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Business Judgment Rule: Policy Issues

INTRODUCTION

The Commission in 1993 was authorized by the Legislature to study whether

the standard under Section 309 of the Corporations Code for protection of a

director from liability for a good faith business judgment should be revised.

This authority had been requested by the Commission, which noted that

California law in this area is confused and has been a factor in the decision of

some California corporations to reincorporate in Delaware. “The business

judgment rule of Delaware and other jurisdictions should be examined to

determine whether they may offer useful guidance for codification and

clarification of the law in California.” Annual Report for 1992, 22 Cal. L. Revision

Comm’n Reports 831, 845 (1992).

The Commission retained Professor Melvin A. Eisenberg of the University of

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

Professor Eisenberg delivered the background study in May 1995, “Background

Study for the California Law Revision Commission on Whether the Business-

Judgment Rule Should Be Codified” (cited in this memorandum as Background

Study). Availability of the background study has been publicized, and the study

has been made available to interested persons and organizations for review and

comment. A copy is attached to this memorandum.

SYNOPSIS OF BACKGROUND STUDY

Professor Eisenberg’s study notes that corporate directors and officers are

held to a standard of careful conduct. In California, the standard of careful

conduct is codified in Corporations Code Section 309(a), which requires a

director to act in good faith in a manner the director believes to be in the best

interests of the corporation and shareholders, and “with such care, including
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reasonable inquiry, as an ordinarily prudent person in a like position would use

under similar circumstances.”

However, in applying the standard of careful conduct to determine the

reasonableness of a decision made by a director or officer, the courts have used a

lower standard of review, provided the director or officer did not have a

financial interest in the decision, made the decision in good faith, and used a

reasonable decision-making process in arriving at it. The lower standard of

review applied in such circumstances is called the “business judgment rule”.

There are various formulations of the business judgment rule. One standard

that has been applied is subjective — whether the director or officer has acted in

good faith. A more common standard is objective — whether the decision of the

director or officer is rational, as opposed to prudent.

The reason for the business judgment rule is that business decisions

inherently involve risk. It would be unfair to penalize a director or officer for a

risky decision made in what the director or officer rationally and in good faith

believes to be in the corporation’s interest, just because the risk materializes. This

would make the director or officer in effect an insurer of the corporation’s acts,

and would tend undesirably to promote risk-averse decision making by directors

and officers.

California’s formulation of the business judgment rule is unclear. Some cases

enunciate a standard of reasonableness, others have articulated a good faith

standard, and other cases seem to equate the two concepts. California’s

codification of the standard of careful conduct in Corporations Code Section

309(a) could be read to overturn the business judgment rule by its failure to

create a business judgment exception to the statutory standard.

Professor Eisenberg concludes that, “Given the justifications and importance

of the business judgment rule, and the uncertainty of its status and formulation

in California, it would be desirable to codify the rule legislatively.” Background

Study at 19. He suggests amendment of Corporations Code Section 309 to codify

the business judgment rule in the form provided in the ALI Principles of

Corporate Governance § 4.01(c) (1992). This formulation would state that a good

faith judgment made by a director or officer satisfies the standard of careful

conduct if the director or officer is not interested in the subject of the decision, is

reasonably informed concerning the subject of the decision, and rationally

believes the decision is in the best interests of the corporation. The burden of

proof would be on the person challenging the conduct of the director or officer
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(i.e., the director or officer would be rebuttably presumed to have acted properly

and in accordance with the requirements of the standard of careful conduct or of

the business judgment rule).

DESIRABILITY OF BUSINESS JUDGMENT RULE

The standard of careful conduct of corporate directors evolved from basic

fiduciary concepts. This can still be seen today in the statutory formulation of the

standard found in Corporations Code Section 309(a):

A director shall perform the duties of a director, including
duties as a member of any committee of the board upon which the
director may serve, in good faith, in a manner such director
believes to be in the best interests of the corporation and its
shareholders and with such care, including reasonable inquiry, as
an ordinarily prudent person in a like position would use under
similar circumstances.

It is worth asking at the outset whether the business judgment rule is

necessary or proper, given the fact that other fiduciaries are held to a standard of

prudence and due care. In fact, an extensive recent inquiry along these lines is

made in Gevurtz, The Business Judgment Rule: Meaningless Verbiage or Misguided

Notion?, 67 So. Cal. L. Rev. 287 (1994). Professor Gevurtz concludes that

corporate directors are not unique in the types of decisions they make, and

should not receive special treatment.

