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Dete of Meeting: July 18-19, 1558
Date of Memo: July 9, 1958

Memorandum No. 2

Subject: Study No. 11 - Sale of Corporate Assets,

Attached is a draft of the Commlssion's recommendation to the legis-
lature and ite proposed legislation on this subject, 7for consideretion at
ths July meeting.

The proposed amendment of Section 2201 and the first proposed amend-
ment of Section 3901 are designed to codi:t‘j' the Jeppi decision, that consent
of shareholders is not necessary when a sale of corporate sssets is made in
the ordinery course of the perticular corporation's business., A study of
the statutes of cther states which have legislated on this subject shows that
the phraseology typically used for this purpose is "usual and regular course
of business.” A related smendment of Section 390k is also proposed.

The Commission has not yet approved the other proposed amendment of
Sectian 3901, stating that notice to sharehclders is not necessary when a
sale of corporate assets is made with the written consent of sharseholiders.
The purpose of this emendment would be simply to codify the existing law as
set forth in the Staff report, thus eliminating the alleged ambiguity which
proopted the suggestion which led to this study. At the June meeting the

question was raised whether such an emendment of Section 3901 might give rise
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to the inference that such notice s necessary in the case of varicue other
sections of the code which are pimilar to Section 3501 in that they both
authorize action to be taken by written consent of shareholders and do not
specify whether or not notice of the contemplated sale must be given to all
of the sharehoclders. The thought was expressed that this problem might be
particularly acute in the case of the several kinds of corporate action
covered by Secticn 2201 which requires that special notice be given if
epproval. of such eaction is to be voted wpon at a stockholders' meeting. The
staff was asked to provide some additional information relating to this
metter; whet we have found may be summarized as follows:

1. cCases felling under Sectlon 2201. There are five typee of corp-

orate action which may be approved by either vote or written consent of a
specified proportion of shareholders and of which special notice must be
given under Section 2201 if the matter is to be voted on at a shareholders®
meeting.” In the case of three of these written notice must be given to all
shareholders if the action is approved by written consent of shareholders:
&, A prcposael to amend the articles of incorporation.

Section 3637 reguires that when written consent of

shereholders is solicited the corporation shall mail

notice of the proposed amendment to esch shareholder

of record but that failure to do so does not invelidate

the amendment:.

b. A proposal to wind up and dissolve the corporstion.

Section 4505 requires written notice to be sent to all

*a proposal to merge or consclidate with another corporation, covered Ly
Section 2201, can only be approved by e vote of two-thirds of the share-
holdexrs. :
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shareholders when a voluntary proceeding for dissolution

is commenced.

¢. A proposal to adopt a plan of distribution of shares, secu-
rities, or any consideration other than money in the
process of winding up. BSection 5006 provides that notice
of such a plen must he sent to all shareholders having s
ligquidation preference within twenty days after adoption
of ‘the plan.
In the case of the cther two the Corporations Code 1s silent as to whether
notice must be given to all shareholders if the action is spproved by writtem
consent of shereholders:
d. A proposal to sell, etec. all or aubsfantially a1l of the
propexty or assets of the corporation except under Section
3500.

€. A preoposal to reduce the stated cepital of the corpora-
tion. However, Section 1910 provides that when the
corporation applies any surplus created by reductiom of
stated cgpital to the reduction of any deficit arising
from losses in the value of corporate assets the corpora-
tion shall include a statement concerning suchk action in

its sonuwal report.

2. Cases not falling under Sectiom 2201. Below are listed five types

of corporate action which can be taken only with the consent of a stated

proportion of shareholders, given either by vobte or wriltten consent, but
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which are not listed in Section 2201 and hence presumably can be acted upon
at & shareholders' meeting even though special notice thereof is not given
to the shareholders prior to the meeting. In the case of all of these
the Corporations Code is silent as to whether notice must be given to all
shareholders when the action suthorized is taken with the written consent
of the specified proportion of shareholders:
a. Section 122 provides thet the vote or written consent of a
majority of shareholders is required to approve an election
to continue existence under the Corporations Code of a cor-

poration existing on Januery 1873.

b. Bection 500 provides that the vote or written consent of a
mejority of shareholders is required to adopt, emend or repeal

Ty-laws.

