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SUBSEQUENT HISTORY: Rehearing denied biill dends. The company did not engage in fraud by failing to
v. State Farm Mut. Auto. Ins. Co., 2008 Cal. App. LEXISindicate it paid dividends from certain sources of income
2306 (Cal. App. 2d Dist., Oct. 7, 2008) and did not sell invested assets for that purpose, and
there was nothing fraudulent about the anrfirancial
PRIOR HISTORY: [***1] information. In applying the business judgment rule, a

APPEAL from a judgment of the Superior Court of court did not consider the merits of a board's decisions.
Los Angeles County, No. BC194491, Carolyn B. Kuhl, Thus, an attack on the merits of the company's decisions
Judge. was of no import. The covenant claim was not areind
State Farm Mutual Automobile Ins. Co. v. Superior pendent cause of actiamder lllinois law, and the oo
Court, 121 Cal. App. 4th 490, 17 Cal. Rptr. 3d 146, 2004 pany did not commit an unlawful, unfair, or fraudulent

Cal. App. LEXIS 1301 (Cal. App. 2d Dist., 2004) business act or practice for purposes of the UCL.
DISPOSITION: Affirmed. OUTCOME: The court affirmed judgment wasf-a
firmed.

CASE SUMMARY:
LexisNexis(R) Headnotes

PROCEDURAL POSTURE: Plaintiff policyholders
sued defendant, a mutual insurance company ineorp
rated in lllinois, alleging breach of a duty to payidiv Business & Corporate Law > Corporations > Directors
dends and raising claims for breach of contract and thet Officers > Management Duties & Liabilities > De-
covenant of good faith and fair dealing, and violatidn  fenses > Business Judgment Rule
California's Unfair Competition Law (UCL)Bus. & [HN1] The business judgment rule is a presumption that
Prof. Code, an 1720072092 The Superior Court of Los directors of a corporation make business decisions on an
Angeles County, California, granted summary judgmentinformed basis, in good faith, and with the horteslief
to the company. The policyholders appealed. that the course taken was in the best interests of the co
poration. Like most rebuttable presumptions, it arises by
OVERVIEW: To the extent possible, the court relieal operation of law. However, the plaintiff may rebut the
lllinois law in reaching its conclusion that the pglic  presumption by presenting evidence that the directors
holders were not entitled to an accounting because thacted fraudulently, ifgally, or without becoming suHf
claim for breach of contract was precluded by thd-bus ciently informed to make an independent business dec
ness judgment rule. The company did not breach its dutysion. The burden is on the party challenging the decision
to consider whether dividends @hHd be declared. Its to present facts rebutting the presumption. The decision
board of directors could properly rely on information concerning the declaration of a dividend where a legal
from management and its actuarial department. Thedividend fund is available rests within the sole discretion
board was sufficiently informed through written fina- of the board of directors. Courts are reluctant to interfere
cial materials, oral presentations from officers, and boardwith the exercise of the directors business judgmant u
discussions- to make independent decisions aboui-div less the withholding is fraudulent, oppressive or totally
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without merit. The busess judgment rule protected the Insurance Law > Industry Regulation > Insurance
directors decision absent a showing of fraud, oppressionCompany Operations > Ownership > Mutual & Stock

or dishonest conduct. Absent one of the exceptions to th&€ompanies

business judgment rule fraud, oppression, dishonesty, [HN4] A mutual insurance corporation's board of dire
total lack of merit, illegality, or a failure dhe board of  tors does not have to decide every underlying issue r
directors to become sufficiently informed to make an lated to dividends. Directors may resort to delegation and
independent decision a corporation is not liable for a reliance on officers and employees for informatand

lack of dividends. recommendations.

Contracts Law > Contract Interpretation > Good Faith Civil Procedure > Summary Judgment > Standards >

& Fair Dealing General Overview

Insurance Law > Bad Faith & Extracontractual Liabil- [HN5] Summary judgment is appropriate if all the papers
ity > Settlement Obligations > Good Faith & Fair Deal- submitted show that there is no triable issue as to any
ing material fact and that the moving party is entitted

[HN2] In lllinois, the covenant of good faith and fair judgment as a matter of lawtode Civ. Proc., & 437c,
dealing provides a cause of action, sounding in tort, onlysubd. (c)
where an insurer breaches a duty to settle a third party
claim against the sured. With that exception, the @v
nant does not support an independent cause of action afivil Procedure > Summary Judgment > Burdens of
permit the recovery of tort damages. Rather, it is a rule ofProduction & Proof > Movants
construction used to determine the intent of the partiesCivil Procedure > Summary Judgment > Burdens of
where a contract is susceptible to two cotifig can- Production & Proof > Nonmovants
structions. Where an instrument is susceptible of two[HN6] A defendant seeking sunary judgment has met
conflicting constructions, one which imputes bad faith to the burden of showing that a cause of action has no merit
one of the parties and the other does not, the latter co if that party has shown that one or more elements of the
struction should be adopted. And even where th@-cov cause of action cannot be established or that there is a
nant applies, parties aratéled to enforce the terms of complete defense to that cause of action. Once ¢he d
negotiated contracts to the letter without being mulctedfendant'sburden is met, the burden shifts to the plaintiff
for lack of good faith. Express covenants abrogate theto show that a triable issue of fact exists as to that cause
operation of implied covenants so courts will not permit of action.
implied agreements to overrule or modify the express
contract of the parties.

