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INTRODUCTION

Traditionally, corporate statutory law in the United States has
not adequately distinguished the differences between publicly held
and closely held corporations. As a result, legal principles developed for publicly held concerns have been applied to close corporations without regard to the unique character of the closely held
business. However, in answer to the pleas of the commentators,' a
*
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1. The argument for special statutory treatment of the close corporation is not a new
development. See, e.g., Blunk, Analyzing Texas Articles of Incorporation:Is the Statutory
Close Corporation Format Viable?, 34 Sw. L.J. 941, 960 (1980); Bradley, Toward a More
Perfect Close Corporation-TheNeedfor More andImproved Legislation, 54 GEO. L.J. 1145,
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number of states have enacted special close corporation statutes
over the past two decades.2 In 1973 Texas joined these states with
the addition of articles 2.30-1 through 2.30-5 to the Texas Business
Corporation Act (TBCA).3 These early amendments, however,
proved to be troublesome to incorporators,4 and so the TBCA was
1147 (1966); Israels, The Close Corporation and the Law, 33 CORNELL L.Q. 488, 506 (1948);
Karjala,A Second Look at Special Close CorporationLegislation, 58 TEX. L. REV. 1207, 1209
(1980); Latty, The Close Corporationand the New North CarolinaBusiness CorporationAct,
34 N.C.L. REV. 432, 455-56 (1956); O'Neal, Close CorporationLegislation-A Survey andan
Evaluation. 1972 DUKE L.J. 867, 870; Oppenheim, The Close Corporation in CaliforniaNecessity of Separate Treatment, 12 HASTINGS L.J. 227, 232 (1961); Weiner, Legislative Recognition ofthe Close Corporation, 27 MICH. L. REV. 273, 284 (1929); Winer,Proposinga New
York "Close Corporation Law," 28 CORNELL L.Q. 313, 313-14 (1943); Wolens, A Round
Peg-A Square Hole. The Close Corporation and the Law, 22 Sw. L.J. 811, 811-12 (1968);
Comment, The Failure ofthe Ohio General Corporation Law to Adequately Providefor Close
for Change, 37 U. CIN. L. REV. 620, 624 (1968); Note, Statutory
Corporations-Proposals
Assistancefor Closely Held Corporations, 71 HAIRv. L. REV. 1498, 1504-05 (1958); Note, A
Pleafor Separate Statutory Treatment of the Close Corporation, 33 N.Y.U. L. REV. 700, 703
(1958); Note, Close Corporationsand the South Dakota Business Corporation Act. Timefor
Reform?, 23 S.D.L. REV. 427, 429 (1978).
2. Currently, in addition to Texas, the following states have separate statutes for
closely held corporations: Arizona, ARiz. REV. STAT. ANN. §§ 10-201 to 218 (1977); California, CAL. CORP. CODE § 158 (West Supp. 1980); Delaware, DEL. CODE ANN. tit. 8, §§ 341356 (1974); Florida, FLA. STAT. ANN. § 607-107(2) (West 1977); Illinois, ILL. ANN. STAT. ch.
32, §§ 1201-1216 (Smith-Hurd Supp. 1979); Kansas, KAN. STAT. ANN. §§ 17-7201 to 7210,
13-A, § 102(5)
17-7212 to 7216 (1974 & Supp. 1979); Maine, ME. REV. STAT. ANN. tit.
(1974); Maryland, MD. CORPS. & ASS'NS CODE ANN. § 4-101 to 303, 4-404 to 504, 4-601 to
603 (1975 & Supp. 1979); Michigan, MICH. COMP. LAWS ANN. § 450.1463 (1973 & Supp.
1980); New York, N.Y. Bus. CORP. LAW § 620(b) (McKinney Supp. 1980); North Carolina,
N.C. GEN. STAT. §§ 55-1 to 175 (1975); Pennsylvania, PA. STAT. ANN. tit. 15, §§ 1371-1386
(Purdon Supp. 1983); Rhode Island, R.I. GEN. LAWS § 7-1.1-51 (1969); South Carolina, S.C.
CODE ANN. § 33-11-220 (Law. Co-op. Supp. 1976). In reviewing this list of states, it should
be noted that North Carolina was the first state to enact close corporation legislation (in
1955) and Florida was the first state to adopt legislation recognizing close corporations as a
special class. See FLA. STAT. ANN. §§ 608.70 to 608.77 (West 1963) (repealed 1975).
3. See Act of June 15, 1973, ch. 545, § 18, 1973 Tex. Gen. Laws 1486, 1495, amended
by Act of May 8, 1975, ch. 134, §§ 6 & 7, 1975 Tex. Gen. Laws 305, 308, repealedby Act of
June 17, 1981, ch. 818, § 9, 198 Tex. Sess. Law Serv. 3102, 3118 (Vernon). See also Bateman
& Dawson, The 1975 Amendments to the Texas Business CorporationAct and the Texas SecuritiesAct, 6 TEX. TECH L. REV. 951, 952-53 (1975) ("Since 1955 one of the major developments in corporate statutory patterns has been the evolution of increasingly flexible
provisions for closely held corporations. . . .the 1975 amendments of the TBCA are responsive to deficiencies in these areas."); Comment, The New Texas Close CorporationLegislation.-A Comparison with Floridaand Delaware, 27 Sw. L.J. 340 (1973) (discussing the 1973
revisions to the TBCA and comparing them with Delaware and Florida legislation relating
to the close corporation). For a text of the revisions see id at 355.
4. See Lebowitz, Texas Close Corporation Law, 44 TEX. B.J. 51 (1981). Professor
Lebowitz points out that "[dlespite the flexibility of operation and relative freedom of contract afforded by these TBCA close corporation provisions, the close corporation election
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again amended in order to simplify the procedures and requirements necessary to create a statutory close corporation, to enhance
the role of the shareholder's agreement, and to provide remedies for
abuses that tend to arise within the closely held concern.' This later
revision became law in 1981 and now stands as Part Twelve of the
TBCA.6 The purpose of this article is to present, describe, and analyze selected sections of the Texas Close Corporation Law (TCCL)
in view of the special needs of the closely held concern.7 The general thrust of this article is that close corporation statutes must be
drafted with specific situations in mind because it is only through
such careful drafting that a level of certainty will be created that
lawyers, incorporators, and businessmen can rely upon.
II.

A

CLOSE CORPORATION PRIMER

The publicly held company, as its name implies, usually has a
large number of shareholders who buy or sell its stock on a securities exchange.8 As a result, most shareholders in publicly owned
corporations have little interest in the company except for the price
paid for its stock or the amount of dividends received. 9 In fact, the
has not been widely used," and "only about 5% of the new corporations being organized
elected to become close corporations under the Act." Id at 51-52.
5. Id. at 52.
6. See Act of June 17, 1981, ch. 818, §§ 1-8, 1981 Tex. Sess. Law Serv. 3102 (Vernon).
The Texas Close Corporation Law presently appears as TEX. Bus. CORP. ACT ANN. arts.
12.01-.54 (Vernon Supp. 1984). Part 12 is cited as the Texas Close Corporation Law
(TCCL). TEX. Bus. CORP. ACT ANN. art. 12.01 (Vernon Supp. 1984).
7. Note that this article will not, except peripherally, discuss comparative statutes in
different jurisdictions. Many scholarly articles have successfully compared such laws. See,
e.g., Bradley, supra note 1;Bradley, A Comparative Evaluationofthe Delaware and Maryland
Close Corporation Statutes, 1968 DUKE L.J. 525 [hereinafter cited as Comparative Evaluation]; Folk, The ModelAct and the South Carolina CorporationLaw Revision, 18 Bus. LAW.
351 (1963); Karjala, supra note 1;Comment, supra note 3; Comment, The Close Corporation-Comparingthe Separate Statutory Treatments of Florida, Delaware and Maryland with
Virginia's Version of the Model Act, 7 U. RICH. L. REV. 511 (1973).
8. Occasionally, the publicly held company will have a limited number of shareholders. This situation generally arises when a majority (controlling block) of shares has been
acquired by a single party or a small number of buyers. Such an acquisition is usually a
result of a tender offer or a merger, see, e.g., Marshel v. AFW Fabric Corp., 533 F.2d 1277,
1278, 1279 (2d Cir.) (merger attempt to acquire private ownership of a publicly owned company), vacated and remanded, 429 U.S. 881 (1976), vacatedand remanded, 552 F.2d 471 (2d
Cir.), dismissed, 441 F. Supp. 299 (S.D.N.Y. 1977), but occasionally only a small block of
stock is originally distributed to the public, leaving control in the hands of the original entrepreneurs. All of these situations, however, are exceptions to the norm. See, e.g., 533 F.2d at
1279 (after public offering original entrepreneurs owned 68% of the outstanding stock).
9. See Borden & Weiner, An Investment DecisionAnalysis of Cash Tender Offer Disclo-
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management of the corporation is usually entrusted to professional
businessmen who may have little or no stock interest.' 0
Conversely, a close corporation has a limited number of shares
outstanding that are held by a small number of shareholders and
not often traded."1 Shareholders of a closely held corporation are
vitally concerned with the company they create because they are
often not only shareholders, but also the officers, directors, and employees of the firm.' 2 Thus, there is frequently no division between
ownership and management functions. As a result, the owner-managers of the close corporation usually desire an informal "partnership-like" relationship among themselves in order to carry on
business.' 3 They seek power similar to those of partners,' " but
sure, 23 N.Y.L. SCH. L. REV. 553, 575-76 (1978) ("In the real world ...
price is in fact the
name of the game."); Hayes & Taussig, Tactics of Cash Takeover Bids, HARV. Bus. REV.
Mar.-Apr. 1967, at 135, 142 ("While the tender offer is virtually interwoven with considerations of power, job security, and other perquisites of office, for the average stockholder it is
confined to the choice between holding or selling one stock.").
10. It is for this reason that "legal regulation of public issue corporations has been
focused on protecting investors against the excesses of management and affording investors
an opportunity to have a real voice in corporate affairs." Note, A PleaforSeparate Statutory Treatment ofthe Close Corporation,33 N.Y.U. L. REV. 700, 711 (1958). The protections
referred to are (1) the opportunity to vote on fundamental changes (e.g., mergers, dissolutions); (2) the requirement of strict adherence to corporate formalities (e.g., shareholder
meetings, quorums, annual reports); and (3) corporate management by a board of directors
(virtually all state corporation statutes contain the requirement that a corporation shall be
managed by a board of directors). Id.
11.
1 F. O'NEAL, CLOSE CORPORATIONS § 1.02 (2d ed. 1971). Size, however, is not
generally indicative of a corporation's closely held status. For example, the Ford Motor
Company was a closely held concern until 1951, when it went public and listed its shares on
the stock exchange. Id § 1.03. See also Survey, New Legislation: Corporations-Definition
ofthe Close Corporation, 16 VAND. L. REV. 1267 (1963) (discussing a number of statutory
definitions of a close corporation and suggesting an effective statutory definition).
12. See Covington, The Tennessee CorporationAct and Close CorporationsforProfit, 43
TENN. L. REV. 183, 188 (1976); Ginsberg, The Needfor Special Close CorporationLegislation
in Illinois, 25 DE PAUL L. REV. 1, 13 (1975); Johnson, Strict FiduciaryDuty in Close Corporations.-A Concept in Search ofAdoption, 18 CAL. W.L. REV. 1, 1 (1981).
13. See Note, supra note 10, at 711. It should be recalled that the Uniform Partnership
Act (UPA) permits each partner an equal voice in the running of the business, UNIF. PARTNERSHIP ACT § 18(e), 6 U.L.A. 213 (1969); makes each partner the agent of the partnership
and of the other partners in carrying on partnership business, UNIF. PARTNERSHIP ACT § 9,
6 U.L.A. 132 (1969); and provides for equal sharing of partnership profits, UNIF. PARTNERSHIP ACT § 18(a), 6 U.L.A. 213 (1969). The UPA provides, however, that the parties may
agree to any variations in these rules that they wish. For example, they may decide to manage the firm through a managing partner, or they may decide to divide the profits (or losses)
in an unequal manner. See Bradley, supra note 1, at 1148. In general, the partnership form
gives the parties involved the broadest freedom of contract of any form of doing business.
14. Johnson, supra note 12, at 1.
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choose the corporate form of business because they desire the corporate attributes of limited liability, favorable tax treatment, and perpetual life. 5 However, the need for corporate formality is reduced
because the shareholders are normally the prime movers of the business and are in frequent contact with each other.' 6 The close corporation offers the shareholders the benefits of incorporation and, at
the same time, the greater ease of operation provided by
noncorporate business forms.
Although courts and legislatures have recently become increasingly aware of the need to develop close corporation statutes and
rules, such was not always the case. In the past, courts summarily
rebuffed efforts by close corporation shareholders to create "incorporated partnerships." For example, in Jackson v. Hooper, 7 the
two shareholders of a close corporation agreed in writing that they
would operate similar to a partnership.' 8 An argument between the
parties concerning directorial control led to litigation and in that
case the court pointed out that
the law never contemplated that persons engaged in business as
partners may incorporate, with intent to obtain the advantages
and immunities of a corporate form, and then, Proteus-like, become at will a copartnership or a corporation, as the exigencies or
purposes of their joint enterprise may from time to time
require. '9

Thus, the shareholders' attempt to form an incorporated partnership
was rejected by the court. Since the time of Jackson, however,
courts and legislatures have become increasingly cognizant of the
problems of the close corporation.
15. F. O'NEAL, supra note 11, §§ 2.03-.04; Jordan, The Close CorporationProvisions of
the New California General CorporationLaw, 23 UCLA L. REV. 1094, 1094 (1976).
16. In some situations, corporate informality, while being most appropriate, is at odds
with state corporate statutes that require such formalities. As an example, failure to follow
rigid requirements as to meetings, minutes, and the like could lead to a piercing of the
corporate veil and a holding that the shareholders have lost their corporate protection of
limited liability. See F. O'NEAL, supra note 11, § 1.10. See also DeWitt Truck Brokers, Inc.
v. W. Ray Flemming Fruit Co., 540 F.2d 681 (4th Cir. 1976) (pierced corporate veil for
complete disregard of corporate formalities). But see Hamilton, The Corporate Entity, 49
TEX. L. REV. 979, 983-84 (1971).
17. 76 N.J. Eq. 592, 75 A. 568 (1910).
18. Id. at
75 A. at 569.
19. Id at-,
75 A. at 571.

TEXAS TECH LAW REVIEW
A.

