Texas Business Corporation Act (1956):

AMENDMENTS:

Article 1.02(a)(10)
Article 2.01A
Article 2.02A(l 1)
Article 2.02A(14)(15)
Article 2.02A(] 6)
Article 2.03D
Article 2.03F
Article 2.12B(5)
Article 2.13A(17)
Article 2.15E
Article 2.19B, E, F, G & H
Article 2.20
Article 2.22
Article 2.23
Article 2.24
Article 2.29A
Article 2.29D
Article 2.32
Article 2.35
Article 2.36
Article 2.44
Article 3.02A(3)
Article 3.06

Article 4.02A(l) & C
Article 4.03C
Article 4.04A(3) & (5)
Article 4.04B
Article 4.07A
Article 5.1 IA(])
Article 5.14
Article 6.01
Article 8.05A
Article 8.06A
Article 8.07A
Article 9.08A
Article 9. I OB
NEW PROVISIONS:
Article 2.02A(18)
Article 2.14-1
Article 2.22-1
Articles 2.30-1, -2, -3, -4, -5
Article 3.02A(9)
Article 4.01 B(18), (19) & (20)
Article 4.03B(l 1), (12), & (13)
Article 8.04
Article 9.1OC
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those provisions which are peculiar to the defined close corporation."

A. Variations in Voting Rights

The simplest structure is sometimes the best for the close corpora-
tion.27 Where control is critical, however, variations from the simplest
possible structure may be necessary to create a management pattern
that fits the need of the minority shareholder to have some voice in
management of the business." Two methods of attaining minority repre-
sentation on the board of directors will be discussed. The first method
is multiple and fractional voting.29 Article 2.29A of the TBCA facilitates
the use of variations in voting rights as a control device for closely-held
corporations.30 The second method of attaining minority representation
is to provide for cumulative voting." Cumulative voting provides each
shareholder the number of votes equal to the number of his shares
multiplied by the number of directors to be elected; he may cast them

26. The later section will deal exclusively with those new amendments to the Texas Business
Corporation Act which are peculiar to the defined close corporation. TEX. Bus. CORP. ACT ANN.
arts. 2.30-1 through 2.30-5 (1973). See note 117 infra.

27. For a complete discussion see I O'NEAL, supra note 2, § 2.14 at 77.
28. Id.
29. TEX. Bus. CORP. ACT ANN. art. 2.29A (1973):
(I) Each outstanding share, regardless of class, shall be entitled to one vote on each
matter submitted to a vote at a meeting of shareholders, except:

(a) To the extent that the articles of incorporation provide for more or less
than one vote per share or (and to the extent permitted by this Act) limit or
deny voting rights to the holders of the shares of any class or series, or
(b) As otherwise provided by this Act.

(2) If the articles of incorporation provide for more or less than one vote per share
for all the outstanding shares or for the shares of any class or any series on any matter,
every reference in this Act (or in the articles of incorporation or bylaws, unless expressly
stated otherwise therein), in connection with such matter, to a specified portion of such
shares shall mean such portion of the votes entitled to be cast in respect of such shares
by virtue of the provisions of such articles of incorporation.
30. Id.
31. TEX. Bus. CORP. ACT ANN. art. 2.29D (1973):
(I) At each election for directors every shareholder entitled to vote at such election
shall have the right to vote, in person or by proxy, the number of shares owned by him
for as many persons as there are directors to be elected and for whose election he has a
right to vote, or unless expressly prohibited by the articles of incorporation to cumulate
his votes by giving one candidate as many votes as the number of such directors multi-
plied by his shares shall equal, or by distributing such votes on the same principle among
any number of such candidates.
(2) Any shareholder who intends to cumulate his votes as herein authorized shall give
written notice of such intention to the secretary of the corporation on or before the day
preceding the election at which such shareholder intends to cumulate his votes. All
shareholders may cumulate their votes if any shareholder gives the written notice pro-
vided herein.
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all for one director if he so desires. 2 This method will be discussed only
briefly because there has been little change in Article 2.29D,11 the
statutory authorization for cumulative voting. Voting trusts and agree-
ments, 4 a third method, will not be discussed except in relation to the
cumulative voting provision and the provision on multiple and fractional
voting of shares.

Voting rights may be varied among classes of stock or among series
within a class of stock under article 2.29A of the TBCA. 5 "Almost any
control arrangement that is desired can be set up by the use of several
classes of shares, and in general that method of distributing control is
preferable to a shareholder agreement, a voting trust, or a proxy."3

Voting differentiations may be utilized for a variety of purposes, includ-
ing minority shareholder protection and control. 7 Variations in voting
rights are used for minority protection by giving minority shareholders
voting rights which are out of proportion to their capital contribu-
tions.:1 The articles of incorporation may expand, limit, or totally deny
voting rights to the holders of the shares of any class or series within a

32. CARY, CORPORATIONS 285 (1969).
33. See note 31 supra.
34. TEx. Bus. CORP. ACT ANN., art. 2.30 (1973).
35. See note 29 supra.
36. 1 O'NEAL, supra note 2, § 3.17 at 22. Ballard, Arrangements for Participation in Corpo-

rate Management Under the Pennsylvania Business Corporation Law, 25 TEMP. L.Q. 131, 151
(1951).

By appropriate distribution of votes, therefore, a particular shareholder or group
of shareholders may be assured of the election of one or more or a majority of the board
of directors, and of power either to muster or prevent sufficient vote for shareholder
action on other matters.

Note, however, that classifications of shares of stock in the past has not been a popular device in
Texas. See Pelletier and Marsh, Incorporation Planning in Texas, 23 Sw. L.J. 820, 837 (1969),
where it is reported that out of a sample of 1,000 charters filed in Texas in 1968, only 12 had divided
the common stock into two classes, and 7 had authorized common and preferred stock both. It is
alleged that the tax disadvantages of losing subchapter S status accounts for this low percentage.
See note 42 infra. The desire to take the losses individually which usually accrue during the
business' first years is evidently the overriding consideration.

37. For a discussion of estate planning techniques when dealing with the family corporation,
see Comment, Estate Planning for the Disposition of Control of a Family Corporation, 52 MINN.

L. REV. 1019 (1968). This article deals with buy-outs and recapitalization as two methods of
disposing of the control in the family corporation. For income tax difficulties dealing with assign-
ments of income, see Overton v. Commissioner, 162 F.2d 155 (2d Cir. 1947).

Attempts of shareholders to approximate a partnership, while being held invalid in the form
of voting agreements, might be enforceable if the device used to attain this goal were classifications
of stock. See Ballard, Arrangements for Participation in Corporate Management Under the Penn-
sylvania Business Corporation Law, 25 TEMP. L.Q. 131, 150 (1957). See also I O'NEAL, supra note
2, § 3.17 at 22. Note that while shareholder voting agreements are specifically permitted by Article
2.30B, they are limited to ten years. TEx. Bus. CORP. ACT ANN. art. 2.30B (1973).

