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a n d  A c c u m u l a t i o n s  A c t ,  1 9 6 4 ,  c. 55, § 3. I n  M a y  1979, t h e  

A m e r i c a n  L a w  I n s t i t u t e  a p p r o v e d  t h e  w a i t - a n d - s e e  a p p r o a c h  to b e  

i n c o r p o r a t e d  i n t o  t h e  R e s t a t e m e n t  ( S e c o n d )  o f  P r o p e r t y .  R e ­

s t a t e m e n t  ( S e c o n d )  o f  P r o p e r t y ,  D o n a t i v e  T r a n s f e r s  §§ 1 . 3 - . 4  

(Tent. D r a f t  No. 2, 1 9 7 9 ) .

U n d e r  t h e  c y  p r e s  d o c t r i n e  t h e  i n v a l i d  i n t e r e s t  is 

r e f o r m e d  to g i v e  e f f e c t  as n e a r l y  as p o s s i b l e  to  t h e  g e n e r a l

i n t e n t  o f  t h e  c r e a t o r  o f  t h e  i n t e r e s t .  T h e  cy p r e s  d o c t r i n e
* •

h a s  b e e n  a d o p t e d  i n  f i f t e e n  s t a t e s  a n d  b y  the R e s t a t e m e n t  ( S e c­

ond) o f  P r o p e r t y .  C a l .  Civ. C o d e  § 7 1 5 . 5  ( W e s t  1 9 7 0 ) ;  Mo. A n n .

S t a t .  § 4 4 2 . 5 5 5  ( V e r n o n  S u p p .  1 9 7 9 ) ;  O k l a .  S t a t .  tit. 60, § 75

( 1 9 7 1  &  S u p p .  1 9 7 8 ) ;  Te x .  R e v .  Civ. S tat. Ann. art. 1 2 9 1 b  

( V e r n o n  S u pp. 1 9 7 8 ) ;  Ky. Rev. S t a t .  § 3 8 1 . 2 1 6  (197 2 ) ;  O h i o  Rev. 

C o d e  A n n .  § 2 1 3 1 . 0 8 ( c )  ( P a g e  1 9 7 6 ) ;  Vt. S t at. A n n .  tit. 27,

§ 50 1  ( 1 9 7 5 ) ;  Va. C o d e  § 5 5 - 1 3 . 3  ( a p p r o v e d  A p r i l  7, 1 9 8 2 ) ;

W a s h .  Rev. C o d e  § 1 1 . 9 8 . 0 3 0  (1976); In r e  E s t a t e  o f  C h u n  Q u a n  

Y e e  Ho p ,  52 H a w .  40, 46, 4 6 9  P . 2d  183, 197 (1970); Tn  r e  

F o s t e r ' s  E s t a t e ,  1 9 0  K a n .  498, 503, 376 P .2d 784, 788 (1962) 

( s e m b l e ) ; C a r t e r  v. B e r r y ,  243 M i s s .  321, 376, 1 4 0  So. 2d  843, 

8 5 5  (1962); E d g e r l y  v. B a r k e r ,  66 N.H. 4 3 4 ,  31A. 9 0 0  (1891); 

B e r r y  v. U n i o n  N a t '1 B a n k ,  2 6 2  S . E . 2 a  76o (W. Va. 1980) (a 

p a r t i c u l a r l y  p e r s u a s i v e  o p i n i o n  a n a l y z i n g  c y  pr e s  a n d  c i t i n g  

m o s t  o f  the r e l e v a n t  l i t e r a t u r e ) ; S e e  a l s o  A t c h i s o n  v. C i t y  o f  

E n g l e w o o d ,  5 6 8  P . 2d 13, 1 7 - 1 8  (Colo. 1 977) ( r e f o r m i n g  c o m m e r­

c i a l  a g r e e m e n t  so as to a v o i d  v i o l a t i o n  o f  the R u l e ) . R e s t a t e­

m e n t  ( S e c o n d )  o f  F r o p e r t y ,  D o n a t i v e  T r a n s f e r s  § 1.5 (Tent.

D r a f t  . o. 2, 1 9 7 9 ) ,  a p p l i e s  t h e  c y  p r e s  d o c t r i n e  i f  t h e  i n t e r­

es t  a c t u a l l y  v e s t s  b e y o n d  t h e  p e r p e t u i t i e s  p e r i o d .  T h u s ,  t h e  

R e s t a t e m e n t  h a s  a d o p t e d  t h e  m o d i f i c a t i o n s  a d o p t e d  in K e n t u c k y ,  

M i s s i s s i p p i ,  N e w  H a m p s h i r e ,  O h i o ,  V e r m o n t ,  a n d  V i r g i n i a .  T h e s e  

m o d i f i c a t i o n s  a r e  p r o v i d e d  in p r o p o s e d  A S  3 4 . 2 7 . 0 1 0  o f  the 

s t a t u t e  p r o p o s e d  f o r  A l a s k a .



T o  summarize,, p r o p o s e d  A S  3 4 . 2 7 . 0 1 0  d r a w s  u p o n  a n d  

c o m b i n e s  t h e  b e s t  f e a t u r e s  o f  e x i s t i n g  l e g i s l a t i o n  i n  o t h e r  

A m e r i c a n  s t a t e s ,  a n d  d o e s  so i n  s i m p l e  f o rm.

W h o  W i l l  B e n e f i t  f r o m  T h i s  B i l l ?

T h i s  b i l l  w i l l  c a u s e  i n n o c e n t  a n d  r e a s o n a b l e  f a m i l y  

d i s p o s i t i o n s ,  wh^'ch s t a n d a r d  p e r p e t u i t i e s  d o c t r i n e  n o w  i n v a l i­

da t e s ,  to  b e  u p h e l d  w i t h i n  t h e  l i m i t s  o f  t h e  r u l e .  I n s t e a d  o f  

d e t e r m i n i n g  v a l i d i t y  o f  i n t e r e s t s  b y  w h a t  m i g h t  h a p p e n ,  o f t e n  

u n f o r e s e e n  b y  c o m p e t e n t  l a w y e r s ,  i t  w i l l  d e t e r m i n e  t h e  v a l i d i t y  

o f  i n t e r e s t s  b y  w h a t  a c t u a l l y  o c c u r s .  I t  w i l l  b e n e f i t  t h e  

g e n e r a l  p r a c t i c i n g  l a w y e r  w h o  h a s  d i f f i c u l t y  k e e p i n g  a b r e a s t  o f  

t h e  i n t r i c a c i e s  a n d  t e c h n i c a l i t i e s  o f  t h e  r u l e .  It w i l l  a l s o  

b e n e f i t  t h e  p r o p e r t y  o w n e r  w h o  cc* '.ults t h e  l a w y e r  o r  w h o  

d r a f t s  h i s  o w n  w i l l .

I t  s h o u l d  b e  n o t e d  t h a t  the s t a t u t e  d o e s  n o t  a f f e c t  

o r  m o d i f y  a n y  d i s p o s i t i o n  t h a t  w o u l d  h a v e  b e e n  v a l i d  p r i o r  to 

e n a c t m e n t  o f  t h e  s t a t u t e .  It o n l y  a f f e c t s  d i s p o s i t i o n s  t h a t  

h e r e t o f o r e  w o u l d  b e  v o i d .

H o w  W i l l  the S t a t u t e  A p p l y ?

T h e  d i s c u s s i o n  t h a t  f o l l o w s  is s o m e w h a t  m o r e  t e c h n i­

ca l  .

I n  t h e  f i r s t  p l a c e ,  it w o u l d  s e e m  d e s i r a b l e  f o r  a 

c o u r t  to d e c l i n e  to p a s s  o n  t h e  v a l i d i t y  o f  a f u t u r e  i n t e r e s t  

w h i c h  m a y  o r  m a y  n o t  v e s t  w i t h i n  t h e  r u l e  u n t i l  p r e v i o u s  i n t e r­

e s t s  h a v e  e x p i r e d ;  in the c a s e  o f  l a n d  n o  i s s u  of  p o s s e s s i o n  

c a n  a r i s e  u n t i l  t h i s  t i m e  coines, a n d  in t h e  c a s e  o f  a t r u s t  

t h e  t r u s t e e  is n o t  i n  a p o s i t i o n  w h e r e  h e  o r  s h e  h a s  to d i s t r i­

bu t e .  It is s t a n d a r d  p r a c t i c e  in  m a n y  j u r i s d i c t i o n s  to d e c l i n e  

to p a s s  o n  a p e r p e t u i t i e s  i s s u e  u n t i l  p r e v i o u s  i n t e r e s t s  e x p i r e .  

T h e  p r o v i s o  i n  t h e  f i r s t  s e n t e n c e  o f  p r o p o s e d  A S  3 4 . 2 7 . 0 1 0
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( " H o w e v e r ,  t h e  p e r i o d  o f  p e r p e t u i t i e s  m a y  n o t  b e  m e a s u r e d  b y  a 

l i f e  w h o s e  c o n t i n u a n c e  d o e s  n o t  h a v e  a c a u s a l  r e l a t i o n s h i p  to 

v e s t i n g  o r  f a i l u r e  o f  t h e  i n t e r e s t " )  p r e v e n t s  w a i t i n g  o u t  l i v e s  

w h i c h  h a v e  n o  r e l a t i o n s h i p  to t h e  gift.

I f  d e c i s i o n  is p o s t p o n e d  u n t i l  p r e v i o u s  i n t e r e s t s  

e x p i r e ,  it w i l l  u s u a l l y  b e  f o u n d  t h a t  " a c t u a l  r a t h e r  t h a n  p o s ­

s i b l e  e v e n t s "  h a v e  e l i m i n a t e d  a n y  h y p o t h e t i c a l  v i o l a t i o n  o f  

t h e  r u l e .  If, h o w e v e r ,  a c t u a l  e v e n t s  s t i l l  p r o d u c e  a v i o l a t i o n  

o f  t h e  r u l e ,  t h e n  t h e  c o u r t  u n d e r  t h e  s e c o n d  s e n t e n c e  o f  p r o p o s e d  

A S  3 4 . 2 7 . 0 1 0  w i l l  e n t e r  a d e c r e e  r e f o r m i n g  t h e  w i l l ,  d e e d ,  or
I

t r u s t  i n  s u c h  a w a y  as to  c a r r y  o u t  m o s t  c l o s e l y  the i n t e n t  

w h i l e  s t i l l  s t a y i n g  w i t h i n  t h e  l i m i t s  o f  t h e  R u l e .

T w o  c o m m o n  e x a m p l e s :

(1) A  c h i l d l e s s  f a r m e r  h a s  s e v e r a l  b r o t h e r s .  H i s  

y o u n g e s t  b r o t h e r ,  J o h n ,  w o r k s  t h e  p l a c e  w i t h  him. J o h n  h a s  

s e v e r a l  c h i l d r e n .  T h e  f a r m e r ' s  w i l l  l e a v e s  t h e  p l a c e  to J o h n  

f o r  l i f e ,  a n d  t h e n  to J o h n ' s  c h i l d r e n  w h o  r e a c h  t h e  a g e  o f  25. 

U n d e r  s t a n d a r d  p e r p e t u i t i e s  d o c t r i n e ,  the g i f t  t t h e  c h i l d r e n  

is v o i d ;  a n d  o n  J o h n ' s  d e a t h  t h e  p r o p e r t y  w i l l  p a s s  to t h e  

f a r m e r ' s  h e i r s  (who w o u l d  i n c l u d e  the o t h e r  b r o t h e r s ) .  U n d e r

i
t h e  p r o p o s e d  A c t  t h e  v a l i d i t y  o f  t h e  r e m a i n d e r  w o u l d  n o t  b e  

d e t e r m i n e d  u n t i l  J o h n ' s  d e a t h ;  then, if a l l  J o h n ' s  c h i l d r e n  

w e r e  b o r a  i n  t h e  t e s t a t o r ' s  l i f e t i m e  o r  if a l l  w e r e  o v e r  4 

y e a r s  o l d  a t  J o h n ' s  d e a t h ,  n o  r e f o r m a t i o n  o f  t h e  i n t e r e s t  w o u l d  

b e  r e q u i r e d .  T h e  r e m a i n d e r  w o u l d  a c t u a l l y  v e s t  w i t h i n  the 

p e r i o d .  I f  t h e r e  w e r e  at  J o h n ' s  d e a t h  a c h i l d  u n d e r  4 w h o  w a s  

b o r n  a f t e r  t h e  t e s t a t o r ' s  d e a t h ,  t h e  w i l l  w o u l d  b e  r e f o r m e d  to 

g i v e  t h e  f a r m  to s u c h  o f  J o h n ' s  c h i l d r e n  as s h o u l d  r e a c h  21.

T h e  j u s t i f i c a t i o n  is t h a t  t h e  t e s t a t o r  o b v i o u s l y  w o u l d  h a v e  

p r e f e r r e d  e a r l i e r  v e s t i n g  to t o t a l  i n v a l i d i t y  if  t h e  p o i n t  w e r e  

p u t  to him.
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(2) A  f a t h e r  h a s  a son, a g e d  45, w h o  is m a r r i e d  a n d  

h a s  t h r e e  c h i l d r e n .  H e  l e a v e s  h i s  p r o p e r t y  i n  t r u s t  co p a y  t h e  

i n c o m e  to t h e  s o n  f o r  l i f e ,  t h e n  to p a y  t h e  i n c o m e  to the s o n ' s  

w i d o w  f o r  life, a n d  t h e n  to p a y  t h e  p r i n c i p a l  to  t h e  s o n ' s  

c h i l d r e n  w h o  s h o u l d  b e  l i v i n g  a t  t h e  d e a t h  o f  t h e  s u r v i v o r  o f  

t h e  s o n  a n d  h i s  w i d o w .  U n d e r  s t a n d a r d  p e r p e t u i t i e s  d o c t r i n e  

t h e  g i f t  to t h e  c h i l d r e n  is v o i d ,  b e c a u s e  o f  t h e  p o s s i b i l i t y  

t h a t  t h e  s o n ' s  p r e s e n t  m a r r i a g e  m i g h t  e n d  b y  d e a t h  or  d i v o r c e ,  

t h e  s o n  m i g h t  m a r r y  a w o m a n  w h o  w a s  u n b o r n  a t  t h e  t e s t a t o r ' s  

d e a t h ,  t h e r e  m i g h t  b e  c h i l d r e n  o f  t h i s  s e c o n d  m a r r i a g e ,  a n d  

t h e  s e c o n d  w i f e  m i g h t  s u r v i v e  h e r  h u s b a n d .  O f  c o u r s e ,  t h e  

c h a n c e  t h a t  t h e s e  e v e n t s  w o u l d  o c a u r  is a b s u r d l y  s l i g h t ;  b u t  

t h e  e x i s t e n c e  o f  t h e  c h a n c e  c a u s e s  t h e  s t a n d a r d  r u l e  to b e  

v i o l a t e d .  U n d e r  t h e  p r o p o s e d  A c t  it w o u l d  n o t  be d e t e r m i n e d  

w h e t h e r  t h e  g i f t  to  c h i l d r e n  is v a l i d  o r  v o i d  u n t i l  the s o n ' s  

d e a t h ,  w h e n  it w o u ] d  d o u b t l e s s  a p p e a r  t h a t  t h e  " a c t u a l  e v e n t s "  

d i d  n o t  v i o l a t e  t h e  r u l e .  H o w e v e r ,  o n  the loner r h a n c e  t h a t  

t h i s  e x t r a o r d i n a r y  s e r i e s  o f  e v e n t s  a c t u a l l y  d i d  t a k e  p l a c e ,  

t h e  c o u r t  w o u l d  r e f o r m  t h e  g i f t  to t h e  c h i l d r e n  s o  t h a t  it w o u l d  

r e a d :  ". . . t o  s u c h  c h i l d r e n  o f  m y  s o n  as s h a l l  b e  l i v i n g  at

t h e  d e a t h  o f  t h e  s u r v i v o r  o f  m y  s o n  a n d  a n y  w i d o w  o f  his, p r o ­

v i d e d  that, if  m y  s o n  l e a v e s  a w i d o w  w h o  w a s  u n b o r n  at m y  

d e a t h ,  the i n t e r e s t  to m y  s o n ' s  c h i l d r e n  s h a l l  v e s t  n o t  l a t e r  

t h a n  21 y e a r s  a f t e r  m y  s o n ' s  d e a t h . "  A s  t h u s  r e f o r m e d ,  the 

g i f t  is v a l i d ,  n o  m a t t e r  w h a t  h a p p e n s .

C o n c l u s i o n

P r o p o s e d  A S  3 4 . 2 7 . 0 1 0 ,  if e n a c t e d ,  w i l l  p r o v i d e  

A l a s k a  w i t h  a l a w  o f  p . r p e t u i t i e s  w h i c h  at o n c e  s a f e g u a r d s  the 

p u b l i c  i n t e r e s t  a g a i n s t  o v e r l o n g  d i s p o s i t i o n s ,  c a r r i e s  o u t  to 

the g r e a t e s t  f e a s i b l e  e x t e n t  t h e  i n t e n t i o n s  o f  t e s t a t o r s ,



g r a n t o r s ,  a n d  s e t t l o r s  o f  t r u s t s ,  a n d  r e m o v e s  p o t e n t i a l  t r a p s  

f o r  t h e  l a y  w i l l  d r a f t e r  a n d  t h e  g e n e r a l  p r a c t i c i n g  a t t o r n e y ,

II. A S  3 4 . 2 7 . 0 2 0 .  A B O L I T I O N  O F  T H E  C O M M O N  L A W  

R U L E  I N  S H E L L E Y ' S  C ASE.

W h a t  is t h e  R u l e  in S h e l l e y ' s  C a s e ?

M a n y  l a w y e r s  k n o w  t h e  r u l e  i n  S h e l l e y ' s  C a s e  o n l y  as 

a q u a i n t  r u l e  l e a r n e d  i n  l a w  s c h o o l  a n d  i m m e d i a t e l y  f o r g o t t e n  

a f t e r  t h e  r e a l  p r o p e r t y  l a w  e x am. U n d e r  t h e  r u l e  i* o n e  i n s t r u­

m e n t  c r e a t e s  a l i f e  e s t a t e  in l a n d  i n  a p e r s o n  a n d  p u r p o r t s  to 

c r e a t e  a r e m a i n d e r  in t h e  p e r s o n ' s  h e i r s ,  the r e m a i n d e r  b e c o m e s

a  r e m a i n d e r  i n  f e e  s i m p l e  i n  t h e  g r a n t e e ,  n o t  i n  the g r a n t e e ' s

h e i r s . T h u s :

T e s t a t o r  d e v i s e s  l a n d  to A  f o r  life, r e m a i n d e r  
to A ' s  h e i r s .  T h e  r e m a i n d e r  to A ' s  h e i r s  is
v o i d .  A  t a k e s  t h e  r e m a i n d e r  i n  fee s i m p l e ,
w h i c h  m e r g e s  w i t h  A ' s  l i f e  e s t a t e ,  g i v i n g  A  
a f e e  s i m p l e  in p o s s e s s i o n .  S e e  1 A m e r i c a n  
L a w  o f  P r o p e r t y  §§ 4 . 4 0 - 4 . 5 2 .

T h e  rule" i n  S h e l l e y ' s  C a s e  is a r u l e  o f  l a w  d e f e a t i n g  the t e s t a­

t o r ' s  i n t e n t  to g i v e  A  o n l y  a l i f e  e s t a t e .  It s e r v e s  n o  g o o d  

p u r p o s e .  I t  is a f e u d a l  a n a c h r o n i s m  w h i c h  h a s  b e e n  a b o l i s h e d  

i n  t h i r t y - n i n e  s t a t e s  a n d  t h e  D i s t r i c t  o f  C o l u m b i a .

D o e s  the R u l e  E x i s t  in A l a s k a ?

I t  is n o t  c l e a r  w h e t h e r  the r u l e  e x i s t s  in  A l a s k a ,  a n d  

t h e  q u e s t i o n  s h o u l d  b e  a n s w e r e d  b y  l e g i s l a t i o n .  D e f e r r i n g  to 

t h e  c o u r t s  w o u l d  o n l y  c a u s e  s o m e o n e  to i n c u r  m a j o r  l i t i g a t i o n  

e x p e n s e s  a n d  w o u l d  p e r p e t u a t e  t h e  p e r i o d  o f  u n c e r t a i n t y  u n t i l  

s o m e o n e  is w i l l i n g  to i n c u r  t h e  e x p e n s e  in t i m e  a n d  m o n e y  t:o 

r e s o l v e  t h e  q u e s t i o n .

T h e  r u l e  in S h e l l e y ' s  C a s e  w a s  a b o l i s h e d  b y  s t a t u t e s  

i n  A l a s k a  t h a t  w e r e  p a r t  o f  t h e  o r i g i n a l  c o d e  a d o p t e d  f r o m  O r e ­

gon, C o m p i l e d  L a w s  o f  A l a s k a  1913, S e c t i o n s  586 a n d  587. T h e s e  

s e c t i o n s  w e r e  c a r r i e d  o v e r  i n t o  A l a s k a  S t a t u t e s  i n  1 9 6 2  as 

A S  1 3 . 0 5 . 2 1 0  a n d  A S  1 3 . 0 5 . 2 2 0 .  T h e y  w e r e :
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Sec. 1 3 . 0 5 . 2 1 0 .  D E 7 I S E  O F  E S T A T E  F O R  L I F E  
WIT/. R E M A I N D E R  T O  H E I R S .  I f  a n y  p e r s o n  b y  
l a s t  w i l l  d e v i s e  a n y  r e a l  e s t a t e  to a n y  
p e r s o n  f o r  t h e  t e r m  o f  s u c h  p e r s o n ' s  life, 
a n d  a f t e r  h i s  d e a t h ,  to h i s  o r  h e r  c h i l d r e n  
o r  h e i r s ,  o r  r i g h t  h e i r s  i n  fee, s u c h  
d e v i s e  s h a l l  v e s t  a n  e s t a t e  f o r  l i f e  o n l y  
i n  s u c h  d e v i s e e ,  a n d  r e m a i n d e r  i n  f e e  
s i m p l e  i n  s u c h  c h i l d r e n .

Sec. 1 3 . 0 5 . 2 2 0 .  E S T A T E  B Y  D E E D  O R  W I L L .
W h e r e  a n y  e s t a t e ,  r e a l ,  o r  p e r s o n a l  is 
g i v e n  b y  d e e d  o r  w i l l  to a n y  p e r s o n  f o r  h i s  
life, a n d  a f t e r  h i s  d e a t h  to h i s  h e i r s ,  or 
to t h e  h e i r s  o f  h i s  b o d y ,  the c o n v e y a n c e  
s h a l l  b e  c o n s t r u e d  to v e s t  a n  e s t a t e  f o r  

. h i s  l i f e  o n l y  i n  s u c h  p e r s o n ,  a n d  a r e m a i n d e r  
in  f e e  s i m p l e  i n  h i s  h e i r s  o r  t h e  h e i r s  o f  
h i s  b o d y .

T h e s e  s e c t i o n s  w e r e  r e p e a l e d  b y  the b l a n k e t  r e p e a l  o f  A S  13 

w h e n  t h e  U n i f o r m  P r o b a t e  C o d e  w a s  a d o p t e d  in A l a s k a  b y  ch. 78, 

S L A  1972.

T h e  r u l e  o f  s t a t u t o r y  c o n s t r u c t i o n  i n v o l v e d  is AS 0 1 . -

1 0 . 1 0 0 ( c ) :

(c) W h e n  a n y  a c t  r e p e a l i n g  a f o r m e r  acc,
—  s e c t i o n ,  o r  p r o v i s i o n  is i t s e l f  r e p e a l e d ,  

s u c h  r e p e a l  d o e s  n o t  r e v i v e  t h e  f o r m e r  act, 
s e c t i o n ,  o r  p r o v i s i o n ,  u n l e s s  it is e x p r e s s l y  
so p r o v i d e d .

A S  1 3 . 0 5 . 2 1 0 — 1 3 . 0 5 . 2 2 0 ,  n o w  r e p e a l e d ,  s i m p l y  d e c l a r e d  a r u l e

o f  l a w  t h a t  n e g a t e d  a c o m m o n  l a w  r u l e .  W h e t h e r  t h e  c o m m o n  l a w

r u l e  in S h e l l e y ' s  C a s e  w a s  r e v i v e d  b y  the 1 9 7 2  r e p e a l  o f  AS  13 . -  

0 5 . 2 1 0 - - 1 3 . 0 5 . 2 2 u  is a n  o ^ e n  q u e s t i o n .  P r o p o s e d  A S  3 4 , 2 7 . 0 2 0  

i n  t h e  b i l l  w o u l d  i n c l u d e  A l a s k a  c l e a r l y  w i t h  the 39 s t a t e s  in 

w h i c h  t h e  r u l e  is s p e c i f i c a l l y  a b o l i s h e d  b y  s t a t u t e .

W h y  S h o u l d  t h e  R u l e  b e  A b o l i s h e d ?

T h e  r u l e  d e v e l o p e d  o u t  o f  f e u d a l  l a n d  h o l d i n g s  w h e r e

f e u d a l  i n c i d e n t s  ( e q u i v a l e n t  to d e a t h  ta x e s )  c a m e  d u e  if l a n d

d e s c e n d e d  to t h e  h e i r ,  n o t  i f  the h e i r  t o o k  b y  w a y  o f  r e m a i n d e r .  

T o  p r e v e n t  t a x  a v o i d a n c e  b y  g i v i n g  A  a l i f e  e s t a t e  o n l y ,  w i t h  

r e m a i n d e r  to A ' s  h e i r s ,  the r u l e  w a s  i n v e n t e d .  N o  r e a s o n  for 

t h e  r u l e  e x i s t s  i n  t h e  p r e s e n t  s y s t e m  o f  l a n d  h o l d i n g ,  b u t  it
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is i n g r a i n e d  i n  t h e  c o m m o n  l a w  a n d  c r o p s  u p  o c c a s i o n a l l y  to 

d e f e a t  t e s t a m e n t a r y  i n t e n t  in  t h e  f e w  s t a t e s  w h e r e  t h e  r u l e  is 

n o t  a b o l i s h e d  b y  s t a t u t e .

III. A S  3 4 . 2 7 . 0 3 0 .  A B O L I T I O N  O F  T H E  C O M M O N  L A W  

D E S T R U C T I B I L I T Y  O F  C O N T I N G E N T  R E M A I N D E R S .

■W h a t  is t h e  R u l e  o n  D e s t r u c t i b i l i t y  o f  C o n t i n g e n t  

R e m a i n d e r s ?

A t  E n g l i s h  c o m m o n  l a w  a l e g a l  c o n t i n g e n t  r e m a i n d e r  in 

l a n d  w a s  d e s t r o y e d  if Lt d i d  n o t  v e s t  a t  o r  b e f o r e  the t e r m i n a­

ti o n  o f  t h e  p r e c e d i n g  f r e e h o l d  e s t a t e .  T h u s :

T e s t a t o r  d e v i s e s  l a n d  to A  f o r  l i fe, t h e n  to 
A ' s  c h i l d r e n  w h o  r e a c h  21. T h e r e a f t e r  A  dies, 
l e a v i n g  t w o  c h i l d r e n  a g e d  15 a n d  12. B e c a u s e  
t h e  c h i l d r e n  a r e  u n d e r  21, t h e  r e m a i n d e r  is 
d e s t r o y e d  a n d  A vs c h i l d r e n  n e v e r  take. T e s t a­
t o r ' s  h e i r s  t a k e  a f e e  s i m p l e  a b s o l u t e  a t  A ’s
d e a t h .  S e e  1 A m e r i c a n  L a w  o f  P r o p e r t y  §§
4 . 6 0 - 4 . 6 3 .

U s i n g  t h e  s a m e  e x a m p l e  a n d  a s s u m i n g  p r o p o s e d  A S  34 . -

2 7 . 0 3 0  h a s  b e e n  e n a c t e d ,  t h e  s t a t e  o f  t h e  t i t l e  is:

A  h a s  a l i f e  e s t a t e ,  A ' s  c h i l d r e n  h a v e  a 
c o n t i n g e n t  r e m a i n d e r ,  a n d  t h e  t e s t a t o r ' s  
h e i r s  h a v e  a r e v e r s i o n .  If  A  d i e s  l e a v i n g  
c h i l d r e n  u n d e r  21, p o s s e s s i o n  o f  t h e  l a n d  w i l l  
g o  to t h e  t e s t a t o r ' s  h e i r s  u n t i l  a c h i l d  
r e a c h e s  21. T h e  t e s t a t o r ' s  h e i r s  w i l l  h a v e  
to s u r r e n d e r  p o s s e s s i o n  to A ' s  f i r s t  c h i l d  to 
r e a c h  21, w h o  in t u r n  w i l l  h a v e  to s h a r e  
p o s s e s s i o n  w i t h  h i s  s i b l i n g s  w h o  r e a c h  21.
T h i s  is w h a t  is m e a n t  b y  the f i n a l  s e n t e n c e  
o f  A S  3 4 . 2 7 . 0 3 0 :  " t h e  r e m a i n d e r  [in A ' s
c h i l d r e n ]  t a k e s  e f f e c t  [ a f t e r  t h e  t e r m i n a­
t i o n  o f  t h e  l i f e  e s t a t e ]  in t h e  s a m e  w a y  as a 
s p r i n g i n g  o r  s h i f t i n g  e x e c u t o r y  i n t e r e s t . "
T h e  r e m a i n d e r  is n o t  d e s t r o y e d  at  A ' s  d e a t h ,  
b u t  t a k e s  e f f e c t  [ s p r i n g s  up] l a t e r  i f  the 
c o n d i t i o n  is m e t .

T h e r e  a r e  two t y p e s  o f  f u t u r e  i n t e r e s t s  in t r a n s f e r­

ees: r e m a i n d e r s  a n d  e x e c u t o r y  i n t e r e s t s .  A  r e m a i n d e r  f o l l o w s

a l i f e  e s t a t e  i n  p o s s e s s i o n .  A n  e x e c u t o r y  i n t e r e s t  is a n  i n­

t e r e s t  w h i c h  s p r i n g s  u p  in  t h e  f u t u r e  at  s o m e  t i m e  o t h e r  t h a n  a t  

t h e  d e a t h  o f  a l i f e  t e n a n t ;  it d o e s  n o t  f o l l o w  a l i f e  e s t a t e .  

R e m a i n d e r s  w e r e  r e c o g n i z e d  in e a r l y  f e u d a l  d a y s ; e x e c u t o r y
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i n t e r e s t s  w e r e  m a d e  p e r m i s s i b l e  b y  t h e  S t a t u t e  o f  U s e s  (1536). 

T h e  m a i n  d i f f e r e n c e  b e t w e e n  r e m a i n d e r s  a n d  e x e c u t o r y  i n t e r e s t s  

w a s  t h a t  r e m a i n d e r s  w e r e  d e s t r o y e d  if t h e y  d i d  n o t  v e s t  u p o n  

t e r m i n a t i o n  o f  t h e  l i f e  e s t a t e ,  w h e r e a s  e x e c u t o r y  i n t e r e s t s —  

w h i c h  d i d  n o t  f o l l o w  l i f e  e s t a t e s - - w e r e  i n d e s t r u c t i b l e .  It is 

t h i s  d i f f e r e n c e  t h a t  AS 3 4 . 2 7 . 0 3 0  w i p e s  out.

W h y  S h o u l d  t h e  D o c t r i n e  b e  A b o l i s h e d  b y  S t a t u t e ?

T h i s  d o c t r i n e  o u g h t  to b e  a b o l i s h e d  b e c a u s e  it d e f e a t s  

t h e  t e s t a t o r ' s  i n t e n t .  I n  t h e  a b o v e  e x a m p l e  t h e r e  is n o  r e a s o n  

w h y  A ' s  c h i l d r e n  s h o u l d  n o t  t a k e  w h e n  t h e y  r e a c h  21. T h i s  d o c ­

t r i n e  h a s  b e e n  a b o l i s h e d  i n  a b o u t  t h r e e - f o u r t h s  o f  t h e  s t a t e s ,  

b u t  n o t  e x p r e s s l y  a b o l i s h e d  i n  A l a s k a .  T h e r e  a p p e a r s  to b e  n o  

A l a s k a  c a s e  a c c e p t i n g  o r  r e j e c t i n g  it.

T h e r e  a r e  w a y s  a n  a s t u t e  l a w y e r  c a n  d r a f t  a w i l l  to 

a v o i d  t h e  c o n s e q u e n c e s  o f  t h i s  d o c t r i n e ,  b u t  n o t  a l l  l a w y e r s  

a n d  very_ f e w  n o n - l a w y e r s  a r e  a w a r e  o f  t h e  p o t e n t i a l  p r o b l e m .  

U n t i l  t h e  d o c t r i n e  is a b o l i s h e d  b y  s t a t u t e  the p o t e n t i a l  e x i s t s  

f o r  m a l p r a c t i c e  b y  a t t o r n e y s  d r a f t i n g  w i l l s  a n d  f o r  f r u s t r a t i o n  

o f  t h e  t e s t a m e n t a r y  i n t e n t  o f  p e r s o n s  w h o  c a r e f u l l y  p l a n  for 

t h e  d i s p o s i t i o n  o f  t h e i r  p r o p e r t y  a f t e r  d e a t h .
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A l a s k a  S t a t e  S e n a t e  
t o u c h  V
J u ne au , A l a s k a  9 9 8 1 1

A t t e n t i o n :  S e n a t o r  J o e  P. J o s e p h s o n

Re: SB 2 4 6 / 3 4 3
A n  A c t  R e v i s i n g  the 
C o r p o r a t i o n  C o d e

D e a r  S e n a t o r  J o s e p h s o n :

A s a f o l l o w - u p  to  the  ti m e l i m i t e d  h e a r i n g  c o n d u c t e d  by  
yo u  as  a s u b c o m m i t t e e  of one, in A n c h o r a g e  on S at u r d a y ,  A p r i l  21, 
1984, I r e s p e c t f u l l y  d e s i r e  to (i) r e i t e r a t e  a n u m b e r  of r e q u e s t s  
m e m b e r s  of t h e  A l a s k a  B a r  L a w  C o m m i t t e e  “'Task F o r c e "  m a d e  a t su ch  
time, a n d  (ii) o f f e r  a n u m b e r  of r a n d o m  b u t p e r t i n e n t  o b s e r v a­
ti o n s  on th e s u b j e c t  m a t t e r .

(1) O p p o r t u n i t y  to R e s p o n d  to the A p r i l  21, 1984 S t a t e­
me n t  of A C R C  C h a i r m a n . A s  you  recall, th e T a s k  F o r c e  m e m b e r s  
p r e s e n t  a t  th e A p r i l  21, 1984 h e a r i n g  w e r e  v e r y  d i s t u r b e d  by the 
c o n t e n t s ,  t o n e  a n d  t h r u s t  of J o h n  A b b o t t ' s  ( C h a i r m a n  of the ACRC) 
c o m m e n t s  r e g a r d i n g  the  T a s k  F o r c e  a n d  o n e  or m o r e  of its m e m b e r s .  
Y o u  i n d i c a t e d  we  w i l l  r e c e i v e  c o p i e s  of Mr. A b b o t t ' s  c o m p l e t e  
r e m a r k s  t h a t  he r e a d  f r o m  a p r e p a r e d  text, a n d  be g i v e n  a n  a p p r o­
p r i a t e  a n d  f u l l  o p p o r t u n i t y  for a r e s p o n s e .  I n c i d e n t a l l y ,  the 
T a s k  F o r c e  h a d  b e e n  t e l e p h o n i c a l l y  i n f o r m e d  by Mr. B u t l e r  of y o u r  
o f f i c e  t h a t  t h e  " h e a r i n g "  on A p r i l  21, 1984 w a s to be a n  i n f o r m a l  
r o u n d  t a b l e  d i s c u s s i o n  i n t e n d e d  to r e c o n c i l e  d i v e r s e  v i e w s  o n the 
e f f i c a c y  a n d  w i s d o m  of the p r o p o s e d  bill.

(1) R e q u e s t  for co p i .̂s of W r i t t e n  M a t e r i a l s  S u b m i t t e d  
to S e n a t e  J u d i c i a r y  C o m m i t t e e .

