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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.BradburyClark............. ... ... . . . 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.



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.

8§ 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:

(@) 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.




(b) Where the conduct challenged fals-between-the-duty-of care
a “d. ltl'e duty-of Ieyalt? |||eluelullg:but| hot I"“I'tefd to-a transaction
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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Re: October 1997 Staff Draft Recommendation to the California
Law Revision Commission on the Business Judgment Rule

Dear Mr. Sterling:

We have reviewed the October 1997 Staff Draft Recommendation to the
California Law Revision Commission on the Business Judgment Rule (the “October Draft”).
The Corporations Committee of the Business Law Section of the State Bar of California (the
“Commiitee”) believes that the October Draft improves on the draft available to us for review
prior to the Commission’s July 1997 meeting in a number of ways. In particular, we support the
changes that the October Draft makes in Section 321, as well as the proposed amendment to
Section 2115.

We are, however, troubled by new proposed Section 322. We understand that
proposed Section 322 is intended to make clear that courts are not precluded by the articulation
of the Business Judgment Rule in Section 320 from determining whether and to what extent the
Business Judgment Rule should apply to cases which seek relief other than damages against
directors, and to conduct which may involve more than a breach of the duty of care. Although
the Committee agrees that the articulation of the Business Judgment Rule in Section 320 should
not preclude further common law development regarding the scope and applicability of Section
320 in particular cases, proposed Section 322 is at best unnecessary, and at worst affirmatively
harmful.

LA DO-250357.1



PavL, HASTINGS, JANOFSKY & WALKER LLP

Mr. Nathaniel Sterling
Executive Director
November 25, 1997
Page 2

The Committee’s principal objection to Section 322 is that it undermines the clear
articulation of the elements of the Business Judgment Rule set forth in Section 320. The utility
of codifying the Business Judgment Rule derives in large part from setting forth a simple
statement of the commonly accepted elements of the rule. As with all simple statements of the
law, much will be left to judicial interpretation in the future. However, the clear articulation of
the essential eletnents of the rule, leaving for courts the task of interpretation, is the most
valuable aspect of codification.

It is appropriate for the Commission to “color” the statutory language in its
commentary as a way of aiding future judicial application of the general principles set forth in
Section 320 to specific cases. In fact, much, if not all, of the language found in proposed Section
322 was taken from the prior comments to Section 320 (and, in fact, still appears in such
comments at lines 27 through 40). The Committee believes that the matters addressed in those
paragraphs are properly addressed there, and are not the appropriate subject of a statute.

We understand that concern had been expressed to the Commission as to the
weight afforded to Commission commentary when courts are faced with the interpretation of
statutes. Courts have held that such comments are entitied to great weight in construing statutes
proposed by the Commission and adopted by the legislature without substantial change from the
Commission drafts. See Pacific Trust Co. v. Fidelity Federal Savings and I.oan Association, 184
Cal. App. 3d 817, 823 (1986). Such use of Commission commentary in divining legislative
intent is an appropriate part of statutory interpretation.

In light of the foregoing, the Committee respectfully urges that proposed Section
322 be deleted form the Commission’s proposed legislation. The Committee could support
further articulation of the comments set forth in lines 27 to 40 if that was deemed advisable. At
present, it is the Committee’s view that the commentary at lines 27 to 33 states more accurately
the intended scope of Section 320 with respect to the matters addressed than does proposed
Section 322(a). Further, the commentary at lines 34 to 40, which relates to the subject matter of
Section 322(b), could be strengthened by adding a statement that “[n]othing in Section 320 alters
in any way the application of Section 310, to the extent that the conduct in question falls within
the scope of Section 310; rather, Section 320 is intended only to apply to cases falling within the
scope of Section 309.” This would add further weight to the proposition that when a director is
“interested”, he or she is not entitled to the protection of the Business Judgment Rule and, if
Section 310 applies, his or her conduct may be subject to review under the standards of that
section.

LA DO-250557.1
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Page 3
We should be happy to discuss the foregoing with the Commission or its staff at
any time.
Since
Alan J. Barton
for PAUL, HASTINGS, JANOFSKY & WALKER LLP
AlB:jc

ce: Daniel McConville, Esq.
Timothy G. Hoxie, Esq.
Mark A. Bonenfant, Esq.
Jay N. Fujitani, Esq.

LA DO-250557.1
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Melvin A. Eisenberyg, Esq.
University of California
School of Law
Boalt Hall
Berkeley, California 94720

and

Nathaniel Sterling, Esd.

Executive Secretary

California Law Revision Commission
4000 Middlefield Recad, Suite D-2
Palo Alto, California 94303-4739

Dear Mel and Nat:

I am enclosing herewith a copy of Memorandum 97-67, the
current draft of the proposed codification of the Business
Judgment Rule ("BJR"). I am also enclosing several suggested
changes or inserts to the draft. Except for the inserts relating
to the applicability of a BJR to entities other than corporations
subject to the General Corporation Law ("GCL corporations®), the
suggestions are intended to help emphasize that the BJR relates
to the standard of review that courts apply to business Jjudgments
and is not really a medification of Section 309, since directors
should aspire to satisfy that standard in all respects even
though they may make mistakes or fall short in attempting to do
so.

I hope the following comments will be useful to you in
considering my suggestions:
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Nathaniel Sterling, Esd.

1. As you will readily note from the nature of my
comments, I think the proposed codification is now in quite good
shape for application to GCL corporations.

2. The draft makes several references to the
"well-developed" Delaware law as to the BJR. That law not only
is well developed but also is very voluminous and not totally
consistent with itself. It does provide specific guidance for
cases which parallel one of the many previously decided cases
provided the Chancellor in a new case doesn’t strike out on a
divergent path because of perceived particularities of that case.
The point of this comment, such as it is, is that the proposed
codification ought to be useful just to eliminate or reduce
uncertainties that now exist even under a law as well-developed
as Delaware’'s.

3. As you will recall, the Nonprofit Organizations
Committee of the Business Law Section originally opposed
codification of the BJR and in particular the codification’s
applicability to nonprofit organizations. The latter was driven
in part by the perception of committee members that the
codification as originally proposed did not fit GCL corporations
as well as it should but that it fit nonprofits even less well.

