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C A L I F O R N I A  L A W  R E V I S I O N  C O M M I S S I O N  S T A F F  M E M O R A N D U M

Study B-601 April 15, 1997

Memorandum 97-17

Business Judgment Rule: Comments on Discussion Draft

Attached to this memorandum is a copy of the Commission’s discussion draft

to codify the business judgment rule. Under this formulation, a director is not

personally liable to the corporation or its shareholders for a good faith business

judgment if the director is disinterested, is reasonably informed, and rationally

believes that the action is in the best interests of the corporation and its

shareholders.

The Commission circulated the proposal for comment in November 1996,

with a mid-March response request. The comments we have received to date are

listed below. We will supplement this memorandum with any other comments

received before the Commission meeting.

Exhibit pp.
1. Peter K. Shack, Deputy Attorney General ........................ 1-3

2. Reed R. Kathrein, Milberg, Weiss, et al. ......................... 4-12

3. David H. Schwartz, San Francisco ............................ 13-19

4. R. Bradbury Clark, Los Angeles .............................. 20-34

The submission of Mr. Kathrein includes nine Exhibits, referenced in his letter

but too voluminous for extensive reproduction and distribution. The general

thrust of the Exhibits is to support the concept that greater accountability of

corporate directors and officers is necessary. Copies of the Exhibits are being

distributed to Commission members, consultants, and active participants in this

study. Copies of the Exhibits are also available for inspection in the

Commission’s office and at the Commission meeting where this memorandum is

considered.

GENERAL REACTION

The general reaction to the discussion draft was negative. Each commenter

had a different focus, but all share a common theme. We summarize their general

concerns here; their specific points are addressed later in the memorandum.
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Peter Shack, Deputy Attorney General, states that the proposal weakens the

“reasonable inquiry” standard of care of existing California law. This concerns

the Department of Justice’s Charitable Trust Division, because courts in

considering issues involving charitable corporations or assets may look to

business corporation law.

Reed Kathrein, of Milberg, Weiss, et al., objects to the direction of the

proposal, which he states is too protective of directors and impairs

accountability. He takes the position that the law on director liability should be

allowed to evolve by judicial decision — “Would it not be better to allow the

courts — the courts who actually receive the evidence; who have the ability to

weigh the evidence; and who have the ability to test its credibility — to fine-tune

the law to society’s needs? Would it not be better to avoid sweeping in untested

changes — new words like ‘rational’ and new and inflexible definitions of who is

‘independent’ — and avoid years of litigating these concepts to develop their

meaning and to avoid harsh and unforeseen consequences?” Exhibit p. 7.

David Schwartz, of San Francisco, is concerned that the business judgment

rule is inappropriately applied to corporate decisions that favor the interests of

directors or management over the interests of shareholders. He does not believe

the draft statute deals adequately with this problem, and therefore concludes that

“the rule is best left to be advanced and defined on a case-by-case basis through

judicial decisions.” Exhibit p. 18.

Brad Clark, of Los Angeles, believes the discussion draft is a vast

improvement over earlier drafts, but “I still believe the BJR should not be

codified in California.” Exhibit p. 20. His reasons, previously expressed to the

Commission, include (1) existing California case law establishing the business

judgment rule is not causing problems in practice, (2) any effort to codify the law

will cause greater problems by limiting judicial flexibility in an area where

flexibility is necessary and by creating new ambiguities and uncertainties where

none exist now, (3) the issues are too complex to lend themselves to ready

codification, and (4) corporation law experts who have previously considered the

matter have declined to attempt codification, and no other jurisdiction has done

it.

The common theme of these comments is that, while existing case law may

not be perfect, it is better to allow the law to evolve by judicial decision than to

rigidify it and possibly cause problems by codification. The Commission needs

to decide whether on balance codification is desirable.
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APPLICATION OF THE CODIFICATION

In order to minimize issues, we limited the business judgment rule

codification to ordinary business decisions by directors of business corporations.

Several of the comments we received address the scope and application of the

draft.

