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Corporations

Shareholder Drag-Along Rights in Illinois
By Markus May

Drag-along rights let majority shareholders force others to sell at the same price
and on the same terms, thereby making the shares more valuable. The author
argues they are enforceable in Illinois and offers a checklist for drafting dragalong provisions.
People like control and certainty. Many business owners create agreements to delineate the
parameters of their relationships.
In corporations with relatively few owners, this often takes the form of shareholder agreements that
govern the sale and transferability of shares and set forth other provisions regulating the
shareholders’ relationship. One of the provisions increasingly included in shareholder agreements is
a “drag-along” right.
A drag-along right allows a majority shareholder1 to force the other shareholders to sell their shares
for the same price and on the same terms as the majority shareholder. This often allows the
controlling shareholder to obtain a higher price for the stock than if he sold only his portion of the
company. Some drag-along clauses are drafted so the controlling shareholder can require minority
shareholders to vote their shares to approve a sale of substantially all the assets of a company or a
merger.

Let’s look at a simple example. Assume Joe owns 80 percent of ABC Corp. and Mary owns 20
percent. Joe wants to sell his stock to Susan. However, Susan prefers to own 100 percent of the
stock because (1) she doesn’t want to go into business with Mary, whom she doesn’t know, (2) she
doesn’t want to account to Mary for her actions, (3) she wants to avoid potential shareholder
disputes, and (4) she wants to maximize her ability to sell to a later purchaser. For these reasons, if
Susan can buy all of the ABC Corp. stock, she will pay more per share than if she can only buy less
than all of the stock. If the ABC Corp. shareholder agreement contains an enforceable drag-along
right, Joe could force Mary to sell her shares to Susan.
So, are drag-along rights enforceable in Illinois? To answer this question, two other questions must
be answered affirmatively: (1) Are restrictions on the purchase and sale of stock allowed in
shareholder agreements? (2) If so, are drag-along rights enforceable buy-sell provisions in
shareholder agreements?

Are buy-sell restrictions allowed in shareholder agreements?
The Illinois Corporate Code (“Code”) provides that restrictions on the transfer of stock may be
imposed by an agreement between shareholders.2 The Code also provides that shareholder
agreements are allowed so long as they relate to the management of a corporation, “no fraud or
apparent injury to the public or creditors is present, and no clearly prohibitory statutory language is
violated.”3 Further, the common law, which is incorporated into the Code,4 provides that shareholder
agreements are enforceable contracts between shareholders so long as they are “not dishonest,
violative of the rights of others, or in contravention of public policy.”5
Therefore, buy-sell restrictions are allowed in shareholder agreements, so long as they do not violate
the law, injure the public or creditors, or commit a fraud.6 This leads us to the second question.

Are drag-along rights enforceable buy-sell provisions?
The Code provides: “A restriction on the transfer of securities of a corporation is permitted by this
Section if it: [constitutes one of four situations – none of which specifically includes drag-along
rights]....”7 Because the specifically enumerated sections of this section of the Code do not provide
for drag-along rights, some other authority is required for drag-along rights to be enforceable in
Illinois. This authority is found in section 6.55(e) of the Code, which provides as follows: “Any other
lawful restriction on transfer or registration of transfer of securities is permitted by this Section.”8
Section 6.55 of the Code is based upon Delaware Corporate Code Section 202, and subsections (c)
and (e) are basically the same as the Delaware provisions that existed prior to 1999. However, in
1999 Delaware amended subsection (c) to specifically provide that drag-along rights are
enforceable.9
Initially, there is a question whether 6.55(e) allows a shareholder agreement to include drag-along
rights or whether the listing of certain situations in 6.55(c) somehow limits adding drag-along rights
to shareholder agreements. Illinois courts have not specifically addressed this question. However,
the plain language of 6.55(e) indicates that “any other lawful restriction on transfer” is allowed, in
addition to the four restrictions in 6.55(c).10
Therefore, if drag-along rights are an “other lawful restriction” under common law, they will be
enforceable. Both Illinois common law as well as Delaware common law are instructive in
interpreting Section 6.55(e).