In its present form, however, we think the proposed
codification is very close to the rule which California courts
have applied to entities other than GCL corpeorations. For
example, as you know, the Lee case that is cited several times in
the draft involved a nonpreofit entity and the court carefully
applied BJR criteria and cited precedents without distinguishing
between a BJR for GCL corporations and a BJR for other entities
making business decisions. For that reascn, the Nenprofit
Organizations Committee and I urge the Commission not to distance
its proposed codification from applicability to other entities.

I am not suggesting that the draft or comments to the proposed
new sections should state that the rule is applicable to entities
other than GCL corporations; it won’t literally be since the new
sections would appear only in the General Corporation Law.

We think that, because of the essentially identical
formulation of the standard of care for directors not only in the
Nonprofit Corporation Law but also in the Consumer Cooperative
Corporation Law, the codified provisions, Commission comments,
and whatever judicial decisions may arise interpreting them
should be applicabkle at least by analogy and by parity of
reasoning to those directors. One of the objectives of the
drafters of the Nonprofit Corporation Law and the Consumer
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Cooperative Corporation Law (I was one of them) was to keep those
laws as closely parallel to the General Corporation Law and each
other as fit the circumstances of these other types of entities,
We did this so that decisions as any of them which involve the
same statutory language or statutory requirement would bhe
applicable to all, barring special needs or circumstances.

If you agree that a comment such as Insert 7 or Insert
9 in the enclosed material is appropriate for inclusion but feel
including it in tweo places is overkill, I would suggest that it
be included as Insert 9 so that it would part of the official
comments to the codification.

4. I deleted n, if any," in line 10 on page 10,
because it is clear that there is a common law BJR for at least
some entities other than GCL corporations.

5. The reason that I deleted the phrase "to the
corporation and its shareholders" in lines 47 and 48 on page 10
is that Section 309 does not actually say to whom a director’s
duties are owed. Presumably satisfaction of Section 309 protects
a director against a c¢laim by anvbody based on his or her failure
to perform duties as a director. The change in line 49 is
designed to make it clear that Section 309 does not protect a
director from claims other than asserted failure to carry out
those duties and does not extend its protection to tort, contract
or other types of liabilities that directors may incur.

6. It seems to me that an additional comment might be
included at the end of the comments on Section 320 explaining
proposed Section 320(b) (3). In particular, I think as I have

suggested in the past that it should be made clear that even if a
director may have failed to satisfy the requirements for
protection by the BJR or the requirements of Section 309, the
director should not be liable if a business judgment satisfying
the BJR was made by a sufficient number of other directors or a
sufficient number of other directors met the standards of Secticn
309 in approving a transaction. In that case, a failure by a
particular director or even more than one director should not
make them liable since their failure would not be the proximate
cause of ill consequences of a corporate decision properly made
by the other directors. This is particularly important as to an
interested director who does not satisfy the BJR but abstains
from participating in the decision. I have not prepared any

language for this although I think I may have suggested some in
the past.



Page 4 - Melvin A. Eisenberqg, Esqg. - November 24, 1997
Nathaniel Sterling, Esqg.

7. You will notice one or two suggestions as to the
extent to which the proposed codification actually embodies the
relevant provisions of the ALT Principles. The point here is
that the proposed codification has several well thought out
deviations from the ALI Principles, which, although followed for
the most part, was only a starting point for the Commission’s
work.

8. The press of various other things I am doing
{which in part delayed this letter and my suggestions as to the
draft recommendation) has prevented me from carefully thinking
through proposed Section 322. The one comment I do have is that
the phrase in Section 322(b), "falls between the duty of care and
the duty of loyalty", is rather vague. I wonder whether this
clause (3) should not focus on the absence of good faith or
failure to meet the duty of loyalty rather than on the duty of
care.

Again, I hope the foregoing will be useful. I will be
happy to answer any questions that you may have about anything
set forth above or in the enclosed copy of the staff draft or
the suggested inserts to it.

Sincerely yours,

i

R. Bradbury Clark

RBC:bas
Enclosures
cc: Gary L. Wollberg, Esq.



Suggested Inserts to October 1997 Staff Draft
Recommendation re Business Judgment Rule

Insert 1

would amend the General Corporation Law, which

Insert 2

or corresponding managers of other types of organizations

Insert 3

In considering whether a director has satisfied the standard of
careful conduct in making a business judgment, the courts have
used a lower standard of review, provided the director made the
judgment in good faith, did not have an economic interest in it,
and used a reasonable decisionmaking process. That standard of
review

Insert 4

not the rule governing when courts will review whether directors’
action has satisfied that standard.

Insert 5

~-—- but alsec voluminous —--

Insert 6

and existing statutory protection of officers and employees

Insert 7

may or may not be the same in the nonprofit as in the for-profit
context. The statutory standard of care for directors of
business corporations is essentially the same as that for
nonprofit directors. To the extent that the latter make business
judgments, as many if not most do, parallel rules seenm
appropriate ("Where the reason is the same, the rule should be
the same", Lee v. Interinsurance Exchange, supra at note 32, at
page 712, citing Civil Code Section 3511). Indeed the Lee case,
which as noted above is the most recent California case law

LA1-768984.V1 8 11/21/97



formulation of the Business Judgement Rule, involved a nonprofit
organization.

Insert 8

for their own actions.

Insert ©

or that, to the extent their managers are subject to the same
standard of duty as a director of a business corporation, they
should not ke judged by the same rules. The standard of care for
directors of business corporations is essentially the same as
that for nonprofit and consumer cooperative corporations
directors. To the extent that the latter make business
judgments, as many if not most do, parallel rules seem
appropriate ("Where the reason is the same, the rule should be
the same", Lee v. Interinsurance Exchange, supra at note 32, at
page 712, citing Civil Code Section 3511}. Indeed the Lee case,
which as noted below is the most recent California case law
formulation of the Business Judgment Rule, involved a nonprofit
organization.

Insert 10

onh tort, contract or other bhases.

LAl-766984,V1 ? 11/21/87
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Staff Draft Recommendation » October 1997

BUSINESS JUDGMENT RULE

Summary of Recommendation

This recommendation proposes to codify the business judgment rule based on
the ALI Principles of Corporate Governance. 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.

