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The General Téndency of Legislation of Special

Corporate Rules for the Close Companies
Chul Song Lee'

L. The Choice of Corporate Forms for Small or Close Companies

A typical corporate form of an enterprise of which owners take only the limited liability for the
enterprise’s debt is a stock corporation. Since a stock corporation was introduced and developed as a legal
vehicle for a large firm of which the capital is publicly generated ( publicly held) , the stock corporation
involves many stakeholders such as public investors and creditors (including laborers and consumers. It
basically means that the stock corporations’ management should be under public monitoring and
surveillance for the protection of the -stakeholders and that, therefore, corporations’ organization and
decision ~ making process should be subject to the strict rules provided by law.

However, there exist many business carriers who want a corporate form the equities of which are
closely owned by themselves, with a simple organization handled by themselves, while they can still
enjoy the limited liability as seen in the stock corporation. Such a demand can be partly satisfied by the
legislation of another corporate form—with limited liability, close ownership and simple organization:
the Limited Liablity Company—in many countries. Germany which was the creator of the Limited
Liability Company, and Japan as its primary successor( under the Commercial Code of before 2005) and
Korea and China, as the secondary successors, provide good examples.

The limited liability company has been known to be a standard form of the small and medium sized
company in Germany. More specifically, 82,533 limited liability companies are operating in Germany as
of the end of 2009, while there are only 3219 stock companies. But the situation is quite different in
Korea. In Korea, more than 92% of 730 thousand companies are stock companies while the limited
liabilitycompanies occupy only 5% , and again more than 90% of the stock companies are small
companies with the capital of 100 million Korean Won ( approx. 600 thousand Yuan) ,more or less. The
reason why the stock company is in such a high demand even among such tiny enterprises is discussed
below.

The legal structure of the limited liability company is quite different from that of the stock
corporation. As an example, § 545 (1) of the Korean Commercial Act as well as §24 of the China
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Company Act provides that the number of the equity holders of the limited liability company cannot
exceed fifty. It means that the limited liability companies should be fatally small. In other words, if the
owners of a limited liability company want to make their business” volume bigger by introducing new
investors exceeding fifty they have to dissolve their company and establish a stock company. Concerned
about such a troublesome possibility, someone who starts business in a corporate form even with small
money but with an ambition to become an owner of a large enterprise may prefer a stock company as the
initial form of his or her enterprise.

In addition, since it is usually more convenient for trade partners to share the same enterprise form,
there is a tendency among business carriers to follow the choice of the majority group. This may explain
another reason for thepreference for the stock company in Korea, as the form is simply popular in Korea.

II. The Necessity of the Special Rules for Small and Close Companies

Even a small enterprise can be incorporated as a stock company and their investors can benefit from
using this corporate form, but they have to face two demerits of the stock company. One is the
compulsory openness of the management and the other is the size of the management organization. A big
organization inevitably invites the complexity of procedure for handling the organization. These two
demerits result in the excessive cost for maintenance of the organization and the disclosure of the firm'’s
internal situation that the owner would not want.

Let’s imagine a Chinese company X with a minimum capital of 5 million Yuan, which was
contributed by only one family members consisting of Mr. Wang, his wife, and his one son. Chinese
Company Act demands that a stock company should have 5 directors and 3 auditors which compose the
board of directors and the board of auditors, respectively. In addition, the outside accountant’s review of
the financial documents is compulsory ( China Company Act Section. 109,118,165). This means Mr.
Wang has to invite at least 5 directors or auditors and one accountant from other than his family
members.

I don’t know how much the compensation of directors and auditors of Chinese companies would be,
but it seems to be a big burden for Mr. Wang, the owner of the stock company X to pay the salaries to
eight officers and the compensation for one outside accountant.

500 million Yuan's minimum capital is the additional entry barrier that seems to be unique in China.
I am afraid to say but there may be millions of young Bill Gates in China who are unable to incorporate
their companies because of the shortage of 500 million Yuan.

Eight officers and one outside accountant would mean wide disclosure of the enterprises’ internal
situation , which the owners of the business are usually reluctant to undertake when the business is small.