However, Professor Gevurtz’ argument can as easily be used in support of

liberalizing the law as to fiduciaries generally as it can be to deny liberalization

for corporate directors. And in fact, the trend in the law is to recognize that some

risk is inherent in sound decision making. For example, the Uniform Prudent

Investor Act provides that in determining whether a trustee has used reasonable

care, the trustee’s investment and management decisions respecting individual

assets must be evaluated not in isolation, but “as a part of an overall investment

strategy having risk and return objectives reasonably suited to the trust.” UPIA §

2(b). This has been enacted into law in California on recommendation of the

Commission. See Prob. Code § 16047(b) (effective January 1, 1996).

The standard justification for the business judgment rule, though, is that a

corporate director is not in the same situation as a trustee. “The business

judgment rule grows out of the fact that the prudence requirement for corporate

directors and officers itself was derived from the prudent man standard applied
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to trustees and was expected in the case of trustees to disallow risk taking.

Corporate directors and officers are expected to take risks, but obviously will not

do so if they are to be liable for losses growing out of transactions judged in

hindsight to be imprudently risky. It is by virtue of the business judgment rule

that director liability for business decisions, and judgment calls generally, is

rather rare in situations that do not involve conflicts of interest.” Protecting

Corporate Officers and Directors from Liability (CEB Prog. Hndbk. 1994).

The considerations that favor protecting directors of nonprofit corporations

from liability differ somewhat from the considerations involved in business

corporations. Risk-taking and business decision-making are less important in the

nonprofit corporation context. However, because of the liability exposure of

nonprofit corporation directors, who are often volunteers, added protection may

be necessary to encourage participation on the board. There is a patchwork of

recently-enacted legislation providing various types of liability protection for

nonprofit corporation directors. This legislation responds to the holding in

Frances T. v. Village Green Owners Assn., 42 Cal. 3d 490 (1986), refusing to apply

the business judgment rule to protect nonprofit corporation directors from tort

liability. A description of the hodge-podge of provisions may be found in Sproul,

Director and Officer Liability in the Nonprofit Context, 15 Business Law News 7

(Spring 1993).

CONSIDERATIONS RELATING TO CODIFICATION

The business judgment rule is a case law development. No state has codified

the rule.

A relevant consideration in determining the desirability of codification of the

business judgment rule in California is the status of Delaware law. One of the

reasons for the Commission’s study of this matter is to determine whether

codification of the rule would make the California business environment more

hospital to corporations.

It is generally thought that the California and Delaware business judgment

rules are basically similar. However Professor Eisenberg indicates that the

California law is subject to some confusion. One attraction of Delaware law for

many corporations is the substantial body of law that has developed in

Delaware, offering useful guidance to corporate directors.
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The Delaware Law Study Group of the State Bar Business Law Section’s

Corporations Committee provides this comparison:

Both California and Delaware cases apply the business
judgment rule to protect good faith diligent business decisions of
directors where there is no conflict of interest, even where, in
hindsight, the decision was wrong. The business judgment rule
does not protect against grossly negligent decisions, although this
is a factual determination. See Smith v. Van Gorkom, 488 A. 2d 858
(Del. 1985); Burt v. Irvine Co., 237 Cal. App. 2d 828, 47 Cal. Rptr. 392
(1965). There is far more case law in Delaware on this issue, and
California courts may, and do, consider these Delaware cases as
persuasive authority under appropriate circumstances.
How Section 2115 Affects Your Delaware Clients: A Comparison of
Delaware and California Law Applicable to Quasi-California
Corporations, 15 Business Law News 28-29 (Summer 1993)

A significant benefit to codification of the business judgment rule in the form

of the ALI Principles of Corporate Governance, as proposed by Professor

Eisenberg, is that besides clarifying California law, it will pick up an instant body

of interpretation in the form of official commentary and reporter’s notes. See

Exhibit pp. 1-29. This would resolve any concern about discrepancies between

California and Delaware law on this matter.

We have received a note from Professor Dan Dykstra of UCD Law School,

who agrees with our consultant’s conclusion that California should codify the

business judgment rule. See Exhibit p. 30.

ISSUES IN CODIFICATION

Professor Eisenberg recommends codification in California in the following

terms (slightly edited by staff to conform to California statutory drafting

conventions):

309. (a) A director shall perform the duties of a director,
including duties as a member of any committee of the board upon
which the director may serve, in good faith, in a manner such
director believes to be in the best interests of the corporation and its
shareholders and with such care, including reasonable inquiry, as
an ordinarily prudent person in a like position would use under
similar circumstances.
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(b) A director or officer who makes a business judgment in good
faith fulfills the duty under this section if all of the following
conditions are satisfied:

(1) The director or officer is not interested in the subject of the
business judgment.

