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Business Judgment Rule: Comments of Interested Persons

The Commission at its October meeting approved a recommendation for

codification of the business judgment rule. However, at that time the

Commission reserved the possibility of further modification before printing and

submission of the recommendation to the Legislature, in recognition of the

limited time that interested persons had to review the final draft.

We have now received comments on the final draft from the following

persons:

Exhibit p.
1. State Bar Corporations Committee............................... 1
2. R. Bradbury Clark.............................................4

Also attached at Exhibit p. 10 is a draft of the October recommendation, marked

with Brad Clark’s suggested revisions.

Brad Clark’s Suggested Revisions

The staff has reviewed Mr. Clark’s suggested revisions marked on or keyed to

the draft. We believe those revisions generally would improve the draft with

appropriate clarifications and more precise language. We would implement them

in the final draft, with one qualification.

We agree generally with Mr. Clark that the recommendation should be

neutral as to whether a court might want to apply business judgment rule

principles in the nonprofit corporation context. However, we would not state

that the standard of care for nonprofit corporations “is essentially the same” as

for business corporations, nor would we suggest in the recommendation or

commentary that rules analogous to the business judgment rule “seem

appropriate” for nonprofit corporations.
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Comments of State Bar Corporations Committee

The State Bar Corporations Committee is in general agreement with the

October recommendation, with the exception of one significant provision. The

Committee believes proposed Section 322 is unnecessary, and even harmful.

That section attempts to capture the effect of existing case law that the courts

may, in appropriate circumstances, (1) apply the business judgment rule beyond

damage actions to actions for injunctive relief, and (2) not apply the business

judgment rule where the decision of the directors involves such matters as a

hostile takeover attempt or a derivative action against the directors.

§ 322. Application of article to injunctive and other relief, and to
transactions in control and derivative actions

322. This article is not intended to preclude the courts from
developing standards to determine whether and to what extent
Section 320 applies in a challenge to the conduct of a director as a
breach of Section 309 in any of the following circumstances:

(a) Where the challenge seeks injunctive or other relief, other
than damages.

(b) Where the conduct challenged falls between the duty of care
and the duty of loyalty, 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.

Strictly speaking, Section 320 would not apply in an action in
which remedies are sought to enjoin or set aside a business
transaction of a corporation with a third party, as opposed to an
action against individual directors. However, since any such
transaction of importance that is considered by the directors would
require them to exercise business judgment, the substantive issue in
such an action would normally be whether the directors did so in a
manner that satisfies Section 320. Subdivision (a) makes clear that
the courts may determine to what extent the business judgment
rule may be applied in these circumstances.

Courts of other jurisdictions that have applied the business
judgment rule 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, courts have limited
application of the rule 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
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Petroleum Corp., 493 A.2d 946 (Del. 1985); Zapata Corp. v.
Maldonado, 420 A.2d 799 (Del. 1981). Subdivision (b) makes clear
that 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, 50 Cal. App. 4th 694, 57 Cal. Rptr. 2d 798
(1996).

Application of business judgment rule to injunctive relief. As to the first

point, the staff agrees with the State Bar Committee that it is not strictly

necessary to say that a court may apply the principles of the business judgment

rule in cases other than damage cases, since by its terms it is not limited to

damage cases. We had felt an express statutory statement of the concept would

be helpful, but we are not opposed in principle to removing it from the statute.

As the Bar Committee notes, the concept is referred to in the Comment to Section

320, and that is sufficient.

Application of business judgment rule to hostile takeover attempts and

derivative actions against the directors. The Bar Committee argues that a court

can decline to apply the business judgment rule in certain types of cases, such as

transactions in control and derivative actions, without the need to include

potentially harmful statutory language. They note that, if there is any uncertainly

on this point, the Comment can make the court’s discretion clear.

The staff does not agree with this analysis. The statute seems clear on its face

that it applies to all business judgments. We do not see any room for discretion of

the court not to apply it in some circumstances. For this reason, the staff does not

believe that modifying language in the Comment, as suggested by the Bar

Committee, is sufficient.

The staff acknowledges that the current draft is a very blunt instrument. We

think it is worth making an effort to refine it in a way that more narrowly and

precisely captures case law tempering application of the business judgment rule.

The staff suggests:

322. This article is not intended to preclude the courts from
developing standards to determine whether and to what extent
Section 320 applies in a challenge to the conduct of a director as a
breach of Section 309 in any of the following circumstances:

(a) Where the challenge seeks injunctive or other relief, other
than damages, for conduct alleged to be an unreasonable response
to an unsolicited tender offer.

– 3 –



(b) Where the conduct challenged falls between the duty of care
and the duty of loyalty, including but not limited to a transaction
incident to a contest for control (such as a defensive action to a
takeover bid), and is a board or committee determination that a
request for dismissal of a derivative action is as not in the best
interests of the corporation.

With respect to subdivision (b), it has always been the Commission’s intent to

follow up the business judgment rule project with legislation directed to demand

and excuse requirements in derivative actions. At that point, we would expect to

further refine subdivision (b). The law in this area is quite complex. For now,

subdivision (b) is intended to serve as a place-holder. It does not say that the

business judgment rule does not apply in derivative actions, only that the courts

may determine to what extent it may or may not apply.

Respectfully submitted,

Nathaniel Sterling
Executive Secretary
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