Civil Procedure > Summary Judgment > Appellate Re-

view > Standards of Review
Insurance Law > Industry Regulation > Insurance [HN7] In reviewing the propriety of a summary d
Company Operations > Ownership > Mutual & Stock ment, an appellate court independently reviews tee r
Companies cord that was before the trial court. The appellate court
[HN3] A mutual insurance corporation issues no capital must determine whether the facts as shown by the parties
stock and is cooperatively owned by its policyholders, give rise to a triable issue of material fact. In making this
who are both té insurers and the insureds. Mutual iasu  determination, the moving pafsyaffidavits are strictly
ance companies are organized, maintained, and operatezbnstrued while those of the opposing party are liberally
solely for the benefit of their policyholders. Suchmeo  construed. The appellate court accepts as undisputed
panies do not generate traditional entrepreneurial profitsfacts only those portions of the moving party's evidence
but rather seek to meet their obligationstta# lowest that are not contradicted by the opposing partyis ev
possible cost to the policyholders who, by paying prem dence. h other words, the facts set forth in the evidence
ums, provide the companies exclusive source of capitalof the party opposing summary judgment and the reaso
Policyholders in mutual companies are denominatedable inferences therefrom must be accepted as true.
members of the company; their ownership rights in the
company are their membershiptérests. Members of
mutual insurance companies have many of the samdivil Procedure > Summary Judgment > Burdens of
rights as stockholders in corporations, including the right Production & Proof > General Overview
to vote and the right to residual surplus upon liquidation. [HN8] The wa in which the parties moving for, and

opposing, summary judgment may each carry their bu



Page3
166 Cal. App. 4th 1438, *; 83 Cakptr. 3d 651, **;
2008 Cal. App. LEXIS 1448, ***

den of persuasion and/or production depends on whicHHN12] General principles of corporate law control the
party would bear what burden of proof at trial. rights of stockholders. The rights of policyholders are
controlled by their policies of insunee and any appke
ble statutory provisions.
Business & Corporate Law > Corporations > Directors
& Officers > Management Duties & Liabilities > De-

fenses > Business Judgment Rule Insurance Law > Claims & Contracts > Policy Inter-
Evidence > Inferences & Presumptions > Presumptions pretation > Ordinary & Usual Meanings

Evidence > Procedural Considerations > Burdens of [HN13] In interpreting insurance policies under lIllinois
Proof > General Overview insurance law, unambiguous clauses must be enforced

[HN9] The business judgment rule creates a presumptioraccording totheir terms. Suggestions of creative poss
that a board of directors acted properly, and applies tobilities regarding the interpretation of a contract do not
both directors and officers. The presumption is rebuttablerender it ambiguous, but rather, the relevant inquiry to
and may be overcome by evidence supporting anpexce determine if ambiguity exists is whether the contract's
tion to the rule. Although courts have stated that anplai provisions are subject to more than ongsmnable inte
tiff has a stringent or heavy taskdefeating the business pretation. Controversy between the parties regarding the
judgment rule, such statements are not regardechas i meaning of a provision also does not render the provision
posing a heightened burden of proof but rather ag-a re ambiguous. When interpreting contract provisions, words
ognition of the rule's practical success. are given their plain and ordinary meaning and courts
should refrain fom adopting interpretations resulting in
distortions and creating ambiguities where none exist.
Business & Corporate Law > Corporations > Directors
& Officers > Management Duties & Liabilities > De-

fenses > Business Judgment Rule Business & Corporate Law > Corporations > Finance >
Business & Corporate Law > Corporations > Finance > Dividends & Reacquisition of Shares > Declaration &
Dividends & Reacquisition of Shares > Declaration & Distribution

Distribution Insurance Law > Industry Regulation > Insurance

[HN10] The business judgment rule is a defense to aCompany Operations > Ownership > Mutual & Stock

claim of breach of the duty toake dividend decisions in  Companies

a prudent manner. [HN14] It cannot be said that the matter of paying & div
dend is solely within the unreviewable discretion of a
board of directors. While the stability and solvency of a

Insurance Law > Industry Regulation > Insurance mutual company is thprime consideration, the principle
Company Operations > Ownership > Mutual & Stock of mutuality would be a mere sham, if the directors
Companies could, under all circumstances, reserve within thestrea

[HN11] The rights and interests of policyholders in the ury all the accumulation of excess charges. Sucheproc
assets of a mutual insurance company are cdogain dure, in some cases, would be both unjust to the-me
nature and are measured by their policies and by the stabers ad an encouragement to improvidence and-arb
utes, charter and Haws, if any, which comprise the trary conduct on the part of the directors in the way of
terms of their contracts. Whatever rights a member of aunwise spending and unwise investments. The duty of
mutual company has are delineated by the terms of theare requires directors to exercise the degree of skill,
contract, and come from #lone. If a plaintiff depends diligence and care that a reasonably prudertiness
upon anything but his rights under the contract containedperson would exercise in similar circumstances. The
in the policy, he depends upon something that does nofunctions of a director such as the declaration of-div
exist. It is equally important to the policyholders, as well dends constitute basic sources of a director's obligations
as to the insurer, that definite and clear provisisimould  for purposes of the duty of care. Although directors are
be maintained unimpaired by loose oratinsideredn- vested with broad disciet in determining whether,
terpretations. The relation of an insurance company to itsvhen, and what amount of dividends should be paid, that
policyholders is purely contractual. It is the duty of the discretion is subject to legal restraints. The directors
courts to construe and enforce lawful provisions as mademust exercise the requisite degree of care in discharging
and not to make aew contract for the parties. their duty to act prudently in light of the circumstances

Business & Corporate Law > Corporations > Share-
holders > General Overview
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Business & Corporate Law > Corporations > Directors lenged transaction. The rule does not apply when the
& Officers > Management Duties & Liabilities > De- directors did not actually make a decision. Nor is&-co
fenses > Business Judgment Rule pany protected if thelirectors knew that material dec
[HN15] The business judgment rule is a defense to ansions were being made without adequate deliberation in a
alleged breach of the duty of care. manner that suggests that they did not care whether

shareholders would suffer a loss or injury. A board must
do more than passively rubbstamp the decisions of the

Business & Corporate Law > Corporations > Finance > active managers.

Dividends & Reacquisition of Shares > Declaration &

Distribution

Insurance Law > Industry Regulation > Insurance Business & Corporate Law > Corporations > Directors
Company Operations > Ownership > Mutual & Stock & Officers > Management Duties & Liabilities > Fidu-
Companies ciary Responsibilities > General Overview

[HN16] It is not necessary to mutuality that periodie r [HN19] Corporate directors do not have to discuss every

turns from premiums collected be made to the membersaspect of a company's business. Ardoof directors may

of an association. It is enough that the power exists whenely on an officer's recommendations, including his or

a surplus of premium receipts over cost of insurance inher silence in some circumstances. The board may ge

fact exists; and the determination of the existence of theerally instruct senior executives to report major tleve

appropriate surplus is largely Wwih the discretion of opments related to their areas of responsibility. In such a

those charged with the management of the associatiorcase, in th@bsence of suspicious circumstances or other

Good reasons may exist for failing to make distributions unusual facts indicating that reliance is unwarranted, the

to the members of a mutual insurance company. The usboard would be reasonable in assuming that silenée ind

of high premium rates would enable a company to makecated that no major developments had occurred. A-dire

rebates, whilehte use of low rates may make distib  tor may assume that silence from a senirecative

tions impracticable, but in either case the insurance isvhom he or she reasonably believes merits his or her

furnished at cost. confidence reflects a judgment by that senior executive
that no major developments related to the executive's
area of responsibility have taken place.