T o  e n a b l e  the T a s k  F o r c e  to p r o p e r l y  a s s i s t  the 
L e g i s l a t u r e  in e v a l u a t i n g  the ne ed  for, an d  m e r i t s  of the  p r o­
p o s e d  bill, it is r e s p e c t f u l l y  r e q u e s t e d  the T a s k  F o r c e  be f u r­
ni s h e d  c o p i e s  of:

(a) all  d o c u m e n t s  s u b m i t t e d  to the S e n a t e  
J u d i c i a r y  C o m m i t t e e  by or o n b e h a l f  of, the A l a s k a



A l a s k a  S t a t e  S e n a t e
M a y  1, 1984
P a g e  -2-

C o d e  R e v i s i o n  C o m m i s s i o n  (A C R C ) l  bef ore ,  
on, or a f t e r  A p r i l  21, 1984 p e r t a i n i n g  to th e  s u b­
jec t  bill;

(b) a n y  . o c u m e n t s  s u b m i t t e d  to the
S e n a t e  J u d i c i r  -ttee o n  b e h a l f  of o t h e r  p e r­
sons or g r o u p s  • t h a n  m e m b e r s  of the T a s k
Fo r c e )  p e r t a i n  the s u b j e c t  bill.

(3) N e e d  for F u r t h e r  E x p l o r a t i o n  a n d  S t u d y  by S e n a t e  
J u d i c i a r y  C o m m i t t e e . T h e  two ho ur  h e a r i n g  on A p r i l  21, 1984 he ld  
on f a i r l y  s h o r t  a n d  not p a r t i c u l a r l y  w i d e s p r e a d  n o t i c e  to 
a f f e c t e d  A l a s k a n s  d i d  not, o t h e r  t h a n  t h e  d i s c u s s i o n  on S e c t i o n  
488 t h e r e o f  p e r t a i n i n g  to s e c o n d a r y  l i a b i l i t y  of d i r e c t o r s  an d  
o f f i c e r s ,  p r o v i d e  e n o u g h  time, in m y j ud g m e n t ,  to f a c i l i t a t e  a 
s u f f i c i e n t  in d e p t h  c r i t i q u e  of, or i n s i g h t  i nt o Lhe p r o p o s e d  
bill. H o p e f u l l y ,  you  wi ll, b e f o r e  a c t i n g  o n the bill, be a b l e  to 
f u l l y  r e v i e w  th e  w r i t t e n  c o m m e n t s  I p r e v i o u s l y  s u b m i t t e d  to you,
p l u s  P r o f e s s o r  F e s s l e r ' s  m e m o r a n d u m  r e g a r d i n g  "close'1 c o r p o r a­
tion s a l s o  p r e v i o u s l y  s u b m i t t e d  by m e  to y o u  a n d p a r t i c u l a r l y  
p a g e s  2-22 t h e r e o f  (a c o p y  of su ch  m e m o r a n d u m  is h e r e i n  a g a i n  
e n c l o s e d  for y o u r  c o n v e n i e n c e ) .

T h e  d i f f e r e n c e ( s )  b e t w e e n  the  A C R C  r e p r e s e n t a t i v e s  
a n d  the  T a s k  F o r c e  is not m e r e l y  a n  i n t r a - m u r a l  d i s p u t e  b e t w e e n  
z e a l o u s  t e c h n i c i a n s .  R a t h e r  it a f f e c t s  v i t a l  i n t e r e s t s  of m a n y  
A l a s k a n s  i n c l u d i n g  but not l i m i t e d  to the  (i) l e v e l  of legal  
c o s t s  for A l a s k a n s ,  (ii) s u i t a b l e  f l e x i b i l i t y  in d e a l i n g  w i t h  
b u s i n e s s  a n d  i n v e s t m e n t  r e q u i r e m e n t s ,  pl u s (iii) th e s p e c i a l  p r o b­
lems  a n d  n e e d s  of sm all  or f a m i l y  b u s i n e s s e s  wh i ch , I d a r e s a y ,  
c o n s t i t u t e  a s i g n i f i c a n t  p e r c e n t a g e  of A l a s k a  c o r p o r a t i o n s .

(4) R o l e  of t h e  A C R C . T h e  A C R C  in 1979, on  its o w n  
in i t i a t i v e ,  c o m m e n c e d  a s t u d y  of o u r  e x i s t i n g  A l a s k a  B u s i n e s s  
C o r p o r a t i o n  A c t  (AS 1 0 . 0 5 ) , 2 e s s e n t i a l l y  g r o u n d e d  on the 
A m e r i c a n  Bar A s s o c i a t i o n  M o d e l  Act. W i t h  t he  a s s i s t a n c e  of 
P r o f e s s o r  D a n i e l  F e s s l e r  of C a l i f o r n i a  a s c o n s u l t a n t ,  a c o m p a r a­
tiv e  a n a l y s i s  of s u c h  s t a t u t e  w i t h  o t h e r  s t a t e  s t a t u t e s  a n d  the 
A B A  M o d e l  A c t  ( be for e its c o m p r e h e n s i v e  r e v i s i o n  in 1983) was  
ma de. L a r g e l y  t h r o u g h  the e f f o r t s  of P r o f e s s e r  F e s s l e r  a bill

1. i n c l u d i n g  but  not l i m i t e d  to i n d iv i du al  C o m m i s s i o n  m e m b e r s ,  
P r o f e s s o r  F e s s l e r  a n d  B r a d  Re ga n;  w e  r.ade a r e q u e s t  on A p r i l  
21, 1984 for v a r i o u s  d o c u m e n t s  s u b m i t t e d  to the C o m m i t t e e  
but h a v e  not r e c e i v e d  c o p i e s  as yet.

2. A l a s k a  B u s i n e s s  C o r p o r a t i o n  A c t  (AS 10.05) o r i g i n a l l y  e n­
ac t e d  in 1957 an d  t h e r e a f t e r  a m e n d e d  to i n c l u d e  s o m e  but  n ot  
a l l  of th 3 s u b s e q u e n t  a m e n d m e n t s  to th e A B A  M o d e l  Act.
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w a s  d r a f t e d  to c o m p l e t e l y  r e p l a c e  the e x i s t i n g  s t a t u t e  w i t h  a new  
Co de,  and  a f t e r  r e v i e w  by st aff  of the  L e g i s l a t i v e  A f f a i r s  A g e n c y  
r e a d i e d  for the i n t r o d u c t i o n  d u r i n g  the S e c o n d  S e s s i o n  of the 
T r e l f t h  L e g i s l a t u r e  in 19 82 .3  ^ b i l l  s p o n s o r e d  by the
A C R C  w a s  i n t r o d u c e d  in M a r c h  1982 a s SB 8 7 3 . 4

••
Th e  A C R C  has to d a t e  e x p e n d e d  a s i g n i f i c a n t  a m o u n t  

of t im e a n d  i n v e s t e d  a v e r y  s u b s t a n t i a l  s u m  of p u b l i c  f u n d s  on 
the p r o j e c t . ^  it is now  a p p a r e n t  the A l a s k a  Bar w a s  not 
d i l i g e n t  in p a r t i c i p a t i n g  ir, or m o n i t o r i n g  the p r o g r e s s  of the 
A C R C  P r o je ct . S e t t i n g  ai l of th at  as ide , w h a t  is i m p o r t a n t  now 
is to p r o c e e d  in g o o d  f a i t 1 r i g n o r i n g  a n y  a n d  all a t t e m p t s  to 
c h a n n e l  th e d i s c u s s i o n s  or i n q u i r y  in to  p e r s o n a l i t i e s ,  to f oc us  
o u r  a t t e n t i o n  on w h a t  is of c o n s e q u e n c e — m a i n t a i n i n g  or p r o c u r i n g  
the b e s t  p r o d u c t  for A la sk a.

(5) I d e n t i f y i n g  th e A C R C  Bill as th e " F e s s l e r  C o d e " . 
P r o f e s s o r  F e s s l e r  s t r o n g l y  o b j e c t e d  to my i d e n t i f i c a t i o n  or 
l a b e l l i n g  of SB 2 4 6 / H B  343 as the " F e s s l e r  Co de ".  By such  i d e n t i­
fyin g la be l I w a s  a n d  a m  not i m p l y i n g  the A C R C  s i m p l y  r u b b e r -  
s t a m p e d  F e s s l e r ' s  w o r k  a n d  the p o l i c i e s  e m b o d i e d  therei n. It is 
my u n d e r s t a n d i n g  A C R C  m e m b e r s  J o h n  A b b o t t  a n d  L. S. (Jerry) K urt z  
w o r k e d  c l o s e l y  w i t h  P r o f e s s o r  F e s s l e r .  H o w e v e r ,  it a p p e a r s  to m e  
a f t e r  d i s c u s s i o n s  w i t h  a n u m b e r  of i n d i v i d u a l  A C R C  m e m b e r s  tha t  
the l i o n ' s  share, of the c o m p a r i s o n s ,  a n a l y s i s  a n d  d r a f t i n g  w e r e  
f *rformed by P r o f e s s o r  F e s sl er . T h e  u l t i m a t e  p o l i c y  d e c i s i o n s  
that  the full A C R C  m e m b e r s h i p  l o g i c a l l y  m u s t  h a v e  m a d e  (b ef or e 
s u b m i t t i n g  the p r o p o s e d  bil l to the A l a s k a  L e g i s l a t u r e )  w e r e  to 
a h i g h  d e g r e e  based, I have  to as su me , on the u n d e r l y i n g  w o r k  of 
P r o f e s s o r  F e s s l e r . 6

In d e f e r e n c e  to P r o f e s s o r  F e s s l e r ' s  r eq ues t,  
s u f f i c e  to say, I wi ll  try h e n c e f o r t h  s i m p l y  to r e f e r  to SB 
2 4 6 / H B  343, as the A C R C  C o d e  r a t h e r  than the F e s s l e r  Code.

3. 1982 A n n u a l  R e p o r t  of ACRC, d a t e d  F e b r u a r y  1982 at p a g e  3.
4. M a r c h  3, 1983 t r a n s m i t t a l  l e t t e r  by C h a i r m a n  A b b o t t  to 

S e n a t o r  Bill Ra y as  C h a i r m a n ,  M a s k  i L e g i s l a t i v e  C o u n c i l .
5. A n A n c h o r a g e  n e w s p a p e r  a c c o u n t  in F e b r u a r y  1984 p l a c e d  th«.< 

s u m  e x p e n d e d  a t  .?240,000— l i k e l y  such  a m ou nt , if a c c u r a t e ,  
i n c l u d e s  travel a n d  ou t  of p o c k e t  e x p e n s e s  of A C R C  m e m be rs ,  
st aff r.nd c o n s u l t a n t .

6. P r o f e s s o r  F e s s l e r  in c o m m e n t i n g  on the R e v i s e d  A B A  M o d e l  Ac t 
a s s e r t e d  that the A B A  C o m m i t t e e  m e m b e r s  (s p r e a d  t h r o u g h o u t  
the nation, i n c l u d i n g  C a l i f o r n i a ,  N e w  Y o r k  a n d  D e l a w a r e )  d i d  
not p l a y  a ny  m e a n i n g f u l  r o l e  in d e v e l o p i n g  the A B A  R e v i s e d  
M o d e l  A c t — such is not my  u n d e r s t a n d i n g .
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(6) T e c h n i c a l  N a t u r e  of S u b j e c t  M a t t e r  N e c e s s a r i l y  
R e q u i r e s  H e a v y  R e l i a n c e  on  " E x p e r t s " . T h e  s u b j e c t  m a t t e r  is one 
t h a t  our A l a s k a n  l e g i s l a t o r s  l i k e l y  w i l l  r e q u i r e  a s s i s t a n c e  or 
h e l p  on f r o m  on e  or m o r e  e x p e r t s  in th is  field. L a c k i n g  s t a f f  of 
y o u r  o w n  w i t h  s u i t a b l e  e x p e r i e n c e  a n d  s k i l l s  the l o g i c a l  i n c l i n a­
ti o n  of a n  A l a s k a n  l e g i s l a t o r  is to g i v e  s i g n i f i c a n t  w e i g h t  to 
the r e c o m m e n d a t i o n s  of the ACRC. In turn., t h e  A C R C  h a s c l e a r l y  
r e l i e d  h e a v i l y  on t h e e x p e r i e n c e  a n d  s k i l l s  of P r o f e s s o r  F e s s l e r  
p l u s  A C R C  m e m b e r s  A b b o t t  a n d  Kurtz.

Th e  T a s k  Force, of the A l a s k a  B u s i n e s s  L a w  
C o m m i t t e e ,  t h a t  r e v i e w e d  t h e  p r o p o s e d  A C R C  C o d e  has  o f f e r e d  
( a d m i t t e d l y  r a t h e r  b e l a t e d l y )  the e x p e r i e n c e  a n d  s k i l l s  of ten 
(10) p r a c t i c i n g  A l a s k a n  l aw ye rs,  a n d  has f u r t h e r  s u g g e s t e d  the 
L e g i s l a t u r e  a n d  the A C R C  a v a i l  t h e m s e l v e s  of the e x p e r i e n c e  an d  
s k i l l s  of the  b r o a d  b a s e d  l  -.ionwide g r o u p  of p r a c t i t i o n e r  a n d  
a c a d e m i c i a n s  i n v o l v e d  in the d e v e l o p m e n t  of the A B A  R e v i s e d  M o d e l  
A c t , 7 b e f o r e  a c t i n g  o n  the p r o p o s e d  l e g i s l a t i o n .

(7) D i s a g r e e m e n t  B e t w e e n  T w o  G r o u p s  of E x p e r t s . Th e  
A C R C  r e p r e s e n t e d  by P r o f e s s o r  F e s s l e r  a n d  A C R C  l a w y e r  m e m b e r s ,  
J o h n  A b b o t t  a n d  L. S. Kurtz, c o n t e n d s  the p r o p o s e d  A C R C  C o d e  (SB 
2 4 6 / H B  343 ) is a s u i t a b l e  p r o d u c t  for A l as ka . T e n  l a w y e r s  w h o  
p r a c t i c e  in th e  b u s i n e s s  l a v  a r e a  in A l a s k a  d o  not c o nc ur . If 
the m e r e  w e i g h t  of n u m b e r s  in the o p p o s i n g  c a m p s  is i n s u f f i c i e n t  
to w a r r a n t  a c o n c l u s i o n  o n  y o u r  part, p r u d e n c e  s u g g e s t s  yo u  
p r o c u r e  a " s e c o n d "  or " t h i r d  o p i n i o n "  fr om  o t h e r  e x p e r i e n c e d  
p r a c t i t i o n e r s  a n d  a c a d e m i c i a n s .

No on e  c u r r e n t l y  in the a r e n a  has a m o n o p o l y  on 
w is do m,  s c h o l a r s h i p  or a s t u t e  p o l i c y  ma ki n g.  G i v e n  the  l i k e l i­
ho o d  a n y  n e w  C o d e  wi ll  a f f e c t  A l a r’, ■vns for a lon g p e r i o d  of time, 
it is u nde r the c i r c u m s t a n c e s  i m p e r a t i v e  to c o n t i n u e  the i n q u i r y  
or e x a m i n a t i o n  of the s u b j e c t  m a t t e r  e v e n  if a d d i t i o n a l  ti m e and  
m o n e y  m u s t  be e x p e n d e d  in the pr oc ess .

(8) A P e r s o n a l  V i e w . My  p e r s o n a l  v i e w  is t h a t  the A B A  
R e v i s e d  M o d e l  A ct  will, a f t e r  an  e v e n  handed, t h o r o u g h  e x a m i n a­
tion, p r o v e  to be a m u c h  b e t t e r  p l a t f o r m  to b u i l d  a fl ex ib le ,  
m o d e r n  new  C o d e  for A l a s k a  u p o n  than SB 2 4 6 / H B  343. M o r e o v e r ,  I 
e m p h a t i c a l l y  d i s a g r e e  w i t h  the A C R C  r e j e c t i o n ,  w i t h o u t  a n y  a r t i­
c u l a t i o n  in th e c o m m e n t a r y  or o t h e r  form of d i s c l o s u r e ,  of the  
s p e c i a l  n e e d s  of the s m a l l  or fa m il y bus in ess , as is a p p r o­
pr i a t e l y  p r o v i d e d  for in the c l o s e  c o r p o r a t i o n  s u p p l e m e n t  to fie

7. T h e  R e v i s e d  M o d e l  A c t  r e l e a s e d  in M a r c h  1983 i n c l u d i n g  c o m­
m e n t a r i e s ,  is a v a i l a b l e  for 515 per c o p y  fr om  the A B A  o f f i c e  
in C h i c a g o .
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A B A  R e v i s e d  M o d e l  A c t  (and in the l a w s  of the f o u r t e e n  (14) juris 
d i c t i o n s ^  n a m e d  bel ow ) p l u s  in the m a i n  b o d y  of the A B A  
R e v i s e d  M o d e l  C o d e . 9

(9) T h e  A l l e g e d  S u p p o r t  of A F N  L a w y e r s . T h e  A C R C  has 
i n d i c a t e d  it has  t h e  s u p p o r t  of an A F N  l a w y e r  group. Such  
s u p p o r t  p r o c u r e d  in e a r l y  1983 b e f o r e  the r e l e a s e  of the A B A  
R e v i s e d  M o d e l  A c t  in M a r c h  1983 a n d  af ter , t he  A F N  l a w y e r s  
r e c e i v e d  a n u m b e r  of " t r a d e - o f f s "  for  t h e i r  suppor t, is m o r e  
a p p a r e n t  th an  real. I have, a s p r e v i o u s l y  a s s e r t e d ,  r e c e n t l y  
t a l k e d  to a n u m b e r  of l a w y e r s  wh o  w o r k  for or w i t h  N a t i v e  c o r p o r a  
tions. T h e i r  p o s i t i o n  as e x p r e s s e d  to m e  is t h a t  (i) the A B A  
R e v i s e d  M o d e l  A c t  s h o u l d  be c a r e f u l l y  a n d  c o m p r e h e n s i v e l y  c o m­
pa r e d  v i s - a - v i s  the A C R C  Code, a n d  (ii) t h e  A B A  p r o d u c t  a p p e a r e d  
to be the p r e f e r r e d  v e h i c l e  for a ne w  A l a s k a  Code.

(10) S u m m a r y . L e t  us l o o k  b e f o r e  w e  l e a p — t h e r e  is 
s i m p l y  no c o m p e l l i n g  ne e d to e n a c t  the  A C R C  bill u n l e s s  a n d  u nt il  
we  a r e  r e a s o n a o l y  a s s u r e d ,  a f t e r  c a r e f u l  c o n s i d e r a t i o n  of all 
r e l e v a n t  so ur ce s,  it is the  b e s t  a l t e r n a t i v e  to ou r e x i s t i n g  
A l a s k a  B u s i n e s s  C o r p o r a t i o n  A c t — s u f f i c e  to say, I a m  not c o n­
vi n c e d  SB 2 4 6 / H B  343 s h o u l d  be e nac te d.

R e s p e c t f u l l y ,  ,

' / /  
fa t* ' S"

 ‘-J - /(*■<• /
m f f

S t a n l e y  H. R e i t m a n

S H R : j f

D i s t r i b u t i o n  li st  on f o l l o w i n g  pa ge

8. T h e  f o l l o w i n g  j u r i s d i c t i o n s  h a v e  a d o p t e d  c l o s e  c o r p o r a t i o n  
l e g i s l a t i o n  in on e  or m o r e  forms: A l a b a m a ,  A ri zo na,
C a l i f o r n i a ,  De law ar e,  Il lin oi s,  Kansas, M a r y l a n d ,  Maine, 
M i c h i g a n ,  M i n n e s o t a ,  N e w  J e rs ey ,  Ohio, P e n n s y l v a n i a  and  
Tex as .

9. For  e x a m p l e ,  the c o m p r e h e n s i v e  t r e a t m e n t  in S e c t i o n  6.27 of 
t r a n s f e r  r e s t r i c t i o n s  a n d  r e l a t e d  b u y - s e l l  or s h a r e h o l d e r  
a g r e e m e n t s  c o n t r a c t u a l l y  ne g o t i a t e d .



A l a s k a  S t a t e  S e n a t e
M a y  1, 1984
P a g e  -6-

cc: S e n a t e  J u d i c i a r y  C o m m i t t e e
B i l l  Ray, C h a i r m a n  
R i c h a r d  I. E l i a s o n  
F r i t z  P e t t y j o h n  
R o b e r t  M. Z i e g l e r

J a l m a r  M. K er tu l l a ,  P r e s i d e n t  of 
S e n a t e

T a s k  F o r c e  
D a v i d  Be nde ll,  Esq.
R i c h a r d  Block, Esq.
J u l i u s  Brecht, Esq.
B r i a n  B ru ndi n,  Esq.
M a r k  C o p e l a n d ,  Esq.
K e n  E gg ers , Esq.
B r u c e  F r e nz el , Esq.
R a y  D. G a r d n e r ,  Esq.
J o h n  N or man , Esq.
R i c h a r d  R o s s to n,  Esq.

A C R C
C h a i r m a n  J o h n  A b bo tt , Esq.
L. S. Kurtz, Esq.
J u d g e  T h o m a s  B. S t e w a r t

P a u l  Kelly, Esq., C h a i r m a n ,  
B u s i n e s s  L a w  S e c t i o n
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Re: SB 246
A n  A c t  R e v i s i n g  the  C o r p o r a t e  C o d e

It is my  understtiding S e n a t o r  J o s e p h s o n  w i l l  c o n d u c t  a 
s u b c o m m i t t e e  s e s s i o n  in A n c h o r a g e  on

S a t u r d a y ,  A p r i l  21, 1984 
at 9:00 a.m.

1024 W e s t  S i x t h  A v e n u e

to c o n s i d e r  SB 246, An  A c t  R e v i s i n g  the C o r p o r a t e  C o d e - - a  bill 
s p o n s o r e d  by th e A l a s k a  C o d e  R e v i s i o n  C o m m i s s i o n  l a r g e l y  
u t i l i z i n g  the w o r k  p r o d u c t  of P r o f e s s o r  D a n  F e s s l e r  from  
C a l i f o r n i a .

T o  a s s i s t  y o u  in e v a l u a t i n g  the s u b j e c t  bill, I a m  
e n c l o s i n g  for y o u r  c o n v e n i e n c e ,  the  f o l l o w i n g  m a t e r i a l s  
p r e v i o u s l y  m a d e  a v a i l a b l e  to S e n a ! o r  J o s e p h s o n  ( i n c l u d i n g  a self 
e x p l a n a t o r y  l e t t e r  of S e n a t o r  J o s e p h s o n )  r e g a r d i n g  the 
p r o s p e c t i v e  s u b c o m m i t t e e  h e a r i n g  in A n c h o r a g e :

(1) M a r c h  12, 1984 l e t t e r  of the 
u n d e r s i g n e d  to S e n a t o r  J o s e p h s o n ,  
r e g a r d i n g  (i) the  b a c k g r o u n d  of A l a s k a ' s  
e x i s t i n g  c o r p o r a t e  statu te,  (ii) the 
R e v i s e d  M o d e l  A c t  r e l e a s e d  in 1983 by 
t h e  A m e r i c a n  Bar A s s o c i a t i o n ,  (iii) 
c l o s e  c o r p o r a t i o n s ,  a n d  (i.v) the 
p u r p o r t e d  or a l l e g e d  n ee ds  of N a t i v e



M e m o r a n d u m  ( C o n t i n u e d )
P a g e  - 2 -

c o r p o r a t i o n s  for a r e v i s i o n  of the 
e x i s t i n g  statute, p l u s  (v) o t h e r
r e l e v a n t  c o m m e n t s  E x h i b i t  A

(2) M a r c h  15, 1984 l e t t e r  of
S e n a t o r  Jose^/oson to the u n d e r s i g n e d  E x h i b i t  B

(3) M a r c h  30, 1984 l e t t e r  of 
u n d e r s i g n e d  to S e n a t o r  J o s e p h s o n  
( a c c o m p a n i e d  by a p o s i t i o n  p a p e r  or 
m e m o r a n d u m  by P r o f e s s o r  F e s s l e r  to the 
A l a s k a  C o d e  R e v i s i o n  C o m m i s s i o n  d e a l i n g
w i t h  th e  t op ic  of c l o s e  c o r p o r a t i o n s )  E x h i b i t  C

(4) M a r c h  30, 1984 t r a n s m i t t a l  
l e t t e r  of u n d e r s i g n e d  to S e n a t o r  
J o s e p h s o n  a c c o m p a n i e d  by the M a r c h  30,
1984 r e p o r t  to the (i) H o u s e  J u d i c i a r y  
a n d  (i) H o u s e  L a b o r  a n d  C o m m e r c e  
C o m m i t t e e s ,  by a T a s k  F o r c e !  of 
A l a s k a n  l a w y e r s  c r i t i q u i n g  P r o f e s s o r
F e s s l e r ' s  C o d e  (SB 246, H B  343) E x h i b i t  D

As  y o u  w i l l  note, the  A l a s k a n  l aw y e r  tas k f o r ce  
s u g g e s t s  (page 4 of let*.ter of R i c h a r d  Block, T a s k  G r o u p  
C h a i r m a n ) ,  a c t i o n  on Lne s u b j e c t  SB 246 (HB 343) be d e f e r r e d  
u n t i l  n ex t  s e s s i o n  to:

(a) g i v e  the L e g i s l a t u r e ,  C o d e  R e v i s i o n  
C o m m i s s i o n ,  an d  the p u b l i c  a m e a n i n g f u l  o p p o r t u n i t y  to 
f u' ly c o n s i d e r  the r e v i s e d  M o d e l  A c t  (of th e A m e r i c a n  
Bar  A s s o c i a t i o n ) ;

(b) g i v e  a ll  s e c t o r s  of the b u s i n e s s  c o m m u n i t y  an  
o p p o r t u n i t y  to c o n s i d e r  a n d  p r o p o s e  s p e c i f i c  
a m e n d m e n t s ;

(c) e x p l a i n  to the n o n - l a w y e r  b u s i n e s s  c o m m u n i t y  
the  L e g i s l a t u r e ' s  i n t e r e s t  in r e v i s i n g  the C o d e  and  
s e e k  an  e x p r e s s i o n  of s u p p o r t  or c o n c e r n  fr o m a f f e c t e d  
e c o n o m i c  sectors.

T h e  T a s k  G r o u p  is p r e p a r e d  to w o r k  w i t h  the A l a s k a  
L e g i s l a t u r e ,  th e A l a s k a  C o d e  R e v i s i o n  C o m m i s s i o n  a n d  on e  or m o r e  
e c o n o m i s t (s ), b u s i n e s s  l e a de r( s) , i n v e s t o r ( s ) ,  ju ri st (s) , 
a c a d e m i c i a n ( s ) p l u s  a c t u a l  a n d  p o t e n t i a l  e n t e r p r e n e u r s ,  to

1. D a v i d  R e nd e l l ,  R i c h a r d  Block, J u l i u s  Brecut, B r i a n  B^undin, 
M a r k  C o p e l a n d ,  Ken E gg ers , B r u c e  F r enz el,  Ray G a r d n e r ,  J o h n  
Norman, S t a n  R e i tm an , R i c h a r d  Ros s to n.
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c a r e f u l l y  a n d  c o m p r e h e n s i v e l y  r e v i e w  th e e x i s t i n g  A l a s k a  st atu te,  
the p r o p o s e d  A l a s k a  C o d e  R e v i s i o n  C o m m i s s i o n / F e s s l e r  C o d e  (SB 
246), t h e  A m e r i c a n  Bar A s s o c i a t i o n  R e v i s e d  Model Act^  and  
a n y  a n d  al l o t h e r  r e l e v a n t  s o u r c e s  to d e v e l o p  a mod er n , f l e x i b l e  
a n d  c o m p r e h e n s i v e  new c o r p o r a t i o n  c o d e  for Al a s k a .

B e f o r e  w e  d i s c a r d  th e  e x i s t i n g  s ta tu te,  w e s h o u l d  be 
s u r e  we  a r e  ad op t i n g ,  c o n s i s t e n t  w i t h  A l a s k a n  i n t e r e s t s  an d 
needs, the  v e r y  be st  c o d e  for A l as ka .

2. D e v e l o p e d  o v e r  a p e r i o d  of a p p r o x i m a t e l y  fo ur  y e a r s
(1 97 9- 1 98 3)  by a n a t i o n w i d e  g r o u p  of e x t r e m e l y  a b l e  a n d  
p r e s t i g i o u s  p r a c t i t i o n e r s  a n d  a c a d e m i c i a n s  w i t h  v a r i e d  an d  
e x t e n s i v e  e x p e r i e n c e .

Rp»infant-fnl 1 v .

St a nle y H. R e i t m a n
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S e n a t o r  J o s e p h  P. J o s e p h s o n  
A l a s k a  S e n a t e  
C a p i t o l ,  R o o m  508/ 510  
Ju n e a u ,  A l a s k a  99 811

Re: S e n a t e  Bill 246
A n  A c t  R e v i s i n g  the 
C o r p o r a t i o n  C o d e

D e a r  S e n a t o r  J o s e p h s o n :

A s  a f o l l o w - u p  to m y  t e l e p h o n e  c a l l  to yo u  on Frid ay , 
M a r c h  9, 1984 r e g a r d i n g  S B 246, "An A c t  R e v i s i n g  T h e  C o r p o r a t i o n  
Co d e" , h e r e  in s u m m a r y  f o r m  a r e  the r e a s o n s  I s u g g e s t e d  the 
J u d i c i a r y  C o m m i t t e e  of t h e  S e n a t e  s h o u l d  d e l a y  a c t i n g  on this 
bil l u n t i l  at  the m i n i m u m ,  the e n d  of M a r c h  1984, to a l l o w  a 
g r o u p  of l a w y e r s  (the A l a s k a  T a s k  Gr ou p )  w h o  a r e  c u r r e n t l y  
r e v i e w i n g  SB 246 and  r e l a t e d  H B  343, t i m e  to m a k e  a r e p o r t  to the 
l e g i s l a t i v e  c o m m i t t e e s  c o n s i d e r i n g  the s u b j e c t  c o r p o r a t i o n  co d e  
bill.

(1) G o a l s .

I a m  sure the (i) A l a s k a  L e g i s l a t u r e ,  (ii) A l a s k a  C o d e  
R e v i e w  C o m m i s s i o n  (ACRC), (iii) A l a s k a  ju di ci ary , (iv) A l a s k a  
Bar, a n d  (v) A l a s k a  p ub lic , w i l l  r e a d i l y  a g r e e  that we  w a n t  the 
b e s t  a v a i l a b l e  l e g i s l a t i v e  p r o d u c t  for A l a s k a .  If the e x i s t i n g  
s t a t u t e  is r i p e  to be u p d a t e d  an d  o v e r h a u l e d  (and I c o n c u r  in 
s uc h c o n c l u s i o n ) ,  l e t ' s  g e t  the b e s t  c o d e  w e  c a n — i r r e s p e c t i v e  of 
w h o  g e t s  the cred it,  p l a u d i t s  or g o l d  s t a r s — c o n s i s t e n t ,  of 
co u rse , w i t h  r e l a t e d  o b j e c t i v e s  of p r e d i c t a b i l i t y ,  f l e x i b i l i t y  
an d  cost.

(2) B a c k g r o u n d  of A l a s k a ' s  E x i s t i n g  S t a t u t e / M o d e l  B u s i n e s s  
C o r p o r a t i o n  A c t .

A l a s k a ' s  e x i s t i n g  c o r p o r a t i o n  c o d e  is e s s e n t i a l l y  the 
M o d e l  B u s i n e s s  C o r p o r a t i o n  A c t  (MBCA) a s  it e x i s t e d  in or a b o u t  
1953, w i t h  a n um b e r  bu t by no m e a n s  a l l  of s u b s e q u e n t  a m e n d m e n t s  
or e m b e l l i s h m e n t s  thereto.

E X H I B I T  A
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S o m e  of the m o s t  a b l e  a n d  p r e s t i g i o u s  p r a c t i t i o n e r s  a nd  
a c a d e m i c i a n s  t h r o u g h o u t  t h e  nation, d e v e l o p e d  the M B C A . T h e  Act 
c o n t a i n i n g  a n u m b e r  of o p t i o n a l  a n d  a l t e r n a t i v e  p r o v i s i o n s  has 
s i n c e  b e e n  r e v i s e d  f r o m  t i m e  to time, l a r g e l y  in p i e c e m e a l  
fashion.. A v o l u m e  of o f f i c i a l  f o r m s  for t h e M B C A  p r e p a r e d  un de r 
the a u s p i c e s  of th e C o m m i t t e e  on C o n t i n u i n g  L e g a l  E d u c a t i o n  of 
the A m e r i c a n  L a w  I n s t i t u t e  ha s  a l s o  p r o v e n  to be h e l p f u l  to 
p r a c t i t i o n e r s  a n d  the public.

In 19 60  u n d e r  the g u i d a n c e  of the A m e r i c a n  Bar 
F o u n d a t i o n  a n d  th e A B A  C o m m i t t e e ,  th e M B C A  A n n o t a t e d l  was 
p u b l i s h e d .  A t  suc h time the  M B C A  h a d  b e e n  u s e d  as  the b a s i s  for 
the n e w  b u s i n e s s  c o r p o r a t i o n  a c t s  of:

W i s c o n s i n 1951 V i r g i n i a 1956
O r e g o n 1953 N o rt h Da kot a 1957
D.C. 1954 A l a s k a 1957
T e x a s 1955 C o l o r a d o 1959

Iowa 1959

By 1970, t h e  e d i t o r s  of M B C A  A n n o t a t e d  (then in its S ec o n d  
E d i t i o n )  n o t e d  tha t t w e n t y - o n e  (21) s t a t e s  ( i nc lu di ng  A l a s k a  a n d  
O r e g o n )  h a d  by such time u t i l i z e d  the M B C A  as the b asi s for their 
a c t s  a n d  a n o t h e r  nine (9) s t a t e s  had  e m p l o y e d  s i g n i f i c a n t  
p o r t i o n s  t her eo f.

In 1969 the M o d e l  A c t  it s el f w a s  r e v i s e d  be c a u s e  of the 
th e n a c c u m u l a t e d  a m e n d m e n t s .  In or a b o u t  1979, a f ur th er  a n d  
c o m p r e h e n s i v e  (the f irs t in r o u g h l y  30 ye a rs ) r e v i s i o n  p r o j e c t  
was  u n d e r t a k e n  by the A B A  C o m m i t t e e ,  c u l m i n a t i n g  in the r e l e a s e  
of a n  e x p o s u r e  d r a f t  (with c o m m e n t s )  in M a r c h  1983. A t t a c h e d  
h e r e t o  a s A p p e n d i x  1 is the " I n t r o d u c t i o n "  to the AB A R e v i s e d  
MBCA. T h e  M a y  1983 issue cf the B u s i n e s s  L a w y e r 2 ca ll ed  
a t t e n t i o n  to a n d  r e p o r t e d  o n suc h AB A  r e v i s i o n  project.

c o n t a i n s  a c o m p r e h e n s i v e  a n a l y s i s  of the b u s in es s  
c o r p o r a t i o n  a c t s  of al l states, a n n o t a t i o n s  t h er e to  an d 
c o m p a r i s o n s  to the MBCA, t o g e t h e r  w i t h  c o m m e n t a r y  and 
b i b l i o g r a p h i c a l  notes.

2. p r o d u c t  of the S e c t i o n  of C o r p o r a t i o n ,  B a n k i n g  and  B u s i n e s s  
L a w  of the A m e r i c a n  Bar A s s o c i a t i o n .
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In t e l e p h o n e  c o n v e r s a t i o n s  w i t h  M e s s r s .  H a m i l t o n 5 
a n d  G o l d s t e i n , ^  the  a u t h o r s  of A p p e n d i x  1, h e r e  is the 
a n t i c i p a t e d  t i m e t a b l e  for the  f i n a l i z a t i o n  of th e A B A  r e v i s i o n  
p r o j e c t :

(i) A p r i l  1984 - the R e v i s e d  M B C A  w il l be 
a p p r o v e d  on or a b o u t  A p r i l  7, 1984, w i t h  a few 
a n t i c i p a t e d  m i n o r  c h a n g e s  f r o m  th e  M a r c h  1983 e x p o s u r e  
d r a f t ;

(ii) J u n e  1984 - the  r e v i s i o n  w i l l  go to the 
p r i n t e r  for p u b l i c a t i o n  by the  e n d  of J u n e  1984.

A c c o m p a n y i n g  t h e  R e v i s i o n  w i l l  be two  (2) o p t i o n a l  s u p p l e m e n t s  
i n t e n d e d  to c o m p l e m e n t  a n d  a u g m e n t  the R e v i s i o n ,  in t w o  vi tal 
a r e a s :

(a) c l o s e  c o r p o r a t i o n s  - see A p p e n d i x  2 for 
r e p o r t  of the A B A  C o m m i t t e e ;

(b) p r o f e s s i o n a l  c o r p o r a t i o n s  (f orm in g p a r t  of 
the M a r c h  1983 e x p o s u r e  d ra f t ) .

