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First Supplement to Memorandum 98-2

Status of Bills: Business Judgment Rule

Memorandum 98-2 notes that the business judgment rule recommendation

was revised at the Commission’s December meeting, subject to ratification. In

this connection we have received a letter from Brad Clark suggesting revision of

two of the affected Comments. See attached Exhibit.

Comment on Application of Business Judgment Rule to Transactions in

Control and Derivative Actions

The statute draft and Comment to proposed Section 321 would codify case

law allowing the court to depart from the business judgment rule where the

decision is being challenged as an unreasonable response to a hostile tender offer

or as an improper dismissal of a derivative action. Mr. Clark suggests the

following alternative wording for the Comment:

Subdivision (c) qualifies the definition of an “interested”
director under this section. 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 Petroleum Corp., 493 A.2d
946 (Del. 1985); Zapata Corp. v. Maldonado, 420 A.2d 799 (Del.
1981). The determination of whether a director is “interested” for
these purposes under subdivision (c) encompasses a wide range of
considerations. See, e.g., ALI Principles of Corporate Governance §§
1.23(c) (“interested” as applied to director named as defendant in
derivative action), 7.10(b) (effect of retention of significant improper
benefit) (1992). Application of the business judgment rule in these
circumstances may require special attention by the court and in
some cases shifting to the corporation or other defendants some
obligation to show independence, good faith, and reasonable
investigation on the part of those who made the business decision.
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Professor Eisenberg does not believe the suggested wording precisely

captures the full impact of the cases. He suggests as a variant on Mr. Clark’s

draft:

Subdivision (c) qualifies the definition of an “interested”
director under this section. 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, and have instead
applied a standard of review that is intermediate between the
business judgment rule on the one hand, and a strict fairness
review on the other, in those 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 Petroleum Corp., 493 A.2d
946 (Del. 1985); Zapata Corp. v. Maldonado, 420 A.2d 799 (Del.
1981). The determination of whether a director is “interested” for
these purposes under subdivision (c) encompasses a wide range of
considerations. See, e.g., ALI Principles of Corporate Governance §§
1.23(c) (“interested” as applied to director named as defendant in
derivative action), 7.10(b) (effect of retention of significant improper
benefit) (1992).

Whatever formulation of this Comment is adopted in Section 321, a similar

but more general formulation should also be included in the Comment to Section

320, with a cross-reference to Section 321 and its Comment.

Application of Business Judgment Rule to Nonprofit and Other Entities

Mr. Clark suggests Comment language along the following lines:

Because Sections 320-321 are added to the General Corporation
Law, they apply directly only to corporations subject to it.
However, the facts that they codify judicial decisions applying the
same business judgment rule to entities other than business
corporations and that the standards of duty of directors set forth in
the statutes governing those entities are essentially identical to
Section 309 should be taken into account in cases involving those
other entities.

For purposes of comparison, the staff’s draft in response to Commission

decisions at the December meeting provides:
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Section 320 codifies the business judgment rule for business
corporations that are subject to Section 309. Cf. Sections 102
(application of division), 162 (“corporation” defined). The
codification does not affect common law application of the business
judgment rule to other entities, such as partnerships and nonprofit
corporations. The fact that these entities are not included in Section
320 does not imply that a common law business judgment rule does
not apply to them or that, to the extent their managers are subject to
the same duty of care as a director of a business corporation, they
may not be judged by the same rules. Cf. Lee v. Interinsurance
Exchange, 50 Cal. App. 4th 694, 57 Cal. Rptr. 2d 798 (1996).

Respectfully submitted,

Nathaniel Sterling
Executive Secretary
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