This recommemapplies saby to directors of business corporations. The

Law Revision Commission has not studied the circumstances of directors of
@”Tonproﬁt corporations)and makes no recommendation on the application of the
business judgment rule to them. '

11



Staff Draft Recommendation « October 1997
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Staff Draft Recommendation + October 1997

BUSINESS JUDGMENT RULE

L

f | BACKGROUND

The Legislature in 1993 authorized the Law Revision Commission 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, and related matters,
should be revised.”! The motivation for this study is that California law in the area
is confused. The uncertainty of California law, compared with the well-articulated
Delaware law on this subject, may be a factor in the decision of some California
corporations to reincorporate in Delaware. The ‘business judgment rule of
Delaware and other jurisdictions may offer useful guidance for codification and
clarification of the law in California.2

The Commission retained Professor Melvin A. Eisenberg of the University of
California, Berkeley, School of Law to prepare a background study on the matter.3
The present recommendation is the product of the Commission’s deliberations at a
series of public meetings held during 1995-1997.

STANDARD OF CARE AND BUSINESS JUDGMENT RULE

Standard of Care of Directors

Corporate directors are held to a standard of careful conduct. The standard of
careful conduct has evolved from basic fiduciary concepts, reflected in the
statutory formulation of the standard found in Corporations Code Section 309(a).
That statute 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 reasonable inquiry, as an ordinanly prudent person in a like
position would use under similar circumstances.”

Standard ol‘ Judicial Review

1rect0r~t:hc courts have used a lowcr standard of review, prov1ded the du:ect
made the decision in good faith, did not have an economic interest in the decision,
and used a reasonable decisionmaking process. The lower standard_of review

applied 1n these 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 has acted in good faith. A

1. 1993 Cal. Stat. res. ch. 31.
2. Annual Report for 1892, 22 Cal, L. Revision Comm’n Reports 831, 845 (1992).

3. See Eisenberg, Background Study for the California Law Revision Commission on Whether rhe
Business-Judgment Rule Should Be Codified (May 1995). The background study is available electronically
at the following URL: http://www.clrc.ca.gov/. It is also reprinted as an Appendix to this report.
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Staff Draft Recommenrdation » October 1997

more common standard is objective — whether the decision of the director is
rational, as distinct from prudent. :

A
'Rationale of Business Judgment Rule

The reason for the business judgment rule is that business decisions inherently
involve risk. It would be unfair to penalize a director for a risky decision made in
what the director rationally and in good faith believes to be in the corporation’s
interest, just because the risk materializes. This would make the director in effect
an insurer of the corporation’s acts, and would tend undesirably to promote risk-
averse decisionmaking by directors. '

But given the fact that other fiduciaries are held to a standard of prudence and
due care, is the special protection of the business judgment rule necessary or
proper?4 The trend in the law generally is to recognize that some risk is inherent in
sound decisionmaking, and to make allowance for that fact.5 Risk is a necessary
element of proper business decisionmaking, to an even greater degree than
investment decisions of fiduciaries.6

CALIFORNIA LAW AND THE NEED FOR CLARIFICATION

California’s formulation of the business judgment rule is confused. Some cases
have articulated a reasonability standard,” others a good faith standard,® and still
others have combined the two concepts or treated them as interchangeable.?

Statements may be found in case law that California’s statement of the standard
of careful conduct in Corporations Code Section 309(a) codifies the business __@
Jjudgment rule.1° But that section actually codifies thé standard of careful conduct,

; tehth sthess-judgmentrale-isinconsisteat. In fact, it could be argued
andard of care in Section 309 negates the business

"that the statement of the st

4. See Gevurtz, The Business Judgment Rule: Meaningless Verbiage or Misguided Notion?, 67 8. Cal,
L. Rev. 287 (1992). Professor Gevurtz concludes that corporate directors are not unique in the types of
decisions they make, and should not receive special treatment,

5. For example, 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.” Prob. Code §
16047(b). See also Uniform Prudent Investor Act, 25 Cal. L. Revision Comm’n Reports 543 (1995).

6. See, e.g., Protecting Corporate Officers and Directors from Liability {Cal. Cont. Ed. Bar 1994).

7. See, e.g., Burt v. Irvine Co., 237 Cal. App. 2d 828, 47 Cal. Rptr. 392 (1965); Fornaseri v. Cosmosart
Realty Corp., 96 Cal. App. 549, 274 P. 597 (1929); Briano v, Rubio, 54 Cal. Rptr. 2d 408, 415 (1996).

8. See, e.g., Marble v. Latchford Glass Co., 205 Cal. App. 2d 171, 22 Cal. Rptr. 789 (1962); Eldridge v.
Tymshare, Inc., 186 Cal. App. 3d 767, 230 Cal. Rptr. 815 (1986).

9. See, e.g., Gaillard v. Natomas Co., 208 Cal. App. 3d 1250, 256 Cal. Rptr. 702 (1989).

10. See, e.g., id. at 1264; Barnes v. State Farm Mutual Auto. Ins. Co., 16 Cal. App. 4th 365, 379 n.12, 20
Cal. Rptr. 87 (1993); Briano v. Rubio, 54 Cal. Rptr. 2d 408, 415 (1996).
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Staff Draft Recommendation « Gctober 1997

judgment rule by its failure to create a business judgment exception to the
statutory standard.!! :

The Commission has also considered the question whether the existence of other
devices in the law for protecting directors against personal liability may diminish
the importance of a clear statement of the business judgment rule, These devices
include insurance and indemnification for directors,12 as well as protection from
liability under the articles.!? These devices are not universal among California
corporations, nor do they eliminate the benefit of a sound expression of the
governing law. |

The Commission has concluded that, given the justifications and importance of
the business judgment rule, and the uncertainty of its status and formulation in
California, it is desirable to codify the rule.

PRINCIPLES OF CODIFICATION

Models for Codification

The business judgment rule is a creature of the common law. No state has yet
codified the rule. |

It is generally thought that the California and Delaware business judgment rules
are basically similar, although 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.14 This Wwewld argue for codification in California based on Delaware law.
The Commission believes that a better is the Principles of Corporate
;Governance (1992) of the American Law Institute (ALI). This compilation of
:principles represents a fair statement of the general law in a way that is not
‘inconsistent with either Delaware law or existing California law, and would

resolve any concern about discrepancies between California and Delaware law on

this matter. A significant added benefit to codification of the business judgment

heform-of the ALI Principles of Corporate Governance is that, besides

11. See discussion in 1 H. Marsh & R. Finkle, Marsh's California Corporation Law § 11.3 (3d ed. 1990).
12. Corp. Code § 317,

13. Corp. Code § 204(a)(10).

14. ‘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 businéss judgment rule dees 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 Cal-::fomia.l,aw :

Applicable to Quasi-California Corporations, 15 Business Law News 28-29 (Summer 1993).

