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Date of Meeting: September 5-6, 1958
Date of Memo: September 2, 1958

Memorandum No. 9
Subject: Study No. 11 - S8ale of Corporate Assets

At the July meeting the Commission instructed the staff
to obtain the views of Professors Jennings (California) and
Scott (Stanford) and Mr. Graham Sterling on this matter. A
copy of my letter to Professor Jennings and & copy of his
reply to me are enclosed. I sent an identical letter to
Mr. Sterling and a copy of his reply is also enclosed. I
had planned to.discuss the matter 'orally with Profeassor Scott
this week but find that he is on vacation so we do not have
the benefit of his views,

Drawing upon the information obtained from Profeasor

... Jennings and Mr, Sterling we have rewritten pages 8 st seq

. .ef the staff study and have drafted a new proposed Recommenda-

tion of the Commission for consideration at the September
meating, A copy of each is enclosed.
The policy questions for determination-at the September
meeting are:
_ 1.. Shall the Commission recommend the enactment of a
requirement that notice be given to all sharehclders when a

sale of corporate assets is to be approved by written cansent?
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The draft Recommendation answers thia question in the

negative. Neither Professor Jennings nor Mr. Sterling

would favor this and the Cormission has not heretofore been
inelined to favor it. (Mr. Sterling believes that if anything
along this line were done a statute of general application
would be preferable to one limited to sales of corporate
assets.)

2. If the answer to the first question is in the
negative should Section 3901 of the Corporations Code be
revised to codify this view {and the present law)? The draft
Recommendation answers this question in the affirmative.
Professor Jennings did not express an opinion on this directly
but presumably would not favor it since he did not recommend
it. Mr. Sterling’disfavars it.

3. Shall the Commission recommend that a person soli-
citing a proxy to approve a sale of corporate assets by vote
or written consent be required to so inform the shareholder
from whom the proxy is solicited? Professor Jennings proposed
this and submitted a draft statute. Mr. Sterling expressed
doubt; being concerned that the statute proposed by Professor
Jennings would be interpreted as requiring that all stock-
holders be given notice whenever action is to be taken by
written consent. The draft Recommendation includes a proposal
that a statute along the lines of that proposed by Professar
Jennings {but somewhat different in &etail) be enacted. I
assume that Mr. Sterling would think that if such a provision
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were to be snacted at all it should be made one of general
application (i.s., madé applicable to all cases in which a

proxy is to be used to give written consent to corporate
action requiring such consent) rather than being limited to
situations involving a sale of all or substantially all of the
corporate assets.

4. Shall the Jeppi decision be codified? The draft
Recommendation answers this qﬁestion in the affirmative.
Professar Jennings seea no objection to this; Mr, Sterling
did not comment on it. ,

5, If the answer to the last guestion is in the affirma-
tive; shall Section 3904 of the Corporations Code be amended
to provide'far a certification to this effect to protect bona
fide purchasers of corporate assets? The draft Recommendation
answers this question in the affirmative.

Respectfully submitted,

John R. McDonough, Jr.
Executive Secretary
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Professor Richard W. Jennings
School of Law

University of California
Berkeley, Califgrnia

Dear Dick:

The California Law Revision Commission has asked me
to write you concerning one of the studies on its enda.
The Commission believes that you are probably familiar
with the factual and legislative background of this
problem and that, in any event, yowr views on the policy
questions presented would be most helpful to the Com-
mission in formulating a sound recommendation to the
Legislature.

Some time ago the Law Revision Commission was
authorized to make a study to determine whether Sections
2201 and 3901 of the Corporations Code should be made
uniform with respect to notice to stockholders relating
to the sale of all or substantially all of the assets of
a corporation. I enclose a copy of a staff study on the -
subject which was recently completed. The study reports
that it is clear from the legislative history of Section
3901 that notice to stockholders is not necessary when
approval of a sale of corporate assets 1s obtained by
written consent of those having & majority of the voting
power. The study then analyzes some of the policy
questions presented and suggests various alternatives
for consideration by the Commission.