(2) The director or officer is informed with respect to the subject
of the business judgment to the extent the director or officer
reasonably believes to be appropriate under the circumstances.

(3) The director or officer rationally believes that the business
judgment is in the best interests of the corporation.

(c) In performing the duties of a director, a director shall be
entitled to rely on information, opinions, reports or statements,
including financial statements and other financial data, in each case
prepared or presented by any of the following:

(1) One or more officers or employees of the corporation whom
the director believes to be reliable and competent in the matters
presented.

(2) Counsel, independent accountants or other persons as to
matters which the director believes to be within such person's
professional or expert competence.

(3) A committee of the board upon which the director does not
serve, as to matters within its designated authority, which
committee the director believes to merit confidence, so long as, in
any such case, the director acts in good faith, after reasonable
inquiry when the need therefor is indicated by the circumstances
and without knowledge that would cause such reliance to be
unwarranted.

(c) (d) A person challenging the conduct of a director or officer
under this section has the burden of proving a breach of the duty of
care, including the inapplicability of the provisions as to the
fulfillment of duty under subdivision (a) or (b), and, in a damage
action, the burden of proving that the breach was the legal cause of
damage suffered by the corporation.

(e) A person who performs the duties of a director in accordance
with subdivisions (a) and (b) this section shall have no liability
based upon any alleged failure to discharge the person's obligations
as a director. In addition, the liability of a director for monetary
damages may be eliminated or limited in a corporation's articles to
the extent provided in paragraph (10) of subdivision (a) of Section
204.

Application to Directors and Officers

The codification would apply to officers as well as directors of a corporation.

Most of the development of the law relating to business judgments has occurred

in connection with directors, particularly in derivative action litigation. However,
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where the issue has come up, the courts have applied the rule to corporate

officers as well.

It should be noted that the formulation of the rule here is in terms of the duty

“under this section”, which is ostensibly limited to corporate directors. In fact,

there is some indication that courts may hold officers to a higher duty than

directors. 1 Ballantine & Sterling, California Corporation Laws § 102.02 (4th ed.

1993). For these reasons, the staff would eliminate the references to corporate

officers from the codification of the business judgment rule. Alternatively, we

could codify the business judgment rule as a separate section, e.g., Section

309.5, applicable to both directors and officers. This would have the added

benefit of keeping the section short, in a body of law characterized by run-on

statutes.

Disinterested Director

The business judgment rule only applies where the director “is not interested

in the subject of the business judgment.” Under the ALI draft, a director is

“interested” in a transaction or conduct in any of the following circumstances:

(1) The director or an associate of the director is a party to the
transaction or conduct.

(2) The director has a business, financial, or familial relationship
with a party to the transaction or conduct, and that relationship
would reasonably be expected to affect the director’s judgment
with respect to the transaction or conduct in a manner adverse to
the corporation.

(3) The director, an associate of the director, or a person with
whom the director has a business, financial, or familial relationship,
has a material pecuniary interest in the transaction or conduct
(other than usual and customary directors’ fees and benefits) and
that interest and (if present) that relationship would reasonably be
expected to affect the director’s judgment in a manner adverse to
the corporation.

(4) The director is subject to a controlling influence by a party to
the transaction or conduct or a person who has a material
pecuniary interest in the transaction or conduct, and that
controlling influence could reasonably be expected to affect the
director’s judgment with respect to the transaction or conduct in a
manner adverse to the corporation.

See Draft § 1.23.
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This definition is integral to the business judgment rule, and should be

incorporated into it. The definition could be included in the Comment to the

section, but a better approach would be to set it out in the section itself. This

would be manageable if the business judgment rule were stated in its own

section.

Application to Other Business Entities

Robert K. Hillison of Fresno has written to suggest that the business judgment

rule should be extended to partnerships (general and limited) and limited

liability companies. He notes that case law has applied it to protect a general

partner in a limited partnership. “Given the variety of available business

associations, it would seem that there should be no distinction between officers

and directors of corporations and managing general partners or others assuming

similar managerial responsibility.” Exhibit p. 31.

The staff believes we should solicit Professor Eisenberg’s opinion on the

policy issues involved in this suggestion. However, as a political matter, the staff

believes it would be better to establish the codification first as to corporations,

where the business judgment rule is well accepted. Then, if it appears

appropriate to extend the codification to other business entities, this will be more

easily achieved as a logical progression of the law.

Respectfully submitted,

Nathaniel Sterling
Executive Secretary
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