Chs- 15
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clarifying California law, it will p a whole body of interpretation in the form
of official commentary and reporter’s notes. Moreover, the ALI Principles are
likely to become a dominant factor in shaping the law in the future.

1

Elements of Business Judgment Rule

The elements of the business judgmcnt rule are laid out clearly in the AL
Principles of Corporate Governance. A director who makes a good faith business
judgment fulfills the duty of care if the director:

(1) is not interested in the subject of the business judgment;

(2) is informed with respect to the subject of the business judgment to the extent
the director reasonably believes to be appropriate under the circumstances; and

(3) rationally believes that the business judgment is in the best interests of the
corporation. !

Disinterest'ed Director

The business judgment rule only applies where the director “is not interested in
the subject of the business judgment.” Under the ALI Principles, 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

thé 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 by a person who has a material pecuniary interest in the transaction
or conduct, and the 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,

These principles provide clear and useful standards that enable some certainty in
determining whether the business judgment rule will be applied in particular
circumstances. The Commission would include these basic standards in the
codification of the rule.

The Commission recommends several clarifications of these standards,
including:

15. American Law Institute, Principles of Corporate Governance §4.01(c) (1992).
16. American Law Institute, Principles of Corporate Governance §1.23 (1992),

1D
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(1) The standards refer to a “familial” relationship to the director. Because of the
potentially open-ended nature of this concept, the codification narrows the concept
to named close relationships, including the director’s spouse, children, parents,
siblings, and other near relatives, including step, in-law, and adoptive relations.

(2) Under the standards, neither the director nor an associate or other person with
whom the director has a relationship may have a material pecuniary interest in the
transaction that could adversely affect the director’s judgment. But a director may
be unaware of the existence of such an interest. The director should not be
considered interested for purposes of the business judgment rule unless the
director knows or should be aware of the existence of the interest.

Rationality Standard

Under the ALI Principles of Corporate Governance, the business judgment rule
protects a good faith exercise of business judgment by a disinterested and
reasonably informed director if the director “rationally believes that the business
judgment is in the best interests of the corporation.”!? Although courts have
announced various formulations of the business judgment rule, the rationality
standard is the most prevalent.18

The rationality standard is relatively easy to satisfy - conduct that may be
imprudent or unreasonable is not necessarily irrational. “Unlike a subjective-good-
faith standard, a rationality standard preserves a minimum and necessary degree of
director and officer accountability.”1® An example of a decision that fails to satisfy
the rationality standard is a decision that cannot be coherently explained.

The rationality standard allows a wider range of discretion than a reasonableness
standard would impose; it gives the director a safe harbor from liability for a

! business judgment that might not be reasonable, so long as it is not so removed
" from the realm of reason when made that liability should be incurred.20

17. American Law Institute, Principles of Corporate Governance §4.01{c)(3) (1992).

18. See, e.g., E. Brodsky & M. Adamski, Law of Corporate Officers and Directors: Rights, Duties, &
Liabilities § 2.11 (1984); D. Block, N. Barton & 8. Radin, The Business Judgment Rule: Fiduciary Duties
of Corporate Directors 38-39 (4th ed. 1993).

19, Eisenberg, Background Study for the California Law Revision Commission on Whether the Business-
Judgment Rule Should Be Codified 11 (May 1993).

20. American Law Institute, Principles of Corporate Governance, § 4.01(c)}(3) Comment {1992):

This [rational belief] standard is intended to provide directors and officers with a wide ambit of
discretion. It is recognized that the word “rational,” which is widely used by the courts, has a close
etymological tie to the word “reasonable” and that, at times, the words have been used almost
interchangeahly. But a sharp distinction is being drawn between the words here. The phrase
“rationally believes” is intended to permit a significantly wider range of discretion than the term
“reasonable,” and to give a director or officer a safe harbor from liability for business judgments
that might argyably fall outside the term “reasonable” but are not so removed from the realm of
reason when made that liability should be incurred. Stated another way, the judgment of a director

_or officer will pass muster under [the business judgment rule] if the director or officer believes it
to be in the best interest of the corporation and that belief is rational.

o 41 ™~
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The rationality standard represents a middle ground among the various standards
that have been articulated in the California cases?! and would codify the most
recent California case law formulation.?? It has the added benefits that it is
consistent with the mainstream of case law in other states, including Delaware law.
And it picks up the useful explanatory material set out in the ALI Principles of
Corporate Governance.

Presumption and Burden of Proof

The business judgment rule is sometimes described as a presumption in favor of
the regularity of acts of the directors.23 But the business judgment rule is really a
defense to an allegation that the duty of care has been violated. The burden of
proof is on the person challenging the acts of the directors in any event.24 These
principles should be made clear in the codification of the business judgment rule.
A director is presumed to have satisfied both the duty of care and the requirements
of the business judgment rule, the burden of proof of these matters being on the
person alleging a violation. This would codify existing law.2

TRANSACTIONS IN CONTROL AND DERIVATIVE ACTIONS

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, 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

e

in the best interests of the corporation.26 Whether the business judgment rule
should apply to an action of directors to block or dismiss a derivative action as not
in the best interests of the corporation is problematic.2’ The proposed legislation
makes clear that California courts may develop standards to determine whether

21. See discussion in text at nn. 8-10, supra.
22. See Lee v. Interinsurance Exchange, 50 Cal. App. 4th 694, 711, 57 Cal. Rptr. 2d 798, 808 (1996)).

23. See, e.g., Lee v. Interinsurance Exchange, 50 Cal. App. 4th 694, 709-15, 57 Cal. Rptr. 2d 798, 807-
11 (1996); Will v. Engebretson & Co., 213 Cal. App. 3d 1033, 261 Cal. Rptr. 868 (1989).

24. Bvid. Code §§ 500, 521.

25. See, e.g., Lee v. Interinsurance Exchange, 50 Cal. App. 4th 694, 57 Cal. Rpu. 2d 798 (199¢),
Gaillard v. Natomas Co., 208 Cal. App. 3d 1250, 256 Cal. Rptr. 702 (1989); Eldridge v. Tymshare, Inc.,
186 Cal. App. 3d 767, 230 Cal. Rptr. 815 (1986); Burt v. Irvine Co., 237 Cal. App. 2d 828, 47 Cal. Rptr.
392 (1965); Fornaseri v. Cosmosart Realty Corp., 96 Cal. App. 549, 274 P. 597 (1929).