Business & Corporate Law > Corporations > Finance >

Dividends & Reacquisition of Shares > Declaration &

Distribution Business & Corporate Law > Corporations > Directors

[HN17] 215 ILCS 5/54(2provides that the board of-d & Officers > Management Duties & Liabilities > Fidu-

rectors of any company may from time to time fix and ciary Responsibilities > General Overview

determine the amount of dividends to be returned to eaciHN20] The function of a corporate board of directors is

policyholder, and may for such purpose establish reaso to determine the general business policy of the carpor

able plans for the distribution of such refunds afeer r tion and the directors are entitled ®yr upon the off

taining sufficient funds for the payment by the company cers and employees of the corporation, both in carrying

of all outstanding policy and other obligations. As used out that policy and in receiving reports and information

in this statute, the term "may" does not mean "shall," andupon which to base that policy. It cannot be expected of

a board may declare dividends if and when it so decidesa director that he should be watching either the inferior

except as mandated by the compariysurance policies, officers ofthe company or verifying the calculations of

charter, or bylaws. lllinois law does require, however, the auditors himself. Other persons includes directors,

that dividends be paid out of earned surplus, not dentri officers, and employees. In the usual case, directors and

uted surplus215 ILCS 5/54(3)(a) officers will be reasonable in believing that they can rely
on the information, opinions, repsytstatements, dec
sions, judgments, and performance of others without the

Business & Corporate Law > Corporations > Directors need for independent verification or further inquiry.

& Officers > Management Duties & Liabilities > De-

fenses > Business Judgment Rule

[HN18] Where there is no conscious decision bydire Business & Corporate Law > Corporations > Directors

tors to act or refrain from acting, the business judgment& Officers > Management Duties & Liabilities > De-

rule has no application. The absence of board actionfenses > Business Judgment Rule

therefore, makes it impossible to perfothre essential Insurance Law > Claims & Contracts > Premiums >

inquiry -- whether the directors have acted in conformity Excess Premiums

with the business judgment rule in approving thel-cha
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[HN21] Reducing insurance rates and declaringi-div perts will often be necessary and will, in many gitres,

dends are indistinguishable for purposes of the businessatisfy the informational requirement.

judgment rule. Dividends may be made, and by many of

the companies have beerade largely, by way of aba

ing or reducing the amount of a renewal premium. Business & Corporate Law > Corporations > Directors

Where the dividend is so made the actual premiem r & Officers > Management Duties & Liabilities > De-

ceipt of the year is obviously only the reduced amount.fenses > Business Judgment Rule

The financial result both to the company and to tHe po [HN24] The requirement of director independenoe i

icy holders is, bwever, exactly the same whether the heres in the conceptionn@ rationale of the business

renewal premium is reduced by a dividend or whetherjudgment rule. The presumption of propriety that flows

the renewal premium remains unchanged, but is paid iffrom an exercise of business judgment is based in part on

part either by a credit or by cash received as a dividendthis unyielding precept. Independence means that a d

A dividend may take the form of either a payment or arector's decision is based on the corporate merits of the

reduced premium. sulject before the board rather than extraneous densi
erations or influences. While directors may confer; d
bate, and resolve their differences through compromise,

Business & Corporate Law > Corporations > Directors or by reasonable reliance upon the expertise of théir co
& Officers > Management Duties & Liabilities > De- leagues and other qualified persoihg énd result, nan
fenses > Business Judgment Rule theless, must be that each director has brought his or her

[HN22] Under lllinois law, the business judgment rule own informed business judgment to bear with specificity

requires that directors become sufficiently infednto upon the corporate merits of the issues without regard for

make an independent business decision. Directors haver succumbing to influences which convert an otherwise

the duty to inform themselves of the material facts slece valid business decision into a faithless act.

sary to exercise their judgment. They may not close their

eyes to what is going on about them in corporate- bus

ness, and must in appropgatircumstances make such Insurance Law > Claims & Contracts > Premiums >

reasonable inquiry. The standard for judging therinfo Excess Premiums

mational component of the directors' decisionmaking [HN25] The financial soundness of an insurancenco

does not mean that the board must be informed of everpany depends on numerous factors that are difficult to

fact. The board is responsible for considering onlyemat quantify, and the insurance market is charamter by

rial facts ttat are reasonably available, not those that aresubstantial diversity across insurers in types of business

immaterial or out of the board's reasonable reach. written, characteristics of customers, and methods of
operation. It is impossible to specify the right amount of
surplus for most insurers through a formula. Eachrinsu

Business & Corporate Law > Corporations > Directors ance company has itswvn method for determining the

& Officers > Management Duties & Liabilities > De- amount of surplus it considers to be adequate.

fenses > Business Judgment Rule

[HN23] The informed deision prerequisite of the bus

ness judgment rule focuses on the preparedness ief a dBusiness & Corporate Law > Corporations > Finance >

rector or officer in making a business decision ps 0 Dividends & Reacquisition of Shares > Declaration &

posed to the quality of the decision itself. Fundamental toDistribution

an understanding of the standard is the recognition thafnsurance Law > Claims & Contracts > Premiums >

the extent of the information required is that which the Excess Premiums

director or officer reasonably believes to be appropriate[HN26] A court should not address itself to the various

under the circumstance. In evaluating what is a reaso accounting theories and contentions which woulg- su

able belief in a particular situation, the informegt r port the payment of a dividend. Instead, the court must

quirement should be interpretedilistically and with an  limit its inquiry to the reasonableness of the actions and

appreciation of the factual context in which the businessmotivations of those chargegith running an insurance

judgment was made. Of course, the business or grofe company.

sional experience of directors or officers may help to

inform them about a decision. They may also be i

formed by the gemal views or specialized experience of Insurance Law > Industry Regulation > Insurance

colleagues. Reliance on reports, representations- stat Company Operations > Ownership > Mutual & Stock

ments, and opinions prepared by officers and employee€ompanies

of the corporation and by outside professionals and e
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[HN27] Mutual insurance companies are organized,[HN31] In insurance cases, the parties are competent to
maintained, and operated solely for the benefit of theircontract and have the right to insert such lawful prov

policyholders.