[Vol. 15:779

Freeze-outs

One problem that has been recognized and limited to some extent by the courts is the vulnerability of close corporation minority
shareholders to freeze-outs at the hands of the majority.20 Freezeouts can be accomplished in several ways.2 '
Perhaps the simplest way to freeze-out a minority shareholder
is to deprive that shareholder of salary and dividends. If the majority succeeds at terminating the minority holder's employment, they
may then reduce or eliminate the dividend in order to persuade him
to sell his interest, usually at a price determined by the majority.22
In light of the fact that the minority holder has little or no market
for his shares, the shareholder who is deprived of salary and dividends has little choice but to sell because he is receiving no return
on his investment. Additionally, once the minority holder is removed from his salaried employment, the majority shareholders
may, if they wish, increase their own salaries rather than increase
the dividend. Because salaries are a deductible corporate expense,2 3
20. See, e.g., Corbin v. Corbin, 429 F. Supp. 276 (M.D. Ga. 1977) (preliminary injunction prohibiting defendant from depriving plaintiff of financial benefits incidental to ownership of stock); Wilkes v. Springside Nursing Home, Inc., 370 Mass. 842, 353 N.E.2d 657
(1976) (majority shareholder removed from payroll of corporation which had never paid
dividends; held majority shareholders breached their fiduciary duty to minority and incorporation agreement); Donahue v. Rodd Electrotype Co. of New England, Inc., 367 Mass.
578, 328 N.E.2d 505 (1975) (held corporate purchase without granting an equal opportunity
to minority to sell shares for same price constituted a breach of fiduciary duty); Erdman v.
Yolles, 62 Mich. App. 594, 233 N.W.2d 667 (1975) (held share owner entitled to share in
amounts distributed to majority owners as salary increase and bonuses).
21. See generally Note, Freezing Out Minority Shareholders, 74 HARV. L. REV. 1630
(1961). A freeze-out may be defined as the use of the corporate control vested in the statutory majority of shareholders or the board of directors to eliminate minority shareholders
from the enterprise, to reduce to relative insignificance their voting power or claims on corporate assets, or otherwise to deprive them of corporate income or advantages. Id at 1630.
22. See, eg., Ketchum v. Green, 557 F.2d 1022 (3d Cir. 1977) (defendants who owned
just under half the corporation's shares agreed among themselves to discharge plaintiffs and
trigger a share repurchase agreement whereby plaintiffs' shares would be purchased at a low
price, thus forcing them out of the company); Wilkes v. Springside Nursing Home, Inc., 370
Mass. 842, 353 N.E.2d 657 (1976) (minority shareholder brought suit after his salary was
terminated and he was discharged as an officer and director of the corporation); Zidell v.
Zidell, Inc., 277 Or. 413, 560 P.2d 1086 (1977) (majority shareholder refused to increase
minority shareholder's salary: as a result minority shareholder resigned employment and
was not reelected to his directorship).
23. Salaries are a deductible corporate expense only so long as they are reasonable.
See Treas. Reg. § 1.162-7(a) (1983). The determination of what is reasonable, however, is a
is, in general, just to assume that
question of fact. Federal tax regulations provide that "[ilt
reasonable and true compensation is only such amount as would ordinarily be paid for like
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the majority has a built-in justification for increasing salaries rather
than dividends. Coupled with the fact that those who continue to be
employed now have additional duties to perform (their own former
duties plus a portion of the activities of the party removed), the additional compensation is often perceived to be a proper business
judgment on the part of the majority shareholders.14 Thus, if a minority shareholder is not able to show that fraud, illegality, or bad
faith is present in decisions of directors, any action to compel dividends or to reduce compensation will likely fail. 5 Mere mismanagement of the concern is not sufficient to justify judicial
interference.2 6
Another way a minority owner's interest may be significantly
affected is through the issuance of additional stock, thereby diluting
his voting rights. Although many states provide that a preemptive
right to subscribe to new issues of stock automatically exists unless
specifically denied in the articles of incorporation, 27 this right in itself is inadequate protection for the minority shareholder because it
is usually confined to issuances of new shares for cash. 28 Thus, issuservices by like enterprises under like circumstances." Id. § 1.162-7(b)(3). For case law
discussing what factors are to be considered, see Charles Schneider & Co. v. Commissioner,
500 F.2d 148, 151-52 (8th Cir. 1974), cert. denied, 420 U.S. 908 (1975); Hammond Lead
Prods., Inc. v. Commissioner, 425 F.2d 31, 33 (7th Cir. 1970); Mayson Mfg. v. Commissioner, 178 F.2d 115, 119-20 (6th Cir. 1949); Austin State Bank v. Commissioner, 57 T.C.
180, 188-89 (1971). On the state level, state courts follow similar approaches to determine
what is reasonable compensation when an action is brought claiming breach of fiduciary
duty. See, e.g., Fendelman v. Fenco Handbag Mfg., 482 S.W.2d 461, 466-67 (Mo. 1972);
Blanc & Victor, Unreasonable Compensation, 28 S. CAL. TAX INST. 281 (1976); Ford & Page,
Reasonable Compensation: Continuous Controversy, 5 J. CORP. TAX'N 307, 307 (1979); Hoffman, Heeding Significant Factors Improves the Odds/or "Reasonable" Compensation, 50 J.
Tax'n 150, 150 (1979); ANNOT., 53 A.L.R.3D 358 (1973).
§ 8.08, and cases cited therein (discussing
24. See generally F. O'NEAL, supra note I1,
the power of minority shareholders to compel the declaration of dividends).
25. W. CARY & M. EISENBERG, CASES AND MATERIALS ON CORPORATIONS 1417-18
(5th ed. 1980).
26. Id.
27. The TBCA is illustrative. It provides that holders of stock of a corporation "shall
have a preemptive right to acquire additional, unissued, or treasury shares of the corporation. . . except to the extent limited or denied by this Article or by the articles of incorporation." TEX. Bus. CORP. ACT ANN. art. 2.22-1A (Vernon 1980).
28. See, e.g., id.art. 2.22-1(B)(l)(b). The TBCA differs from most preemptive rights
statutes in that it extends preemption to the reissuance of treasury shares. Id art. 2.22-1. In
most jurisdictions treasury shares are not considered to be new shares. See, e.g., ARK. STAT.
ANN. § 64-213C (1980); IOWA CODE ANN. § 496A.25 (West Supp. 1983-1984); N.M. STAT.
ANN. § 53-11-26 (1983); NEW YORK Bus. CORP. LAW § 622(e)(4) (McKinney 1963); TENN.
CODE ANN. § 48-713 (1979); Wis. STAT. ANN. § 180.21 (West Supp. 1983-1984). However,
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ance of new shares in exchange for property,29 in relinquishment of
a debt,3" or in connection with mergers, consolidations, or corporate
acquisitions 3' is not subject to the preemptive rights rules.
In partial recognition of this problem, however, several states
have provided for enlargement of the preemptive right. Statutes
clarify exceptions to the preemptive rights area and permit the articles of incorporation to broaden the right to eliminate these exceptions. 32 Regardless of such statutes, however, a preemptive right
merely provides present shareholders the opportunity to buy; it does
not assume to give those shareholders the funds or the desire to
make the purchase. Hence, inability to obtain the necessary funds
will preclude the exercise of the preemptive right. The shareholder
has no recourse if he fails to purchase his allocation of shares due to
financial difficulties unless he can obtain equitable relief,33 and he
can obtain equitable relief only with a showing of fraud or gross
34
unfairness in the issuance of the additional shares.
The third method of freezing-out the minority interest in a
closely held concern is through a fundamental change in the company, usually accomplished via a merger, consolidation, or sale of
assets transaction. In such cases, controlling shareholders seek to
eliminate the minority owners in what is generally termed a "going
only issuances for cash are covered in Texas as in other states. TEX. Bus. CORP. ACT ANN.
art. 2.22-1(B)(l)(b) (Vernon 1980).
29. See, e.g., Thom v. Baltimore Trust Co., 158 Md. 352, -, 148 A. 234, 235 (1930).
30. See, e.g., Musson v. New York & Queens Elec. Light & Power Co., 138 Misc. 881,
-,
247 N.Y.S. 406, 410 (Sup.Ct. 1931).
31. See, e.g., Bingham v. Savings Inv. & Trust Co., 102 N.J. Eq. 302, -, 140 A. 321,
322-23 (1928).
32. See, e.g., ARK. STAT. ANN. § 64-213C (1980); GA. CODE ANN. § 22-602(d) (Supp.
1982); IOWA CODE ANN. § 496A.25 (West Supp. 1983-1984); Ky. REV. STAT. § 271A.130
(1981); ME.REV. STAT. ANN. tit. 13-A, § 623 (1964); MD. CORPS. & Ass'NS CODE ANN. § 2205 (1975); N.M. STAT. ANN. § 53-11-26 (1978); NEW YORK Bus. CORP. LAW § 622(e) (McKinney 1963); TENN. CODE ANN. § 48-713 (1979); Wis. STAT. ANN. § 180.21 (West Supp.
1983-1984).
33. See, e.g., Bellows v. Porter,201 F.2d 429, 433-34 (8th Cir. 1953); Hyman v.Velsicol
Corp., 342 Ill.
App.489, -, 97 N.E.2d 122, 124-25 (1951); Maguire v.Osborne, 388 Pa. 121,
-,
130 A.2d 157, 159 (1957).
34. For example, ifthe primary reason for the issuance of new shares isto dilute the
minority holder's interest, courts will invalidate the issuance of additional shares. See, e.g.,
Schwartz v.Marien, 37 N.Y.2d 487, 491, 335 N.E.2d 334, 337-38, 373 N.Y.S.2d 122, 126-27
(1975) (incumbent directors authorized sale of treasury shares to themselves court required
such directors to establish legitimate business purpose for the transaction); Katzowitz v.Sidler, 24 N.Y.2d 512, 520, 249 N.E.2d 359, 364, 301 N.Y.S.2d 470, 476-77 (1969) (large difference between new share price and value of shares; court found no reasonable business
purpose for issuance of those shares).
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private" transaction. 3" This method of infringement on minority
rights is controlled by both federal and state corporation law.
On the federal level, section 10(b) 36 and rule lOb-5 37 of the Securities Exchange Act of 193438 make unlawful the employment of
"manipulative and deceptive devices" when used "inconnection
with the purchase or sale of securities."3 9 Because a merger, consolidation, or sale of assets transaction constitutes a purchase or sale of
securities, 40 minority shareholders have alleged securities law violations whenever freeze-outs have been attempted by a "going private" transaction.4 Although most such actions failed for lack of a
proper standard, 42 the Supreme Court established the proper elements of a cause of action in Santa Fe Industries,Inc. v. Green.43
In Santa Fe the Court was faced with an allegation of unfair35. There are many ways to effect a "going private" transaction. One method is to
attempt to eliminate arrearages on cumulative preferred stock. See Federal United Corp. v.
Havender, 24 Del. Ch. 318,
1-,
1 A.2d 331, 334 (1940); Bove v. Community Hotel Corp. of
Newport, R.I., 105 R.I. 36,-, 249 A.2d 89, 93 (1969); Meck, Accrued Dividends on Cumulative PreferredStock: The Legal Doctrine, 55 HARV. L. REV. 71, 76 (1941). Another method
is to sell the assets of the corporation. See F. O'NEAL, OPPRESSION OF MINORITY SHAREHOLDERS §§ 5.19-5.20 (1975). A merger, either short or long form, can result in elimination

as well. See, e.g., DEL. CODE ANN. tit. 8, § 253 (1974); N.Y. Bus. CORP. LAW § 905 (McKinney 1963 & Supp. 1983-1984). See Lebold v. Inland Steel Co., 125 F.2d 369, 373-74 (7th Cir.
1941), cert. denied, 316 U.S. 675 (1942); Stauffer v. Standard Brands, Inc., 40 Del. Ch. 202,
-, 178 A.2d 311, 314 (1962); Matteson v. Ziebarth, 40 Wash. 2d 286, -, 242 P.2d 1025, 1030
(1952). Finally, a reverse stock split will often have the same result. See Box v. Northrop
Corp., 459 F. Supp. 540, 550 (S.D.N.Y. 1978); Teschner v. Chicago Title & Trust Co., 59 I11.
2d 452,-, 322 N.E.2d 54, 57 (1974); Dykstra, The Reverse Stock Split-That Other Means of
Going Private, 53 CHI.-KENT L. REV. 1, 3 (1976).
36. 15 U.S.C. § 78j(b) (1982).
37. 17 C.F.R. § 240.10b-5 (1983).
38. 15 U.S.C. §§ 78a-78kk (1982).
39. See 17 C.F.R. § 240.lOb-5 (1983). The employment of deceptive or manipulative
devices must be "by the use of any means or instrumentality of interstate commerce, or of
the mails, or of any facility of any national securities exchange." Id
40. See SEC v. National Sec., Inc., 393 U.S. 453, 467 (1969); Dudley v. Southeastern
Factor & Fin. Corp., 446 F.2d 303, 306-07 (5th Cir.), cert. denied, 404 U.S. 858 (1971).
41. See, e.g., Kaufmann v. Lawrence, 386 F. Supp. 12 (S.D.N.Y. 1974), affid, 514 F.2d
283 (2d Cir. 1975). See generally Latty, The Aggrieved Buyer or Seller of Shares in a Close
Corporation Under the SEC Statutes, 18 LAW & CONTEMP. PROBS. 505 (1953) (discussing the
application of federal securities laws to disputes involving the sale of close corporation
shares).
42. See, e.g., Marshel v. AFW Fabric Corp., 533 F.2d 1277, 1281 (2d Cir.) (freeze-out
merger that violates state law would also violate § 10(b) of the Securities Exchange Act of
1934), vacated, 429 U.S. 881 (1976); Bryan v. Brock & Blevins Co., 490 F.2d 563, 568-69 (5th
Cir.) (where the court applied state instead of federal law to a freeze-out merger), cert. denied, 419 U.S. 844 (1974).
43. 430 U.S. 462 (1977).
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ness in a merger transaction, without any additional alleged violation of federal law." The Second Circuit Court of Appeals had
ruled that such an unfairness allegation was sufficient to invoke the
federal securities law.45 The Supreme Court reversed, holding that
for rule lOb-5 to be applicable, manipulation or deception must be
present.4 6 This cannot occur if full disclosure is made. Thus unfairness, standing alone, is insufficient to open the door to the federal
47

courts.