A l t h o u g h  A l a s k a  h a s  not ke p t u p  to d a t e  w i t h  al l of the 
a m e n d m e n t s  to th e M B C A  s i n c e  1953, the  A l a s k a  s t a t u t e  (i) has 
n e v e r t h e l e s s  b e e n  r e a s o n a b l y  e f f e c t i v e  a n d  (ii) it has be en  
c o m f o r t i n g  to " o u t s i d e "  i n v e s t o r s ,  l e n d e r s  a n d  b u s i n e s s  c o n c e r n s  
to be a d v i s e d  t h a t  w e  h a v e  th e b a s i c  M B C A  in Al a s k a .

(3) T h e  T w o  P r o j e c t s — A C R C  a n d  A B A .

In  1979, the A C R C  b e g a n  a m a j o r  p r o j c c t - - r e v i s i o n  of 
T i t l e  10 - C o r p o r a t i o n s  a n d  A s s o c i a t i o n s 5 - u t i l i z i n g  to 
a fa i r d e g r e e  a n  o u t s i d e  c o n s u l t a n t . 5 A d r a f t  of a new 
c o r p o r a t e  c o d e  for A l a s k a  w a s  c o m p l e t e d  in N o v e m b e r  1980 and  
e m b o d i e d  into a bi l l i n t r o d u c e d  in t h e  T w e l f t h  L e g i s l a t u r e  a n d  
a g a i n  in t he  c u r r e n t  T h i r t e e n t h  L e g i s l a t u r e  (SB 246).

3. P r o f e s s o r  of B u s i n e s s  L a w  at  the U n i v e r s i t y  of T e x a s  S c h o o l  
of Law.

4. C h a i r m a n  of the C o m m i t t e e  on C o r p o r a t e  Laws.
5. 19'31 A n n u a l  R e p o r t  of ACRC.
6. P r o f e s s o r  D a n i e l  F e s s l e r  f r o m  C a l i f o r n i a .



iI

S e n a t o r  J o s e p h  P. J o s e p h s o n
M a r c h  12, 1983
P a g e  -4-

T h e  u n o f f i c i a l  p o s i t i o n  of t w o  m e m b e r s  of the ACRC, as 
e n u n c i a t e d  in a m e e t i n g  w i t h  fou r (4) m e m b e r s  of the  b a r  g r o u p  
s t u d y i n g  SB 246, is that  it is s i m p l y  t o o  l a t e  for the  R e v i s e d  
M B C A  to be c o n s i d e r e d .  S u c h  p o s i t i o n  is w r o n g — w h y  s h o u l d  A l a s k a  
not h a v e  an  o p p o r t u n i t y  to h a v e  th e v e r y  l a t e s t  a n d  b e s t  
t h i n k i n g ,  d r a f t s m a n s h i p ,  e x p e r i e n c e  a n d  p o l i c y  e m b o d i e d  in its 
ne w code. A n y t h i n g  les s is a d i s s e r v i c e  to  A l a s k a .

(4) C l o s e  C o r p o r a t i o n s .

A  n u m b e r  of j u r i s d i c t i o n s  i n c l u d i n g  C a l i f o r n i a  a n d  
D e l a w a r e  h a v e  in r e c e n t  y e a r s  e n a c t e d  c o m p r e h e n s i v e  c l o s e  
c o r p o r a t i o n  p r o v i s i o n s  i n t e n d e d  to a c c o m m o d a t e  the n e e d s  a n d  
e x p e c t a t i o n s  of e n t i t i e s  w h e r e  m e m b e r s h i p  an d  m a n a g e m e n t  is 
s u b s t a n t i a l l y  i d e n t i c a l  a.id the o w n e r / m a n a g e r s  v i e w  e a c h  o t h e r  as 
p a r t n e r s  in a n  i n c o r p o r a t e d  p a r t n e r s h i p  s e t t i n g . 7 So me  
s t a c e s  h a v e  b l e n d e d  t he i r c l o s e  c o r p o r a t i o n  p r o v i s i o n s  t h r o u g h o u t  
the b u s i n e s s  c o d e — o t h e r  s t a t e s  e m p l o y  a s e p a r a t e  c o m p i l a t i o n  of 
i n t e g r a t e d  s e c t i o n s  to a c c o m p l i s h  t h e i r  o b j e c t i v e .

T h e  c l o s e  c o r p o r a t i o n  p a t t e r n s  a l l o w  d e v i a t i o n  f r o m  
s t a t u t o r y  n o r m s  that  to a fair d e g r e e  h a v e  b e e n  h i s t o r i c a l l y  
d i r e c t e d  at th e l a r g e  p u b l i c l y  o w n e d  e n t e r p r i s e s ,  i n c l u d i n g  a m o n g  
o t h e r  p r o v i s i o n s :

(a) g r e a t e r  i n f o r m a l i t y  on  the p a r t  of 
s h a r e h o l d e r s  a n d  d i r e c t o r s ;

(b) d o w n g r a d i n g  th e i m p o r t a n c e  of the b o a r d  of 
d i r e c t o r s  in its m a n a g e m e n t  of th e  b u s i n e s s  of the 
c o r p o r a t i o n ,  or e v e n  e l i m i n a t i n g  the n e e d  for a b o a r d  
a l t o g e t h e r ;

(c) g r e a t e r  or l e s s e r  t h a n  n o r m a l  q u o r u m  or 
v o t i n g  r e q u i r e m e n t s  for s h a r e h o l d e r  or d i r e c t o r  po w e r s ;

(d) e n f o r c e m e n t  of n o n - j u d i c i a l  d i s s o l u t i o n  by 
the h o l d e r s  of f ewe r t h a n  2/3 of the s h a r e h o l d e r s  or 
w h a t e v e r  the p r e s c r i b e d  s t a t u t o r y  n o r m  is;

(e) r e s t r i c t i o n s  on d i s p o s i t i o n  of shares;

(f) b u y - s e l l  c o m p a c t s  a m o n g  s h a r e h o l d e r s .

7. Bo r e x a m p l e — (i) the f a m i l y  c o r p o r a t i o n  a n d  (ii) the
c o r p o r a t i o n  w i t h  a m i n i m a l  n u m b e r  of s h a r e h o l d e r s  all  or 
p a r t  of w h o m  a r e  a c t i v e  in m a n a g e m e n t .
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S o m e  or a l l of t h e f o r e g o i n g  p r o v i s i o n s  h a v e  
h i s t o r i c a l l y  b e e n  u t i l i z e d  by s o p h i s t i c a t e d  p r a c t i t i o n e r s  in 
s h a -:enol der  a g r e e m e n t s  (and s o m e t i m e s  in b y - l a w s  a n d  a r t i c l e s  of 
i n c o r p o r a t i o n )  w i t h  or w i t h o u t  e x p r e s s  s t a t u t o r y  or ju d ic ia l  
b l e s s i n g .

T h e  e n c l o s e d  d r a f t  of t h e  C l o s e  C o r p o r a t i o n  S u p p l e m e n t  
(the i n c o r p o r a t o r s  n e e d  not u t i l i z e  it) is a l s o  w o r t h y  of c a r e f u l  
c o n s i d e r a t i o n  b y  t h e A l a s k a  l e g i s l a t u r e  b e f o r e  a n y  ne w c o d e  is 
e n a c t e d ,  g i v e n  t he  s i g n i f i c a n t  n u m b e r  of s m a l l  c l o s e l y  held  
c o r p o r a t i o n s  in A l a s k a .  N o t e  fo r  e x a m p l e  th e c o d i f i c a t i o n  in 
t h e  S u p p l e m e n t  of c u s t o m a r y  p r a c t i c e s  u s e d  by e x p e r i e n c e d  
p r a c t i t i o n e r s  to a c h i e v e  the o b j e c t i v e s  a n d  e x p e c t a t i o n s  of 
i n v e s t o r s  in c l o s e  c o r p o r a t i o n s ,  p l u s  t h e s e  o t h e r  f e a t u r e s  (not 
i n t e n d e d  to be  e x h a u s t i v e ) :

(a) r e d u c t i o n  in a m o u n t  of l e g a l  d r a f t i n g  that 
w i l l  h a v e  to be d o n e  in r o u t i n e  i n c o r p o r a t i o n s  of c l o s e  
c o r p o r a t i o n s ;

(b) set  of s t a t u t o r y  or s t a n d a r d i z e d  tr an s fe r 
r e s t r i c t i o n s  (if y o u  w a n t  them);

(c) s t a n d a r d i z e d  b u y - s e l l  a g r e e m e n t s  (if y o u  wa nt  
the:.i);

(d) e l e c t i o n  not to h a v e  a b o a r d  of d i r e c t o r s ;

(e) p o w e r  in the s h a r e h o l d e r s ,  a k i n  to that of a 
g e n e r a l  p a r t n e r  in U n i f o r m  P a r t n e r s h i p  Act, to d i s s o l v e  
th e c o r p o r a t i o n .

(5) T h e  P u r p o r t e d  N e e d s  of A l a s k a  N a t i v e  C l a i m s  S e t t l e m e n t  A c t  
(A N C S A ) C o r p o r a t i o n s  a n d  A l l e g e d  C u r r e n t  P r o b l e m s  w i t h  
E x i s t i n g  S t a t u t e .

In a l e t t e r 8 to S e n a t o r  R a y  on M a y  3, 1983, 
p l u s  p u b l i c  t e s t i m o n y  by r e p r e s e n t a t i v e s  of the A C R C  on F e b r u a r y  
24, 1984 in A n c h o r a g e ,  a n d  in a n u m b e r  of i n f o r m a l  c o n v e r s a t i o n s

8. T r a n s m i t t a l  l e t t e r  u n d e r  s i g n a t u r e  of the c h a i r m a n  of the 
A C R C  a c c o m p a n y i n g  a d r a f t  of the s u b j e c t  bill.
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w i t h  t w o  m e m b e r s  of the AR RC , the s u p p o r t  of a n  A l a s k a  
F e d e r a t i o n  of N a t i v e s  (AFN) S u b c o m m i t t e e  ( a p p a r e n t l y  c r e a t e d  to 
c o n s i d e r  t h e s u b j e c t  bill) for the  ne w  A C R C  code, has be en  
v i g o r o u s l y  a s s e r t e d .  M o r e o v e r ,  w e  a r e  told, v a r i o u s  n at i v e  
c o r p o r a t i o n s  h a v e  f o u n d  th e  e x i s t i n g  A l a s k a  s t a t u t e  i n a d e q u a t e
for t h e i r  c u r r e n t  n e ed s a n d  c l e a r l y  i n a d e q u a t e  for the
f o r t h c o m i n g  1991 e v e n t s  e m b o d i e d  in th e e x i s t i n g  A N C S A  statute.

I h a v e  w i t h i n  t h e  p a s t  w e e k  p e r s o n a l l y  t a l k e d  w i t h  a 
n u m b e r  of l a w y e r s  w h o  w o r k  e v e r y  d a y  o n l e g a l  m a t t e r s  of o n e  :>r 
m o r e  A N S C A  en ti t i e s ,  a n d  t h e  m e s s a g e  I g o t  f r o m  t h e m  is th is  in 
e s s e n c e :

(a) th ey  h a v e  no t p e r c e i v e d  a n y  s i g n i f i c a n t  
o v e r w h e l m i n g  p r o b l e m s  in, or c r e a t e d  by, the e x i s t i n g  
A l a s k a  st atu te , as it p e r t a i n s  to n a t i v e  c o r p o r a t i o n s  
or i n t e r e s t s ;

(b) the s u p p o r t  g i v e n  to the A C R C  bill by th e A F N  
S u b c o m m i t t e e  w a s  g r o u n d e d  on t h e i r  b e i n g  a d v i s e d  
e n a c t m e n t  was  a r e l a t i v e l y  s u r e  t h i n g  a n d  on a n u m b e r  
of t r a d e - o f f s  t h e y  r ec ei ve d;

(c) the n a t i v e  l a w y e r s  f u r t h e r  i n d i c a t e d  a
n a t i o n a l  a c t  w i t h  the o p p o r t u n i t y  for d e v e l o p m e n t  an d 
e v o l u t i o n  b a s e d  on n a t i o n w i d e  e x p e r i e n c e s  c a n  be very  
b e n e f i c i a l  to al l  A l a s k a n s  i n c l u d i n g  A N S C A  a n d  o t h e r  
N a t i v e  c o r p o r a t i o n s .

(6) T h e  I n a d e q u a t e  D i s c l o s u r e  an d E x p l a n a t i o n  of the H i s t o r y  of 
the M B C A .

T h e  A C R C  in the M a y  3, 1983 t r a n s m i t t a l  l e t t e r  u n d e r  
s i g n a t u r e  of its C h a i r m a n ,  to S e n a t o r  Ray, in i d e n t i f y i n g  a n d  
c h a r a c t e r i z i n g  the c u r r a n t  A l a s k a  S ta tu te,  a s t a k e n  "off the 
rack", " n e v e r  i n t e n d e d  for A l a s ka ",  a n d  b a s e d  on O r e g o n  law, 
f a i l e d  to a c c u r a t e l y  an d f a i r l y  i n f o r m  the r e a d e r  of the 
b a c k g r o u n d  of the act, i n c l u d i n g  the h i g h  d e g r e e  of s c h o l a r s h i p ,  
c r a f t s m a n s h i p  a n d  v a r i e d  e x p e r i e n c e  of l a w y e r s  a n d  s c h o l a r s  
t h r o u g h o u t  the nation, b r o u g h t  to b e a r  on the o r i g i n a l  m o d e l  a c t  
(as w e l l  a s  on s u b s e q u e n t  a m e n d m e n t s  a n d  the c u r r e n t  A B A  r e v i s i o n  
p r o j e c t ).

T h e  c u r r e n t  A B A  r e v i s i o n  c l e a r l y  e x e m p l i f i e s ,  o nc e  
again, the b e n e f i t  of b r i n g i n g  to b e a r  on the s u b j e c t  m a t t e r  the 
c o l l e c t i v e  e x p e r i e n c e ,  s c h o l a r s h i p ,  s k i l l s  a n d  w i s d o m  of p e o p l e  
fr o m all  o v e r  the co u nt ry . I n c i d e n t a l l y ,  the M a r c h  1983 ABft

V
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C o m m i t t e e  e x p o s u r e  d r a f t  i n c l u d i n g  c o m m e n t s ,  is a v a i l a b l e  from  
the A B A  o f f i c e  in C h i c a g o  for $15 pe r  c o p y  i n c l u d i n g  s h i p p i n g  
costs.

(7) S u m m a r y .

(a) A l a s k a  s h o u l d  h a v e  the best p r o d u c t  
o b t a i n a b l e — on e  th at  if a t  all  p o s s i b l e  is n a t i o n a l  in 
a p p r o a c h  a n d  s c o p e  (in part  to e n c o u r a g e  the  free flow 
of bu sin es s,  c o m m e r c e ,  i n v e s t o r s  a n d  l e n d e r s  b e t w e e n  
A l a s k a  a n d  o t h e r  j u r i s d i c t i o n s ) .

(b) T h e r e  s i m p l y  a r e  no u r g e n t  or i m m e d i a t e l y  
f o r e s e e a b l e  ne ed( s) , of e i t h e r  na t i v e  or n o n - n a t i v e  
c o r p o r a t i o n s ,  or g r o u p s  in A la sk a,  for the r e v i s i o n  of 
our  c o r p o r a t e  c o d e  b e f o r e  c a r e f u l l y  a n d  fu lly 
c o n s i d e r i n g  the A B A  r e v i s i o n  t o g e t h e r  w i t h  the r e l a t e d  
c l o s e  c o r p o r a t i o n  a n d  p r o f e s s i o n a l  c o r p o r a t i o n  
s u p p l e m e n t s  thereto .

(c) T h e  A C R C  has th e r e s o u r c e s  a n d  the d u t y  to 
r e v i e w  a n d  c a r e f u l l y  c o n s i d e r  the p r o p o s e d  c o r p o r a t i o n  
c o d e  r e v i s i o n  of the A m e r i c a n  Bar A s s o c i a t i o n ,  b e f o r e  
v i g o r o u s l y  p r o m o t i n g  its o w n  p r o d u c t  (the F e s s l e r  Co d e) .

T h e  A l a s k a  Ba r a n d  m o r e  p a r t i c u l a r l y ,  th e m e m b e r s  
p r a c t i c i n g  in the c o r p o r a t e  area, h a v e  c l e a r l y  not b e e n  d i l i g e n t  
o v e r  the y e a r s  in h e l p i n g  t o ke e p ou r  A c t  u p to date, or iri 
a p p r o p r i a t e l y  r e s p o n d i n g  to the A C R C  r e v i s i o n  proje ct.  
N o n e t h e l e s s ,  p e r s o n a l  p r i d e  a n d  d o l l a r s  s p e n t  to d a t e  s h o u l d  not 
be d e t e r m i n a t i v e — w h a t  is v i ta l is to g e t A l a s k a  t he  b e s t  p r o d u c t  
o b t a i n a b l e .

If a f t e r  a c o m p r e h e n s i v e ,  e v e n  h a n d e d  e v a l u a t i o n  of the 
A B A  R e v i s i o n  of the M B C A  is m a d e  by (i) P r o f e s s o r  Fessle r,  (ii) 
the ACRC, (iii) the  A l a s k a  Bar, (iv) the AFN, an d  (v) o t h e r  
i n t e r e s t e d  groups, a n d  s u i t a b l e  c o m p a r i s o n s  v i s - a - v i s  the c u r r e n t  
A C R C  p r o d u c t  (the F e s s l e r  Code) ef fe c t e d ,  it is e n t i r e l y  p o s s i b l e  
the F e s s l e r  C o d e  w i l l  be d e e m e d  s u p e r i o r — if su c h is the case, I
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a m  all  for the  F e s s l e r  Code; p r o v i d e d  S e c t i o n  4fl89
t h e r e o f  is e l i m i n a t e d .  O n e  l a s t  t h o u g h t — n o t h i n g  c o n t a i n e d  h e r e
is i n t e n d e d  to d o w n g r a d e  t h e  s c h o l a r s h i p  or c r a f t s m a n s h i p  of
P r o f e s s o r  F e s s l e r , 10 s u b s t a n t i a l l y  r e l i e d  on by the ACRC,
nor of th e l a u d a b l e  m o t i v e s  of the ACRC. T. a m  s i m p l y
s a y i n g — b e f o r e  we  leap, w e  s h o u l d  be r e a s o n a b l y  s u r e  we  h a v e  the
ve ry  best  for A la ska .

S H R : j f

cc: A l a s k a  C o d e  R e v i s i o n  C o m m i s s i o n
J o h n  W. Ab b o t t ,  C h a i r m a n  
L. S. Kurtz, Jr.
J u d g e  T h o m a s  D. S t e w a r t  

A l a s k a  Bar A s s o c i a t i o n  
P au l D. K e ll y

P o s t s c r i p t  - A f t e r  p r e p a r i n g  t h i s  letter, I t a l k e d  w i t h  J u d g e  
( R e t . ) T h o m a s  B. S t e w a r t  of J un eau , a m e m b e r  of the A C R C.  J u d g e  
S t e w a r t  I d e l i e v e  is w i l l i n g ,  a l b e i t  the e f f o r t  by the A l a s k a  Bar 
is v e r y  l a t e  in coming, for an  e v a l u a t i o n  of the A C R C  C o d e  
v i s - a - v i s  the A B A  R e v i s e d  M B C A  to be made, but a p p e a r e d  c o n c e r n e d

9. S e c t i o n  488 I m p o s i n g  s e c o n d a r y  l i a b i l i t y  on c o r p o r a t e  
o f f i c e r s  a n d  d i r e c t o r s  is u n f a i r  to  m a n a g e m e n t  p e o p l e  
( o f f i c e r s  a n d  d i r e c t o r s )  w h o  l i k e l y  w i l l  be u n w i t t i n g l y  
trapped, w i l l  c r e a t e  l i t i g a t i o n ,  o v e r t u r n s  t r a d i t i o n a l  
p r i n c i p a l / a g e n t  c o n c e p t s  a n d  r e p r e s e n t s  a n  o v e r l y  b r o a d  
c o m p l i c a t i n g  s o l u t i o n  to the p e r c e i v e d  p r o b l e m  of a g g r i e v e d  
c o r p o r a t e  c r e d i t o r s  a l l e g e d l y  f r u s t r a t e d  by c o r p o r a t e  
m a n i p u l a t i o n (s ).

10. A f t e r  the F e b r u a r y  24, 1984 h e a r i n g  in A n c h o r a g e  on  the 
p r o p o s e d  Code, I had  the o p p o r t u n i t y  to d i s c u s s  on the 
t e l e p h o n e  a nu mb e r  of the f e a t u r e s  t h er eo f w i t h  P r o f e s s o r  
F e s s l e r .  He w a s  m o s t  g r a c i o u s  in a n s w e r i n g  q u e s t i o n s  posed, 
an d  in c o r r e c t i n g  my m i s r e a d i n g  or i n a d e q u a t e  r e a d i n g  of a 
n u m b e r  of s p e c i f i c  p r o v i s i o n s  thereof. P r o f e s s o r  F e s s l e r  
a p p e a r s  m o r e  th a n w i l l i n g  to c o n s i d e r  c o m m e n t s  an d  
s u g g e s t i o n s  d i r e c t e d  t o w a r d  his w o r k  p rod uc t.

R e s p e c t f u l l y

•'Stanley H. R e i t m a n



S e n a t o r  J o s e p h  P. J o s e p h s o n
M a r c h  12, 1983
P a g e  -9-

a b o u t  t h e  a b i l i t y  to c o m p l e t e  su ch  s t u d y  by the e n d  of M a r c h  
1 9 8 4 — a p p a r e n t l y  to f a c i l i t a t e  e n a c t m e n t  in t h i s  s e s s i o n  or 
l e g i s l a t u r e  of a n e w  code. M y  p e r s o n a l  v i e w  is th a t a d e l a y  to 
the n e x t  l e g i s l a t u r e  to g e t  a b e t t e r  c o d e  for A l a s k a  is n e i t h e r  
u n p a l a t a b l e ,  nor f r a u g h t  w i t h  dang er,  to a f f e c t e d  Al as k a n s .



I N T R O D U C T I O N

T H E  1 9 0 3  R E V I S E D  M O D E L  B U S I N E S S  C O R P O R A T I O N  A C T *

by

E l l i o t t  G o l d s t e i n * *  a n d  R o b e r t  W. H a m i l t o n * * *

T h e  C o m m i t t e e  o n  C o r p  r a t e  L a w s  h a s  c o m p l e t e d  a m a j o r  

r e v i s i o n  o f  t h e  M o d e l  B u s i n e s s  C o r p o r a t i o n  A c t . * * * *  T h e  

C o m m i t t e e  is a l s o  in t h e  p r o c e s s  o f  o v e r s e e i n g  t h e  p r e p a r a t i o n  

o f  a t h i r d  e d i t i o n  o f  t h e  m u l t i v o l u m e  M o d e l  Dusinor-r. c o r p o r a t i o n  

A c t  A n n o t a t e d . T h e  r e v i s e d  M c d e i  A c t ,  in i t s  f i n a l  f o r m ,  w i l l  

a l s o  a p p e a r  in t h e s e  v o l u m e s .

* T h i s  is a n  e d i t e d  v e r s i o n  o f  a n  a r t i c l e  d e s c r i b i n g  t h e  r e v i s e d  
1 9 0 3  R e v i s e d  M o d e l  B u s i n e s s  C o r p o r a t i o n  A c t  p r e p a r e d  f o r  

p u b l i c a t i o n  in t h e  B u s i n e s s  L a w y e r .

* *  M e m b e r  o f  t h e  G e o r g i a  a n d  D i s t r i c t  o f  C o l u m b i a  b a r s .  Mr. 
G o l c ' s t e l n  p r a c t i e s  l a w  w i t h  P o w e l l ,  G o l d s t e i n ,  F r a z e r  a n d  
M u r p h y ?  h e  is t h e  C h a i r m a n  o f  t h e  C o m m i t t e e  o n  C o r p o r a t e  L a w s .

* * *  B e n n o  C .  S c h m i d t  P r o f e s s o r  o f  B u s i n e s s  L a w ,  T h e  U n i v e r s i t y  

o f  T e x a s  S c h o o l  o f  L a w ,  A u s t i n ,  T e x a s .  P r o f e s s o r  H a m i l t o n  is 
t h e  R e p o r t e r  f o r  t h e  M o d e l  B u s i n e s s  C o r p o r a t i o n  A c t  R e v i s i o n  

p r o j e c t .

* * * *  T h e  1 9 8 3  r e v i s e d  M o d e l  A c t  i n c l u d e s  t w o  s u p p l e m e n t s ,  t h e  

M o d e l  P r o f e s s i o n a l  C o r p o r a t i o n  S u p p l e m e n t  a n d  t h e  M o d e l  
S t a t u t o r y  C l o s e  C o r p o r a t i o n  S u p p l e m e n t .  T h e  f o r m e r  w a s  f i r s t  
a d o p t e d  b y  t h e  C o m m i t t e e  o n  C o r p o r a t e  L a w s  in 1978; it h a s  b e e n  

r e v i s e d  is p a r t  o f  th e  M o d e l  A c t  p r o j e c t  a n d  i , i v a i l a b l e  for 

c o m m e n t  w i t h  t h e  e x p o s u r e  d r a f t .  T h e  M o d e l  S t a t u t o r y  C l o s e  
C o r p o r a t i o n  S u p p l e m e n t  w a s  p u b l i s h e d  in t h e  N o v e m b e r  1 9 8 1  i s s u e  

o f  t h e  B u s i n e s s  L a w y e r  for c o m m e n t  (37 B U S .  L A W .  169),  a n d  
a d o p t e d  By th e  C o m m i t t e e  in J u n e  1 9 8 2 .  N o t i c e  o f  a d o p t i o n  a n d  

o f  c h a n g e s  m a d e  in th e  c o m m e n t  d r a f t  a p p e a r  in t h e  M a t c h  1 9 8 3  
i s s u e  o f  t h e  B u s i n e s s  L a w y e r . B e c a u s e  o f  i t s  r e c e n t  
p u b l i c a t i o n ,  th e  C l o s e  C o r p o r a t i o n  S u p p l e m e n t  is n o t  i n c l u d e d  in 
t h e  e x p o s u r e  d r a f t .
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T h i s  a r t i c l e  d e s c r i b e s  t h e  1 9 8 3  r e v i s e d  M o d e l  A c t ,  t h e  

r e a s o n s  f o r  i t s  d e v e l o p m e n t  a t  t h e  p r e s e n t  t i m e ,  a n d  t h e  

p r i n c i p a l  i n n o v a t i o n s  t h a t  h a v e  b e e n  m a d e  in t h e  M o d e l  A c t  s i n c e  

it w a s  l a s t  p u b l i s h e d  a s  a c o m p l e t e  s t a t u t e  in 1 9 7 1  in t h e  M o d e l  

B u s i n e s s  C o r p o r a t i o n  A c t  A n n o t a t e d  ( S e c o n d  E d i t i o n ) .

1. D e s c r i p t i o n  o f  t h e  r e v i s e d  A c t

T n e  1 9 8 3  r e v i s e d  M o d e l  A c t  is d e s i g n e d  t o  b e  a c o n v e n i e n t  

g u i d e  f or  r e v i s i o n  o f  s t a t e  b u s i n e s s  c o r p o r a t i o n  s t a t u t e s ,  

r e f l e c t i n g  c u r r e n t  v i e w s  a s  t o  t h e  a p p r o p r i a t e  a c c o m m o d a t i o n  o f  

t h e  v a r i o u s  c o m m e r c i a l  a n d  s o c i a l  i n t e r e s t s  i n v o l v e d  in m o d e r n  

b u s i n e s s  c o r p o r a t i o n s .  T h e  M o d e l  A c t  i s  d e s i g n e d  f o r  u s e  b y  

b o t h  p u b l i c l y  h e l d  a n d  b y  c l o s e l y  h e l d  c o r p o r a t i o n s ,  a n d  t a k e s  

i n t o  a c c o u n t  t h e  r i g h t s  a n d  d u t i e s  o f  t h e i r  s h a r e h o l d e r s ,  

i n v e s t o r s ,  d i r e c t o r s ,  a n d  m a n g e m e n t ,  a s  w e l l  a s  t h e  into, :sts o f  

t h e  s t a t e .

T h e  1 9 8 3  revise''1 M o d e l  A c t  r e p r e s e n t s  t h e  f i r s t  c o m p l e t e  

r e v i s i o n  o f  t h e  M o d e l  A c t  in e v e r  30 y e a r s .  T h e  c r e a t i o n  a n d  

revii w  o f  t h i s  r e v i s e d  A c t  h a s  b e e n  a m a j o r  p r o j e c t  t h a t  h a s  

l a r g e l y  o c c u p i e d  t h e  a t t e n t i o n  o f  t h e  C o m m i t t e e  f o r  t h e  l a s t  

t h r e e  y e a r s .  A l l  s e c t i o n s  a n d  p r o v i s i o n s  o f  t h e  A c t  w e r e  

r e v i e w e d  a n d  a n a l y z e d  in l i g h t  o f  t h e  e x p e r i e n c e  w i t h  s i m i l a r  

p r o v i s i o n s  in i m p o r t a n t  c o m m e r c i a l  s t a t e s .  In a d d i t i o n ,  t h e  

s u g g e s t i o n s  o f  s e v e r a l  c o r p o r a t i o n  s e r v i c e  c o m p a n i e s  w e r e  

s o l i c i t e d .  T o  i m p r o v e  t h e  u s e f u l n e s s  o f  t h e  A c t ,  O f f i c i a l  

C o m m e n t s  h a v e  b e e n  p r e p a r e d  for e a c h  s e c t i o n  t h a t  d e s c r i b e  t h e  

s u b s t a n t i v e  d e c i s i o n s  m a d e  in th e  d r a f t i n g  o f  t h e  s e c t i o n  a n d



o f t e n  f u r t h e r  e x p l a i n  t h e  m e a n i n g  a n d  p u r p o s e  o f  t h e  s e c t i o n .  

T h e  O f f i c i a l  C o m m e n t s  a l s o  c o n t a i n  s u g g e s t i o n s  a s  t o  p o s s i b l e  

u s e  o f  o p t i o n s  p r o v i d e d  in t h e  A c t .  S t a t u t o r y  c r o s s - r e f e r e n c e s  

h a v e  a l s o  b e e n  a d d e d  a f t e r  e a c h  s e c t i o n .

2. R e a s o n s  f or t h e  d e v e l o p m e n t  o f  a n e w  M o d e l  A c t

S e v e r a l  f a c t o r s  e n t e r e d  i n t o  t h e  d e c i s i o n  t o  d e v e l o p  a 

r e v i s e d  M o d e l  A c t  a t  t h i s  t i m e .  F i r s t ,  a n e w  e d i t i o n  o f  the  

M o d e l  B u s i n e s s  C o r p o r a t i o n  A c t *  A n n o t a t e d  w a s  u n d e r  s e r i o u s  

c o n s i d e r a t i o n .  T h e  S e c o n d  E d i t i o n  o f  t h e s e  v o l u m e s  h a d  b e e n  

p u b l i s h e d  i n  1 9 7 1 ,  a n d  s u p p l e m e n t s  h a d  b e e n  p u b l i s h e d  a s  

s e p a r a t e  v o l u m e s  in 1 9 7 3  a n d  1 9 7 7 ?  t h e r e  w a s  a n e e d  t o  f u r t h e r  

u p d a t e  t h e s e  v o l u m e s ,  e i t h e r  b y  a r e v i s i o n  a n d  r e p u b l i c a t i o n  of 

t h e  e n t i r e  s e t  o r  b y  p u b l i c a t i o n  o f  a n o t h e r  s u p p l e m e n t ,  in o r d e r  

t o  c o m p l y  w i t h  t h e  g u i d e l i n e s  o f  t h e  A m e r i c a n  B a r  A s s o c i a t i o n .  

H o w e v e r ,  p u b l i c a t i o n  o f  a t h i r d  s u p p l e m e n t  w o u l d  m a k e  t h e  u s e  of 

t h e s e  v o l u m e s  e v e n  m o r e  u n w i e l d y ,  s o  t h a t  c r e a t i o n  o f  a n e w  

t h i r d  e d i t i o n  w a s  o n  a t t r a c t i v e  a l t e r n a t i v e .  R e v i s i o n s  o f  the 

M o d e l  A c t  c o u l d  b e  r e a d i l y  c o o r d i n a t e d  w i t h  t h e  d e v e l o p m e n t  o f  a 

n e w  e d i t i o n  o f  t h e  M o d e l  B u s i n e s s  C o r p o r a t i o n  A c t  A n n o t a t e d .

S e c o n d ,  t h e  C o m m i t t e e  h a d  r e c e i v e d  t h e  r e p o r t  o f  a 

s u b c o m m i t t e e  a p p o i n t e d  in 1 * 7 9  t o  r e v i e w  p o r t i o n s  o f  the A c t  

t h a t  h a d  n o t  b o o n  s t u d i e d  in d e t a i l  s i n c e  t h e  M o d e l  A c t  w a s  

f i r s t  p u b l i s h e d  in 1 9 5 0 .  T h i s  s t u d y  r e v e a l e d  n u m e r o u s  

a d d i t i o n a l  a r e a s  in w h i c h  s t a t e  e x p e r i m e n t a t i o n  h a d  p r o d u c e d  

s i g n i f i c a n t  s i m p l i f i c a t i o n s  a n d  i n n o v a t i o n s  w h i c h  w e r e  

a p p r o p i r a t e  for  i n c l u s i o n  in t h e  M o d e l  A c t .

x i i l
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T h i s  s u b c o m m i t t e e  a l s o  p o i n t e d  o u t  t h a t  t h e  s t r u c t u r e  o c t he 

M o d e l  A c t ,  b a s e d  o n  t h e  o r g a n i z a t i o n  o f  t h e  I l l i n o i s  B u s i n e s s  

C o r p o L a t i o n  A c t  o f  1 9 3 3 ,  w a s  n o t  e n t i r e l y  l o g i c a l ,  a n d  t h a t  a 

n u m b e r  o f  s t a t e s  h a d  a d o p t e d  u s e f u l  r e o r g a n i z a t i o n s  o f  t h e i r  

c o r p o r a t i o n  s t a t u t e s .  T h e  C o m m i t t e e  d e c i d e d  t h a t  it w o u l d  b e  

d e s i r a b l e  t o  r e o r g a n i z e  a n d  r e n u m b e t  a l l  s e c t i o n s  o f  t h e  M o d e l  

A c t .  T h e  r e o r g a n i z a t i o n  w a s  d e s i g n e d  t o  m a k e  r e f e r e n c e  to t h e  

M o d e l  A c t  e a s i e r ,  s i n c e  s e c t i o n s  w o u l d  b e  g r o u p e d  b y  s u b j e c t  

m a t t e r .  T h e  n e w  n u m b e r s  a l s o  a v o i d  c o n f u s i o n  b e t w e e n  t h e  

r e v i s e d  v e r s i o n  a n d  e a r l i e r  v e r s i o n s  o f  t h e  M o d e l  A c t .

