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THE CONCEPT OF BUSINESS JUDGMENT

Professor Andrew Keay and Joan L oughrey*
1. INTRODUCTION

The judgments that company directors make can have significant consequences, for their
companies, for those who hold stakesompanies, sucasshareholders and employees and,
attimes, the wider communityConsequently most jurisdictions impose duties on direttors
guide and control the way that they act. Despite this, the courts have often refrained from
holding directors liable for alleged breaches of the dutigestead deferringo directors’

judgments® Courts have simply not been willifg substitute their judgment for thaf

*Professorof Law and Professoiof Corporate and Commerciaaw respectivelyat the Centre for Business
Law and Practice, Schoof Law, Universityof Leeds. This papés partof an AHRC funded projecon
Business Judgment and the Couff&oject NumberAH/N008863/1) andwe are gratefuto the fundersWe
would liketo thankDr Daniel Attenborough, Professor Terry McNulty and the anonyreferees for their
very helpful comments. Earlier versioofthis paper have been preseratthe SLSA and the SLS annual
conferencen 2017,whenit wasshort-listed for the Best Paper Prize, and atgaublic lecturesat Adelaide,
Melbourne and ANU andie are grateful for the constructive feedback received

! A classic instancis Enron (atone time the seventh largest corporatiothe US) which collapseid
2001resultingin shareholders, employees, creditors and others losing huge amounts.

2 One leading reasasa that judges wisko avoid ‘hindsight bias,” namely‘the tendencyof decision-
makersto attachanexcessively high probability anevent simply becauseendedup occurring.” : C Jolls, C
Sunstein, and R ThaleA Behavioral Approacko Law andEconomics’ (1998)50 Stan L Rev1471at1523.
Also, see J Parkinson, Corporate PoamdResponsibility (OxfordOUP 1993), po4.

3 For example, see HampsoRKce’s Patent Candl€o (1876)45LJ Ch437; Harlowe’s Nominees Pty
Ltd v Woodside (Lakes Entrance Oil NL) (196221 CLR 483 at 493; Howard Smith.td v Ampol Petroleum

[1974] AC 821;Re Simasko ProductionSo (1985)47 Bankr444;Re ElgindatalLtd [1991]BCLC 959at 993;



directors. This approach has led,some jurisdictionsto the development of the business
judgment rule (BJR), through either case kasin Delawarein the US or legislationasin
Australia. While subjedb different formulations across jurisdictions, this essentially provides
thatif adirector’s action or inactiortanbe categorisedsa business judgment, the direa®r
presuned notto be liable for what has been dasrenot done unless the claimam@nrebut the
presumption that the rule applies. Theggenerallyan arduous task. While no such rule has
been officially recogniseith theUK* this approach has been adogted broad rangef cases,
andis not confinedo situationsin which directors are being sued for breaching their duty of

care®

Yet there has been no clear explanatiprimary or secondary sources regarding what
constitutes a business judgment. The article addresses thisygamalysing the case-laiw
England and Wales and drawing on significant caségistralia and Delaware. This paper
not a full comparative studyf the English, Australian andS case law anave acknowledge
the difficulty sametimes encounterad translating experiende one jurisdictionto another.
Nevertheless developmemtsAustralia and the US, particulaity relationto the topicathand,
canprovide useful and fruitful pointers for England and Walgbese latter jurisdictions have
been the prime ones where business judgment has been a primariy iskaims against

directors.

Circle Petroleum (QId) Pty Ltd v Greenslade [1998JACLC 1577.For a discussion see A Turn@he Judge
and the Businesglan’ (1986) LQR549.

4 On social practices acquiring rule-like status see further: J Meyer &wMan, Institutionalized
Organizations: Formal StructuasMyth andCeremony’ (1977)83 American Journabf Sociology343

5 See for example Howard Smith v Ampol Petroleum [1974] 1 ER1126at835 (proper purposes);
Devlin v Slough Estatelgd [1983] BCLC497,at503-504 (derivative action); Birdi v Specsavers Optical

Groupltd [2015] EWHC 2870 (Chat[246] (unfair prejudice).



To be clear the papes not concerned with the empirical question of how boards
actually function and take decisions, nor with the sesgepplication of the BJR, about which
much has been written, but rather the foundational question ofdiolentify and define the
legal concept of business judgmeiftis is important for several reasons. First, categorising a
matterasa business judgmeocanprovide directors with a powerful shield from liability which
raises questions about the appropriate extentiroétors’ accountability. This has been a
contentious issue especially since the Gldbakncial Crisis when, despite queries being
raised over their management of banks, few directors were stdiegal action for breaching
their dutiesto their companie$. It has been argued that appropriate director accountability
a necessary elemeint legitimising directors’ exerciseof power! However without a better
understanding of whad protected under the label of business judgment, tharask that this

exercise of power will lose legitimacy, with a resulting loss of trubusiness.

Identifying what a business judgmest andso what kinds of actions/decisions of
directors are not challengeable and those that mightisbalso necessaryo promote
commercial certaint§. In addition, the laclof clarity around the concept raises the possibility

that the courts may not be identifying decisi@sbusiness judgments a principled,

6 Though some have faced securities litigation: M MoRedressing Risk Oversight Failuren UK and
US Listed Companies: Lessons from the RBS and Citigidtipation” (2017)18 EBOR (forthcoming
SeptembeR017)

7 J Roberts, T McNulty and P Stilé8eyond Agency Conceptionsf the Workof the Non-Executive
Director: Creating Accountabilityn the Boardroom’ (2005)16 British Jourmal of Managemeng5S26; M
Moore, Corporate Governaniethe Shadovef the State, (Oxford: Hart Publishing)13)p 7; A Keay, Board
Accountabilityin Corporate Governance (Abingdon: Routledge, 2@p®5-102.

8 For example the Australian Institui& Company Directors resisted the introductadrintegrated
corporate reporting because they were unsure whether deasitmes contenof those reports woulde

business judgments coveriegdthe BJR: Responge IIRC Consultatioron Integrated Reportin@uly 2013).



consistent manner. The aim of the papdoth positive and normative. Firgtascertains how

the courts have defined business judgmerdrderto establish greater certainty about how
judges approach this questidh.argues that the courts appearidentify entrepreneurial
judgmentasbusiness judgmentl. thisis not the case the paper adopts the normative position
thatit should be, because this provides a coherent rationale for identifying why sasiendec

directors take are business judgments, and others are not.

The papers structuredasfollows. By way of prefatory remarks, section two explains
how we identified material business judgments England and Wales. This not a
straightforward taskas the courts do not necessarily adopt the terminolofyypusiness
judgmentto signify when alirector’s judgment will be respected. Section three analyses how
the courts approach the notion of judgménidentifies two senses of the term, one bethg
exercise ofan ability’, the other beinddecision’. Section four examines how the courts
identify judgmentsas ‘business’ judgments. Section five argues that business judgments can
be conceptualisegsentrepreneurial judgments. The article finishes with concluding thoughts

on the nature of business judgment.

2. IDENTIFYING BUSINESS JUDGMENT IN ENGLAND AND WALES
Determining the parameters of business judgnseditficult in England and Wales because
althoughit has been asserted that a codts not interfere with the business judgment of
directorsin the absencef allegations of maléides’,® in fact the courts rarely use the term

‘business judgment’.1® More common terms arfeommercial judgment’ or ‘commercial

° Devlin v Slough Estatdsd [1983] BCLC497 at503-504.
10 For similar observations see S Cairns, Changing the Cufii@ancial Regulation: A Corporate

Governance Approach unpublished PhD thesis (Liverpool Unive&#gtembe?014)p 148.



decisiori.}! It seems that these terms are interchangeable. For exanygechantbridge &
CoLtd v Safron General Partner 1 Ltd the court stated that the directorsiddzda
businesgudgment. ... This was a commercidkcision’.!? At other times the courts only refer
to ‘judgment’ asin Howard Smith Ltd v Ampol Petroleum Ltoh which Lord Wilberforce
stated that the courts/ill respectdirectors’) judgmentasto matters ofnanagement’,*3 or
identify issuesasbeing a‘business mater’.'* Consequentlin orderto identify when the
English courts consider a matterbe a business judgmente conducted a database search
using Lexis and Westlaw for cases employing these, and similar, expressions.

The search included cases involving breach of duty of care, wrongful trading,
disqualification, acting foanimproper purpose, and derivative claimiée found 82 cases
which used terms that indicated defetadlirectors’ judgmentIn none of these did the
courts attemptio define whathey meant. Nofvas this search exhaustivasthere are cases
in which none of the terms are used, that involve judgments previously recogmised
business judgments. Nevertheless, these provide evidence of the kinds of matters the courts
conceiveof asbusiness judgmentg/e did not conduct a similarly extensive seairch
relationto the Australian antS case lavasour intention was merekp examine some of
the leading and most recent casedetermine general developmeintghose jurisdictionsas
mentioned earlier. The next sections analyse€nglish case-law that was locatasyvell

assome relevantS and Australian material more detail.

