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THE VERDICT ON THE

USINESS JUDGMENT RULE

GERARD V. MANTESE AND PHILIP G. LOUIS JR'

THE BUSINESS JUDGMENT RULE HAS
BEEN PART OF ENGLISH AND AMERICAN
COMMON LAW ON CORPORATIONS

FOR MORE THAN 250 YEARS.2 IN
THEORY, THE BUSINESS JUDGMENT
RULE PROTECTS MANAGEMENT FROM
LIABILITY FOR HONEST MISTAKES IN
JUDGMENT, AS LONG AS THEY ACT WITH
DUE CARE AND LOYALTY.3 IN REALITY,
THE RULE IS NOT SO SIMPLE.

This article explores the origins of the business judgment
rule in the 18th and 19th centuries, then its development
thereafter. Finally, we examine Missouri’s recent application
of the rule.*

The Rule, Fiduciary Duties, and Context

Right or wrong, courts have applied (or at least referred
to) the business judgment rule along with each of the director

64

fiduciary duties of due care, good faith, and loyalty. Simply
stated, the rule can provide protection of a fiduciary ac-
cused of breaching his or her duties where that fiduciary has
properly investigated a transaction or decision, yet makes an
honest mistake in judgment which harms the company or its
shareholders. However, if a director makes a decision that is
personally beneficial to the detriment of the corporation (the
duty of loyalty), arguably the rule is irrelevant.” Despite this,
courts continue to involve the duty of loyalty and the business
judgment rule in their analyses.

The conduct of corporate management of closely held com-
panies is often analyzed more stringently than the conduct
of fiduciaries of public entities, where shareholders can more
easily escape oppressive treatment® by selling their shares on
the stock market.”

Delaware led the charge in developing the business judg-
ment rule in the 20th century. Indeed, many of the cases dis-
cussed herein are from Delaware and involve public compa-
nies. Since then, most states have developed their own bodies
of case law relating to the rule.

The Origins of the Rule

In 1742, an English court first suggested that directors
should not be liable for good faith decisions made on behalf
of the company, even if those decisions have undesirable
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outcomes.® In Charitable Corp. v. Sutton,® the lord chancel-

lor of England wrote that directors “may be guilty of acts of
commission or omission, of mal-feasance or non-feasance”
but where “acts are executed within their authority... though
attended with bad consequences, it will be very difficult to de-
termine that these are breaches of trust.” The court reasoned
that it would be unfair “after bad consequences have arisen
from such executions of their power, to say that they foresaw
at the time what must necessarily happen; and therefore
were guilty of a breach of trust.”!” However, the Sutlon court
declared that directors must act with “fidelity and reasonable
diligence.”"!

The concepts promulgated in Sutton are found in an 1829
Louisiana Supreme Court decision. In Percy v. Millaudon," a
bank’s shareholders sued the directors for misconduct. The
court stated that directors should not be liable for mistakes
and judgment “if the error was one into which a prudent man
might have fallen.”"® Percy is considered the first American
case to apply the rule of judicial deference for director errors
in judgment.'

In Scott v. Depeyster,'® shareholders sued the corporation’s
president and directors for the fraud of the corporation’s sec-
retary. The New York chancery court noted that directors are
not required “to have attained infallibility.”'® Directors “must
answer for ordinary neglect,” which is “the omission of that
care which every man of common prudence takes of his own
concerns.”'” The Scott court examined the facts and ultimately
concluded that the defendants reasonably relied on the sec-
retary’s representations and were not liable for misconduct.'®
Thus, the duty of due care was satisfied.

In 1847, the Alabama Supreme Court applied a similar
standard in Godbold v. Branch Bank."® There, a bank’s share-
holders sued a director for the board’s illegal conduct. The
court determined that the illegal act was done in good faith
and “in the exercise of the power vested in [the director]” and
declined to impose liability. Directors must have “a compe-
tent knowledge” of their duties.? No person would become a
director if this required “perfect knowledge.”!

The Rule in the 20th Century and Beyond

In 1927, the Delaware Supreme Court decided Bodell v.
Gen. Gas & Elect. Co.*® The Bodell court stated that, absent
evidence that the directors did not act in the company’s best
interests, courts should not be permitted to review “an honest
mistake of business judgment.”? Moreover, director decisions
should not be interfered with absent fraud, “such as improper
motive or personal gain or arbitrary action or conscious dis-
regard of the interests of the corporation and the rights of'its
stockholders.”?