F i n a l l y ,  a l a r g e  n u m b e r  o f  a m e n d m e n t s  w e r e  c o n s i d e r e d  a n d  

a p p r o v e d  b y  t h e  C o m m i t t e e  o v e r  t h e  y e a r s .  T h e  n u m b e r  o f  t h e s e  

a m e n d m e n t s  a n d  t h e  f o r m  i n  w h i c h  s o m e  *-f t h e m  w e r e  p r e s e n t e d  

m a d e  it i n c r e a s i n g l y  d i f f i c u l t  t o  d e t e r m i n t  t h e  p r e c i s e  c o n t e n t  

o f  th e  M o d e l  A c t .  F u r t h e r ,  a s  a r e s u l t  o f  t h e s e  a m e n d m e n t s ,  

m a n y  v a r i a t i o n s  in s t y l e  a n d  f o r m a t  h a d  c r e p t  i n t o  t h e  M o d e l  

A c t .  It w a s  d e c i d e d  t h a t  a l l  p r o v i s i o n s  o f  t he  A c t  s h o u l d  b e  

r e v i s e d  3 0  t h a t  t h e  l a n g u a g e  o f  t h e  A c t  w a 3  i n t e r n a l l y  

c o n s i s t e n t  a n d  u n i f o r m .  T h e  C o m m i t * i e  a d o p t e d  t h e  s t a u t o r y  

d r a f t i n g  p r i n c i p l e s  s e t  f o r t h  in D r a f t i n g  R u l e s  for W r i t i n g  

U n i f o r m  or M o d e l  A c t s , p r o m u l g a t e d  b y  t h e  N a t i o n a l  C o n f e r e n c e  o f  

C o m m i s s i o n e r s  o n  U n i f o r m  S t a t e  L a w s .  T h e  r e d r a f t i n g  h a s  

r e s u l t e d  in a s t y l e  a n d  f o r m a t  c o r a l s t e n t  w i t h  t h e  n u m e r o u s  

u n i f o r m  s t a t e  l a w s  t h a t  h a v e  b e e n  w i d e l y  a d o p t e d  in r e c e n t  y e a r s  

b u t  t h a t  is q u i t e  d i f f e r e n t  f r o m  t h e  s t y l e  o f  e a r l i e r  v e r s i o n s  

o f  th e  M o d e l  A ct.
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T h e  C o m m i t t e e  u l t i m a t e l y  d e c i d e d  t o  u n d e r t a k e  a s  a s i n g l e

p r o j e c t  b o t h  th e  r e v i s i o n  o f  t h e  M o d e l  A c t  a n d  th e  p r e p a r a t i o n

o f  a t h i r d  e d i t i o n  o f  t h e  M o d e l  B u s i n e s s  C o r p o r a t i o n  A c t  A n n o ­

t a t e d  . P r o f e s s o r  R o b e r t  W. H a m i l t o n ,  a m e m b e r  o f  t h e  C o m m i t t e e ,  

w a s  n a m e d  a s  R e p o r t e r ,  a n d  S e t h  S. S e a r c y  III , o f  t h e  T e x a s  B a r ,  

w a s  n a m e d  a s  P r o j e c t  D i r e c t o r .  T h e  o r i g i n a l  p l a n  o f  r e v i s i o n  

c o n t e m p l a t e d  t h a t  a n u m b e r  o f  t he  c h a n g e s  d e s c r i b e d  in the 

p r e c e d i n g  p a r a g r a p h s  w o u l d  b e  i n c o r p o r a t e d  a l o n g  w i t h  the 

C o m m i t t e e - p r e p a r e d  s u b s t a n t i v e  r e v i s i o n s  a p p r o v e d  a i n c o  196 9. 

A 3 t h e  p r o j e c t  p r o g r e s s e d ,  h o w e v e r ,  f u r t h e r  s u b s t a n t i v e  c h a n g e s  

in t h e  M o d e l  A c t ,  u s u a l l y  o f  a r e l a t i v e l y  m i n o r  c h a r a c t e r ,  w e r e  

p r o p o s e d  a n d  c o n s i d e r e d  a s  p a r t  o f  t h e  r e v i s i o n  p r o j e c t ,  a n d  

i n c l u d e d  in t h e  f i n a l  r e v i s e d  A c t .  T h u s ,  th e  r e v i s e d  M o d e l  A c t ,  

a s  n o w  p r o p o s e d  fo r  c o m m e n t  b y  t h e  C o m m i t t e e  o n  C o r p o r a t e  L a w s ,  

s h o u l d  b e  v i e w e d  i n  i t s  e n t i r e t y  a s  a n e w  a n d  i n t e g r a t e d  

s t a t u t e .

3. M a j o r  s u b s t a n t i v e  c h a n g e s  s i n c e  1969

T h e r e  h a v e  b e e n  n u m e r o u s  s t a t u t o r y  a m e n d m e n t s  t o  t h e  M o d e l

A c t  s i n c e  it w a s  f i r s t  p u b l i s h e d .  B e g i n n i n g  in the 1 9 7 0 ' s ,  th e 

n u m b e r ,  p a c e ,  a n d  i m p o r t a n c e  o f  t h e  a m e n d m e n t s  b e g a n  t o  i n c r e a s e  

a s  t he  C o m m i t t e e  a d d r e s s e d  i s s u e s  o f  c e n t r a l  i m p o r t a n c e  in the 

l a w  o f  c o r p o r a t i o n s .  A l l  p o s t - 1 9 7 2  a m e n d m e n t s  w e r e  p u b l i s h e d  In 

t h e  B u s i n e s s  L a w y e r  for c o m m e n t  a n d  t h e i r  s u b s e q u e n t  a d o p t i o n s  

w e r e  f o r m a l l y  r e p o r t e d .  T h o s e  e a r l i e r ,  s u b s t a n t i v e  a m e n d m e n t s  

a r e  t h e  s o u . e e  o f  m o s t  o f  the p r o v i s i o n s  o f  the r e v i s e d  M o d e l  

A c t  t h a t  m a y  v i e w e d  a n  i n n o v a t i v e  w h e n  c o m p a r e d  w i t h  t h e



1 C o m m i t t e e  o n  C o r p o r a t e  L a w s ,  C h a n c e s in t h e  M o d e l  D u .r‘* 
C o r p o r a t i o n  A c t - - - A m e n d m e n t s  to F i n a n c i a l  P r o v i s i o n s , 3-1 b us . 

L A W .  1 H 6 7  ( 1 9 7 0 ) ;  a d o p t e d ,  3 6  b U S .  L A W .  1 3 6 9  ( 1 9 0 0 ) .

t r a d i t i o n a l  c o n t e n t  o f  m o s t  c u r r e n t  c o r p o r a t i o n  s t a t u t e s .  

P r o v i s i o n s  o f  t h i s  n a t u r e  i n c l u d e :  

a. F i n a n c i a l  p r o v  i s i o n s

A m e n d m e n t s  a d o p t e d  i n  19 8 0 ̂  e l i m i n a t e d  t h e  

t r a d i t i o n a l  c o n c e p t s  o f  p a r  v a l u e ,  s t a t e d  c a p i t a l ,  a n d  t r e a s u r y  

s h a r e s  a n d  s u b s t i t u t e d  a s i m p l e r ,  l e s s  c o n f u s i n g ,  a n d  

p o t e n t i a l l y  l e s s  m i s l e a d i n g  t r e a t m e n t .  T h e  s t a n d a r d s  for 

d e t e r m i n i n g  t h e  l e g a l i t y  o f  d i s t r i b u t i o n s  o f  a l l  t y p e s - -  

d l v i d o n d n ,  r e d e m p t i o n s  o r  r e p u r c h a s e s  o f  s h a r e s ,  a n d  

d i s t r i b u t i o n s  o f  c a p i t a l — h a v e  b e e n  m a d e  b o t h  s i m p l e r  a n d  

u n i f o r m .  T h e  p r i n c i p a l  t e s t  is t h e  f a m i l i a r  o n e  t h a t  t h e  

c o r p o r a t i o n ,  m u s t  b e  s o l v e n t  in t h e  e q u i t y  s e n s e  a f t e r  t h e  

d i s t r i b u t i o n ;  In a d d i t i o n ,  a b a l a n c e  s h e e t  t e s t  i n  r e t a i n e d  t h a t  

r e q u i r e s  t he a s s e t s  o f  t h e  c o r p o r a t i o n  t o  e x c e e d  t h e  s u m  o f  it s  

l i a b i l i t i e s  a n d  the  p r e f e r e n t i a l  a m o u n t s  d u o  o n  l i q u i d a t i o n  to 

s e n i o r  e q u i t y  I n t e r e s t s  o n  t h e  b a s i s  of a c c o u n t i n g  p r i n c i p l e s  

t h a t  a r c  r e a s o n a b l e  u n d e r  ';he c i r c u m s t a n c e s  ( b u t  t h a t  a r e  n o t  

n e c e s s a r i l y  g e n e r a l l y  a c c e p t e d  a c c o u n t i n g  p r i n c i p l e s ) .  T h e  

C o m m i t t e e  a d v i s e d  t h e  N a t . I o n a 1 C o n f e r e n c e  o f  C o m m i s s i o n e r s  o n  

U n i f o r m  S t a t e  L a w s  o f  i n c o n s i s t e n c y  b e t w e e n  t h e s e  f i n a n c i a l  

p r o v i s i o n s  a n d  t h e  U n i f o r m  F r a u d u l e n t  C o n v e y a n c e  A c t .  T h e  

C o m m i s s i o n e r s  a r e  n o w  c o n n i d e r e i n g  p o s s i b l e  r e v i s i o n  o f  the 

U n i f o r m  F r a u d u l e n t  C o n v e y a n c e  A c t  t o  m a o  it c o n s i s t e n t  w i t h  t h e  

p r o v i s i o n s  o f  t h e  M o d e l  A c t .



T h e  r e v i s e d  M o d e l  A c t  a l s o  p e r m i t  p r o m i s s o r y  n o t e s  a n d  

p r o m i s e s  o f  f u t u r e  s e r v i c e s  t o  s e r v e  a s  c o n s i d e r a t i o n  fo r  t h e  

i s s u a n c e  o f  s h a r e s ,  s u b j e c t  t o  a r e q u i r e m e n t  t h a t  a l l  s u c h  

t r a n s a c t i o n s  b e  r e p o r t e d  to t h e  s h a r e h o l d e r s .

b. S t a n d a r d  o f  c a r e  for d i r e c t o r s  a n d  o f f i c e r s

T h e  C o m m i t t e e  o r  C o r p o r a t e  L a w s  h a s  d e v o t e d  m u c h  

a t t e n t i o n  t o  t h e  a p p r o p r i a t e  a r t i c u l a t i o n  o f  t h e  d u t y  o f  c a r e  o f  

d i r e c t o r s  a n d  o f f i c e r s ,  p a r t i c u l a r l y  in m a k i n g  d e c i s i o n s  w i t h  

r e s p e c t  t o  l a r g e  a n d  c o m p l e x  b u s i n e s s e s .  I m p o r t a n t  c h a n g e s  in 

t h i s  a r e a  w e r e  m a d e  in 1 9 7 5 . 2  Tf)e r e v i s e d  M o d e l  A c t  c o n t a i n s  a n  

a m e n d e d  p r o v i s i o n  o n  t h i s  s u b j e c t  t h a t  s e e k s  t o  c o o r d i n a t e  a n d  

h a r m o n i z e  t h e  b u s i n e s s  j u d g m e n t  r u l e  a n d  t h e  r e v i s e d  M o d e l  A c t ,  

i n c l u d i n g  p r o v i s i o n s  r e l a t i n g  t o  c o n f l i c t  o f  i n t e r e s t .  T h e

C o m m i t t e e  r e c o g n i z e s ,  h o w e v e r ,  t n a t  t h i s  is a d e v e l o p i n g  f i e l d

o f  l a w ,  a n d  t h a t  c o n t i n u i n g  a t t e n t i o n  m u s t  b e  g i v e n  t h i

i m p o r t a n t  a r e a .  I t  is t h e  C o m m i t t e e ' s  i n t e n t i o n  t o  r e e x a m i n e  

t h e s e  p r o v i s i o n s  a f t e r  p u b l i c a t i o n  o f  t h i s  e x p o s u r e  draf-..

c. Pr inc i p l e s  r e l a t  ing t o  d o r  i v a t i v e  l i t i g a t io n

T h e  C o m m i t t e e  o n  C o r p o r a t e  L a w s  a l s o  c o n s i d e r e d  a t  

l e n g t h  t h e  i s s u e s  r e l a t i n g  t o  t h e  m o d e r n  s h a r e h o l d e r ' s

d e r i v a t i v e  a c t ' o n  in 1981.3 d e v e l o p e d  a p r o v i s i o n  d e a l i n g  w i t h  

d e r i v a t i v e  l i t i g a t i o n  t h a t  a t t e m p t s  to s t r i k e  a r e a s o n a b l e

2 M O D E L  B U S I N E S S  C O R P O R A T I O N  A C T  A N N O T A T E D  •> 3 5  (S u p p .  1 9 7 7 ) .

2 C o m m i t t e e  o n  C o r p o r a t e  L a w s ,  P r o t n s c d  R e v i s i o n s  o f  th e  M o d e l  
B u s i n e s s  C o r p o r a t i o n  A c t  A f f e c t i  n<i ~ A c  t ion s ITv S h a r e h o l d e r s "  T 7  

B U S .  L A W .  26 1 ( 198 1). T h i s  p r o v i s i o n  w a s  s u o s t a n c r a l  ly in t i n a l  
f o r m  w h e n  t h e  M o d e l  B u s i n e s s  C o r p o r a t i o n  A c t  R e v i s i o n  P r o j e c t  
c o m m e n c e d  a n d  w a s  f o r m a l l y  a d o p t e d  a s  p a r t  o f  t h a t  p r o j e c t .
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b a l a n c e  b e t w e e n  t h e  c o m p e t i n g  c o n s i d e r a t i o n s  o f  d i s c o u r a g i n g  

l i t i g a t i o n  b r o u g h t  s o l e l y  fo r  i t s  s e t t l e m e n t  v a l u e  o n  t h e  o n e  

h a n d  a n d  a v o i d i n g  u n r e a s o n a b l e  r o a d b l o c k s  in t h e  w a y  o f  a l l  s u c h  

l i t i g a t i o n  o n  t h e  o t h e r .  T h e  p r o v i s i o n  d e v e l o p e d  b y  t h e  

C o m m i t t e e  e l i m i n a t e s  t h e  s e c u r i t y - f o r - e x p e n s e s  r e q u i r e m e n t  for 

s m a l l  s h a r e h o l d e r s ,  b u t  e n c o u r a g e s  t h e  c o u r t  t o  a s s e s s  t h e  c o s t s  

o f  l i t i g a t i o n  a g a i n s t  t h e  p l a i n t i f f  if t h e  s u i t  w a s  c o m m e n c e d  

w i t h o u t  r e a s o n a b l e  c a u s e .  S e v e r a l  i s s u e s  w e r e  n o t  r e s o l v e d  in 

t h e  d r a f t i n g  o f  t h i s  s e c t i o n ,  s u c h  a s  w h e t h e r  a d i r e c t o r s '  

d e c i s i o n  t h a t  s u i t  is n o t  i n  t h e  b e s t  i n t e r e s t s  o f  t h e  

c o r p o r a t i o n  s h o u l d  b a r  t h e  s u i t ,  w h e t h e r  c a l c u l a t i o n  o f  th e  

a t t o r n e y s '  f e e s  s h o l d  b e  s p e c i f i e d ,  a n d  w h e t h e r  t h e r e  s h o u l d  b e  

a m a x i m u m  l i m i t  o n  d i r e c t o r s '  l i a b i l i t ; . . S i n c e  t h i s  is a l s o  a 

d e v e l o p i n g  f i e l d ,  it is t h e  C c m m i t t e e ' s  i n t e n t i o n  t o  a d d r e s s  

t h e s e  a n d  o t h e r  i s s u e s  a f t e r  t h e  p u b l i c a t i o n  o f  t h i s  e x p o s u r e  

d r a f t .

d. I n d e m n  i f i c a t i o n

A  t h i r d  s u b j e c t  to w h i c h  t h e  C o m m i t t e e  o n  C o r p o r a t e  

L a w s  d e v o t e d  m u c h  a t t e n t i o n  is i n d e m n i f i c a t i o n  o f  o f f i c e r s  a n d  

d i r e c t o r s .  O n e  t h e  o n e  h a n d ,  it is g e n e r a l l y  r e c o g n i z e d  t h a t  a 

b r o a d  r i g h t  o f  i n d e m n i f i c a t i o n  is e s s e n t i a l  if d i r e c t o r s ,  

p a r t i c u l a r l y  o u t s i d e  d i r e c t o r s ,  a r e  t o  b e  e n c o u r a g e d  to s e r v e  o n  

b o a r d s .  O n  th e  o t h e r  h a n d ,  b r o a d  i n d e m n i f i c a t i o n  r a i s e s  p u b l i c  

p o l i c y  i s s u e s .  in 1 9 7 9 , 4  t h e  C o m m i t t e e  d e v e l o p e d  c o m p r e h e n s i v e



p r o v i s i o n s  s e e k i n g  t o  s t r i k e  a n  a p p r o p r i a t e  b a l a n c e  b e t w e e n  

t h e s e  c o m p e t i n g  c o n s i d e r a t i o n s .  T h e s e  p r o v i s i o n s ,  s o m e w h a t  

s i m p l i f i e d  i n  l a n g u a g e ,  f c r m  t h e  b a s i s  o f  a n  e n t i r e  s u b c h a p t e r  

o f  t h e  1 9 8 3  r e v i s e d  M o d e l  A c t .  T h e  p r o v i s i o n s  o f  t h i s  

s u b c h a p t e r  n o t  o n l y  e s t a b l i s h  s t a n d a r d s  f o r  p e r m i s s i v e  a n d  

m a n d a t o r y  i n d e m n i f i c a t i o n  o f  d i r e c t o r s  b u t  a l s o  t h e  m a c h i n e r y  b y  

w h i c h  c l a i m s  f o r  i n d e m n i f i c a t i o n  m a y  b e  c o n s i d e r e d  b y  t h e  

c o r p o r a t i o n  f r e e  o f  c l a i m s  o f  c o n f l i c t  o f  i n t e r e s t .

e . R i g h t  o f  d i s s e n t  a n d  a p p r a i s a l  f r o m  f u n d a m e n t a l

t r a n s a c t i o n s

A n o t h e r  s u b j e c t  t h a t  t h e  C o m m i t t e e  o n  C o r p o r a t e  L a w s  

h a s  c o n s i d e r e d  a t  l e n g t h  is t h e  r i g h t  o f  a s h a r e h o l d e r  d i s s e n t ­

i n g  f r o m  a f u n d a m e n t a l  t r a n s a c t i o n  t o  o b t a i n  c a s h  p a y m e n t  fo r 

h i s  s h a r e s .  T h e  t r a d i t i o n a l  r i g h t  o f  d i s s e n t  a n d  a p p r a i s a l  w a s  

c r i t i c i z e d  a s  p r o v i d i n g  a t i m e - c o n s u m i n g  a n d  e x p e n s i v e  p r o c e d u r e  

w h i c h  d i d  n o t  in f a c t  p r o v i d e  p r o t e c t i o n  t o  s h a r e h o l d e r s .  F r o m  

t h e  c o r p o r a t i o n ' s  p o i n t  o f  v i e w ,  t h e  p r o c e d u r e  w a s  c o n s i d e r e d  

d e f i c i e n t  b e c a u s e  a c o r p o r a t i o n  c o u l d  n o t  a l w a y s  d e t e r m i n e  in 

a d v a n c e  t h e  e x t e n t  of- i t s  f i n a n c i a l  o b l i g a t i o n  t o  d i s s e n t i n g  

s h a r e h o l d e r s .  In 1 9 7 7 , 5  t h e  C o m m i t t e e  o n  C o r p o r a t e  L a w s  e v o l v e d  

a u n i q u e  s o l u t i o n  t o  t h e s e  c o m p e t i n g  c o n s i d e r a t i o n s  t h a t  n o w  

f o r m 3 a n  e n t i r e  c h a p t e r  o f  t h e  1 9 8 3  r e v i s e d  M o d e l  B u s i n e s s  

C o r p o r a t i o n  A c t .  T h i s  c h a p t e r  r e q u i r e s  p o t e n t i a l  d i s s e n t e r s  to 

i d e n t i f y  t h e m s e l v e s  b e f o r e  t h e  v o t e  is t a k e n ,  r e q u i r e s  the

5 C o m m i t t e e  o n  C o r p o r a t e  L a w s ,  C h a n g e s  in t h e  M o d e l  n u s i n e s s  
C o r p o r a t i o n  A c t  A f f e c t i n g  D i s s e n t e r s '  R i g h t s , B O S .  L A W . 10 5 5 

( 1 9 7 7 ) ;  a a o p t e d , 33 B U S .  L A W .  2 5 8 7  ( 1 9 7 8 ) .
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c o r p o r a t i o n  t o  p a y  it s  e s t i m a t e  o f  t h e  f a i r  v a l u e  o f  t h e  d i s ­

s e n t e r s '  s h a r e s  t o  t h e  s h a r e h o l d e r s  p r o m p t l y  a f t e r  t h e  t r a n s a c ­

t i o n  is e f f e c t u a t e d ,  a n d  e s t a b l i s h e s  a p r o c e d u r e  t o  e n c o u r a g e  a 

n e g o t i a t e d ,  r a t h e r  t h a n  a j u d i c i a l ,  d e t e r m i n a t i o n  o f  t h e  f a i r  

v a l u e  o f  t h e  s h a r e s .

f. C o m p u l s o r y  s h a r e  e x c h a n g e s

I n  i n s t a n c e s  in w h i c h  it is i m p o r t a n t  t h a t  t he

s e p a r a t e  c o r p o r a t e  e x i s t e n c e  o f  a n  a c q u i r e d  c o r p o r a t i o n  b e  

p r e s e r v e d ,  a c o m p u l s o r y  s h a r e  e x c h a n g e ,  e f f e c t e d  b y  t h e  s a m e  

p r o c e d u r a l  r e q u i r e m e n t  a p p l i c a b l e  t o  s t a t u t o r y  m e r g e r s  a n d  s a l e s  

o f  a l l  o r  s u b s t a n t i a l l y  a l l  t h e  c o r p o r a t e  a s s e t s  n o t  in the 

o r d i n a r y  c o u r s e  o f  b u s i n e s s ,  is o f t e n  th e  s i m p l e s t  a n d  m o s t  

d i r e c t  m e a n s  o f  e f f e c t u a t i n g  t h e  a c q u i s i t i o n .  A  c o m p u l s o r y  

s h a r e  e x c h a n g e  p r o v i s i o n  h a s  b e e n  i n c l u d e d  if t h e  M o d e l  A c t

s i n c e  1 9 7 6 . 6

* ♦ *

M o s t  o f  t he a b o v e  r e v i s i o n s  h a d  b e e n  c o m p l e t e d  p r i o r  t o  the  

c o m m e n c e m e n t  o f  t h e  p r o j e c t  to r e v i s e  t h e  e n t i r e  M o d e l  A c t .  

W h e n  t h i s  m a j o r  p r o j e c t  b e g a n ,  t h e  C o m m i t t e e  a l s o  h a d  u n d e r w a y  

p r o j e c t s  c o n s i d e r i n g  v a r i o u s  o t h e r  f a c e t s  o f  t h e  l a w  o f  

c o r p o r a t i o n s ,  i n c l u d i n q ,  a m o n g  o t h e r s ,  t h e  c o n f l i c t  o f  i n t e r e s t  

r u l e s  a p p l i c a b l e  t o  d i r e c t o r s  w i t h  a p e r s o n a l  i n t e r e s t  in 

c o r p o r a t e  t r a n s a c t i o n s ,  t h e  v a l i d i t y  o f  s u p e r m a j o r i t y  p r o v i s i o n s

6 M O D E L  B U S I N E S S  C O R P O R A T I O N  A C T  A N N O T A T E D  "i 7 2 A  ( S u p p .  19 77)
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f o r  d e c i s i o n s  s u b m i t t e d  to s h a r e h o l d e r s ,7 a n d t h e  b r o a d e n i n g  o f  

t h e  k i n d s  o f  c o n s i d e r a t i o n  w h i c h  m a y  b e  u s e d  in p a y m e n t  for  

s h a r e s  t o  :n c l u d e  p r o m i s s o r y  n o t e s  a n d  p r o m i s e s  o f  f u t u r e  

s e r v i c e s .  T h e s e  v a r i o u s  p r o j e c t s  w e r e  " f o l d e d  i n t o "  t h e  

d e v e l o p m e n t  o f  t h e  1 9 8 3  r e v i s e d  M o d e l  A c t  a n d  t h e  s u b s t a n t i v e  

r e v i s i o n s  w e r e  c o n s i d e r e d  a s  p a r t  o f  t h a t  l a r g e r  p r o j e c t .

O t h e r  s i g n i f i c a n t  c h a n g e s  w e r e  m a d e  d u r i n g  t h e  c o u r s e  o f  t h e  

r e v i s i o n  p r o c e s s .  T h e s e  c h a n g e s  i n c l u d e :

(1) A l l  f i l i n g  r e q u i r e m e n t s  w e r e  m a d e  u n i f o r m  a n d  c o n s o l i ­

d a t e d  i n  a s i n g l e  c h a p t e r  r a t h e r  thr.n b e i n g  s p r e a d  t h r o u g h o u t  

t h e  A c t .

(2) A  p r o v i s i o n  w a s  a d d e d  c o d i f y i n g  t h e  l a w  o f  s h a r e  t r a n s ­

fer r e s t r i c i t o n s .

(3) A  p r o v i s i o n  w a s  a d d e d  a d d r e s s i n g  t h e  p o w e r  o f  a p u b l i c  

c o r p o r a t i o n  to a c c e p t  v o t e s  b a s e d  o n  i r r e g u l a r  p r o x i e s .

(4) T h e  s e c t i o n  d e a l i n g  w i t h  t h e  a m e n d m e n t  o f  b y l a w s  w a r  

r e v i s e d  t o  r e f l e c t  c l e a r l y  t h e  u l t i m a t e  p r i m a c y  o f  t he s h a r e ­

h o l d e r s  in t h e  a d o p t i o n  a n d  a m e n d m e n t  o f  b y l a w s .  T h i s  p r o v i s i o n  

is o f  i m p o r t a n c e  o r i m a r i l y  t o  c l o s e l y  h o l d  c o r p o r a t i o n a .

(5) A  s e c t i o n  w a s  a d d e d  in t h e  c h a p t e r  o n  d i s s o l u t i o n  d e a l ­

ing w i t h  t h e  d i f f i c u l t  q u e s t i o n  o f  p r o d u c t  l i a b i l i t y  a n d  o t h e r  

p o s t d i s s o l u t i o n  c l a i m s  a r i s i n g  a f t e r  a s s e t s  h a v e  b e e n  d i s t r i b u t ­

e d  to s h a r e h o l d e r s  in f i n a l  l i q u i d a t i o n .

7 C o n s u l t  C o m m i t t e e  o n  C o r p o r a t e  L a w s ,  C h a n g e s  in th e  M o d e l  
B u s i n e s s  C o r p o r a t i o n  A c t - - A m o n d m o n t  R e s p e c t  inn I n c r e a s e s  ITT 

P r o p o r t i o n  o f  V o t e  for S h a r e h o l d e r s '  A p p r o v a l . 36 B U S .  L A W .  189 9 
( 1 9 8 1 ) .  “



(6) T h e  s e c t i o n  d e a l i n g  w i t h  s h a r e h o l d e r  i n s p e c t i o n  ~'f 

c o r p o r a t e  r e c o r d s  w a s  r e v i s e d  in a n  e f f o r t  t o  p r e s e r v e  th e  b 

r i g h t  o f  a c c e s s  w h i l e  p r e v e n t i n g  a b u s e .

4• T h e  M o d e l  B u s i n e s s  C o r p o r a t i o n  A c t  R e v i s i o n  P r o i e c t

T h e  M o d e l  B u s i n e s s  C o r p o r a t i o n  A c t  R e v i s i o n  P r o j e c t  h a s  

r e s p o n s i b i l i t y  f o r  d e v e l o p i n g  n o t  o n l y  th e  r e v i s e d  M o d e l  A c t  

u n d e r  t h e  d i r e c t i o n  o f  t h e  C o m m i t t e e  o n  C o r p o r a t e  L a w s  b u t  a l s o  

t h e  a n n o t a t i o n s  t h a t  w i l l  c o m p r i s e  t h e  M o d e l  B u s i n e s s  C o r p o r a ­

t i o n  A c t  A n n o t a t e d  ( T h i r d  E d i t i o n ) . T h e s e  v o l u m e s  w i l l  i n c l u d e  

h i s t o r i c a l  c o m m e n t s ,  s t a t u t o r y  c o m p a r i s o n s  o f  t h e  c o r p o r a t i o n  

l a w  c u r r e n t l y  in e f f e c t  in th e  5 0  s t a t e s ,  t h e  D i s t r i c t  o f  

C o l u m b i a ,  a n d  P u e r t o  R i c o ,  a n d  c i t a t i o n s  t o  l e a d i n g  c a s e s ,  l aw  

r e v i e w  a r t i c l e s ,  a n d  A m e r i c a n  L a w  R e p o r t e r  a n n o t a t i o n s .

T h e  P r o j e c t  w a n  f u n d e d  b y  t he  A m e r i c a n  B a r  F o u n d a t i o n  a n d  

t h e  S e c t i o n  o f  C o r p o r a t i o n ,  H a n k i n g  a n d  B u s i n e s s  L a w  o f  the  

A m e r i c a n  B a r  A s s o c i a t i o n .  T h e  U n i v e r s i t y  o f  T e x a s  L a w  S c h o o l  

c o n t r i b u t e d  o f f i c e  s p a c e  a n d  r e l a t e d  s e r v i c e s ,  a n d  t h e  U n i v e r ­

s i t y  o f  T e x a s  L a w  S c h o o l  F o u n d a t i o n  p r o v i d e d  f i n a n c i a l  a n d  

a c c o u n t i n g  s e r v i c e s ,  to t h e  P r o j e c t .  T h e  a s s i s t a n c e  o f  t h e s e  

v a r i o u s  o r g a n i z a t i o n s  is g r a t e f u l l y  a c k n o w l e d g e d .

P r o f e s s o r  R o b e r t  W. H a m i l t o n ,  B e n n o  C .  S c h m i d t  P r o f e s s o r  of 

B u s i n e s s  L a w ,  s e r v e d  a s  R e p o r t e r  for  t h e  P r o j e c t .  S e t h  S. 

S e a r c y  III,- E s q . ,  o f  A u s t i n ,  T e x a s ,  s e r v e d  a s  p r o j e c t  d i r e c t o r  

a n d  p r i n c i p a l  s t a t u t o r y  d r a f t s m a n .  A m y  L o b o w i t z  G r e e n s p a n ,  

E s q . ,  a l s o  o f  A u s t i n ,  s e r v e d  a s  s t a f f  a t t o r n e y  w i t h  p r i m a r y  

r e s p o n s i b i l i t y  fo r  p r e p a r a t i o n  o f  th e  a n n o t a t i o n s .
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A P P E N D I X  2 Editor's Note: The Section's Committee on Corporate Laws developed, and 
from time to time proposes changes in, the Model Business Corporation Act. 
A report of that Committee on the proposed addition of a Supplement—The 
Statutory Close Corporation Supplement to the Model Business Corporation 
Act—appears below.

Proposed Statutory Close Corporation Supplement to 

the IVlodei Business Corporation Act

A Report o f COMMITTEE ON CORPORATE LAWS

The Committee on Corporate Laws has approved a Statutory Close 
Corporation Supplement to the Model Business Corporation Act on second 
reading, and invites comments from interested persons. Comments should be 
addressed to the Chairman o f the Committee, E lliott Goldstein, Esq., 1100 
Citizens and Southern National Bank Building, Atlanta, Georgia 30303.
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INTRODUCTORY COMMENT
A. Background
The need for special statutory provisions to accommodate closely held 

corporations has been recognized for many years. Pioneer legislation to assist 
close corporations in this country was enacted in New York in 1948. North 
Carolina enacted several special close corporation provisions in 1955 as did 
South Carolina in 1962. Florida enacted the first complete close corporation 
statute in 1963. This statute was repealed in 1975 but most of the major 
provisions were incorporated into the Florida General Corporation Act. 
Maryland and Delaware enacted comprehensive close corporation provisions 
in 1967. In the past decade a number of additional states including Arizona, 
California, Illinois, Kansas, Maine, Michigan, New Jersey, Pennsylvania, and 
Texas have passed close corporation legislation.

These statutes basically follow two patterns: (I) a separate chapter o f the 
state business corporation act (these statutes arc commonly called integrated 
close corporation statutes) and (2) close corporation provisions that arc 
spread throughout the business code. Most of the integrated statutes are to a 
large degree modeled on the Delaware provisions (Illinois, Kansas, Pennsylva­
nia, and to a lesser extent Texas). The Arizona and Maryland integrated 
statutes are distinctive and contain a number o f innovative features.

The 1969 Amendments to the Model Business Corporation Act (MBCA) 
included a number of liberalizing provisions for close corporations. These 

, provisions, which arc included as part of the regular statutory provisions in the 
MBCA, arc summarized in a special comment to pa.agraph 2 of section 35 of 
the Model Business Corporation Act Annotated (2d cd. 1969). The Statutory 
Close Corporation Supplement builds on this prior close corporation legisla­
tion and assumes that most of the basic provisions included in such legislation 
arc enacted in the slate adopting the Supplement. I f  a stale does not have 
provisions that authorize supermajority voting requirements, shareholder 
voting agreements, voting trusts, and transfer restrictions, that fu lly protect 
class voting rights for the election o f directors and for approval of fundamen­
tal structural changes, and that contain dissenters’ rights sim ilar to MBCA 
sections 80-81, it slnuld enact such provisions at the time the Supplement is 
adopted. These types of provisions can enhance flexibility in shareholder

• r'
relationships irrespective of the decision to operate as a statutory close 
corporation.

The main purpose o f the Supplement is to provide model legislation for 
those slates that wish to enact special provisions that incorporate the best 
available ideas on the special needs of close corporation shareholders and that 
at the same lime provide basic statutory protection to the shareholders even in 
situations where they arc not represented by experienced corporate counsel.

A corporation elects to become a statutory close corporation governed by 
the Supplement. The shareholders can choose not to be a statutory close 
corporation and, i f  the election is in efTcct, to terminate the election at any 
time. It is possible in most states, through the use of sophisticated contracts 
among the shareholders and special provisions in the articles of incorporation 
and bylaws, to reach the same legal results as can be achieved under the 
Supplement. However, investors in closely held corporations and their attor­
neys may want to elect to be a statutory close corporation because the 
Supplement is easy to use and provides more certainty and at the same time 
more flexibility and less drafting than is normally the ease under the various 
general business corporation and professional corporation statutes.

B. Guiding Principles
There arc four interrelated principles that were utilized in drafting the 

Close Corporation Supplement: (1) the need for a flexible, useful statutory 
framework; (2) the desirability of having adequate basic protection against 
oppression of minority shareholders; (3) the desirability of codifyi g some of 
the customary practices used by experienced practitioners to achieve the 
objectives and expectations of investors in close corporations: and (4) the 
necessity of integrating the special close corporation statutory provisions in 
the Supplement with all other statutory provisions governing business corpo­
rations.

1. A FLEXIBLE AND USEFUL STATUTE
The need fora statutory framework that allows the shareholders of a closely 

held corporation maximum flexibility to vary the normal corporate rules in 
order to meet their particular business and personal needs is the basic 
justification for a separate close corporation statute. Maximum flexibility is 
one of the linchpins of the Statutory Close Corporation Supplement. The 
clearest examples o f this llcxibili'.y are section 10, which authorizes a 
statutory close corporation to operate without a board of directors and section 
11, which allows the shareholders to achieve by private contractual agreement 
among themselves the same basic operational framework that is permissible 
among general partners in a partnership. Under section I I .  even if  the 
corporation has a board of directors, the shareholders can assume some or all 
of the normal management responsibilities. Furthermore, the directors are not 
bound by traditional operating rules. For example, director proxies and
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weighted voting by directors arc authorized. In addition many o f the statutory 
rules in the Supplement can be varied. For example, section 4, which sets out 
standard stock transfer restrictions applicable to the shares o f a closely held 
corporation governed by the Supplement, provides that the statutory restric­
tions can be modified or excluded entirely by appropriate notations in the 
corporation's articles,

One of the chief criticisms leveled at the existing integrated close corpora­
tion statutes is that they arc so cumbersome lawyers are afraid to use them. To 
a large extent, the statutory framework for close corporations w ill inevitably 
be somewhat complex because the provisions must be drafted around the 
existing corporate statutes and ease law. Nevertheless, the Statutory Close 
Corporation Supplement has been designed to minimize complexity and to 
maximize its usefulness in practice. This is accomplished in several ways.

First, the Supplement is elective. It docs not apply unless the shareholders 
voluntarily elect to be governed by its provisions. The possibility of requiring 
every corporation meeting a certain definition to be governed by the Supple­
ment was rejected as unworkable. Under most traditionally accepted criteria, 
close corporations encompass every type of corporation except a publicly held 
corporation. At any given moment in time there are literally thousands of 
close corporations that fall all along a spectrum of one-owner mom-and-pop 
operations to gigantic subsidiaries o f major public corporations. There really 
is no “ typical" close corporation. Additionally, the needs of an enterprise 
change as it matures and grows. To force every conceivable type o f close 
corporation to conform to a special statutory framework could well produce 
more problems than it would solve for many of them and might force a close 
corporation into the same kind of legal straitjackct that has motivated the 
development o f special statutes for close corporations. Furthermore, voluntary 
election is a hallmark of business law. A business elects to become a 
corporation. Shareholders elect to be taxed under subchapter S.