3. THENOTION OF JUDGMENT

n Cobden Investmentsd v RWM Langport. td[2008] EWHC2810(Ch) at[754].
12 [2011] EWHC 1524t[25].
13 [1974]AC 821at835.

14 Re City Equitable Fire Insurandgo Ltd [1925] Ch 407 at 408.



As notedin the Introduction, the courts show defereteéirectors’ discretionin managing
company affairs. The exercisedifectors’ discretionis often referredo astheir judgments
or decisions. The probleis that the notion of judgmeis a ‘fairly murky one’®> Some
jurisdictions, includingasnoted, theJS and Australia, give specific deferertoebusiness
judgments eithein case law om legislation. This focus on judgments leadtaiassess
whatis involvedin the notion of judgment, particularsit relatesto the affairsof
companies and what directorsidahat regard. This section identifies two meaningschat
be attributedn the case lawo the notion of judgmeniVe referto these two meanings

‘ability’ and‘decision’

Thus judgment can eanan ability to make a considered decisiontoicometo

sensible conclusion$.The word can also meah a decision mddehe case-law indicates

that judges regularly embrace baththese aspects of judgmelnt.general circumstances
judges will frequently use the phrase my judgment’ (indicatinganopinion based upon

ability and experience), followdaly a view or conclusion of the law and/or facts, and, of
course, the judgment which a judge delivers involves making a decision on a litigated issue.
Judges also refeéo the written judgments of other judges, which encapsulate a decision,

either on the laver the facts or on both.

15 N Tichy and W BennisMaking JudgmenCalls’ (2007)85 Harvard Business Revied¢,p 95.
16 New Oxford Dictionaryf English, (Oxford: OUP, 2001) $89.
o Cambridge Dictionarat :{ http://dictionary.cambridge.org/dictionary/english/judgnfent (acce3@ed

January 2017). Also, see G Shaw and K Lo¢tKeing Fictionto Develop Managerialudgment’ (1993)17

Journalof Management Educatid49, 352.


http://dictionary.cambridge.org/dictionary/english/decision
http://dictionary.cambridge.org/dictionary/english/judgment

‘The ability meaning’ of judgments not unlike the idea of reasoning or reflective
thinking, and may well involve experience and being familiar with a particular*fieladin
this case the kinds of ability that enable directo@ctresponsibly. In this regard the courts
seento take into account experien@sdemonstratetly the reference madwey the deputy
judgein Re Brian D Pierson (Contractors) Ltd the judgment of a director being based on
his experience. The deputy judge said tHaam also very conscious that the standartie
appliedis that of the reasonably prudénisinessman... | must therefore give proper respect

to Mr Pierson's...judgment based orxperience. ...’

It is importantto note that while the emphasis might be on abititthe meaning of
judgment being discussed here, judges are envisaging the ability leadidgcision, and
thisis evidentin the above quotation froRe Brian D Pierson (Contractors) Ltd. The wse
ability in relationto judgments reflectedin corporate case law that covers various types of
claims, including shareholder claims that the affairs of a company have been comdanted
unfairly prejudicial mannen breach of the Companies2006 s.994, applications for
disqualification of directors, derivative actions broulgihshareholders, proceedings brought
against directors for breach of the duty of care,lapddators’ claims based on wrongful
trading.In the case of Birdi v Specsavers Optical Group atd)nfair prejudice claim, the
judge referredo paying a director a fair rate wasmatter for the judgment of the
directors.”?® The meaning heiig that the directors hao use their abilityn the process of

comingto a determination about remuneratiom another unfair prejudice casee

18 F Kingsbury’Business Judgment and the BusingSsrriculum’ (1922)30 Journalof Political
Economy375p 376. Also, see Shaw and Locke, it#t353;J Clarke and R HoltReflective Judgement:
Understanding EntrepreneurskagEthicalPractice’ (2010)94 Journalof Business Ethic817 p 320.

19 [2001] 1 BCLC275at306

20 [2015] EWHC 2870 (Ch)]at[344].



https://www.lexisnexis.com/uk/legal/search/enhRunRemoteLink.do?A=0.17853707743189917&service=citation&langcountry=GB&backKey=20_T25059661524&linkInfo=F%252523GB%252523EWHCCH%252523sel1%2525252015%252525page%2525252870%252525year%2525252015%252525&ersKey=23_T25059009796

Elgindata, the judge said that there was disagreeastotvhether a managerial decision
was,asa matter of commercial judgment, the right tmenake?! This was also the cageF

& C Alternative Investments (Holdings) Ltd v Barthelemy(Nd2xhere Sales J thak &

C's commercial interests were engagga wide range of business judgments which would
haveto be maddy the LLPboard,”?® and later he went dio say thatachdirector‘should

bring his own judgmertb bearin taking decisionin the best interests of theé.p.’2*

Finally, asfar asunfair prejudice cases are concernededayflex Construction Lté the

court held that whether spending £150,000 on refurbishing premises éontpany’s

offices which originally cost £800,000 and for which a budget of £30,000 had been agreed,
was ‘commercially sensible’ was a matter of judgment upon which the director had not been

‘clearly wrong’.

In several disqualification cases judges have taken the view that a director was
exercising judgment. For exampie,Secretary of State for Business, Innovation and Skills v
ChohanHildyard J said thatthe mere fact that a loan proves irrecoverable does not mean
thatit was improperly made and that the latitude alloteedirectorsin the exercise of their
commercial judgmeris broad.’?®  Again, the abilityis being usedo achieveanaim, namely
to decide on the making of a loan. With brea€lduty of care claims the only mention of

judgment seem® involve the ability of the directdp act. For instancein Dovey v Corey’

21 [1991] BCLC959at 993994

22 [2012]Ch613.

23 lbid at [167]

24 Ibid at[205]

25 [2004] 2 BCLC145at [58].

* [2013] EWHC 680 (Chyt [154].

27 [1901]AC 477at493



the House of Lords said that a director was #tely on achairman’s judgment andh this
contextit was clearly the experience and ability of this person on which reliance was
placed?® In another casedRB International Ltd v Baillie, which also involved a breath

the duty of careasoneof several claims made, the court said that the diréktew enough

to do his job andsofar asmaterialto this case, he had the experiet@w&now wheno take a
view or make a businegsdgment.’ 2° The court seemed see experiencasanimportant

issue when business judgmeninvolved and found thah reachingan agreement involving

the transfer of business from teector’s companyto another under the terms ofrad-term
broker change, the director had made business judgments which had not been outside the
range opemo him. In the early duty of care case, Leeds Estate Building and InvesBioent
Shepherd? Stirling J said that the directors declared dividends without having exercised their
judgmentas‘mercantile men’ on the estimates and statements submittéoem. Here the

directors failedo use their ability/judgment properly before they made a decision.

In the wrongful trading case &% Continental Assurance Plc, Park J said tsdme
of the non-executive directors felt thdt Burrows [an executive director] would decalea
matter of business judgment riotchase a broker for outstandidepts...”3! Here the
connotations that the directors exercised judgment (ability) before they decided alaim
the debts (the decision).

Elsewherehie classic explanation of the BJ¥ Delaware courts seernssuggest

that only final decisions @t least those decisions or processes that lead tine final

28 See alsdre Lands Allotment Company [1894]Gh 616at637; Re County Marine Insurancgo
(187071) LR 6 Ch App. 104at 119-120.

2 [2013] EWHC 2060 (Commgt[48].

30 [1887]LR 36 Ch D 787at 802

31 [2007] 2 BCLC287 at[135].



decision fall within the concept of judgmefityet there are many instances of courts
referringto the ability meaning of judgmeaswell asthe decision meaningn Cinerama Inc
v Technicolor Iné® the court referretb directors exercising business judgment, iand re
Walt DisneyCo** it was said:Furthermore, in instances where directors have not exercised
businesgudgment...the protections of the business judgment rule dcapply.” More
recently,in In re Tyson Foods In® the judge said that the directors had faitedxercise
independent business judgméntapproving self-interested transactiolmsthis case a
decision had been arrivediwithout ability being rendered and that appedoduk crucialin

finding that the BJR rule did not apgly protect the directors.

Thereis evidence alstn the Australian cases of courts referrioghe type of
judgment discussed above. For example, Robit Nominees Pty Ltd v Oceanlinx Ltcf{in liq)
was a case that involved actions brought against administratansnsiolvent company for
breaching their dutgf care (administrators are treaiadhe same wagsdirectors under
Australian legislation The court said that the administrators were requoaekigh up the

risks attending alternative coursgsaction ando cometo a commercial decision on which

32 See, for example, N Veaselew Insights Into Judicial Deferende Directors’ Business Decisions :
ShouldWe Trust theCourts’ (198384) 39 Business Lawyet461at 1464;D. Rosenberg Supplying the

Adverb : The Futuref Corporate Risk-Taking and tBisiness Judgmemule’ (2009) 6 Berkeley Business

Law Journall1l6at217.

33 663A 2d 1134 (1994)

34 907 A 2d 693 (2005t 748
3 919A.2d 563 (2007)

36 (2016) 111 ACSR27



courseto follow, exercising their business judgméhThe notionis that a decision follows

from the administrators using their ability.