However, on the state level allegations of unfairness are sufficient to obtain relief.48 The Delaware case of Singer v. Magnavox
Co.4 9 is an example. Singer dealt with a tender offer for the
Magnavox Corporation made by the North American Phillips Corporation. 50 After Phillips had acquired over eighty-four percent of
Magnavox's shares, a second-step merger was undertaken in order
to freeze-out the remaining Magnavox shareholders." After the
merger was completed, the Magnavox shareholders filed a complaint seeking damages and rescission of the merger.5" The
Magnavox shareholders argued that the majority breached its fiduciary duty to the minority in permitting an inadequate merger price
and that the merger served no corporate purpose other than eliminating the remaining Magnavox shareholders. 53 The Delaware
Supreme Court held that a merger which is accomplished for the
sole purpose of eliminating minority stockholders is an abuse of the
corporate process54 unless the majority can establish the "entire fairness" of the transaction.55
44. Id. at 467.
45. See id. at 469.
46. Id. at 473-74.
47. Id. at 477. See Johnson, supra note 12, at 8. Note that following the Santa Fe
decision several cases alleging unfairness have been allowed to proceed in the federal forum
because the necessary allegations of misrepresentation or material omission were also part of
the pleadings. See, e.g., Goldberg v. Meridor, 567 F.2d 209, 214-18 (2d Cir. 1977); SEC v.
Parklane Hosiery Co., 558 F.2d 1083, 1087 (2d Cir. 1977); Healey v. Catalyst Recovery of
Pa., Inc., 463 F. Supp. 740, 742 (W.D. Pa. 1979), rev'don other grounds, 616 F.2d 641 (3d
Cir. 1980).
48. In Santa Fe the Court expressly stated that the proper remedy for unfairness lies
with the state courts. 430 U.S. at 479.
49. 380 A.2d 969 (Del. 1977).
50. Id. at 971.
51. Id.
52. Id. at 972.
53. Id
54. Id. at 980.
55. Id.
In a case subsequent to Singer, the Delaware Supreme Court modified its
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Thus, it is clear that courts and legislatures have recognized the
freeze-out problem inherent in the close corporation; nonetheless,
additional protections are needed.
B.

ShareholderAgreements

While minority shareholder vulnerability to freeze-outs has
been somewhat lessened by the statutes and cases, the possibility of
a freeze-out remains if the majority shareholders act carefully. For
this reason, courts have recognized another method of protecting the
minority against oppression. Over the past several years, courts

have become increasingly willing to uphold shareholder agreements
which apply to various aspects of the closely held corporation, even
6
if the agreements do not strictly conform to the statutes.1
The leading case involving the validity of shareholder agreements is Galler v. Galler.5 7 In Galler two persons who owned the

majority of the shares in a drug company contracted between themselves to vote for certain directors, to pay themselves or their survivors minimum dividends, and to give the corporation and other
shareholders first refusal rights in the event either shareholder
wanted to sell.58 In upholding an action to enforce the agreement,

the court stated that "[i]f the enforcement of a particular contract
damages nobody-not even, in perceptible degree, the public-one
sees no reason for holding it illegal," even though it might vary the
decision by stating that in a situation where a business purpose other than elimination of the
minority exists, a merger will be allowed to proceed. Tanzer v. International Gen. Indus.,
Inc., 379 A.2d 1121, 1123-24 (Del. 1977). However, in Weinberger v. U.O.P., Inc., 457 A.2d
701 (Del. 1983), the Delaware Supreme Court effectively reversed its position in Singer,
holding that the Delaware appraisal statute, and not a test of fairness, shall govern the financial remedy available to minority shareholders in a cash out merger. Id at 714-15. In connection with statutory appraisal, the court reaffirmed the principles of Stauffer v. Standard
Brands, Inc., 187 A.2d 78 (Del. 1962); and David J. Greene & Co. v. Schenley Indus., Inc.,
281 A.2d 30 (Del. Ch. 1971). 457 A.2d at 715. On the other hand, regardless of the present
position of the Delaware courts, other states have recognized the validity of the Singer decision and have extended its application to their jurisdictions. See Gabhart v. Gabhart, 267
Ind. 370, 370 N.E.2d 345 (1977), noted in Note, Gabhart v. Gabhart:An IndianaResponse to
Corporate Freeze-Outs, 54 IND. L.J. 333 (1978). The Singer doctrine of entire fairness is
therefore still viable.
56. See Glazer v. Glazer, 374 F.2d 390 (5th Cir.), cert. denied, 389 U.S. 831 (1967);
Galler v. Galler, 32 Ill. 2d 16, 203 N.E.2d 577 (1965); Somers v. AAA Temporary Servs.,
Inc., 5 111. App. 3d 931, 284 N.E.2d 462 (III. App. Ct. 1972); Holden v. Construction Mach.
Co., 202 N.W.2d 348 (Iowa 1973).
57. 32 Ill. 2d 16, 203 N.E.2d 577 (1965).
58. Id at -, 203 N.E.2d at 580-81.
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terms of a relevant statute. 59 Thus, following Galler, agreements be-

tween majority shareholders will be upheld if their provisions are
deemed reasonable and there is no injury, fraud, or injustice present
which might harm third parties.60
Although Galler permits slight deviations from the established
statute, an Illinois appellate court stated in Somers v. AAA Temporary Services, Inc. 61 that "action by the shareholders which is in direct contravention of the statute cannot be allowed."6 2 Thus, the
extent to which agreements among shareholders are valid and permissible still requires judicial or statutory clarification.63
C. FiduciaryDuty
Finally, courts have liberalized their treatment of the close corporation by increasing the scope of fiduciary duty owed by the majority shareholders to the minority.64 This trend has included the
duty owed by directors to the minority. 65 For example, in Jones v.
H.F Ahmanson & Co. ,66 the majority shareholders of a closely held
corporation transferred their shares to a holding company they had
established, while affording the minority owners no opportunity to
join in the transfer. 67 The majority then arranged for a public offer59. Id. at -, 203 N.E.2d at 584-85.
60. Id. Galler is an improvement over earlier cases in which shareholder agreements
restricting the director's management discretion were routinely held invalid. See, e.g., McQuade v. Stoneham, 263 N.Y. 323, -, 189 N.E. 234, 236 (1934) (the power to contract is
limited to the election of directors and is not extended to contracts, whereby limitations are
placed on the power of directors); Manson v. Curtis, 223 N.Y. 313, -, 119 N.E. 559, 562
(1918) (stockholders may not, by agreement among themselves, control the directors in the
exercise of their judgment). See generally Miller, Illinois Close Corporation:Analysis of the
New Act, 27 DE PAUL L. REV. 587, 592 (1978) (traditionally, courts have held that statutes
requiring management by the directors precluded agreements among shareholders restricting the discretion of directors).
61. 5 Ill.
App. 3d 931, 284 N.E.2d 462 (1972).
62. Id. at 935, 284 N.E.2d at 465.
63. Miller, supra note 60, at 597. It can be assumed, however, that if all the shareholders are parties to a shareholder agreement, and if the agreement does not take all discretionary power away from the directors, then most jurisdictions will uphold the agreement
provided the rights of interested third parties are not violated. See 32 111.2d at -, 203
N.E.2d at 583; Clark v. Dodge, 269 N.Y. 410, -, 199 N.E. 641, 643 (1936). The TCCL
directly addresses this problem. See infra text accompanying notes 118-40.
64. Eg., Pepper v. Litton, 308 U.S. 295, 306 (1939); Jones v. H.F. Ahmanson & Co., 1
Cal. 3d 93, 108-11, 460 P.2d 464, 471-73, 81 Cal. Rptr. 592, 599-601 (1969); Wilson v. Jennings, 344 Mass. 608, -, 184 N.E.2d 642, 646-47 (1962).
65. E.g., Schwartz v. Marien, 37 N.Y.2d 487, 335 N.E.2d 334, 373 N.Y.S.2d 122 (1975).
66. I Cal. 3d 93, 460 P.2d 464, 81 Cal. Rptr. 592 (1969).
67. Id at 102-03, 460 P.2d at 467, 81 Cal. Rptr. at 595.
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ing of the holding company shares, thus leaving the minority with
unmarketable stock.6" The court recognized that traditionally the
minority owners had no actionable claim, 69 but held that the issue
was whether the majority had acted with "inherent fairness from the
viewpoint of the corporation and those interested therein."7 Finding that the majority had not acted with inherent fairness, the court
held that "the controlling shareholders may not use their power to
control the corporation for the purpose of promoting a marketing
scheme that benefits themselves alone to the detriment of the
minority." 7 '
In Donahue v. Rodd Electrotype Co. of New England,7 2 the court
went beyond the fairness of the transaction itself, holding that where
a close corporation is concerned, the majority shareholders have a
duty to act with utmost good faith when dealing with the minority.73
In Donahue a controlling shareholder retired and sold a block of his
shares to the corporation. The transaction was approved by three
directors, two of whom were the retiring shareholder's children.
Thereafter, the plaintiff offered her shares to the corporation on the
same terms as those received by the controlling shareholder." The
offer was refused and in her resulting lawsuit the plaintiff claimed
the repurchase of the majority shareholder's shares represented an
unlawful distribution of corporate assets and thus a breach of fiduciary duty toward her as a minority owner.7 5
The Supreme Judicial Court of Massachusetts pointed out that
although a closely held corporation resembles a partnership, the two
entities are different because a minority holder does not possess the
same powers and safeguards as that of a partner.7 6 Because there is
no ready market for the sale of his shares, the minority participant
in the close corporation must negotiate such a sale with the majority, who may, in effect, set whatever price it wishes.77 With this possibility in mind, the Massachusetts court found that the doctrine of
68. Id. at 103-05, 460 P.2d at 467-69, 81 Cal. Rptr. at 595-97.
69. Id at 107, 460 P.2d at 470, 81 Cal. Rptr. at 598.
70. Id. at 110, 460 P.2d at 472, 81 Cal. Rptr. at 600 (citing Remillard Brick Co. v.
Remillard-Dandini Co., 109 Cal. App. 2d 405, 420, 241 P.2d 66, 75 (1952)).
71. 1 Cal. 3d at 115, 460 P.2d at 476, 81 Cal. Rptr. at 604.
72. 367 Mass. 578, 328 N.E.2d 505 (1975).
73. Id at-,
328 N.E.2d at 518.
74. Id. at-,
328 N.E.2d at 510-11.
75. Id at-,
328 N.E.2d at 511.
76. Id. at-,
328 N.E.2d at 512-13.
77. Id. at-,
328 N.E.2d at 513.
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utmost good faith and loyalty would dictate that an equal opportunity be given to the minority whenever shares are repurchased.78
The failure to afford the minority such an opportunity represents a
preferential distribution of corporate assets and results in either a
rescission of the inequitable repurchase or a requirement that the
corporation purchase all minority shares offered at the same repurchase price.79
Through statutes and case law, such as the examples cited, the
law of close corporations has been changed, liberalized, and in some
cases restricted during the past few decades. Contractual freedom
has been extended beyond that which the public corporation enjoys,
thus providing flexibility in arranging the affairs of the close corporation. Nevertheless, the more progressive statutes and case law still
do not fully overcome the limitations imposed on close corporations
by earlier statutes and "blackletter-minded" judges. 80 Close corporation statutes should be explicit, declaring what can and cannot be
done with respect to the important matters on which general corporation laws have proved too prohibiting."' It is with this thought in
mind that this review of the Texas Close Corporation Law is
undertaken.
III.

THE TEXAS LAW

In its initial attempt at addressing the needs of the close corporation, Texas decided to integrate the newly created close corporation law into the existing business corporation act.82 Originally,
Texas law provided that the close corporation articles automatically
78. Id. at -, 328 N.E.2d at 518.
79.
d. See also Johnson, supra note 12, at 14-15:
In the past, challenges to nonratable repurchases turned largely on the inherent
fairness of the transaction, the adequacy of the price paid, and the presence of a
business purpose. The Donahue court . . . required that a ratable repurchase of
shares be offered to all shareholders . . . regardless of the inherent fairness of the
transaction's price.
Id.
80. See ComparativeEvaluation, supra note 7, at 526.
81.
d. at 527.
82. See Act of June 15, 1973, ch. 545, § 18, 1973 Tex. Gen. Laws 1486, 1495 (repealed
1981). The 1973 additions became articles 2.30-1 through 2.30-5 of the TBCA. In using the
integration method, Texas was following the established procedure of a number of states.
See, e.g., Delaware, DEL. CODE ANN. tit. 8, §§ 341-356 (1974); Florida, FLA. STAT. ANN.
§ 607-607.414 (West 1977); Illinois, ILL. ANN. STAT. ch. 32, § 1201-1216 (Smith-Hurd Supp.
1983-1984); Kansas, KAN. STAT. ANN. §§ 17-7201 to -7216 (1981); Pennsylvania, PA. STAT.
ANN. tit. 15, §§ 1371-1386 (Purdon Supp. 1983-1984).
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applied to any domestic corporation that had fifteen or fewer shareholders, offered its shares privately, and imposed restrictions on the

83
transfer of shares.