Illinois common law: reasonable drag-along provisions should be enforceable
No Illinois courts have interpreted what constitutes an “other lawful restriction on transfer” of stock
under section 6.55(e). Therefore, a court would need to determine the types of stock restrictions
allowed under Illinois common law to determine if drag-along rights should be enforceable.
In Galler, the Illinois Supreme Court ruled that where no injury to a minority interest appears, no
fraud or injury to the public is present, and no statute is violated, “we can see no valid reason for
precluding the parties from reaching any arrangements concerning the management of the
corporation which are agreeable to all.”11 Thus, a shareholder agreement that had a purpose of
providing income for shareholder families and which had a buy-sell provision between shareholders
was valid.12
The validity of the buy-sell provisions was not explicitly ruled upon in Galler; rather, the court
presumed the buy-sell provision was valid. Galler was decided before the Code provisions were
enacted, but shows a strong policy in Illinois to enforce shareholder agreements and the private right
to contract so long as public policy is not violated or third parties are not harmed. Thus, under Illinois
common law, reasonable restrictions which do not violate law or public policy are enforceable.13
Drag-along rights are basically buy-sell agreements between shareholders that mandate the sale of
stock in certain situations. Drag-along rights do not violate third party rights, as they are entered into
between consenting shareholders.14 There is no law against such agreements and they do not
violate any public policy. Therefore, if an Illinois court were to apply Illinois common law to determine
whether drag-along rights constitute an “other lawful restriction on transfer,” typical drag-along rights
should be enforceable.
Note, however, if drag-along rights are more expansive and require shareholders to vote their shares
to approve the sale of substantially all the assets of corporation or a merger, then a shareholder may
be entitled to dissenter’s rights.15 Illinois law is unclear as to whether dissenter’s rights can be waived
in a shareholder agreement (there is no case on point), but in drafting such provisions, the attorney
would be well advised to couch them as “voting agreements” which are specifically enforceable in
equity under Illinois law and to specifically reference the knowing waiver of dissenter’s rights.16

The Delaware standard: stock transfer restrictions okay if “reasonable”
Unlike Illinois courts, the Chancery Court of Delaware has expressly ruled on the meaning of “any
other lawful restriction.” As the Illinois statute is based on the Delaware statute, an Illinois court
would likely examine Delaware law and, absent a good reason, interpret the language the same way
as the Delaware courts.
A Delaware court has held that an “other lawful restriction” in subsection (e) is valid if it was
“reasonable.”17 This includes being “reasonably necessary to advance the corporation’s welfare or
attain the objectives set forth in the corporate charter and determining this requires balancing the
policies served by the restrictions against the traditional judicial policy favoring the free transfer of
securities.”18
Thus, requiring a shareholder to offer a corporation a first right to purchase stock was allowed
because maintaining stock ownership among employees was reasonable.19 Refusal rights that allow
shareholders to maintain their proportionate interest in a company are also considered to be
reasonable restrictions.20

However, it is not reasonable to require the sale of stock merely so the board can choose
shareholders who are agreeable to the board.21 Note that Delaware courts are reluctant to invalidate
stock restrictions because they are unreasonable and they are deferential to decisions of
shareholders to place restrictions on stock.22 Therefore, in Delaware, “any other lawful restriction” will
be considered “reasonable” if the restrictions are “reasonable to achieve a legitimate corporate
purpose.”23

The legitimate-corporate-purpose test: law from other jurisdictions
What do the cases and statutes say about whether drag-along rights are reasonable to achieve a
legitimate corporate purpose? Neither the Illinois Corporate Code nor Illinois case law specifically
reference drag-along rights. Only 18 cases nationwide have referenced “drag-along” rights in the
corporate context and all 18 assumed drag-along rights are enforceable.24 There was no case in
which a party claimed drag-along rights are unenforceable.
For a court to assume drag-along rights clauses are enforceable is a good indication it believes there
is a reasonable corporate purpose for such clauses. In fact, one court has stated drag-along rights
are “customary” in certain shareholder agreements.25
Delaware’s addition to its corporate code in 1999 of a specific provision allowing drag-along rights
can also be seen as evidence that such clauses are viewed as being for a valid corporate purpose. If
they were not, the Delaware legislature would not have added them to the statute.26
Additionally, in 2010 the Corporation Law Committee of the New York City Bar Association published
an article on shareholder provisions which, after discussing the lack of case law enforcing dragalong rights, provided a number of drafting considerations with respect to drag-along rights.27
Presumably, the Corporation Law Committee believed drag-along rights are reasonable to achieve a
legitimate corporate purpose or it would not have created drafting considerations.
Some legitimate corporate purposes for drag-along rights include (1) allowing the controlling
shareholder to maximize price and effectively sell a larger portion of the company than it owns, (2)
facilitating corporate governance by decreasing potential dissension between existing minority
shareholders and a new owner, and (3) facilitating the sale of a company’s stock as buyers are more
likely to buy when they own a greater amount (especially 100 percent) of a company. Typically,
minority shareholders are protected in the purchase price because their shares are purchased for
the same price and on the same terms as the controlling shareholder’s shares. This generally
provides the minority shareholders with a greater price than if they were selling the stock on their
own.
A corporation is an entity distinct from its owners. Arguably, allowing a buyer to obtain ownership of
the company without needing to deal with minority shareholders is in a corporation’s best interests. If
there are disgruntled minority shareholders, there can be distractions and added expense to the
company. Therefore, corporations may operate more efficiently if they can avoid disputes with
minority shareholders.
In sum, the arguments that drag-along rights are reasonable to achieve a legitimate corporate
purpose are that they (1) are often assumed to be enforceable by courts; (2) are specifically
provided for in Delaware’s statute; (3) are often used in certain shareholder agreements; (4) are
discussed as though they should be valid in scholarly journals; (5) facilitate higher prices for all
shareholders; (6) help eliminate dissension among future shareholders; (7) can eliminate corporate
distractions, improve efficiency, and increase profit; (8) help shareholders to freely contract between