At its June, 1958 meeting the Law Revision Commission
determined to recommend no change with respect to Section
2201 other than to incorporate therein the substance of
the rule of Jeppi v. Brockman Holding Company, that
Section 3901 does not apply to & sale of all or sub-
stantially all of a corporation's assets which is made
in the usual and regular course of its business. The
Commission also determined to recammend that the Jeppi
limitation be written into Section 3901 and that a
related amendment be made to Section 3904, The Commission
decided to recommend that Section 3901 not be amended
to require that notice be given to all stockholders
when a sale of corporate assets is to be approved by
the written conaent of a majority. The retention of a
notice requirement in Section 2201 as respects approval
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by vote while not writing it into Section 3901 as
respects approval by written consent was thought to be
Justified because of the practice of voting by proxy

 at shareholders! meetings; since one is not required

under California law to disclose upon what iasues or
how a proxy will be voted, a sale of corporate assets
could be approved at a stockholders' meeting even though
the holders of a substantial proportion of the shares
voted in favor of the proposal by proxies were not

aware that such action would be taken up at the meeting.

At the June meeting the Commission also considered
whether Section 3901 should be amended to state expli-
citly what the research study had shown the law to be =--
i.es,; that notice need not be given to all stockholders
when approval of a sale of corporate assets is to be
obtained by written consent of a majority. It was
feared by some members of the Commission that if
Section 3901 were thus amended it might raise an
inference that such notice is required in the case of
other sections of the Code which authorizs corporate
action to be taken with the written consert of a stated
proportion of the voting shares and which ars, as Section
3901 presently is, silent as to whether notice need be
given to all shareholders when such acticn is contemplated.
No decision was reached on this question at the June
meeting,

In preparation for the July meeting of the Commission
which was held last week, the staff prepared a draft
recommendation to the Legislature on this subject which
included a draft of proposed legislative changes. 4
covering memorandum presented informatiocn relating to
various sections in the Corporations Code which authorige
action to be taken with the approval > a stated pro-
portion of shareholders, manifested by vote or written
consent. A copy of each of these documents is enclosed.
As you will see, the draft recommendation contained
some statements and proposed legislation which had not
yet been approved by the Commission.

~ At the July meseting the Commission reaffirmed its
deterinination to codify the Jeppi decision in Sections
2201 and 3901 and to amend Section 3904 concomitantly.
In the course of rediscussing the June decisions with
respect to notice to sharsholders of a sale of corporate
assets, however, one of the members of the Commission
called attention to Section 2217 of the Corporations
Code which provides that the holder of a proxy may give
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written consent to transactions requiring the consent
of shareholders. This would appear to invalidate the
distinction which the Camission had thought existed
and justified the disparity between Section 2201 and
Section 3901. In addition, the Commission found it-
self in doubt as to whether Section 3901 should be
amended to state expressly that notice to all stock-
holders is not required when a sale of assets is
approved by written consent, assuming that no sub-
stantive change is made therein,

At this point in the discussion it was suggested
that I write you and ask whether you might be able to
give some thought to and let the Commission have the
benefit of your views on the following questions:

1. Should Section 2201 be revised to eliminate
the special notice provision in respect of a sale of
corporate assets? :

2. Conversely, should Section 3901 be revised to
require that notice be given to all stockholders when &

transaction is to be approved by the written consent of .

a majority?

3. If the answers to both questions 1 and 2 are -
in the negative, how may the difference be Justified?

L, If it is determined to leave Section 3991 un-
changed substantively should it be amended to state
explicitly that notice to all stockholders is not re-.
quired when a sale of corporate assets is approved by
written consent of a majority? 1Is it likely that a
court would infer from such an amendment that notice
to all stockholders is required in the case of other
provisions of the code authorizing action to be taken
with the written consent of a stated proportion of the
voting stock and which are silent as to whether such
notice need be given?