The concept of automatic close corporation status was disturbing, however, and in 1975 the TBCA was amended in order to
84
attach close corporation status only to those businesses electing it.
These amendments increased the permissible number of shareholders in a closely held concern to thirty-five,85 including in this
number the holders of convertible securities.8 6 The shares of these

thirty-five holders continued to be subject to transfer restrictions, as
87
in the original 1973 enactment.
During the period between 1975 and 1981, however, the close
corporation format was not often elected by Texas corporations.
Less than five percent of newly organized businesses chose the close
corporation form. 88 In response, a subcommittee of the Committee
on Revision of Corporation Law was appointed to study the situation and recommend needed changes.8 9
The revised TCCL, enacted in 1981, has two basic aims. First,

the intention is to cure the deficiencies of the earlier versions,
whether real or apparent. 90 Second, the TCCL is designed to en83. See TEX. Bus. CORP. ACT ANN. art. 12.01 comment (Vernon Supp. 1984). Additionally, if its articles of incorporation permitted, a statutory close corporation could be
managed by its shareholders rather than a board of directors, could be dissolved at will, or
could be dissolved upon the happening of a specified event. Id
Finally, Texas law permitted partnership type agreements, provided all shareholders so approved; authorized judicial
proceedings in order to enforce those agreements; and provided for the appointment of a
provisional director in the event of internal dispute. Id
84. See TEX. Bus. CORP. ACT ANN. art. 12.01 comment (Vernon Supp. 1984). See also
Bateman & Dawson, supra note 3, at 953 (analyzing the 1975 amendments to the TBCA).
85. See TEX. Bus. CORP. ACT ANN. art. 12.01 comment (Vernon Supp. 1984).
86. Id.
87. See Blunk, Ana yzing Texas Articles of Incorporation."Is the Statutory Close Corporation Format Viable?, 34 Sw. L.J. 941, 950-51 (1980).
88. See id. See also TEX. Bus. CORP. ACT ANN. art. 12.01 comment (Vernon Supp.
1984) (listing reasons for the apparent rejection of close corporation status). The reasons
given for the lack of election of close corporation provisions include: (1) overly detailed and
complex close corporation provisions, (2) overly rigid procedures and requirements for incorporating a close corporation or entering into valid shareholder agreements, (3) the need
for careful and precise draftsmanship by the incorporating attorney, (4) the feeling that
courts may be more tempted to pierce the corporate veil of statutory close corporations due
to their informal operation, and (5) lack of awareness by some lawyers of the close corporation advantages or their feeling more comfortable using the older, standard form. Lebowitz,
supra note 4, at 52.
89. See Lebowitz, supra note 4, at 52.
90. TEX. Bus. CORP. ACT ANN. art. 12.01 comment (Vernon Supp. 1984).
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courage greater use of the statutory close corporation election by: (1)
simplifying and enhancing the procedures and requirements for
electing close corporation status; (2) improving the role of the shareholder agreement as the basic document of the close corporation;
and (3) providing additional remedies for resolving deadlocks and
disputes.9 ' The ultimate objective of the TCCL is to permit the
close corporation to be operated like a partnership by providing a
minimum of formality and complete freedom of contract.
A.

Eligibilityfor Close CorporationStatus

Under the TCCL all that is required to attain close corporation
status is to include a statement to that effect in the articles of incorporation. 92 In the case of an existing nonclosely held corporation
wishing to adopt close corporation status, the articles of incorporation may be amended, provided that all the shareholders of each
class so approve. 93 This unanimity requirement serves two purposes. First, it reflects the idea that minority owners may not be
served by a change in the existing corporate form and thus should
not be forced to accept the close corporation concept. Second, it
effectively prohibits close corporation status to the publicly held
concern, although it might be possible (though doubtful) for a publicly owned company to comply with the unanimous vote
requirement.
It might be possible for the public company to qualify under
the TCCL because the 1981 amendments effectively eliminated all
restrictions on the number of shareholders that may hold stock in a
close corporation.94 In removing the limitations on the number of
91. Id. See also Lebowitz, supra note 4, at 52 (discussing the proposed law and asserting that it should make the statutory close corporation a more desirable form of business
association, once Texas lawyers and their clients become aware of or are educated as to its
contents and the greater flexibility and freedom of contract it will afford).
92. The required statement is: "This corporation is a close corporation." TEX. Bus.
CORP. ACT ANN. art. 12.11 (Vernon Supp. 1984). This requirement is much less stringent
than the former standard, which not only required that the articles of incorporation include
such a statement, but also required information regarding private offerings and restrictions
on transfer, and a statement that the shares would not be held by more than 35 shareholders.
Act of June 15, 1973, ch. 545, § 18, 1973 Tex. Gen. Laws 1486, 1495 (repealed 1981).
93. TEX. Bus. CORP. ACT ANN. art. 12.13 (Vernon Supp. 1984). Such an amendment
must conform to the requirements of TEX. Bus. CORP. ACT ANN. arts. 4.01-4.06 (Vernon
1980) and TEX. Bus. CORP. ACT ANN. art. 12.11 (Vernon Supp. 1984).
94. Compare Act of June 15, 1973, ch. 545, § 18, 1973 Tex. Gen. Laws 1486, 1496
(number of parties owning stock shall not exceed 15) (repealed 1981) with TEX. Bus. CORP.
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persons permitted to own stock, Texas has recognized that a limit on
the number of shareholders is not necessarily definitive of a closely
held concern. 95 On the other hand, by eliminating the numerical
requirement, the state has opened itself to criticism because corporations with relatively large numbers of shareholders can qualify for
close corporation status, and this is inconsistent with the intent of
the law. Arguably, there should be some limitation on the permissible number of shareholders, if only to deny special statutory treatment to what would otherwise be, for all intents and purposes, a
public issue company. 96
Placing a numerical limitation on stockholders, however, has
been criticized as being arbitrary. 97 Nevertheless, both tax and securities laws place numerical limits on the number of stockholders
permitted under their regulations, and corporate law should do no
less. 98 Because the general definition of a close corporation includes
ACT ANN. art. 12.11 (Vernon Supp. 1984) (all that is required is the statement "This corporation is a close corporation.").
95. For a similar rule, see MD. CORPS. & ASS'NS CODE ANN. §§ 4-101(b), 4-201 (1975).
But cf. F. O'NEAL, supra note 11, § 1.13a (a frequently encountered definition describes the
close corporation as one which has relatively few shareholders).
96. The concept of a limited number of shareholders has been embraced by several
jurisdictions. California, for example, tied its close corporation legislation to federal tax law
and initially limited the number of shareholders in a statutory close corporation to ten. CAL.
CORP. CODE § 158(a) (West Supp. 1980). See Bradley, supra note 1, at 1190; Jordan, The
Close Corporation Provisions of the New California General Corporation Law, 23 UCLA L.
REV. 1094, 1097-98 (1976). The Delaware Code authorizes 30 holders of record, which can
be doubled to 60 if all owners hold in joint name. DEL. CODE ANN. tit. 8, § 342 (1983).
97. See Comparative Evaluation, supra note 7, at 532 (questioning how investors are
hurt by the wide availability of this form of entity). See also Comment, Delaware's Close
CorporationStatute, 63 Nw. U.L. REV. 230, 245-46 (1968) (discussing and criticizing Delaware's limitation on the number of shareholders in a close corporation). Early attempts to
codify close corporation status generally avoided any numerical limitation in favor of a "not
generally traded" approach. See, e.g., FLA. STAT. ANN. § 608.70 (West 1963) (repealed
1975); N.Y. Bus. CORP. LAW § 620(c) (McKinney 1963); N.C. GEN. STAT. § 55-73(b) (1982).
This approach, however, has also been criticized because "not generally traded" language
could apply to any corporation before a public offering of stock is made, regardless of any
intention to go public or remain private. See generally Dickson, The Florida Close Corporation Act. An Experiment That Failed,21 U. MIAMI L. REV. 842, 843 (1967) (failure to distinguish the "unincorporated partnership"); Folk, CorporationStatutes: 1959-1966, 1966 DUKE
L.J. 875, 947 (discussing problems defining regularly quoted or generally traded); Latty,
supra note 1, at 439 (noting that lack of certainty preserves flexibility). A similar argument
can be made against a total lack of numerical limitation.
98. Under the Subchapter S provisions of the Internal Revenue Code, I.R.C. §§ 13611379 (1982), the number of shareholders permitted in a Subchapter S corporation is 35.
I.R.C. § 1361(b)(l)(A). This numerical limitation was increased from 25 by the Subchapter
S Revision Act of 1982, Pub. L. No. 97-354, 96 Stat. 1669 (1982). This number (35) was
selected in order to parallel the number of permitted purchasers of securities under the pri-
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the statement that the stock is held in a few hands (or in a few families), 99 a complete relaxation on the number of permissible shareholders is, by itself, an arbitrary decision. Thus, any statutory
numerical limitation (or lack thereof) is inherently unsatisfactory in
some respects. However, if a statute is drawn and enacted in an
effort to create certainty in the law, failure to provide specific shareholder limitations might tend to create confusion and uncertainty," °
which in turn might cause attorneys and businessmen to avoid incorporation under the TCCL.
B.

Share Transfer Restrictions

Restrictions on the transfer of close corporation shares are primarily dependent upon a written shareholder agreement. It is appropriate to deal with such restrictions at this point, however,
because share transfers are an integral part of the definition of a
close corporation.
The TCCL contains two provisions that directly apply to share
transfer restrictions. The first requires the close corporation to place
a legend on the face of the corporation's share certificates stating: (1)
that the business is a close corporation; (2) that it may be managed
by its shareholders; and (3) that any sale of close corporation shares
obligates the seller to deliver a copy of any shareholder agreement
to the buyer.'
Prior Texas law had provided that a shareholder
agreement not noted conspicuously on the face of the corporation's
share certificates, even though enforceable in other respects, would
vate placement exemption of federal securities laws. See Securities Act of 1933, 15 U.S.C.
§ 77d(2) (1982) and rule 146 thereunder, 17 C.F.R. § 230.146 (1983). See also Report of the
Senate Committee on Finance, S. REP. No. 640, 97th Cong., 2d Sess. 7 (1982). Ironically,
soon after this increase in the number of Subchapter S shareholders was proposed, S.E.C.
Rule 146 was terminated by adoption of Regulation D, Securities Act Release No. 33-6389
(Mar. 8, 1982), but the numerical limitation of 35 "non-accredited" investors remains. The
Subchapter S Revision Act was passed in October 1982; thus, rule 19b was rescinded before
the number of stockholders was raised. See Schneider, Introduction to Regulation D, 15
REV. OF SEC. REG.

990, 999-1000 (1982).

99. See Brooks v. Willcuts, 78 F.2d 270, 273 (8th Cir. 1935). See also F. O'NEAL, supra
note 11, § 1.02 (defining a close corporation as a corporation which has relatively few
shareholders).
100. See supra text accompanying notes 80-81.
101. TEX. Bus. CORP. ACT ANN. art. 12.39(A) (Vernon Supp. 1984). The legend must
also state that the shareholder agreement may subject the buyer to obligations and liabilities
that might not be imposed on shareholders of ordinary corporations. Id.
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be ineffective against all but a buyer with actual knowledge.' 0 2 The
result of the 1981 amendment, however, is to make preexisting
shareholder agreements binding upon all purchasers of close corporation stock, regardless of knowledge.
It might appear that the requirement of certificates with the appropriate legend would obviate any problems arising from the lack
of a numerical limitation on shareholders.' 3 Anyone dealing in the
securities of a closely held corporation would be apprised of its status as such and thus be able to take whatever steps necessary to
protect their interests. The difficulty, however, is that the status of a
close corporation is not affected by any failure to include such legends on the stock certificates. Hence, in a closely held concern that
consists of an unmanageable number of shareholders, there is an
increased likelihood that some purchasers would receive stock certificates that do not contain the appropriate legend. If so, the result
would not affect the corporation, but because of a combination of
statutory rules and a lack of sanctions, the buyer would be subject to
shareholder agreements of which he has no knowledge." °
The second provision, referred to earlier, deals directly with
limitations on the transfer of shares. The TCCL provides that if all
shareholders agree, all arrangements concerning transfer of
shares,' 5 including restrictions on the rights of a transferee, may be
governed by a properly drafted shareholder agreement.' 6 These restrictions may take
any form so long as they are not "manifestly
07
unreasonable."