38. Symposium--The Close Corporation, 52 Nw. U.L. REv. 345 (1957).

710 [Vol. 5:703
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class." Therefore, any shareholder or group of shareholders may be
given sufficient voting power to insure representation on the board of
directors. Disproportionate representation on the board may be of lim-
ited value, however, without veto power over board action. 0

Although variations in voting rights among groups of shareholders
may guarantee minority representation on the board of directors, the
use of these stock classifications may also cause definite tax disadvan-
tages. A corporation cannot qualify for classification as a subchapter S
corporation under the Internal Revenue Code if it issues more than one
class of stock.4 Any variation in voting rights is prima facie evidence
that the corporation has issued more than one class of stock for the
purposes of subchapter S status, regardless of the fact that only one
class of stock is actually utilized. "Thus, difference as to voting rights,
dividend rights, or liquidation preferences of outstanding stock will dis-
qualify a corporation from subchapter S status."4 When properly
drafted, however, stock classification may not result in income tax dis-
advantages. The proper technique requires different classifications of
stock such that each class has the right to elect members of the board

39. See note 29 supra.
40. O'NEAL & DERWIN, supra note 16, § 7.08 at 177:

A high vote requirement for shareholder action alone however, does not give a veto
over many management or policy actions which might be used in a squeeze-play. To
protect a minority shareholder against certain types of squeeze-plays, he needs to be
given a veto over actions within the province of the board of directors, including the
hiring and discharge of employees, changes in employees' compensation, execution of
contracts, lending of money, issuance of additional corporate stock, and decisions to
purchase or not to purchase shares of the company's stock under first-option arrange-
ments. To give minority shareholders a veto over acts of this kind, it is necessary to set
up a high vote requirement for director action and to couple that high vote requirement
with an arrangement which assures the minority shareholder of representation on the
board of directors.

Veto power will be discussed in a later section of this paper. See note 72 infra.
41. INT. REV. CODE OF 1954, § 1371(a) (emphasis added):

(a) SMALL BUSINESS CORPORATION.-For purposes of this subchapter, the term
"small business corporation" means a domestic corporation which is not a member of
an affiliated group (as defined in section 1504) and which does not-

(I) have more than 10 shareholders:
(2) have as a shareholder a person (other than an estate) who is not an
individual:
(3) have a nonresident alien as a shareholder: and
(4) have more than one class of stock.

42. Treas. Reg.§ 1.13 7 1-1(g)(1 968):
If the outstanding shares of stock of the corporation are not identical with respect

to the rights and interests which they convey in the control, profits, and assets of the
corporation then the corporation is considered to have more than one class of stock.
Thus a difference as to voting rights, dividend rights, or liquidation preferences of
outstanding stock will disqualify a corporation.
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of directors in proportion to the number of shares in each group.43 By
wording the classification provision in this manner, which is the lan-
guage of regulation 1.1371-1(g)" of the Treasury Regulations, veto
power can be given a minority shareholder or group of shareholders
without loss of subchapter S status. The use of stock classification as a
control device is greatly limited, however, because proportionate voting
rights and minority control are usually mutually exclusive. 5

A practical problem is associated with variations in voting rights.
The value in the market of shares of stock in a closely-held corporation
is greatly reduced where the voting rights of that stock are limited." The
stock may have no value at all to a prospective purchaser where the
element of control is missing." Although tax disadvantages may be
avoided by careful drafting, it is impossible to avoid the adverse market
reaction to a disassociation of active management and ownership which
is typical of the close corporation.18 Therefore, where one class or series
of stock within a class has greatly varied voting rights, or no voting
rights at all, the practical problem of marketability is present.

Variations in voting rights were allowed by the 1956 TBCA in
article 2.29A.41 This provision, prior to amendment, appeared to allow
either one vote or no vote for each outstanding share of stock."0 The
wording of the amended article 2.29A removes all doubt that shares are
entitled to multiple or fractional voting rights."' But variations in voting

43. Id.
44. Id.
45. I O'NEAL, supra note 2, § 2.04(b) at 24.
46. See Steadman, Maintaining Control of Close Corporations, 14 BUSINESS LAWYER 1077,

1079 (1959):
[I1n a closely-held concern, stock seldom has any value to outsiders unless it repre-

sents some form of control. This perhaps contributes to the adverse publicity which has
tended to render non-voting stock unmarketable.

47. Id.
48. I O'NEAL, supra note 2, § 1.02 at 3:
. . . Along this line, one leading writer defines the close corporation as 'one wherein all
the outstanding stock (there being no publicly held securities of any other class) is owned
by the persons (or members of their immediate families) who are active in the manage-
ment and conduct of the business.'

49. TEx. Bus. CORP. ACT ANN. art. 2.29A (1956):
Each outstanding share, regardless of class, shall be entitled to one vote on each

matter submitted to a vote at a meeting of shareholders, except to the extent that the
voting rights of the shares of any class or classes are limited or denied by the articles of
incorporation as permitted by this Act.

50. Doty & Parker, Changes in The Texas Business Corporation Act and Related Statutory
Provisions, 10 Hous. L. REV. 1009, 1016 (1973):

This amendment permits the articles of incorporation to provide for multiple and
fractional vote per share. The present statutory provision permits only one or no votes.

51. See note 29 supra,

[Vol. 5:703
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rights are permissable only if they are set out in the articles of incorpo-
ration.-"

Two areas of caution should be observed in the use of variations
in voting rights and in the total elimination of voting rights as a tool to
gain representation on the board of directors. 3 First, if the by-laws so
provide, a board member may be removed by a simple majority vote of
the shareholders,54 and vacancies may be filled by the remaining board
members."5 In drafting the by-laws, the attorney should be careful to
protect the minority representation from removal without cause by the
majority .5  A provision that minority directors may not be removed
without cause, or may be removed without cause only by the class which
elected them if classification of stock has been utilized to effectuate
minority representation in the first instance, may be a viable solution.
Second, the reduction or elimination of voting rights in a class or classes
of stock is ineffectual as to some types of corporate activity. Therefore,
even non-voting stock may have a vote for these corporate events: (1)

52. TEX. Bus. CORP. ACT. ANN. art. 2.29A(l)(a) (1973) (emphasis added):
To the extent that the articles of incorporation provide for more or less than one

vote per share or (if and to the extent permitted by this Act) limit or deny voting rights
to the holders of the shares of any class or series .....

53. See I O'NEAL, supra note 2, at Chapter 3.
54. TEX. Bus. CORP. ACT ANN. art. 2.32 (1973):
• . . Unless removed in accordance with provisions of the bylaws or the articles of
incorporation, each director shall hold office for the term for which he is elected and
until his successor shall have been elected and qualified. The bylaws or the articles of
incorporation may provide that at any meeting of shareholders called expressly for that
purpose any director or the entire board of directors may be removed, with or without
cause, by a vote of the holders of a majority of the shares then entitled to vote at an
election of directors, subject to any further restrictions on removal which may be con-
tained in the bylaws.
55. TEX. Bus. CORP. ACT ANN. art. 2.34A (1973):

Any vacancy occuring in the board of directors may be filled by the affirmative vote
of a majority of the remaining directors though less than a quorum of the board of
directors. A director elected to fill a vacancy shall be elected for the unexpired term of
his predecessor in office. Any directorship to be filled by reason of an increase in the
number of directors shall be filled by election at an annual meeting or at a special
meeting of shareholders called for that purpose.
56. Id. The provision for filling vacancies is permissive; i.e., the vacancies may be filled by

the affirmative vote of a majority of the remaining directors. By-law provisions or provisions in
the articles of incorporation may offer protection for the minority representation.