themselves as they see fit in order to regulate future ownership of the corporation; and (9) facilitate
the sale of stock.
There appears to be nothing in the law to indicate why properly drafted drag-along rights are not
reasonable to achieve a legitimate corporate purpose. Therefore, lawyers arguing for their
enforceability are well-positioned for success.

Drafting checklist
A drag-along clause can be a relatively short and simple statement in a shareholder agreement
providing that the minority shareholders agree to sell their shares for the same price and on the
same terms as the controlling shareholder. Of course, the clause can also be much more detailed
and address a number of related issues. Here are factors to consider in drafting a drag-along
provision.28
1. Can the drag-along right be enforced for less than 100 percent of the company stock?
2. When can the drag-along right be triggered? Can it be triggered at any time or only when certain
financial or timing standards are met?
3. Should the dragged-along shareholders make representations and warranties?
4. Should the dragged-along shareholders indemnify the buyer?
5. Do minority shareholders pay a pro-rata share for breaches of representations and warranties and
other agreements? Is there a “not to exceed” amount or joint and several liability or no liability for
minority shareholders?
6. Should the dragged-along shareholders make any post-closing covenants, e.g., noncompetition
covenants?
7. Are dragged-along shareholders subject to any post-closing purchase price adjustments?
8. Are there any escrow or hold-back requirements that apply to the dragged-along shareholders?
9. If there is a seller note, do the dragged-along shareholders get paid out early or share pro-rata
and have to wait to receive full purchase price?
10. If there is a contingent sales price (e.g., earnout), how/when is this distributed?
11. To what other extent are dragged-along shareholders necessary parties to the contract, e.g., do
they consent to allowing equitable and injunctive relief to issue against them?
12. Is there a minimum sales price that would allow the drag-along rights to be enforced? For
example, if the price is too low, can the drag-along rights not be enforced? Note this may implicate
fiduciary duties for shareholders and trustees as well as possible fraudulent conveyance law.
13. What happens if stock options exist or can be exercised while the sale is pending? Should such
options lapse if not exercised or should there be a mandatory sale of the options to purchaser?

14. Should the clause provide that shareholders agree to vote their shares to approve any matter
that must be submitted to shareholders to complete the proposed sale?
15. Do minority shareholders have to pay a pro-rata share of transaction expenses?
16. Ensure all shareholders deliver certificates prior to closing with a stock power to deliver to
purchaser.
17. Identify all types of transactions to which the drag-along right may apply. Should it include
merger, share exchange, sale, lease, or exchange of all or substantially all assets of the
corporation? This may not be necessary if the controlling shareholder controls enough shares to
approve such transactions without dragging along the minority shareholders.
18. If there is an expansive drag-along that also requires voting of shares in the event of a merger or
sale of assets, dissenter’s rights research should be updated. Consider adding a specific waiver of
dissenter’s rights, a specific voting agreement, and proxies in order to later argue dissenter’s rights
were freely and knowingly waived.
19. Should the minority shareholders grant a power of attorney so the drag-along right can be
enforced by the controlling shareholder and by the secretary of the corporation if a minority
shareholder is uncooperative?
20. If there are multiple classes of stock, review how the language will affect the various classes and
consider if different classes should be treated differently.
21. How detailed should the clause be with respect to when the minority shareholders are to transfer
the shares (before or at closing, escrow language, etc.)?

Conclusion
Until the Illinois Supreme Court rules, or the statute is changed to specifically allow drag-along rights
in shareholder agreements, there is not a 100 percent guarantee drag-along rights are enforceable.
However, if an Illinois court were asked to rule on the enforceability of a drag-along provision,
everything points in the direction of the court finding the provision enforceable, provided no fraud or
apparent injury to the public or creditors is present. Of course, this presumes the controlling
shareholder is acting fairly and not violating any fiduciary duties to the minority shareholders.29
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