Undoubtedly, shareholders of a closely held concern desire to
control the power to choose future associates. Because shareholders
102. Act of June 15, 1973, ch. 545, § 18, 1973 Tex. Gen. Laws 1486, 1495-97 (repealed
1981).
103. See supra text accompanying notes 95-10 1.
104. See TEX. Bus. CORP. ACT ANN. art. 12.39(B) (Vernon Supp. 1984). Thus, until the
buyer can rescind the transaction, he may be subject to agreements which he finds unacceptable. Should the number of shareholders be limited, the potential for error in certificate
issuance would be significantly reduced.
105. Id. art. 12.32(A)(2). Although the statute specifically covers buy-sell agreements,
first option agreements, and first refusal arrangements, it also permits transfer restriction
arrangements beyond those permitted by article 2.22(D) of the TBCA.
106. Id. art. 12.32(A)(4).
107. Id art. 12.32 comment. It should be noted that because "judicial enforcement of
close corporation provisions under article 12.52 is dependent on a trial court's determination
that the relief being granted is fair and equitable under the circumstances, it is unlikely a
manifestly unreasonable restriction would be enforced." Id.
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in a close corporation frequently share both ownership and management duties, it is important that personalities be compatible and
mutual trust prevail. 08 In reserving the power to choose new associates, closely held corporations approach the flexibility of a partnership. 0 9 The TCCL thus recognizes the ability of individual
shareholders in the close corporation to act as an incorporated partnership, at least as far as share transfers are concerned. 0
On the other hand, a considerable number of cases hold that
unreasonable restraints on share alienation will not be permitted."'
Thus, the question arises whether the freedom to contract granted in
the TCCL would permit an absolute restriction on transfer. Comments to the TCCL lead to the conclusion that such an absolute
limitation on transfer would not be permitted." 2 Yet even without
such a limitation the owner of shares in a close corporation usually
owns unmarketable stock. When this lack of marketability is coupled with the fact that Texas courts strictly construe share transfer
108. See generally F. O'NEAL, supra note 11, § 7.02 (noting that each shareholder wants
to be in a position to prevent outsiders from entering the business if he doubts their integrity
or business judgment); O'Neal & Magill, California's New Close CorporationLegislation, 23
UCLA L. REV. 1155, 1159 (1976) (noting that shareholders in close corporations are often in
close and intimate contact).
109. Under the UPA, no person may become a member of a partnership without the
consent of all the other partners, unless expressly provided otherwise in the partnership
agreement. UNIF. PARTNERSHIP ACT § 18(g), 6 U.L.A. 213 (1969).
110. Note that a partner is able to dissolve the partnership at will under § 31 of the
UPA, although such dissolution may result in a breach of the partnership agreement. UNIF.
PARTNERSHIP ACT § 31, 6 U.L.A. 376 (1969). In general, corporations are not subject to
dissolution at the will of a single shareholder (except for a majority holder who complies
with statutory requirements), but the TCCL specifically permits the shareholders of a closely
held concern to enter into an optional dissolution agreement if they so choose, thus preserving the analogy with the partnership form of business. TEX. Bus. CORP. ACT ANN. art.
12.32(A)(5) (Vernon Supp. 1984).
111. See, e.g., Steele v. Farmers & Merchants Mut. Tel. Ass'n, 95 Kan. 580, -, 148 P.
661, 662 (1915); Morris v. Hussong Dyeing Mach. Co., 81 N.J. Eq. 256, -, 86 A. 1026, 102829 (N.J. Ch. 1913); Rafe v. Hindin, 23 N.Y.2d 759, 759, 244 N.E.2d 469, 470, 296 N.Y.S.2d
955, 955 (1968); In re Klaus, 67 Wis. 401, -, 29 N.W. 582, 585 (1886). See also Andre,
Restrictionson the Transfer of Shares: A SearchforPublic Policy, 53 TUL. L. REV. 776, 78096 (1979) (reviewing policy considerations for disfavoring restrictions); Hayes, Corporation
Cake with PartnershipFrosting, 40 IOWA L. REV. 157, 162-80 (1954) (indicating reasonable
restrictions which have been upheld by the courts); Hornstein, JudicialTolerance of the IncorporatedPartnership, 18 LAW & CONTEMP. PROBs. 435, 466 (1953) (outlining elements
which affect the validity of transfer restraints); O'Neal, Restrictions on Transfer of Stock in
Closely Held Corporations:Planning and Drafting, 65 HARV. L. REV. 773, 777 (1952) (discussing validity of various types of restraints on transfers).
112. See supra text accompanying notes 105-07.
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restrictions," 13 it can be argued that there should be no limit on the
restrictions that can be imposed. Any determination of reasonableness should be decided by the parties themselves, not by the courts.
Although the state might have some perceived interest in maintaining free alienability as an inherent feature of securities-to ensure
orderly functioning of capital markets and protect outside security
holders-it should have no such identifiable interest in the context
of the close corporation." 4
Consider, for example, the closely held concern where all the
stock is owned by a single person. Further, suppose that the owner
wishes to transfer some of the stock to his adult children by gift.
While the parent obviously desires to perpetuate family control of
the corporation, he is also concerned with the reacquisition of the
shares if his offspring should leave the business or predecease him.
Consequently, the parent would desire an agreement forbidding the
transfer of stock to nonfamily members. In such situations, an absolute restriction on the transfer of stock would be a simple solution to
an otherwise complex problem." 5 The state has no identifiable interest in a restriction which pertains to family members only.
"Because the share transfer restrictions are so vital to a close
corporation, it is essential that the law make clear what restrictions
will be upheld and enforced.""' 6 Additionally, even though courts
are beginning to support the proposition that the state has little interest in refusing to enforce agreements among shareholders in close
113. See, e.g., Phillips Petroleum Co. v. Gillman, 593 S.W.2d 152, 154 (Tex. Civ. AppAmarillo 1980, writ refd n.r.e.); Earthman's, Inc. v. Earthman, 526 S.W.2d 192, 202 (Tex.
Civ. App.-Houston 1975, no writ).
114. Ginsburg, The Needfor Special Close CorporationLegislation in Illinois, 25 DL
PAUL L. REV. 1, 32-33 (1975). See also Gower, Some Contrasts Between British andAmerican CorporationLaw, 69 HARV. L. REV. 1369, 1377-78 (1956) (pointing out that in England
nearly all transfer restrictions are upheld as matters of simple contract law).
115. Of course, it might be argued that the same result would be reached through a
shareholder agreement that would restrict voting power on transferred shares or would require that shares be tendered back to the corporation in case of death or separation from
employment. While such restrictions are generally valid, there are certain legal problems
that might arise: some states require that all shares have voting power in reference to certain
fundamental corporate changes, e.g., TEX. Bus. CORP. ACT ANN. art. 5.03 (Vernon 1980), or
that all share repurchases be made out of surplus. Id arts. 2.03(B)(4) & 4.09. Thus, it is
conceivable that in some instances the corporation's attempts to insulate itself from outside
interests would fail due to an inability to adhere to statutory requirements.
116. Comment, Close Corporationsandthe South Dakota Business Corporation Act. Time
for Reform?, 23 S.D. L. REV. 427, 441 (1978).
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corporations," 7 share transfer restriction statutes should be drafted
to specify exactly when such agreements will not be upheld, for example, when they interfere with the rights and expectations of third
parties. Only when such explicit limitations are a part of the statute
will it be possible to draft restrictive transfer agreements that will be
considered reasonable between the parties without the continuous
concern that such agreements will be declared unreasonable by a
court, and therefore invalid.
C.

ShareholderAgreements

Perhaps the most important provision in the TCCL is that
which validates shareholder agreements. In general, if such an
agreement is properly executed," 8 it is valid and enforceable in accordance with its terms regardless of the fact that it goes beyond the
permissible limits of agreements that would be found in a nonclosely held concern."

9

In particular, the statute lists thirteen areas

that may be regulated by a shareholders' agreement,

20

but the list is

not all-inclusive. This statutory language leaves little doubt as to,

the validity and enforceability of close corporation agreements and
effectively overcomes prior arguments that such agreements interfere with management by the board of directors or inadvertently

2
sanction an incorporated partnership.' '

117. See, e.g., Cressy v. Shannon Continental Corp., 177 Ind. App. 224, -, 378 N.E.2d
941, 945 (1978); Hallahan v. Haltom Corp., 7 Mass. App. Ct. 68, -, 385 N.E.2d 1033, 1034
(1979); Nash v. Craigco, Inc., 585 P.2d 775, 776 (Utah 1978).
118. Proper execution of a close corporation shareholder agreement includes execution
by all shareholders whether or not they have voting power, or by each subscriber if the
corporation is in the process of formation. TEX. Bus. CORP. ACT ANN. art. 12.33(A)
(Vernon Supp. 1984). This unanimity requirement is extended to include amendments to
the agreement as well. Id art. 12.33(B). Thus, each holder will be aware of any exceptions
to the normal pattern of corporate control. In addition, a unique requirement of the Texas
law obligates the corporation to deliver a copy of the shareholders' agreement to each person
who shall be bound by it, including future transferees. See id arts. 12.33, 12.36.
119. Id. art. 12.35.
120. Id. art. 12.32. The subjects listed include, among others, management of the business and the affairs of the close corporation; arrangements concerning transfer of the close
corporation's shares, including restrictions on those transfers; payment of dividends and
other distributions or apportionment of profits and losses; restrictions on the right of transferees or assignees to participate in management; rights of dissolution; exercise or division of
voting power; terms and conditions of employment; arbitration to resolve deadlocks; determination of officers and directors; termination of close corporation status and dissenter's
rights; and qualifications of persons to become shareholders. Id.
121. See Abercrombie v. Davies, 35 Del. Ch. 599, -, 123 A.2d 893, 898 (1956); McQuade v. Stoneham, 263 N.Y. 323, -, 189 N.E. 234, 236 (1934); Burnett v. Word, Inc., 412
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The TCCL has now recognized that the close corporation form
of business organization should be equated to the partnership form
whenever feasible, and shareholder agreements should be governed
by similar contract law principles.' 22 For example, like partnership
law which provides that a partnership agreement cannot be termi-

nated or altered unless all partners agree,2 4123 the TCCL requires unanimity in any shareholder agreements.
For all this freedom of contract, however, there are some draw-

backs. First, any agreement must be in writing and signed by all
shareholders of the corporation. 25 A shareholder, it is presumed,
126
will be defined as the holder of record on the company's books.
In some instances, however, the beneficial owner of shares may not
be the holder of record. 27 Hence, an agreement between all beneficial owners of shares would not qualify as a shareholder agreement
unless all record holders were also parties to the agreement. Conversely, in a situation where all the record holders are parties to an

agreement, the writing would presumably qualify as a shareholder
agreement without the necessity of involving the beneficial owners. 28 The beneficial owners may become parties to the agreement
and therefore be bound by it, but if made parties to the agreement,
the beneficial owners would be nonshareholder signees. Thus, the
S.W.2d 792, 795 (Tex. Civ. App.-Waco 1967, no writ); Roberts v. Whitson, 188 S.W.2d
875, 878 (Tex. Civ. App.-Dallas 1945, writ ref'd w.o.m.).
122. TEX. Bus. CORP. ACT ANN. art. 12.11 comment (Vernon Supp. 1984). Under partnership law partners may agree as to anything which relates to the scope of the business. See
supra note 13.
123. UNIF. PARTNERSHIP ACT § 18, 6 U.L.A. 214 (1969).
124. TEX. Bus. CORP. ACT ANN. art. 12.33(A)(1) (Vernon Supp. 1984).
125. Id. art. 12.11 comment.
126. The term "shareholder" is not defined in the TCCL. Thus, because other parts of
the TBCA will apply to the TCCL if consistent, TEX. Bus. CORP. ACT ANN. art. 12.03(B)
(Vernon Supp. 1984), eligibility to vote at corporate elections will most likely be governed
by the corporate records rather than by judicial decision. See id. art. 2.27(A) (Vernon 1980);
In re Giant Portland Cement Co., 26 Del. Ch. 32, -, 21 A.2d 697, 700-01 (1941); Salgo v.
Matthews, 497 S.W.2d 620, 629 (Tex. Civ. App.-Dallas 1973, writ refd n.r.e.).
127. This is true if, for example, shares are held by a nominee or a trustee.
128. A beneficial owner may be presumed to know that the record owner can vote the
stock. Salgo v. Matthews, 497 S.W.2d 620, 629 (Tex. Civ. App.-Dallas 1973, writ ref'd
n.r.e.). See TEX. Bus. CORP. ACT ANN. art. 2.29 (Vernon 1980). See generally Raba &
Clark, Shareholder's Rights, 5 BAYLOR L. REV. 146, 152 (1953) (symposium on the proposed
Texas Business Corporation Act discussing the voting rights of shareholders). The beneficial
owner may protect his interest by requiring a transfer on the books of the corporation or by
demanding a proxy from the record owner. 497 S.W.2d at 629. Should the beneficial owner
fail to do either of these alternatives, he will have no opportunity to make his preferences
known. Id
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validity of the shareholder agreements vis-a-vis benelicial owners of
shares needs to be addressed in future revisions of the TCCL.
Another potential problem which might arise is that certain
shareholder agreements may cause an unintended disqualification
of the corporation as a small business corporation operating under
Subchapter S of the Internal Revenue Code. 12 9 A small business
corporation is described as one that does not have more than one
class of stock. 13 If the existing outstanding shares of a corporation
are not identical with respect to the rights and interest 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.' 3 '
Thus, a difference as to voting rights, dividend rights, or liquidation
preferences of outstanding stock will disqualify a corporation.' 32 A
literal interpretation of the regulations, therefore, would result in
the loss of Subchapter S status whenever there are differing voting
rights among shareholders. ' 3 Fortunately, the United States Tax
Court has recognized the validity of shareholder agreements and
has held that in the event the voting rights of stock are altered by134a
valid shareholder pact, a second class of stock will not be present.
On the other hand, if voting differences are provided for in the articles of incorporation or the bylaws, the Subchapter S election may
still be lost. 13 If shareholders of a close corporation wish to take
advantage of Subchapter S, all differences among the shares relating
to dividend rights and liquidation preferences should be avoided,
even in shareholder agreements. Thus, if close corporation shareholders wish to elect Subchapter S status, the Internal Revenue
Code might well act as a limitation on the freedom to contract
through136shareholder agreements, regardless of the intent of the
TCCL.

129. I.R.C. §§ 1361-1379 (1982).
130. Id. § 1361(b)(1)(D).
131. Treas. Reg. § 1.13 7 1-1(g) (1983).
132. Id.
133. Pollack v. Commissioner, 392 F.2d 409, 411 (5th Cir. 1968).
134. Parker Oil Co. v. Commissioner, 58 T.C. 985, 991 (1972). See also Rev. Rul. 73611, 1973-2 C.B. 312 (treasury department acquiesence in Parker).
135. See Rev. Rul. 73-611, 1973-2 C.B. 312 (treasury reserves right to question disproportionate voting power in articles).
136. Under the Subchapter S Revision Act of 1982, Pub. L. No. 97-354, 96 Stat. 1669
(1982) (effective Jan. 1, 1983), a Subchapter S corporation will be considered to have only
one class of stock even though there might be differences in voting rights among outstanding
common shares. I.R.C. § 1361(C)(4) (1983). However, such shares must continue to be
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As previously mentioned, the TCCL contains a nonexclusive
list of subjects that a close corporation shareholder agreement can
cover.' 37 Thus, such agreements are to be considered valid and en-

forceable even though they go beyond the normal bounds of corporate agreements and tend to regard the closely held concern as an

incorporated partnership. Suppose, however, that a validly executed shareholder agreement exculpates directors and shareholders
from liability for managerial acts. Would such an agreement act as
a waiver of liability in the event of a breach of fiduciary duty? A
literal reading of the TCCL would result in an affirmative reply to
this question because the shareholders are free to regulate their obli-

gations among themselves through the agreement process. However, such a waiver of liability would not be valid if it directly
impinges upon the rights of a third party due to equitable limitations.

38

Therefore, a further limitation on the boundaries of close

corporation agreements exists when a third party is involved because a shareholder agreement cannot unilaterally affect a third
party's rights.
While there may be certain limitations on shareholder agreements as described, the TCCL is one of the better examples of close
corporation statutes in relation to such agreements. The TCCL in-

cludes provisions regarding the validity, enforceability, and binding
effect of the agreements'

39

and also provides the authority and

mechanisms necessary to invoke judicial proceedings for breach. 4 °
While additional revisions might improve the certainty factor, the
identical as to the rights of the shareholders regarding other aspects of corporate existence.
See generally Bolt, Highlights of the Subchapter S Revision Act of 1982, 57 FLA. B.J. 166, 167
(Mar. 1983) (shares must continue to be identical as to rights of shareholders in profits and
assets of corporation); Kadens, Proposed Subchapter S Amendments-A Boon to PrivateInvestment Corporations,58 TAXES 379, 380 n.8 (1980) (noting that the recommendation permitting two classes of common stock only relates to differences in voting rights); Silversmith,
Tax Changes Affecting SubchapterS Corporations,69 A.B.A. J. 1251, 1251-52 (1983) (differences in voting rights among shares of stock are permitted). Careful planning is called for
regardless of the broad provisions of the TCCL.
137. See supra note 120 and accompanying text.
138. See generally Dyson, The Director's Liabilityfor Negligence, 40 IND. L.J. 341, 34758 (1965) (third parties may have standing to sue directors for breach of duty); Jordan, supra
note 15, at 1116-17 (waiver would be subject to equitable limitations and to limitations on
the ability to avoid by contract duties imposed by law).
139. TEX. Bus. CORP. ACT ANN. arts. 12.35, 12.46 (Vernon Supp. 1984).
140. Id art. 12.52. This section provides that courts may enforce close corporation provisions without regard to whether an adequate remedy at law exists and may grant any form
of relief that is deemed to be fair and equitable under the circumstances. The only limitation imposed upon the court by this section arises in relation to liquidation, involuntary
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TCCL, by providing these specific statutory provisions, reflects
guidelines to be considered by attorneys, incorporators, and courts
whenever faced with the issue of the validity of shareholder
agreements.
D. Management by Shareholders

The concept of direct management of the corporation by the
shareholders is rooted in history. Shareholders in corporations that
existed prior to the twentieth century retained all decision-making

responsibility.' 4 ' Over the years, as corporations became more commonplace, the board of directors became a standard feature of cor-

porate law under most state corporate statutes. 4 2 The board of
directors was required to act as a board, and control was exercised

by the board so long as it followed specific rules pertaining to meet-4
ings, quorums, and voting majorities. 143 Eventually the courts'
and legislatures began to realize that in some instances, notably
when a close corporation is involved, the statutory norms regarding
45
directors should be eased.