Early business judgment rule cases seem to have focused
on the duty of care. And, in large part, it seems most cases in
this regard continue to involve the duty of care. An early®
duty of loyalty case where the business judgment rule was
referenced was Guth v. Loft, Inc.,* issued in 1939 by the
Delaware Supreme Court. Loft, Inc. manufactured and sold
food products, including soft drink syrups. Its president,
Guth, terminated Loft’s contract with Coca-Cola, acquired
Pepsi-Cola Company for himself, and used Loft’s resources to
operate Pepsi. The court noted that officers and directors are
prohibited from using their position to further their personal

interests and are bound to “the most scrupulous observance”

of their duties.”” After examining the facts, the court conclud-
ed that Guth acquired Pepsi to replace Coca-Cola products in
Loft stores. Guth “created a conflict between self-interest and
duty.”®® Ultimately, the opportunity to acquire Pepsi belonged
to Loft, Inc. and not Guth.*

In a New York opinion, Litwin v. Allen,* the court’s analysis
involved a discussion of both the duties of care and loyalty
and many references to the exercise of business judgment
by a board of directors. The court stated that directors are
“required to conduct the business of the corporation with the
same degree of fidelity and care as an ordinarily prudent man
would exercise in the management of his own affairs of like
magnitude and importance.”*" Also, the court emphasized
that directors owe undivided loyalty and “an allegiance that is
influenced in action by no consideration other than the wel-
fare of the corporation.” * Moreover, “any adverse interest of
a director will be subjected to a scrutiny rigid and uncompro-
mising. He may not profit at the expense of his corporation...
he may not for personal gain divert unto himself the opportu-
nities which in equity and fairness belong to his corporation.
He is required to use his independent judgment.”* The duty
of care requires directors to “act honestly and in good faith,
but that is not enough. [Directors] must also exercise some
degree of skill and prudence and diligence.” Directors will be
liable for negligence, not “errors of judgment or for mistakes
while acting with reasonable skill and prudence.”*

As perhaps some clarification as to the relevance of the
business judgment rule to the duty of loyalty, two of the most
cited Delaware cases are Weinberger v. UOP, Inc.” and Aronson
v. Lewis.” These cases hold that if a director stands to gain
from the transaction, the business judgment rule is inappli-
cable and the director must prove the “entire fairness” of the
transaction. Entire fairness has two components: fair dealing
and fair price.*” “The requirement of fairness is unflinching in
its demand that where one stands on both sides of a transac-
tion, he has the burden of establishing its entire fairness, suf-
ficient to pass the test of careful scrutiny by the courts.”*

In furtherance of this thought, a director is interested
(duty of loyalty), and not protected by the business judgment
rule, if he or she appears on both sides of the transaction or
expects to derive a personal financial benefit from a transac-
tion “in the sense of self-dealing.”* Examples of interested
decisions include instances in which directors: (1) usurp a
corporate opportunity;* (2) increase their own compensa-
tion while refusing to declare dividends;*' and (3) implement
programs that provide themselves, but not other sharehold-
ers, with liquidity.*

With regard to the duty of care and the business judgment
rule, in 1985 the Delaware Supreme Court decided Smith
v. Van Gorkom, an oft-cited business judgment rule case.*

In Smith, the shareholders of a public corporation brought

a derivative claim against the directors over a merger. The
court noted that the business judgment rule presumes that
directors acted on an informed basis, in good faith, and with
the honest belief that the action was in the company’s best
interests.** To overcome the presumption that a decision is
informed, the plaintiff must show that it was uninformed.*
Directors are informed when they apprise themselves of all
material information reasonably available before making a
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decision.* The Smith board was “grossly negligent” when it
approved a merger proposal based solely on a 20-minute
presentation.”” The board members were held jointly and
severally liable for $23 million.*®

The Rule in Missouri
Duty of Care

In Virgil Kirchoff Revocable Trust Dated 06/19/2009 v. Moto,
Inc., a duty of care case, the court described the business
judgment rule in Missouri as follows:

The business judgment rule protects the directors
and officers of a corporation from liability for intra
vires decisions within their authority and made in
good faith, uninfluenced by any consideration other
than an honest belief that the action promotes the
corporation’s best interest. The rule vests the direc-
tors and shareholders with wide latitude in making
judgments that affect the running of the corporation.
The rule precludes courts from interfering with the
decisions of corporate officers and directors absent a
showing of fraud, illegal conduct, an wultra vires act, or
an irrational business judgment.*

The court in Virgil Kirchoff Revocable Trust concluded that
the business judgment rule protected the method of valuation
used by the board of directors in setting the value of shares.