Business & Corporate Law > Corporations > Directors
& Officers > Management Duties & Liabilities > Fidu-
ciary Responsibilities > General Overview

Insurance Law > Industry Regulation > General Over-
view

[HN28] 805 ILCS 5/8.85a provision of the lihois

sions in the agreeemt as they see fit. Thus, insurers are
not required to explain their dividend practices where the
insurance policy or bylaws provide otherwiseby ves-

ing the board with broad discretion in the matter. Requi
ing that dividend practices be printed in tphelicy or
bylaws would unnecessarily restrict the board's latitude
in making dividend decisions.

Business Corporation Act, states that in discharging itsBusiness & Corporate Law > Corporations > Directors
duties, a board of directors may consider the effects oi& Officers > Management Duties & Liabilities > Fidu-

any action upon employees, suppliers and customers ofiary Responsibilities > General Overview

the corporation or its subsidiaries, communities in which[HN32] Evenif the law imposes no duty upon directors
offices or other estalshments of the corporation or its to furnish annual reports to shareholders, corporate-dire
subsidiaries are located, and all other pertinent factorstors must honestly disclose all material facts when they
But the Business Corporation Act excludes insuranceundertake to give out written statements concerning the
companies,805 ILCS 5/3.05because they conduct a condition or business of their corporatidirectors owe
business charged with the public interest and are eutho a duty to honestly disclose all material facts when they
ized and governed by a special act, more stringent in itsundertake to give out statements about the business to

regulations by reason of the nature of their business.

Business & Corporate Law > Corporations > Directors
& Officers > Management Duties & Liabilities > Fidu-
ciary Responsibilities > General Overview

stockholders. Generally, knowledge of corporate records
and documents is imputed to all directors.

Torts > Business Torts > Fraud & Misrepresentation >
Actual Fraud > Elements

[HN29] 805 ILCS 5/8.8%ermits, but does not require, a [HN33] It is not fraud to do what one has a legal right or
director to consider the interests of listed constituenciesobligation to do. That which the law authorizes cannot
employees, suppliers, customers (policyholders): su constitute a legal wrong.

rounding communities, and other pertinent factors.

Business & Corporate Law > Corporations > Directors
& Officers > Management Duties & Liabilities > De-
fenses > Business Judgment Rule

Business & Corporate Law > Corporations > Finance >
Dividends & Reacquisition of Shares > Declaration &
Distribution

[HN30] Absent one of the exceptions toet business
judgment rule- such as fraud or dishonestya corpoa-

Business & Corporate Law > Corporations > Directors

& Officers > Management Duties & Liabilities > De-
fenses > Business Judgment Rule

[HN34] lllinois courts have stated that the business
judgment rule does not protect a decision that is totally
without merit. Similarly worded exceptions decisions
made by mistake or nongfully -- have found their way
into Illinois cases. But the cases purporting to recognize
such exceptions have applied the business judgment rule

tion is not liable for a lack of dividends. Given that the without reviewing the merits of the boards' decisions.
business judgment rule protects a board's mistakes, e Under these cases, the business judgment rule adie
rors, and mere negligence, a plaintiff cannot circumventlong as the board was motivated by a business reason as

that protection ¥ simply characterizing a board's dec

opposed to a purpose that was fraudulent, oppressive, or

sions as fraudulent or dishonest. A mere mistake ofunlawful. "Totally without merit,” "by mistake,” and
judgment is not fraud. Rather, fraud requires evidence of'wrongfully,” together with the other exceptions, are

improper motives on the part of the board members.

Business & Corporate Law > Corporations > Finance >
Dividends & Reacquisition of Shares > Declaration &
Distribution

Insurance Law > Claims & Contracts > Premiums >
Excess Premiums

synonymous with fraud, oppressi corruption, or ao-

flict of interest. In other words, the "totally without
merit" exception focuses on the process of making the
decision, not the decision itself.
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Business & Corporate Law > Corporations > Directors [HN37] Courts give deference to directors' decisions
& Officers > Management Duties & Liabilities > De- reached by a proper process, and do not apply ac-obje
fenses > Business Judgment Rule tive reasonableness test in such a case to examine the
[HN35] The business judgment rule is premised on thewisdom of the decision itself. A court does not substitute
reality that courts are ill equipped to engage in post hodts own notion of what is ois not sound business jgd
substantive review of business decisions. The very pu ment in place of the board's judgment. Additionally;s a
pose of the rule is to preclude liabilityrfa board's ns- proval of a transaction by a majority of independent,
takes, errors, or mere negligence. It would make littledisinterested directors almost always bolsters the pr
sense, then, to create an exception for decisions that aumption that the business judgment rule attaches to that
wrong. Such an exception would swallow the rule. Thetransactn if it is later attacked on grounds of lack of
theory behind the business judgment rule is that directorsiue care.

are not requied to guarantee that their decisions will

succeed, rather they are only expected to use ordinary

and reasonable care in making corporate policy. FewBusiness & Corporate Law > Corporations > Directors
directors would serve on boards if the merits of their & Officers > Management Duties & Liabilities > De-
decisions were subject to substantive scrutiny. Tlus fenses > Business Judgment Rule

court will invoke the business judgment rule and refuse[HN38] The business judgment rule must first be found
to scrutinize the merits of the business decision made bynapplicable under an exceptiehsuch as fraud, opse
business persons who are likely more competent in thesion, or illegality-- before the trier of fact may examine
particular business matters at issue. The businegs jud the merits of a board's decision. Unless one of these e
ment rule is process orientetihe directors' duty of care ceptions applies, there is no liability for erroneousgyjud
does not have a substantive element and courts do nahents.

measure, weigh or quantify directors judgments.