26. See, e.g., Unocal v. Mesa Petroleum Corp., 493 A.2d 946 (Del. 1985); Zapata Corp. v. Maldonado,
420 A.2d 799 (Del. 1981). ' .

27. See Eisenberg, The Requirement of Making a Demand on the Board Before Bringing a Derivative
Action and The Standard of Review of a Board or Committee Determination that a Derivative Action Is Not
in the Corporation's Best Interests (Oct. 1995). :

v 18
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and under what circumstances the business judgment rule should apply to these
cases.?8 -

| _
PROCEEDINGS TO ENJOIN OR SET ASIDE ACTION OF BOARD-

The business judgment rule is applicable to determine whether the directors’
standard of care has been satisfied for purposes of determining liability of the
directors. It may also be applicable for determining whether the course of action
they have decided on can be enjoined or set aside.?9 Application of the business
judgment rule to a determination whether to enjoin or set aside board action is not
a simple matter, however, and varies with the type of board action at issue.3 The
Commission would leave application of the business judgment rule in proceedings
to enjoin or set aside board action to common law development.

CODIFICATION INAPPLICABLE TO OFFICERS

Most of the development of the law relating to business judgments has occurred
in connection with directors, particularly in derivative action litigation. There is
relatively little law concerning corporate officers. The Commission recommends
that the codification of the business judgment rule should be limited to directors,
and that its possible application to officers be made the subject of a separate study.

Codification of the business judgment rule for directors should not affect the

(£>=common law] pretecsomof offieers 2!
CODIFICATION APPLICABLE TO CERTAIN FOREIGN CORPORATIONS

The standard of conduct of a director codified in Section 309 by its terms applies
to domestic California corporations. By virtue of Section 2115 it also applies to
certain foreign corporations doing business in California. Because the business
judgment rule provides the standard of judicial review of an action alleged to be in
violation of Section 309, the business judgment rule should likewise apply to a
foreign corporation subjected to Section 309 by Section 2115. The recommended

legislation includes this concept as part of its codification of the business judgment
rule.

28. Cf. Lee v. Interinsurance Exchange, 50 Cal. App. 4th 694, 57 Cal. Rptr. 2d 798 (1996).

29, See. e.g., Lee v. Interinsurance Exchange, 50 Cal. App. 4th 694, 57 Cal. Rptr. 2d 798 (1996);
Heckman v. Ahmanson, 168 Cal. App. 3d 119, 214 Cal. Rptr. 177 (1985).

30. See, e.g., American Law Institute, Principles of Corporate Governance § 6.02(d) (1992) (action that
has foreseeable effect of blocking unsolicited tender offer).

31. American Law Institute, Principles of Corporate Governance, Comment to § 4,01 (1992). But see
Gaillard v. Natomas Co., 208 Cal. App. 3d 1250, 256 Cal. Rpu. 702 (1989), suggesting that business
judgment rule protection may not apply to officers.

1
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CODIFICATION INAPPLICABLE TO NONPROFIT
CORPORATIONS AND OTHER ENTITIES

The récommended legislation deals with standards of care and application of the
business judgment rule only in the context of business corporations. It does not
deal with those issues as applied to other entities, such as partnerships and
nonprofit corporations.32 In particular, the Commission has not studied the
circumstances of directors of nonprofit corporations and makes no
recommendation on the application of the business judgment rule to directors of
nonprofit corporations.3?

32. Cf. Lee v, Interinsurance Exchange, 50 Cal. App. 4th 694, 57 Cal. Rptr. 2d 798 (1996) (application
of common law business judgment rule to reciprocal insurer).

33. The considerations that favor protecting directors of noaprofit corporations from liability may differ
from the considerations involved in business corporations. Risk-taking and business decision-making may
1 1 ' T . 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, responding to the holding in Frances T. v. Village
Green Owners Ass'n, 42 Cal. 3d 490, 723 P, 2d 573, 229 Cal. Rptr.-456 (1986), refusing to apply the

business judgment rule to protect nonprofit corporation directors from tort liability(A description of the

existing provisions may be found in Sproul, Director and Officer Liability in the Nonprofit Context, 15
Business Law News 7 (Spring 1993).

PN 20}
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PROPOSED LEGISLATION

An att to amend Section 2115 of, to add an article heading immediately
preceding Section 300 of, and to add Article 2 (commencing with Section 320) to
Chapter 3 of Division 1 of Title 1 of, the Corporations Code, relating to the
business judgment rule. '

Corp. Code §§ 300-318 (article heading). General provisions

SECTION 1. An article heading is added to Chapter 3 (immediately preceding
Section 300) of Division 1 of Title 1 of the Corporations Code, to read:

Article 1. General Provisions

Comment. Sections 300 to 318 are grouped as an article to facilitate creation of a separate
article elaborating the business judgment rule. See Article 2 {commencing with Section 320). The
business judgment rule is codified in Section 320, contrary language in some cases
notwithstanding. See, e.g., Gaillard v. Natomas Co., 208 Cal. App. 3d 1250, 1264, 256 Cal. Rptr.
702 (1989) (Section 309 “codifies California’s business-judgment rule”); Bames v. State Farm
Mutual Auto Ins. Co., 16 Cal. App. 4th 365, 20 Cal. Rptr 2d 87 (1993).

Corp. Code §§ 320-321 (added). Business judgment rule

SEC. 2. Article 2 (commencing with Section 320) is added to Chapter 3 of
Division 1 of Title 1 of the Corporations Code, to read: -

Article 2. Business Judgment Rule

* § 320. Business judgment rule

320. (a) A director of a corporation who makes a business judgment is deemed
to have satisfied Section 309 if all of the following conditions are satisfied:

(1) The director acts in good faith.

(2) The director is not interested (Section 321) in the subject of the business
judgment. '

(3) The director is 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.

(4) The director believes that the business judgment is in the best interests of the
corporation and its shareholders, and that belief is rational.