In Texas the TCCL permits a closely held corporation to be
managed either by a board of directors or in any other manner, provided that nonconventional management forms, if selected, are gov-

erned by the articles of incorporation or a validly executed
shareholder agreement. 146 Doing away with the board of directors
and subsequently turning over management of the corporation to
dissolution, receivership, or termination. Id.

The court may only order such extraordinary

relief after determining that all other remedies at law or equity would prove inadequate. Id.
141. See Kessler, The Statutory Requirement of a Board of Directors: A Corporate
Anachronism, 27 U. CHI. L. REV. 696, 709 (1960); Williston, The History of the Law of Business CorporationsBefore 1880, reprinted in 3 SELECT ESSAYS IN ANGLO-AMERICAN LEGAL
HISTORY 195, 226 (1909).

142. Kessler, supra note 141, at 697.
143. See id.at 714.
144. Galler v. Galler, 32 Ill. 2d 16, -, 203 N.E.2d 577, 584 (1964); Clark v. Dodge, 269
N.Y. 410, -, 199 N.E. 641, 642-43 (1936).
145.

See generally Comment, "Shareholder Agreements" and the Statutory Norm, 43
An agreement which damages no one is valid and en-

CORNELL L. REV. 68, 74-76 (1957).

forceable, absent fraud or other illegal activity. Additionally, agreements which slightly alter the requirements of a statute are valid if they do not injure creditors, the public, or the
shareholders. Id. See also Clark v. Dodge, 269 N.Y. 410, -,

199 N.E. 641, 642-43 (1936),

which grants judicial sanction to these arguments.
146. TEX. Bus. CORP. ACT ANN. art. 12.31(A) (Vernon Supp. 1984). Presumably, under
the TCCL total control of the corporation could be delegated to nonshareholders, as well as
being delegated to shareholders who will act as a board. Article 12.32(A)(1) specifically
permits the business and affairs of the close corporation to be managed "with or without a
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the shareholders is therefore specifically permitted. 47 When the
shareholders elect this option, however, each shareholder becomes
something akin to a de facto director and becomes subject to all of a
director's duties and liabilities.
Close corporation statutes dealing with direct shareholder man-

agement of the corporation have, however, created problems. For
example, the Florida Close Corporation Act provided that share-

holders acting as directors "shall be subject to the liabilities imposed-for actions taken by directors."' 4 8 The problem raised was
whether stockholders acting as directors were liable as directors or as
stockholders.' 49 The TCCL has avoided this problem by specifying
that whenever shareholders remove the board as a result of a shareholder agreement, the shareholders are50 considered to be directors

and are subject to directors' liabilities.

On the other hand, the TCCL effectively negates the managerial and control efficiencies inherent in the abolishment of the board
when it provides that, unless otherwise governed by the articles or a

shareholder agreement, actions by the shareholders acting as a
board will be binding on the corporation if taken on the basis of an
"affirmative vote of the holders of a majority of all outstanding
shares entitled to vote on the action .

.

. ."''

This apparently

board of directors, by its shareholders, or in whole or in part by one or more of its shareholders or by one or more persons not shareholders." ld
147. Id. art. 12.3 1(A). In general, under the TCCL, it would be appropriate to eliminate
the board and have the shareholders run the corporation themselves only when all the shareholders would normally have been named as directors. Id
148. FLA. STAT. ANN. § 608.18 (1965) (repealed 1975).
149. There is a fundamental difference in the duties and liabilities owed by directors to
shareholders and those owed by shareholders to other shareholders. Generally, directors are
required to act as fiduciaries toward all the stockholders in the corporation, while stockholders (excluding controlling stockholders) are usually free to vote their shares according to
their own interests. See Pepper v. Litton, 308 U.S. 295, 306-07 (1939); Maldonado v. Flynn,
413 A.2d 1251, 1255 (Del. Ch. 1980), rev'd sub nom. on other grounds, Zapata Corp. v. Maldonado, 430 A.2d 779, 783 (Del. 1981); Kavanaugh v. Kavanaugh Knitting Co., 226 N.Y.
185, -, 123 N.E. 148, 151 (1919). In regard to the duty owed by majority stockholders, see
Southern Pac. Co. v. Bogert, 250 U.S. 483, 492 (1919); Lebold v. Inland Steel Co., 125 F.2d
369, 372 (7th Cir. 1941), cert. denied, 316 U.S. 675 (1942).
150. TEX. Bus. CORP. ACT ANN. art. 12.37(B), (C) (Vernon Supp. 1984). It should be
noted that this section applies only if a corporate shareholder agreement authorizes control
by shareholders. Id art. 12.37(A). If a nonconventional management style is authorized by
the articles of incorporation, presumably it would be governed by other general provisions
of the TBCA.
151. Id art. 12.37(D)(1). An alternative is permitted: actions of the shareholders will be
binding as well if they are consented to by all the shareholders of the close corporation. Id
art. 12.37(D)(2).
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removes the one director-one vote standard and replaces it with a
situation where a de facto director holding over fifty percent of the
underlying voting stock controls the corporation regardless of the
wishes of all other de facto directors. 5 1 Presumably, the legislative
intent was to place the burden on the members of the concern-if
they wish to alter the traditional concept of voting control, they can
easily do so by providing for a one shareholder-one vote standard or
a veto power in the articles of incorporation or in the shareholder
agreement. Failure to do so may well result in the shareholders taking on the roles of de facto directors without any real directorial
authority. Careful planning is therefore of the utmost importance
whenever the abolishment of the board of directors is contemplated.
One of the possible ramifications of the above situation is that
de facto directors without any true authority may also be held liable
for the actions of the company.' 53 Recognizing this, the drafters of
the TCCL sought to limit the liability of those shareholders inadvertently caught in the control web.' 54 In order to escape liability, a
shareholder in a shareholder-managed closely held corporation
must dissent in a manner consistent with that prescribed. In particular, the shareholder must dissent from any planned action, must
not vote for or consent to the action in any way, 55 and must be able
to prove his dissent. 156 Presumably, a failure to dissent from the
corporate action in a timely manner will lead to a presumption of
assent to the action taken, as provided in the general corporation
laws. 151
152. In a regular corporation, directors are elected by the shareholders. In the absence
of cumulative voting, any single shareholder or group of shareholders controlling over 50%
of the stock would be able to elect all the directors, thus insuring director control over the
concern. This concept of director control is carried over to the close corporation situation
(in the absence of contradictory control documents) by providing that underlying shares be
counted whenever the shareholders act as a board.
153. Liability is limited for shareholders, but if those shareholders are replacing the
board of directors, they may be liable as directors. See supra notes 149-50 and accompanying text.
154. See TEX. Bus. CORP. ACT ANN. art. 12.37(C) (Vernon Supp. 1984).
155. Id art. 12.37(E).
156. Id
There are several methods available by which a dissenting shareholder may
show his dissent. For example, an entry in the corporate minutes will be sufficient. A shareholder can also register his dissent to a corporate action by filing a written dissent with the
corporate secretary promptly after the meeting or after consents in writing have been obtained from other shareholders, or by filing such a written dissent with the appropriate party
before the meeting is adjourned. Id
157. See id art. 2.41(B) (Vernon 1980).
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A problem that remains unanswered by the TCCL revolves
around the proper voting procedures when a corporation is managed by its shareholders. Will an absent stockholder be able to supply a proxy, as permitted for shareholders, 58 or must he appear in
person to form a quorum of directors?' 59 Because the TCCL specifies that in a shareholder-managed company the shareholders shall
have the liabilities of directors, 6 ° it seems logical that a shareholder
must be present at management meetings in order to vote, but the
question is not free from doubt. At the least, this requires attendance at all meetings and may also require a division of votes: will it
be possible to distinguish votes as directors from votes as stockholders? One must look to the subject voted upon in order to answer
this question.
It should be clear, however, that these problem areas can be
avoided with carefully drafted shareholder agreements and articles
of incorporation. Certainly this appears to be the intention of the
TCCL. For example, where a veto power exists, agreement on such
a power would supersede any counting of the votes of the holders of
a majority of outstanding shares. The corporate planner would be
wise to consider all possibilities and potential problems and provide
solutions for each through a series of carefully drafted shareholder
agreements.
E. The Custodial Statute
In many instances dissolution and liquidation of a closely held
concern are not satisfactory remedies for corporate difficulties.
Most minority shareholders will not benefit from a liquidation because the liquidated value of their shares is small. Additionally, in
many cases the only available purchaser of company assets is the
majority owner, usually the party whose oppressive actions resulted
in shareholder unrest. Recognizing these facts, it is often advantageous, at least from the minority owner's standpoint, to continue the
business of the corporation. The TCCL contemplates two potential
solutions to shareholder dissension: the appointment of a provisional director' 6' or the appointment of a competent and impartial
158.
159.
160.
161.

Id. art. 2.29(C).
See id. art. 2.35(A).
See supra text accompanying note 150.
TEX. Bus. CORP. ACT ANN. art. 12.53 (Vernon Supp. 1984).
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custodian. 162

1. Provisional Director
Because deadlocks can only exist when those who are entitled
to vote on specific matters are evenly divided, they tend to occur
when shares are evenly divided among an even number of holders,
when a shareholder agreement abolishes the board and gives equal
voting power to each of an even number of de facto directors, or
when there is an even number of directors. Additionally, deadlocks
are possible, though unlikely, when the articles of incorporation, bylaws, or shareholder agreements call for a high or unanimous vote
on corporate matters. 163 Thus, a statute providing for a provisional
director should not be limited in its application only to corporations
with an even number of directors.' 64 Fortunately, the TCCL is not
so limited.
The TCCL permits the appointment of a provisional director
whenever the "votes or consents required to take action on behalf of
the close corporation cannot be obtained with the consequence that
its business and affairs can no longer be conducted to the general
advantage of the shareholders."'' 65 The statute permits this appointment even if the board has been abolished subject to a shareholder
agreement. 166 After appointment, the provisional director will have
all the rights and powers of an elected director or of a person empowered to manage the business pursuant to a valid shareholder
agreement' 67 and will serve until removed by court order or by an
appropriate vote of those members of the close corporation entitled
162. Id. art. 12.54.
163. If corporate documents call for artificially high quorum or vote requirements, the
holder of a minority position may be able to veto the will of the majority. While such veto
powers are useful tools in order to prevent oppression of minority shareholders, they should
be issued with caution. Perhaps the best solution to this hypothetical problem would be to
issue veto powers sparingly, to be used only in the event of a fundamental change in corporate structure. See generally I F. O'NEAL, CLOSE CORPORATIONS § 4.27 (1983) (suggesting
the use of high vote requirements instead of unanimity requirements).
164.

See, e.g., CAL. CORP. LAW § 388 (West 1980); Mo. ANN. REV. STAT. § 351.323

(Vernon 1966); TENN. CODE ANN. § 48-809 (1979). These states limit the use of provisional
director statutes to those concerns with an even number of directors. Contrast this with the
New Jersey law, N.J. REV. STAT. § 14A:12-7(3) (1969), which permits the appointment of
more than one provisional director, a solution to the problem of deadlock where an odd
number of directors is involved.
165.

TEX. Bus. CORP. ACT ANN. art. 12.53(A) (Vernon Supp. 1984).

166.
167.

Id.
Id. art. 12.53(B)(2).
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to vote. 68
Some questions may arise, however, concerning the appointment of a provisional director. The first question regards the determination of when the business affairs of the closely held concern can
no longer be conducted by its own representatives. Does this language require a literal cessation of business activity or does it apply
when the corporation fails to manage its affairs effectively? Second,
will the statutory language permit the appointment of a provisional
director when there are vacancies on the board or when one or more
directors refuse to attend scheduled meetings? How many meetings
must be missed before a court can act? Will the language be considered broad enough to permit an appointment when the deadlock
pertains to nonoperating problems, such as the corporation's dividend policy?
In reply to the first question, a California case has held that a
court may intervene and appoint a provisional director when a corporation ceases to manage its affairs effectively due to a deadlock.'6 9
Regarding the second series of questions, the law is unclear. There
is authority in jurisdictions other than Texas for the position that a
court need only look to the number of directors in office, and vacanConversely, there is also
cies or absentees are to be disregarded.'
authority stating that vacancies are not grounds for the appointment
of a provisional director even though there may be an even number
of directors pending the filling of the vacancy.'' The TCCL, with
its broad and general language, does not provide answers to these
questions."' Therefore, the trial court will continue to have broad
discretion concerning the appointment of a provisional director.
168. Id art. 12.53(B)(3). Note that, in general, a provisional director may request the
court to remove him at any time if he feels he cannot effectively discharge his duty. See,
e.g., In re O'Brien Mach., Inc., 224 Cal. App. 2d 563, -, 36 Cal. Rptr. 782, 783-84 (1964).
169. See In re Jamison Steel Corp., 158 Cal. App. 2d 27, -, 322 P.2d 246, 251 (1958).
170. See Desert Club v. Superior Court, 99 Cal. App. 2d 346, 221 P.2d 766 (1950). See
also Comment, Unusual Statutory Remedies for the Deadlocked Corporation in California:
Voluntary Dissolution and the ProvisionalDirector, 48 CALIF. L. REV. 272, 278 (1960) (discussing the appointment of a provisional director under § 819 of the California law).
171. In re Friedlieb, - Misc. -, 184 N.Y.S. 753 (N.Y. Sup. Ct. 1920).
172. However, the TCCL provides rules pertaining to judicial proceedings. In particu-

lar, proceedings may be brought to appoint a provisional director only after all nonjudicial
remedies have been applied and exhausted, or when it can be proven that some irreparable
harm to the corporation or its shareholders will occur without such an appointment. TEX.
Bus. CORP. ACT ANN. art. 12.51(E) (Vernon Supp. 1984). These terms, however, are not
defined in the TBCA. Presumably nonjudicial remedies would include those remedies provided for in the corporate documents, such as arbitration, while the term "irreparable harm"
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Custodian