Business & Corporate Law > Corporations > Forma-

Business & Corporate Law > Corporations > Directors tion > Corporate Existence, Powers & Purpose > Pow-
& Officers > Management Duties & Liabilities > De- ers > Distinct & Separate Principle
fenses > Business Judgment Rule [HN39] Under corporate rules of governance, a parent

[HN36] What should be understood, but may not widely corporation should show concern about a subsidiary's
be understood by courts or commentators who are noaffairs, ask for reports, sometimes cohsuith its offi-
often required to face such questions, is that complianceers, give advice, and even object to a proposed action.
with a director's duty of care can never appropriately beActivities which are consistent with the parent's investor
judicially determined byreference to the content of the status, such as monitoring of the subsidiary's perfor
board decision that leads to a corporate mistake, apamnce, supervision of the subsidiary's finance and capital
from consideration of the good faith or rationality of the budget decisins, and articulation of general policies and
process employed. That is, whether a judge or jury co procedures are evidence of a normal pasebsidiary
sidering the matter after the fact, believes a detisib- relationship. Capital infusions from a parent to a subsid
stantively wrong, or degrees of wrong extending throughary are a normal, and, indeed, a necessary part of the
stupid to egregious or irrational, provides no ground for parentsubsidiary relationship. The obligat to provide
liability, so long as the court determines that the processaadequate capital begins with incorporation and isra co
employed was either rational or employed in a good faithtinuing obligation thereafter during the corporatiorps o
effort to advance aporate interests. To employ a diffe  erations. A parent company will not be exposed tolliabi
ent rule-- one that permits an objective evaluation of the ity when the parent contributes funds to the subsidiary
decision-- would expose directors to substantive secondfor the purpose foassisting it in meeting its financial
guessing by iHequipped judges or juries, which would, obligations.
in the longrun, be injurious to investor imests. Thus,
the business judgment rule is process oriented and i
formed by a deep respect for all good faith board-dec Business & Corporate Law > Corporations > Finance >
sions. Dividends & Reacquisition of Shares > Declaration &

Distribution

[HN40] The fact that a corporation has earned profits out
Business & Corporate Law > Corporations > Directors of which directors mightawfully declare a dividend is
& Officers > Management Duties & Liabilities > De- insufficient alone to justify judicial intervention conipe
fenses > Business Judgment Rule ling a declaration and payment.
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SUMMARY: * Presting Justice of the Court of Appeal,cSe
ond Appellate District, Division One, assigned by
CALIFORNIA OFFICIAL REPORTS SUMMARY the Chief Justice pursuant asticle VI, section 6

. . . . . of the California Constitution
In a nationwide class action against a mutualrinsu

ance company incorporated in lllispithe company's
policyholders contended that, from 1983 to 1998, the
company breached a duty to pay billions of dollars in CALIFORNIA OFFICIAL REPORTS HEADNOTES
dividends and, as a result, created an excessive surplus.
The policyholders' complaint set forth causes of action
for breach of comact, breach of the covenant of good
faith and fair dealing, and violation of the unfair canp
tition law (UCL) Bus. & Prof. Code, oo 172607209.
The trial court granted summary judgment to thenco
pany, finding as a matter of law that the businesg-jud

ggﬂtm;uﬁoagg'le§44é?ugzrr'gl;ncgugurﬁf ch&zeﬁngeles breach of contract was precluded by the lllinois business
T ' ' ' ' judgment rule. First, the board could properly rely on
The Court of Appeal affirmed the judgment. To the information from the company's management and actua
extent possible, the court relied on lllinois law in teac ial department in its deliberative process. Second, the
ing its conclusion that the policyholders did notdas  boardwas sufficiently informedthrough written fina-
right to any amount of dividends. The company wias o cial materials, oral presentations from company officers,
ligated to consider from time to time whether dividends and discussions during board meetinigs make ine-
should be declared and was bound by a duty of care tgendent decisions about dividends. Third, the company
make those decisions in a prudent manner. It did notdid not engage in fraud by failing to indieanh its insu-
breach that duty. First, the companigoard of directors ance policies and bylaws that it paid dividends from ce
could properly rely on information from the company's tain sources of income and did not sell invested assets for
management and actuarial department in its deliberativéhat purpose. It had no duty to disclose that typenof i
process. Second, the board was sufficiently informed formation. Nor was there anything fraudulent about the
through written financial materials, oral presentations financial information annually sent to policyholders; it
from company dfcers, and discussions during board was based on audited reports prepared by independent
meetingsto make independent decisions abouti-div accountants in compliance with state regulatory princ
dends. Third, the company did not engage in fraud byples of accounting. And fourth, in applying the business
failing to indicate in its insurance policies and bylaws judgment rule, a court does not consider the mefita
that it paid dividends from certain sources of income andboard's decisions. Rather, the court focuses on the dec
did not sell invested assets for that purpose. It had nessionmaking process to ensure that it was not tainted by
duty to disclose that type of information. Nor was there fraud, oppression, illegality, or the like. Thus, an attack
anything fraudulent about the financial informatiom a on the merits of the company's decisions was ofmo i
nually sent to policyholders; it was based on audiéed r port.
ports.prepareq by mdgpend(_ent @gotants. Fourth, in [Cal. Insurance Lev & Practice (2008) ch. 2, »
applying the lllinois business judgment rule, a court does2 04]
not consider the merits of a board's decisions. Rather, the™™ ~

court focuses on the decisionmaking process to ensur(&) Insurance Companies § 3—-Mutual Corporations—

that It was not tainted by fraud, oppression, ilegality, Of Dividends--Advice to Board.--A mutual insurance ¢e
the like. Thus, an attack on the merits of the company's

o . . poration's board of directors does not have to decide
decisions was of no import. The policyholders were not derlving i lated dividend %1440
entitled to an accounting because the [*1439] claim forovery UNCerying issue re ated to dividends. [ . ]
breach of contract was precluded by the business iud Directorsmay resort to delegation and reliance on- off

prect y the LU cers and employees for information and recomraend
ment rule, the covenant claim wast an independent .
) L . tions.
cause of action under lllinois law, and the company did
not commit an unlawful, unfair, or fraudulent business
act or practice for purposes of the UCL. (Opinion by
Mallano, J., with Klein, P. J., and Croskey, J., concu

ring.)