57. For a complete discussion of this problem see I O'NEAL, supra note 2, § 3.20 at 27:
One word of caution is perhaps necessary on the use of non-voting shares. . ..

[S]hareholders may have a statutorily guaranteed right to vote on charter amendments,
consolidations, mergers, distributions in partial liquidation, sale of all corporate assets,
dissolution, and perhaps other matters. . . . Thus, the issuance of even nonvoting stock
can result in the loss of control over some types of corporate action.
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Voluntary Dissolution by Consent of Shareholders - Article 6.0258 and
Voluntary Dissolution by Act of the Corporation - Article 6.03;11 (2)
Approval by Shareholders of Merger or Consolidation of Domestic
Corporations - Article 5.03;o0 (3) Disposition of Assets Requiring Spe-
cial Authorization of Shareholders - Article 5.10;6t and (4) certain de-
fined close corporation actions to be discussed later."

Article 2.29D of the TBCA allows cumulative voting.6" This con-
trol device gives each shareholder the number of votes equal to the
number of his shares multiplied by the number of directors to be elected.
The votes then may be accumulated and cast for one or more directors."
The right to cumulative voting is granted unless the articles of incorpo-
ration expressly provide otherwise. 5 This right is now protected by
article 2.32 of the TBCA which provides that directors who are elected
under a cumulative voting system, must be removed by the same system
rather than by a majority vote of the shares then entitled to vote."

Shareholder agreements and voting trusts may be used to effectuate
minority representation on the board of directors. Article 2.30 of the
TBCA allows any number of shareholders to agree to vote their shares
as a unit, provided the agreement is in writing, and the writing or its
counterpart is kept at the corporation's principal office and is available

58. TEX. Bus. CORP. ACT ANN. art. 6,02 (1973). A corporation may be voluntarily dissolved
by the written consent of all of its shareholders.

59. TEX. Bus. CORP. ACT ANN. art. 6.03 (1973):
A. A corporation may be dissolved by the act of the corporation when authorized

in the following manner:

(3) At such meeting a vote of shareholders entitled to vote thereat shall
be taken on a resolution to dissolve the corporation. Each outstanding share
of the corporation shall be entitled to vote thereon, whether or not entitled
to vote thereon by the provisions of the articles of incorporation.

60. TEX. Bus. CORP. ACT ANN. art. 5.03 (1973).
61. TEx. Bus. CORP. ACT ANN. art. 5.10 (1973).
62. See notes 126, 139. 170, 180, and 192 infra.
63. See note 31 supra.
64. See note 32 supra.
65. TEX. Bus. CORP. ACT ANN. art. 2.29D(1) (1973):
.. . unless expressly prohibited by the articles of incorporation to cumulate his votes by
giving one candidate as many votes as the number of such directors multiplied by his
shares shall equal, or by distributing such votes on the same principle among any number
of such candidates.

66. TEx. Bus. CORP. ACT ANN, art. 2.32 (1973):
. . . In the case of a corporation having cumulative voting, if less than the entire board
is to be removed, no one of the directors may be removed if the votes cast against his
removal would be sufficient to elect him if then cumulatively voted at an election of the
entire board of directors, or if there be classes of directors, at an election of the class of
directors of which he is a part.
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for examination by a shareholder of the corporation. 7 A similar device
is the voting trust whereby a trustee has the right to cast the sharehold-
ers' votes." Both types of voting contracts, unlike multiple and frac-
tional voting provisions and cumulative voting, are limited to a duration
of ten years. 9 The limited life of the agreement may result in a loss of
protection for the minority shareholder when protection is most
needed.7 0

B. Minority Protection-Veto Power

Veto power over corporate activities is a major deterrent to the
squeezeout of minority interests. Representation on the board of direc-
tors is valueless without a method of controlling board action; the mi-
nority interest, by definition, lacks this ability.7 Therefore, some other
method of control is required to protect the minority shareholders from
adverse majority actions. The TBCA now offers statutory authority for
the use of control devices which give minority shareholders veto power.72

67. TEX. Bus. CORP. ACT ANN. art. 2.30B (1973).
68. TEX. Bus. CORP. ACT ANN. art. 2.30A (1973),
69. TEx. Bus. CORP. ACT ANN. art. 2.30B (1973):

Any number of shareholders may enter into a voting agreement in writing for the
purpose of voting their shares as a unit, in the manner prescribed in the agreement, on
any matter submitted to a vote at a meeting of the shareholders for a period not
exceeding ten (10) years from the date of the execution of the agreement.

70. I O'NEAL, supra note 2, § 1.14a at 73:
• . . Such a limitation on the term of a shareholders' agreement may make it difficult
for a person coming into a close corporation in a minority position to contract for

adequate protection against the power normally held by majority shareholders under the
principal of majority rule. Often the first years of a business enterprise are lean years in
which the business has to struggle to survive, making little if any profit. If a sharehold-

ers' agreement is limited to ten years, its effectiveness may lapse just as the business is
developing into a highly profitable operation and seems assured of future success, a stage
in the development of an enterprise when majority shareholders may well be tempted to
squeeze out a minority shareholder, that is, eliminate him as a co-owner of the business.

O'Neal notes that the justification for this 10 year statute of limitations is that the period has been
applied traditionally to voting trusts. However, he fails to see that this justifies application of the
10 year statute of limitations to voting agreements.

71. The minority shareholder by definition lacks the ability to control the actions of the
majority. When represented he also lacks the ability to control the majority of the board unless he
is expressly given that authority. See note 77 infra.

72. TEX. Bus. CORP. AcT ANN. art. 2.35A (1973) (emphasis added):
A majority of the number of directors fixed by, or in the manner provided in, the

articles of incorporation or the bylaws shall constitute a quorum for the transaction of
business unless a greater number is required by law or the articles of incorporation or
the bylaws. The act of the majority of the directors present at a meeting at which a
quorum is present shall be the act of the board of directors, unless the act of a greater
number is required by law or the articles of incorporation or the bylaws.

TEX. Bus. CORP. ACT ANN. art. 2.28A (1973):
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Basically, veto power comes in two varieties. Either a unanimous voting
requirement is imposed, making the smallest possible interest sufficient
to block action, or the veto comes in the form of a greater than majority
voting requirement.73 The TBCA speaks in terms of "the vote . . . of
the holders of a greater or lesser number of shares"74 and therefore, it
could be argued that unanimous voting requirements are not sanc-
tioned.7" Although a provision requiring a greater than majority vote
may seem more orthodox than a like provision requiring a unanimous
vote, the two methods have identical effects in a given situation. When
a two-thirds majority is required, as is the prerequisite for amendment
of the articles of incorporation," a shareholder with 35 percent of the
voting power has the same veto power that a unanimous voting require-
ment would have provided.

Unless otherwise provided in the articles of incorporation, the holders of a majority
of the shares entitled to vote, represented in person or by proxy, shall constitute a
quorum at a meeting of shareholders, but in no event shall a quorum consist of the
holders of less than one-third (1/3) of the shares entitled to vote and thus represented
at such meeting. The vote of the holders of a majority of the shares entitled to vote and
thus represented at a meeting at which a quorum is present shall be the act of the
shareholders' meeting, unless the vote of a greater number is required by law, the articles
of incorporation or bylaws.

