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Memorandum No. 4
SURTECT: Study #11 - Corporations Code

Attached is a memorandum prepared by Mr. Stephens relating to the
Commission's proposal (4. B. 403) to codify the decision of the Jeppi case,
that Section 3901 of the California Corporations Code does not require the
consent of sharcholders to & sale of all or substantially ell of the assets
of a corporation when the sale is made in the usual and regular course of
the corporation’s business.

In & covering memorandum to me Mr. Stephens states that the memorandum
attached is "based on a research of the cases cited in the staff study, &
review of the statutes of all other states, Sherardization of the Jeppl
case, a review of texts cited In the staff study and a2 search through the
American Digest System back to 1906."

It is recommended that this memorandum be used as the basis for
further negotiati;ns with the State Ber Committee on Corporstions and
that the Commission decide at the March meeting to adhere to its recostnenda-
tion on this subject even if this should mean active opposition from the
State Bar before the legislative committees.

Respectfully submitted,

John R. McDonough, Jr.
Executive Secretary
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MEMCRANDUM

Section 3901 of the California Corporastiocns Code provides,
generally, that a corporation mey not sell or otherwise dispose of
&ll or substantially all of its property except under authority of a
resolution of its board of directors and with the approval by vote
or written consent of shareholders entitled to exercise & majority
of the voting power of the corporation. The Californis Law Revision
Commission hes recommended that this section be amended sc as to
mske it inapplicable to sales by a corporation "where made in the
usual and regular course of its business.” This recommendation
is pased upon the following considerations:

1. It iz now the law in California. This was decided by the

1
California Supreme Court in Jeppi v. Brockman Holding Company which

involved the gquestion whether failure to obtain the consent of the
majority of stockholders to a contract to sell substantially all
of the corporation's property invalideted the contract of sale. The
court held that Section 3901 was not applicable and that the
transaction was not ultra vires because the sale was one made in
the furtherance of the husiness for which the corporation was
organized, The court stated:

The provisions of the statute should not be applied solely

upon the basis of the quantity of the property; the test

which determines the question of the necessity for consent

of the gtockholders is, "whether the sale is in the regular

course of the business of the corporation and in furtherance

of the express cobjects of its existence, or something cutsilde

the normal and regular course of the business...'2

2. It is in conformity with the common law. At common law

a solvent corporation could not sell all or substantialliy all of its
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assets without the unanimous consent of the stockholders, since this
was considered to be & step towards dissolution.3 This doctrine
evolved con the theory that there is an implied contract among the
stockholders of the corporation that it will continue to exist and
to carry out the business purpcoses as set forth in the corporate charter.u
The courts created an exception to this rule, however, where the very
purpose of the corporetion was to sell such assets--e.g., a corporation
created to buy and sell land.5 A distinction was taken between a

sale of corporate assets which was mede in the usual and regular

course of the corporete business and one which was not. In the case

of the former, consent of the stockholders was not required.6 In
California and in most other states, statutes such as Corporations Code
Section 3901 have been enacted for the purpose of relaxing the strict
cormon law rule requiring unanimous stockholder consent to s sale

T

of all or substantiaily all of the assets of g solvent corporaticn.

It is reascnable to conclude, in conformity with the Jeppi case, that

the Legislature did not intend by this statute to add restrictive
requirements in situstions where they did not exist at common law
in the first place.

3. It is in general conformlty with the express statutory

provisions of nine other states. Six of these, Illinois,8 North

Carolina,’ Oklshoma,l0 Penmsylvenia,l Wisconsin,l2 and Virginial3
expregsly state that no consent is needed for such sales; the other

14 Maine,l5 and Ohio,16 acccomplish

three jurisdictions, Missouri,
the same result by providing that the specified consent is regquired

for sales "other than in the usual course of business.”
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L, It is consistent with the judicial construction of statutes

similar to Corperations Ccde Section 3901 in other states. Seo far

as we have been able to determine, in states having statutes analogous
in this respect to California’s, such statutes have been construed

ags not applying to sales in the ususl coursge of business.lT We have
found no contrery authority.

5. It is_a reascnable exception to the general rule, In a vast

majority of cases the sale of all or substentially all the assets of a
corporation represents so drastic a change in the operations of the
corporation vhat it is reascnable to recuires the consent of the share-
holders, However, in the relatively unusual situation where the very
purpose of the corporation is to sell such property, the need for such
consent disappears and such matters fall properly within the discretion
of menagement; a regquirement that a majority of shrreholders must
eonsent to such sales would be anomalous.

If the basic desirability of such an exception is granted it is
difficult to follow any objection based on the ground that It might
"lead to abuses.” HNeither ceses nor writers reveal evidence of such
"abuses" in states which now have statutes expressly providing for
this exception. Nor, as a2 general matter, do we feel that the
Legislature should yefrain from enscting reasonsble exceptions to the
rules it has prorulgated Tor fear that unscrupulcous persons might
improperly try to 2ore within such exceptions. It is the very purpose
of our courts to prevent this from occurring. So long as the language
used iz capable of reasonable interpretation, we must rest our con-
fidence in thelr competence and intelligence; we cannot assume that they

would permit the torturing of sueh language beyond its reasonsble mesning.
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