(b) A person challenging the conduct of a director as a breach of Section 309 has
the burden of proving (1) that the director failed to satisfy the requirements of
subdivision (a), and (2) if that burden is sustained, that the director failed to satisfy -
the requirements of Section 309, and (3) in a damage action against the director
based on the director’s failure to satisfy the requirements of Section 309, that the

failure was the proximate cause of damage suffered by the corporation or its
shareholders. . : '
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1 Comment. The business judgment rule stated in Section 320 is largely drawn from American
2 Law Institute (ALI), Principles of Corporate Governance: Analysis and Recommendations
3 (1992). The Introductory Note and Comments to that treatise provide extensive discussion of the
4  meaning.and interpretation of the business judgment rule as developed by judicial decisions;
5  those materials should be consulted in connection with questions of construction and intent of this
6 section and the other provisions of this article to the extent the provisions are based on the ALI
7  formulation.
8 Section 320 codifies the business judgment rule for business corporations that are subject.to
9  Section 309. Cf Sections 102 (application of division), 162 (“corporation™ defined). The
10 codification does not affect common law application of the business judgment mlcﬁéﬂnﬁ—e
11 other entities, such as partnerships and nonprofit corporations. The fact that these entities are not
G 12 included in Section 320 does not imply that a common law business judgment rule does not apply
13 o them
14 Section 320 relates to Section 309, which prescribes duties of directors. Therefore, Section 320
15 - applies only to conduct of directors. To qualify as a director’s “business judgment” within the
16  meaning of Section 320, a decision must have been made and judgment must, in fact, have been
17 exercised. It is important to recognize that a business decision may involve a judgment to act or to
18  abstain from acting. _
19 Section 320 effectively creates a conclusive presumption that a director has satisfied the
20 requirements of Section 309 if the conditions of subdivision (a) are satisfied. Section 309(a} states
21  the manner in which a director must perform the duties of a director. Section 309(b) permits a
22 director to rely on others to the extent specified. Section 309(c) provides in part that a person who
23 performs the duties of a director in accordance with Section 309(a) and (b) has no liability based
24  on alleged failure to discharge obligations as a director. Therefore, Section 320 would apply to
25  liability actions against directors based on alleged violations of Section 309, as well as to actions
26  against directors seeking other remedies based on alleged violations of Section 309.
27 While the business judgment rule applies in an action for damages against a director, it may
28 also be relevant in a suit for injunctive or other relief against the corporation. See Section 322(a)
29 & Comment (application of article to injunctive and other relief). Nothing in Section 320 is
30 - intended to validate a corporate action that is not otherwise in accordance with law, whether due
31  to illegality, failure to follow proper procedure, or for other cause, but if the corporate action is
32 ;otherwise in accordance with law, Section 320 should be relevant to the efficacy of directors’
. 33 *approval.
34 Section 320 does not prevent California courts from developing standards to determine whether
35 and under what circumstances Section 320 is applicable in cases that fall between traditional duty
'-36  of care cases and traditional duty of loyalty cases; in particular, in cases involving transactions
37  incident to contests for control, such as defensive actions to takeover bids, and in cases involving
38 the effect of a board or committee determination that a derivative action against a corporate
39  director or officer is not in the best interests of the corporation. See Section 322(b) & Comment
40  (application of article to transactions in control and responses to derivative actions).
4] The business judgment rule provides a “safe harbor” for determining a director’s liability for
42  breach of the director’s duties under Section 309, but it does not provide the exclusive means for
43  this determination. An action of an interested director, for example, is not entitied to protection of
44  the business judgment rule but the action may nonetheless satisfy the duty of care under Section
45 309 (but not necessarily the duty of loyalty) that an ordinarily prudent person in a like position
46  would use under simnilar circumstances. '

47 The business judgment rule applies only to satisfaction of a director’s duW .
B_4.8\._,—m'lt:l‘i'!:zrslm:elnel-dw:ts under Section 309. It does not apply to the director’s dusies; if any, to thir ,{M{

49 rsong. Nor does it 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

51 the director’s duties to the corporation and its shareholders as authorized by Section 204(a)(10).

52 See Section 309(c).

53 The introductory portion of subdivision (2) makes clear that this section protects only business

54  judgments of directors. Many decisions will involve a number of subsidiary issues. The

.22
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prerequisite that there be an exercise of judgment does not necessarily require directors to focus’
collectively on each subsidiary issue. :

Subdivision (a)(1) codifies the principle of existing law that the business judgment rule applies
only to a-good faith action of a director. See, e.g., Lee v. Interinsurance Exchange, 50 Cal. App.
4th 694, 709-15, 57 Cal. Rptr. 2d 798, 807-11 (1996); Bamnes v. State Farm Mutual Auto Ins. Co.,
16 Cal. App. 4th 365, 20 Cal. Rptr 2d 87 (1993); Eldridge v. Tymshare, Inc., 186 Cal. App. 3d
767, 230 Cal. Rptr. 815 (1986); Marsili v. Pacific Gas and Electric Co., 57 Cal. App. 3d 313, 124
Cal. Rptr. 313 (1975); Burt v. Irvine Co., 237 Cal. App. 2d 828, 47 Cal. Rptr, 392 (1965);
Fornaseri v. Cosmosart Realty Corp., 96 Cal. App. 549, 274 P. 597 (1929).

Subdivision (a)(2) codifies the principle of existing law that the business judgment rule applies
only to a disinterested decision. See, e.g., Lee v. Interinsurance Exchange, 50 Cal. App. 4th 694,
709-15, 57 Cal. Rptr. 2d 798, 807-11 (1996); Gaillard v. Natomas Co., 208 Cal. App. 3d 1250,
256 Cal. Rptr. 702 (1989). For the meaning of “interested” as used in subdivision (a)(2), see
Section 321 (interested director). It should be noted that an interested director who abstains from
participation in a corporate decision due to the director’s conflict of interest would not ordinarily
be held to have violated the standard of care of Section 309, absent a specific statutory provision
such as Section 316(b) (director who abstains from specified board action is deemed to have
approved action). Cf. Propp v. Sadacca, 175 A. 2d 33 (1961). :

Subdivision (a)(3) codifies the principle of existing law that the business judgment rule requires
an informed decision. See, e.g., Lee v. Interinsurance Exchange, 50 Cal. App. 4th 694, 711, 57
Cal. Rptr. 2d 798, 808 (1996); Gaillard v. Natomas Co., 208 Cal. App. 3d 1250, 256 Cal. Rptr.
702 (1989). This is comparabie to the requirement of Section 309(a) that a director make
reasonable inquiry in performing the duties of a director.