TEX. Bus. CORP. ACT ANN. art. 9.08A (1973):
Whenever, with respect to any action to be taken by the shareholders of a corpora-

tion, the articles of incorporation require the vote or concurrence of the holders of a
greater or lesser number of shares, or of any class or series thereof, than is required by
this Act with respect to such action, the provisions of the articles of incorporation shall
control, provided the lesser number constitutes a majority or more.

73. Veto power over board action could be divided into greater than majority or unanimous
voting requirements and greater than majority or unanimous quorum requirements. This distinc-
tion will not be applied to the discussion here. A distinction will be made, however, between the
greater than majority voting requirement and the unanimous voting requirement. For a complete
discussion see I O'NEAL, supra note 2, §§ 4.04 & 4.20.

74. See note 72 supra.
75. This language could be construed to mean that something less than unanimous voting

will be allowed. While the distinction in unanimous voting and greater than majority voting is non-
existent in certain situations (depending on the percentage of ownership of the minority share-
holder), distinctions have been drawn. See Kronenberg v. Sullivan County Steam Laundry Co.,
91 N.Y.S.2d 144, 155 (S. Ct. 1949):

The case of Benintendi v. Kenton Hotel, 294 N.Y. 112, 60 N.E.2d 829, 159 A.L.R.
280, upon which defendants rely, is distinguishable. In the Benintendi lawsuit no action
could be taken by the stockholders of the corporation except by the unanimous (empha-
sis supplied) vote of all and the by-laws could not be amended except by the unanimous
vote of all the stockholders. It was also held in the Benintendi case that a by-law of a
corporation requiring unanimity of action of all stockholders to amend the by-laws was
valid and that once proper by-laws have been adopted by a corporation the matter of
amending them is no concern of the State.

In the cited case, however, the vote requirement was 85% rather than 100%.
76. TEX. Bus. CORP. ACT ANN. art. 4.02 (1973).



19741 CLOSE CORPORA TIONS

There is ample statutory authorization for protection of the minor-
ity shareholder through use of the veto power. Throughout the TBCA
references are made to the ability of the drafting attorney to provide for
greater than majority voting requirements.77 Such provisions may re-
strict board action,78 govern the removal of directors without cause,
and control the amendment procedure for the articles of incorporation 0

and by-laws." Care should be taken in the drafting stage to protect
minority control devices from the possibility of removal. For example,
a unanimous voting requirement incorporated into the corporation
charter may be of no value to a 10 percent shareholder when the articles
of incorporation may be amended by a two-thirds vote. Therefore, care
is required to protect the minority shareholder by protecting the provi-
sions that give minority shareholders control.82

C. Stock Transfer Restrictions

The characteristics of the closely-held venture command the use of
various types of stock transfer restrictions. 3 In the close corporation

77. The following are some of the articles in the TBCA that permit greater than majority
voting or quorum requirements:

(I) Article 2.88 - Quorum of Shareholders
(2) Article 2.30-1(b)(3) - Action by managing shareholders in lieu of directors without
a meeting.
(3) Article 2.30-2 - Agreements Among Shareholders of a Close Corporation.
(4) Article 2.30-4 - Appointment of a Provisional Director for a Close Corporation in
Certain Cases (the removal of the provisional director).
(5) Article 2.32 - Number and Election of Directors.
(6) Article 2.35 - Quorum of Directors.
(7) Article 4.02 - Procedure to Amend Articles of Incorporation.

78. TEX. Bus. CORP. ACT ANN. art. 2.35 (1973).
79. TEX. Bus. CORP. ACT ANN. art. 2.32 (1973).
80. TEX. Bus. CORP. ACT ANN. art. 4.02 (1973).
81. TEX. Bus. CORP. ACT ANN. art. 2.23 (1973).
82. For example, if a minority shareholder provides for representation on the board and

further protects this position with a provision in the articles of incorporation requiring a unani-
mous vote for removal without cause under 2.32, he may nevertheless lose this position through
amendment to the articles of incorporation. Under 4.02 the articles of incorporation may be
amended by a two-thirds majority unless otherwise provided. If the minority shareholder holds less
than one third of the voting shares, he may suffer changes in the articles of incorporation which
are adverse to his position. The point is that once the draftsman has attained minority protection
in one area, he must be careful to avoid removal of that power through amendment by the majority.

83. The utilization of this tool should be prefaced with a complete understanding of both
the needs of the members of the venture and the available types of restrictions. While various forms
of stock restrictions are available, the first-option is the most widely used form currently. Combina-
tions of this and other types of restrictions may be applied, and these tools may be required to
effectuate control over more than one corporation. These agreements raise practical problems of
liquidity and may impose unfavorable tax consequences. For a complete discussion see O'Neal,
Restrictions on Transfer of Stock in Closely Held Corporations: Planning and Drafting, 65 HARV.
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ownership and active management merge. This creates a natural desire
to be able to choose those individuals with whom one shares manage-
ment and employment functions.8 4 If one shareholder is the key man in
the daily functioning of the business, as is often the case in the close
corporation, there may exist a definite need to restrict that person from
transferring his interest and thus his active management position to one
less capable. 5 Prohibition against sales to competitors is also needed to
prevent competitors from buying shares in order to acquire the right to
inspect corporate books and records. 6 Furthermore, conflict should be
avoided between active shareholders whose main return is salaries and
any potential inactive transferee who would desire low salaries and
higher dividends.87 Restrictions may also be desired to avoid the loss of
subchapter S status which would result from transfers causing the cor-
poration to have more than the maximum of 10 shareholders allowed
by the Internal Revenue Code. 8

The amendments to article 2.22 relax the rigid and inflexible stan-
dards imposed on stock transfer restrictions by the former article. 8

Article 2.22A of the 1956 Act only allowed the corporation to impose
restrictions which did not unreasonably restrain or prohibit transferabil-
ity.90 Article 2.22B limited authorization for these restrictions to classes
of stock with 20 shareholders or less.8 This latter provision, in addition

L.REv. 773, 809-15 (1952): 2 'NEAL, supra note 2, § 7.05 at 8; Comment, Estate Planning for
the Disposition of Control of a Family Corporation, 52 MINN. L.REv. 1019 (1968).

84. I O'NEAL, supra note 2, § 7.02 at 3.
85. Id.
86. Id.
87. Id.
88. Id. See note 42 supra.
89. TEX. Bus. CORP. ACT ANN. art. 2.22 (1956).
90. TEX. Bus. CORP. ACT ANN. art. 2.22A (1956):

Any corporation may impose restrictions on the sale or other disposition of its
shares and on the transfer thereof, which do not unreasonably restrain or prohibit
transferability. if each such restriction is expressly set forth in the articles of incorpora-
tion or bylaws of the corporation and is copied at length on the face or so copied on the
back and referred to on the face of each certificate representing shares, to the transfer
of which the restriction applies.