The second sense of judgmeéiiie decisionmeaning’, might mean a final decisido
do something or could mean several decisions ledadiagultimate judgment on a mattét.
canalso involve a director making the conscious decigiaefrain from acting® something
which Australian case law has often emphasté&tihat clearly canndie a judgment within
the decision meaning of judgmasffailing to dischargeone’s duties suclasneglectingo
consideranissue that requires resolutifhDirectors must turn their minds matters before

whatis donecanbe categorise@dsa judgment?

There are a number of English cases involving unfair prejudice petitions and
disqualification applicationshere judgmenis takento mean a decision. For instanae,
Allmark v Burnham the deputy judge referiedhedirector’s judgment - meaning decision -
being correct:In the course of his evidentdr Burnham gave detailed...account of why
he believes that his business judgment was carreletermining... that the overall trading
would be more satisfactory and more profitable all rafitide entirety of the
bookshop...was used for the sale dboks...” In Oak Investment Partners Xl v

Broughtwood?? the judge said that what the directors had done‘ aegjitimate business

37 Ibid at [245]

38 J Told,‘Business Judgment Rule : A Generally Applicable Rijle?’ [2015] EBLR713,715.
39 For example, see, ASIC v AdI¢R002)41 ACSR72; ASIC v Rich [2009] NSWSC1229

40 In re Citigroup Inc964 A 2d 106 (2009)at 120; ASIC v Adler (200241 ACSR72.

4 Rales v Blasban@i34 A 2d 927at 933 (1993); ASIC v Rich [2003] NSWSE5.

42 [2009] EWHC 176 (Ch).



judgment properly opeto themanagement.”*® This included a decision nta follow up on
customer links because they did not reflectciheapany’s main business objective. Similarly
in Cobden Investments Ltd v RWM Langport t4the judge said tham relationto a

company runnin@n abattoir a decision regarding the terms on which cows should be
slaughtered was a matter of commercial judgment. The jndgeordene Ltd v Trans
Global Chartering Ltd® said that theirectors’ decisionto use company funds save the
company’s parent, on the basis that the survival of the parent company was netessary
securdts own business, was a commercial judgmbnlike manrer the judgdn Nicholas v
Soundcraft Electronics Lffisaid that a decision nti take legal proceedings agaiitst
parent companin anattemptto keep the subsidiary company afloat was a business judgment
that was likelyto bein the interests of both companiés.another unfair prejudice casee
Regional Airports Ltd a decisiorto make a rights issue was s#icbe a judgment of the
board. The couiih ReUno plc, a disqualification case, said that a decisiononenter
insolvent administration asa commercial judgmerit. In Secretary of State for Trade and
Industry v McTighe (No 2§? another disqualification case, the judddirst instance
commented that the decisitmallow a companyo continue tradingn atime of recession

whilst not payng Crown debts was a commercial decision.

43 Ibid at [33]

a4 [2008] EWHC 2810 (Chat [498].

45 [2006] EWHC 1407 (Chat [53].

46 1993] BCLC360at 366. Also, seeRe Macro (Ipswich)L.td [1996] 1 WLR145,decidedon a similar
basis.

47 [1999] 2 BCLC30at66

48 [2004] EWHC 933 (Ch); [2006] BCZ25at [157].

49 [1996] 2 BCLCA77



While with the decision meanirgf judgment the actual making of a decisisn
obviously critical, there are indications from the Delaware and Australian case law that the
notion of judgments not simply limitedto one final decision, sudsthe decisiorio make a
takeover bid for another companytorenter a new industry. The decisimmmake a takeover
bid, for exampleis not the only part of business judgment, for business judgment also
includes other actions that precipitateral decision, suchsthe analysis undertakday the
directors of the takeover bid aitd effect on the corporate enterpriSén many cases
judgment appeat® include both the matters that leadtaga final decisioraswell asthe
final decision itself. The fags that generally some of the case law indicates that making a
judgmentis a process. Save for very instant judgments that are byadieectors without
consideration of any note, something tisatire, there will be several elemetds decision,

andin exercising a judgment a direcisrtaking into account several things.

In this regard, the Delaware version of the BJR provides a presumptiom that
making a business decision the directors of a corporation actadimiormed basis, ansba
final decisionis only madeatthe end of a process of inquiry. Boards do not satisfy their
obligationto be reasonably informed concerning the company without assuring themselves
that information and reporting systems existhe organisation that are reasonably designed
to provideto senior management atwthe board itself timely, accurate information
sufficientto allow management and the board, each witkiacopefo reach informed
judgments concerning both the corporation's compliance with lawsandsiness
performance. The levelf detail thatis appropriate, for example, for suahinformation

systemis a question of judgmeft,which involves the ability sense of judgment. Under the

50 Unocal Corp v Mesa PetroleustB3 A 2d 946 (19854t 955

51 In re Caremark International (698 2d 959 (1996) at 970



BJRin Delaware, directors have a dutyinform themselves, prido making business

decisions, of all material information reasonably availabthem and this might include

making judgments on what they ascertain from their inquiries which willtteadinal

decision about a mattét TheUS courts do loolkat procesgo ascertain whether the directors
were well-informed; they focus on the decision making process and not merely the contents

of the final decisiort®

The only formal definition of business judgment availabli®undin the Australian
Corporations Act 2001, resulting from Australia introduam@999 a formal business
judgment rulen the mould of that extam the United States. Section 180(3) of the
Corporations Act states that business judgment nfaapslecisionto take or not take action
in respect of a matter relevaotthe business operations of ttweporation.” This clearly
comes within the decision meaniafjthe word‘judgment.” Neverthelesst presupposes that
there mighbeissues that pre-date the making of a final decision that are inglutiesl
concept of judgment and thitsalso would support the notion that judgmeaoften be a
proces. Section 180(2) states thak director or other officer of a corporation who makes a
business judgmeid takento meet the requirements of subsection (1) [the dutyme]...if
they... (c) inform themselves about the subject matter of the judgioéim extent they
reasonably believi® beappropriate.” One would expect that informing themselves about the

subject matter of the judgment could well include directors making various inquiries and

52 CedeandCo v Technicolor In6634 A 2d 245 (1993).

53 Brehm v Eisnei746 A 2d 244 (2000)It has been argued that English courts also fooysocess
when assessing whether directors have breached theiofdeaye:S. Worthington,‘The Duty to Monitor: A
Modern Viewof theDirector’s Duty of Care’ in F. Patfield (ed), Perspectives Company Law: 2 (London:

Kluwer Law,1997)p 97.



drawing conclusions from those inquir@swell asmaking decisions about the judgments of
others and these might be semistagesn the process of making a final decision or

judgment.

What stands ous that ‘judgment’ in the sense of a decisids,notsomuchanevent,
like a final decisiorto enter into a sale @nasset of the company, but more of a process that
leads ugo a decision. The processpart of the decision and whatdone leading ufo the
decisioncanbe seeraspart of judgment. Thuss it possibleto say that a court might assess
oneagectof a series of judgments that ledds final decision or are alif them protected
from scrutiny?f a director wer¢o undertake careful consideration of all aspects reldeant
making a final judgment including taking advice, making inquiries, seeking views and
generally engaginon due diligence and then loe she makes a decision which might be
viewedasextraordinary given all of the things that he or she found out @adises the
company loss, are courts goitwyefrain from holding the director liable? What director
engagesn several judgments befohe or she makes a final decision, but one of the
preliminary judgments was clearly wrong, does that mean that the diseatdeto be held
liable? Hitherto, there does not appt&abe any case lam England, th&JS or Australia that
addresses these issues. Indead stibmitted that the correct explanation of many of the
cases addressing business judgneetitat a decisiorms notanunconnected eventit is a
processin the process that leattsa final decision directors will engageinquiries and

reflectionat various stages before making decisions that all feed into the final decision.

Finally, in some instances the courts do not makéear whether they are referritm
judgmentin the abilityor decision sensén examplds lesini v Westrip Holdings Ltd, a

derivative action case, where Lewison J stated that the matters that a directomacting



accordance with s.172, would considereaching a decisioasto whetherto authorise
litigation by a company included a numberfactors and that weighing these wesentially

a commercial decision, which the coisrtll -equipgedto take.”>* The judge could have been
referringto the fact that courts do not have the abiiitynake such decisions, while directors
do, or that theactof litigating or not litigating was a final decision that was effectively a
commercial/businegsdgment that could not be reviewed. The same ambiguity exiRes
Sunrise Radio Ltd where the judge said that the atieghich shares should be offered was a
matter that hatb remain one for the commercial judgment of the directoPerhaps a more
striking examples Multinational Gas and Petrochemical Co. v Multinational Gas and
Petrochemical Services Pfdwhere LawtorlJd said that(t)he decisions complainesf...had
been highly speculative and could not properly be regaastadling within the scope of
reasonable businegsigment.’ It is not clear whether he intendemisay that the decision was
a judgment but was not itself a reasonable business judgment or whether the directors had

failedto exercise reasonable ability/judgmantomingto the decision.