5. If it should be deemed desirable to amend Section

3901 to make it clear that notice to all stockholders is
not required when action is taken with written consent,
would it follow that the same would be true in all

other cases in which corporate action must be approved
by a stated proportion of stockholders? If so, would

it be desirable to enact a general provision to this
effect rather than amending Section 39017

L
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While this is a rather discursive letter, I hope
that it will be more meaningful than I suspect it is
at this point when you have had opportunity to go over
the enclosed material, We would like to consider this
matter further -at the September meeting of the Commission
which is now scheduled for September 5 and 6, and would
appreciate it very much if you could let us have your
views on the questions we have posed by around the 20th
of August so that I can get them out to the Commissioners
in advance of the meeting.

If you have any questions, please call me,

Sincerely yours,

John R. McDonough, Jr.
Executive Secretary

JRM: imh
Enclosures




UNIVERSITY OF CALIFORNIA

School of Law
Berkeley 4, California

August 18, 1958

Joln R. McDonough, Jr. Esq.,
Executive Secretary

Schogl of law

Stanford, Californis.

Dear Jobn:

I have yowr lettar of July 22 in vhich you ask me to comment
upon Law Revision Commission studies to determine whether amendments
should be made to Cal. Corp. Code §§ 2201 and 3901. I appreciate the
cpportwnity which you and tha Commission have givente ne Lo express
ny views on this subject.

I have no special knowledge of the factual and legislative
background on the probvlem. The Comission stuly seems accurately
to set forth the background of the existing legislation. T should
likxe, however, to make some general comments upon these sections.

The pertinent pearts of Section 2201 concern the notice of the
snnual meeting. It specifies, among other things, that action shall
not be taken at an annual meeting on a proposal to sell all assets,
except under Section 3900, wnless written notice of the general
naturs of the proposal has been given as in the case of a special
peeting. In the abgence of this provision, it would be possille for
the management to solicit proxies {not consents) for use at an annual
meeting and comply with Section 3901 without the shareholder whose prowy
was solicited having had advance notice of the principal terms of the
transaction. ALl Section 3901 requires is that the principal terws
be approved by vote or written consents of sharehclders, The approval
byvotecou]ﬂbeucmpuahadatametingbythemtvutmg
the proxies.

Parthermore, shareholders should have specific notice of
‘extracrdinary matters to determine whether or not to attend the meeting,
irrespective of proxy solicitatfon. Thus, the notice requiremant should
ve retained in Secticon 22Q1.

If action under Section 3901 is to be taken by written consent of
shareholdere, without a meeting, the consent would have to be given
to the principal terms of the trapsaction and the nature and amount
of the considerstion. Accordingly, in the usual case, consenting share-

holders will have had full information at the time of executing the consent.
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A possible loophole exists, however, by virtue of Section 2217,
vhich authorizes the giving of a proxty with authority in the proxy-
holder to execute written consents. In theory, at least, the corpor-
ation or management could solicit praxies giving power to execute written
- congents to sell the assets, without sdvance notice of the terms of the
transaction. Furtharmore, where action is to be taken at an annusl or
special meeting, the solicitation of proxies may be made before or after
notice of the meeting, so that the proxy solicitetion meterisl, as well
as notice of the meeting, should describe the terms of the sale. To close
this avenuve, I would propose that a new section be added and numbered
_ Bectlon 3901.1 with language substantially ;in the following form:

3901.1 If proxies are solicited by the corporstion or by
or on behalf of its management, authorizing the
holder thereof to glve approval by vote or written con-
sent to any such transfer or disposition, the corporation
shall mail to each shareholder from whom proxies or conw
seats are solicited st his address appearing on the books
of the coxrporation, oxr given Ly hin to the corporation for the
purpose of notige, or if no such aldress sppears or is given,at
the place vhere the principel office of the corporation is lo-
cated, e chtatement. of the principel terms of the transactiom and
thé naburd end smount of the copsideretion.’ However,; failure to
give auch notice or the giving of a defective notice
does not invalidete the transfer or disposition.