91. TEX. Bus. CORP. ACT ANN. art, 2.22B (1956):
In addition to any other restrictions which may reasonably be imposed on the

transfer of its shares by any corporation, in accordance with the foregoing provisions of
this Article, any of the following restrictions may be so imposed:

(2) Restrictions reasonably defining rights and obligations of the holders of shares
of any class, in connection with buy-and-sell agreements binding on all holders of shares
of that class, so long as there are no more than twenty (20) holders of record of such
class.
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to being restrictive, has been a subject of litigation. 2 As amended, the
article allows restrictions to be imposed by the articles of incorporation,
the by-laws, or by written agreement among any number of sharehold-
ers or between any number of shareholders and the corporation. 3

Section C of the amended provision imposes the notice requirement
formerly found in section A of the 1956 provision. 4 The restriction is
still required to be noted conspicuously on the security. In general this
conspicuous notation requirement, a prerequisite to enforceability of the
transfer restriction, is the same as its predecessor, but the new provision
adds that even if the restriction is not properly noted on the security, it
will be enforceable against a person with actual knowledge.

Section D of article 2.22 governs the enforceability of certain stock
transfer restrictions allowed by sections B and C.96 The five examples
of reasonable restrictions found in section D, however, are not exclusive,
and therefore the draftsman may validly adopt some restrictions which
do not fall squarely within section D's examples. 7 In adopting such

92. Ling & Co. v. Trinity Say. & Loan Ass'n, 470 S.W.2d 441 (Tex. Civ. App.-Waco
1971), rev'd, 482 S.W.2d 841 (Tex. 1972).

93. TEX. Bus. CORP. ACT ANN. art. 2.22B (1973):
A restriction on the transfer or registration of transfer of a security may be imposed

by the articles of incorporation, or bylaws, or a written ageement among any number
of the holders of such securities, or a written agreement among any number of the
holders and the corporation ....
94. TEX. Bus. CORP. ACT ANN. art. 2.22C (1973):

Any restriction on the transfer or registration of transfer of a security of a corpora-
tion, if reasonable and noted conspicuously (as such term is defined in Article 2.19) on
the security may be enforced against the holder of the restricted security or any successor
or transferee of the holder ....

TEX. Bus. CORP. ACT ANN. art. 2.22A (1956):
. . . if each such restriction is expressly set forth in the articles of incorporation or
bylaws of the corporation and is copied at length on the face or so copied on the back
and referred to on the face of each certificate representing shares, to the transfer of which
the restriction applies.

95. TEX. Bus. CORP. ACT ANN. art. 2.22C (1973)

96. TEx. Bus. CORP. ACT ANN. art. 2.22D (1973).
97. TEX. Bus. CORP. ACT ANN. art. 2.22D (1973):
In particular and without limiting the general power granted in Sections B and C of this
Article to impose reasonable restrictions, a restriction on the transfer or registration of
transfer of securities of a corporation shall be valid if it reasonably:

(1) Obligates the holders of the restricted securities to offer to the corpora-
tion or to any other holders of securities of the corporation or to any other
person or to any combination of the foregoing, a prior opportunity, to be
exercised within a reasonable time, to acquire the restricted securities; or
(2) Obligates the corporation to the extent permitted by this Act or any
holder of securities of the corporation or any other person, or any combina-
tion of the foregoing, to purchase the securities which are the subject of an
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provisions, the draftsman must be careful in deciding upon the enforcea-
bility of those restrictions which do not fall squarely within the purview
of section D. The enforceability decision is complicated because litiga-
tion under the amended provision undoubtedly will be sparse for some
time and decisions from other jurisdictions, even those with similar
statutes, can not be safely relied upon.9 8

D. Relaxation of Traditional Corporate Formalities

1. Number of Directors.

Three directors were required by the TBCA prior to amendment. 9

The one-man corporation, therefore, could be utilized only with the aid
of dummy directors who had virtually no practical function."°° Article
2.32 as amended allows a one-man board of directors.1'0 Although this
provision can hardly be deemed a major alteration in the functioning
of the closely-held corporation, it fulfills the need for simplification in
drafting for the one-man corporation. The requirement of three incorpo-
rators, however, has been retained.'

agreement respecting the purchase and sale of the restricted securities; or
(3) Requires the corporation or the holders of any class of securities of the
corporation to consent to any proposed transfer of the restricted securities or
to approve the proposed transferee of the restricted securities for the purpose
of preventing violations of federal or state laws; or
(4) Prohibits the transfer of the restricted securities to designated persons
or classes of persons, and such designation is not manifestly unreasonable; or
(5) Maintains the status of the corporation as an electing small business
corporation under Subchapter S of the United States Internal Revenue Code
or as a close corporation under this Act.

98. 2 O'NEAL, supra note 2, § 7.06 at 18:
The draftsman should be aware that judicial decisions in one jurisdiction on the

validity of share transfer restrictions cannot safely be relied on in other jurisdictions,
even in jurisdictions with similar statutes.

99. TEX. Bus. CORP. ACT ANN. art. 2.32A (1956).
100. Doty & Parker, Changes in the Texas Business Corporation Act and Related Statutory

Provisions, 10 Hous. L. REV. 1009, 1020-21 (1973):
This amendment permits management of a corporation by one or more directors.

The present provision requires a minimum of three directors. This results in the use of
dummy directors, with full fiduciary responsibilities, of which they may be unaware, who
serve no actual function other than to satisfy the numerical requirement.
101. TEX. Bus. CORP. ACT ANN. art. 2.32A (1973):

The board of directors of a corporation shall consist of one or more members. The
number of directors shall be fixed by, or in the manner provided in, the articles of
incorporation or the bylaws, except as to the number constituting the initial board of
directors, which number shall be fixed by the articles of incorporation. The number of
directors may be increased or decreased from time to time by amendment to or in the
manner provided in, the articles of incorporation or the bylaws, but no decrease shall
have the effect of shortening the term of any incumbent director. . ..

102. TEX. Bus. CORP. ACT ANN. art. 3.01A (1973):
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Section 2.32A provides that the number of directors may be in-
creased or decreased by amendment to the articles of incorporation or
by a manner provided in the articles of incorporation.0 3 Thus, the
number of directors may be changed without the necessity of amending
the by-laws, as required by the 1956 Act."04 The utilization of this device,
however, will be lost if the articles of incorporation do not specifically
provide that the number of directors may be altered without an amend-
ment to the articles of incorporation.0 5

2. Books and Records.

The books and records of the corporation may now be in any form
capable of conversion into writing within a reasonable time.", In the
close corporation the stockholders often are not accustomed to the
formalities of the corporate existence. 07 Like other provisions of lesser
importance, this provision is one that recognizes the reality of close
corporation practice and habitual disregard of the corporate ceremony.
Only minor changes were made to the provision which allows inspection
of corporate records. 08

3. Meetings of Shareholders or Directors-Action without a Meeting
or by Conference Telephone.

Actions required to be taken by the shareholders or directors at a
meeting may now be taken without meetings, or by conference tele-
phone meetings. 09 Under the amended article 9.10, actions required by
the corporation statute may be taken by shareholders or directors with-
out a meeting where consent of all shareholders or directors is ob-

Three (3) or more natural persons, two (2) of whom must be citizens of the State
of Texas, of the age of twenty-one (21) years or more may act as incorporators of a
corporation by signing, verifying, and delivering in duplicate to the Secretary of State
articles of incorporation for such corporation.
103. See note 101 supra.
104. TEX. Bus. CORP. ACT ANN. art. 2.32A (1956):

The number of directors may be increased or decreased from time to time by
amendment to the bylaws, but no decrease shall have the effect of shortening the term
of any incumbent director. ...
105. See note 101 supra.
106. TEX. Bus. CORP. ACT ANN. art. 2.44A (1973).
107. I O'NEAL, supra note 2, § 1.12 at 49:

Participants in a close corporation often seek to escape some of the normal attri-
butes of the corporate form of business and to gain for their enterprise partnership
characteristics which they deem advantageous . . . . Thus they often disregard the
formalities of the corporate ritual . . ..