In Dauvis v. Lakewood Property Owners Association, Inc.,a due
care case where the issue was the effect of the board exceed-
ing its authority, the court stated, “[t]he term ‘ultra vires’ has
a broad application and includes not only acts prohibited by
the charter, but acts which are in excess of powers granted
and not prohibited.”™ In Dauis, the board of directors was
charged with determining the annual assessment on lots in a
real estate development. The declaration, which governed the
board, provided a formula to be used to calculate the assess-
ment. The bylaws, which the board subsequently adopted,
provided a different formula. Where the bylaws and the
declaration were in conflict, the declaration controlled. The
board of directors used the formula provided for in the by-
laws to calculate the annual assessment. The court found that
the board’s calculation based on the formula in the bylaws was
unauthorized and concluded that the calculations were ultra
vires. Thus, the board’s conduct was not protected by the
business judgment rule.

Oppression

Another recent Missourt case, S.M.S. v. J.B.S., holds that the
business judgment rule cannot shield an oppression claim.”!
In the case, the court stated that a husband could not use
the business judgment rule as a shield to insulate himself
from his wife’s claim to portions of the retained earnings of
closely held companies, in which the husband had substantial
control, during the pendency of their dissolution of marriage
proceedings. In S.M.S., the court held that the husband was
not disinterested in making decisions to hold back and not
distribute retained earnings of companies during the penden-
cy of the dissolution proceedings since he had a financial and
pecuniary interest in a transaction.. The court stated: “The
business judgment rule only protects a director or officer in
making decisions in which he is, inter alia, ‘disinterested.”
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Further, “[t]he business judgment rule protects the directors
and officers of a corporation from liability for intra vires deci-
sions [in which they are, among other things,] uninfluenced
by any consideration other than an honest belief that the ac-
tion promotes the corporation’s best interest.”*

It is important to remember that the business judgment
rule does not apply where oppressive conduct is claimed.”
This is because, in the context of shareholder oppression
within closely held companies, the reasoning behind the busi-
ness judgment rule is generally not relevant.

The intimate nature of relationships among participants
in a closely held enterprise means that when there is a falling
out among participants, it will often come down to a fight
between the in group and the out group — and the group
with the power will have a conflict when they are engaging in
transactions that benefit themselves and harm the out group.
That would disable reliance on the business judgment rule.

The indiscriminate application of the business judg-
ment rule in such settings in some early writings sometimes
reflected a court’s unwillingness to recognize the conflict
often inherent, but not addressed, in an oppression context
in a closely held business and the difficulty of reconciling a
majority right to make ownership decisions with the fidu-
ciaries’ duties when exercising control. Sometimes courts
revert to a too easy invocation of the business judgment rule
without discussing differences in a close corporation
setting. In contrast, modern cases recognize that the
business judgment rule does not insulate freezing out another
participant and that there is no business judgment to apply
when the board did not exercise good faith judgment.*

Duty of Loyalty

Despite the question as to whether the business judgment
rule has any application to a claimed breach of the duty of
loyalty, courts may continue to insert the business judgment
rule in breach of loyalty cases. In this regard, however, it is
important to keep in mind the protection that § 351.327,
RSMo affords directors and officers in a self-interest situation.
That statute absolves a director or officer who might other-
wise be held to have breached his or her duty of loyalty. Sim-
ply stated, absolution is warranted where there is adequate
disclosure and either disinterested directors or the sharehold-
ers approve the transaction, or the transaction is proven to be
fair to the corporation.

Procedural Matters

Even where the parties do not dispute the basic facts, the
business judgment rule often requires “the trial court to make
credibility determinations and to choose among competing
inferences.” Indeed, courts in Missouri have expressly de-
clined to apply the business judgment rule when considering
a motion to dismiss.”® Robinson v. Lagenbach offers guidance
on the procedural issues surrounding the business judgment
defense.’” In Robinson, the court held that the resolution of
the plaintift’s challenges concerning shareholder oppres-
sion, breach of the defendants’ fiduciary duty as directors
and controlling shareholders, and application of the business
judgment rule, however, require making credibility determi-
nations and choosing among competing inferences.”® There-
fore, the case was reversed and remanded for trial on these
issues.
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Conclusion

Under proper circumstances, the business judgment rule
can afford management protection from honest mistakes if
they act with due care. In the context of the duty of loyalty,
the rule seems inapplicable where directors stand to gain a
personal benefit to the detriment of the corporation. Further,
the rule does not apply with respect to shareholder oppres-
sion claims, particularly where the oppressors are the holders
of a majority of voting stock and the oppression is based on
the use of such voting power. Even when the rule applies, it
is not a talisman that prevents scrutiny into whether directors
have acted reasonably and in good faith. Whether directors
have acted properly depends upon the facts of a particular
transaction and typically would not be successfully asserted in
a pretrial motion to dismiss.
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