HEADNOTES

(1) Insurance Companies § 3--Mutual Corporations--
Rights of Policyholders in Assets--Accounting--
Dividends--Business Judgment Rule.--In an action for
breach of a duty to pay dividends against a mutualinsu
ance company incorporated in lllinois, policyholders
were not entitled to an aounting because a claim for

(3) Corporations § 39--Directors--Liability--Business
Judgment Rule--Presumption--Burden of Proof for
Exception.--The business judgment rule creates e- pr
sumption that a board of directors acted properly, and
applies to both directors and officers. The presumption is
rebuttable and may be overcome by evidence supporting
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an exception to the rule. Although courts have stated thabf mutuality would be a mere sham, if the directors
a plaintiff has a stringerdr heavy task in defeating the could, under all circumstances, reserve within thestrea
business judgment rule, such statements are not regardady all the accumulation of excess charges. Sucheproc
as imposing a heightened burden of proof but rather as dure, in some cases, would be both unjust to the-me

recognition of the rule's practical success. bers and @& encouragement to improvidence andi-arb
trary conduct on the part of the directors in the way of
(4) Corporations § 39--Business Judgment Rule-- unwise spending and unwise investments. The duty of

Defense.--The busness judgment rule is a defense to a care requires directors to exercise the degree of skKill,
claim of breach of the duty to make dividend decisions indiligence, and care that a reasonably prudentnbasi

a prudent manner. person would exercise in similar circumstances. The
functions of a director, such as the declaration of- div

(5) Insurance Companies § 3--Mutual Corporations-- dends, constitute basic sources of a director's obligations

Rights of Policyholders in Assets--Terms of Con- for purposes of the duty of care. Although directors are

tracts.--The rights and interests of policyters in the  vested with broad discreti in determining whether,
assets of a mutual insurance company are contractual ivhen, and what amount of dividends should be paid, that
nature and are measured by their policies and by the stadiscretion is subject to legal restraints. The directors
utes, charter and bylaws, if any, which comprise themust exercise the requisite degree of care in discharging
terms of their contracts. Whatever rights a member of atheir duty to act prudently in light of the circumstances.
mutual company has ardelineated by the terms of the

contract, and come from it alone. If a plaintiff depends (8) Insurance Companies § 3--Mutual Corporations--
upon anything but his or her rights under the contractRights of Policyholders in Assets.--It is not necessary to
contained in the policy, he or she depends uporesom mutuality that periodic returns from premiums collected
thing that does not exist. It is equally important to the be made to the members of an association. It is enough
policyholders, as well as to the insurer, that definite andthat the power exists when a swiglof premium receipts
clear provisions should be maintained unimpaired byover cost of insurance in fact exists; and the determin
loose or iltconsidered interpretations. The relation of an tion of the existence of the appropriate surplus is largely
insurance company to its policyholders is purely cantra within the discretion of those charged with the ma&nag
tual. It is the duty of theaurts to construe and enforce ment of the association. Good reasons may exist fier fai
lawful provisions as made, and not to make a nem+ co ing to make distributions to the members of a mutual

tract for the parties. insurance company. The use of high premium rates
would enable a company to make rebates, while the use

(6) Insurance Contracts and Coverage § 17-- of low rates may make distributions impracticable, but in

Interpretation--Under  Foreign  State's  Law-- either case the insurance is furnished at cost.

Reasonable and Ordinary Meaning of Words--
Ambiguity.--In interpreting insurance policies under (9) Corporations § 31--Dividends--Foreign State's
lllinois insurance law, unambiguous clauses must beLaw.--215 Ill. Comp. Stat., 5/54, subd. (@)ovides that
enforced according to their terms. Suggestions ad-cre the board of directors of any company may from time to
tive possibilities regarding the interpretation of a contracttime fix and determine the amount of dividends to be
do not render it ambiguous, but rather, the relevant i returned to each policyholder, and may $uch purpose
quiry to determine if ambiguity exists is whether theco establish [*1442] reasonable plans for the distribution
tract's provisions are subject to more than one reasonablef such refunds after retaining sufficient funds for the
interpretation. Controversy between [*1441] the partiespayment by the company of all outstanding policy and
regarding the meaning of a provision also does not re other obligations. As used in this statute, the term "may"
der the provision ambiguoug/hen interpreting contract does not mearishall," and a board may declare idiv
provisions, words are given their plain and ordinary dends if and when it so decides, except as mandated by
meaning and courts should refrain from adoptingrinte the company's insurance policies, charter, or bylaws.
pretations resulting in distortions and creating ambigu lllinois law does require, however, that dividends be paid
ties where none exist. out of earned surplus, not contributed surpl2&5(lIl.
Comp. Stat., 5/54, subd. (3))a)
(7) Insurance Companies § 3--Mutual Corporations--
Rights of Policyholders in Assets--Dividends--Duty of (10) Corporations § 39--Business Judgment Rule--
Care.--It cannot be said that the matter of paying a-div Absence of Board Action.--Where there is no conscious
dend is solely within the unreviewable discretion of a decision by directors to act or refrain from acting, the
board of directors. While the stability and solvency of a business judgment rule has no application. The absence
mutual company is the pnie consideration, the principle of board of directors' action, therefore, makes it imposs
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ble to perform the essential inquiryhether the dire- mium remains unchanged but is paid in part either by a
tors have acted in conformity with the business judgmentcredit or by cash received as a dividend. A dividend may
rule in approving the challenged transaction. The ruletake the form of either a payment ore@luced premium.
does not apply when the directadid not actually make

a decision. Nor is a company protected if the directors(13) Corporations § 39--Business Judgment Rule--
knew that material decisions were being made withoutInformational Component of Decisionmaking--
adequate deliberation in a manner that suggests that theljoreign State's Law.--Under lllinois law, the business
did not care whether shareholders would suffer a loss ojudgment rule requires that directors become sufficiently
injury. A board must do more than passively rubbe informed to make an independentsiness decision. ib

stamp the decisions of the active managers. rectors have the duty to inform themselves of theemat
rial facts necessary to exercise their judgment. They may
(11) Corporations § 34--Directors--Reliance on Rec- not close their eyes to what is going on about them in

ommendations.--Corporate directors do not have te-di corporate business, and must in appropriate mircu
cuss every aspect of a company's business. A board aftances make suckasonable inquiry. The standard for
directors nay rely on an officer's recommendations; i  judging the informational component of the directors'
cluding his or her silence in some circumstances. Thedecisionmaking does not mean that the board of directors
board may generally instruct senior executives to reportmust be informed of every fact. The board is responsible
major developments related to their areas of respdnsibi for considering only material facts that are reabbna