While our focus has been on what the courts have said about business jutiggment
interestingo note what has been said elsewhere, even though discussion has been thin, and
particularly because whate have located mirrors whaie find in the judgmentsn a speech
to the Westminster Business Forum?015 the Deputy Governof the Bank of England,

Andrew Bailey, stated thatfW]e expect Board# exercise good judgmeirt overseeing the

54 [2011] 1 BCLCA498.
55 [2010] 1 BCLC367at[96].

56 [1983]Ch 258at 267



running of thefirm...”®” Clearly he saw judgmeasan ability and that ability would come
into playin making decisions. Management academics, Tichy and Bennistar&teod
judgments,” suggesting the makingf decisions and then the next sentence they reter
leaders showing consistently good judgnm@nthich involves ability. This seents be
aligned with the idea that judgmaatot always seeassimply involving either of the two
meaning®of the word judgment, but can involve both. A director might be aserercising
ability in taking actions that lead ultimatelya final decision abowtnaspect of corporate
life. This seems$o make sense, for one would think that a direis@xpectedo exercise
judgmentin making inquiries, considering the extent of those inquiries and reaching

conclusions before making a final decision about a particular matter.

The findingsof their research into judgment led Tichy and Bemmisonclude that
judgment does not occir a single momentt emanates from a proceSsThey argue that
there are three parts a judgment, and these are preparattomaking a decision, the
decision itself and the execution of the deciSfbfihis general approach accords with
Pettierew’s argument that taking a decisimmnot a single event, but involves a continuous
decision-making process context®® McNulty and Pettigrew make the point that there will

be a whole rangef behaviour that precedes the final decision and may impact on the form

57 ‘Governance and the Rol®f Boards’ 3 November 2015 p &t:

http://www.bankofengland.co.uk/publications/Documents/speeches/2015/speedfii$aécessed, 4 July

2017).

58 n15above, p 94.

59 Ibid, p95.

60 ibid p 95ff

61 A. Pettigrew, Studying Strategic Choice and Strategic Change. A CommeMintzberg and Waters

: ‘Does Decision getn theway?’’ (1990)11 Organization Science 6 citéd T McNulty and A Pettigrew,

‘Strategists ontheBoard’ (1999)20 Organization Sciencé? at58.
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thatit takes®? All of this is consistent with some of the comments that have been iméuze

case law and discussed earlier.

4., THE ‘BUSINESS’ IN BUSINESS JUDGMENT

This section considers what constitutes a business judgmenisHuota straightforward
enquiry because filst the case-lavs relatively silent about what capacities directors has/e
business-men that renders their judgment distingtivesiness judgments. Secondig,
explored below, whilst the courts label some decisions business judgments and not others,
they do not explain on what basis theysdo

Turningto the first issue some dacsuggest that directors have a greater propetusity
take entrepreneurial risks than others. TinuSverend & Gurnego v GiblP3 the court
commented thah the ‘mercantile world...there is a great deal more trust, a great deal more
speculation, and a great deal more readiteessnfidein the probabilities of things, with
regardto success mercantile transaction®* In Facia Footwear Ltd (in administration) v
Hinchliffe, the court stated thathe boundary betweean acceptable risk than
entrepreneur may properly take aardunacceptable risk the takio§ which constitutes
(directors’) misfeasances notalways...clear cut.’®® In Re Sunrise Radio the judge referred

to directors’ ‘entrepreneurial skills andinstincts’.%® This approachs similarto that adopted

62 McNulty and Pettigrew, ibid 8.
63 [18714872]LR 5HL 480
64 Ibid at 495496. See alsdre Brazilian Rubber PlantatiomndEstated td [1911] 1Ch425,438;Re

Brian D Pierson (Contractorkjd [2001] 1 BCLC275at 306.
65 [1998] 1 BCLC218at228.

66 [2009] EWHC 2893 (Chat [6]



in Daniels v Andersom which the New South Wales Court of Appeal refetethe need
for directorsto ‘accept commerciakisks’ and displayentrepreneurial flair’ in order‘to
produce a sufficient return on capitavested’ ®” andto ‘make businesgudgments...in a
spirit of enterprise.”®® While much of the case-law involves private compaimesolicy
documentation and academic literatthe idea of directorasentrepreneurial includes those
in dispersed share-ownership companies: thuslkh€orporate Governance Code that
appliesto listed companies states th@bhe board’s roleis to provide entrepreneurial
leadership of the company within a framework of prudent and effective controls which
enables risko be assessed anthnaged.’®® The Institute of Directors described boaads
needingo be ‘entrepreneurial and (to) drive the businesrward’.”®

The idea that business judgmentoncerned with risks also reflectedn Australian
andUS jurisprudence that addresses business judgméiné decision sensk ASIC v Rich,
for example, Austird, stating that the Australian position mirrored W's,’* commented
that most business judgment cases were concerned with risky or economic debisibes.
US, In re Citigroup Inc Chancellor Chandler stated that the esseniiescfors’ business
judgment involves evaluating the trade-off between risk and rétufine balancing exercise

could involve assessing whether a single coafsetionis in thecompany’s interests or

67 (1995)16 ACSR607 at 658 (Clarke and Sheller JJA)

68 Ibid at 664.

69 FRCUK Codeof Corporate Governance (2016) Supporting PrindipRrinciple A.1.

70 Standards for the Board: Improving the Effectivereds®ur Board (London, 2001) g.

n [2009] NSWSCL229at [7273] quoting P Redmort@afe Harboursor Sleepy Hollows: Does Australia

need a Statutory Business Judgniuit?’ in | Ramsay (ed) Corporate Governance the Duti€ompany
Directors (Melbourne: Centre for Corporate Law and Securities Regula997)p 195.

72 964 A 2d 106 (2009)



choosing between alternative competing business poligiedhas also been suggested that a
distinctive featuref business judgments compared with, for examjletors’ judgmentsijs

that they involve a far greater chowkalternative coursesf action, andasthereis no

standard practice guide directorsn this choice, they entail a higher degree of uncertdity.
Similarly, although investmentustees’ judgmentscanalso involve weighing risks and
returns’,”® and although directors have been compared with trusteesors’ business
judgmentis not the samasthat of trusteesasthey can take greater risks and have greater
discretion than trusteé€s.

The next questiors whether alldirectors’ decisions are business judgmedts noted
earlier, s.180(3) of the Australian Corporations Act 2001 defines business judggtent
lawful judgment made for the conduct of tenpany’s businessperations’. In theUS the
BJRis appliedto a‘good faith businesdecision’ reached through a rational procés¥hese
broad formulations do not address waabperational or a business decisisand one
commentator has claimed thd@usiness has been defined include all decisions that

managemeris authorisedo make.”’® Eisenberg has argued thalinost every business

I In ReMacro (Ipswich)Ltd [1994] BCC781at833.
4 See F GevurtZzThe Business Judgment Rule: Meaningless Verb@ddisguidedNotion?” (1994)67

SouthernCalifornia Law Review287 pp 307309, thoughhedisagrees.

5 The Law Commission, Fiduciary Dutieglnvestment Intermediaries Law Cadvo 350 HC 368 (30
June2014)p 95

76 LS Sealy, The DirectorasTrustee’ (1967) CLJI83, p 89.

m In re Caremark Internationa98 A 2d 959 (1996).

8 ‘Conference Panel Discussion: The Business JudgnRem¢’ (1984)45 Ohio State Law Journa29 at
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decisionis unique’ ’° suggesting that attemptsidentify typesof business decision mag
futile.

Nevertheless, this does not appeedbne the approach of the couintsEngland and
Wales.As the following discussion explains, whilst certain decisions have been clearly

categoriedasbusiness judgments, thasdess certainty about others.

a) Business Judgments

In England most cas&s which courts have explicitly recognised business judgments
involve transactional dealings with third parti€&ven the preferred terof the English
courts-‘commercial’ judgment- incorporates the notion of commerce, which itself ntgans
activity of buying andelling’®! whereas the term business which originally méamsyness
has a broad modern meaning includisgmmercial’ activity but alsda regular occupation,
profession, otrade,” or a company diirm.82 Similarly, in the US, In re Citigroup Inc
Chancellor Chandler referréd the BJRasprotecting ‘business transactions’, 83 whilstin
Minstar Acquiring Corp v AMF Inc Judge Lowe commenhthat the BJR developead

protect judgments suasbuyinganasset or givingin employee a pay rié. In Australia

I M EisenberdgThe Duty of Care and the Business Judgment Ruldmerican Corporateaw’ (1997)
CFLICR 185
80 See for example, Cobden Investments Limited v RWM Landydif2008] EWHC2810(Ch); Moxon

v Litchfield [2013] EWHC 3957 (Ch)ARB Internationaltd v Baillie [2013] EWHC 2060.