108. TEx. Bus. CORP. ACT ANN. art. 2.44B (1973).
109. TEX. Bus. CORP. ACT ANN. art. 9.10 (1973).
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tained." Meetings are facilitated by the use of the conference telephone
provision."' A similar provision will be discussed more fully in the
defined close corporation section of this paper. " '

IV. PROVISIONS AFFECTING DEFINED CLOSE CORPORATIONS

The earliest attempts to segregate the close corporation from the
general public-issue corporations came in the form of various provisions
which affected the close corporation under the purview of general corpo-
ration legislation." 3 A more modern approach has been to draft an
entirely separate and integrated close corporation statute."' Texas has
combined the two techniques by enacting separate articles which govern
the defined close corporation within the general corporation statutes."5

The section of this paper on closely-held corporations dealt with those
provisions which altered the treatment of the close corporation by af-
fecting all corporations."' Those sections which deal specifically with
the defined close corporation will be covered here." 7

A. Management of the Defined Close Corporation

One reason for the failure of the legislatures to produce an inte-
grated statutory scheme for the defined close corporation was the basic
difficulty in reaching a satisfactory definition of the close corporation."8

Florida was the first jurisdiction to draft an integrated close corporation
statute and defined the close corporation as "a corporation for profit
whose shares of stock are not generally traded in the markets main-
tained by securities dealers or brokers.""' Texas has defined the close
corporation as:

a domestic corporation (1) which, at any given time, has no
more than 15 shareholders of record of all classes of shares, whether
or not entitled to vote; (2) whose issued shares of all classes shall be
subject to one or more of the restrictions on transfer permitted by

110. Id.
I II. TEX. Bus. CORP. ACT ANN. art. 9.10C (1973). This provision also facilitates the use of

committees which are governed by TEX. Bus. CORP. ACT ANN. art. 2.36 (1973).
112. See note 132 infra.
113. 1 O'NEAL, supra note 2, § 1.14 at 54.
114. Id; I O'NEAL, supra note 2, § 1.14b at 62.
115. TEX. Bus. CORP. ACT ANN. arts. 2.30-1 through 2.30-5 (1973).
116. See note 25 supra.
117. TEX. Bus. CORP. ACT ANN. arts. 2.30-1 through 2.30-5 (1973).
118. See note 5 supra.
119. FLA. STAT. ANN. § 608.70(2) (Supp. 1973).
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Article 2.22 of this Act- and (3) whose shares shall have been issued
to its shareholders without any public offering, solicitation, or
advertisement 120

The Texas definition's limitation on the number of shareholders may be
unnecessary because large numbers of shareholders will lead to viola-
tions of other requirements. 2' The 15 shareholder limitation, however,
avoids the criticism of ambiguity often leveled at the Florida statute . 22

Any corporation which fits the definition of the defined close cor-
poration under article 2.30-1A would appear to be automatically subject
to all the defined close corporation provisions, articles 2.30-1 through
2.30-5. ' 21 Most of these provisions, however, require some affirmative
action on the part of the shareholders before their sanctions apply.' 4 In
addition, all other provisions of the TBCA, those which are not found
in articles 2.30-1 through 2.30-5, apply to the defined close corporation
where not inconsistent with the defined close corporation articles.2 5

Article 2.30-I B allows the shareholders to manage the defined close
corporation as partners inter se.26 This provision is simply legislative

120. TEX. Bus. CORP. ACT ANN. art. 2.30-1A (1973).
121. Comment, The New Texas Close Corporation Legislation: A Comparison with Florida

and Delaware, 27 Sw. L.J. 340, 343 (1973).
122. Dickson, The Florida Close Corporation Act: An Experiment That Failed, 21 U. MIAMI

L. REv. 842 (1967): I O'NEAL, supra note 2, § 1.14b at 62.
123. TEX. Bus. CORP. ACT ANN. arts. 2.30-1 through 2.30-5 (1973).
124. Id.; Doty & Parker, Changes in the Texas Business Corporation Act and Related

StatutorI Provisions, 10 Hous. L. REv. 1009, 1018 (1973).
125. TEX. Bus. CORP. ACT ANN. art. 2.30-IA (1973).
126. TEX. Bus. CORP. ACT ANN. art. 2.30-1B (1973):

If the articles of incorporation of a close corporation expressly so state and if each
certificate representing its issued and outstanding shares so conspicuously (as defined in
Article 2.19 of this Act) states, the business and affairs of such close corporation shall
be managed by the shareholders of the close corporation rather than by a board of
directors, and the following provisions shall apply:

(I) Whenever the context requires, the shareholders of such close corporation
shall be deemed directors of such corporation for purposes of applying any of the
provisions of this Act.

(2) The shareholders of such close corporation shall be subject to the liabilities
imposed by this Act or by law for any action taken or neglected to be taken by directors
of a corporation.

(3) Any action required or permitted by this Act to be taken by the board of
directors of a corporation shall or may be taken by action of the shareholders of such
close corporation at a meeting thereof or in the manner permitted by this Act without a
meeting. In addition, in the event of any action taken by the shareholders, the consent
of all the shareholders shall be binding upon the corporation. Such consent may be
evidenced (i) by the full knowledge of such action by all the shareholders and their failure
to object thereto in a timely manner or (ii) by a writing executed by or on behalf of all
the shareholders or (iii) by any other means reasonably evidencing such consent.
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approval of the type of arrangement which already existed in many close
corporations.' One change, however, is that under 2.30-1B, there is
some provision for public notice of the partnership-type management. 28

Article 2.30-1 B requires that the articles of incorporation provide for
shareholder management and that this arrangement be evidenced on the
stock certificates. 2 ' The shareholders then are allowed to function as
directors. They are substituted for the directors for purposes of applying
other articles of the TBCA, and they will be exposed, in return, to
directors' liability.'3 0 There seems to be no real distinction, however,
between the risk assumed by a managing shareholder with director's
liability and the risk assumed by a director in a closely-held corporation.
If directors' liability is viewed as necessary to the proper management
and control of the defined close corporation, the risk can be spread with
insurance which may now be purchased by the corporation to indemnify
a director, officer, employee or agent of the corporation. 3'

The managing shareholders may act with or without meetings. 3
1

Consent of all shareholders is binding on the corporation where actions
are taken without a meeting.'1 Consent may be evidenced not only by
full knowledge and failure to object or by a writing evidencing consent,
but also by any other means reasonably evidencing consent. 34 Article
2.30-1B is less specific in providing for the proper procedure to be
followed where action by the managing shareholders is to be taken at a
meeting. 35 Shareholder agreements specifying the procedure to be fol-
lowed may be required for action at a shareholder meeting.' 36 The
TBCA does not specify the capacity which managing shareholders as-
sume at their meetings. They could sit either as directors with one vote
per person'37 or as shareholders with votes in proportion to ownership
subject to variations in voting rights.' 38 To alleviate any possible disa-
greement, the drafting attorney may desire to provide for the procedure
which managing shareholders are to follow should action be taken at a
meeting.