ity. In such a case, in the absence of sugpgicircun- available, not those that are immaterial or out of the
stances or other unusual facts indicating that reliance ioard's reasonable reach. The informed decisiongrere
unwarranted, the board would be reasonable in assumingisite focuses on the preparedness of a director or officer
that silence indicated that no major developments hadn making a business decision as opposed to the quality
occurred. A director may assume that silence fromma se of the decision itself. Fulamental to an understanding
ior executive whom hercshe reasonably believes merits of the standard is the recognition that the extent of the
his or her confidence reflects a judgment by that seniorinformation required is that which the director or officer
executive that no major developments related to ¥he e reasonably believes to be appropriate under themircu
ecutive's area of responsibility have taken place. Thestance. In evaluating what is a reasonable belief @r-a p
function of a corporate board of directors is to deteemin ticular situation, the informed requirement should be
the general business policy of the corporation and thanterpreted realistically and with an appreciation of the
directors are entitled to rely upon the officers antt e factual context in which the business judgment was
ployees of the corporation, both in carrying out thdt po made. Of course, the business or professional experience
icy and in receiving reports and information upon which of directors or officers may help inform them about a

to base that policy. It canntie expected of a director decision. They may also be informed by the general
that he or she should be watching either the inferiar off views or specialized experience of colleagues. Reliance
cers of the company or verifying the calculations of the on reports, representations, statements, and opiniens pr
auditors himself or herself. Other persons includesdire pared by officers and employees of the corpftbd44]

tors, officers, and employees. In the [*1443] usual casetion and byoutside professionals and experts will often
directors and officers will be reasonable in believing thatbe necessary and will, in many situations, satisfy the
they can rely on the information, opinions, reports, informational requirement. The requirement of director
statements, decisions, judgments, and performance ohdependence inheres in the conception and rationale of
others without the need for independent verification orthe business judgment rule. The presumptiopropriety

further inquiry. that flows from an exercise of business judgment is
based in part on this unyielding precept. Independence

(12) Corporations § 39--Business Judgment Rule-- means that a director's decision is based on the corporate

Reducing Insurance Rates--Declaring Dividends.-- merits of the subject before the board rather tharaextr

Reducing insurance rates and declaring dividends araeous considerationg mfluences. While directors may
indistinguishable for purposes of the business judgmentonfer, debate, and resolve their differences through
rule. Dividends may be made, and by many of the-co compromise, or by reasonable reliance upon therexpe
panies have B made largely, by way of abating or tise of their colleagues and other qualified persons, the
reducing the amount of a renewal premium. Where theend result, nonetheless, must be that each director has
dividend is so made the actual premium receipt of thebrought his or her own informed business judgment to
year is obviously only the reduced amount. The financialbear with specificity upon the corporate merits of the
result both to the company and to the policyholders is,issues without regard for or succumbing to influences
however, exactly the same whether the renewal premiunwhich convert an otherwise valid business decision into a
is reduced by a dividend or whether the renewal pr faithless act.
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(19) Insurance Companies § 2--Regulation--
(14) Insurance Companies § 2.2--Surpluses.--The fi- Dividends.--In insurance cases, the parties are competent
nancial soundness of an insurance company depends do contract and have the right to insert such lawful iprov
numerous factors that are difficult to quantify, and the sions in the agreement as they see fit. Thus, insurers are
insurance market is characterized by substantial diversitynot required to explain theirddend practices where the
across insurers in types of business written, characteri insurance policy or bylaws provide otherwidy vesting
tics of customers, and methods of operation. It is 8hpo a board of directors with broad discretion in the matter.
sible to specify the right amount of surplus for most i Requiring that dividend practices be printed in the policy
surers through a formula. Each insurance company hasr bylaws would unnecessarily restrict the boardis lat
its own method for determining the amount of surplus it tude in making dividend decisions.
considers to be adequate.

(20) Corporations § 35--Directors--Duty to Disclose
(15) Corporations § 31--Dividends.--A court should not =~ Material Facts.--Even if the law imposes no duty upon
address itself to the various accounting theories and co directors to furnish annual reports to shareholdersoeorp
tentions that would support the payment of a dividend.rate directors must honestly disclose all material facts
Instead, the court must limit its inquiry to the reaso when they undertake to give out written statements co
ableness of the actions and motivationshalse charged cerning the condition or business of their corporation.

with running an insurance company. Directors owe a duty to honestly disclose all material
facts when they undertake to give out statements about
(16) Insurance Companies § 3--Mutual Corpora- the business to stockholders. Getlgr knowledge of

tions.--Mutual insurance companies are organizednmai corporate records and documents is imputed to ak-dire
tained, and operated solely for the benefit of theii-pol tors.
cyholders.

(21) Fraud and Deceit § 2--Legal Acts.--It is not fraud
(17) Insurance Companies § 2--Regulation--Foreign to do what one has a legal right or obligation to do. That
State's Law.--805 Ill. Comp. Stat., 5/8.8% provision of  which the law authorizes cannot constitute a legal wrong.
lllinois's Business Corporation Act of 1983, states that in
discharging its duties, a board of directors may considef22) Corporations § 39--Business Judgment Rule--
the effects of any action upon employees, suppliers andixceptions--Foreign State's Law.--llinois courts have
customers othe corporation or its subsidiaries, comm stated that the business judgment rule does not protect a
nities in which offices or other establishments of the co decision that is totally without merit. Similarly [*1446]
poration or its subsidiaries are located, and all other pe worded exceptionsdecisions made bymistake or
tinent factors. But the Business Corporation Act excludeswrongfully--have found their way into lllinois cases. But
insurance companies8@s Ill. Comp. Sta, 5/3.05 be- the cases purporting to recognize such exceptions have
cause [*1445] they conduct a business charged with thepplied the business judgment rule without reviewing the
public interest and are authorized and governed by-a sp merits of the decisions of a board of directors. Under
cial act, more stringent in its regulations by reason of thethese cases, the $iness judgment rule applies as long as
nature of their busines805 Ill. Comp. Stat., 5/8.8pa- the board was motivated by a business reason as opposed
mits, butdoes not require, a director to consider e i to a purpose that was fraudulent, oppressive, or unlawful.
terests of listed constituencies: employees, suppliers,Totally without merit," "by mistake," and "wrongfully,"
customers (policyholders), surrounding communities, together with the other exceptions, are symous with

and other pertinent factors. fraud, oppression, corruption, or conflict of interest. In
other words, the "totally without merit" exceptioo- f
(18) Corporations § 39--Business Judgment Rule-- cuses on the process of making the decision, notahe d