In sum, the general rule for the stock company itself may not necessarily be ideal for the enterprise
owners who want to maintain their business privately with their close friends or family members
supported by a tiny amount of capital.

For the reasons mentioned above, small enterprise owners appeal the legislators to design special
rules that they can observe with a low compliance cost. To accommodate these demands , most countries
provide for different rules for the publicly held company and closely held company, or for the large or
general stock company and the small company. The examples are discussed below.
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ITL. The Criterion of the Application of Special Rules

What kind of companies would be the object of the special rules? As the terms to identify them, I

use the term of“ small companies” versus “large companies,” and “public companies” versus “close
companies. ” And in addition, ‘listed companies” and “non - listed companies” also can be discussed as
a criterion of application of the different rules. These three categories can be said to overlap among each
other. The listed companies are usnally big and their ownership and management are open, while the non-
listed companies are usually small or medium sized and their equities are held by few members or
sometimes one person,and the detailed information of non - listed companies are not publicly disclosed.

Since listed companies and non-listed companies are clearly differentiated by whether listed or non —
listed , the designation or the application of the special rules for non - listed companies or listed companies
would not be so difficult. Partly for this reason,in Korea, many special rules exist in the company law
regarding listed companies. For examples, the legal requirements to exercise the minority rights in the
listed companies are lowered in comparison with the general stock companies. And the Capital Market
Act provides for a broad flexibility for the financial management of the listed companies; for instance, the
strict rules of the Company Act to prohibit the acquisition of its own stocks by the company does not
apply to the listed companies and the limitation of issuance of the non - voting stocks are mitigated for
the listed companies ( Section 165 —2 Capital Market Act). Since such provisions have been introduced
to favor the listed companies, however, they are thought to be irrelevant to our discussions for the close
companies.

The publicly held companies and closely held companies seem to be a useful criterion for classifying
companies in legislation of companies act. The Delaware General Corporation Law can be introduced as a
typical legislation for close companies. This law,in addition to the general rules to be applicable to all
stock companies, have special rules to allow the close companies to keep close ownership and close
management.

On the other hand, Korean company law , through two times’ amendments, introduced special rules to
provide small companies with favorable exceptions to the general corporate rules. These rules, regardless
of the closeness of ownership and management, allow the small companies to simplify their organizations
and procedures so that they may save cost to maintain the formal organization and legal procedures.

Then, the Delaware law as an example of special rules for close companies and Korean law as an
example of special rules for small companies will be introduced below.

IV. Special Rules for Close Companies

The Delaware General Corporation Law Subchapter XI V ( Close Corporations; Special Provisions)
contains special rules for the close companies. Concerning any other matters than what is covered by the
special rules,even the close companies are also subject to the general corporate rules.

(1) Definition

A close corporation denotes a corporation of which shareholders do not exceed thirty, of which all
stocks are subject to one or more of the restrictions on transfer,and which does not make a public offering

The General Tendency of Legislation of Special Corporate Rules for the Close Companies



of any of its stocks( § 342(a) (1),(2),(3). Del. Gen. Corp. Law). To be incorporated as a close
corporation , the corporation should contain such conditions in its certificate and the certificate should have
a statement that it is a close corporation( § 343).

(2) Contents of the special rules

1) The certificate of incorporation of a close corporation may set forth the qualification of
stockholders, either by specifying classes of the persons who shall be entitled to be holders of record of
stock of any class or by specifying classes of persons who shall not be entitled to be holders of stock of
any class or both( §342(b)).

2)The most notable characteristics of special rules for close corporation can be said to allow the
company to exclude the doctrine of separation of ownership and management. Any written agreement
among the stockholders of a close corporation holding the majority of the outstanding stock entitled to
vote can be made in a way that stockholders restrict or interfere with the discretion or powers of the board
of directors regarding the conduct of the business and affairs of the corporation. The effect of any such
agreement is to relieve the directors and impose upon the stockholders who are the parties to the
agreement the liability for the managerial acts( § 350). '

3) In addition, the certificate of the incorporation of a close corporation may provide that the business
of the corporation shall be managed by the stockholders rather than the board of directors. So long as such
provisions are in place,no stockholders’ meeting need to be called to select directors and the stockholders
shall be deemed to be directors for the purpose of applying the corporate law( §351).