Second, the Supplement is designed to minimize the formalities necessary 
to establish and maintain a statutory close corporation. Any corporation, 
except an existing corporation having more than fifty shareholders at the time 
of election, is eligible for the election. The only requirement, other than the 
usual formalities necessary to incorporate, is the necessity o f including the 
phrase “ a statutory close corporation" in the articles o f incorporation. Once 
articles of incorporation designating the corporation as a statutory close 
corporation arc filed, the corporation continues to be governed by the 
Supplement unless the shareholders elect to terminate its statutory close 
corporation status. Additional requirements such as lim iting the maximum 
number o f shareholders and prohibiting public stock offerings, although 
included in most of the existing state close corporation statutes, were rejected 
on the grounds that they create the undesirable possibility o f inadvertent 
terminations o f close corporation status and unnecessarily complicate the 
statutory framework. As a practical matter it is doubtful that a corporation
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that has a substantial number o f shareholders or that has made a public 
offering w ill want to remain as a statutory close corporation, but i f  it docs, 
there is no strong public policy reason why it should not be able to do so.

Third, several provisions in the Supplement arc designed to reduce the 
amount o f legal drafting that w ill have to be done in routine incorpoi Jtions of 
close corporations. The standard share transfer restrictions, w hich automati* 
cally apply unless notice o f a different set o f restrictions is given, the standard 
notice required on all shares o f stock, and the ability to incorporate by 
reference section 14 which, i f  elected, gives the estate or heirs the right to 
require the corporation to purchase the shares of a deceased shareholder, arc 
examples o f provisions which have the potential to simplify the process of 
setting up a closely held corporation. A specially designed standard articles of 
incorporation form for statutory close corporations, which w ill include the 
statutory provisions discussed above as well as a complete list with statutory 
references o f all optional provisions that may be included in the articles of 
incorporation, further enhances the usefulness o f the Supplement. The format 
for the proposed articles is attached as an appendix to these comments. In 
addition, the corporation need not have a formal set of by-laws if  the 
requirements in section 12 arc satisfied; and under section 13 an annual 
meeting of shareholders docs not need to be held except upon shareholder 
demand.

Fourth, the flexibility in the Supplement to utilize or to vary the statutory 
rules in order to meet the special needs or the shareholders increases its 
usefulness. In addition to the ability to vary the standard transfer restrictions 
in section 4, previously discussed, the section 14 buy-out provision can, i f  
elected, be readily modified to meet the particular needs of the sh r  holders. 
Moreover, section 15 authorizes a provision in the articles of incorporation 
giving one or more shareholders the option to dissolve the corporation and 
section 16 provides a wide range o f remedies to resolve serious disputes among 
the shareholders,

Finally, there arc no hidden or onerous requirements that might prevent a 
closely held corporation from wanting to elect to be governed by the Supple­
ment. A statutory close corporation operating under the Supplement can, i f  it 
chooses, operate pursuant to the same rules as are applicable to regular 
corporations. For example, there arc no special documents, such as special 
financial reports or directors' reports, that must be filed or submitted to 
shareholders. Except for She buy-out provision in section 14, w hich is elective, 
and the elimination of any need to have grounds for compelling dissolution of 
the corporation in order to qualify for relief from oppressive action in sec'ion 
Ifi, the Supplement essentially follows the basic formal of existing stale 
integrated close corporation statutes. F.vcn the innovative features are derived 
from existing ease law anti practices adopted by practitioners representing 
closely held corporations.
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2, BASIC PROTECTION AGAINST OPPRESSION
In the absence of special lcg.il protection, the rights of minority sharehold­

ers arc essentially subject to the goodwill of the majority shareholders. While 
it is possible to draft p-ivalc contractual arrangements to protect the interests 
of minority shareholders against oppression, the enforceability of many of 
these agreements is doubtful in many states. Even where protective provisions 
have been given statutory sanction, gaps exist and the protection is often less 
than adequate. For example, many state statutes lim it the maximum period of 
shareholder voting agreements and sharcholdcr-managcmenl agreements to 
ten years. As a practical matter, the need for proper protection may be greater 
u/ter ten years than before that time. I f  the corporation has been reasonably 
successful this is likely to be the time when growing pains will create serious 
tensions between the shareholders. As a consequence it might prove impossi­
ble to obtain the necessary consent to a renewal of the agreement.

The real strength in the existing close corporation statutes is the protection 
they provide for private contractual arrangements among the shareholders. 
M inority shareholders who arc not represented by skillful draftsmen, how­
ever, may well lind themselves without adequate protection of their rights in 
the absence of being able to prove fraud by the majority or grounds entitling 
them to force an involuntary dissolution of the corporation. Dissolution is a 
radical remedy which will not normally he granted if  the corporation is 
financially viable, and even where this legal obstacle has been overcome by 
statute, the scope and type of relief that a court can grant is often unclear.

Finally, even though several stale close corporation statutes have provided 
expanded protection for minority shareholders, these statutes have not ade­
quately dealt with (he problems of oppression by the minority which can easily 
develop when minority shareholders have a veto power over action desired by 
the majority. I f  the minority misuses its powers, the majority needs an 
adequate remedy to resolve the deadlock.

The Supplement attempts to remedy these deficiencies in several ways. It 
contains many provisions, most of which have already been mentioned, that 
guarantee the enforceability of any private contractual arrangement between 
the shareholders without artificial time limitations. Moreover, under section 
16 minority shareholders can petition a court for relief from oppression, fraud, 
and unfairly prejudicial conduct; and in addition, the holders of a majority of 
the corporation’s shares can file an action for relief fn m a deadlock caused by 
minority tyranny. T he court is authorized to grant any kind o f relief it deems 
proper, including, as a last resort, liquidation of the corporation, to resolve the 
dispute leading to the suit. Contrary to existing statutes, however, grounds for 
involuntary liquidation arc not a prerequisite to relief. To prevent abuse of 
these remedial provisions, the court is empowered to award attorneys' fees and 
expenses against parties who have acted vcxatiously or in bad faith.
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3. CODIFICATION OF CUSTOMARY PRACTICES 
The Supplement also contains provisions which incorporate basic contrac­

tual rights that experienced practitioners draft for close corporation share­
holder clients. These provisions provide a minimum amount of automatic 
protection to the investors’ normal expectations. Tor example, shareholders in 
closely held corporations usually want to lim it the transfer of shares in some 
reasonable fashion. The share transfer restrictions in section 4 prohibit 
transfer to outsiders w ithout the consent of the remaining shareholders, but at 
the same time allow intra-sliarcholdcr and intra-family transfers, and trans­
fers to perrons making bona fide offers in the event the remaining shareholders 
elect not to cause the corporation to purchase the offered shares. Thus basic 
protection of the shareholders' normal expectations is automatically provided. 
At the same time a potential market is available for the shareholder who 
wishes to liquidate his investment and can locate an eligible transferee. In this 
connection there have been a significant number of cases w here courts have 
found share restrictions to be defectively drafted.' While the statutory 
transfer restrictions in section 4 will not fit every situation, they arc designed 
to meet the needs of most dose corporations which consist of a limited number 
of shareholders, many or all of whom arc active in the management of the 
business. Furthermore, the provisions arc easy to modify. I hcrcforc use of the 
section 4 format with any necessary amendments should reduce the amount of 
potential litigation involving the construction and coverage of share transfer 
restrictions.

I f  elected, the shareholder purchase option in section 14 provides additional 
basic protection to shareholders by providing liquidity lor the shares of a 
deceased shareholder. The illiquidity of stock in a closely held corporation is a 
serious problem and is a common cause of disputes and litigation between 
shareholders. Buy-out contracts are often used to alleviate this pioblem. 
Expanding the buy-out scheme in section 14 to cover situations other than 
death is allowable. Furthermore, the statutory provisions in section 14 can be 
easily modified by staling the modifications in the articles of incorporation.

4. INTEGRATION WITH THE GENERAL BUSINESS CORPORAllON ACT 
The concept o f a self-contained close corporation statute was considered

but rejected. Except for a limited number of special needs, a dose corporation 
is like any other type of corporation and the attempt to produce a complete 
separate statute would result in needless duplication and produce a variety of 
oilier problems, for example, the necessity of amending the close corporation 
statute every time the state’s general business corporation act is amended.

I he Statutory Close Corporation Supplement is designed to function 
essentially like the integration between the Uniform Partnership Act and the 
Uniform Limited Partnership Act. The basic provision implementing this
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integration is section 2. which provides that the state’s general business 
corporation act. or in the ease or a professional corporation, the state's 
professional corporation act, w ill apply except to the extent such acts arc 
inconsistent with the provisions in the Supplement. In addition, section 3 deals 
with the procedure for election by an existing corporation to become a 
statutory close corporation subject to the Supplement and sections 8 and 9 set 
out the procedure for termination of the election.

Although it is integrated with the stale's general business corporation and 
professional corporation acts, the Supplement is a separate statute in the sense 
that only corporations that elect statutory close corporation status can qualify 
to be governed by its provisions. This exclusiveness makes it possible to include 
in the Supplement only those special provisions that w ill apply to a certain 
category of corporations.

There is, however, a great deal o f flexibility under state corporation statutes 
following the Model Business Corporation Act to provide many of the same 
types o f protective arrangements that arc available to close corporations 
governed by the Supplement. One prominent example is the use o f share­
holder voting agreements and voting trusts pursuant to statutes similar to 
section 34 of the MBCA. Sec the special comment to paragraph 2 of section 
35 o f the MBCA for a summary o f these provisions. Closely held corporations 
that do not elect to become a statutory close corporation can still utilize these 
and other provisions designed to allow flexibility in operating a corporation. 
Many of these provisions arc also useful to shareholders of corporations that 
arc not closely held.
SECTION 1 . SHORT TITLE

This Act shall be known and may becilcd as the "(Model) Statutory Close 
Corporation Act."

Comment: None.
SECTION 2. APPLICATION OF (GENERAL) BUSINESS CORPORATION ACT 

AND | ) PROFESSIONAL CORPORATION ACT
(a) To the extent not inconsistent with the provisions of this Act, the 

(general] business corporation act shall apply to all statutory close corpora­
tions.

(b) This Act shall apply to a professional corporation organized under ’ lie 
( ) professional corporation act whose articles of incorporation con­
tain the provision required in section 3(a), except insofar as the [ )
Professional Corporation Act contains inconsistent provisions.

(c) This Act shall not be deemed to repeal or modify any statute or rule of 
law which is or would be applicable to any corporation which is organized 
under the (general) business corporation act or the professional corporation 
act that does not elect to become a statutory close corporation pursuant to

* 'section 3,
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Comment: An explanation o f the interplay between the state's general 
business corporation and professional corporation acts and the Supplement is 
found in the general introductory comment.’

Subsection (c), which is derived from section 356 of the Delaware Corpc. a- 
tion Law, makes it dear that enactment o f the Supplement w ill not affect the 
law  applicable to corporations, including closely held corporations, that arc 
not statutory close corporations.

I < ? - i - i

SECTION 3. DEFIN IT ION OF A STATUTORY CLOSE CORPORATION;
ARTICLES OF INCORPORATION

(a) A statutory close corporation is a corporation whose articles of incorpo­
ration contain a statement that the corporation is a statutory close corpora­
tion.

(b) Any corporation organiz.cd under the [gcncralj business corporation 
act and having fewer than 50 shareholders may become a statutory close 
corporation by amending its articles of incorporation to include the statement 
required by subsection (a). The amendment shall be adopted in accordance 
with the requirements o f (sections 59 and 60 of the MBCA-Proccdures to 
amend the articles o f incorporation), except that it shall be approved by the 
affirmative vote o f the holders of at least two-thirds of the shares o f each class 
o f shares o f the corporation whether or not otherwise entitled to vote. I f  the 
amendment is approved by the requisite vote, any shareholder who voted 
against the amendment shall be entitled to receive the fair value of his shares 
upon compliance with the provisions of (sections 80 and 81 of the M BCA— 
Rights o f dissenting shareholders).

Comment'. I. W ith the exception or a corporation having more than fifty 
shareholders at the time it wishes to become a statutory close corporation, all 
corporations arc potentially eligible to make the election. The election is made 
by including in the articles of incorporation a statement that the corporation is 
a statutory close corporation. As is explained in the general introductory 
comment, additional restrictions on eligibility commonly found in existing 
close corporation statutes do not seem to serve any purpose except to 
complicate the statutory framework.

The danger that a large corporation with numerous shareholders might 
attempt to elect close corporation status in order to operate without a board of 
directors, although highly unlikely to occur, is the basis for precluding existing 
corporations with more than fifty shareholders from being eligible to elect 
close corporation status. A new corporation that wishes to elect statutory close 
corporation status at the time of its in itia l incorporation is eligible, however, 
regardless o f the number o f subscribers. Likewise a new or existing corpora­
tion that becomes a statutory close corporation at a time it has fewer than fifty

J See comment lo scciion 8 .mil section 9 for a discussion of (tic applicability of ilicic ads 
when the corporation terminate! its status as a  statutory close corporation.



shareholders can continue to operate as a statutory close corporation even 
though it subsequently has more than lifty  shareholders. T he potential for 
abuse by evasion of the normal rules governing corporations is not considered 
lo be sufficiently great in these situations to justify a shareholder numbers 
lim itation. Such a lim itation inevitably creates legal uncertainty and the 
possibility of an unknowing change in status.

Consideration was given to requiring a statutory close corporation to use a 
special designation micIi as "A Statutory Close corporation" or "S.C.C.'' on 
all letterheads and documents, to distinguish it from a regular corporation. 
Special designations are used in all European corporate staiaic® to distinguish 
between public and private companies. This practice has not been used in the 
past in the United Slates except with respect to professional corporations, 
which under section 2 will still be subject lo such requirements even though 
the corporation elects lo be governed bv the Supplement. The only real 
purpose served by such a designation is ’.o provide special notice lo creditors 
and shareholders. The usual name of a corporation gives a creditor notice of 
the company’s limited liability. A creditor is on notice lo look at the 
company's financial records lo decide whether shareholder guarantees of 
credit will be required and can obtain a copy of the articles or any other 
document lie needs. Shareholders have notice of the corporation’s special 
status because of 'lie required legend on the share certificates.3

2. The articles of incorporation is the basic document that contains all the 
essential information about a corporation. The articles also give notice to 
prospective shareholders or creditors of any special or unusual contractual 
arrangements among the shareholders,

The only required difference between the form of articles for a statutory 
close corporation and a regular corporation is the designation o f the enterprise 
as a statutory close corporation. While it would be possible for statutory close 
corporations to use the standard articles of incorporation form, it is preferable 
tc have a special format sim ilar to that set out in the appendix. This format 
takes into account the provisions respecting share transfer restrictions (sec­
tions 4 and 14), the possibility that the corporation will not have a board of 
directors (section 10) and the other optional provisions that can be utilized by 
statutory close corporations. The recommended format also includes the 
statutory language of some of the more critical provisions in the Supplement 
as we'l as a complete list with statutory references of all the optional 
provisions that can be included in the articles. T his additional material is 
included on the assumption that it will simplify the proper drafting of articles 
and reduce the number of inadvertent omissions.

3. Some states, for example Texas, require unanimous consent by all 
shareholders for an existing corporation to become a statutory close corpora-
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lion.* Most states, however, follow the Delaware statute which requires two- 
thirds vote of all outstanding shares.1 A compromise between the two positions 
is to require a two-thirds vole of each class of shareholders but to allow those 
shareholders opposed to the election to exercise dissenters' rights. This is the 
position adopted by the Supplement.

4. A stale having a comprehensive close corporation statute enacted prior to 
adoption of the Supplement will want to adopt a statutory provision allowing 
existing close corporations to qualify automatically for close corporation 
status by filing amended articles of incorporation complying with section 3/’
SECTION 4. SHARE TRANSFER RESTRICTIONS

(a) Except as otherwise provided in the articles of incorporation, no interest 
in shares of a statutory close corporation may be transferred, by operation of 
law or otherwise, whether voluntary or involuntary.

(b) The provisions o f this section shall not apply to a transfer:
( 1) to the corporation or to any other holder of the same class of 

shares;
(2) lo members of the holder's immediate family, or to a trust, all of 

whose beneficiaries arc members o f the holder’s immediate family. A 
holder's immediate family shall include only his spouse, parents, lineal 
descendants (including any adopted children and stepchildren) and 
spouse of any lineal descendants, and brothers and sisters;

(3) which has been consented to in w riting by all of the holders o f the 
corporation’s common shares having voting rights;

(4) to an executor or administrator upon the death of a shareholder or 
to a trustee or receiver as the result of a bankruptcy, insolvency, 
dissolution, or similar proceeding brought by or against a shareholder;

(5) by merger, consolidation, or share exchange that becomes effec­
tive pursuant to [section 76 of the MBCA] or a share exchange of 
existing shares for other shares o f a different class or series in the 
corporation;

(6) by a pledge as collateral for a loan that docs not grant the pledgee 
any voting rights possessed by the pledgor;

(7) made after termination o f the corporation's status as a statutory 
close corporation.

(c) Any person desiring to transfer shares in a transaction not exempt under 
subsection (b) shall obtain an offer from a third party who meets the 
requirements in paragraphs (I) and (2) /f this subsection to purchase such 
shares for cash and shall deliver written notice o f the third parly offer lo the 
corporation's registered olliec in this State stating the number and kind of

4 . Texas I t i i v  Cm p. Act art. 2 .30 I(L ) (W e il).
5. Del Lode Aim . til. X § 3 3 4 ,
6. A ir section 22 infra.



shares, the ollcring price, the other terms of the olfcr, and the name and 
address o f the third party olfcror. No transfer shall be made to a third parly 
unless:

(1) the third party is eligible to become a qualified shareholder under 
the provisions o f any federal or state tax statute that the corporation has 
elected to be subject to and the third party shall agree in writing not to 
take any action to terminate the election without the approval o f the 
remaining shareholders;

(2) the transfer to the third party w ill not result in the imposition of 
the personal holding company tax or any similar state or federal penalty 
lax on the corporation.

(d) The notice specified in subsection (c) shall constitute an o lfcr to sell the 
shares lo the corporation on the terms of the third party olfcr. W ith in 20 days 
after the corporation receives the notice, the President shall call a special 
meeting o f shareholders, which shall be held not more than 40 days after the 
call, for the purpose of determining whether to purchase all (but not less than 
all) of the olfcrcd shares. Approval o f action to purchase shall be by 
alfirmativc vote o f the holders o f a majority o f the shares entitled to vote 
excluding the ofTcrcd shares. W ith the consent of all the shareholders entitled 
to vote for the approval, the corporation may allocate some or all o f the shares 
to one or more shareholders or to other persons, but i f  the corporation has 
more than one class of shares, the remaining holders of the class o f shares 
being olfcrcd for sale shall have a first option to purchase the shares that arc 
not purchased by the corporation in proportion to their shareholdings or in 
such proportion as shall be agreeable to those desiring lo participate in the 
purchase.

(c) W ritten notice o f the acceptance o f the shareholder's offer shall be 
delivered or sent to the offering shareholder at the address specified in his 
notice to the corporation, or in the absence o f any specification, at his last 
known address as reflected in the records of the corporation, within 75 days 
after receipt of the shareholder’s offer. Notice sent by U.S. mail shall be 
timely if  it is deposited in the mail prior to midnight o f the 75lh day following 
tl c day the olfcr from the shareholder was received by the corporation. I f  the 
nc'icc contains terms o f purchase different from those contained in 'he 
shareholder’s notice, the dilfcrcnt terms shall be deemed a counter offer and 
unless the shareholder wishing to transfer his stock accepts in writing the 
counter offer, or the shareholder and the purchascr(s) otherwise resolve ly  
written agreement the differences between the offer and counter offer within 
15 days of receipt by the shareholder of the notice of acceptance, the notice 
containing the counter oircr shall be ineffective as an acceptance.

(f) I f  a contract to sell is created under subsection (c), the shareholder shall 
make delivery of all the certificates for the stock sosr ld, duly endorsed, within 
20 days o f receipt o f the notice of acceptance, or in the case of unccrlificalcd
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securities, shall within the 20 day period send or deliver to the corporation the 
required instruction requesting that the transfer be made. Breach o f any of the 
terms of the contract shall entitle the non-breaching party to any remedy at 
law or equity allowed for breach o f a contract, including, w ithout lim itation, 
specific performance.

(g) I f  the offer toscll is not accepted pursuant tosubscctions (d) and (c), the 
shareholder shall be entitled to transfer to the third party offeror all (but not 
less than all) o f the olfcrcd shares within 120 days after delivery o f the 
shareholder’s notice specified in subsection (d) in accordance with the terms 
specified in the shareholder’s notice.

Comment: 1. This section sets out a standardized set of transfc; restrictions 
which automatically apply unless the articles o f incorporation otherwise 
provide. The share transfer restriction provisions set out in this section are 
designed to accomplish two purposes: first, to provide restrictions that fit the 
needs of the “ typical" close corporation; and second, to facilitate alteration in 
order to fit the special needs o f the shareholders ir. a particular corporation. 
This section is not exclusive. The shareholders can modify its provisions or opt 
out of the section entirely. Sec Comment 3. I f  a decision is made loopt out, the 
shareholders can utilize any type of share restrictions that arc lawful under 
the stale's general business corporation statute or case law.

2. The definition of “ transfer" in subsection (a) is intended lo cover every 
possible type of transaction that can create an interest in corporate stock, 
including without limitation, purchase, sale, discount, negotiation, g ift, trust, 
legacy, inheritance, pledge, mortgage, lien, creation of a security interest, 
hypothecation, bankruptcy, or pursuant lo court order.

Intra-shareholder and intra-family transfers arc exempted on the assump­
tion that most "typical" close corporation shareholders would want these 
transfers to be exempt. Transfers to executors, administrators, trustees, or 
receivers that result from death, bankruptcy, liquidation, or dissolution of a 
shareholder arc also exempt from the statutory restriction. In addition 
transfers that arc in effect merely internal recapitalizations and transfers 
having the approval of all the shareholders are exempt when no voting rights 
are given lo the pledgee. Transactions in which the stock is pledged or 
hypothecated arc also exempt when no voting rights arc given to the pledgee. 
In all these situations, however, further attempted transfers by the transferees 
arc subject to the statutory restrictions, unless the subsequent transfer 
qualifies under one of the exemptions. For example, although a pledge o f stock 
as collateral for a loan is an exempt transaction, a subsequent sale o f the 
pledged stock by the pledgee in a foreclosure proceeding could only be made in 
accordance with the provisions of subsections (c) through (g) unless the 
transfer is exempt under subsection (b).

A final type of exempt transfer is one which is made after the corporation 
ceases to be a statutory close corporation. The automatic extinction o f the 
transfer restrictions at termination is justified on the assumption that in most
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cases llic shareholders w ill want the restrictions to be inclTcctivc after 
termination. The right lo receive the fair value of his shares by voting against 
the termination (sec section 8) is considered to be a reasonable remedy for 
•hose shareholders opposed to the termination on any grounds. Alternative 
methods for continuing the restrictions after termination of statutory close 
corporation status arc explained in the comment to section 8.

3. The statutory format can be excluded or modified simply by stating in the 
articles that it w ill not apply or by specifying in the articles the changes from 
the statt'tory model. Sec paragraph 7 of the pr posed articles of incorporation 
for a statutory close corporation in the appendix lo these comments For 
example, i f  the shareholders wanted all pledges lo be subject to the transfer 
restrictions but otherwise found the statutory restrictions acceptable, the 
attorney drafting the articles o f incorporation could cU'ecluate this modifica­
tion simply by providing in paragraph 7 of the articles: "Subsection (b) (6) is 
nonapplicablc." The net cffvcl is that all shareholders have some automatic 
basic protection against unwanted transfers plus maximum flexibility to alter 
or replace the statutory scheme.

4. W ith respect to a proposed transfer to a third party, the primary thrust of 
this section is to encourage the parties to reach an agreement one way or the 
other in a reasonably short period of time. The liftccn-day interval between 
the last day for holding n shareholders' meeting lo consider the third party 
olfcr and the cut oil' dal' r the notice of acceptance is designed lo allow time 
for the corporation and i.,e other shareholders to contact potential third party 
purchasers or shareholders not present at the meeting where the decision to 
purchase slock was taken and to make any necessary arrangements to finance 
the purchase.

5. I f  the proposed transfer is not an exempt transaction, the only guaranteed 
right a shareholder has to.sell his shares under this section is to obtain a third 
party cash oll’cr from a person or entity that meets toe requirements in 
paragraphs ( I ) and (2) of subsection (c). The mere oTcr by a shareholder lo 
sell his shares to the corporation at a price he designates will not trigger the 
first refusal option and other rights in subsections (d)-(g). Any broader rights 
guaranteeing a market for the shares by the corporation or other shareholder 
can be provided by way of a buy-out agreement.1

Paragraphs (I) and (2) of subsection (c) arc designed to protect the 
corporation and other shareholders against serious adverse tax consequences 
that might result from having the third party olfcror as a shareholder,

Subsection (c) also requires that any third party oiler submitted lo the 
corporation be staled in terms of cash per share. An oiler based on other 
consideration, such as stock in another corporation, is not a qualifying olfcr, 
and unless the shareholder can convince the third party lo make the olfcr in 
terms o f cash, the shareholder w ill have no right to have his stock transferred
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to the third party should the corporation refuse to consent to the transfer or to 
purchase the olfcrcd shares. The decision to exclude non-cash offers is based 
on the conclusion that most third party offers are made on a cash basis and the 
mechanics o f dealing with non-cash offers would unduly complicate the 
statutory framework. I f  the possibility o f ru n-cash offers is r : 'idcrcd to be 
significant, the problem can be dealt with by including appropriate language 
in the articles o f incorporation as an aincndn . it  to the statutory restrictions. 
Since the corporation will not be able lo match in specie the non-cash portion 
of the third party olfcr, some mechanism, such as arbitration, should be set out 
to resolve any disputes over the adequacy of any offer made by the corporation 
to purchase the olfcrcd slock.

6. I f  no agreement to purchase the offering shareholders’ stock is consum­
mated, the shares can only be transferred to the third parly if  the transfer is 
made within 120 days o f the date the shareholder notifies the corporation of 
the third party olfcr. Additionally, the transaction must be consummated on 
the terms set forth in the notice o f the olfcr. For example, a sale for less than 
the total price specified in the notice or an installment purchase when a cash 
sale is specified in the notice would not be valid. I f  the transfer is not 
consummated, or is invalid, then the offering shareholder cannot thereafter 
dispose of his shares except in compliance with the provisions of this section. 
Thus the shareholder would be free to make a transfer that was exempt under 
subsection (b) or to obtain another qualifying third party olfcr at any time in 
the future. I f  the transfer lo the third party is consummated, the shares 
acquired by the third parly would be subject to the transfer restrictions in this 
section, unless the transferee has no notice or knowledge o f the restriction."
SECTION 5. NOTICE OF STATUTORY CLOSE CORPORATION STATUS ON 

ISSUED SHARES
The following legend shall be noted conspicuously on each share certificate 

issued by a statutory close corporation:
The rights of shareholders in a statutory close corporation may dilfer 

materially from the rights o f shareholders in other corporations. Copies 
of the articles of incorporation and bylaws, shareholders* agreements, or 
other documents, which may restrict transfers and allect voting and other 
rights, may be obtained by a shareholder on written request to the 
corporation.

This notice shall satisfy all requirements of this Act and the |genernl| business 
corporation act that notice o f restrictions be given. W ithin a reasonable time 
after the issuance or transfer o f uncertificated shares, the corporation shall 
send lo the registered owner thereof a written notice containing the informa­
tion required to be set forth on certificates by this section. A ll persons claiming
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an inicrcsl in shares ofa statutory close corporation complying with the notice 
requirement of this section shall be bound by the documents referred to in the 
notice. A ll persons claiming an interest in shares of a statutory close corpora­
tion not complying with the requirement of this section shall be bound by any 
documents of which they, or any person through whom they claim, have 
knowledge or notice.

Comment: The purpose of this section is lo put shareholders in a statutory 
close corporation on notice that the shares are subject to transfer restrictions 
and that their rights may be different from those of shareholders in regular 
corporations. Such notice is essential to bind third parties who are not 
signatories to the original agreements establishing the rights o f the sharehold­
ers inter sese.

The notice is also drafted to satisfy the notice requirements in cases where a 
statutory close corporation has unccrlificatcd securities. Under the 1977 
Revisions to Article 8 of the Uniform Commercial Code, the notice required 
by this section would appear in what is called a transaction statement.9
SECTION 6. TRANSFER OF SHARES IN BREACH OF TRANSFER 

RESTRICf IONS
Any attempted transfer o f shares in a statutory close corporation in 

violation of any transfer restriction binding on the transferee shall be 
ineffective. Any attempted transfer of shares in a statutory close corporation 
in violation of any transfer restriction not binding on the transferee shall give 
the corporation the option, exercisable by notice and payment within 30 days 
after presentation of the shares for registration in the name o f the transferee, 
to purchase the shares from the transferee for the same price and terms,

Comment: This section provides additional protection for the effectiveness 
o f the transfer restrictions appliablc to the shares of a statutory close 
corporation. I f  the required notice of tlu icstrictions has not been given10 and 
the transferee does not have actual notice o f the restrictions, then the 
corporation is given a thirty-day option to purchase the stock. I f  the corpora­
tion exercises its option, the proposed transferee may pursue a breach of 
warranty claim against the transferor or any other appropriate remedy."

This section also gives the corporation an option lo purchase shares 
attempted to be transferred in violation of a transfer restriction that has been 
found to be void by order of a court.
SECTION 7. MERGERS, CONSOLIDATIONS, SHARE EXCHANGES, AND SALE 

OF ASSETS
(a) Approval o f any plan o f merger, consolidation, or exchange ol xn..-"s:

•9. .Viv UCC R-.’ O-t ami M0H (1978 TeM). 
10. See section 5 

• I I .  Del. Code Ann. lit. 8 (  347.
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(1) that if  effected w ill terminate the status o f the corporation as a 
statutory close corporation shall require the affirmative vote of the 
holdcis of at least two-thirds o f the outstanding shares o f each class of 
shares of the statutory close corporation, whether or not otherwise 
entitled to vote thereon.

(2 ) under which the new or surviving corporation shall be a statutory 
close corporation shall require the affirmative vole o f  the holders o f  at 
least two-thirds o f  the outstanding shares o f  each class o f  shares o f  the 
corporation that is not a statutory close corporation, whether or not 
otherwise entitled to vote thereon.

(b) A sale, lease, exchange, or other disposition of all, or substantially all, 
the properly and assets, with or without the good w ill, of a statutory close 
corporation, if  not made in the usual and regular course of its business, shall 
require the r'.irmativc vote o f the holders o f at least two-thirds of the 
outstanding shares o f each class o f shares o f the corporation, whcthet or not 
otherwise entitled to vote thereon.

Comment: Section 8 provides that a minimum two-thirds vote of every class 
of shares whether or not otherwise entitled to vole is required to terminate 
close corporation status. This section imposes the same voting requirement in 
transactions that have the clfcc. o f terminating a corporation’s status as a 
statutory close corporation.

In addition, under subsection (a) (2), the shareholders of a corporation that 
will end tip as a statutory close corporation in a merger, consolidation, or Miarc 
exchange will have to approve the transaction by the same minimum two- 
thirds vote. This is consistent with section 3(b) which rcqui'cs a two-thirds 
vote for approval of an amendment by an existing corporation to become a 
statutory close corporation.

The exceptions to shareholder approval of mergers, consolidations, and 
share exchanges for subsidiary mergers and some other l>pes of transactions1* 
do not apply to statutory close corporations in situations covered by subsection
(a) on the grounds that a shareholder vote should be required in all circum­
stances where statutory close corporation status is elected or terminated.

Shareholders o f a  statutory close corporation who ve'e against the merger, 
consolidation, share exchange, or sale o f all or substantial, y all the assets not 
in the regular course o f business should be able to obtain the fair value o f  their 
shares under the state's dissenters' rights statute.

SECTION 8. TERMINATION OF STATUTORY CLOSE CORPORATION 
STATUS

(a) A statutory close corporation shall cease to be subject to the provisions 
of this Act upon the effectiveness of articles o f amendment deleting from its 
articles of'-corporation the statement that it is a statutory close corporation,

12. S e t  M HCA , 56 7J(d). 75.
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and if  llic corporation has elected pursuant lo scclion'10 not to have a board of 
directors, deleting the statement in the articles lo that effect and specifying 
the number, names, and addresses o f its directors. The amendment Jhall be 
adopted and shall become effective in accordance with sections (59-65 of the 
MBCA) except that it shall be approved by the affirmative vote o f the holders 
of at least two-'1 rds of the shares of each class of shares of the corporation, 
whether ..oi otherwise entitled to vole thereon.

(b) I f  the amendment to terminate the corporation's status as a statutory 
close corporation is approved by the requisite vote, any shareholder who votes 
against the amendment shall be entitled to receive the fair value o f his shares 
upon compliance with the provisions of (sections 80-81 o f the MBCA -  
Rights of dissenting shareholders].

Comment: I . Sections 8 and 9 deal with issues that arise when a corporation 
no longer wants to continue operating as a statutory close corporation. 
Termination is accomplished by shareholder approval o fa  resolution amend­
ing the articles of incorporation to eliminate the special designation required 
in section 3. The amendment to terminate statutory close corporation status 
must be approved by the same vote (two-thirds) as is necessary to elect close 
corpora ion status (unless the articles specify a higher vole); and harcholdcrs 
opposed lo the termination have the right to cash out by exercising rights as 
dissenting shareholders. This is consistent with the provisions in section 3(b) 
for clcctioi by an existing corporation to become a statutory close corpora­
tion.

2. Whenever a corporation that is operating without a board o f directors 
wants to terminate its status as a statutory close corporation, it must, in 
addition to amending the articles to delete reference lo the fact that it is a 
statutory close corporation, amend the provision in the articles that states .lie 
corporation shall have no board and state in the articles the number, name, 
and address o f each of the directors.

3. Unless other changes in the rights and obligations of the shareholders are 
agreed upon, the elfect of a termination is twofold: (I) the corporation 
automatically becomes subject to the state's general business corporation 
statute, or professional corporation act if  the corporation was organized as a 
professional corporation; and (2) except for transfer restrictions under 
section 411 and authority to operate without a hoard o f directors, any existing 
rights of the shareholders established by agreement" between the sharehold­
ers or with the corporation and any rights granted to the shareholders in the 
articles o f incorporation that are legal under the provisions of the general 
business or professional corporation acts continue to be effective.

4. I f  the shareholders want transfer restrictions applicable under section 4 
to continue after termination o f statutory close corporation status, they can

I J. See section 4 (h )(7 ) supra.  
14. ( / .  UCC J 1-201(3).
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accomplish this by means of a private agreement. An alternative method lo 
have the section 4 transfer restrictions apply after termination is to provide in 
the articles that section 4(b) (7) shall not be apr'tcablc. This would eliminate 
the need to draft a complete set of transfer restrictions. To be binding on third 
parlies, however, all new shares issued after the termination is effective will 
have lo contain a notice meeting the requirements o f the stale's general 
business corporation act and other applicable law.15 The notice required on the 
shares of statutory close corporations"- w ill no longer be appropriate, although 
it will be elfcctivc notice with respect lo all stock outstanding at the time of 
termination. '

5. Assuming the state’s general business corporation act is similar lo the 
MBCA and that its professional corporation act is similar to the Professional 
Corporation Supplement lo the MBCA, most of the special control distribu­
tion arrangements among the shareholders and the optional provisions that 
can be included in the articles w ill continue to be effective in spile of the 
termination pursuant to section 9. For example, if section 14 is elected, the 
buy-out purchase option at the death of a shareholder will continue to apply, 
unless the articles arc amended to terminate such rights.17 Some types of 
provisions w ill not, however, be valid after termination. One that w ill probably 
be invalid under most state general business corporation acts is a provision in 
the articles that gives one or more minority shareholders the right to force a 
dissolution of the corporation as authorized in section 15 o f the Supplement. 
A t the time of termination, all relevant documents relating to the corporation 
and the shareholders should be carefully reviewed, and where necessary 
revised. The Supplement docs give some automatic protection by providing in 
section 9(b) that the special control and contractual arrangements automati­
cally continue to be cllectivc unless they are invalid under oilier applicable 
statutes or ease law,
SECTION 9. EFFECT OF TERMINATION OF STATUTORY CLOSE 

CORPORATION STATUS
(a) Any corporation that terminates its status as a statutory close corpora­

tion shall thereafter be subject to all the provisions of the (general| business 
corporation act, or if it was organized under the ( | professional
corporation act, to that act. • , .