¢. Section 819 provides that the vote or written consent of a
majority of shareholiders 1ls regquired to remove s provisional

director.

d. Section 823 provides that the vote or written consent of
two-thirds of the shareholders is required toc authorize the
corporation to make a loan of money or property to or guarantee
the obligatior of any director or officer of the corporstion
or any person.

e. Section 1108 provides that the vote or written consent of
two-thirde of the shareholders is required to issue or sell
stock subject to preemptive rights without first offering it

to shareholders entitled to preemptive rights.
Reegpectfully submitted,

" John R. McDonough, Jr.
Executive Secretary
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RECOMMENDATION OF CALIFORNIA IAW REVISION
COMMISSIOR

Relating to Notice to Stockholders of Sale of
All or Substantially All Corporaste Assets

Section 3901 of the California Corporstions Code permite the board of
directors of & corporation to sell, lease, convey, exchange, transfer or other-
wise dispose of all or substantially all of the corporation's property and assets
“with the approval of the principal terms of the transactions and the nature aend
amourt of the consideration by the vote or written comsent of sbareholders
entitled to exercise a majority of the voting power of the corporation."” Sec-
tion 2201 of the Coarporetions Code provides that when such a transaction is
to be voted upon at a sharehclders' meeting sll shareholders must be given
written notice thereof even though routine notice of meetings has been dispensed
with. The Corporations Ccd; containe no express provision, however, as to
whether ali shareholders must be notified when a sale of 2ll or substantially
all of the corporete assets is made with the written consent of a mejority of
the voting sheres. | |

The Law Revision {ommission was asuthorized hy the 1955 Session of the Legia-
lature to make & study to determine (1) whether a requirement that all share-
holders must be given notice before such a transaction is approved by written
congent might be implied from the provisions of the Coxporstions Code or has
been established by court decision and {2) if not, whether there is adequate
reason for having a requirement that notice be given to all of the shareholders
vhen a sale of corporate assels is approved at a shareholders' meeting but not

when it is approved by written congent of the reguisite number of shareholders.
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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 all
shareholders vhen a sale of corporate assets is approved by written
congent of a majority. A provision requiring such notice to be given
was enscted in 1931 but wes repealed in 1933. The Commission believes
that the present law is sound, The gelf-interest of the majority share-
holders and thelr fiduciary duty to the mincrity provide reasonably
adequate protection for the interests of the lastter, Moreover, a require-
ment of giving formal notice to all shareholders might, Pecause of the
delay or publiclity involved, seriously handicap a corporation in effectua-
ting such & transection. Yet in many cases a sale of all or substan-
tially all of its assets may be the only way either to save a corporation
from diesaster or to realize upon its assets for the greatest benefit of
all of its sharehoiders. The Commission recammends, therefore, that no
substantive change be made in this- respect in the Corporations Code.
[However, to avold any future ambiguity or the matter, the Commiseion
recommends that Section 3901 be emended to state that notice to &ll of
the sharsholders is not necessary when corporate assets are scld with
the written consent of those shareholders having & majority of the
voting power, ]

Oﬁ the other hand, the Commiseion does not believe that the present
requirement of Section 2201 that &ll shareholders be notified when a
sale of corporate assets 1ls to be voted upon at a shareholders’ meeting
should be repesled. The reason is that insofar as the law of this State
is concerned shereholders' proxies may be solicited without informing the
shareholder of the matters to be voted upon et the meeting., Thus, a

majority vote approving such a trensaction might be cast at = share-

.
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hoiders' meeting even though the holders of some of the shares voted in
favor of the proposal had not actually known about or approved the
proposed transaction. Section 2201 is a desirable safeguard against this
contingency.