81 Oxford English Dictionaraf http://www.oed.com/view/Entry/37081?redirectedFrom=commercial#eid

(accesse@1 July2017)

82 Oxford English Dictionaraf http://www.oed.com/view/Entry/25229%?redirectedFrom=businesk#eid

(accessed1 July2017)
83 964 A 2d 106 (2009)gt 126

84 621 F.Supp. 1252 (1988S Dist Ct SD New York).
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meanwhilein ASIC v Rich Austin J recognised that decisitmenter into transactions for
financial purposes were clearly business judgmentst s unclear what else was
covered®

However the terms business/commercial judgment have also been appliedler,
eclectic, rangef decisionsln England strategic decisiotscut costdy laying off staff
becausef the view that there was not a metrkppetite for theompany’s products® and
notto follow up on opportunities that lay outside the main business objective of the company
have been treateaslegitimate business or commercial judgméhts. Re City Equitable
Fire Insurance&€o Ltd Romer J also stated th#ie manneiin which the work of a company
is to be distributed between the boafdirectors and the staff a business mattéo be
decided on businessies.’ 8 Business judgments are thus broader than purely economic
decisions. The approach of the English courts seeiiree with thinking elsewhere. Thus
Austin Jin ASIC v Rich recognisedsbusiness judgments: corporate personnel decisions,
decisiondo end litigation andsetting policy goals and the division of responsibilities
between the board and senimnagement.” Nevertheless, he quoted Redmond who referred
to theseas‘less explicitly businesslecisions.’®® Meanwhile the Australian Companies and

Securities Law Review Committee thought that judgmasts thecompany’s goals, plans

8 [2009] NSWSCL229 at [7272]

86 F&C Alternative Investments (Holdingkd v Barthelemy [2011] EWHC 1731 (Chj[167].

87 Oak Investment PartneXi v Boughtwood[2009] EWHC176 (Ch)at[33].

88 [1925]Ch407at427

89 [2009] NSWSCl1229at[7273] quoting Redmond Tl above, p 195. These are also business

judgmentsin the US| Zapata Corp v Maldonado (43@&799at 782(1981);In re Walt DisneyCo 907 A 2d

693 (2005).
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and budgeting, promotion of tkempany’s business, raisingr altering capital, obtaining or

giving credit, and deploying th@mpany’s personnel were business judgméfits.

b) Business JudgmentMnitoring and Supervision

Different jurisdictions take divergent approachesdecisions relatetb monitoring and
supervisionln Australiain ASIC v Rich Austin J stated that the dischapgealirectors of
their ‘oversight’ duties, including their dutids monitor the company's affairs atal
maintain familiarity with the company's financial position, does not entail business judgment
because these do not involvé&dacision to takeor notto takeaction’ in respect of a matter
relevantto the company's business operatidniershaw also argues that monitoring
managemeris a ‘non-decisionmaking’ function of the board, though the information
obtainedby monitoring may inform decisior?s.

Insofarasmonitoring involves paying attenti@t board meetings and reading and
understanding financial statements, titamay not involve decision€n the other handn
large companies, monitoring will require decisions about what systems and processes
instituteto detect problems, whether these are adequatetdi@spondo problems, and
judgments about how interventionist supervision shouldnbeelaware Chancellor Alleim

In Re Caremark, described themebusiness judgments Soin Delaware while a bad faith

90 ‘Company Directors and Officers : Indemnification, Relief dndurance’ ReportNo 10 (1990), para
81

o [2009] NSWSC1229at [7278].

92 D Kershaw, Company Laim Context: TexandMaterials (Oxford: OUP,™® edn, 2012) @10
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decision noto actor a failureto consider acting will breach dirers’ oversight duties’ if
the failureto actis the product of a conscious and good faith decisiosa business
judgment protectely the BJR®®

The Englishcourts’ positionis ambivalentln ARB International Ltd v Baillig® Robin
KnowlesQC (sittingasa deputy High Court judge) found that although a director could have
supervised morer differently he also held that the director was entittethke‘a practical
view’ and delegate tasks more junior staff” and, rather than actively supervisirfgpake
theassessment’ that staff would seek his adviifethey had questior®§. This approach
suggests that these were treadschatters of judgment.

Onthe other handp the leading casef Re Barings (No5)*° Jonathan Parker J found
that a direwr’s inadequate oversight involved a faildoeexercise judgment and act. The
director had failedo keep himself informed about the business of the com{f¥8rfgiledto
supervise, and had ignored red flagjsThis amountedo non-management and he was

consequently disqualified from actiaga director®? Yet the directos evidence provided a

94 Stone v Ritter , 911 A.2d 362 (Del. 2006).
95 Graham v AllisChalmers Manufacturing Company 188 A&d 30;In re Caremark International,
Inc. Derivative Litigation, 698 A.2859 (Del. Ch. 1996); Stone Ritter , 911 A.2d 362 (Del. 2006). See also
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% [2013] EWHC 2060
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different perspectivede claimed that the mannar which responsibilities had been
apportioned between the board and others was quite deliberate atidslzatessential part
of any investment banking organisation [thafjevolves downwards ... [li¢ a very flat
management structure, and decisicasbe made quicklpy responsibleeople’.1% He
further argued that the degree of delegation was a business necessity: [T]he only system of
management whicbanpossibly workis one which permits a high degrekdelegation and
de-centralisation.”1%4

This may well beex-post rationalisation and the outcome of Barings seems clearly
correct!®® Nevertheles# demonstrates that whiatcategorisedsa failureto exercise
judgmentat one pointin time may be the product of earlier decisions regarding first how
responsibilities should be distributed within the company, and secondly the degree
supervision thais appropriate after delegation/e have seen that whilst the status of the
seconds unclear, the firsis a business judgment, for as Romer J statétk City Equitable
Fire Insurance€o Ltd : ‘the larger the business carried lopthe company, the more

numerous and the more important the matters that must of nedessitlyto the managers,

the accountants, and the rest of gtagf”.106

c) Business Judgments? Decisions regarding seeking information

103 Ibid 497
104 Ibid.
105 J Loughrey; The Director’s Duty of Care and Skill and the Financiatisis’ in Directors Dutiesind

Shareholder Litigation After the Financial Crisis (Cheltenham:d&dvilgar, 2012) g3
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As argued previously, decision-makiisga continuous process that can require a
number of decisions preceding the final decision. These include decisions regarding the
amount of information directors should obtarorderto understand the nature of the
company’s business, antb cometo properly informed decisions. Whilst Parkinson argued
that‘deciding how much informatioro obtain, given the cos time and money of obtaining
it, in itself demands the exercisejodigment,’1%7it is unclear whether the English courts will
treat thesasbusiness judgments, or matters that precede business judgments.

Some cases adopt the latter approitRe Paycheck, thdirector’s failureto obtain
advice from specialist insolvency practitioners led Mark Cav@@Gro conclude that the
director lacked information necessaoyconduct &properly informed balancingxercise’
andto ‘exercise ajudgment’ regarding whetheo continueto pay dividends$®® In Re Sunrise
Radio Ltd®®, whilst the priceat which shares should be offered on a share allotment was
deemedo be a matter of commercial judgment, H.H. Judge Rp@endicated that the
advice ofanindependent valuer should be sought before making that judgmenhtrast,
in ARB International Ltd v Bailli¢il® Robin KnowlesQC held that the failuréo get legal
advice was a mattef judgment for which the director should not be criticised, given the

costs andts uncertain benefitsi! The status of these judgmergsherefore unclear.

(d) Not Business Judgments? Decisions Reldtinige Constitutional Balance of Power

107 Parkinson, n 2 above, p 112
108 [2009] BCC37 at[268].

109 [2010] 1 BCLC367at[96].
110 [2013] EWHC 2060

11 Ibid, at[51].



The courts rarely opine that somethiaglefinitely not a business judgment. Our
searches uncovered only one examiplé&Smith v Butler the suspension of a chairrbgrihe
managing director without theard’s authority wasnot a commerciadlecision’.*?In
contrastjn Re Tottenham Hotspur plc, though business judgment was not discussed, the
judge deferredio theboard’s views regarding whe#r the removal of the chief executive was
in the best interests of the compatyHowever,in the former case the suspension breached
theconstitution and lay outside the managinigector’s authority, wheream the latterthe
decision had been entrusted (to the board) undewtiétution’.!** These cases therefore
concern the contractually agreed balance of pawtre companyln Smith v Butler the
chairman was thegority shareholder and the managing director was the minority
shareholder, whose conduct soughtircumvent the protections providbg the
constitution.In Re Tottenham Hotspur plc the dismissal neither breached the constitution nor
theshareholders’ understandings that the board would have the naigtaito hire and
fire.11°

Decisions that raise issues about the constitution and/or the internal governance of
company, including the relationship between the board and the general meeting, and between
the majority and minority shareholders, and shareholder rightshetigtinct categoriesf
judgment.n Smith v Butler H.H. Judge Behrens referte®ennington’s Company Law
which drew a distinction betweecommercial matters’ on the one hand, which included
signing cheques, borrowing money, receiving payments of debts, giving guarantees and

carrying on theompany’s businessn the usual way and, on the other, transfers of shares

112 [2011] EWHC 230%:t[92].
113 [1994] 1 BCLCB55at 660
114 Ibid.