This proposed change would preserve the present gubstance of
Sections 2201 and 3901. It would give sdéquate notice to all sharehalders
if actlion is to be taken et an amual or special meeting or to the extent
-that proxies or consents are solicited. Jf a majority acts by written
consent, there is still no necesgity to notify sharebolders who have not
been solicited. Such notice could easily be provided for, however, by
Troadening the notice provision in the new section 3901.1. I 4o not
suggest this in view of the statutory history and the position taken
by the Commission. Furthermore, my proposed solution would eliminate
any inference that notice of the transaction must be given to nonconsenting
gharebolders if such were ever justified. I have tried to demonstrate
that even now there la no conflict between the notice provisiom in.
Bection 2201 and the failure to require notice to nonconeenting shareholders
in Section 3901.

I note thaet the Comnission hes aleo reaffirped its determination to
codify the Jeppi decision in Sections 2201 and 3901 and to amend Section
3904 concomitantly. I see no objection to this proposal,

In the past Messrs, Grabam L. Sterling, Jr., of Los Angeles and
Stacy H. Aspey, Counsel for the Secretary of State, have followed
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closely technical changes ir the Corporations Code, and we have reg-
wlarly exchanged views on technical amendwents to the Code. I am
therefore taking the liderty of sending & copy of your letter to them,
together with my response. It is possible that you have alresdy
contacted Messrs. Sterling and Aspey, but I shouldd like to have them
double-check my proposal for possible “bugs”, and they may wish to
offer further or alternative suggestions, vhich I assume would be
permissable and proper.

I shall be avey from Berkeley from August 21 to September 2., If
you have any further questions concerning this metter, please let me
know.

Kinflest regards.
Very truly yours,
/8/ Richard W. Jennings
Richard W, Jennings

FWJ:j1h

ce Graham Sterling, Eeg.
k33 South Spring Btreet
1o Angeles 13, Celifornia

cc Stacy H. Aspey, Esq.,
Senior Commsel and Deputy,
office of the Becretary of State,
Secramento 1k, California
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O'Melveny & Myers

433 South Spring Street
Los Angeles 13

Refer to 5-1737-10
August 29th, 1958

John R. McDonough, Jr., Esq.,
Executive Secretary,

California Law Revision Commission,
School of Law,

Stanford, California.

Dear John:

I was on vacation the last two weeks of July

when your letter of July 22 arrived concerning Sections
2201 and 3901 of the Corporations Code. It seems hard to
believe, but a combination of unusually heavy oifice wark,
State Bar work and ABA activities prevented my getting
around to answering your letter until just now. Meantime
Dick Jennings has sent me a copy of his letter of August 18
to you on the same subject: )

" Answering specifically the questions in your letter
of July 22:

l. WNo.

2. I don't think such an amendment to Section
3901 is necessary, but see discussion below.

: 3, I think Dick Jennings has answered this
question satisfactorily. Furthermore, in view of
the requirements of Section 3901, no careful lawyer
would fail to advise stockholders of the principal
terms of the proposed sale, etc., even though Section
2201 in the case of an annual meeting and Section
2207 in the case of a special meeting might appear
to be literally ccmplied with by a notice stating
merely that one of the purposes of the meeting is
to act upon a proposal to dispose of all or sub-
stantially all of the properties of the corparation.

L. I would answer the first question und
this number in the negative. As to the secongn§
question under this number, anyone's guess is a
good as mine but I would be afraid that a court
might draw such an inference.
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5. 1 would answer the first question under
this number in the affirmative and also the second
question under this number.

. In practice I have often considered the question
as to whether notice of any corporate action which is to be
taken by written consent of the majority should be given to
all stockholders. I agree with your report that the policy
behind the present law which does not require notice in such
instances is that notice to all serves no useful purpose when
the action is to be taken upon the written consent of the
majority. In the case of a closely held corporation with
few stockholders, it seems to me there is perhaps more jus-
tification for this policy than in the case of a corporation
a majority of whose shares is held by a few stockholders and
the balance of whose shares is widely held. I suppose the
principal justification for the policy is that although there
is a strong principle of corporation law in favor of diacus-
sion of corporate action at a directors! meeting, there ls
no such principle (at least so far as I know) in favor of
discussion of corporate action at .-a stockholders® meeting,
and since by hypothesis at least under our statute the
majority stock has the power to approve the action, there
is no reason for notice in advance to the minority stock-
holders. Furthermore, financing time schedules may be
facilitated by the absence of a notice requirement where
it is feasible quickly to obtain the written consent of a
majority.