Nonprofit Corporations

As the discussion draft notes, the standard of care that should be applicable to

a director of a nonprofit corporation may differ from the standard that should be

applicable to the director of a business corporation. The Commission has not

made a study of the circumstances of nonprofit corporations, and therefore has

limited the proposed codification of the business judgment rule to business

corporations.

Mr. Shack, of the Attorney General’s office, believes that it is not sufficient to

limit the draft to business corporations: nonprofit corporations should be

explicitly excluded. He proposes addition of a provision along the following

lines:

This article does not apply to either of the following:
(a) A director of a nonprofit public benefit corporation

organized under Part 2 (commencing with Section 5110) of Division
2.

(b) A director of a nonprofit mutual benefit corporation
organized under Part 3 (commencing with Section 7110) of Division
2, to the extent that the director’s business judgment affects assets
held in charitable trust by the nonprofit mutual benefit corporation.

The staff has no problem with this in theory, except that it would create a

negative implication that the business judgment rule does apply to other types of

nonprofit corporations and to decisions affecting other types of assets. This could

be combated by a Comment to the effect that the codification relates only to

business corporations, and does not affect the statutory or common law as to the

terms or application of the business judgment rule to any other type of entity or

action.

On the other hand, Brad Clark has come to believe that the courts should be

able to analogize the business judgment rule for nonprofit corporations that are

essentially businesses or have significant business activities. “In those cases it

might be well for courts to consider the rules of Sections 320-321 by analogy to
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the extent decisions by their directors are driven by business considerations that

are essentially the same as in business corporations, but with due regard to

differences in corporate purposes, managers’ duties, members’ interests and the

like.” Exhibit p. 22. He would augment the Comment along these lines.

The staff believes as a matter of principle we should not suggest in any

way that the codification might be applied to nonprofit corporations. We have

not studied the matter. If the courts want to analogize, they will. But it will be

enough of a struggle just to enact a law that applies it only to business

corporations.

Foreign Corporations

California law seeks to apply key corporate governance provisions to foreign

corporations that have a substantial presence in California. Corp. Code § 2115.

An example of this would be a corporation that is essentially a California

corporation but that has reincorporated in Delaware to take advantage of its

more liberal corporate governance laws.

Brad Clark notes that Section 2115 seeks to apply the basic duty of care (Corp.

Code § 309) to foreign corporation directors. He suggests that by the same token

the business judgment rule should be made part of Section 2115. “Otherwise it

may be unclear whether directors of those foreign corporations (whose duties

Section 2115 says Section 309 governs) would have the benefit of the codified BJR

and if not, what rules would apply.” This suggestion makes sense to the staff.

Protection of Interested Director

The protection of the business judgment rule does not apply to an interested

director. Brad Clark notes that even though the business judgment rule does not

protect an interested director, there may be other doctrines that protect the

interested director from liability, and these should be reflected in the draft.

Specifically:

(1) An interested director may not be liable for the decision because the

director abstains from participating in it. This fact is reflected in the Comments,

but Mr. Clark suggests it would be helpful to include a more explicit recognition

of the result of abstention in the statute itself. The staff does not oppose this

concept in principle, but it may prove difficult to draft a satisfactory statute

prescribing the effects of abstention. Given the difficulty we have had so far just
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drafting a clear statement of the business judgment rule, the staff is reluctant

to take on this side issue.

(2) Mr. Clark would add Comment language that an interested director who

participates in a decision may not be liable where “satisfaction of the business

judgment rule or the requirements of Section 309 by other directors acting in the

matter may make the interested director’s interest moot.” Exhibit p. 29. The staff

has no problem with this sort of Comment language as suggested by Mr.

Clark, since it merely alerts the reader to possible relevant legal doctrines and

does not attempt to prescribe those doctrines.

Transactions in Control and Responses to Derivative Actions

A significant issue the Commission struggled with in developing the

discussion draft was the application of the business judgment rule to corporate

decisions outside the normal course of business — in particular, decisions of

directors to block a hostile tender offer or to dismiss a derivative action. The ALI

Principles of Corporate Governance treat these types of decisions specially.