127. See note 107 supra.
128. See note 126 supra.
129. Id.
130. Id.
131. TEX. Bus. CORP. ACT ANN. art. 2.02A(16) (1973).

132. See note 126 supra.
133. Id.
134. Id.
135. Id.
136. TEx. Bus. CORP. ACT ANN. art. 2.30-2 (1973).
137. TEX. Bus. CORP. ACT ANN. art. 2.35 (1973).
138. TEX. Bus. CORP. ACT ANN. art. 2.28 (1973).
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B. Agreements Among Shareholders

Shareholder control of management is attained when all sharehold-
ers of the corporation (whether or not entitled to vote) agree to regulate
any phase of the venture. 39 Article 2.30-2 provides for shareholder
control over virtually all management aspects of the defined close cor-
poration.4 0 The article specifies eight areas which are susceptible to
contractual agreement by the shareholders, and the list is not exclu-
sive. 4 ' Courts in the past have invalidated control and management
agreements by finding that they produce a sterile board of directors.'
These decisions seem to be based on public policy and statutory require-
ments that the corporation be managed by its board of directors.4 3

Article 2.30-2A alters the statutory scheme and reflects a changed atti-
tude toward shareholder control.

One of the principal fears of the minority shareholder is the
squeeze-out.' The term squeeze-out means that majority shareholders
use their superior control positions to reduce or completely eliminate the
participation of minority shareholders in the business. In such a case the
minority shareholder not only loses management control, but may also
lose any claim to earnings, assets, or income from the business.'45 The
harsh result is further complicated by the fact that there is usually no
market for stock of close corporations.' Therefore, when a share-
holder's investment is in both money and time, the squeeze-out can
cause loss of both employment and investment. In the past minority
protection from squeeze-out depended on variations in voting rights," 7

classifications of shares of stock,'48 and other drafting techniques applic-
able to the closely-held corporation.'49 The attorney and the client were
forced to face a possible adverse judicial attitude50 as well as possibly

139. See TEX. Bus. CORP. ACT ANN. art. 2.30-2A (1973).
140. Id.
141. Id.
142. See note 13 supra.
143. TEX. Bus. CORP. ACT ANN. art. 2.31 (1973):

A. The business and affairs of a corporation shall be managed by a board of
directors. Directors need not be residents of this State or shareholders of the corporation
unless the articles of incorporation or bylaws so require. The articles of incorporation
or bylaws may prescribe other qualifications for directors.
144. O'NEAL & DERWIN, supra note 16, § 1.04 at 6.
145. Id. at 3.
146. See note 46 supra.
147. See note 29 supra.
148. See note 36 supra.
149. See note 27 supra.
150. See note 19 supra.
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adverse tax consequences.' 5' Although the trend in judicial decisions is
toward protection of the minority shareholder, the decisions have not
been uniform.' Article 2.30-2A's allowing shareholder contractual
agreements to control virtually all of the management functions of the
business satisfies the need for shareholder protection from the squeeze-
out.

One of the areas where shareholder agreements will be allowed is
that of stock transfer restrictions.'53 The prior discussion of article 2.22
dealt with the usefulness of this device in drafting and planning for the
closely-held corporation."' The stock transfer restriction, while a basic
closely-held corporation device, is also a prerequisite for the close cor-
poration in meeting the definitional requirements of the defined close
corporation. 5 Under article 2.22, stock transfer restrictions may be
imposed by the articles of incorporation or the by-laws, or may be
imposed by written agreement among any number of shareholders or
between the shareholders and the corporation. The agreement must be
kept at the corporation's principal place of business and its registered
office and is subject to the right of examination. 5 ' Also the agreement
must be noted conspicuously on the stock certificate.'57 The restriction,
however, need not be filed with the Secretary of State.' This is not true
with stock transfer agreements among shareholders under article 2.30-
2.111 Those agreements, in addition to the normal procedural require-
ments for stock transfer restrictions mentioned above, must be set forth
in full in the articles of incorporation or by-laws of the defined close
corporation, and these restrictions must be filed with the Secretary of
State.'"0

The five types of stock transfer restrictions set out in article 2.22D
are deemed to be prima facie valid if otherwise reasonable.' 1 These

151. See note 42 supra.
152. See note 17 supra.
153. TEX. Bus. CORP. ACT ANN. art. 2.30-2A(2) (1973).
154. See note 83 supra.
155. TEX. Bus. CORP. ACT ANN. art. 2.30-1A (1973).
156. TEX. Bus. CORP. ACT ANN. art. 2.22B (1973).
157. TEX. Bus. CORP. ACT ANN. art. 2.22C (1973).
158. See notes 155 & 156 supra. Where the restriction is by agreement and not included in

the articles of incorporation, no filing with the Secretary of State is required by article 2.22. To
be effective under the defined close corporation provisions, articles 2.30-1 through 2.30-5, the
restrictions need to be incorporated into the articles of incorporation or the bylaws. Thus, filing
with the Secretary of State is required.

159. Id; TEx. Bus. CORP. ACT ANN. art. 2.30-2B & C (1973).
160. TEX. Bus. CORP. ACT ANN. art. 2.30-2B & C (1973).
161. See note 97 supra.
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restrictions appear to be drafted specifically for application in the de-
fined close corporation. For example, the draftsman may wish to adopt
a restriction which would impose upon the holder the obligation to
register the shares under the Securities Act of 1933 prior to sale.,8 2

Article 2.22 of the 1956 Act did not expressly approve such a restric-
tion""3 and in Ling & Company v. Trinity Savings & Loan
Association,' 4 the court questioned such a provision. Section D(3) as
amended, however, specifically allows this type of restriction." 5 Another
provision, section D(5), allows restrictions that maintain the status of
the defined close corporation as an electing small business corporation
under subchapter S of the Internal Revenue Code or as a defined close
corporation under articles 2.30-1 through 2.30-5.166

The use of shareholder agreements under the defined close corpora-
tion provisions may eliminate some of the need to utilize stock classifi-
cation, variations in voting rights, cumulative voting rights, voting
agreements, voting trusts, and other closely-held corporation control
devices to protect the minority shareholder." 7 Some statutes have shac-
kled the usefulness of these agreements with the 10-year statute of limi-
tations that applies to voting agreements and voting trusts.' Texas
avoids this adverse effect by providing for the validity of the agreements
as long as the defined close corporation status is retained and the notice
requirements of article 2.30-2B and 2.30-2C are met. 6 '

C. Judicial Protection Against Involuntary Loss of Defined Close
Corporation Status

Any party who is subject to a shareholder agreement within the
defined close corporation provisions may petition any court of compe-
tent jurisdiction in the county in which the close corporation has its
principal place of business to enjoin any action which would forfeit
defined close corporation status. There is no requirement to have pro-
vided for this right by agreement or otherwise.' 8 The court may enjoin
a public offering, solicitation, or advertisement of shares of stock of the

162. 2 0'NEA,, supra note 2, § 7.02 at 5.
163. TEX. Bus. CORP. ACT ANN. art. 2.22 (1956).
164. 470 S.W.2d 441 (Tex. Civ. App.-Waco 1971), rev'd, 482 S.W.2d 841 (Tex. 1972).
165. See note 97 supra.
166. Id.
167. See note 25 supra.
168. S.C. CODE ANN. § 12-16.22 (Supp. 1973); 1 'NEAL, supra note 2, § 1.14c at 73.