4) Concerning any other corporate matters such as declaration of dividends, stockholders may make
an written agreement that treats the corporation as if it were a partnership( § 354).

In sum,while a close corporation holds its identity as a corporation externally,on the one hand, its
autonomy and corporate nature are so diluted as to allow broad discretion of stockholders about corporate
matters on the other hand. In other words, a close corporation can be said to be a corporation of which
inside is filled with partnership.

A similar legislation can also be found in the Go - do Kaisha({ company ) of the Japanese Company
Act of 2005. It denotes a company of which all investors take limited liability for corporate debts and are
in charge of management themselves, and any other corporate matters are subject to partnership rules
(Japanese Company Act § 576(4) ). Although it has a quite similar nature with close corporation of the
U. S. ,they are not alternative forms because the Go — do Kaisha is not a stock company (the Go - do
Kaisha are known to be introduced modeled after the limited liability company of the U. S. A. ).

V. Special Rules for Small Companies

As previously mentioned, for the small companies Korea Commercial Act carves out several
exceptions from the general rules. And the main purpose of the exceptions are to focus only on saving the
cost for maintaining a normal size of corporate organization, not to support close ownership and close
management,as also mentioned above. As the companies which benefit from these rules are small,
however, they eventually belong to the category of close companies.

It was 1998 amendment that the company law ( Korean Commercial Act) provided for the exceptions
for small companies for the first time. At that time, the exception dealt with only the number of directors,
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but the following amendment of 2009 increased the exceptions as introduced below.

( 1) Definition

To identify the small company applied by the special rules, the company law provides for the
standard on the basis of size of the company. Instead of using the word," small,” the company law
applies the special rules to the companies of which the capital is less than one billion Korean Won
(approx. 600 million Yuan). In this paper,the " small companies” are continuously used to identify the
rompanies belonging to this group).

(2) Special rules

1)When a company is incorporated, its certificate of incorporation should be written in a notarial
deed. Since the compensation for the notary public’s work is usually expensive, the notarial deed is
burdensome to most incorporators. Therefore, for the purpose of encouraging creation of enterprises, the
company law exempts the small companies from the requirement of the notarial deed( ( Commercial Act
§292).

2)To register the incorporation of a company , the incorporators should actually pay the consideration
for the stocks they subscribed to a specified bank prescribed in the certificate. To simplify the procedure
of incorporation, company law allows registration of incorporation if a bank deposit amounting to the
capital is proved( § 318(3)).

3)To hold a stockholders’ meeting , the company should issue a written notice to the stockholders in
two weeks prior to the date of the meeting (by recent amendment,the company may use electronic data
instead of written notice) ( § 363 (1)). The observance of the deadline of notice and making written
notice are very burdensome and costly requirement for the company (in addition, as most Korean
companies adopt the calendar year as their fiscal year, the stockholders meetings of companies are
concentrated in March. So it is not uncommon that the delivery of notice is so delayed that stockholders
complain about it).

The company law also allows the small companies to hold stockholders’ meeting without written
notice in advance if all stockholders agree. Additionally , written agreement of stockholders can take the
place of the resolution in the actual meeting( § 363(5) ).

4) The most significant exception for the small companies can be said to be the favorable
requirement for numbers of directors and auditors, because the number of directors and auditors is usually
the most significant factor of cost for corporate organization. Normally, a stock company should have
more than three directors and at least one auditor. But the small company may have only one or two
director(s) and is allowed to select no auditor ( § 383(1) ,409(4) ). Since a board cannot be composed
in the company where only one director is elected, the power of the board of directors assigned by the law
is divided into two parts,and exercised by the sole director and stockholders’ meeting respectively.

5) As previously mentioned, the restriction on transfer of equities is one of the requirements for close
companies under Delaware law. Under the Korea company law , however,any company , regardless of the
size of companies, can restrict on the Ir.ansfer of equities ( §335(1)). It is natural that the listed
companies cannot have any rule to restrict on the transfer of stocks.

V1. Conclusion

Most jurisdictions apply strict rules to the management of stock companies. And it is the general
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