I don't think the loophole which Dick Jennings
points out is serious, It is difficult for me to imagine
that stockholders would give a "blind" proxy to management
to approve important corporate changes by written consent.
Furthermere, I would not approve corperate action taken in
reliance on written consents executed pursuant to any such
blind proxies. However, what disturbs me most about Dick's
suggested addition of a new Section 3901l.1 is that it would
not be generally understood and would probably have the ef-
fect of a requirement of notice to all stockholders whenever
action is to be taken by written consent.

In summary, I am satisfied with the statute as
it is on these points. If, however, a change in policy
is thought desirable, I would prefer a general provision
to the effaect that notice to all stockholders is required
when action is to be taken by written consent, but I think
any such general provision should call for a relatively
short notice, say at least five days, and should state
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that failure to give the notice or the giving of a defective
notice would not invalidate the transaction.

Incidentally, my compliments on the staff's study

which seems to me to be an excellent job.

Sincerely yours,

Graham L. Sterling, Jr.
GLS: zp

CC: Professor Jennings
Mr., Aspey
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RECOMMENDATION OF CALIFORNIA LAW REVISION
COMMISSION

Relating to Notice to Shareholders of

Sale of Corporate Assets

Section 3901 of the California Corporations Code permits
the board of directors of a corporation to sell, lease, convey,
exchange; transfer or otherwise dispose of all or substantially
all of the corporation's property and assets "with the approval
of the principal terms of the transaction and the nature and
amount of ths consideration by the vote or written consent of
shareholders entitled to exercise a majority of the voting
power of the corporation.,” Section 2201 of the Corporations
Code provides that when such a transaction 18 to be voted upon
at a shareholders' meeting all shareholders must be given
written notice thereof even though routine notice of meetings
has been dispensed with. The Corporations Code contains no
express requirement that such notice be given to sharsholders
when a sale of corporate assets is made with the written con-
sent of a majority of the voting shares.

The Law Revision Commission was authorized by ths 1955
Session of the Legislature to make a study to determire (1)
whether a requirement that all shareholders must be given
notice before a sale‘of corporate assets is approved by written
consent might be implied from the provisions of the Corporations
Code or has been established by court decision and (2} if not,

-1
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whether there is adequate reason for having a requirsment
that notice be given to all of the shareholders when a sale
of corporate assets is approved at a shareholders' meeting
but not when it is approved by the written consent of the
requisite number of shareholders.

As the Commission's staff study, infra, shows, it is
clear from the legislative history of Section 3901 that notice
need not be given to shareholders generally when a sale of
corporate assets is approved by the written consent of a
majority. A provision requiring such notice was enacted in
1931 but was repealed in 1933. Professor Henry W. Ballantine
who worked with the State Bar Committee which proposed the
1933 amendment states that the requirement raised a question
as to the validity of the sale if the prescribed notices were
not givem.and that the requirement did not seem to be necessary.

The Commission believes that a requirement that notice
be given to all shareholders before all or substantially all of
a corporation's assets are sold or otherwise disposed of with
the written consent of the majority shareholders should not be
enacted. The self-interest of the majority and their fiduciary
duty to the minority provide reasonably adequate protection for
the interests of the latter. Moreover, a requirement that all
shareholders be given formal notice might in some cases seri-
ously handicap a corporation in effecting such a transaction
because of the delay or publicity involved. Yet a sale of all
or substantially all of its assets may be the ohly way either
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to save a corporation from disaster or to realize upon its
assets for the greatest benefit of all of its shareholders.
The Commission recommends; therefore, that no change be made
in this respect in the Corparations Code.