115 Ibid at 559-660.



the company and alteratiottsits register of members, which are different from commercial
matterst1®

Similarly in Australia, the Company and Securities Law Review Committee thought
that ‘matters relating principallyto the constitution of the company or the conduct of
meetings within theompany’ were not business judgmenté Meanwnhile Sealy has argued
that the courts are willintp policedirectors’ decisions on these matters usually through
finding that such decisions amouatthe abusef power foranimproper purposé&'® butit is
unclear whether this indicates that these either are not business judgments or are business

judgments that courts will not defer becausef impropriety.

In sum, the case-law demonstrates that the cdordéfferentiate between different
categories of decision. Howewey do not articulate why they do so, asdwhy a decision
is a business judgment. This makedifficult to assess whether theurts’ approachs
coherent, whiclin turn undermines certainty. Howevagdiscussed previously, the courts
characterise business judgmanthe ability sensasentrepreneuriai*® Arguably therefore
business judgments the decision sense are those that require dirett@sercise
entrepreneurial ability. Certainlizé needto promote and shield entrepreneurial judgment

frequently citedoy policy-makers and academiasa justification for the business judgment

116 [2011] EWHC 2304t[83] citing R PenningorPennington’s Company Law (Oxford: OUP'Bedn,
2001) pp 147148.

e “Company Directors and Officers : Indemnification, Relief and Insurance” Report No 10 (1990)
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UKSC71.
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rule, and for the neetd deferto directors’ decisions?? Despite this, whether business
judgment can be characterisgsentrepreneurial judgment has never been closely examin
In orderto assess thist is necessaryo understand what entrepreneurial judgment is.
Although there are various strands of scholarship that considersxhstinctive about
entrepreneur®! Knight’s 1921 seminal monograph Risk, Uncertainty, and Pfofis
particularly relevant, becaugefocuses on the concept of entrepreneurial judgment.
Furthermorat argues that entrepreneurial judgments are fundamentally about risk, which
echoes discourse around business judgment and the BJR. Finally Knight addressed what

entrepreneurial judgment entailedthe corporate context, includingdispersed share-

120 See for example,\Melasco, A Defenseof the Corporate Law Dutgf Care’ (2015)40 Journalof
Corporation Law647,p 655

121 Schumpeter, for example, focusesentrepreneurial innovation: J Schumpeter, The Thebry
Economic Developmenfn Inquiry into Profits, Capital, Credit, Interesmdthe Business Cycle (Cambridge,
Massachusett$iarvard University Presd,934)66, Kirzneronthe abilityof entrepreneurt discover
entrepreneurial opportunities: | Kirzner, Competiteomd EntrepreneurshigChicago: Universityf Chicago
Press, 1973). See alSoAlvarez and J BarneyDiscovery and Creation: Alternative Theorie$
Entrepreneurialction’ (2007) Strategic Entrepreneurshid 1.

122 F Knight, Risk, UncertaintyandProfit (Boston : Houghton Mifflin, 1921). See also R Cantillon, Essai
sur Le naturede commercesngénéral(London : Macmillan]1931)pp 49-53

and the work buildingn Knight: CO’Kelley, ‘The Entrepreneur and the Thearfthe ModernCorporation’
(2006) The Journaif Corporation Law/53; C O’Kelley, ‘Berle and theEntrepreneur’ (2010)33 Seattle
University Law Reviewl141;R Emmett, Frank H Knight on the ‘Entrepreneur Function’ in ModernEnterprise’
(2011) 4 Seattle University Law Reviet 39;C O’Kelley, ‘Coase, Knight, and the Nexusf Contracts Theory
of the Firm: A Reflectioron Reification, Reality, and the CorporatiaeEntrepreneugurrogate’ (2012)35
Seattle University Law Revied247;N Foss and P Klein, Organizing Entrepreneurial Judgment: A New

Approachto the Firm (Cambridge: CUP, 2012).



ownership companies, unlike much writing on entrepreneurship which focuses on sole traders

and start-up$?®

5. BUSINESSJUDGMENT AS ENTREPRENEURIAL JUDGMENT

This section first examines whether directoamexercise entrepreneurial judgmet.

then examines whether viewing ttheectors’ decision through the lens of entrepreneurial

judgment provides a coherent framework fordberts” approacho directors’ decisions.

a) Business Judgment And Entrepreneurial Ability

Knight identified entrepreneueshaving‘confidence in their judgment and
dispositionto ‘back it up’ in action (and) specialise risk-taking’ aswell as‘superior
managerial ability (foresight and capadaitiruling others).’. 124 Entrepreneurs therefore are
more willingto take risks than others and have better judgment regarding what risks are
worth taking?®

Generally entrepreneurs are conceivédsrisk bearersiswell asrisk takersi?® In

dispersed share-ownership companies, the separation of risk bearingisvadfieh assumed

123 N Foss and P Kleiri]ntroduction to a forumon the judgment-based approactentrepreneurship:
accomplishments, challenges, néinections’ (2015)11 Journalof Institutional Economic§85,586.

124 Ibid, p 270

125 Knight distinguished between judgments dealing witk and those dealing with uncertainty.
However the term risk taking will suffice for the present disiurs see Knight 122 above,pp 19-20. See
also A Belcher;Something Distinctly not of this Character: How Knightian Uncertairg/Relevanto
CorporateGovernance’ (2008)28 Legal Studies46,63-66

126 Cantillon, n122 above pp 49-53.



to lie with the shareholders, and control, which resides with the board and management, has
led to assertions that thei®no entreprenedf’ If so,it wouldfollow that there was no
entrepreneurial judgment. Nevertheless Knight asserted that dinectoese companies

would exercise judgmenasif they areentrepreneurs’ (italics added}?®

For thisto be truedirectors’ business judgments must incorporate several elements:
first, directors must exercise the same approacisk takingasentrepreneurs. Secondgs
Knight argues, they should generally have greater skill than dthiprdge risks. Thirdlyas
explained below, their judgments must be informed by, and desigeldance, the interests
of the entrepreneurial risk-bearés anaside, this arguablg the company, not the
shareholders, because shareholders are diversified and have limited liabistyamadot
fully exposed to, and have hesttthe risk of, management making poor decisigh#n
contrast the company the risk beareasit will bear the losses fromhirectors’ decisions and
its assets arat stake.

Turningto the first element, the idea that entrepreneurs are more vidlitadse risks
echoes the dicta of the courtOverend v Gurney that directors display a greater willingness
to take risks than the general population. However entrepreneurial judigmenhtoncerned
with risk taking per se, but with risk taking that balances risk against economic reward,
taking into account thentrepreneur’s exposurdo the downside of the risk question.

Entrepreneurs areesponsible’ ownerst*° The classic entrepreneisrtherefore Adam

127 E Fama Agency Problems and the Theoof theFirm’ (1980)88 J Pol Ecor288,289-290. Fofurther
discussion se®’Kelley’s work at n 122 above.

128 Knight n122above , 360. See discussiorO’Kelley (2010) n122 above pp 1149 and generally.
129 Cf Knight ibid, pp 293,301,309 who considers that ris&kborneby shareholders and otlseBee also
O’Kelley (2012) n 122 abovep 1261- 1264.

130 ni22aboveat271.



Smith’s sole trader- the butcher, the brewer, or the Bakehose risk takings temperedy
self-interestlt is this that drives innovation and economic growth, functions associated with
the entreprenedf? But the separation of ownership and conmalispersed share-
ownership companies may cauleectors’ willingnessto take riskgo diverge from the
entrepreneur’s.

Thus on the one hand Coffee suggests that directors are more risk averse than
shareholders because the impact of firm insolvesmgyeaer for managers than for
shareholders® If so,directors’ risk appetite coulthe more akinto the classi@ntrepreneur’s
than theshareholders’, who are shielded from ridby diversification and limited liabilityOn
the other hand, because directors do not own the residual value that results from their
successful decisions, and because, for reputational reasons, they would riotbgant
associated with a failed enterprise, they cdanddhore risk averse than the entrepreneur.

This is, a®0’Kelley points out;** essentiallyan empirical debate, and the daa
inconclusivet® Howeverif directors approacto risk taking did diverge from the

entrepreneur’s, this could be addressed by, for example a BJ&rectors were too risk

31 A Smith, The Wealtlof Nations (New York: The Modern Librarg994)Book 1 Chapter 2 p 155ee
alsoO’Kelley (2010), n 122 above, p 1142.

132 Schumpeter, 121 above, pp 76-78.
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(1984)52 Georgetown Washington Law Reviéi89at 802-803. See also Parkinson, n 2 abovap 65-67
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135 R Brockhaus:Risk taking Propensitpf Entrepreneurs’ (1980)23 Academyof Management Journal
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adversé3® or moreaccauntability through the dutgf careif they took too much risk’ In

any eventin England, most case-law relatityalleged directorial breaches involves
director-shareholdeiia small closely held private companies. Although thesendbeory,

have the benefit of limited liability, which could increase risk taking, many directors have
personally guaranteed corporate debts, which may make their risk appetite maoe akin
entrepreneurs’. 23 Consequentlif directors’ business judgments are defertethecause they

are entrepreneurial, those of owner-managers directors could deserve greater protection than
those of directors dispersed share-ownership companies.