(b) The termination of statutory close corporation status shall not a licet the 
rights of any shareholder or the corporation under any agreement or under the 
corporation’s articles of incorporation except io the extent that any provision 
in any such agreement or in the articles o f incorporation is invalid under the 
(general) business corporation act or any other laws of this slate or as 
otherwise provided in tiiis Act. *

I i .  See.  ex. .  UCC § K-204.
16. Se e  section 5 supra.
17 .Sir comment 2 to section 14 infra,
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(c) I f  at the time the corporation’s statutory close corporation status 
terminates i» has no bylaws, it shall forthwith adopt bylaws pursuant to 
(MBCA section 27]. '

Comment: Refer to 'he comment to section 8.
SECTION 10. ELECTION NOT TO HAVE A BOARD OF DIRECTORS

(a) A statutory close corporation may operate without a board of directors 
if  the articles of incorporation contain a statement to that elfect. While this 
statement is effective:

(1) A ll corporate powers shall be exercised by or under authority of, 
and the business and affairs of the corporation shall be managed under 
the direction of, the shareholders o f the corporation, and all powers and 
duties conferred or imposed upon the board of directors by the (general] 
business corporation act shall be exercised or performed by the share­
holders.

(2) No liability that would otherwise be imposed on the directors shall 
be imposed on a shareholder by virtue o f any act or failure to act unless 
the shareholder was entitled to vote on the action.

(3) Any requirement that an instrument filed with any governmental 
agency contain a statement that a specified action has been taken by the 
board o f directors shall be satisfied by a statement that the corporation is 
a statutory close corporation having no board o f directors and that the 
action was duly approved by the shareholders.

(4) The shareholders by resolution may appoint one or more share­
holders to sign a1 ■ 'ocuincnts as "Designated Directors."

(5) Unless the i tides of incorporation otherwise provide, any action 
requiring director approval or both director and shareholder approval 
shall be sufficiently authorized by shareholder approval and any action 
otherwise requiring a vote of a majority or greater percentage o f the 
board o f directors shall require the affirmative vote of the holders o fa  
majority, or such greater percentage, o f the shares entitled to vote 
thereon.

(b) An amendment lo the articles o f incorporation to include the nrovisions 
authorized by subsection (a) «fiall be approved by the holders o f all the shares 
of the corporation whether or not otherwise entitled to vote thereon, or all the 
subscribers to such shares, or the incorporators, as the case may be. An 
amendment to the articles of incorporation to delete the election shall be 
approved by the allirmativc vote of the holders of at least two-thirds o f each 
class o f the shares of the corporation whether or not otherwise entitled to vote 
thereon.
. Comment: I , This section allows a statutory close corporation to elect not to 

have a board of directors by including a statement to that elfect in the articles
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of incorporation. It also sets out the legal ciTccts o f this election. It is derived 
essentially from the Maryland Close Corporation Statute."

2. The shareholders o f a statutory close corporation operating without a 
board o f directors will have the legal liability imposed by law on directors for 
managing the business and alTairs of the corporation. They w ill also have to 
undertake the usual obligations imposed on directors, such as the responsibil­
ity for calling meetings lo initiate or to approve action required by statute lo 
be done by directors. O f course, it w ill not be necessary to call for an 
organizational meeting of directors, nor to hold any other directors' meetings. 
The statutory requirements w ill be fulfilled by shareholders’ meetings.

3. One difference in this section from the Maryland provision and those of 
other states that have followed the Maryland model is subsection (5) which 
authorizes the use of "designated directors" lo satisfy the insistence by a party 
dealing with the corpor • tion that certain documents be signed or approved by 
"directors." Some i> ks and creditors have in the past refused to accept 
documents that do nm ncct their regulations for corporate formalities. This 
subsection is designed to allow an admittedly artificia l but practical method of 
getting around this objection. The designated directors have the same liab ility 
as they would have had in the transaction had they not been designated 
directors. In other words they do not expose themselves to extra liab ility just 
because they sign any documents as designated directors in order lo accom­
modate third parties.

4. Subsection (5) provides that the shareholders w ill vote the same way they 
vote as shareholders when voting on action normally requiring director 
approval. This rule can be changed if  the alteration is included in the articles 
of incorporation. For example, i f  the articles so stale, it would be possible to 
have the shareholders vote on a one vole per person basis as is the normal rule 
for directors’ votes rather than the one vote per share rule applicable lo 
shareholders. The shareholder voting rule is utilized as the standard rule 
because it is the option most likely to be chosen. A weighted voting scheme to 
give one or more sharclio'dcrs a veto power on approval of proposed action 
either generally or restricted to certain designated issues is also permissible. 
Where a corporation has dilTcrcnt classes of stock with voting rights or the 
corporate statutes guarantee voting rights to all classes of shares on a 
particular issue, the requisite vote of the various classes of shares w ill still have 
to be obtained lo validate the transaction. The vote under subsection (5) only 
satisfies any requirement for director approval of proposed action.

5. Since they arc acting as directors, the shareholders will be eligible for 
indemnification to the same extent as directors would be under the slate's 
general business corporation statute.

6. While unanimous approval is necessary to t ie d  not to have a board of 
directors, the election can be terminated by a two-thirds vole o f all shares.

IH. Mil. Corp. anil Ass'ns Coilc Ann. § 4-302.



Operating without a board is such a radical departure from traditional 
corporate law that it ought not be undertaken unless all the shareholders atgrcc 
since they w ill have additional liabilities as a result of the election. Terivo u t­
ing the election, however, has the cITect of returning lo a mure traditional 
corporate format; and a two-thirds vote, which is the voting standard used in 
the Supplement for most fundamental structural changes, seems to be 
sufficient.

7. I f  a corporation without a board of directors terminates its status as a 
statutory close corporation, it must proceed forthwith to elect directors. The 
names and addresses of the board members must be listed in the articles of 
amendment terminating the election.1’
SECTION 1 1 .  AGREEMENTS AMONG SHAREHOLDERS

(a) The shareholders of a statutory close corporation may by unanimous 
action enter into one or more written agreements lo regulate (lie exercise of 
the corporate powers and the management of the business and alfairs of the 
corporation or the relations among the shareholders of the corporation.

(b) Any agreement authorized by this section shall be valid and enforce­
able according to its terms notwithstanding the elimination of a board of 
directors, any restriction on the discretion or powers of the board of directors, 
or any proxy or weighted voting rights given to directors and notwithstanding 
that the cffe,.' 'if the agreement is lo treat the corporation as if  it were a 
partnership or that the arrangement of the relations among the shareholders 
oi between the shareholders and the corporation would otherwise be appropri­
ate cnly among partners.

(c) I f  the corporation has a board of directors, the elfect o f an agreement 
authorized by this section restricting the discretionary powers of the di-cctors 
shall be to relieve the directors of, and ;o impose upon the person or persons in 
whom such discretion or powers are vested, the liability for acts or miissions 
imposed by law upon directors lo the extent that the discretion or powers of 
the directors arc controlled by the agreement.

(d) An election not to have a board of directors in an agreement authorized 
by this section shall not be valid unless the articles o f incorporation coniain a 
statement lo that elfect in accordance with section 10.

(c) An election granting one or more shareholders the right to have the 
corporation dissolved at w ill or upon the occurrence of any specified event or 
contingency shall not be valid unless a statement of this right is included in the 
articles o f incorporation in accordance with section 15.

(f) A shareholder agreement authorized by this section shall not be 
amended except by the unanimous written consent of the shareholders unless 
otherwise provided in the agreement.
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19, See scciion 8(a) supra.

(g) Any action permitted by this section to’ be taken by shareholders may 
be taken by the subscribers lo shares o f the corporation i f  no shares have been 
issued at the time of the agreement authorized by the section.

(h) This section shall not prohibit any other agreement among two or more 
shareholders not otherwise prohibited by law.

Comment: 1. This section authorizes the shareholders to have any agree­
ment they wish regulating the business o f the corporation and their relation­
ship to one another. Examples of the types o f provisions that can be included 
in such an agreement arc:

( 1) the management of the business and the affairs of the corporation 
in whole or in part by or under the direction of all the shareholders o f the 
corporation or by or under the direction o f one or more shareholders or 
third parlies selected by the shareholders;

(2) the right of one or more shareholders to dissolve the corporation at 
will or upon the occurrence of a specified event or contingency;

(J) the exercise or division of voting power by the shareholders and 
directors and the use of director as well as shareholder proxies;

(4) the terms and conditions o f the employment of any ollicer or 
employee by the corporation, regardless of the length of the period of 
employment;

(5) the persons who shall be directors and officers o f the corporation;
(6) the payment of dividends or division of profits;
(7) the arbitration o f issues as to which the shareholders or directors 

are deadlocked, or arbitration o f any issue of disagreement between a 
sharef filer in his capacity as a shareholder, director, officer, or employee 
and the corporation, or tuc other shareholders.

The only prerequisites arc that all the shareholders execute the agreement and 
that whenever the agreement specifics that the corporation will have no board 
of directors or that one or more shareholders will have a special right to 
dissolve the corporation, the articles of incorporation w ill include appropriate 
language indicating the'c facts.*0

2. Such an agrccmcr will be valid and enforceable even if  it in elfect results 
in the business being operated essentially as a partnership without a board of 
directors. Sec subsection (b). Close corporations where most or all the 
shareholders arc executive employees o f the corporation are often referred to 
as "incorporated partnerships." This section gives legal sanction to the special 
needs of the shareholders of such corporations. Section 17 reinforces this 
concept by providing that shareholder limited liab ility will be recognized in 
spile o f any such agreement.

3. The Supplement docs not deal with the^elfect o f a shareholders' 
agreement on the tax status of the corporation, In some circumstances the
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agreement might result in the taxation o f the business es a partnership. This 
determination will have to be made by competent counsel representing the 
corporation.31 *

•4. The requirement of unanimity for adoption and amendment is justified 
because o f the unusual nature o f an agreement that has the potential to alter 
radically the normal corporate structure.”

5. Subsection (g) preserves the right o f shareholders to enter into any other 
type of shareholder voting agreement or voting trust or similar agreement that 
is authorized ir. the state's general business corporation or professional 
corporation statutes. Such statutes do not ordinarily require unanimous 
approva1 of all the shareholders but in general do not authorize as much 
flexibility, particularly with respect to restrictions on the normal powers of 
directors, as il oossiblc under this sc.iion.

6. The sharche’ders of a statutory close corporation can choose to operate 
with or without a bouri - f  uircctors. Section 10 deals specifically with the 
requirements for making this election and the legal consequences of operating 
without directors. I f the board is retained, any responsibilities required lo be 
exercised by the directors can be delegated lo one or more of the shareholders 
or to third parties selected by the shareholders, To the extent the shareholders 
are entitled to exercise the management rights required by statute lo be 
e •'■rciscd by directors or have delegated these rights to others, they also

,imc the same scope of liab ility as would otherwise be imposed on the 
ctors for failure to exercise these rights in an appropriate fashion. The 

shareholders who arc exercising director management responsibilities would, 
however, be eligible for director indemnification under the state’s general 
business corporation statutes. See comment 5 to section 10. I f  the corporation 
has a board o f directors, the directors would continue lo be liable for any 
management rights they have l lv  power to exercise.

7. This section is essentially derived from similar provisions in the Mary­
land and Texas Close Corporation Statutes.31
SECTION 12. BY-LAWS

Provisions otherwise required by law to be stated in corporate by-laws may 
be contained with equal effect in the articles of incorporation or a sharehold­
ers’ agreement authorized by section 11.

Comment: The purpose of by-laws is to provide regulations for the manage­
ment of a corporation. Business corporation statutes universally require that a 
corporation adopt by-laws. Very few, however, specify more than a few 
mandatory provisions that must be included in the by-laws. For example, 
under the MBCA, the only mandatory requirements are: (I) the time and 
place o f shareholder meetings (section 28); (2) the number of directors
'21 . See Trcns. Reps. §§ 301.7701-1 through - J (I9 60 ).

2 2 . t d .

. 23, See Md. Corp. and Ass’ns Code Ann. § 4-401 and Tc*. [)us. Corp. Act art. 2.30-2 ( West).

(section 36); (3) the notice to be given of directors’ meetings (section 43); and 
(4) the time, method of election, and authority o f the olliccrs (section 50). 
Moreover, under section 54(h) any provision required or permitted to be in the 
by-laws can be placed in the articles of incorporation.

Since the type of shareholders’ agreement contemplated by section 11 will 
include much of the information normally included in by-laws, requiring the 
adoption of by-laws w ill in many cases involve unnecessary duplication. This is 
particularly true in closely held corporations where most or all of the investors 
arc active in the business. Such corporations normally operate on an informal 
basis. The highly structured formalities in t\ pical by-laws, although necessary 
in larger corporations with numerous shareholders, can be cumbersome when 
imposed on closely held corporations.

This section gives a statutory close corporation the option of not adopting 
by-laws, provided that any information required by statute lo be in by-laws is 
included either in a section 11 shareholders agreement or in the articles of 
incorporation. Although this represents a break with tradition, il is consistent 
with the "incorporated partnership" concept" and all the information legally 
required lo be in by-laws w ill be reaJily accessible lo the shareholders.
SECTION 13. ANNUAL MEETING

A statutory close corporation may establish in its articles o f incorporation 
or by-laws, or in a shareholders’ agreement authorized by section 11, a date at 
which an annual meeting of shareholders shall be held, i f  called, and if  not so 
established, the date shall be the first business day alter May 31st. Unless 
otherwise provided in the artic ’cs of incorporation, no annual meeting need be 
held unless a written request therefor is delivered to the corporation by any 
shareholder not less than 30 days before the date specified for the meeting.

Comment: This section, which is derived from the Maryland Close Corpo­
ration Statute”  requires that a statutory close corporation establish a date for 
an annual shareholders meeting but provides that (he meeting need not be 
held unless one is demanded. Under most slate corporate statutes, the 
requirement of an annual meeting is mandatory.
SECTION 14. SHAREHOLDER SALT. OPTION AT DEATH

(a) I f  the articles of incorporation of a statutory close corporation provide 
that this section shall apply to the corporation, the estate or heirs of any 
deceased shareholder shall have the right to require the corporation to elect 
either to purchase or cause the purchase of all, but not less than all. or the 
shares of the decedent pursuant to subsections (d) through (f), or lo be 
dissolved, ,
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(b) A modification of the provisions in this section shall be valid i f  it is set 
forth or referred to in the articles of incorporation.

(c) An amendment to the articles o f incorporation to provide tha.vlhis 
section shall apply or to delete or modify the provisions of this section shall be 
approved by the holders o f at least two-thirds of each class o f shares of the 
corporation whether or not otherwise entitled to vote thereon, or i f  the 
corporation has no shareholders at the time of the amendment, by two-thirds 
of all of the subscribers or all of the incorporators, as the case may be. Any 
shareholder who votes against an amendment to delete or modify the provi­
sions of this section shall, if  the amendment terminates or substantially alters 
the existing rights of the shareholder pursuant to this section to have his shares 
purchased, be entitled to receive the fair value of his shares upon compliance 
with the provisions of (sections 80 and 81 of the MBCA— Rights of dissenting 
shareholders],

(d) A person exercising rights under this section shall, within six months 
after the death o f the beneficial owner o f shares, deliver a written notice to the 
corporation’s registered ollicc in this stale specifying the number and class of 
all shares beneficially owned by the deceased shareholder and stating that an 
offer by the coiporation to purchase such shares is being solicited pursuant to 
this section. W ithin 70 days after receipt of the notice, the president of the 
corporation shall call a special meeting of shareholders, which shall be held 
not more than 40 days after the call, for the purpose of determining whether lo 
olTcr to purchase the shares. Apptoval of action to oiler to purchase the shares 
shall be by affirmative vole o f the holders of a majority of the shares entitled to 
vote, excluding the shares covered by the notice. With the consent of all the 
shareholders entitled to vote for the approval, the corporation may allocate 
some or all of the shares to oncoi more shareholders, or toother persons, but if  
the corporation has more than one class o f shares, the remaining holders o f the 
class of shares being offered for sale shall have first option to purchase the 
shares that arc not purchased by the corporation in proportion to their

, shareholdings or such proportion as shall be agreeable to those desiring to 
purchase. W ritten notice of any olfcr to purchase approved by the sharehold­
ers, or that no oiler to purchase was approved, shall be delivered or sent to the 
person exercising his rights under this section within 75 days alter delivery of 
the nc ice soliciting the oiler to purchase. Any olfcr lo purchase shall be 
accompanied by copies of the corporation’s balance sheets as of the end of, and 
prolit and loss statements for, its preceding two accounting years and any 
available interim balance sheet and profit and loss sta'cmcnt.

(c) To the extent the price and other terms for purchasing shares of a 
transferring shareholder by the corporation or remaining shareholders are 
fixed or are to be determined pursuant to provisions in the articles of 
incorporation, the by-laws of the corporation, or by written agreement, those 
provisions shall be binding, except that in the event of a default in any 
payment due, subsection (h) shall apply and the person exercising his rights

under this section shall have the right to petition for dissolution of the 
corporation Any oiler to purchase shall be accepted or rejected in writing 
within 15 days.

(f) I f  an olfcr to purchase is rejected, or i f  no olfcr to purchase is made, the 
person exercising rights under this section may commence an aclion in the 
[ ] court. The jurisdiction o f the court shall be plenary and exclusive. The
corporation shall be made a party defendant in such action and shall, at it ' 
expense, give notice o f the commencement of the action to all of its sharehold­
ers and such other persons as the court may direct. The court shall proceed to 
determine the fair value of the shares of the person exercising rights under this 
section in accordance with section 16(d) of this Act and enter an order £
requiring the corporation to cause the purchase o f the shares at fair value and 
on the other terms so determined or to give such person the right (o have the 
corporation dissolved.

(u) Upon the petition of the corporation, the court may modify its decree lo 
change the terms of payment if  it finds that the changed financial or legal 
ability o f the corporation or other purchasers o f the shares to complete the 
purchase justifies a modification. Any person making a payment in order to 
prevent or cure any default by any purchaser shall be entitled to recover the 
excess payment from the defaulting person.

(h) I f  the corporation or other purchaser fails for any reason lo make any 
payment specified in the court decree within 30 days after the due date for 
such payment, the court shall, upon the petition of the person to whom the 
payment is due and in the absence of good cause show n by the corporation, 
enter a decree dissolving the corporation.

(i)(l) I f  the la ir value of the shares as determined by the court does not 
materially exceed (lie last oiler made by the corporation prior to the com­
mencement of an action brought pursuant to subsection (f) and (lie court finds 
that the failure of the person exercising rights under this section to accept the 
corporation’s last oiler was arbitrary, Vexatious, or not otherwise in good faith, 
the court may assess all or a portion of the costs and expenses of the aclion 
against such person.

(2) I f  the fair value of the shares as determined by the court materially
exceeds the amount of the last oiler made by the corporation prior to the time |
a petition was tiled pursuant to subsection (I) and the court linds that the 
corporation’s last oiler was arbitrary, vexatious, or was otherwise not made in 
good faith, the court may assess all or a portion of the costs and expenses o f the 
action against the corporation.

(3) Expenses assessable under subsections (I) and (2) shall include 
reasonable compensation for and reasonable ijf.peases of any appraisers 
appointed by the court, and the reasonable lees and expenses o f counsel lor 
and experts employed by any parly.

(4) l-xcept as provided in subsections ( I) and (2), the legal costs of an 
action liled pursuant to subsection (f) shall be assessed on an equal basis
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between the corporation and any party exercising rights under this section, 
and all other fees and expenses shall be borne by the parly incurring t in  fees 
and expenses.

(j) Any shareholder may waive his and his estate's and heirs’ rights under
this section by a signed writing.

(k) This section shall not be construed to prohibit any other agreement not 
prohibited by law that provides for the purchase of shares of the corporation, 
nor shall it prevent a shareholder from enforcing any other remedy he may 
have.

Comment: I. This section, which is operative only if  the articles of 
incorporation specifically so provide, is designed to guarantee a buy-out at the 
death o f a shareholder. By including appropriate language in the articles, the 
mandatory buy-out authorized by this section can be limited to the death of 
one or more specified shareholders, or lo shareholders holding a particular 
class of stock. I l can also be expanded to cover other contingencies, for 
example retired or disabled shareholders. In fact, the decision to have any 
kind o f mandatory buy-out is optional. The procedure to implement the 
election is lo specify in the articles of incorporation that section 14 applies and 
to state any variation In the statutory scheme.

This section is intended to work in tandem with the share transfer restric­
tions in section 4. The main conceptual difference between the two sections is 
that under the share transfer restrictions, there is no obligation to purchase 
whereas under this section, unless the corporation is w illing to be dissolved, 
the shares must be purchased by the corporation or the other shareholders i f
the estate wants to sell.

The statutory scheme is limited lo giving the estate or heirs of a deceased 
shareholder the right to compel a purchase of the decedent's shares since this 
is the situation most often covered in privately drafted contractual buy-outs. 
The problems caused by the illiqu id ity o f close corporation stock arc most 
acute in this situation because the estate frequently needs cash for estate taxes 
and other purposes. A t the same lime the remaining shareholders tire often 
concerned about having the decedent's spouse and children involved in the 
management of the corporation. A significant amount of shareholder litiga­
tion involving close corporations involves disputes between the surviving 
shareholders and the successors in interest of a deceased shareholder. I laving 
a guaranteed market for the decedent's sUK* reduces the likelihood that such 
disputes will arise. Life insurance can be used to fund part or all o f the 
purchase obligation. In the absence o f available cash, an installment arrange­
ment w ill help to alleviate any financial strain on the corporation. The 
remaining shareholders can agree lo purchase some or all o f the shares or find 

•a third parly purchaser if it is undesirable for legal or financial reasons for the 
corporation to purchase ull the olfcrcd shares." Furthermore, i f  the parties do
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not have an existing agreement containing a binding price formula or other 
typical terms contained in such agreements and arc unable lo agree voluntar­
ily on the price or other terms, a court action can be brought in which the 
judge has wide discretion to resolve the differences and to structure a buy-out 
plan that w ill not create an unrealistic financial drain on the corporation.

in summary, assuming some sort o f mandatory buy-out in a particular 
situation is desirable, the major advantage of electing section !4 is that it 
provides basic protection in the event the shareholders have failed to enter into 
an appropriate private agreement, or have a buy-out agreement but have 
failed to agree upon a buy-out price formula, or have a formula but have 
neglected to provide other necessary terms such as interest rates or number of 
installments in the event deferred purchases arc authorized or necessary. This 
section docs not prohibit the shareholders from having an all inclusive private 
buy-out agreement drafted by competent counsel. An attorney may wish, 
however, to use the provisions o f section 14 as the basis o f the agreement, 
making such additions and modifications as arc deemed necessary. This 
procedure could substantially reduce the amount o f drafting the attorney will 
have to undertake.

2. Under subsections (b) and (c) the statutory provisions authorized in this 
section can be modified by a two-thirds vote of all the shares. Subsection (c) 
further provides that a shareholder who votes against a modification that 
terminates or substantially alters buy-out rights he previously had under this 
section will have dissenters’ rights to obtain the fair value of his shares. 
Dissenters' rights arc also granted to dissenting shareholders at the time close 
corporation status is elected or terminated."

3. Subsection (d) sets out the mechanics o f exercising the buy-out option. 
The procedures are sim ilar to those in section 4 relating to third party olfcrs. 
Subsection (d) requires that the selling shareholder olfcr all of his shares for 
sale under the buy-out on the premise that a shareholder having a right to cash 
out of the corporation ought to divest himself o f all stock interest in the 
business. IT lie wants lo olfcr less than all his shares, he is still free to pursue his 
rights under the corporation's stock transfer restrictions.

4. The rationale behind a court suit to determine the fair value and other 
terms o f the buy-out authorized in subsection (f) is explained it comment I. 
The power of the court to allocate all costs and attorneys’ fees associated vs ith 
the suit should provide an adequate incentive for both sides to act in good 
faith. No court action will be necessary, however, where the buy-out price and 
other terms arc established pursuant to a written agreement among the 
shareholders or provisions in the articles o f incorporation or by-laws.

If a suit to determine the fair value is brought, 'iie court lias wide discretion 
to include in its order any conditions it feels are justified on the basis of the 
financial and other needs o f both the selling sharelioliler(s) and the purchaser.
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The court, for example, could authorize an installment sale. The order would 
include a provision for interest and could require collateral to secure the 
unpaid installments. *

5. I f  stock is not purchased or the purchasers default, the shareholder has 
the right to file for dissolution of the corporation. The court, however, could 
deny the petition for good cause shown This guarantees that there will be a 
hearing on the matter and the corporation w ill have one last opportunity to 
avoid dissolution. The basic idea behind the concept of mandatory dissolution 
in the event the olfcrcd stock is not purchased is to provide a strong motivation 
for the corporation and the remaining shareholders either to purchase the 
slock themselves or to lind someone else who will do so. Presumably, the 
corporation and other shareholders would refuse to purchase if  the corpora­
tion's financial prospects were bleak. I f  this is the case, then dissolution may 
be the appropriate solution. Under other provisions of this section there is 
sufficient time for the other shareholders to come up with a purchasing group 
and a court has the power lo authorize an installment purchase and any other 
terms that arc necessary in order to enable the purchasing group to finance the 
purchase without bankrupting the corporation or other purchasers.

6. The ability o f a corporation to redeem its shares is subject to legal 
limitations which vary from slate to state. Some stales apply the same 
limitations that apply to dividends, Oilicrs, however, apply a different test. A 
wide varict > of insolvency and surplus tests, sometimes in combination, exist. 
Where corpoi. ''’ indebtedness is incurred in connection with a redemption, it 
is unclear in many stales whether the applicable test must be met at the time 
the transaction is entered into, at (he time payments arc made, or at both 
limes. The priority ranking of redemption-related corporate debt is also 
unclear in many states.

Redemptions also involve complex lax considerations, Some redemptions, 
principally those that satisfy the requirements of sections 302 and 303 of the 
Internal Revenue Code, can qualify for taxation at capital gains rales, I f  not, 

' they will be taxed as dividends under section 301.
This section is designed to provide maximum flexibility for the affected 

parties to negotiate a purchase scheme that w ill take into account these 
complicating factors. For example, under subsection (c), a portion or all of the 
purchase of the decedent’s shares can, with shareholder approval, be allocated 
to the remaining shareholders or third parties, This provides the framework 
for allowing the interested parties to allocate the stock in a manner which 
minimizes the corporate law and tax problems discussed above, I f  a mutually 
acceptable allocation cannot be agreed upon, the selling shareholder can, 
pursuant to subsection (f), reject the oiler made by the corporation and file a 
petition requesting the court to resolve the diH'oreiices. In framing its decree, 
the court has ti c duty to lake these problems into account. In addition, 
subsection (g) specifically authorizes the court to modify its decree on the 
basis of legal as well a; financial constraints.
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Flexibility lo deal with other tax problems is also built into this section. I f  
certain conditions are met, it is possibb to defer the payment o f the estate tax 
on the deceased shareholder’s estate fot up to 15 years under section 6166 and 
ten years under section 6I66A and to pay an interest rate on the defcrtcd lax 
at a rate considerably lower than the normal rale applicable to late payments. 
A redemption keyed into maximum use of these provisions can in appropriate 
eases be quite advantageous lo both the estate of the deceased shareholder and 
the corporation. Nothing in this section would prohibit the estate of the 
deceased shareholder and the corporation from working out such a plan with 
the aid o f competent tax and corporate counsel.

An additional tax problem involves the weight in a tax valuation ease that 
w ill be accorded the price set for shares in a buy-out agreement. I f  the buy-out 
price formula meets certain criteria, it w ill be deemed controlling for estate 
tax purposes. Competent tax counsel should be consulted to determine what 
adjustments, if  any, will be necessary to achieve this result under a section 14 
buy-out agreement.
SECTION 15. SHAREHOLDER OPTION TO DISSOLVE THE CORPORATION

(a) The articles of incorporation of a statutory close corporation may grant 
to any shareholder, or to the holders of any specified number or percentage of 
shares of any class or classes, an option to have the corporation dissolved at 
w ill or upon the occurrence o f any specified event or contingency. Whenever 
any such option to dissolve is exer<,..,ed, the shareholders exercising the option 
shall give written notice thereof to all other shareholders. A fter the expiration 
o f 30 days following the sending of the notice, the dissolution of the 
corporation shall proceed as if the required number of shareholders having 
voting power had consented in writing to dissolution of the corporation as 
provided in section [82 of the M1ICAJ of the (general) business corporation 
act.

(b) Unless the articles o f incorporation olhciwisc provide, an amendment 
to the articles of incorporation lo include, modify, or delete a provision 
authorized by subsection (a) shall be approved by the holders o f all the 
outstanding shares, whether or not otherwise entitled lo vote thereon, or all of 
the subscribers or all of the incorporators, as the ease may be.

Comment: The purpose o f this section is to give shareholders in a statutory 
close corporation, i f  the shareholders so elect, basically the same power lo 
dissolve the business as general partners have under the Uniform Partnership 
Act. The section only applies if  notice of its applicability is included in the 
corporation’s original or amended articles o f incorporation. The right can be 
given to a single shareholder or any group of^shareholders and can be 
exercised for any reason or restricted to certain designated circumstances. 
Any rights under this section arc in addition to any other rights a shareholder 
might have under the state’s general business corporation or professional 
corporation acts or this Supplement to dissolve the corporation.
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Sim ilar provisions have been adopted in several stales having close corpora­
tion legislation.2" *'

The possible impact o f a provision authorized by this section on tTie tax 
status o f the corporation under the lax classification regulations”  should be 
reviewed with the corporation’s tax adviser.
SECTION 16. POWER OF COURT TO GRANT RELIEF IN CERTAIN 

CIRCUMSTANCES
(a) Any shareholder o f record, the beneficial owner o f shares held by a 

nominee, or the holder of voting trust certificates o f a statutory close 
corporation may file a petition in the | ] court for relief on the
grounds that:

(1) The directors or those in control oT the corporation have or will 
have acted in a manner that is illegal, oppressive, fraudulent, or unfairly 
prejudicial lo the petitioner, whether in his capacity as a shareholder, director, 
officer, or employee of the corporation; or

(2) The directors or those in control of the corporation are so divided 
respecting the management of the corporation’s affairs that the voles required 
for action cannot be obtained and the shareholders arc unable to break the 
deadlock, with the conscqt cncc either that the corporation is sulfering or will 
suffer irreparable injury ot that the business and affairs of the corporation can 
no longer be conducted to the advantage of the shareholders generally; or

(3) Conditions exist that would be grounds for involuntary dissolution 
of the corporation.

(b) The jurisdiction o f the court shall be plenary and exclusive. I f the court 
finds that one or more of the conditions specified in subsection (a) exist, it shall 
grant such relief as in its discretion it deems appropriate, including, without 
lim itation, orders granting one or more o f the following types o f relief:

(1) Cancelling, altering, or enjoining any resolution or other act of the 
corporation;

(2) Directing or prohibiting any act o f the corporation or of 
shareholders, directors, officers, or other persons party to the action;

(3) Cancelling or altering any provision contained in the articles of 
incorporation or by-laws of the corporation;

(4) Removing from office any director or officer, or ordering that a 
person be appointed a director or officer;

(5) Requiring an accounting with respect to any matters in dispute;
(6) Appointing a custodian to manage the business and affairs of the 

corporation;
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(7) Appointing a provisional director who shall have all the rights, 
powers, and duties o f a duly elected director and shall serve for the term and 
under the conditions established by the court;

(8) Ordering the payment o f dividends;
(9) I f  the court finds that the relief specified in paragraphs ( I ) through

(8) is or would oc inadequate or inappropriate, ordering that the corporation 
be liquidated and dissolved unless either the corporation or one or more of the 
remaining shareholders has purchased all of (he shares o f another shareholder 
at their fa ir value by a designated dale, with the fair value and terms of the 
purchase to be determined provided by subsection (d). In the event the 
slmrc purchase is not consummated and the corporation is dissolved and 
liquidated, any shareholder whose shares were to be purchased shall have the 
same rights and priorities in the assets of the corporation as would have been 
the ease had no purchase been ordered by the court.

(10) Ordering liquidation and dissolution, but only if  grounds exist for 
ordering involuntary dissolution i f  the corporation were not a statutory dose 
corporation, or i f  all other relief ordered by the court has failed to rcsoivc the 
matters in dispute.

In determining whether lo enter a judgment under paragraphs (9) or (10), 
the court shall take into consideration the financial condition of the corpora­
tion but shall not refuse to order liquidation solely on the grounds that the 
corporation lias earned surplus or current operating profits.

(11) Awarding damages to any aggrieved parly in addition to or in lieu 
o f any other relief granted,

(c) I f  the court determines that any parly to a proceeding brought under 
this section lias acted arbitrarily, vcxatiously, or otherwise not in good faith, it 
may award reasonable expenses, including attorneys’ fees and the costs o f any 
appraisers or other experts, lo one or more of the other parties.

(d) I f  (lie court orders relief pursuant to subsection (b)(9), the court shall:
(1) Proceed to determine the fair value o f the shares to be puieliascd. 

considering the going concern value of the corporation, any agreement among 
some or all of the shareholders fixing a price or specifying a formula for 
determining the value o f the corporation's shares for any purpose, the 
recommendations o f any appraisers appointed by the court, any legal con­
straints on the ability of the corporation lo acquire the shares lo be purchased, 
and oilier relevant evidence.

(2) Enter a decree specifying the identity of the purchaser and the 
terms ol the purchase found to be proper under the circumstances, including 
such provisions as arc deemed proper concerning payment tT the purchase 
price in two or more installments, payment of ^merest on the installments, 
.subordination of the obligation to the rights of other creditors ol the corpora­
tion, security for the deferred purchase price, and a covenant not to compete 
or other restriction on the selling shareholder.
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(3) Order that the selling shareholder shall, concurrently with the 
payment o f the purchase price, or in the event of an installment purchase, 
concurrently with the payment of the initial payment called for in the oilier, 
make delivery o f all his shares and from that date have no rights or claims 
against the corporation or its directors, officers, or shareholders by reason of 
his having been a director, officer, or shareholder of the corporation, except 
the right to receive the unpaid balance of the amount awarded him under this 
section and any amounts due under any agreement with the corporation or the 
remaining shareholders that arc not terminated by the court's orders.

(4) Order that i f  the purchase is not completed in accordance with the 
court's decree, the corporation shall be liquidated.

(c) Except as otherwise provided in subsections (f) and (g), the rights of a 
shareholder to file a proceeding under this section arc in addition to and not in 
lieu of any other rights or remedies the shareholder may have.

(f) No shareholder shall be eligible to lile an action under Ibis section until 
lie shall have exhausted any non-judicial remedy for resolution of the issues in 
dispute to which the shareholder has agreed in writing.

(g) I f  a shareholder has the right to dissent from any proposed action and 
to receive the fair value o f his shares under any provision of this Act or the 
(general] business corporation act, any action under this section brought in 
respect to the proposed action shall be filed prior to the time lim itation for a 
dissenting shareholder to lile with the corporation notice o f intention,to dissent 
and to demand fair compensation specified in section | ] of the [general] 
business corporation act.

Comment: I. This section is derived from similar provisions in California, 
Michigan, Minnesota, New Jersey, and South Carolina, which in turn are 
derived from section 210 o f the 1948 English Companies Act.10 There arc two 
major differences between these other statutes and this provision: (1) the 
existing statutes specifically or by implication require that a shareholder have 
grounds to force a dissolution o f the corporation -/licreas this provision docs 

’ not tic the relief lo either a dissolution suit or the establishment of grounds for 
dissolution; and (2) the range of relief available to the court is spelled out in 
greater detail.

The primary danger in tying relief for oppression and related conduct to 
dissolution is that dissolution is such a radical remedy that courts have 
traditionally refused to issue a dissolution order if  the corporation was solvent 
except in extreme eases of fraudulent conduct. Moreover, even though 
authority may exist lo grant relief other than dissolution, some courts have 
been reluctant to grant any relief unless the fact situation itself justifies 
dissolution. This approach makes the grounds for relief much too narrow to 
protect in an adequate fashion the rights of minority shareholders. At the

- •  30. See Cat Corp. Code § 1800 (West): Mich. Comp. Laws Ann. § 450.1825 ( I97K); Minn. 
St.il. A.nn. § 301.49(3); N.J. Slat. Ann. J 14A:12-7; S.C. Code Ann. § 33-21-15(1 ( I97(>).
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same time the threat o f dissolution gives m inority shareholders a powerful 
weapon to hold over the head o f the corporation. Under the Jupplement 
dissolution is one type of relief that can be ordered by the court, but it is 
appropriate only as a last resort after other possibilities o f resolving the 
dispute have failed. I f  a shareholder genuinely wants the corporation to be 
liquidated, lie is entitled to bring an action for dissolution under the stale’s 
general business corporation act, assuming he can qualify to bring the 
proceeding, or under a right to dissolve pursuant lo section 15.