One matter warranting legislative action has come to
the attention of the Commission in the course of making this

study, As the staff study, infra,, shows, a recent California
decision adopted the widely-accepted view that common law and

statutory rules prohibiting or regulating the sale of all or
substantially all of a corporation's assets should not be
applied to a corporation the very purpose of which is to sell
such assets -- e.g., a corporation organized to buy and sell
real property. In the case of such a corporation a sale of
all or substantially all of the corporate assets is a sale in
the ordinary course of business and hence within the discre-
tion of management. Yet neither Section 2201 nor Section 3601
of the Corporations Code provides expressly for this situation,
It is recommended; therefore; that both sections be amended

to except from their provisions a sale of all or substantially
all of a corporation's asseta made in the usual and regular
course of business. If this is done Section 3904 should be
amended to provide that the certificate of the secretary or
assistant secretary of the corporation that a sale of corporate
assets is made in the usual and regular course of business
shall be prima facie evidence of that fact and conclusive
evidence thereof in favor of any innocent purchaser or encum-

_prancer for value.




The Commission's recommendation would be effectuated

by the enactment of the following measure:

An act to amend Sections 2201, 3901 and 3904 of the Corporations
Code, relating to the sale of all or substantially all
of the property and assets of a corporation.

The people of the State of California do enact as follows:

SECTION 1. Section 2201 of the Corporations Code
is amended to read:

2201, At the annual meeting directors shall be
elected; reports of the affairs of the corporation
shall be considered; and any other business may be
transacted which is within the powers of the share-
holdera; except that action shall not be taken on
any of the following proposals unlasé written
notice of the general nature of the business or
proposal has been given as in case of a special
meeting; even though notice of regular or annual
meetings is otherwise dispensed with:

(a} A proposal to sell, lease; convey; exchange,
transfer or otherwise dispose of all or substantially

all of the property or assets of the corporation
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except in the usual and regular courge of its
bpsineas or under Section 3900,

{b) A proposal to merge or consolidate with
another corparation; domestic or forelgn..
$ {c} A proposal to reduce the stated capital
of the corporation,

{d) A proposal to amend the articlea; except
to extend the term of the corporate existence.

{e) A proposal to wind up and dissolve the
corporation.

{(f} A proposal to adopt a plan of distribution

of shares, securities, or any consideration other

than money in the process of winding up.

SEC., 2. Section 3901 of the Corporations Code 1is
amended to read:

3901. A corporation shall not sell; 1ease; convey;
exchange; transfer; or otherwise dispose of all or
substantially all of its property and assets except in
accordance with one of the following subdivisions:

{a} Under Section 3900.

{b) In the usual and regular course of its businass.

(¢} Under authority of a resolution of its board
of directors and with the approval of the principal
terms of the transaction and the natwre and amount
of the congideration by vote or written consent of
shareholders entitled to exercise a majority of the

voting power of the corporation.

b




However, the articles may require for such approval
the vote or consent of a larger proportion of the
shareholders or the separate vote of a majority or a

larger proportion of any class or classes of shareholders.

SEC. 3. Section 3904 of the Corporations Code is
amended to read:

3904, Any deed or instrument conveying or otherwise
transferring any assets of a corpération may have annexed
to it the certificate of the secretary or an assistant
secretary of the corporation; setting forth the resolu-
tion of the board of directors and {a) stating that the
property described in said deed; instrument or conveyance
is less than substantially all of the assets of the

corporation, if such be the case, or (b} stating that

the gonveyance or transfer is made in the usual and regu-
lar coursge of business, if such be the case, or gc! if

such property constitutes all or substantially all of

the assets of the corporation and the conveyance or
transfer is not made in the usual and regular course of
business; stating the fact of approval thereof by the vote
or written consent of the shareholders pursuant to this
article. Such certificate is prima facie e#idence of

the existence of the facts authorizing such conveyance

or other transfer of the assets and conclusive evidence
in favor of any innocent purchaser or encumbrancer for

value.

.