Existing California case law formulations of the business judgment rule do not provide clear
precedential authority. Some cases have articulated a reasonability standard (see, e.g., Burt v,
Irvine Co., 237 Cal. App. 2d 828, 47 Cal. Rptr. 392 (1965); Fornaseri v. Cosmosart Realty Corp.,
96 Cal. App. 549, 274 P. 597 (1929)). Other cases have articulated a good faith standard (see,
e.g., Marble v. Latchford Glass Co., 205 Cal. App. 2d 171, 22 Cal. Rptr. 789 (1962); Eldridge v.
Tymshare, Inc., 186 Cal. App. 3d 767, 230 Cal. Rptr. 815 (1986)). Yet other cases have combined
the two concepts or treated them as interchangeable (see, e.g., Gaillard v. Natomas Co., 208 Cal.
App. 3d 1250, 256 Cal. Rptr. 702 (1989)). Subdivision (a)(4) applies a rationality standard that

_represents a middle ground among the various standards articulated by the California cases, and is
‘consistent with the most recent articulation of the standard in California. See Lee v.

Interinsurance Exchange, 50 Cal. App. 4th 694, 710, 57 Cal. Rptr, 2d 798, 808 (1996) (court will
not interfere with decision that has “rational business purpose™).

The rationality standard of subdivision (a}{4) is drawn from ALI Principles of Corporate
Governance § 4.01(c) (1992). The ALI Comment to § 4.01 notes that:

This standard is intended to provide directors and officers with a wide ambit of
discretion. It is recognized that the word “rational,” which is widely used by the courts,
has a close etymological tie to the word “reasonable” and that, at times, the words have
been used almost interchangeably. But a sharp distinction is being drawn between the
words here. The phrase “rationally believes” is intended to permit a significantly wider
range of discretion than the term “reasonable,” and to give a director or officer a safe
harbor from liability for business judgments that might arguably fall outside the term
“reasonable” but are not so removed from the realm of reason when made that liability
should be incurred. Stated another way, the judgment of a director or officer will pass
muster under § 4.01(c)(3) if the director or officer believes it to be in the best interest of
the corporation and that belief is rational.

Subdivision (b) is drawn from ALI Principles of Corporate Governance § 4.01(d) (1992). It
codifies the burden of proof in existing law, allocating it to a person challenging the conduct of a
director as a breach of Section 309. See, e.g., Lee v. Interinsurance Exchange, 50 Cal. App. 4th
694, 57 Cal. Rptr. 2d 798 (1996); Will v. Engebretson & Co., 213 Cal. App.-3d 1033, 261-Cal.
Rptr. 868 (1989); Gaillard v. Natomas Co., 208 Cal. App. 3d 1250, 256 Cal. Rptr. 702 (1989);

NN
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Eldridge v. Tymshare, Inc., 186 Cal. App. 3d 767, 230 Cal. Rptr. 815 (1986); Burt v, Irvine Co.,
237 Cal. App. 2d 828, 47 Cal. Rptr. 392 (1965); Fomaseri v. Cosmosart Realty Corp., 96 Cal.
App. 549, 274 P. 597 (1929). The burden of proof is proof by a preponderance of the evidence.
Evid. Code § 115. '

§ 321. Interested director

321. (a) For the purpose of Section 320, a director is “interested” in a transaction
or conduct that is the subject of a business judgment only if any of the following
conditions is satisfied: '

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

(2) The director or an associate of the director has a material economic interest
in the transaction or conduct (other than usual and customary directors’ fees and
benefits) of which the director knows or should be aware, that would reasonably
be expected to affect the director’s judgment in a manner adverse to the
corporation or its shareholders. |

(3) The director is subject to controlling influence by a party to the transaction or
conduct (other than the corporation) or by a person who has a material economic
interest in the transaction or conduct of which the director knows or should be
aware, and that controlling influence would reasonably be expected to affect the
director’s judgment with respect to the transaction or conduct in a manner adverse
to the corporation or its shareholders. | :

(b) As used in this section, “associate” means any of the following persons:

(1) The spouse of the director; a child, grandchild, parent, sibling, uncie, aunt, -
nephew, niece, step-child, stepparent, or step-sibling of the director, including
adoptive relationships, and the spouse of such a person; a mother-in-law, father-in-

! law, brother-in-law, or sister-in-law of the director; a person, other than a domestic

employee, having the same home as the director:; and a trust or estate of which the
director or a person designated in this paragraph is a substantial beneficiary.

(2) A trust, estate, incompetent, conservatee, or minor of which the director is a
fiduciary. |

(3) A person with respect to whom the director has a business or economic
relationship except a person described in paragraph (1) or (2), 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. .

Comment. Subdivision (a) of Section 321 is drawn from American Law Institute (AL
Principles of Corporate Governance § 1.23 (1992). Subdivision (a} is an exclusive listing of

circumstances that may cause a director to be “interested” for purposes of application of the
business judgment rule.

The consequence of a director being interested in a particular action is that the director’s action
will not receive business judgment rule protection. However, this does not imply that the director
is liable under Section 309, since, despite the fact that the director is interested, the director’s
actions may nonetheless satisfy the duty of care (but not necessarily the duty of loyalty) that an
ordinarily prudent person in a like position would use under similar circumstances., '

oA
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‘Unlike ALI Principles of Corporate Governance § 1.23 (1992), subdivisions (a)(2) and (4)(3)
are limited to interests “of which the director knows or should be aware.”

Under subdivision (2)(3), controlling influence is most likely to occur in the case of a board that
is dominated by a controlling shareholder. It is not intended that a person would be treated as
subject to a controlling influence, and therefore interested, solely 'because of a long-time
friendship or other social relationship, or solely because of a long-time business association
through service on the same board of directors or other relationship not involving direct economic
dealing. However, where senior executives of two corporations sit on each other’s board of
directors, and each senior executive is in a position to review the other’s compensation, or other
transactions or conduct in which the other senior executive is pecuniarily interested, a court could

, consider that fact in determining whether in the circumstances of a particular case each of the

senior executives is interested when reviewing each other’s conflict of interest transactions or
conduct.

1t should be noted that fraudulent action by a director, whether or not the director is subject to
controlling influence or is otherwise interested within the meaning of this section, may be an
independent basis for a legal challenge to the action.

Subdivision (b) is drawn from ALI Principles of Corporate Governance § 1.03 (1992).

Subdivision (b)(1) incorporates concepts of Rule 16a-1 under the Securities Exchange Act of
1934 (“The term ‘immediate family’ shall mean any child, stepchild, grandchild, parent,
stepparent, grandparent, spouse, sibling, mother-in-law, father-in-law, son-in-law, daughter-in-
law, brother-in-law, or sister-in-law, and shall include adoptive relaticnships.”) Subdivision (b)(1)
omits reference to son-in-law and daughter-in-law since those relationships are otherwise covered
by reference to the spouse of a child. Subdivision (b)(1) includes reference to brother-in-law and
sister-in-law, even though those relationships are otherwise covered by reference to the spouse of
a sibling, since those relationships may also include the sibling of a spouse.