169. TEX. Bus. CORP. ACT ANN. art. 2.30-2D (1973).

170. TEX. Bus. CORP. ACT ANN. art. 2.30-3 (1973).
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defined close corporation. 7' Section 2.30-3B also grants the court dis-
cretion to apply specific performance or other equitable or legal relief,
including receivership.' Section D reiterates the point that other reme-
dies are still available to the court.7 3 It would appear, however, that
one of the functions of equitable actions is to avoid the drastic nature
and results of the remedies of receivership, liquidation of assets, and
dissolution.' Therefore, the requirement to show irreparable harm be-
fore equitable action will be taken is not present in the proceeding to
prevent loss of defined close corporation status or to enforce agreements
among shareholders of the defined close corporation.'75

D. The Provisional Director

Corporate deadlock can be as damaging to the minority share-
holder as the squeeze-out. The directors or managing shareholders may
become so deadlocked in management that the business cannot be con-
ducted profitably. The loss which may result from this impasse is a very
real contingency. Veto power in the hands of the minority shareholder
can increase the risk of deadlock.' 6 Traditionally, the power given to
minority shareholders is a negative power, that is, a power to veto or
block corporate actions.'77 The greater than majority or unanimous
voting requirements, coupled with guaranteed minority representation
as either a director or a managing shareholder, increase the potential
for corporate deadlock. 7 ' The appointment of a receiver in such a situa-
tion is a severe remedy. 179

Without resorting to the drastic remedy of receivership, article
2.30-4 gives the shareholders affirmative protection from the economic
loss that is associated with deadlock."" The court-appointed provisional
director is an impartial person who is neither a shareholder or creditor
of the corporation. Deadlock is broken and economic loss is avoided
because the provisional director has all of the rights and powers of a

171. Id.
172. TEX. Bus. CORP. ACT ANN. art. 2.30-3B (1973).

173. TEX. Bus. CORP. ACT ANN. art. 2.30-3D (1973).

174. TEX. Bus. CORP. ACT ANN. art. 2.30-3, comment (1973).
175. Id.
176. Not only are minority shareholders vulnerable to deadlock even when they have pro-

vided themselves with a veto power, it has been alleged that veto power enhances the possibility of
economic loss from deadlock and dissension. For a discussion of this argument see I O'NEAL, supra
note 2, § 4.21 at 29.

177. See note 72 supra.
178. See note 176 supra.
179. TEx. Bus. CORP. ACT ANN. art. 2.30-4, comment (1973).
180. TEX. Bus. CORP. ACT ANN. art. 2,30-4 (1973).
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duly elected director, including the right to vote.' 8' Any shareholder of
the defined close corporation may petition the court to appoint a provi-
sional director to act as a director or managing shareholder. It is not
necessary to provide for this right in a shareholder's agreement. The
right exists even though an agreement specifically denies it. 8S Because
the remedy is less drastic than receivership, the standard required to
warrant appointment of the provisional director is merely that the man-
agement of the defined close corporation be so deadlocked that business
cannot be conducted to the advantage of the shareholders generally.1 3

The mere threat of introducing an outsider into the corporate decision
making process may induce the existing directors or managing share-
holders to reconcile their differences without appointment of the provi-
sional director. 84

The qualifications and powers of this court-appointed director are
set out in article 2.30-4B.185 The basic requirement is impartiality. His
powers are to be the same as those of a duly-elected director or manag-
ing shareholder." 6 The term of service may be ended by a majority vote
of the managing shareholders subject to greater than majority or unani-
mous voting requirements.'87 A unanimous voting requirement would
raise the interesting situation where the provisional director could be
removed only by his own direction.

E. Option to Dissolve the Defined Close Corporation

One of the main purposes of close corporation legislation is minor-
ity shareholder protection. 8 Therefore, minority shareholders should
arguably have the ability to ultimately avoid majority oppression by
having the power to dissolve the defined close corporation at will, even
though there may be no provision in the by-laws or articles of incorpora-
tion or no agreement to that effect among the shareholders individu-
ally. "'89 This contention is founded on the premise that the bargaining
power of the minority shareholder is limited, and thus the statutory
scheme should grant protection without basing that protection on the
shareholders' ability to have protective provisions placed in an agree-

181. Id.
182. Id.
183. TEx. Bus. CORP. ACT ANN. art. 2.30-4, comment (1973).
184. Id.
185. TEx. Bus. CORP. ACT ANN. art. 2.30-4B (1973).
186. Id.
187. Id.
188. I ONEAL, supra note 2, § 1.14a at 57.
189. I O'NEAL, supra note 2, § 1.14c at 72.

19741



TEXAS TECH LAW REVIEW

ment.110 The Florida statute allows a shareholder to demand dissolution
without having provided for this right in the articles of incorporation,
by-laws, or shareholder agreement."' The TBCA, however, requires
that the power to order dissolution of the defined close corporation must
be drafted into the articles of incorporation.' 2 The ability to dissolve,
therefore, will depend on the relative bargaining power of the propo-
nents of such power and the alertness of the attorney at the drafting
stage. The Texas approach is a compromise between the liberal Florida
approach and the desire to require some types of shareholder actions
to inure from contractual agreements.' The result seems entirely logi-
cal, but does create the situation where an oversight by the attorney
could forfeit the power to dissolve because the power is not an unquali-
fied right. Care should be taken, therefore, to comply with the proce-
dural requirements.

V. CONCLUSION

The close corporation has evolved into a distinct form of business
organization. The judicial process has moved toward a more permissive
and realistic approach in handling the problems peculiar to the close
corporation. The result has been unpredictability in an area of law
where precision is demanded.

The Texas Legislature has now adopted a progressive statutory
scheme to deal with the closely-held corporation and the defined close
corporation. The result is a form of business organization that is a
partnership inter se and a corporation as to the rest of the world. The
statute is subject to attack only by those who would wish to completely
segregate the public-issue corporation from the closely-held and defined
close corporation. The only remaining need is for the practicing attor-
ney to be well informed in the use of this complete and comprehensive
corporation statute in order that the varying needs of the business com-
munity may be fulfilled.

William B. Dawson

190. Comment, The New Texas Close Corporation Legislation: A Comparison with Florida
and Delaware, 27 Sw. L.J. 340, 348 (1973).

191. ld; FLA. STAT. ANN. § 608.77 (Supp. 1973).
192. TEX. Bus. CORP. ACT ANN. art. 2.30-5 (1973).
193. The TBCA gives the shareholder the unqualified right to petition for a provisional

director when the defined close corporation is in a state of deadlock such that it cannot function
profitably for the shareholders generally. TEX. Bus. CORP. ACT ANN. art. 2.30-4 (1973). The
TBCA grants the unqualified right to petition the court to prevent loss of defined close corporation
status or to enforce agreements among shareholders. TEX. Bus. CORP. ACT ANN. art. 2.30-3
(1973). The TBCA, however, requires that the power to order dissolution of the defined close
corporation be drafted into the articles of incorporation. TEx. Bus. CORP. ACT ANN. art. 2.30-5
(1973).

[Vol. 5:703