While the Commission reccmmende that no substantive change be made
in the law of this State relating to notice to shareholders of the sale
of all or substantially all of the assets of a corporation, cne matter
warranting legislative actlon has coma to its attenticn 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 sub-
stantially all of a corporation's assets are not applicadle to a corp-
oration the very purpose of which is to sell such assets -- e.g., a
corporation organized to buy and sell resal property. In the case of
such a corporation a sale of all or substantially all of the corporate
assets is & sale in the ordinary course of business and hence within
the discretion of management., Yet neither Section 2201 nor Section 3901
of the Corparations Code provides expressly for this situstion. It is
recommended, therefore, that both sections be amended to except from their

rrovisions a sale of all or substantially all of a corporation's assets

‘made in the ususl and regular course of business. [If this is done it

will be necessary or &t least desirable to amend Section 390k to provide
that the certificate of the secretary or assistant secretary of the
corporation that a sale of cor:po:"ete mssets is made in the usual and
reguler course of business shall he prims facle evidence of that fact and

conclusive evidence thereof in favor of any imnocent purchaser or encum-
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brancer for value, ]

The Comnission’s recomaendation would be effectuated by the enact-

ment of the following measure:

An act to amend Sections 2201 apd 3901 of the Corporations Code, rela-

ting to the sale of all or substantially ail of the property and

aspets of a cmgora.tion.

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

SECTION 1. Section 2201 of the Corpormtions Code is emended to reed:

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 shareholders,
except that action shall not be taken on any of the following proposals
unless written notice of the genesrsl neture of the 'busineﬁs or proposal.
bas been given as in case of a apecial meeting, even though notice of
regular or annual meetings is otherwise dispensed with:

(a) A proposal to sell, lease, convey, exchange, transfer, or
otherwlise dispose of all or substentimlly all of the propexrty or assets
of the corporation except in the usual and regular course of its business

or under Section 3%900.

(b) A proposel to merge or consolidate with another corporation,
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domestic or foreign.

{e) A proposal to reﬁ.uée the stated capital of the corporation.

{d) A proposel to smend the articles, except to extend the term of
the corporate eximtence.

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

{£) A proposal to adopt a plan of distribution of shares, securi-
ties, or any consideration other than money in the process of winding wp.

SEC. 2. Section 3901 of the Corporations Code is amended %o read:

3501.. A corporation shall not sell, lease, convey, exchange, trans-
fer, 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.

(v} In the usual end regular course of its business.

¢) Under authority of a resolution of its board of directors amd
with the spproval of the principal terms of the tramsaction and the
nature and amount of the consideration by vote or written consent of
shareholdere entitled to exercise a majority of the voting power of the

corporation, When action is proposed to be taken with the writiten con-

gent of sharsholders it is not necessary tg_give all of the shereholders

notiee thereof.

However, the articles may require for such approval the vote or
consent of a larger proportion of the shareholders or the separate vote
of & majority or a larger proportion of any class or classes of share-
holders.

SEC. 3. Section 390k of the Corporations Code is amended to read:

390k, Any deed or instrument couveying or otherwlse transferring
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any essets of a corporation may have snnexed to it the certificate of the
secretary or an assistant secretary of the corperation, setting forth the
resclution of the board of directors and (a) stating that the property
described in ssid deed, instrument or conveyance is leess than substan-
tially all of the assets of the corporation, if such be the case, or (b)

stating thet the convevaence or transfer is made in the ususl and regular

courge of business, if such be the case, or (e¢) if such property consti-

tutes all or substantially all of the assets of the corporation and the

conveyance or transfer is not made in the ususl and regular course of

business, stating the fact of approval therecf by the vote or writien
consent of the shareholders pursuant to this article. Such certificate
is prima facie evidence of the existence of the Pacts authorizing such
comveyance or other transfer of the assets and conclusive evidence in

favor of any innocent purchaser or encumbrancer for value.
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