Onthe other hand entrepreneurs are charactessieaving greater abilityo asess
what risksto take than the general population. This could justify greater defei@tice
judgments of directors of dispersed share-ownership companies, who may be mote likely
possess a superior ability take well-judged risks than less experiencethexperienced
directorsin owner-managed companies. Furthermbo®uld justify setting the objective
standard of carm s.174 of the Companies Act 208tthe level of the reasonably careful and
competent entreprenews that only judgments of this quality would receive protection from

potential liability3®

136 D Ibrahim,‘Intrapreneurship’ (2016)73 Washington & Lee Law RevieWi741,1772-1774.

37 Other mechanisms sualsthe useof stock optiongo align directors’ and shareholder interests may
encourage risk taking that discounts the downsfdiecisions: W Sandersand D Hambritlyinging for the
Fences: The Effectsf CEO Stock Optionsn Company Risk Taking arRkrformance’ (2007)50 Academyof
Management JournaD55.

138 A Hicks, ‘Corporate Form: Questioning the Unsuriifgro’ (1997) JBL306,316-317.

139 There may thoughe other reasons for protecting directors from liability that coulgettpa different
standard. See, C RileyThe CompanyDirector’s Duty of Care and Skills: The Case fan Onerous but

SubjectiveStandard’ (1999)62 MLR 697



The final issue with conceptualisidirectors’ business judgmeiaisentrepreneurial
judgmentis that,asowners of the business, entrepreneurs exercise judgment on their own
behalf, and directors do not. Knight asserted that this created a fundamental difference
between the judgment of even very sefiored managers’ on the one hand, and that‘dfe
man of business on his owtcount’ on the otherWhereas‘(t)he former has had his task cut
out for hm by others and been setperformit; the latter has cut out his own taskit his
own measuref himself and set himsedit it.”*4? Entrepreneurial judgmeis therefore
distinctivein thatit is informed by, and designéd advance, thentrepreneur’s business
interests.The judgment of hired managers and employees, thibugdly entail the exercise
of a great deal of discretiooanonly advance a plan designedoromote the interests of
anothert* though they may incidentally benefit from their decisions through increased
remuneration or improved reputation.

Puzzlingly Knight himself did not consider that directors were hired man#gdns,
executive directors certainly are, and even non-executive directors amebnstness on their
own account.Iln any event, he thought that directors would be psychologically motit@ted
actlike entrepreneurs becausehe ‘persondl interests which our rich and powerful
businessmen worko hardto promote are not personal interegtsll....The real motiveis the

desireto excel,to win at agame’.1*® This view finds support more recenitystewardship

140 Knight n122,pp297-298

41 Ibid.

142 Ibid at 297, Knight describes the hired manager vettbe ‘supreme headof thebusiness’ assomeone
other than the directors.

143 Knight n122 above ,360. Sediscussiorin O’Kelley (2010) n122 above pp 1149 and generally.



theory that holds that directors will identify with their company smdctasresponsible
stewards:*

Agency theorists disagree, arguing that because directors are not owners they will
shirk and pursue their own interestS.Adam Smith similarly argued of directors of joint

stock companies that:

(B)eing the managers rather of otpeople’s money than of their owit cannot well
be expected that they should watch avevith the same anxious vigilance with

which partnersn a private company frequently watch over their défn.

However whilst the empirical question of how directors act has not been settled, the
law imposes fiduciary duties that not only prohibit directors from pursuing their interests
instead of theompany’s, but also a positive duty requiring directtwdake decisions that are
informedby thecompany’s interests. Thus s.172 of the Companies Act 2006 stipulates that a
director mustact in the way he considersy good faith, would be most likelp promote the
success of the company for the benefit®membersasawhole’ (italics added). Section
172is therefore targetedt directors’ judgmentlt requires directors not jusi set aside their
own interests when making judgments, toudlso make judgments that are directly
influenced and shapdxy thecompany’s interests.In effect the law requires directastake

decisionsasif they were the entrepreneurial risk-bearer, the company.

144 J Davis, FSchoorman and L Donaldsdfoward a StewardshipTheoyf Management’ (1997)22

The Academyf Management RevieR0.

145 M Jensen and W Meckling Theory of the Firm: Managerial Behavior, Agency Costs, and Ownership
Structure’ (1976) 3 Journadf Financial Economic805,p 313

146 Smith, n131above, p 800.



The reason this dutg imposed on directors and not on other hired managers and
employeess becausehy formally assuming the office of a director, a person undertakes,
either aloneor aspart of the boardp acton behalf of the compart§’ The law will also
impose these duties when someone exercises sufficient control over the céongzamtas
a de facto director*® Thusin Holland v HMRCG*® the majorityin the Supreme Court stated
that a de facto director was someone who was part of the corporate governance structure of
the companyln explaining what this might mean Lord Collins adopted the definitidhe
Cadbury Report thatc)orporate governanas the systenty which companies are directed
andcontrolled.’*** O’Kelley has argued that the degree of control that executive directors,
suchasCEOs, exercise over the finmanalogouso the control that an entrepreneur
exercises overdr firm; 1! similar claimscanbe made for de facto directdfé Thus the
imposition of fiduciary duties, particulark/172, on persons who take decisions that control
the company, mucasanentrepreneur controls the firm, (including settitsgstrategic
direction>®) has the effect of requiring theimexercise judgmerasif they were the

corporate entrepreneur.

147 Sealy, 176 above, [01.

148 ReHydrodan (Corby).td (in liquidation) [1994] BCCL61at 163; Secof State for Trade and Industry
v Tjolle [1998] 1 BCLC333; Sec of State for TradendIndustry v Jones [1999] BC&36at 341.Thereis
disagreement over whether shadow directors exercise sufficient amrérdhe companipo justify the
impositionof the duty: Ultraframe (UK)Ltd v Fielding [2005] EWHCL638(Ch),at[1289] (Lewison J);
Vivendi SAv Richards [2013] BCQ71at[142] (Neweyd)

149 [2010] UKSC51 at[91]

150 Reportof the Committe®n the Financial Aspecisf Corporate Governance, 1992, para 2.5

151 O’Kelley (2006) n 122 above, p 770.

152 On shadow directors see n 148 above.

153 Re Sports Management Grolyd (In Liquidation) [2016] BPIR 1224t[113].



The fact that courts will not deféw directors’ decisions that are taintég conflicts
of interest or bad faiths consistent with the conception of business judgrasnt
entrepreneurial judgment. These decisions may display entrepreneurialiabigtyns of
risk taking and risk assessment, or ewvetermsof creativity and innovation, but they are not
informed by, and do not advance the interests of the corporate enterprssesandld not be
protected business judgments.

In sum,it is possible to conceptualise business judgnretiie ability sensas
entrepreneurial judgmerit:is consistent with the scope and applicatiodiefctors’

fiduciary duties, and with the focus on risk-takingliscussions aodirectors’ judgment.

b) Entrepreneurial Judgment and Business Decisions

Viewing business judgmenasentrepreneurial judgment also provides a coherent
framework for distinguishing between the decisions that directors take that aretéinked
different roles they perform, arial particular the entrepreneurial role.

To explain, the Higgs Report identified directashaving distinct functions of
wealth creation and monitoring. The former maps onto the entrepreneurial function, whilst
the latteris keyto a corporate governance réé Higgs was concerned with non-executive
directors, who are expectéaldischarge a monitoring functi@i board level, but these
comments could also appy executive directors who must monitor management below

board level> Higgsis not alonen this approach: the literature also identifies boasis

154 Reviewof the Role and Effectivenes§ Non-executive Directors (Januaé2@03)para 1.12.

155 SeeRe Barings (Nob) [1999] 1 BCLC433; AWA Ltd v Daniels (199210 ACLC 933at 1014.



having distinct management/strategy and monitoring roles which cartdresion witheach

otherl°6

Decisions that the courts classé#fgbusiness judgementanbe linkedto the
entrepreneurial role, requiring the exercise of entrepreneurial ability. Conversely decisions
that the courts are more ambivalent about are less clearly entrepreneurial and more closely

linkedto thedirectors’ corporate governance role.

Thuswe have seen that transactional decisions have been dekasitore business
judgmentst>” When viewed through the len§entrepreneurial judgment, a rationale for their
significance becomes clear. Given that the goal of entrepreneurial aistivitynake
money’,*®® transactional decisions must be core entrepreneurial decisions: these are the main
types of decision madsy entrepreneurs and without them a business would not profit.

Decisions that have been classifasless‘explicitly businesy but treateds
business judgments, are also entrepreneurial. For exasgleey function for the
entrepreneduis to set the direction of her business, strategic decisions are entrepreff€urial.

Meanwhile decisions regarding whomto recruit and delegate tasks were considesed

156 M Eisenberg , The Structuod the Corporation-A Legal Analysi§Washington: Beard Book4976)
pp 139141;Parkinson, n 2 above,57; M Eisenberg; The Boardof Directors and Internalontrol” (1997)19
Cardozo Law Revie®37. Not everyone agrees that a tension exists between theseRolests, McNulty and
Stiles, n 7 above.