The TCCL also provides the mechanism whereby a court may
appoint a custodian, who will have all the powers, duties, and title
of a receiver under the applicable provisions of articles 7.05 through
7.07 of the TBCA.' 73 The TCCL describes the custodian as one
whose authority permits him to continue the affairs of the corporation, but who will not have the power to liquidate the company and
74
distribute its assets except when he does so under court order.
Generally, the reasons for appointment of a custodian are similar to
those required for the appointment of a provisional director, including deadlock.' 75 The reasons also include those situations when the
terms of office of the directors have expired and no successor directors have been elected or when the corporation is subject
to dissolu17 6
agreement.
shareholder
a
under
intervenor
an
by
tion
It appears from the statutory language that the custodian will
be appointed as a temporary manager who will assume custody of
the corporate assets, supervise the operations of the company, and in
general run the business pending a resolution of the reason for his
appointment.' 77 In effect, the custodian, in contrast to the provisional director, actually replaces the board on the ground that the
board cannot or will not function properly. 78 Custodianship thus
appears to be a valid approach to deadlocks and other corporate
difficulties, especially if dissolution is the only other feasible remedy. Yet, in the minds of outsiders, custodianship will probably be
associated with insolvency or bankruptcy, which may result in a detrimental position vis-a-vis creditors and customers.
Additionally, the same problem that confronts the court when
deciding whether to appoint a provisional director also arises in the
appointment of a custodian-when will it be proper to make such
an appointment? Although the statutes provide some guidance, a
court of equity can exercise its authority to appoint a custodian
will take on a similar meaning to that which it enjoys when considered in relation to tempo-

rary and permanent injunctions.
173. TEX. Bus. CORP. ACT ANN. art. 12.54 (Vernon Supp. 1984).
174. Id. art. 12.54(B).
175. Id art. 12.54(A).
176. Id.
177. Id art. 12.54(B).
178. See Thisted v. Tower Management Corp., 147 Mont. 1, -, 409 P.2d 813, 821 (1967)
(the district court has the power to grant authority to a receiver so that he in fact replaces the
board and the officers and assumes complete control of that corporation).
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whenever it believes the appointment is in the best interest of the
corporation. 7 9 Thus, in the final analysis, the appointment of a custodian depends upon the court's determination that the corporation
can be rehabilitated despite the problems that called for appointment in the first place. Arguably, the alternative would be statutory
dissolution. 180

Under the TCCL a court of equity may appoint a custodian if
the plaintiff has the right to dissolve the corporation pursuant to a
validly executed shareholder agreement.' 8' Additionally, under article 12.52 a court may not decree liquidation, involuntary dissolution, or receivership unless the court determines that all other
remedies in law or equity are inadequate. 8 2 An exception exists to
this latter rule, however, for those shareholders seeking relief who
have the right to dissolve the concern under a shareholder agreement. 113 This apparent contradiction becomes even more pronounced when the statutory language is considered: a court "shall
appoint a custodian" for a closely held corporation on proof that
"the plaintiff or intervenor has the right to dissolve the close corpo179. See Drob v. National Memorial Park, Inc., 28 Del. Ch. 254, -, 41 A.2d 589, 597
(1945); Leibert v. Clapp, 13 N.Y.2d 313, 316-17, 196 N.E.2d 540, 542, 247 N.Y.S.2d 102, 105
(1963); Patton v. Nicholas, 154 Tex. 385, -, 279 S.W.2d 848, 856-57 (1955); F. O'NEAL,
supra note 11, § 9.27.
180. See generally Field, Resolving Shareholder Disputes and Breaking Deadlocks in the
Close Corporation, 58 MINN. L. REV. 985, 991 (1974) (purpose of dissolution is to allow an
otherwise locked-in shareholder to bring about a sale of the corporate business and a liquidating distribution); Hornstein, 4 Remnedyfor Corporate Abuse-Judicial Power to Wind Up
a Corporation at the Suit of a Minority Stockholder, 40 COLUM. L. REV. 220, 223 (1940)
(courts have the power to appoint a receiver for a corporation and, through him, to wind up
its affairs); Note, Corporations-Dissolution-Equity Power to Dissolve Going Concern for
Dissention, 56 MICH. L. REV. 1019, 1020 (1958) (Michigan was one of the first to recognize
the inherent ability of equity, in exceptional circumstances, to dissolve corporations); Note,
Dissolution of the Close Corporation, 41 ST. JOHN'S L. REV. 239, 241 (1966) (discussing the
fact that the legislative reforms have done little in advancing the dissolution features); Annot., 83 A.L.R.3d 458, 463-64 (1978) (collection of cases which discuss the question whether
a corporation may be dissolved on the ground of deadlock or dissension existing in the
electorate or among shareholders). Most states, including Texas, have statutes which permit
a specified percentage of shareholders to file a petition for dissolution upon the occurrence
of specific events, including deadlock. See, e.g., TEX. Bus. CORP. ACT ANN. art. 6.02
(Vernon Supp. 1984). Voluntary dissolution may also occur with the consent of all the
shareholders, by the incorporators if the corporation has not commenced business, or by a
resolution of the board of directors and subsequently approved by a shareholder vote. id
arts. 6.01 & 6.02.
181. TEX. Bus. CORP. ACT ANN. art. 12.54(A)(3) (Vernon Supp. 1984).
182. Id. art. 12.52(A)(6).
183. Id. art. 12.52(B).
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ration under a shareholders' agreement." 84
' This language seems to
permit no discretion if the statutory requirements are met. On the
other hand, under the exception stated in article 12.52(B), the court
must permit dissolution pursuant to a valid shareholder agreement,
without resort to the appointment of a custodian or a provisional
director. The contradiction, however, is more theoretical than real.
Under article 12.52, the court may enforce close corporation provisions by injunction, specific performance, or other relief that the
court determines is fair and equitable under the circumstances, in85
cluding the appointment of provisional directors or custodians.
Under article 12.54, a custodian is to be appointed whenever the
shareholder petitioning for the appointment has the alternative right
to request dissolution under a shareholders' agreement. 8 6 The apparent contradiction thus becomes reconciled, but the statutory language of these sections should be clarified in future revisions of the
TCCL in order to prevent misreadings and misunderstandings.
F. Termination
Generally, because the election of close corporation status consists of the addition of a simple statement to that effect in the articles
of incorporation,' 87 it seems logical that termination of that status
should be equally simple. Under the TCCL there are four methods
provided for termination of close corporation status: (1) filing a
statement of termination with the Secretary of State; (2) amending
the articles of incorporation in order to remove the statement that
the concern is closely held; (3) merging or consolidating with a nonclosely held corporation; and (4) seeking a court decree of termination. 8 8 It should be stressed, however, that termination of close
corporation status does not result in dissolution or liquidation of the
company; 189 rather, the close corporation reverts to being an ordinary corporation and is governed by the general corporate laws. 190
184. Id. art. 12.54(A)(3) (emphasis added).
185. Id. art. 12.52(A)(2).
186. Id. art. 12.54(A)(3).
187. See supra text accompanying notes 92-93.
188. TEX. Bus. CORP. ACT ANN. art. 12.21(A) (Vernon Supp, 1984).
189. Dissolution can occur only pursuant to articles 6.01-.07 (voluntary) and articles
7.01-.03 (involuntary) of the TBCA; pursuant to a court decision based on a valid and enforceable shareholder agreement under article 12.52(B); or when the court determines that
all other remedies would be inadequate. Id. See also supra text accompanying notes 182-84.
190. TEX. Bus. CORP. ACT ANN. art. 12.22(D) (Vernon Supp. 1984).
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A statement of termination of close corporation status would be
necessary in instances where the close corporation documents provide for termination at a specified time or on the occurrence of a
specified event.' 9 ' When the specified event occurs or when the time
for termination passes, a properly signed and verified statement of
such termination together with a copy of the controlling document
should be sent to the Secretary of State. Upon filing
this will result
92
in formal termination of close corporation status.
Where the corporation has not specified a time or event that
will terminate close corporation status, the most likely method of
termination will be by amendment. In order to amend the articles
of incorporation, however, it will be necessary to refer to article 4 of
the TBCA absent a shareholder agreement which refers to the
number of votes required for termination. 193 Article 4.01 (B)(18) authorizes amendment of the articles of incorporation to terminate
close corporation status, 194 and article 4.03(b)(l 1) directs that class
voting shall apply even though the class may have no such voting
rights under the original articles of incorporation.' 9 5 The percentage of votes required shall be two-thirds of the shares,' 96 unless a
supermajority vote has been approved in earlier versions of the articles of incorporation.' 97 Similar rules apply in the case of a merger,
except that a shareholder can exercise his dissent rights if he is displeased with the termination
of close corporation status by either
98
merger or consolidation.
Although these steps appear simple enough, termination of
close corporation status gives rise to problems of continuity. Because a close corporation that terminates its status becomes an ordinary corporation, it becomes subject to the general corporation laws.
191. Id. art. 12.22(A).
192. Id. art. 12.22(B)-(D). Upon receipt of the formal termination notice from the Secretary of State, the corporation must provide notice of the termination to each shareholder
of the concern. Id. art. 2.22(E).
193. Article 12.32(A)(6)(b) specifically refers to the percentage of the vote required for
termination of close corporation status. Id. art. 12.32(A)(6)(b). Clearly, if the close corporation has a valid shareholder agreement covering the vote required, termination by amendment cannot proceed unless a sufficient number of votes in favor of termination are in hand.
194. Id. art. 4.01(B)(18).
195. Id. art. 4.03(B)(1 1).
196. See id art. 4.02(A)(3) (Vernon 1980).
197. Id. art. 9.08 (Vernon 1980 & Supp. 1984). It is also possible, though highly improbable, that less than a majority share of the vote is all that would be necessary under the
articles. Such a vote is also expressly permitted under article 9.08. Id.
198. See id. arts. 5.11-.13.
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What happens, then, to those actions undertaken by the company
that were permitted under the TCCL but would be questionable
outside of article 12? Fortunately, the TCCL provides guidance on
these matters.
In the event of termination, all existing shareholder agreements
will also terminate, except that if the agreement so provides, it will
continue to be valid and enforceable to the extent permitted under
the general corporation laws. 199 It thus appears imperative that a
savings clause be inserted in all shareholder agreements so that validity will be ensured upon termination.
The second major problem that could occur relates to the abolishment of the board of directors, in which case the shareholders
become managers of the concern. 200 A termination of close corpora-

tion status automatically reinstates governance by a board of directors.2 0 ' The persons who will become directors may be named in a

shareholder agreement prior to termination. °2 If so named they
will serve interim terms until a shareholder meeting is called to elect
permanent directors.2 °3 Conversely, if such interim directors are not
provided for, the shareholders will continue to manage the corporation with all attendant liabilities until a meeting of the shareholders
is called and directors are duly elected. 2 ' Thus, in some instances
the corporation may terminate
closely held status but remain man20 5
aged by its shareholders.
While this would not pose any significant legal problem, 20 6 it

does appear to violate the spirit of the TBCA. It would be much
simpler to require that the names of directors, interim or otherwise,
be included in the documents filed with the Secretary of State's office. An amendment to the TCCL to include such a requirement
would clarify the question of managing control of the company and
would be more in keeping with the general rule that a company
199. Id. art. 12.36(E) (Vernon Supp. 1984).
200. See supra text accompanying notes 141-60.
201. TEX. Bus. CORP. ACT ANN. art. 12.23(C) (Vernon Supp. 1984).
202. Id. art. 12.23(C)(1).
203. Id. art. 12.23(E).
204. Id.
205. It is apparent that a special meeting shall be called promptly after termination in
order to elect interim directors. Id. art. 12.23(D). There is no penalty, however, for failure
to hold such a meeting, or to elect such directors.
206. It is obvious that the shareholder-managers would have de facto director liability in
this instance. See supra text accompanying notes 148-50.

1984]

CLOSE CORPOR4TIONS

815

shall be managed by a board of directors.2 °7
IV.