While this section probably w ill be invoked most frequently by m inority 
shareholders, subsection (a)(2) can be used by the holders of the majority o f 
shares to seek relief from deadlocks created by veto rights given m inority 
shareholders that seriously threaten the corporation’s continued viability. 
Moreover, even in a suit filed by m inority shareholders, the court has the 
power to order the petitioning shareholders lo sell their stock to the corpora­
tion or the remaining shareholders, even i f  this is not one o f the types of relief 
requested.

Relief under this section is circumscribed to minimize the danger of abuse 
by shareholders. No relief of any kind can be ordered unless the court 
affirmatively finds that one or more o f the specific conditions listed in 
subsection (a)— fraud, oppression, unfairly prejudicial conduct, deadlock, or 
grounds for involuntary dissolution—-exist. The petitioners have the burden of 
proof on this issue. Moreover, the power o f the court to award expenses and 
attorney fees to either side should effectively discourage harassment suits. 
Furthermore, if  the complaining shareholder has agreed to arbitrate the 
dispute in question or lo resolve such dispute in any other non-judicial 
manner, these remedies must, pursuant to subsection (f), be exhausted before 
a suit under this section can be properly filed.31

2. Subsection (a). Only shareholders of record, beneficial owners of shares 
held by a nominee, or the holders o f voting trust certificates can bring an 
action under this section. This parallels the limitations imposed on share­
holder derivative actions under revised section 49 of the MBCA. Relief w ill be 
granted if  any of the three categories of circumstances specified exist.

Paragraph (I) is designed primarily to provide relief from oppression and 
related conduct that adversely allccts a m inority shareholder in any capacity 
lie lias with the corporation. Attempted squeeze-outs in dose corporations 
often involve removing a shareholder from his various offices or diminishing 
his compensation. The paragraph makes it clear that relief is not restricted lo 
situations having an adverse ellcct on the value of the shareholder’s stock 
interest.

No attempt is made to define oppression, fratyl, or unfairly prejudicial 
conduct, I hese arc of necessity elastic terms whose meaning varies with the

J I . See also comment 4.



circumstances presented in a particular case, and il is fell that existing ease 
law provides sufficient guidelines for courts and litigants.33

An action lo enjoin a proposed act by the corporation can also be brought if 
the proposed act would result in fraud or oppression or would be unfairly 
prejudicial to the rights of the petitioner. Subsection (g), however, prohibits a 
section 16 suit in a situation where the shareholder has dissenters’ r ghts 
unless the suit is filed before the time lim it for the notice o f intent tc ;isscnl. 
See comment 4 for further explanation of subsection (g).

Paragraph (2) is designed to allow relief when the corporation is dead­
locked. As was pointed out in comment I, majority shareholders can claim 
relief under this subsection. Relief can be granted even though the corpora­
tion’s financial condition is not threatened with irreparable injury i f  the court 
finds that the interest o f all the shareholders is being damaged by the 
deadlock.

Paragraph (3) allows a shareholder to obtain relief under this section 
whenever grounds for involuntary dissolution exist. The advantage of filing 
the aclion under this section is the greater range of relief that is available. The 
petitioning shareholder may not want the corporation dissolved, even though 
technically adequate grounds for dissolution exist.

3. Subsections (b )- (J ) . The purpose of listing the types of relief available is 
to overcome the reluctance some courts have shown in the past to ordering 
anything other than dissolution or possibly a buy-out, in the absence o f any 
alternative relief being specified in the operative statute.13 A court needs broad 
discretion in order to fashion the most appropriate remedy to resolve the 
dispute. What w ill work in one ease may not work in another, Detailed 
standards arc not provided on the grounds that such standards might overly 
encourage suits and a’so unduly restrict the court's discretion. Existing eases 
applying principles of equity, will, of course, be precedents that w ill operate to 
lim it a judge s discretion.

Although most close corporation statutes contain special provisions similar 
to paragraphs (6) and (7) o f subsection (b) authorizing the appointment of 
custodians and provisional directors, the number of actual cases where such 
appointments will be the most appropriate remedy are probably quite small. 
Having an outsider run the company or act as a tie-brcakcr in a deadlock 
situation may exacerbate rather than alleviate the internal dissension.

A mandated buy-out is a radical remedy, particularly if  the shareholder 
ordered to sell his shares docs not want to sell. This is the reason why 
subsection (b) (9) authorizes a share purchase order only when other relief 
short of liquidation will not, in the judge's opinion, resolve the dispute. I f  a 
buy-out ordered by the court is not consummated, however, an order dissolv­

32. S e e e g .  A limit., 50 A .I.It.Jet 358 < 1974).
*33. .Vrc, e g  , (ireensberg v, Goldmine Plantation, Inc., 3f>0 So,2d 8.8-1 (Ln. C l. Ap|». 197S);

Ilarkcy v. Mobley, 552 S. W .2d 79 (Mo. C l. App. 1977); and While v. Perkins, 21J Va. 129, 189 
• S t .  2d J I5  (1972).
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ing the corporation is authorized. This places pressure on the remaining 
shareholders to obey the order but gives them the option of liquidation if  they 
think the order is loo onerous.

I f  the court orders a buy-out, it must also determine the fa ir value and other 
terms of the buy-out in accordance with subsection (d). The fair value would 
be determined under principles developed in dissenters’ rights and other 
valuation eases. The court is authorized to require the selling shareholder to 
enter into a covenant not to compete and also to authorize an installment sale 
in order lo protect the business and lo minimize the financial strain on the 
purchasers.3*

The designated purchasers have a choice: they can consummate the 
purchase or the corporation w ill be liquidated. The remaining shareholders 
would presumably elect to have the corporation liquidated i f  its economic 
prospects arc bleak. Leaving l iic choice to the remaining shareholders is fairer 
than mandating a liquidation without any opportunity to buy-out the com­
plaining shareholder and fairer than mandating a buy-out without the option 
o f voluntary dissolution (unless the remaining shareholders hold sufficient 
voting shares to approve a dissolution).

i f  the remaining shareholders agree lo comply with the court ordered buy­
out, the sale basically operates as a release o f all claims the selling shareholder 
has against the corporation, or its directors, officers, or shareholders. The 
selling shareholder would still have the right to pursue any contractual claim 
he might have against the corporation, for example a claim for breach of a 
long term employment contract, to the extent such claims arc not dealt w ith in 
the court’s order. Normally, however, the order would include relief for these 
contractual claims. The selling shareholder would also retain the right to 
collect any unpaid balance due on the purchase price, including the right to 
realize on any collateral given as security for (lie unpaid balance. Quite 
frequently the shares being sold in the buy-out will be the security. II there is a 
default, the former shareholder lias the choice of foreclosing on the note and 
becoming a shareholder or filing to l ave the corporation liquidated under 
subsection (b) (10).

Should the remaining shareholders elect not to consummate the purchase 
and the corporation is liquidated, the selling shareholder lias the same priority 
in liquidation as would have been the ease if  no buy-out had beet ordered. In 
other words, the selling shareholder will not iiave the status of a creditor by 
reason of the buy-out order.

The court would have the power to modify its final order at any time upon 
the petition of any party. One circumstance where modification would be 
appropriate is where financial or legal constraints prevent the purchasers from 
fulfilling the terms of a mandated buy-out.31
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The purpose of subsection (c), which gives the court power to allocate costs 
and attorney fees, is explained in comment I of this section.

4. Subsections (c )-(t;). Subsection (c) makes it clear that the remedies 
available under this section arc cumulative and in addition to any other 
remedies the petitioner might have, except as otherwise provided in subsec­
tions (f) and (g).

Under subsection (f). any nonjudicial remedies which the petitioning 
shareholder has agreed to use must be exhausted before a suit under this 
section can be brought. Arbitration clauses covering a wide variety of 
intracorporatc disputes arc commonly included in shareholder agreements. I f  
a dispute is covered by any arbitration agreement, the shareholder must 
submit the claim to arbitration prior to filing any suit under this section and 
the right to file under this section after the arbitration proceeding would 
depend on the preclusive elfect of the arbitration under stale law.

The requirement in subsection (g) that a shareholder who has dissenters' 
rights with respect lo a transaction file a suit challenging the transaction 
under this section prior to the lim itation period for claiming dissenters’ rights 
is designed to prevent a shareholder who has foregone his dissenters’ rights 
from having the option to file a suit under this section to prevent a proposed 
transaction from being consummated. I f  the complaining shareholder has not 
taken timely action to perfect his dissenters' rights, he would be relegated to 
whatever other rights might be available under stale or federal law. If the 
shareholder does file a timely action under this section, Hie court must first 
determine whether relief under this section is warranted. I f  the court finds that 
a share purchase is the appropriate remedy, the proceeding should be treated 
as a fair value proceeding in a dissenters’ rights ease and consolidated with 
any other similar dissenters' rights proceedings involving the same transac­
tion.
SECTION 17. LIM ITED LIABILITY

I lie failure of a statutory close corporation to observe usual corporate 
formalities or requirements relating to the exercise of its corporate powers or 
the management o f its business and nlfairs shall not be grounds for imposing 
personal liability on the shareholders for obligations of the corporation.

Co/n/ncnt: The purpose of this section is to prevent a court from holding the 
shareholders in a statutory cLise corporation individually liable for the debts 
and torts of the business because the corporation does not follow the classical 
model of a corporation. Pursuant to sections 10, II,a nd  15,a statutory close 
corporation can in elfect tunclion like a partnership. Nevertheless, legally the 
business is still a corporation.

I his section would not prevent a court from piercing the corpotalc veil of a 
statutory close corporation if the circumstances would justify imposing 
personal liability on the shareholders had the corporation not been a statutory
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I
close corporation. Il merely prevents a court from piercing the corporate veil 
because il is a statutory close corporation.

The section is derived from the California close corporation provisions."
SECTION 18. EXECUTION OF DOCUMENTS IN MORE THAN ONE CAPACITY

Any individual who holds more lhan one ollicc in a statutory close 
corporation may execute, acknowledge, or verify in more lhan one capacity 
any instrument required lo be executed, acknowledged, or verified by the 
holders of two or more offices, notwithstanding any contrary provision of law.

Comment: This section, which is derived from the Maryland close corpora­
tion provisions, is designed to facilitate the authentication o f documents in a 
statutory close corporation. Many small corporations only have one share­
holder or one officer."
SECTION 19. EFFECT OF INVALID ITY OF PART OF TH IS  ACT

I f  any provision of this Act or its application to any person or circumstances 
is held invalid, the invalidity shall not alfcct other provisions or applications of 
the Act which can be given clfccl without the invalid provision or application, 
and to this end the provisions of this Act arc severable.

Comment: None.
SECTION 20. REPEALS

(a) The following acts and parts of act are repealed:

(b) T he repeal of a prior act or portion thereof by this Act shall not allect 
any right accrued or established, or any liab ility  or penalty incurred under the 
provisions o f such act prior lo the repeal thereof.

Comment: Refer lo the comment lo Model Business Corporation Act 
section 150.
SECTION 2 1. EFFECTIVE DATE

This Act shall become clfcctive at midnight on | | and shall apply
to statutory close corporations filing articles of incorporation meeting the 
requirements o f section 3 after that date and time.

Comment: None,
SECTION 22. TRANS IT IONAL PROVISION

| A provision will need lo be enacted by states that repeal an integrated close 
corporation statute adopted prior to the Close Corporation Supplement. I his

36. Cat Corp. Coilc § 300(c) (W e il).
37. Sec Md. Corp. and Avi'm Code Ann. J -H 02 .



Provision should provide a set period of time during which corporations 
qualifying under the repealed statute can elect to opt in or out of the new Act, 
the procedure for making the election, and the effect of the election on any 
existing agreements among the shareholders.]
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APPENDIX

ARTICLES OF INCORPORATION FOR A STATUTORY CLOSE CORPORATION'
(Pile This Form In Duplicate Original. I f  The Space Provided In This Form 

Is Insufficient, Please Attach Additional Sheets Containing A Reference To 
The Appropriate Paragraph In This Form.)
1. The name of the proposed corporation is ......................................................

 .............. This corporation is a Statutory Close Corporation.
2. The initial registered office of the corporation is ...........................................

........................... located in the city o f ..........................................................
 state and zip code.............................................. county o f ................

. ...............................   registered agent at such address is ................................
...................................... I f  dilfcrcnl from the street address, the mailing
address at the registered office is ..................................................................

3. The period of duration of the corporation shall be perpetual unless 
otherwise specified (.......................years).

4. The general nature of business for which the corporation is organized is 
(please note that il is not necessary to set forth in this clause any of the 
powers enumerated in section [ ] of the (general] business corporation 
act):

5. The corporation is authorized to issue shares of stock as follows:

Class of Shares Authorized No. of Each Class Par Value-'

I f  shares are divided into two or more classes or if  any class o f shares is 
divided into series within a class, the relative rights, preferences, and 
limitations of the shares of each class, or of each scries w ithin a class, are as 
follows:

6. The total authorized capital stock i s .....................
7. Unless specified otherwise below, the transfer o f shares of stock of the 

corporation shall be subject to the restrictions set out in [section 4 of the 
Statutory Close Corporation Supplement], which are printed on page of

1. Additional special forms will have lo be devised for esislinp corporations decline clove 
corporation status and for amended articles o f .statutory dove corporations, hems I and (> ') plus 
the note at the end of the form and the statutory materials printed on the basic articles of 
incorporation form shoulJ be included in these forms.

2. States that have adopted provisions similar lo the new MIICA hnaneial provisions will not 
have to provide the column fur par value. Se e 34 lluv. Law. |Kft7 ( | ‘>79)



this form. □  Stock transfer restrictions oilier than those in [section 4 of the 
Close Corporation Supplement] are in elfect. I f  the applicable slock 
transfer restrictions are not set forth in these articles, a copy w ill be on file 
in the corporation's registered ofiicc.

8. The corporation □  shall
□  shall not

have a board o f directors. If corporation has a board of directors, specify 
the names and addresses o f the persons who arc lo serve as the initial 
directors of the corpcation.
Name Address
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9. The optional provisions which the incorporators elect to include in the 
articles of incorporation arc (a complete list o f the available options with 
statutory references is printed on page of this form);

1.
2.
3.

10. The name and address o f each incorporator is:
Street &

Name Box No. C ity County State

*11. The corporation shall not begin business until there lias been paid into 
the corporation in return for shares o f stock the minimum amount 
specified in section [ ] of the [general] business corporation act,
which is S.....................  (of which at least S..................... is in cash].

*12. (Each of the undersigned, being all the incorporators of this corporation, 
hereby certifies that lie has read the foregoing document, understands 
(he meaning and purport o f the statements therein contained and the 
same arc true to the best of his information and belief.]

1 1’ runMons required to be pari of the articles by tlie general business corporation statutes of some states.

t’
Sworn lo and signed by the above named incorporators th is   .......

.... d a y ..............................................  19 .
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Signature Type or print name

Signature Type or print name

Signature Type or print name
NOTE: A ll share certificates (and where the corporation has unccrtificalcd 

shares, the initia l transaction statements) issued by a statutory close 
corporation must contain the following notice:

THE RIGHTS OF SHAREHOLDERS IN  A STATUTORY- CLOSE 
CORPORATION M A Y  DIFFER M A T E R IA L LY  FROM THE 

. RIGHTS OF SHAREHOLDERS IN  OTHER CORPORATIONS. 
COPIES OE THE ARTICLES OF INCORPORATION A N D  BY­
LAWS. SHAREHOLDERS' AGREEMENT. OR OTHER DOCU­
MENTS, W H ICH  M AY  RESTRICT TRANSFERS AN D  AFFECT 
VOTING AN D  OTHER RIGHTS. M AY  BE O BTA INED  BY A 
SHAREHOLDER ON W RITTEN REQUEST TO THE CORPORA­
TION.



Editors note. I he w / m u  *i Committer an Corporate l.awi Jewloprd the Model 
Huwrcii Corporation Ait, and Jiom time to time proposes and ejfeits thnnj*ri in 
it. A report mi the final apjnnml a] that committee oj the addition nj a new 
uipplement—the Statutory (.'ln\r Corporation Supplement to the Model Huh- 
ness Corporation Act—appnirt hrhrj.

Statutory Close Corporation Supplement to the 
Model Business Corporation Act

A  R e p o rt o f  C O M M I T T E E  O N  C O R P O R A T E  L A W S

In the November I981jsxue of The /Iw inrii Lau/yer,* notice was given that 

lhc_f oinmiltec on Corporate Law s had approved on second reading a proposed 
Statutory Close Corporation Supplement to the Model Business Corporation 
Act. The committee invited, received, and considered letters of romment on the

proposed Supplement.
At its meeting on June  26, 1982, (he Supplement and related comments tvere 

adopted by the committee upon third and final reading. The following changes 
in the text and comments as printed in The Husinen lawyer (November 1981) 

were approved
(1) The introductory comment was amended lo indole Alabama, M inne­

sota, and Ohio in the list of states that have recently adopted close corporation 

Irgislatinn; and to add language more clearly indicating that the Supplement is 
merely model legislation for stales that decide il is advisable to have integrated 
special statutory provisions for dose corporations. A  list of situations vvht • 
lawyers and their clients will likely consider a corporation electing lo he 
governed by the Supplement advantageous was also indented in this comment.

(2) Section 6, which gives a statutory close corporation a thirty-day option lo 
purchase shares that are transferred in breach of transfer rrsiriclinns. was 
amended by adding after the word "transferee" in line 4 the following language: 
"either because tile notice required by Section 5 lias mil been given or lire nine 
the restriction prohibiting the transfer is held by court order lo lie unrnfnrre- 

able." As amended, section 0 stales:

Any attempted transfer of shares in a statutory dose cor|mratinn in 
violation of any transfer restriction binding on the transferee shall he 
incireclive. Any attempted transfer of shares in a statutory dove corpora­
tion in violation of any transfer restriction not binding on the transferee 
either because the notice required by Section 5 has not been given or 
bcrause the restriction prohibiting the transfer is held by court m drr to lie 
unenforceable, shall give the corporation the option, exercisable by notice

*Sre Krpnri ol Commillrc on Col|-Ifjl. !,*W1, /Vn/xucd Si.iium.y C‘.ne Cn.fHJ.ah’in 5u/./>trnirnl 

!•» Mr ,Vfin//l llunntn Co/po/oOn/i 4/1,17 tint Law. 767 ( I SB I ).
1031
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and payment within 30 days after presentation of the shares for registra­
tion in the name of the transferee, lo purchase the shares from the 
transferee for the same price and terms.

(3) Comment 2 In scrlinn 10 was amended to make it dear that w henever i 
statutory dose corporation has no board of directors, the shareholders with 
voting shares have the authority lo delegate management responsibilities tonne 
nr more persons. In this instance, the delegating shareholders will have the same 
legal liability as directors who have delegated responsibility lo agents

(4) Seuinn 14(a), which, if operative, gives the estate of a deceased share- 
holder the option of requiring the corporation or other shareholders In purchavr 
the decedent's shares, was amended by striking from line 2 the words "or heirs" 
and inserting after the word "the" and before the word "estate" the phrase 
"executor or administrator of the"; and inserting in line 3 after the word "shall" 
and before the word "have" the following: "subject in any directions in the 

deceased shareholder’s last will and testament." A s amended, section 14(a) 
states-

If the articles of incorporation of a statutory close corporation provide that 
this section shall apply to the corporation, (he executor o r administrator ol 
the estate of any deceased shareholder shall, subject In am di-ertions in the 
(leteased shareholder's last will and testament, have the richt to require the 
corporation in clrct either In purchase or cause the pun have of all, but nut 

levs than all, of the shares of the decedent pursuant In subset linns fdl 
through (f), or lo lie dissolved.

Continent I In section 14 was amended to reflect this change. Language 
specifying the four nujnr types of buy-out srhenics was also added in 
cimtinem I.

(5) A  new comment 2, pointing nut the risks involved in giving one or more 
Sihnrrliiililc'ls a speci.il dissolution right, was added In section I S.

(6) .Section l(i(a )(l)  was amended In eliminate the possibility that a 
shareholder who was an employee hut not an nlloer of a statutory close 
corporation mold lile a section Ifi action based solely on alleged prcjudiri.vl 
at lino trialing to his nr her employment status w ith the corporation. Av 
amended, seeiion I6(a)( I ) stales:

The ditrctors nr those in control of the coruoeatinn have or will have acted 
in a manner that is illegal, oppressive, fraudulent, or unfairly prcjudit tal m 
the petitioner, whether in Isis capacity as a shareholder, director, or oliiccr 
of the corporation; o r.,.,



ALASKA STATE SENATE
JOE P. JOSEPHSON
DIS1 RICT G • ANCHORAGE 

1526 F STREET 
ANCHORAGE. ALASKA 99501 

(907) 277-4419

COMMITTEES 
HEALTH. EDUCATION & SOCIAL SERV ICES (CHAIR) 

JUDICIARY (VtCE-CHAIR)
FINANCE 

MAJORITY CAUCUS (CHAIR)

WHILE IN JUNEAU 
POUCH V 

JUNEAU. ALASKA 9981 1 
(907) 455-4907 
(907) 465-4525

M a r c h  16, I S 84

S t a n l e y  H. R e i t m a n ,  E s q u i r e  
D e l a n e y ,  W i l e s ,  Hayes, R e i t m a n  

a n d  B r u b a k e r ,  Inc.
1007 W e s t  T h i r d  A v e n u e  
S u i t e  400
A n c h o r a g e ,  A l a s k a  9 9 5 0 1 - 1 9 9 0  

D e a r  Stan:

T h a n k  y o u  for y o u r  i n f o r m a t i v e  l e t t e r  o f  M a r c h  12. I 
n o t e d  t h a t  c o p i e s  o f  the l e t t e r  w e r e  s e n t  to m e m b e r s  of the 
C o d e  R e v i s i o n  C o m m i s s i o n ,  a n d  I a p p r e c i a t e  t h a t  as well.

I had the o p p o r t u n i t y  t h i s  w e e k  to c h a t  w i t h  Mr. 
Abbott. I e x p l a i n e d  to h i m  t h a t  y o u  h a d  i n d i c a t e d  v i a  
t e l e p h o n e  th a t  the T a s k  G r o u p  h a d  a s k e d  for an o p p o r t u n i t y  
to r e v i e w  SB 24 6 u n t i l  the e n d  of M a r c h ,  and t h a t  I w i s h e d  
t o  a c c o m m o d a t e  t h a t  re q u e s t .

In f a i r n e s s  to e v e r y o n e ,  I a m  r e q u e s t i n g  t h a t  the
r e s u l t s  of  the T a s k  F o r c e  w o r k  be in h a n d  h e r e  b y  M a r c h  31 
so t h a t  I can th e n  r e p o r t  to  the full J u d i c i a r y  C o m m i t t e e .  
O f  c o u r s e ,  at t h a t  j u n c t u r e ,  the C o m m i t t e e  w o u l d  c e r t a i n l y  
a l l o w  v e r b a l  t e s t i m o n y  a t  a p u b l i c  h e a r i n g .  A n o t h e r  
a l t e r n a t i v e  m i g h t  be f o r  m e  to c o n d u c t  a s u b c o m m i t t e e  
h e a r i n g  in A n c h o r a g e ,  w h e r e  m u c h  of  the i n t e r e s t  s e e m s  t o  
be; if you, J e r r y  Ku r t z ,  and J o h n  A b b o t t ,  a g r e e  to t h a t  
p r o c e d u r e ,  I w o u l d  b e  h a p p y  to a s k  S e n a t o r  R a y  to s c h e d u l e  a
s u b c o m m i t t e e  s e s s i o n  in A n c h o r a g e  at t h e  e n d  o f  M a r c h  o r
v e r y  e a r l y  in April.

I look f o r w a r d  to h e a r i n g  f r o m  you, J o h n  a n d  J e r r y
a g a i n  soon.

E X H I B I T  B
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S t a n l e y  H. R e i t m a n ,  E s q u i r e  
M a r c h  16, 1984 
P a g e  T w o

W i t h  b e s t  w i s h e s ,  I a m

S i n c e r e l y ,

/ o e  P. J o s e p h s o n  
S t a t e  S e n a t o r

J P J i r a k

cc: J o h n  A b b o t t ,  E:sq.
L. S. Kurtz, Jr., Esq.

J O E  P. J O S E P H S O N  - A L A S K A  S T A T E  S E N A T E



Delaney. Wiles. Hayes. Reitman & Brubaker. Inc.
J A M E S  J .  D E L A N E V  

E U G E N E  F .  W I L E S  

G E O R G E  N .  H A V E S  

S T A N L E Y  H .  R E I T M A N  

J O H N  K .  B R U B A K E R  

R A Y M O N D  E .  P L U M M E R ,  J r  

D A N I E L  A .  G E R E T V  

R O B E R T  L .  E A S T A U G H  

S T E P H E N  M .  E L L I S  

C L A V  A .  Y O U N G

A T T O R N E Y S  A T  L A W  

S U I T " *  4 0 0  

1 0 0 7  W E S T  3 R D  A V E N U E  

ANCHORAGE.  ALASKA 99501- 1990 

T e l e p h o n e  2 7 9 - 35 8 1  

T e l e c o p i e r  277- 1331 

Ar e a  C o d e  907 

T e l e x  2 5 - 4 7 7

K A R E N  L .  H U N T  

W I L L I A M  E .  M O S E L E Y  

M A R C  D . B O N O  

J.  M I C H A E L  M O X N E S S  

J  O C E L L A R S  

G R E G O R Y  J .  M O T Y K A  

J A M E S  B . F R I D E R I C I

M a r c h  30, 1984

S e n a t o r  J o s e p h  P. J o s e p h s o n  
A l a s k a  S e n a t e  
C a p i t o l ,  R o o m  5 0 8 / 5 1 0  
Ju n e a u ,  A l a s k a  9 9811

D e a r  S e n a t o r  J o s e p h s o n :

It is m y  u n d e r s t a n d i n g  y o u  a r e  c u r r e n t l y  c o n s i d e r i n g  
c o n d u c t i n g  the s u b c o m m i t t e e  h e a r i n g  d e s c r i b e d  in yo u r  M a r c h  16, 
1984 letter, o n  or a b o u t  Satur d a y ,  A p r i l  7, 1984 in A n c h o r a g e .

T o  b e t t e r  u n d e r s t a n d  the b a c k d r o p  for P r o f e s s o r  
F e s s l e r ' s  " v i g o r o u s "  p o s i t i o n  on S e c t i o n  488 ( S e c o n d a r y  L i a b i l i t y  
of D i r e c t o r s  a n d  O f f i c e r s )  as e n u n c i a t e d  in his d e f e n s e  t h e r e o f  
in his a f t e r n o o n  r e b u t t a l  at the J o i n t  H o u s e  C o m m i t t e e  p u b l i c  
h e a r i n g  in A n c h o r a g e ,  on F e b r u a r y  24, 1984, a n d  to s e c u r e  an 
i n v a l u a b l e  i n s i g h t  in t o  the F e s s l e r  p h i l o s o p h y  that p e r m e a t e s  his 
work, on w h i c h  the A l a s k a  C o d e  R e v i s i o n  C o m m i s s i o n  (ACRC) has 
h e a v i l y  relied, the e n c l o s e d  M e m o r a n d u m  or " p o s i t i o n  paper" of 
P r o f e s s o r  F e s s l e r  to the C o d e  R e v i s i o n  C o m m i s s i o n  ( A p p e n d i x  1 
h e reto), a n d  p a r t i c u l a r l y  p a g e s  2 t h r o u g h  22 r e g a r d i n g  s t a t u t o r y  
r e c o g n i t i o n  of the " C l o s e  C o r p o r a t i o n " ,  is v e r y  i n s t r u c t i v e .  I 
s u g g e s t  s u c h  p o s i t i o n  p a p e r  a n d  m y  M a r c h  12, 1984 l e t t e r  to you, 
be m a d e  p a r t  of the r e c o r d  of the c o n t e m p l a t e d  A p r i l  1984 
s u b c o m m i t t e e  h e a r i n g  a n d  be c a r e f u l l y  c o n s i d e r e d  by the S e n a t e  
J u d i c i a r y  C o m m i t t e e .

O s t e n s i b l y  d e a l i n g  w i t h  the c o n c e p t  of c l o s e  
c o r p o r a t i o n s  ( f a mily c o r p o r a t i o n s  a n d  e n t i t i e s  w i t h  r e l a t i v e l y  
few s h a r e h o l d e r s ) ,  P r o f e s s o r  F e s s l e r 1s " v i e w s "  on the c o r p o r a t e  
f o r m  for b u s i n e s s  a c t i v i t i e s ,  f i g u r a t i v e l y  l e a p  o u t  at y o u  in the 
s u b j e c t  M e m o r a n d u m .  C l e a r l y ,  P r o f e s s o r  F e s s l e r  d o e s  not a p p r o v e  
ol: the c o r p o r a t e  v e h i c l e  b e c a u s e  of its p u r p o r t e d  e m p l o y m e n t  to

(1) a v o i d  r i s k  or persor.a l i a b i l i t y ,  a n d
(2) m i t i g a t e  f e d e r a l  i n c o m e  taxation.

E X H I B I T



S e n a t o r  J o s e p h  P. J o s e p h s o n
M a r c h  30, 1984
P a g e  -2-

In p a g e s  2-22 of A p p e n d i x  1 P r o f e s s o r  F e s s l e r  m a k e s  a 
n u m b e r  of p e r s o n a l  o b s e r v a t i o n s  on:

(a) the a l l e g e d  a d v e r s e  e c o n o m i c  i m p a c t  of 
c o r p o r a t i o n s  a c q u i r i n g  s c a r c e  i n v e s t m e n t  (non-debt) 
c a p i t a l  t h e r e b y  d r i v i n g  up  the c o s t  ( i n t e r e s t  rates) to 
a l l  c o m p e t i t o r s ;

(b) c o r p o r a t e  a b u s e  of m i s g u i d e d  f e d e r a l  tax 
p o l i c i e s ;

(c) the u n f o r t u n a t e  tilt of law s c h o o l  c u r r i c u l a  
t o w a r d  u n d u e  e m p h a s i s  on the c o r p o r a t i o n  a t  the e x p e n s e  
of o t h e r  m o r e  w o r t h w h i l e  s u b j ects;

(d) p r o l i f e r a t i o n  of c o r p o r a t i o n s ;  a n d

(e) the u n s e e m l y  rush by l a w y e r s  a n d  the p u b l i c  
to use the c o r p o r a t e  form v i s - a - v i s  (i) j o int v e n t ures, 
a n d  (ii) g e n e r a l  a n d  l i m i t e d  p a r t n e r s h i p s .

In a n a l y z i n g  c l o s e  c o r p o r a t i o n  l e g i s l a t i o n  (found in 
the j u r i s d i c t i o n s  l i s t e d  in the la s t  two p a g e s  of A p p e n d i x  1) 
w h i c h  P r o f e s s o r  F e s s l e r  a c k n o w l e d g e s  is s u p p o r t e d  by "many of the 
m o s t  d i s t i n g u i s h e d  a c a d e m i c i a n s  a n d  b u s i n e s s  p r a c t i t i o n e r s " ,  
P r o f e s s o r  F e s s l e r ' s  p e r s o n a l  p h i l o s o p h y  is v i g o r o u s l y  a s s e r t e d .  
P r o f e s s o r  F e s s l e r  c l e a r l y  v i e w s  w i t h  d i s d a i n  the " i n c o r p o r a t e d  
p a r t n e r s h i p " ,  e x e m p l i f i e d  in the c l o s e  c o r p o r a t i o n  l e g i s l a t i v e  
a p p r o a c h  e m p l o y e d  in a n u m b e r  of j u r i s d i c t i o n s  (and as you k n o w  
in the new A B A  R e v i s e d  M o del Code).

G i v e n  the p e r s o n a l  j u d g m e n t s  of P r o f e s s o r  F e s s l e r ,  it 
w a s  a n d  is i n c u m b e n t  on the A C R C  to m a k e  P r o f e s s o r  F e s s l e r ' s  
p o s i t i c n ( s )  k n o w n  to the r e a d e r  a n d  p a r t i c u l a r l y  our l e g i s l a t u r e ,  
to e n a b l e  t h e m  to m o r e  f ully a n d  i n t e l l i g e n t l y  a p p r e c i a t e  the 
p r o p o s e d  A C R C  bill. If A l a s k a n s  a r e  to rely h e a v i l y  on P r o f e s s o r  
F e s s l e r ,  as the A C R C  has a d m i t t e d l y  done, w e  m u s t  w i t h  the 
a s s i s t a n c e  of one or m o r e  e c o n o m i s t (s ), b u s i n e s s  lea d e r ( s ) ,  
i n v e s t o r (s ), jurist(s), a c a d e m i c i a n (s ) p l u s  a c t u a l  a n d  p o t e n t i a l  
e n t e r p r e n e u r (s ), c a r e f u l l y  a n d  c o m p r e h e n s i v e l y  r e v i e w  his e n t i r e  
p r o d u c t  and the u n d e r l y i n g  p r i n c i p l e s  thereon.



S e n a t o r  J o s e p h  P. J o s e p h s o n
M a r c h  30, 1984
F a g e  -3-

By w a y  o£ e m p h a s i s — A l a s k a n s  s h o u l d  h a v e  a m e a n i n g f u l
o p p o r t u n i t y  to k n o w  m o r e  a b o u t  P r o f e s s o r  F e s s l e r ' s  v a l u e  
j u d g m e n t s — I a m  r e a s o n a b l y  su r e  the m a j o r i t y  of o u r  l e g i s l a t o r s  
w i l l  not c o n c u r  w i t h  t h e m — nor I d a r e s a y  w i l l  t h e  A l a s k a n  
b u s i n e s s  c o m m u n i t y  a n d  A l a s k a  p r a c t i t i o n e r s ,  o n c e  th e y  u n d e r s t a n d  
the F e s s l e r  C o d e ' s  u n d e r p i n n i n g s  a n d  i m p l i c a t i o n s .

S H R : j f

cc: A l a s k a  C o d e  R e v i s i o n  C o m m i s s i o n
J o h n  W. A b b ott, C h a i r m a n  
L. J. Kurtz, Jr., Esq.
J u d g e  T h o m a s  B. S t e w a r t  

A l a s k a  Bar A s s o c i a t i o n  
P a u l  D. Kelly, Esq.

V e r y  t r u l y  yours,

/
' S t a n l e y  H. R e i t m a n



FROM: D a n i e l  Wm. Fes s l e r ,  C o r p o r a t i o n s  C o d e  P r o j e c t

RE: C o m p l i a n c e  w i t h  S t a g e  II of the D r a f t e r ' s  O b l i g a t i o n :
S u r v e y  and R e c o m m e n d a t i o n s  R e s p e c t i n g  S t a t u t o r y  
R e c o g n i t i o n  o f  t h e  "C l o s e  C o r p o r a t i o n " ;  and, the 
S e l e c t i o n  o f  F i n a n c i a l s  for the N e w  C o r p o r a t i o n s  Code.