§ 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

Ao 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
Tircumstances: '

(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, 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
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(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).

J

Corp. Code § 2115 (amended). Foreign corporations

SEC. 3. Section 2115 of the Corporations Code is amended to read:

2115. (a) A foreign corporation (other than a foreign association or foreign
nonprofit corporation but including a foreign parent corporation even though it
does not itself transact intrastate business) is subject to this section if the average
of the property factor, the payroll factor and the sales factor (as defined in Sections
25129, 25132 and 25134 of the Revenue and Taxation Code) with respect to it is
more than 50 percent during its latest full income year and if more than one-half of
its outstanding voting securities are held of record by persons having addresses in
this state. The property factor, payroll factor and sales factor shall be those used in
computing the portion of its income allocable to this state in its franchise tax
return or, with respect to corporations the allocation of whose income is governed
by special formulas or which are not required to file separate or any tax retumns,
which would have been so used if they were governed by such three-factor
formula. The determination of these factors with respect to any parent corporation
shall be made on a consolidated basis, including in a unitary computation (after
elimination of intercompany transactions) the property, payroll and sales of the
parent and all of its subsidiaries in which it owns directly or indirectly more than
50 percent of the outstanding shares entitled to vote for the election of directors,

but deducting a percentage of the property, payroll, and sales of any subsidiary___@,

equal to the percentage minority ownership, if any, in the subsidiary.]?dr the

_purpose of this subdivision, any securities held to the knowledge of the issuer in

the names of broker-dealers, nominees for broker-dealers, (including clearing
corporations) or banks, associations, or other entities holding securities in a
nominee name or otherwise on behalf of a beneficial owner (collectively
"Nominee Holders"), shall not be considered outstanding. However, if the foreign
corporation requests all Nominee Holders to certify, with respect to all beneficial
owners for whom securities are held, the number of shares held for those
beneficial owners having addresses (as shown on the records of the Nominee
Holder) in this state and outside of this state, then all shares so certified shall be
considered outstanding and held of record by persons having addresses either in
this state or outside of this state as so certified, provided that the certification so
provided shall be retained with the record of shareholders and made available for
inspection and copying in the same manner as is provided in Section 1600 with
respect to that record. A current list of beneficial owners of a foreign corporation’s
securities provided to the corporation by one or more Nominee Holders or their
agent pursuant to the requirements of Rule 14b-1(b)(3) or 14b-2(b)3) as adopted
on January 6, 1992, promulgated under the Securities Exchange Act of 1934, shall
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constitute an acceptable certification with respect to beneficial owners for the -
purposes of this subdivision.

(b) The following chapters and sections of this division shall apply to a foreign
corporation subject to this section (to the exclusion of the law of the jurisdiction in
which it is incorporated):

Chapter 1 (general provisions and definitions), to the extent applicable to the
following provisions;

Section 301 (annual election of directors);

Section 303 (removal of directors without cause);

Section 304 (removal of directors by court proceedings);

Section 305, subdivision (c) (filing of director vacancies where less than a
majority in office elected by shareholders); :

Section 309 (directors’ standard of care); :

Section 316 (excluding paragraph (3) of subdivision {(a) and paragraph (3) of
subdivision () (liability of directors for unlawful distributions);

Section 317 (indemnification of directors, officers and others);

Sections 320 to 322, inclusive (business judgment rule): _

Sections 500 to 505, inclusive (limitations on corporate distributions in cash or
property);

Section 506 (liability of shareholder who receives unlawful distribution);

Section 600, subdivisions (b) and (c) (requirement for annual shareholders’
meeting and remedy if same not timely held);

Section 708, subdivisions (a), (b) and (c) (shareholder’s right to cumulate votes

at any election of directors);

Section 710 (supermajority vote requirement);

- Section 1001, subdivision (d) (limitations on sale of assets);

Section 1101 (provisions following subdivision (e)) (limitations on mergers);

Chapter 12 (commencing with Section 1200) (reorganizations),

Chapter 13 (commencing with Section 1300) (dissenters’ rights);

Sections 1500 and 1501 (records and reports);

Section 1508 (action by Attorney General);

Chapter 16 (commencing with Section 1600) (rights of inspection).

(¢) Subdivision (a) shall become applicable to any foreign corporation only upon
the first day of the first income year of the corporation commencing on or after the
30th day after the filing by it of the report pursuant to Section 2108 showing that
the tests referred to in subdivision (a) have been met or on or after the entry of a
final order by a court of competent jurisdiction declaring that such tests have been
met.

(d) Subdivision (a) shall cease to be applicable at the end of any income year
during which a report pursuant to Section 2108 shall have been filed showing that
at least one of the tests referred to in subdivision (a) is not met or a final order
shall have been entered by a court of competent jurisdiction declaring that one of
such tests is not met, provided that such filing or order shall be ineffective if a

™y oy
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contrary report or order shall be made or entered before the end of such income
year. :

(e) This section does not apply to any corporation (1) with outstanding securities
Jlisted on the New York Stock Exchange or the American Stock Exchange, or (2)
with outstanding securities designated as qualified for trading as a national market
security on the National Association of Securities Dealers Autornatic Quotation
System (or any successor national market system) if such corporation has at least
800 holders of its equity securities as of the record date of its most recent annual
meeting of shareholders, or (3) if all of its voting shares (other than directors’
qualifying shares) are owned directly or indirectly by a corporation or corporations
not subject to this section. For purposes of determining the number of holders of a
corporation’s equity securities under clause (2) of this subdivision, there shall be
included, in addition to the number of recordholders reflected on the corporation’s
stock records, the number of holders of the equity securities held in the name of
any Nominee Holder which furnishes the corporation with a certification pursuant
to subdivision (a) provided that the corporation retains the certification with the
record of shareholders and makes it available for inspection and copying in the
same manner as is provided in Section 1600 with respect to that record.

Comment. Section 2115 is amended to include the business judgment rule (Sections 320-322)
among the provisions applicable to foreign corporations under this section. The business
judgment rule relates to the standard of care of directors under Section 309; that section also is
applicable to foreign corporations under Section 2115. Subdivision (b).
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