We were unable to find a generally acceptable approach to these types of

decisions. As a consequence, the draft statute is silent on the application of the

business judgment rule to them. The Comment to Section 320 notes that courts in

other jurisdictions have limited the application of the business judgment rule in

these types of cases, and states that, “Nothing in Section 320 would prevent

California courts from developing standards to determine whether and under

what circumstances Section 320 is applicable to such cases.”

Mr. Schwartz does not believe this treatment is adequate. “Contrary to the

Commission’s statement, the proposed statutory language could easily be found

to preclude judicially defined exceptions to the business judgment rule.” Exhibit

p. 14. He argues that Commission Comments are evidence of legislative intent

only where the statutory language is ambiguous, and as presently drafted the

codification is unambiguous in its application to all corporate decisions. He notes

that the business judgment rule does not apply where an director is interested,

but this does not help with a decision to block a hostile tender offer or dismiss a

derivative action due the narrow meaning of “interested” under the draft.

He concludes that codification is defective because it does not provide an

express basis for the courts to limit application of the business judgment rule

where a decision involves corporate control or another matter in which a director
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may have an interest that conflicts with the interests of shareholders. He would

leave the matter to case law development.

The staff believes that this argument has some force. We note that our

decision to treat this issue in the Comment rather than in the statute is driven by

political necessity resulting from our inability to find any kind of politically

acceptable statute language.

The staff believes it is worth another try to find statute language that

preserves the common law on the standard of care required for non-routine

business decisions. Perhaps elevating the Comment language to the statute

along the following lines might work:

§ 322 Application of article to transactions in control and
responses to derivative actions

322. This article is not intended to preclude the courts from
developing standards to determine whether and under what
circumstances this article applies in situations that fall between
traditional duty of care and duty of loyalty cases, including but not
limited to a transaction incident to a contest for control (such as a
defensive action to a takeover bid), and a board or committee
determination that a derivative action is not in the best interests of
the corporation.

Comment. Section 322 qualifies the application of the business
judgment rule. Courts of other jurisdictions that apply the business
judgment rule in duty of care cases have limited the application of
that rule in certain kinds of cases that fall between traditional duty
of care cases and traditional duty of loyalty cases; in particular, in
cases involving transactions incident to contests for control, such as
defensive actions to takeover bids, and in cases involving the effect
of a board or committee determination that a derivative action
against a corporate director or officer is not in the best interests of
the corporation. See, e.g., Unocal v. Mesa Petroleum Corp., 493
A.2d 946 (Del. 1985); Zapata Corp. v. Maldonado, 420 A.2d 799
(Del. 1981). Nothing in this article would prevent California courts
from developing standards to determine whether and under what
circumstances Section 320 is applicable to such cases. Cf. Lee v.
Interinsurance Exchange, 57 Cal. Rptr. 2d 798 (1996).

Effect of Corporations Code Section 204(a)(10)

Corporations Code Section 204(a)(10) permits the articles of incorporation to

include a provision that eliminates or limits the personal liability of a director for

monetary damages in a derivative action. The Commission discussed whether

this section eclipses the business judgment rule, and concluded that it does not —
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not all corporate articles include the authorized provision and, for those that do,

its coverage parallels but is not coextensive with the business judgment rule. The

discussion draft notes in commentary that the business judgment rule does not

“limit any protection otherwise available for a director, including a provision in

the articles eliminating or limiting the liability of a director for monetary

damages for breach of the duty of care of the director to the corporation and its

shareholders as authorized by Section 204(a)(10).”

Reed Kathrein argues that Section 204(a)(10) is now the de facto business

judgment rule in California, and the question before the Commission should be

whether it goes too far and gives directors too much protection. “If any revision

is to be made to Section 309, on the other hand, it should be the elimination of the

ability of the Board to do away with their own monetary liability, and Section

204(a)(10) should be eliminated in its entirety.” Exhibit p. 12.

This suggestion of course goes far beyond the Commission’s narrow intent in

this area, which is simply to make a clear statement of existing law, not to revise

the state’s basic policy of the level of protection to be given to corporate directors.

