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BACKGROUND

The Commission in 1993 requested authority, and was granted authority by

the Legislature, to study the demand and excuse provisions in shareholder

derivative actions. Those provisions preclude a lawsuit by a shareholder on

behalf of the corporation against the directors unless, among other requirements,

the shareholder “alleges in the complaint with particularity plaintiff’s efforts to

secure from the board such action as plaintiff desires, or the reasons for not

making such effort”. Corp. Code § 800(b)(2).

The reason the Commission requested authority to study this matter is stated

in the Commission’s Annual Report for 1992: “Notwithstanding the statute, the

demand requirement is excused routinely. The law should be reviewed with a

view toward clarification and codification of standards for excuse under the

statute.” 22 Cal. L. Revision Comm’n Reports 844 (1992) (fn. omitted).

The Commission retained Professor Mel Eisenberg of the University of

California, Berkeley, School of Law to prepare a background study on this matter

for the Commission. Professor Eisenberg had recently completed an in depth

review of this area of law as Reporter for the ALI’s Restatement of Corporate

Governance.

We have now received Professor Eisenberg’s background study on the

requirement of making a demand on the board before bringing a derivative

action and on the standard of review of a board or committee determination that

a derivative action is not in the corporation’s best interests. A copy of the study is

attached to this memorandum.

SUMMARY OF CONSULTANT’S BACKGROUND STUDY

Professor Eisenberg explains that the statutory requirement that the

shareholder make a demand on the board as a prerequisite to bringing a
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derivative action is well-accepted. Case law has developed to excuse a demand if

it would be futile (such as where a majority of directors are being asked to sue

themselves). California case law appears to be doing an adequate job of screening

out insufficiently particularized allegations of directorial interest to excuse a

demand.

Professor Eisenberg goes on to indicate that the difficult problems arise not in

the demand/excuse area but rather when the board or a committee determines

that the derivative action is not in the corporation’s best interests, and moves to

reject or dismiss the action. Is the board or committee’s decision subject to review

under the business judgment rule or some other standard such as reasonability?

Outside of California a variety of approaches are used. Delaware uses a

bifurcated approach under which inquiry is first made whether a majority of

directors is interested or the plaintiff has alleged particular facts showing a lack

of exercise of business judgment, and if so, a reasonability standard is applied.

California law is unclear, but the cases and statutes read together seem to

indicate that the business judgment rule may be appropriate in a straightforward

duty of care case but a more demanding standard — reasonability — is to be

applied in a well-pleaded and particularized duty of loyalty case.

Professor Eisenberg concludes that: (1) the demand requirement is sound and

already codified in California law; (2) excuse from the demand requirement is

already codified in a general way in California law and case law interpreting it is

proper and should be allowed to develop; and (3) it is a close call whether to

codify the law governing review of the board’s decision to dismiss a derivative

action, but on balance codification would be helpful, provided that a simple and

appropriate codification can be developed. Professor Eisenberg suggests a two-

pronged approach based preferably on the ALI formulation (the standard of

review is either the business judgment rule or a more demanding standard

depending on whether the test applied to the underlying claim is the business

judgment rule or a more demanding standard), or alternatively on Delaware law

(the standard of review is the business judgment rule unless a majority of

directors were interested or the plaintiff has filed a particularized pleading that

makes a strong case).
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PENDING LEGISLATION

Assembly Bill 920 (Cunneen) was introduced in the 1995 legislative session

and is part of the Governor’s legislative program. That bill would require the

shareholder either to (1) plead facts showing that the board has failed to exercise

its business judgment in considering or rejecting the shareholder’s demand, or (2)

plead specific grounds that excuse the shareholder’s demand (the grounds for

excuse are limited by the bill):

800. ... (b) No action may be instituted or maintained in right of
any domestic or foreign corporation by any holder of shares or of
voting trust certificates of the corporation unless both of the
following conditions exist:

...
(2) The plaintiff alleges in the complaint with particularity

plaintiff's efforts to secure from the board such the action as that
plaintiff desires (the "demand" ) and the board's unjustifiable
rejection of the demand, or the reasons for not making such effort,
and alleges further the demand. If the plaintiff has not made a
demand, the plaintiff shall allege facts specific to each director from
which the court can conclude that a majority of the directors could
not be expected to fairly evaluate the demand of the shareholder
plaintiff. The following allegations standing alone shall not be
deemed sufficient to conclude that the directors could not fairly
evaluate the demand of the shareholder plaintiff:

(A) That the majority of the directors would have to sue
themselves.

(B) That the directors received fees and benefits in payment for
their services.

(C) That the corporation's liability insurance might not cover an
action brought by the company against its officers or directors.

(D) That the wrongdoing alleged is incapable of ratification.
(E) That the director in question approved the transaction in

issue.
...
(c) To constitute an "unjustifiable rejection" under paragraph (2)

of subdivision (b), the board must fail to exercise its business
judgment either in considering or in rejecting plaintiff's demand
within a reasonable period of time after the plaintiff has informed
the corporation of the ultimate facts of each cause of action
pursuant to paragraph (3) of subdivision (b).

...
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The bill was supported by the American Electronics Association and the

Association for California Tort Reform, which pointed out the pernicious effect of

abusive shareholder class actions. It was opposed by the Consumer Attorneys of

California, which argued that the bill makes it too easy for the board to reject a

legitimate demand or to delay acting on a legitimate demand until the

complained-of action has been consummated. Passage of the bill failed in

Assembly Judiciary Committee on a 7-7 partisan vote.

Professor Eisenberg’s analysis is that the excuse provisions of the bill are

unobjectionable, though probably unnecessary. However, he believes the aspect

of the bill that applies a business judgment standard to the board’s action a

shareholder’s demand is overbroad. It would inappropriately apply that low

standard to cases where a majority of the directors are interested, or where the

shareholder pleads specific facts that support a reasonable doubt whether the

transaction is the product of a valid business judgment. This would go even

beyond Delaware law.

CONCLUSION

Our objective at this point is to make initial policy decisions in the demand

and excuse area. Is existing law satisfactory, and if not, what sort of legislative

solution might be desirable? Professor Eisenberg will be present at the

Commission meeting to lead us through the law and policy considerations. Input

from interested persons and organizations at that time would also be helpful.

Respectfully submitted,

Nathaniel Sterling
Executive Secretary
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