P u r s u a n t  to a g r e e m e n t  w i t h  the C o m m i s s i o n ,  S t a g e  II of 

t h e  d r a f t e r ' s  r e s p o n s i b i l i t y  has b e e n  the s u r v e y  o f  e x i s t i n g  

l a w  a n d  the p r e p a r a t i o n  o f  a m e m o r a n d u m  s e t t i n g  f o r t h  the 

c h o i c e s  to be m a d e  r e s p e c t i n g  the fa t e  of  c l o s e l y  h e l d  

b u s i n e s s  a s s o c i a t i o n s  and t h e  c o n t e n t  of the b a s i c  s t a t u t o r y  

f r a m e w o r k  r e s t r a i n i n g  the a b i l i t y  o f  i n c u m b e n t  c o r p o r a t e  

m a n a g e m e n t  to d i s t r i b u t e  a s s e t s  u n d e r  c i r c u m s t a n c e s  w h i c h  

t h r e a t e n  the s e c u r i t y  of c r e d i t o r s  and the h o l d e r s  o f 

p r e f e r r e d  shares. F o r  the sake o f  c o n v e n i e n c e  the a s p e c t s  

o f  a c o r p o r a t i o n s  c o d e  d e a l i n g  w i t h  the d i s t r i b u t i o n  of 

a s s e t s  w i l l  be t e r m e d  the " f i n a n c i a l s . "

In m e e t i n g  his o b l i g a t i o n s ,  the d r a f t e r  has p r e p a r e d  

the a t t a c h e d  m e m o r a n d u m  a c c o r d i n g  to the f o l l o w i n g  d i v i s i o n s :

P a r t  I w i l l  d e a l  w i t h  the s t a t u t o r y  r e c o g n i t i o n  o f  the 

c l o s e  c o r p o r a t i o n ,  a c r e a t u r e  c u r r e n t l y  u n k n o w n  to A l a s k a  

law. It w i l l  b e g i n  w i t h  a s e r i e s  o f  a r g u m e n t s  p r o  a n d  con 

r e s p e c t i n g  the d e s i r a b i l i t y  o f  u n d e r t a k i n g  a n y  s t a t u t o r y  

c o n c e s s i o n s  to s u c h  an a s s o c i a t i o n .  T h e  s e c o n d  p h a s e  of 

this m e m o r a n d u m  w i l l  s u r v e y  the e x i s t i n g  s t a t e  o f  c l o s e  

c o r p o r a t e  l e g i s l a t i o n  in the j u r i s d i c t i o n s  w h i c h  h a v e  thus 

far o p t e d  for r e c o g n i t i o n .  T h e  f i nal a s p e c t  of t h e  d r a f t e r ' s  

w o r k  o n  this t o p i c  has b e e n  p r e s e n t a t i o n  o f  a s e r i e s  o f
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d e c i s i o n s  for the C o m m i s s i o n  to m a k e  s h o u l d  it d e c i d e  u p o n  

a ny s t a t u t o r y  c o n c e s s i o n s  to t h e  c l o s e l y  h e l d  firm.

P a r t  II w i l l  s u r v e y  t h r e e  e s s e n t i a l l y  c o m p e t i t i v e  sets  

o f  " f i n a n c i a l s " :  (1) the b a l a n c e  s h e e t  s u r p l u s  t e s t  as

u s e d  in N e w  Y o r k  and a h a n d f u l  of  j u r i s d i c t i o n s ;  (2) the 

e a r n e d  s u r p l u s  t e s t  e m p l o y e d  in M o d e l  A c t  j u r i s d i c t i o n s  (and 

c u r r e n t l y  in u s e  in the S t a t e  o f  A l a s k a ) ;  and, (3) the 

r a t i o / a s s e t s  s u r p l u s  t e s t  a d o p t e d  in t h e  n e w  C a l i f o r n i a  

C o r p o r a t i o n s  Code. As  p r e v i o u s l y  d i s c l o s e d ,  the d r a f t e r  w i l l  

r e c o m m e n d  the a d o p t i o n  of  t h e  C a l i f o r n i a  C o d e ' s  f i n a n c i a l s  

as b e s t  s u i t e d  to the n e e d s  o f  th i s  j u r i s d i c t i o n .

P A R T  I : T H E  S T A T U T O R Y  T R E A T M E N T  OF  C L O S E L Y  H E L D  B U S I N E S S

A. The S o c i a l  I m p l i c a t i o n s  o f  I n c o r p o r a t i o n :

I n t r o d u c t i o n : The r e v i s i o n  o f  the b u s i n e s s  c o r p o r a t i o n s

c o d e  p r e s e n t s  the S t a t e  o f  A l a s k a  w i t h  an o p p o r t u n i t y  to 

join an i m p r e s s i v e  a r r a y  o f  j u r i s d i c t i o n s  p r o v i d i n g  " d i s c r e t e  

s t a t u t o r y  t r e a t m e n t  of the c l o s e  c o r p o r a t i o n . "  It is the 

p u r p o s e  of this m e m o r a n d u m  to t r a c e  in so m e  d e t a i l  the 

d i v e r g e n t  p a t h s  s e l e c t e d  b y  o t h e r  j u r i s d i c t i o n s  in a t t e m p t i n g  

to m e e t  th i s  c h a l l e n g e .  S h o u l d  a d e c i s i o n  b e  t a k e n  to p u r s u e  

this o b j e c t i v e ,  the C o m m i s s i o n  m u s t  m a k e  s e v e r a l  b a s i c  

d e c i s i o n s  for the g u i d a n c e  of t h e  d r a f t e r .  Yet b e f o r e  

d e t e r m i n i n g  u p o n  th i s  c o u r s e ,  t h e  C o m m i s s i o n  m a y  w i s h  to 

c o n s i d e r  the w i s d o m  or  f o l l y  i m p l i c i t  in the b a s i c  p r o p o s i t i o n  

s h o u l d  this s t a t e  m o d i f y  its c o r p o r a t i o n s  c o d e  so as to 

a c c o m m o d a t e  the a s s e r t e d  s p e c i a l  n e e d s  of  a c l o s e l y  h e l d
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a s s o c i a t i o n ?  W h i l e  t h e  p a s t  t w o  d e c a d e s  h a v e  w i t n e s s e d  

l e g i s l a t i v e  a n d  j u d i c i a l  d e v e l o p m e n t s  p r e m i s e d  u p o n  an 

a f f i r m a t i v e  answer, in the m i n d  o f  the d r a f t e r  the m a t t e r  

is open, a n d  o p e n  to a n e g a t i v e  r e s p o n s e .

A s  a c r e a t u r e  of  the state, a " c o r p o r a t i o n "  is the 

p r o d u c t  of a s o c i a l  c o n t r a c t .  S p e a k i n g  in the m o s t  g e n e r a l  

of terms, the a d v a n t a g e s  c o n f e r r e d  by  i n c o r p o r a t i o n  i n clude:  

a c c e s s  to n o n - d e b t  c a p i t a l ;  l i m i t e d  l i a b i l i t y ;  f a v o r a b l e  

t a x  t r e atment; c e n t r a l i z a t i o n  o f  m a n a g e m e n t ;  free t r a n s f e r­

ab i l i t y  of interest; and, c o n t i n u i t y  o f  life. W h i l e  t h e s e  

c o n c e p t s  w i l l  be e x p l o r e d  in th i s  m e m o r a n d u m ,  to l i s t  t h e m  

is s u f f i c i e n t  to p r o m p t  the q u e s t i o n  w h y  s o c i e t y  s h o u l d  

e i t h e r  i n c u r  s a c r i f i c e  or s t r a i n  to b e s t o w  e x t r a o r d i n a r y  

a d v a n t a g e  o n  a n y  p r i v a t e  e n t e r p r i s e .  F o r  m o r e  t h a n  a c e n t u r y  

the a n s w e r  has b e e n  the a s s u m p t i o n  th a t  i n c o r p o r a t i o n  f o s t e r e d  

c a p i t a l  f o r m a t i o n  in the h a n d s  o f  d y n a m i c  m a n a g e m e n t  w i t h  

the c o n s e q u e n c e  th a t  w e a l t h  was e x p a n d e d  w i t h i n  the soc i e t y . 

This is the soc i a l  c o n t r a c t :  c o n c e s s i o n s  and a d v a n t a g e s  w i l l

be a l l o w e d  in the e x p e c t a t i o n  th a t  the c o r p o r a t e  c r e a t u r e  

wi l l  p r o v i d e  e m p l o y m e n t ,  g o o d s  and s e r v i c e s .  A n y  c r e a t u r e  

w h i c h  f ails to a t t a i n  t h e s e  o b j e c t i v e s  d i s a p p o i n t s  c o r r e l a t i v e  

s o c i a l  e x p e c t a t i o n s .  A  p r i v a t e  p r o j e c t  c l a i m i n g  the a d v a n t a g e s  

of i n c o r p o r a t i o n  w i t h  a p r e d e t e r m i n e d  p l a n  to d i s a p p o i n t  

t hese p u b l i c  e x p e c t a t i o n s  w o u l d  be b r a n d e d  a fraud. T h u s  if 

it w e r e  w i d e l y  s u s p e c t e d  th a t  s e l f - s t y l e d  "close c o r p o r a t i o n s "  

w o u l d  fail to a t t a i n  the o b j e c t i v e s  d e f i n e d  for c o r p o r a t e  

a c c o m p l i s h m e n t ,  one w o u l d  h a v e  d o u b t  as to the w i s d o m  o f



t o l e r a t i n g  t h e i r  c r e a t i o n .  If it c o u l d  be e s t a b l i s h e d  that 

the e s s e n c e  o f  the c l o s e  c o r p o r a t i o n  is a c r e a t u r e  c o n g e n i t a l l y  

d i s a b l e d  f r o m  e v e r  a s p i r i n g  to the a t t a i n m e n t  o f  t h o s e 

o b j e c t i v e s ,  d o u b t s  w o u l d  be r e s o l v e d  a g a i n s t  t h e i r  c r e a tion.

In o r d e r  to s e r v e  as the v e h i c l e  for c a p i t a l  for m a t i o n ,

a c o r p o r a t i o n  is p e r m i t t e d  to d i v i d e  its r e s i d u a l  o w n e r s h i p

i n t e r e s t  i n t o  s h a r e s  w h i c h  a r e  s o l d  to i n v e s t o r s  w i t h  no

o b l i g a t i o n  t h a t  t h e y  e v e r  be  r e p u r c h a s e d .  In an era of

i n c r e a s i n g l y  p r o h i b i t i v e  i n t e r e s t  rates, it w o u l d  be d i f f i c u l t

to o v e r - s t r e s s  the a d v a n t a g e  c o n f e r r e d  by a c c e s s  to n o n - d e b t

capital. A  f u r t h e r  a t t r a c t i o n  of c o r p o r a t e  s t o c k  p u r c h a s e

is the l e g a l  c o n c e s s i o n  t h a t  the r i s k s  g e n e r a t e d  by the

i n c o r p o r a t e d  e n t e r p r i s e  d o  n o t  t h r e a t e n  the p e r s o n a l  a s s e t s

of the s h a r e h o l d e r s .  T h e i r  l i a b i l i t y ,  or " d o w n s i d e  risk",

is l i m i t e d  to the i n v e s t e d  a m o unt. I n c o m e  g e n e r a t e d  by the

c o r p o r a t e  v e h i c l e  is e x e m p t e d  f r o m  the s t e e p l y  p r o g r e s s i v e

r ates i m p o s e d  on all o t h e r  t a x p a y e r s .  In c o m b i n a t i o n ,  t h ese

factors e n c o u r a g e  i n i t i a l  c a p i t a l  f o r m a t i o n  w h i l e  n u r t u r i n g

the g r o w t h  of  c a p i t a l  by l e a v i n g  a g r e a t e r  "a f t e r  tax"

p r o p o r t i o n  of  e a r n i n g s  in the h a n d s  of  the c o r p o r a t e  veh i c l e .

W h a t  is d o n e  w i t h  the a s s e t s  so p a t e n t l y  f o s t e r e d ?  T h e y  are

d i v o r c e d  f r o m  the p e r s o n a l  o w n e r s h i p  d o m i n i o n  of the i n v e s t o r s

and p l a c e d  at the d i s p o s a l  of a c e n t r a l i z e d  m a n a g e m e n t .

U n l i k e  the p a r t n e r s h i p ,  w h e r e  all p a r t n e r s  h a v e  c e r t a i n  r i g h t s

1 /
of p a r t i c i p a t i o n ,  the s h a r e h o l d e r  is r e l e g a t e d  to an

 17------------------------------------
S u b j e c t  to any a g r e e m e n t  a m o n g  the p a r t n e r s ,  §18(a) 

of the U n i f o r m  P a r t n e r s h i p  A c t  [ h e r e a f t e r  c i t e d  as the "UPA"] 
p r o v i d e s :  "all p a r t n e r s  h a v e  e q u a l  r i g h t s  in the m a n a g e m e n t
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e s s e n t i a l l y  p a s s i v e  p o s t u r e  w h i l e  e l e c t e d  r e p r e s e n t a t i v e s  

(the d i r e c t o r s )  c h a r t  the m a j o r  d e c i s i o n s  and d e t e r m i n e  the 

o f f i c e r s  w h o  i m p l e m e n t  t h e  c o r p o r a t e  o b j e c t i v e s .  S h o u l d  an 

i n d i v i d u a l  s h a r e h o l d e r  b e c o m e  d i s e n c h a n t e d  w i t h  the d i r e c t i o n  

set b y  the r e p r e s e n t a t i v e s  of the m a j o r i t y ,  or for a n y  o t h e r  

r e a s o n  d e s i r e  to l i q u i d a t e  h i s  i n v e s t m e n t ,  the free t r a n s f e r­

ab i l i t y  of s h a r e s  f a c i l i t a t e s  b o t h  e n t r y  and e x i t  fr o m  t h e  

c o r p o r a t i o n .  Fi n a l l y ,  the c o r p o r a t e  e n t i t y  is g i v e n  an 

a l m o s t  p e r p e t u a l  e x i s t e n c e  by  a c o n t i n u i t y  of  li f e  w h i c h  

e n d u r e s  b e y o n d  the d e a t h  or  w i t h d r a w a l  o'" any or  all o f  the 

o r i g i n a l  investors.

W h i l e  the a d v a n t a g e s  of t h ese f e a t u r e s  of  c o r p o r a t e  

e x i s t e n c e  are obv i o u s ,  t h e r e  are u n d e n i a b l e  d i s a d v a n t a g e s  

t h r u s t  u p o n  o t h e r  m e m b e r s  of  s ociety. If c o r p o r a t i o n s  m a y  

a c q u i r e  n o n - d e b t  c apital, t h e i r  c o m p e t i t i o n  for this s c a r c e  

r e s o u r c e  d r i v e s  up the c o s t  to all c o m p e t i t o r s .  A t  the 

m a c r o  e c o n o m i c  level this is r e f l e c t e d  by the r e l a t i o n s h i p  

b e t w e e n  the s t o c k  and b o n d  m a r k e t s .  A l i v e l y  m a r k e t  in 

"e q uities" r e q u i r e s  an i n c r e a s e  in the r a t e  of r e t u r n  o n  all 

b o r r o w i n g  if t h ere is to be an e f f e c t i v e  c o m p e t i t i o n  for 

s c a r c e  dollars. M o r e  o b v i o u s  is the d i s a d v a n t a g e  to a 

tort c l a i m a n t  w h o  d i s c o v e r s  t h a t  the i n j u r y  has b e e n  w o r k e d  

by a c o r p o r a t e  t o r t f e a s o r .  If the a s s e t s  of the c o r p o r a t e  

e n t i t y  a m o u n t  tc on l y  s e v e n t y  c e n t s  on the d o l l a r  of :he 

i n f l i c t e d  injury, the p r e s e n c e  of a " victim" is m o r e  than a 

f i g u r e  of speech. In the e v e n t  of b a n k r u p t c y  or i n s o l v e n c y ,  

cor.cract c r e d i t o r s  a b s o r b  the l o s s e s  i n f l i c t e d  by l i m i t e d



l i a b i l i t y .  Fin a l l y ,  in the f i e l d  o f  t a x a t i o n ,  if it is 

a s s u m e d  that the g o v e r n m e n t  inust r a i s e  a c e r t a i n  q u a n t u m  of 

revenue, then it f o l l o w s  t h a t  for e v e r y  c o n c e s s i o n  to t h e  

c o r p o r a t e  s e c t o r  some o t h e r  s o u r c e s  m u s t  be f o und to m a k e  

up the s h o r t  fall. T h e s e  are the b u r d e n s  t h r u s t  u p o n  so m e  

or all o f  the o t h e r  m e m b e r s  of  a s o c i e t y  w h i c h  t o l e r a t e s  

c o r p o r a t e  e n t e r p r i s e  w i t h i n  its m i d s t .  F o r  t h o s e  w h o  e l e c t  

to e n t e r  the f a m i l y  of  i n v e s t o r s  t h e r e  a r e  d i s a d v a n t a g e s  of 

a d i f f e r e n t  ! ind. P a r t i n g  w i t h  f u n d s  t h a t  n e e d  n e v e r  be  

r e p a i d  and r e l e g a t i o n  to a p a s s i v e  r o l e  a r e  the m o s t  o b­

vious.

The point b e a r s  rep e a t i n g :  o n l y  so long a., the b e n e f i t s

co s o c i e t y  o u t w e i g h  this p a c k a g e  of b u r d e n s  is t h e r e  

l e g i t i m a c y  in " i n c o r p o r a t i o n . "  P r i v a t e  a s p i r a t i o n s  c a n n o t  

c o m m a n d  this judgment, for they are i n f e c t e d  by s e l f i s h  

interest. It is the task of  the l e g i s l a t u r e  to s t r i k e  the 

balance.

H a v i n g  s k e t c h e d  in g e n e r a l  t e r m s  the ro l e  >f the c o r p o r a t i o n  

in m o d e r n  society, w e  turn to the a s s e r t e d  n e e d  for s t a t u t o r y  

a c c o m m o d a t i o n  of the c l o s e l y  h e l d  c o n c e r n .  A l t h o u g h  the 

m a t t e r  is not free f r o m  d i f f i c u l t y  in t e r m s  o f  t e c h n i c a l  

i m p l e m e n t a t i o n ,  the c o n c e p t  of a c l o s e l y  h e l d  c o r p o r a t i o n  is 

n ot ha r d  to formulate. A s s u m e  t h a t  a r e l a t i v e l y  s m a l l  n u m b e r  

of i n d i v i d u a l s  d e s i r e  to a s s o c i a t e  for the p u r p o s e  of 

c o n d u c t i n g  a b u s i n e s s .  A s s u m e  f u r t h e r  t h a t  th e y  are m o t i v a t e d  

by family ties or b o n d s  o f  f r i e n d s h i p  w h i c h  i n s p i r e  an 

initial c o n f i d e n c e  in the s t a b i l i t y  o f  t h e i r  a s s o c i a t i o n ,



b ut w h i c h  s u g g e s t  t h a t  t h e y  a r e  m u t u a l l y  i n t e r e s t e d  in 

l i m i t i n g  a c c e s s  to f u t u r e  m e m b e r s .  T h i s  n e g a t i v e  a t t i t u d e  

t o w a r d  the t r a n s f e r a b i l i t y  o f  i n t e r e s t  o r  f r e e d o m  o f  a d m i s s i o n  

w i l l  p r o d u c e  the c o n c l u s i o n  t h a t  t h e r e  w i l l  be l i t t l e  o r  no 

"market" for o w n e r s h i p  r i g h t s  in t h i s  c l o s e d  e n t ity. The 

t e r m  " c l o s e l y  h e l d "  t e l l s  t h e  e s s e n c e  of  t h e  tale. N o w  let 

us a s s u m e  t h a t  t h i s  s m a l l  b a n d  o f  i n d i v i d u a 1 s d e s i r e s  

i n c o r p o r a t i o n .  A t  f i r s t  b l u s h  it a p p e a r s  a s t r a n g e  a m b i t i o n .  

The p r o f i l e  o f  a c o r p o r a t i o n  p r e s u p p o s e s  a s u r r e n d e r  of 

i n d i v i d u a l  d o m i n i o n  o v e r  p r o p e r t y  a n d  t h e  a g g r e g a t i o n  of 

the " i n v e s t e d  a s s e t s "  in the h a n d s  o f  a c e n t r a l i z e d  m a n a g e m e n t  

c o n d u c t e d  b y  i n d i v i d u a l s  w h o  m a y  h a v e  n o  p r o p r i e t a r y  i n t e r e s t  

in the b u s i n e s s  at all. The o r g a n i z a t i o n  r e s e m b l e s  a p y r a m i d .  

T h e r e  are m a n y  s h a r e h o l d e r s  at the b a s e  e l e c t i n g  a s m a l l  

n u m b e r  of i n d i v i d u a l s  in w h o m  is v e s t e d  the p o w e r  of m a n a g e­

ment. T h e s e  " d i r e c t o r s "  s e l e c t  the o f f i c e r s  w h o  c a r r y  in t o 

e f f e c t  the b u s i n e s s  p o l i c i e s  d e f i n e d  b y  the r e p r e s e n t a t i v e  

board. In so doing, the o f f i c e r s  r e p r e s e n t  the c o r p o r a t e  

e n t i t y  in d e a l i n g s  w i t h  all t h i r d  p a r t i e s .

The e f f o r t  to u n i t e  i n d i v i d u a l s  s m a l l  in n u m b e r  and 

b o u n d  by u n i q u e  q u a l i t i e s  or t i e s  w i t h  a d e l i b e r a t e l y  

i m p e r s o r a l  entity, w h i c h  is the c o r p o r a t i o n ,  is s o m e w h a t  

a k i n  to fixing a h o r s e  c o l l a r  u p o n  a flea. T h e  fit is n o t  

c o m f o r t a b l e ;  the r e s u l t  is n o t  f u n c t i o n a l .  T h e r e  a r e  at 

l e a s t  two s o l u t i o n s  to this p r o b l e m :  r a d i c a l l y  m o d i f y  the

n a t u r e  of the c o r p o r a t i o n ;  or, d e s i s t  f r o m  the effort.

The C o m m i s s i o n  s h o u l d  be p r e p a r e d  to c o n s i d e r  both.



The a t t r a c t i o n  of “i n c o r p o r a t i o n " : W h a t e v e r  the 

u l t i m a t e  o p i n i o n  as to t h e i r  m e r i t s ,  it c a n n o t  be d e n i e d  th a t  

i n c o r p o r a t i o n  is d e s i r e d  b y  m a n y  " c l o s e l y  h e l d "  b u s i n e s s  

v e n t u r e s  a n d  t h a t  this is e n c o u r a g e d  b y  m a n y  a t t o r n e y s .

The p r o f e s s i o n a l  e n c o u r a g e m e n t  is d e s e r v i n g  o f  b r i e f  c o m m e n t .

In the m i d - 1 9 5 0 ' s  t w o  d e v e l o p m e n t s  g a i n e d  m o m e n t u m  in 

l a w  s c h o o l  c u r r i c u l a  w h i c h  have, b y  a c c i d e n t  or d e s ign, 

i n f l u e n c e d  m u c h  h u m a n  a c t i v i t y .  Fi r s t ,  t h e  a t t r a c t i o n  of 

" c o r p o r a t i o n s "  as a l e g a l  d i s c i p l i n e  w a s  e n h a n c e d  b y  an era 

o f  r a p i d  e c o n o m i c  e x p a n s i o n  a n d  p o p u l a r  i n t e r e s t  in " h igh 

fi n a n c e "  a n d  the r o l e  of  t h e  f e d e r a l  S e c u r i t i e s  a n d  E x c h a n g e  

C o m m i s s i o n .  T h e  e x p a n d e d  s c o p e  of t h i s  m a t e r i a l  d e m a n d e d  

g r e a t e r  c l a s s r o o m  t i m e  a n d  it w a s  i n e v i t a b l e  th a t  s o m e t h i n g  

h a d  to g i v e  in o r d e r  to f a c i l i t a t e  th i s  e x p a n s i o n .  The 

c a n d i d a t e  for "gi v i n g "  w a s  the l a w  o f  ag e n c y  a n d  p a r t n e r s h i p .  

O n c e  the f o r t e  of e v e r y  l a w y e r ' s  s e c o n d  y e a r  of s c h o o l i n g ,  

this m a t e r i a l  w a s  g r a d u a l l y  p u s h e d  o u t  o f  the c u r r i c u l u m .  

Today, i^ is f o r m a l l y  s t u d i e d  in a h a n d f u l  of l a w  s c hools, 

and t h e n  g e n e r a l l y  in u p p e r  d i v i s i o n  c o u r s e s  w i t h  s m a l l  

e n r o l l m e n t s .  T h e  p o p u l a r  a n d  h e a v i l y  e n r o l l e d  " b u s i n e s s  

a s s o c i a t i o n s  o r  o r g a n i z a t i o n s "  c o u r s e s  c o n c e n t r a t e  

s i n g l e - m i n d e d l y  o n  the corpora'' ion. In s u c h  a climate, the 

a d v i c e  to i n c o r p o r a t e  is less the p r o d u c t  o f  w i s d o m  than the 

r e s u l t  of i g n o r a n c e  o f  a l t e r n a t i v e s .  J o i n t  v e n t u r e s  and 

g e n e r a l  a n d  l i m i t e d  p a r t n e r s h i p s  h a v e  an a n c i e n t  h i s t o r y  

and f u n c t i o n  in the m a r k e t p l a c e ,  b u t  are i n c r e a s i n g l y  

n e g l e c t e d .  W i t h  t hese a d v a n t a g e s  u n k n o w n  a n d  unw e i g h e d ,



m a n y  l a w y e r s  w i l l  i n c o r p o r a t e  a n y t h i n g  t h a t  s h o w s  s i gns  

of life. . . e x c e p t  the n u c l e a r  family. . . b u t  i n c l u d i n g  

t h e m s e l v e s .

P r o p o n e n t s  o f  c l o s e  c o r p o r a t i o n s  l e g i s l a t i o n  j u s t i f y  

t h e i r  b i d  on s e v e r a l  g r o u n d s .  T h e y  n u m b e r  a m o n g  t h e i r  r a n k s  

m a n y  o f  the m o s t  d i s t i n g u i s h e d  a c a d e m i c i a n s  a n d  b u s i n e s s

.  y
p r a c t i t i o n e r s .  T h e i r  a r g u m e n t s  h a v e  b e e n  f o u n d  c o n v i n c i n g

3/
by l e g i s l a t u r e s  in n u m e r o u s  j u r i s d i c t i o n s .

2/
Israels, The C l o s e  C o r p o r a t i o n  a n d  the Law, 33 

C o r n e l l  L.Q. 488 (1948); D e l a n e y ,  T h e  C o r p o r a t e  D i r e c t o r :
Can His H a n d s  Be T i e d  in A d v a n c e ? ,  50 Col u m .  L.Rev. 52 
(1950); H o r n s t e i n ,  S t o c k h o l d e r s '  A g r e e m e n t s  in the C l o s e l y  
H e l d  C o r p o r a t i o n ,  59 Ya l e  L.J. 1040 (1950); Cary, H o w  
I l l i n o i s  C o r p o r a t i o n s  M a y  E n j o y  P a r t n e r s h i p  A d v a n t a g e s ,
48 N w . U . L . R e v .  427 (1953); see a l s o  19 5 3  S y m p o s i u m  on the 
s u b j e c t  w h i c h  i n c l u d e s  H o r n s t e i n ,  J u d i c i a l  T o l e r a n c e  o f  the 
I n c o r p o r a t e d  P a r t n e r s h i p ,  18 L a w  & C o n t e m p . P r o b . 435 
(1953); O'Neal, G i v i n g  S h a r e h o l d e r s  P o w e r  to V e t o  C o r p o r a t e  
D e c i s i o n s :  Use of S p e c i a l  C h a r t e r  a n d  B y - L a w  P r o v i s i o n s ,  
ibid. a t  451; Gower, The E n g l i s h  P r i v a t e  C o m p a n y ,  ibid. 
at 535, and o t h e r s  c o n t a i n e d  in the s a m e  volume; O'Neal,
M o l d i n g  the C o r p o r a t e  F o r m  to P a r t i c u l a r  B u s i n e s s  S i t u a t i o n s :  
O p t i o n a l  C h a r t e r  C l a u s e s ,  10 V a n d . L . R e v .  1 (1956); O ' N e a l ,  
D e v e l o p m e n t s  in the R e g u l a t i o n  of  the C l o s e  C o r p o r a t i o n ,
50 C o r n . L . Q .  641 (1965); B r a d l e y ,  T o w a r d  a M o r e  P e r f e c t  
C l o s e  C o r p o r a t i o n — The N e e d  for M o r e  and I m p r o v e d  L e g i s l a t i o n ,  
54 G e o . L . J .  1145 (1966).

Fo r  a h e a v i l y  d o c u m e n t e d  a s s e r t i o n  of  m o s t  o f  the 
p r o - c o n c e s s i o n  a r g u m e n t s  in the s p e c i f i c  c o n t e x t  of  A l a s k a ' s  
p o t e n t i a l  i n t e r e s t  in c l o s e  c o r p o r a t i o n ,  see Com m e n t ,  C l o s e  
C o r p o r a t i o n s  in A l a ska, 7 U C L A  A l a s k a  L.Rev. 123 (1977). '
The s t u d e n t  a u t h o r  c o n c l u d e s  t h a t  t h e r e  is s u f f i c i e n t  
f l e x i b i l i t y  u n d e r  the c u r r e n t  g e n e r a l  c o r p o r a t i o n s  a c t  to 
a c c o m m o d a t e  m o s t  of t h e  " s p e c i a l  n e e d s "  of the c l o s e l y  h e l d  
concern.

3/
To d a t e  l e g i s l a t i v e  c o n c e s s i o n s  m a y  be f o und in 

A r i z o n a  C a l i f o r n i a ,  D e l a w a r e ,  F l o r i d a ,  Illin o i s ,  Kansas,
Maine, M a r y l a n d ,  M i c h i g a n ,  N e w  J e r s e y ,  N e w  York, N o r t h  
Ca r o l i n a ,  P e n n s y l v a n i a ,  S o u t h  C a r o l i n a  e n d  Texas. Th i s  
l e g i s l a t i o n  is e x a m i n e d  in the s e c o n d  p h a s e  of this m e m o r a n d u m .

C o m m e n t a r i e s  on th i s  l e g i s l a t i o n  m a y  be f o und in the 
f o l l o w i n g  a r t i c l e s :  S tevens, C l o s e  C o r p o r a t i o n s  and the
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A  p o p u l a r  l e a d e r  w i t h  the p r o p o n e n t s  o f  l e g i s l a t i v e  

a c c o m m o d a t i o n  is the a r g u m e n t  t h a t  c i t i z e n s  s h o u l d  be 

i n d u l g e d  in t h e i r  d e s i r e  for f r e e d o m  of  choice. A  c o m p l e­

m e n t a r y  c o n t e n t i o n  is t h a t  the b e n e f i t s  o f  i n c o r p o r a t i o n  

s h o u l d  n o t  be l i m i t e d  to "big guys", b u t  s h o u l d  be a v a i l a b l e  

to t h e  m o r e  h u m b l e  a g g r e g a t i o n s  of c i t i z e n s .
f

It is a s s e r t e d  t h a t  c e r t a i n  b u s i n e s s  a c t i v i t y  m a y  n o t  

t r a n s p i r e  u n l e s s  i n c o r p o r a t i o n  is p e r m i t t e d .  V e n t u r e s  

f e a t u r i n g  a h i g h  d e g r e e  o f  r i s k  m a y  n o t  be p u r s u e d  u n l e s s  

s o c i e t y  is w i l l i n g  to h o l d  the p a r t i c i p a n t s  a b l e  to "cut 

t h e i r  l o s s e s "  by r e t r e a t i n g  b e h i n d  t h e  s h i e l d  of l i m i t e d  

l i a b i l i t y .

Tax c o n c e s s i o n s  e s s e n t i a l l y  f e d e r a l  in n a t u r e  s u g g e s t  

th a t  s t a t e  g o v e r n m e n t s  p r o t e c t  t h e i r  c i t i z e n s  by f a c i l i t a t i n g  

b r o a d  a c c e s s  to i n c o r p o r a t i o n .  To fail to take this step 

is to i r r e s p o n s i b l y  c o n d e m n  the c i t i z e n s  o f  A l a s k a  to a 

h i g h e r  f e d e r a l  tax b i l l  t h a n  w o u l d  o t h e r w i s e  be n e c e s s a r y .

P r o f e s s o r  E d w i n  J. Br a d l e y ,  a r e s p e c t e d  a d v o c a t e  of 

l e g i s l a t i v e  a c c o m m o d a t i o n ,  c o m b i n e s  the c l a s s i c a l  c l a i m s  and

N e w  Y o r k  C o r p o r a t i o n  L a w  o f  1961, 11 B u f f a l o  L.Rev. 481 
(1962); H e t h e r i n g t o n ,  T r a n d s  in L e g i s l a t i o n  for C l o s e  
C o r p o r a t i o n s :  A  C o m p a r i s o n  of the W i s c o n s i n  B u s i n e s s  
C o r p o r a t i o n  L a w  of 1951 a n d  the N e w  Y o r k  B u s i n e s s  C o r p o r a t i o n  
L a w  o f  1961, 1963 W i s . L . R e v .  92; Hall, The N e w  M a r y l a n d  C l o s e  
C o r p o r a t i o n  Law, 27 M d . L . R e v .  341 (1967); B r adley, A 
C o m p a r a t i v e  E v a l u a t i o n  of  the D e l a w a r e  a n d  M a r y l a n d  C l o s e  
C o r p o r a t i o n  S t a t u t e s ,  1968 Du k e  L.J. 425; Bradley, A 
C o m p a r a t i v e  A s s e s s m e n t  of the C a l i f o r n i a  C l o s e  C o r p o r a t i o n  
P r o v i s i o n s  and P r o p o s a l  for P r o t e c t i n g  I n d i v i d u a l  P a r t i c i p a n t s  
9 L o y o l a  L.Rev. 865 (1976).

A  n o t e d  l e g i s l a t i v e  f a i l u r e  is d i s c u s s e d  in Dickson,
The F l o r i d a  C l o s e  C o r p o r a t i o n  Act: A n  E x p e r i m e n t  That Failed, 
21 M i a m i  L.Rev. 842 (1967).



b o l d l y  r e c a s t s  t h e m  in a " p l a n n i n g "  a r g u m e n t :

The p r e e m i n e n t  p u r p o s e  o f  c l o s e  c o r p o r a­
tion l e g i s l a t i o n  is to free p l a n n i n g  f r o m  
s e n s e l e s s  l egal o b s t a c l e s .  T h e  s t r o n g  
l e g i s l a t i v e  t r e n d  is o p p o s e d  to h o b b l i n g  
the c l o s e  c o r p o r a t i o n  by  a s e t  o f  r i g i d i f i e d  
p r e s c r i p t i o n s  p e r t a i n i n g  to h o w  a c o r p o r a t i o n  
o u g h t  to be set up  and o p e r a t e d .  The 
f o r e m o s t  e x p e c t a t i o n  f r o m  a p a r t i c u l a r  c l o s e  
c o r p o r a t i o n  l e g i s l a t i v e  r e f o r m  is the d e c­
la r a t i o n  o f  a p e r v a s i v e  p r i n c i p l e  of f r e e d o m  
of  c o n t r a c t u a l  p l a n n i n g  so t h a t  t h e  p a r­
ti c i p a n t s  m a y  a d o p t  w h a t e v e r  a r r a n g e m e n t s  
t h e y  d e c i d e  are u s e f u l  a n d  c o n d u c i v e  to the 
s u c c e s s  of  t h e i r  v e n t u r e .  T h a t  p r i n c i p l e  
s h o u l d  a p p l y  to e v e r y  f a c e t  of  t h e  c l o s e  
c o r p o r a t i o n ' s  affairs. T h e  p o i n t  s h o u l d  
b e  m a d e  w i t h  the u t m o s t  c l a r i t y  t h a t  the 
p r i c e  for l i m i t e d  l i a b i l i t y  a n d  the c o r p o r a t e  
e n t i t y  p r i v i l e g e  is n o t  a p l a n n i n g  s t r a i g h t -  
j a c k e t .

The i n v o c a t i o n  of the a t t r a c t i v e  t e r m  " p l a n n i n g "  r e c a l l s  

a n o t h e r  plea. The " b a i l o u t "  a r g u m e n t  n o t e s  th a t  a l r e a d y  m a n y  

b u s i n e s s  v e n t u r e s  ha v e  i n c o r p o r a t e d  a n d  are e n c o u n t e r i n g  

g r e a t  f r u s t r a t i o n  w i t h  centralized' m a n a g e m e n t ,  o b s e r v a n c e  of 

the f i d u c i a r y  r e s p o n s i b i l i t i e s  of  d i r e c t o r s ,  the t r a n s f e r­

ab i l i t y  of o w n e r s h i p  w i t h  the t h r e a t  of u n i n v i t e d  s t r a n g e r s  

at the table, and o t h e r  "rigid c o r p o r a t e  n o r m s . "  F o l l o w i n g  

this l i t a n y  of h o r r i b l e s  c o m e s  the s u g g e s t i o n  that the 

b r i t t l e  n a t u r e  of the "law" is at  f a u l t  and s h o u l d  a m e n d  

its w a y s  w h i l e  s e e k i n g  the p a r d o n  o f  e n t e r p r i s e r s  for c a u s i n g  

them n e e d l e s s  trouble.

Fi n a l l y ,  it is c l a i m e d  that if the l e g i s l a t u r e  r e f u s e s  

to p r o v i d e  a r a t i o n a l  and c o m p r e h e n s i v e  a p p r o a c h ,  t here is 

d a n g e r  that l i t i g a t i o n  w i l l  p r o d u c e  a f r a g m e n t e d  and c h a o t i c  

r e s p o n s e  to the a s s e r t e d  need. In its e x t r e m e  form this
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