157 964 A 2d 106 (2009t 126;Minstar Acquiring Corp v AMF Inc 621 F.Supp1252(1985US Dist Ct
SD New York).

158 Knight n122 above p 292

159 As recognisedn Re Spectrum Plustd [2005] 2 BCLC269at [95] (Lord Hope)

160 Knight, n122 above, 298.



Knight asthe most important decision for the entrepreneur leaahggganizationHe
described business judgment (by which he meant entrepreneurial judgstehigfly
judgments ofnen’1%! and argued thathe crucial decision (for the entrepreneigjhe
selection of memo makedecisions’15?

Moreover this accords with our earlier submission diattors’ judgments are not
always single events, but the end result of a process of judgrfiemntiirector consistently
makes good or poor decisions this indicates something about the prior judgments of those
who appointed herln sum, these decisions are directly linkedare necessary inciderits
the wealth creation function and they do not necessarily implicatirtiveors’ corporate

governance role.

Onthe other handgsnoted previously, the courts are ambivalent about whether
monitoring involves business judgmehtseems unlikely that involves entrepreneurial
judgment. Knight said nothing about the entrepreneur monitoring tbeg®m he
delegatesOn the contrary, he argued that the entrepreneur endeaweappoint people who
understand the limitations of their own knowledge and will take the initisdiseek
advicel®® Schumpeter meanwhile asserted tha function of superintendenieitself,
constitutes no essential economtistinction’ of the entrepreneut®* In other words, whilst
decisions about delegation are crucial entrepreneurial decisions, and have been reasgnised

business judgment§® superintendence, or monitoring not intrinsicto the entrepreneurial

role.

161 Ibid p291and also p 297.

162 Ibid p 291.

163 Ibid , pp 295296,

164 Schumpeter, 121 above, 20

165 Re City Equitable Fire Insurandgo Ltd [1925]Ch 407 at427



Yet monitoringis a central board functian the dispersed share-ownership company.
As Middleton J stateth ASIC v Healey,it was a core irreducible requirement of directors
be involvedin the management of the company émthke all reasonable stefasbein a
positionto guide andnonitor’.1%® In large companies, particulaiifythe boards primarily
staffedby parttime non-executive directorst may be théoard’s core function; the
management/entrepreneurial function will be periphéral.

Monitoring and supervision therefore are important because they fall within the
board’s corporate governance role. Judgments on these matters perform different functions
from entrepreneurial judgments. Unlike entrepreneurial judgments, monitoring does not
necessarily involve decisions about htmdrive the business of the enterprise forward.

While entrepreneurial judgments entail the exercise of discretion, monitoring o@srates
constraint on that discretion, being directéedhitigating agency costs-that is, the risk that
managers will pursue their own interests rather thandin@any’s.*®® In addition, whilst
entrepreneurial judgment involves risk-taking, following the Global Financial Crisis, and
incidents suclasthe Deep Water Horizon disastétjt has been recognised that the board
needgo monitorin orderto restrain excessively risky behavidd? Furthermore, although
decisions about assumption of risks will often be entreprenasieatll asbusiness

judgments, much could depend on the risks involved. For example, decisions about the level

of financial risk the company should undertak@rderto achievdts objectives seem

166 [2011] FCA717at[16].
167 Cf McNulty and Pettigrew n 61 above.

168 Eisenberg (1997), n 156 abopp,245-247.

169 BP Oil Disaster]http://www.bbc.co.uk/news/special_reports/oil_disgster (accdssAdgust 2017).

170 FRC, BoardsndRisk (2011) p4; FRC, Guidancen Risk Management, Internal Contrahd Related

Financial and Business Reportiri§eptembe2014)pp 2-3.
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entrepreneuriah nature.On the other hand, decisions about levels of operational risk, that is,
risks arising from‘inadequate systems, management failure, faulty controls, fraud, and
humanerror’,}’* and compliance risks, that is, decisions about whéth@mply with the

law, are less obviously so, and the last are also not business juddfhBRatsher these relate

to thedirectors’ monitoring and corporate governance rofé.

In sum thecourts’ reluctanceo recognise monitoringsinvolving business judgment
is consistent with linking business and entrepreneurial judgment and with the claim that
decisions that enlist thaard’s governance role are less liketybe deferredo asbusiness
judgments.

As discussed above, decisions relatingeeking information are dealt with
inconsistenthby the courts. Assuming these decisions are trestpaigments, whether they
canbe treate@sbusiness judgments or not could turn on whether the information was
needed for entrepreneurial purposes, sgthe valuation onasset that the company
proposedo dispose ofor for corporate governance purposes sagimonitoring. The failure
to make this distinction may underpin the ladkclarity about how such decisions should be
approached.

Finally, the entrepreneurial/governance distinction also provides a coherent rationale
for thecourts’ approactio internal management decisions. Decisions relatngternal

management are not obviously entrepreneuritgdrms of advancing the interests of the

i M Crouhy, D Galai, R MarkThe Essentialsf RiskManagement (New York: McGraw Hil200§ p
30 citedin Bainbridge @3 above, p 969.

172 Grimes v Donal@0 Del J Corp L757,771 (Del. Ch. Jaf1 1995); ASIC v Fortescue Australian
Securities Metals Groulgd [2011] FCAFC19;(2011)81 ACSR563.

173 Bainbridge rB3 above, p 151 links these monitoring though would argue they shoblelprotected

by the BJR.



enterprisen wealth creation. Rather they are more concerned with the interests of corporate
constituents suchsshareholders, anzhnraise issues of corporate governance, particularly
the constitutional balance of power. Howelesome constitutional decisions are
entrepreneuriah nature, they could be classifiadbusiness judgments.

In sum identifying whether decisions are more closely lirikgbedirectors’
entrepreneuriabr corporate governance functiocenprovide a rationale for classifying
some decisionas business judgments which the courts will defer, and othexsdecisions
to which they will not defer. Decisions that are considered core business judgments are
comfortably linkedo the entrepreneurial role and require the exercise of entrepreneurial
ability. Decisions that are still consi@erbusiness judgments, but intuitively recoguias
‘less business’ are indirectly linkedo wealth creation and do not usually raise governance
issues. However the more closely a decisggdimkedto the corporate governance function,
the more reluctance courts shtmclassifyingit asa business judgment that they will defer
to. Such decisions are also less likelyequire the exercise of entrepreneurial ability.
Decisions will not always fall solely within either the entrepreneurial or the governance
function, but will rather lie along a spectrum between the two: this will create disagreement
about their classification and treatment. Nevertheless the concept of business judgment
advanced here provides a framework for a principled debate regarding how such

disagreement should be resolved.

CONCLUSION

Business judgmens anill -defined but nuanced concepie found that the courts
utilise two meanings of the term judgment. One definesterms of experience and ability,
the secondh terms of decisionslt has been argued that when the courts consider what

distinctive abilities directors have, they think of entrepreneurial ability. Meanwhile the courts



tendto categorise@sbusiness judgments decisions tbatbe linkedto thedirectors’
entrepreneual role; those that are neb categorised, or about which thesembivalence,

are more likelyto belinkedto the corporate governance role, and not connected, or léss so,
the entrepreneurial role. Consequently identifying business judgment with entrepreneurial
judgment fits with judicial practice and provides a means of identifying and differentiating
between the different types of decisions that directors take.

This analysis opens up important avenues for future research. For example the
guestion of whether the mannerwhich the courts conceive judgment and the decision-
making process anaccurate reflection of how directors and boards actually funiction
practice needs exploration. A concept that diverges from boardroom reality could be
problematian terms ofits utility and legitimacyasa mechanism for promoting director
accountability, or for shielding directors from accountability.

Again the question of whethedirectors do in fact exercise entrepreneurial judgment,
whether it is desirable for them to do so, and the relevance of context, requires investigation.
Directors in dispersed share-ownership companies may be less risk adverse than, but have
similar skills in assessing risk as, the classic entrepreneur. The reverse may be true in owner-
managed companies. If neither group actually display entrepreneurial qualities it may be
necessary to reconsider the basis for protecting their judgments. This is not to suggest that
their decisions should necessarily be subject to greater review: rather that the question of how
to approach different types of directors’ judgments needs more nuanced consideration. This
includes considering whether it is desirable to apply judicial deference to decisions that are
entrepreneurial in natureather than non-entrepreneurial decisidrss article establishes a
new framework for that debate: by identifying that the courts do distinguish between

different judgments, and by offering a principled basis for these distinctions, it suggests that



the rationales for protecting or scrutinising different types of judgments could vary in nature
and weight, something that previous academic discussion has not addressed.

Attaching the label business judgmémalmost everything directors do, or
alternatively using the business judgment labaimply signal that the court will not review
a judgment, or impose liability, obfuscates these differenicessalso unhelpfulit leadsto
the perception that the immunity from accountability provibggudicial deferrako
directors’ decisions arises due thedirectors’ office, andit creates a degree of uncertainty
concerning for what directors will be accountabl®rector exceptionalism’ is not easyo
defendin a society increasingly concerned with the accountability of powerful actors.
Focusingattention on the nature and social utility (or otherwisajiafctors’ judgments

constructively reframes the debate.