To seriously consider Mr. Kathrein’s suggestion would propel the Commission

into a far-ranging consideration of fundamental corporate governance issues.

The staff believes this would be inadvisable.

TERMS OF THE CODIFICATION

Application of the business judgment rule is conditioned on satisfaction of

three conditions — the director must (1) be disinterested, (2) be reasonably

informed, and (3) rationally believe that the action is in the best interests of the

corporation and its shareholders. We received comment on each of these

conditions.

Disinterested Director

In order to receive business judgment rule protection, a director may not be

interested in the decision. The definition of an “interested” director in Section 321

of the draft was the subject of a number of comments.

(1) Personal and other relationships

The major complaint is that the definition is too narrow and would protect

directors who lack independence. The following criticisms are leveled at it by Mr.

Kathrein (Exhibit pp. 10-11), some of which are also reflected in the comments of

Mr. Schwartz (Exhibit pp. 15-18) and Mr. Clark (Exhibit pp. 28-29, 33-34):
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(1) It fails to include directors who have cross-directorships with each other.

(2) If fails to include directors who are mere surrogates by virtue of their

influencing relationships with other directors and with management (e.g.,

longstanding friendships).

(3) It fails to include directors who are too busy to pay attention and therefore

must rely on management.

Mr. Schwartz summarizes his concern:

The definition of “interested” in proposed section 321 is
seriously flawed because it does not take into account either the
natural unwillingness of persons, including corporate directors, to
give up positions of power and influence once they are granted,
and because it fails to acknowledge the existence of “structural
bias” which may exist, particularly with respect to directors who sit
by virtue of pre-existing personal or social relationships and not
primarily due to an outside institutional affiliation or specialized
expertise or experience.
Exhibit p. 17

Mr. Clark likewise suggests that references to “pecuniary” interests are too

narrow, and should be broadened to include financial or personal interests in a

transaction. “Clearly, however, a director would seem to be ‘interested’ as a

result of interests that are not just pecuniary.” Exhibit p. 33.

The definition of an “interested” director is drawn from the ALI Principles of

Corporate Governance. The Commission should consider whether the

definition should be expanded to include personal or other interests. For

example, Section 321(b)(3) might refer to “a person with respect to whom the

director has a business or financial [or personal] [or other] relationship ... but if

and only if the relationship would reasonably be expected to affect the director’s

judgment with respect to the transaction or conduct in question in a manner

adverse to the corporation or its shareholders.”

One problem with such a formulation is that it would make it nearly

impossible for a director ever to know when the director is “interested” within

the meaning of business judgment rule. What sort of “personal relationship”

would reasonably be expected to affect the director’s judgment. If the director

socializes with the CEO at dinner or cocktails before or after a board meeting, is

this disqualifying?

The discussion draft tries to get at this problem from a different direction. The

business judgment rule is not intended to apply to types of business decisions
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where “structural bias” may be significant —  such as actions to block hostile

tender offers or dismiss derivative actions. Perhaps clarification of the limitations

of the business judgment rule as suggested in the discussion above of

“Transactions in Control and Responses to Derivative Actions” is the best

resolution of this issue.

(2) Familial relationships

Brad Clark would delete the reference to “aunt, uncle, nephew, niece” from

the definition of “associate” in Section 321(b)(1). He argues that this casts too

broad a net. Exhibit p. 34. Rather than hold the director automatically

accountable for these “often remote” relationships, he would instead broaden the

reference in subdivision (b)(3) to personal or other relationships that would

reasonably be expected to affect the director’s judgment. See discussion

immediately above.

(3) Presumptions of financial interest

Mr. Kathrein is concerned that the definition of “interested” director includes

presumptions of financial interest that are too inflexible. Specifically, Section

321(a)(3) presumes that a director’s judgment is not adversely affected if the

director owns less than 10% of the stock of any class of equity interest in the

company. He notes that even a 1% interest, in a large public company, may be

huge and may influence a director’s judgment. Exhibit p. 12.

We have tried to address this concern in the draft by making clear that the

presumption is rebuttable, and noting in the Comment that “an interest less than

10% might reasonably be expected to affect the director’s judgment, for example,

if the interest is in a large, publicly held business and the value of the ownership

interest is substantial for that director.”