A MODEST PROPOSAL

Although previous sections of this article criticize several provisions of the TCCL, the TCCL is one of the best close corporation
statutes currently in existence. With only minor revisions it can
solve many of the problems raised herein. On the other hand, it is
disappointing to note that the TCCL does not address, except indirectly, such major areas of close corporation concern as fiduciary
duty and minority shareholder abuse.
It is generally accepted that directors of a corporation are fiduciaries with respect to their corporation 20 8 and its shareholders.2 °9
Similar duties are imposed on majority shareholders. 21 0 A majority
shareholder becomes subject to fiduciary obligations whenever he
exercises control over the corporation 2 11 or whenever he begins to
function directly in corporate affairs.21 2 By so acting, the majority
shareholder steps out of his role as a shareholder and becomes a
fiduciary acting for both himself and the other shareholders. The
primary way liability can be avoided in such instances is to conduct
207. See TEX. Bus. CORP. ACT ANN. art. 2.31 (Vernon 1980).
208. See, e.g., Rose v. Schantz, 56 Wis. 2d 222, -, 201 N.W.2d 593, 597 (1972).
209. See, e.g., Pepper v. Litton, 308 U.S. 295, 306 (1939); Kavanaugh v. Kavanaugh
Knitting Co., 226 N.Y. 185, -, 123 N.E. 148, 150 (1919).
210. See United States v. Gates, 376 F.2d 65, 77-78 (10th Cir. 1967); Zahn v. Transamerica Corp., 162 F.2d 36, 42 (3d Cir. 1947); Berkowitz v. Power-Mate Corp., 135 N.J. Sup.
36, -, 342 A.2d 566, 571 (1975). Additionally, in some cases, when a minority owner can
coerce or otherwise influence other corporate officials, the minority owner may also owe a
fiduciary duty to other shareholders. See generally Hetherington, The Minority's Duty of
Loyalty in Close Corporations, 1972 DUKE L.J. 921, 933 (shareholders are not free to pursue
their own interests in total disregard of the interests of other shareholders).
211. See, e.g., Southern Pac. Co. v. Bogert, 250 U.S. 483, 487-88 (1919) ("the majority
has the right to control; but when it does so, it occupies a fiduciary relation toward the
minority"); Gerstle v. Gamble-Skogmo, Inc., 298 F. Supp. 66, 99 (E.D.N.Y. 1969) (breach of
fiduciary obligation when inadequate disclosures and accomplishment of a merger through a
plan which was unfair to the minority shareholders), modified, 478 F.2d 1281 (2d Cir. 1973);
International Bankers Life Ins. Co. v. Holloway, 368 S.W.2d 567, 576 (Tex. 1963) (suit for
fraud and conspiracy brought by corporation against majority shareholders and former officers and directors because of profits on sale of their personal stock).
212. See Harriman v. E.I. Dupont De Nemours & Co., 372 F. Supp. 101, 105, 106 (D.
Del. 1974). See generally Gottesman v. General Motors Corp., 279 F. Supp. 361, 368
(S.D.N.Y. 1967) (corporation which owned 23% of stock of second corporation had power to
control latter corporation because of unrelated ownership of balance of shares); Patton v.
Nicholas, 154 Tex. 385, 392, 279 S.W.2d 848, 853 (1955) (majority shareholder had control
as dominant officer; breached duty by suppressing payment of dividends).
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all business affairs at arm's length. 213 If the transaction is not conducted in total fairness and at arm's length, the controlling share-

holder must account for all profits realized at the expense of the
minority.214
Corporate directors and control persons, however, are also able
to defend themselves against shareholder suits on the ground that

the inappropriate activity complained of was within the powers of
the corporation and the authority of management. In addition, the

business judgment rule used by control persons in such instances
reflects the idea that a majority of shareholders have elected the directors to run the concern, and, therefore, the courts are not justified

in substituting their judgment for that of the managers.21 5 Because
directors' decisions are made on the basis of complex business considerations, courts are not qualified to substitute their own views for
those of management, absent a clear abuse of managerial discretion.2 16 Consequently, courts have been unwilling to intervene in
the internal affairs of a corporation, even when the course of action

chosen by management has been both unwise and unprofitable. 1 7
Therefore, no judicial scrutiny is provided. This judicial reluctance
to question business practices on the part of directors and controlling shareholders may result in unfairness to minority owners. No-

where is this more onerous to the minority shareholder than in the

close corporation.
Closely held corporations deserve distinct judicial treatment
because they normally have a small number of shareholders, have
no ready market for sale of their shares, and usually have substan213. See Perlman v. Feldmann, 219 F.2d 173, 175 (2d Cir.), cert. denied, 349 U.S. 952
(1955); Johnston v. Greene, 35 Del. Ch. 479, -, 121 A.2d 919, 925 (1956).
214. See F. O'NEAL, supra note 35, § 4.04, at 190. See also supra text accompanying
notes 64-71.
215. See generally F. O'NEAL, supra note 35, § 9.04, at 583-84 (justification for this rule
does not apply to close corporations; courts may intervene "to protect minority shareholders
• . . against oppressive action by the directors . . . even though fraud, bad faith, or . . .
unreasonableness . . . cannot be shown").
216. Id.
217. See City Bank Farmers Trust Co. v. Hewitt Realty Co., 257 N.Y. 62, -, 177 N.E.
309, 311 (1931) (court will not attempt to control the corporate managers in the faithful
exercise of their discretion). See generally Note, Minority Shareholder Suits to Compel Declaration of Dividends, 64 HARV. L. REV. 299, 299 (1950) ("undesirable for a court to compel
dividend declarations merely because it disagrees with the business judgment of the directors"); Note, Close Corporations-Bad Faith of Majority, 35 N.C.L. REV. 271, 277-77 (1957)
(discussing general policy of courts to refuse to interfere with corporate business).
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tial majority stockholder participation in management. 1

817
8

The

TCCL, as its ultimate objective, permits a close corporation to be
operated with a minimum of formality and allows its owners the
same freedom of contract in defining the terms of their association
as if they were partners.2" 9 Equating the close corporation with the

partnership should, therefore, result in a higher standard of fiduciary duty between shareholders in such a concern. It should, in fact,
approach the same standard that partners owe to one another-a
standard of undivided loyalty.220 With such a standard in place, judicial scrutiny may be exercised by a court of equity 22 ' in order to
prevent abuse of the interests of minority shareholders. In addition,

the business judgment rule should not be applied.
Whenever a court acts in equity, there must be a balancing of
the interests of the parties involved. The conflicting positions between the parties dictate that a solution to the problem raised re-

quires the application of broad principles of right and justice in
order to provide a remedy to cover injuries for which there is no
clear, full, and adequate relief at law.2 22 In the close corporation,

there is often no adequate remedy at law when the majority exer223
cises its control prerogative to the detriment of the minority.
218. See generally F. O'NEAL, supra note 35, § 1.02 (when the majority is in control,
there is always the danger that they will use their power to further their own interests to the
detriment of the minority shareholders).
219. TEX. Bus. CORP. ACT ANN. art. 12.01 comment (Vernon Supp. 1984).
220. Meinhard v. Salmon, 249 N.Y. 458, 464, 164 N.E. 545, 546 (1928); Clement v.
Clement, 436 Pa. 466, -, 260 A.2d 728, 729 (1970); Douglas v. Neill, 545 S.W.2d 903, 906
(Tex. Civ. App.-Texarkana 1977, writ refd n.r.e.); Morgan v. Arnold, 441 S.W.2d 897, 905
(Tex. Civ. App.-Dallas 1969, writ refd n.r.e.).
221. As a general rule, partners cannot sue each other at law. The remedy for partnership abuse is in equity. See generally H. REUSCHLEIN & W. GREGORY, AGENCY AND PARTNERSHIP § 192 (1979) (a partner's remedy in equity is a right to an accounting).
222. See Boomer v. Atlantic Cement Co., 26 N.Y.2d 219, 222, 257 N.E.2d 870, 871, 309
N.Y.S.2d 312, 314 (1970); Storey v. Central Hide & Rendering Co., 148 Tex. 509, 514-15,
226 S.W.2d 615, 618-19 (1950); Estancias Dallas Corp. v. Schultz, 500 S.W.2d 217, 219 (Tex.
Civ. App.-Beaumont 1973, writ refd n.r.e.).
223. See, e.g., Burnett v. Word, Inc., 412 S.W.2d 792 (Tex. Civ. App.-Waco 1967, no
writ). In Burnett the majority owners of a corporation, in order to consummate a merger,
voted to issue a substantial amount of preferred stock. This action diluted a minority
holder's share of ownership and thus denied him the right to block the merger. Although
the minority owner suffered significant harm, the court denied any recovery because the
controlling shareholders strictly complied with all applicable state statutes. Id. at 795. In
Farnsworth v. Massey, 365 S.W.2d I (Tex. 1963), a minority shareholder's recovery was
denied because majority action was permitted by the business corporation act. Id at 5. See
generally Comment, Should Texas Courts Impose a FiduciaryDuty on ControllingShareholders in the Use, Sale and Transfer of Their Shares?, 3 TEX. TECH L. REV. 353, 354 (1972)
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Under the TBCA controlling shareholders, in the absence of any
agreements to the contrary,224 may do as they desire so long as they
comply with applicable state statutes 225 and do not cause harm to
the corporation itself. On the other hand, because majority shareholders have a right to vote their shares in their own interests, a
balance should be struck whenever their votes impinge upon the
rights of the minority owners in a close corporation. A combination
of factors should be considered in order to achieve this balance, including the court's analysis of the controlling shareholder's action,
the demonstration of a proper business purpose for the action, and
the minority shareholder's response. The court should weigh the legitimate business purpose, if any, against the practicality of a less
harmful alternative.226 Such a balancing test would permit the minority to counter the potentially harmful actions of the majority by
showing that the same result could have been achieved without the
necessity of harming the interests of the minority owners.
In order to illustrate the desirability of such a balancing test, an
example may be helpful. Whenever an investor purchases shares in
a closely held corporation, he reasonably expects certain rights to
flow from that investment. 227 Those rights, however, may not be
articulated in the corporate documents or in separate shareholder
agreements, and in the absence of the proper protections, the minor22
ity holder may well be subject to abuse. In a freeze-out situation, 1
for example, the unprotected minority shareholder may be forced to
relinquish his stock at a price fixed by the majority because there is
no public ownership to serve as an indicator of the value. The
transaction will undoubtedly increase the value of the company to
those who remain as stockholders because they now each possess a
(indicating that minority shareholders suffer significant harm under Texas corporation
laws).
224. If shareholder agreements exist and cover the alleged breach of duty, the Texas law
on enforcement of such provisions would apply, and a remedy would be available. See TEX.
Bus. CORP. ACT ANN. art. 12.52 (Vernon Supp. 1984). Thus, the use of the equity powers of
the court would arise only when the breach complained of is not covered by corporate
agreements.
225. See supra note 223.
226. See Wilkes v. Springside Nursing Home, Inc., 370 Mass. 842, -, 353 N.E.2d 657,
663 (1976); Schwartz v. Marien, 37 N.Y.2d 487, 492, 373 N.Y.S.2d 122, 127, 335 N.E.2d 334,

338 (1975).
227. Such rights might include employment, the receipt of dividends, or a voice in the
management of the concern.
228. See supra notes 20-55 and accompanying text.
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greater percentage of the outstanding shares than before. The standard of fairness involved should shift in favor of those minority
owners who were forced out because they originally invested in the
concern with a view toward long term involvement. In Texas, however, this shift does not occur.22 9
Suppose, as part of our hypothetical example, a close corporation is organized with five shareholders, each owning a one-fifth interest. One of the shareholders encounters financial difficulty
unrelated to the business. The owners not in such financial straits
then decide, through a proper directors' meeting and shareholder
vote, to sell additional stock in the company in order to strengthen
the balance sheet-a proper business purpose. 230 Although the financially troubled owner objects and votes against the proposal, it
passes with eighty percent of the vote.23 ' New stock is issued and
purchased by the four owners who can afford the shares, thus increasing their interest and, correspondingly, diluting the fifth shareholder's percentage of ownership. 23 2 The troubled owner sues,
claiming a breach of fiduciary duty.
Under general corporate law, the court's initial question would
be to look for a conflict of interest between the parties.233 Because
all parties had an equal right to purchase the new shares, no such
conflict would be found. The court would then scrutinize the transaction for fairness.2 34 A finding that the proper statutory tests were
followed and that the shares were sold for a fair price would pre229. See Burnett v. Word, Inc., 412 S.W.2d 792, 795 (Tex. Civ. App.-Waco 1967, no
writ). See Comment, supra note 223, at 353-54.
230. Presumably, such a proper business purpose would be required by a court of equity, see, e.g., Tanzer v. International Gen. Indus., Inc., 379 A.2d 1121, 1123-24 (Del. 1977),
although there is no statutory requirement that such a purpose must exist.
231. Situations such as this could be avoided through the use of a shareholder agreement requiring a super majority vote of 81% of the outstanding shares for passage of fundamental corporate actions. However, such restrictions are not present in this example.
232. It must also be assumed that new shares are issued for full value, thus avoiding the
result in Katzowitz v. Sidler, 24 N.Y.2d 512, 249 N.E.2d 359, 301 N.Y.S.2d 470 (1969),
where additional shares were sold at a price discounted from full value and where the court
used that fact to find in favor of the plaintiff. Id. at 520, 249 N.E.2d at 364, 301 N.Y.2d at
477.
233. See Schwartz v. Marien, 37 N.Y.2d 487, 489, 335 N.E.2d 334, 336, 373 N.Y.S.2d
122, 125 (1975) (conflict occurs where all parties are not granted equal opportunity to
purchase new shares).
234. See supra text accompanying notes 49-55.
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clude any remedy.235
Should the court act in equity and apply the doctrine of undivided loyalty, the result would be different. After determining that
no conflict of interest existed, the court would require the defendants to show a proper purpose for the transaction complained ofhere the sale of additional stock.2 36 Should the defendants be unable to show a proper purpose, the court could invalidate the sale
due to its detrimental effect on the complaining minority stockholder. Additionally, if the court accepts strengthening the balance
sheet as a proper business purpose, the minority shareholder still
has the right to show that the balance sheet could have been improved in other ways not detrimental to his voting stock ownership-for example, by issuing a different class of securities or
preferred stock.23 7 Should the minority owner succeed in proving
his point, the court again could invalidate the transaction citing oppression of the minority shareholder under the balancing of the equities test.238
Because a shareholder has invested his time, effort, and money
in the operation of the close corporation, he clearly stands in a more
intimate relationship with his fellow investors than do shareholders
in public companies. In such situations, fiduciary principles should
be held to a strict standard, much like those in partnerships. With
such a strict standard, a court could void a transaction not merely
because the transaction itself is unfair or fraudulent, but because the
acts of the fiduciaries involved result in a wrong to the minority
shareholder. The establishment of such a standard, therefore, will
protect minority shareholders who have failed to bargain for their
rights through the articles of incorporation, the bylaws, or shareholder agreements. Without such a standard, the minority is often
subject to abuse. The addition of a strict fiduciary standard should
235. See, e.g., Katzowitz v. Sidler, 24 N.Y.2d 512, 249 N.E.2d 359, 301 N.Y.S.2d 470
(1969); Burnett v. Word, Inc., 412 S.W.2d 792 (Tex. Civ. App. -Waco
1967, no writ).
236. See supra text accompanying notes 222-26.
237. Id.
238. The hypothetical example herein is taken from Johnson, supra note 12, at 24-25.
See also Wilkes v. Springside Nursing Home, Inc., 370 Mass. 842, -, 353 N.E.2d 657, 663
(1976) (no legitimate purpose for actions which harmed minority shareholder); Donahue v.
Rodd Electrotype Co. of New England, 367 Mass. 578, 328 N.E.2d 505 (1975) (actions of
majority shareholder constituted breach of duty). Note that in order to determine whether
the burden of proof is met by the company, the court may have to closely scrutinize the
business decision of the company. The court, however, will act only as an inspector of the
affairs of the corporation; it does not involve itself in the actual decision-making process.
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be adopted in the TCCL in order to curtail any possibility of minority shareholder oppression.
V.

CONCLUSION

When the Texas Legislature adopted the new close corporation
law, it corrected many of the mistakes that had been apparent in
earlier versions of such laws as passed by other states. Any statutory
law, however, has room for improvement, and this article has
presented some suggestions for change. The TCCL is a major step
toward a comprehensive close corporation business statute. Future
revisions should result in improvement, clarifications, and precedents that will serve the state and its citizens well for many years.