Mr. Kathrein argues, however, that the presumptions effectively take

discretion from the judge or jury, and that the general standard of Section

321(a)(3) is satisfactory — the director is interested if a business or financial

relationship would reasonably be expected to affect the director’s judgment with

respect to the transaction or conduct in question in a manner adverse to the

corporation or its shareholders.

The staff is inclined to agree with Mr. Kathrein on this point. The

presumptions are somewhat arbitrary, although they are drawn from other

provisions of the corporate securities laws. We are not sure how helpful the

presumptions will be to a director in any event, since they are rebuttable and it is

reasonably certain that a plaintiff will mount an effective effort to rebut them
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whenever they get in the way. A simpler statement of the basic statutory

standard would probably be more useful to directors.

Reasonable Inquiry

Mr. Shack of the Attorney General’s office states their concern that the

standard stated in the business judgment rule draft would weaken existing due

diligence requirements. He notes that existing statutory standard of care requires

the care, “including reasonable inquiry”, that an ordinarily prudent person in a

like position would use under similar circumstances. The business judgment rule

draft requires that the director be:

informed with respect to the subject of the business judgment to the
extent the director believes is appropriate, and that belief is
reasonable, under the circumstances.

Notwithstanding the concern of the Attorney General’s office, the staff

believes the draft business judgment rule’s requirement that the direct be

“informed” is equivalent to, but more concrete and direct, than the general duty

of “reasonable inquiry”. Moreover, it codifies existing California law on the

business judgment rule, and parallels the ALI Principles of Corporate

Governance. See, e.g., Lee v. Interinsurance Exchange, 57 Cal. Rptr. 2d 798 (1996);

Gaillard v. Natomas Co., 208 Cal. App. 3d 1250, 256 Cal. Rptr. 702 (1989); ALI

Principles of Corporate Governance § 4.01(c)(2). The staff believes the provision

is satisfactory as drafted.

Rational Belief

Reed Kathrein objects to the rationality standard of the business judgment

rule. He argues that:

(1) The rationality standard would excuse nefarious corporate behavior that is

rational even if harmful to the public.

(2) The rationality standard is not well defined in comparison to other legal

standards such as “reasonable” and “negligent”.

(3) The rationality standard undermines the general duty of care stated in

Corporations Code Section 309 that a director must use the care that an

ordinarily prudent person in a like position would use under similar

circumstances.
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(4) The rationality standard gives undue deference to corporate

decisionmakers, even though it has been demonstrated that corporate

malfeasance is rife.

This position attacks the heart of the business judgment rule, in effect arguing

that the standard of review developed by the courts is poor social policy and

should not be codified in statute. Mr. Kathrein has provided us with extensive

information to document this position.

Professor Eisenberg has in his background studies for the Commission laid

out the policy considerations that favor the business judgment rule, as developed

by the courts. The Commission has agreed with these policy considerations, and

preserved them in the discussion draft. If the Commission is convinced by Mr.

Kathrein’s presentation, then this project should not be an effort to codify the

business judgment rule, but rather to overrule it.

TECHNICAL DETAILS

Drafting Clarifications and Improvements

Brad Clark suggests a number of helpful drafting clarifications and

improvements. These are set out in strikeout and underscore at Exhibit pp. 23-30,

and are explained at Exhibit pp. 31-34. The staff will review these with our

consultant, Professor Eisenberg, and incorporate those on which there is a

consensus, subject to substantive changes made at the Commission meeting.

Role of Commentary

Brad Clark notes that the Commission’s commentary on the codification will

be important to interpret it, and requests assurance that the commentary will be

preserved and be made a part of any legislative history.

The Commission Comments are part of the legislative history. They are before

the Legislature and the legislative committees when the legislation is being

considered, and we provide copies of them to the law publishers for inclusion in

their annotated codes. The courts have determined that Commission Comments

are persuasive indicators of legislative intent. This will not be a problem.

Respectfully submitted,

Nathaniel Sterling
Executive Secretary






































