Dividends--Liability of Board of Directors.--Absent cision itself.

one of the exceptions to the business judgment-suieh

as fraud or dishonesba corporation is not liable for a (23) Corporations § 39--Business Judgment Rule--

lack of dividends. Given that the business judgment ruleExceptions--Process Orientation.--The business jug

protects a board of directors' mistakes, errors, aeckm ment rule is premised on the reality that courts are il

negligence, a plaintiff cannot circumvent that protection equipped to engage in post hoc substantive review of

by simply characterizing a board's decisions as fraud business decisions. It would make little sense to create an

lent or dishonest. A mere mistake of judgment is notexception for decisions that are wrong. Sucheaog-

fraud. Rather, fraud requires evidence of improper m tion would swallow the rule. The theory behind theibus

tives on the part of the board mieens. ness judgment rule is that directors are not required to
guarantee that their decisions will succeed, rather they
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are only expected to use ordinary and reasonable care irelationship. Capital infusions from a parent to a subsid
making corporate policyi-ew directors would serve on ary are a normal, and, indeed, a necessary part of the
boards of directors if the merits of their decisions were parentsubsidiary relatinship. The obligation to provide
subject to substantive scrutiny. Thus, a court will invoke adequate capital begins with incorporation and isra co
the business judgment rule and refuse to scrutinize thdinuing obligation thereafter during the corporatiorps o
merits of the business decision made by businesemers erations. A parent company will not be exposed tolliabi
who are likely more competent in the particular businessity when the parent contributes funds to the subsidiary
matters at issue. The business judgment rule is proces®r the purpose of assisting it in meeting its financial
oriented. The directors' duty of care does not havéba su obligations.

stantive element, and courts do not measure, weigh or

quantify directors judgment$Vhat should be understood (25) Corporations § 31--Dividends.--The fact that a

is that compliance with a director's duty of care cancorporation has earned profits out of which directors
never appropriately be judicially determined by referencemight lawfully declare a dividend is insufficient alone to
to the content of the board decision that leads to aeorp justify judicial intervention compelling a declaration and
rate mistake, apart from consideration of the good faithpayment.

or rationality of the process employed. That is, whether a

judge or jury considering the matter after the fae; b COUNSEL: Hennigan, Bennett & Dorman, J. Michael
lieves a decision substantively wrong, or degrees ofHennigan, Robert L. Palmer, Mark Anchor Albert; Gia
wrong extending through stupid to egregious oa-irr elli & Morris, Timothy J. Morris; Ernst & Mattison,
tional, provides no ground for liabiit so long as the Raymond E. Mattison; Law Offices of Robert S.rGe
court determines that the process employed was eithestein and Robert S. Gerstein for Plaintiffs and Appe
rational or employed in a good faith effort to advance lants.

corporate interests. To employ a different #dae that

permits an objective evaluation of the decisiamould [*1448] Skadden, Arps, Slate, Meagher & Flom, Raoul
expose directorso substantive second guessing by ill D. Kennedy, Joren S. Bass, Sheila L. Birnbaum, Douglas
equipped judges or juries, which would, in the longrun, W. Dunham, Ellen P. Quackenbos; Heller Ehrman, Paul
be injurious to investor interests. Thus, the businessAlexander; Robie & Matthai and James Robie for
judgment rule is process oriented and informed by a deefefendant and Respondent.

respect for all good faith board decisions. Ceugive

deference to [*1447] directors' decisions reached by aSonnenschein Nath & Rosenthal and Barry Leigh
proper process, and do not apply an objective reaso Weissman for National Association of Insurancenco
ableness test in such a case to examine the wisdom of thaissioners as Amicus Curiae on behalf of Defendant and
decision itself. A court does not substitute its own notion Respondent.

of what is or is not@und business judgment in place of

the board's judgment. Additionally, approval of a $ran Sedgwick, Detert, Moran & Arnold and Christina J. Imre
action by a majority of independent, disinteresteddire for Association of California Insurance Companies,
tors almost always bolsters the presumption that theAmerican Insurance Association and Pacific Association
business judgment rule attaches to that transactiosif it of Domestic Insurance Companies as Amici Curiae on
later attacked on grounds of lack of due care. Thé bus behalf of Defendant and Respondent.

ness judgment rule must first be found inapplicalrle u

der an exceptionsuch as fraud, oppression, or illegality Katten Muchin Rosenman, Stuart M. Richter and David
-before the trier of fact may examine the merits of a M. Newmanfor National Association of Mutual Insu
board's decision. Unless onkthose exceptions applies, ance Companies as Amicus Curiae on behalf of Defe
there is no liability for erroneous judgments. dant and Respondent.

(24) Corporations § 6--Parent and Subsidiary-- Dewey & LeBoeuf, Dean Hansell [***2] and Sharon C.
Liability.--Under corporate rules of governance, a parentCorda for National Conference of Insurance Legislators
corporation should show concern about a subsidiary'sas Amicus Curiae on behalf of Defemd and Respo
affairs, ask for repost sometimes consult with its bff  dent.

cers, give advice, and even object to a proposed action.

Activities that are consistent with the parent's investorHorvitz & Levy, Barry R. Levy, Jeremy B. Rosen and S.
status, such as monitoring of the subsidiary's perfor Thomas Todd for Personal Insurance Federation df Cal
ance, supervision of the subsidiary's finance andalap fornia as Amicus Curiae on behalf of Defendant apd R
budget decisions, and articulation of general policies andspondent.

procedures are evidence of a normal pasemsidiary
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Lisa Madigan, Attorney General of the State of lllinois; financial information annually sent to policyholders; it
and Rolert E. Wagner for lllinois Division of Insurance was based on audited reports prepared by independent
as Amicus Curiae on behalf of Defendant and Respo accountants in compliance with state regulatory princ
dent. ples of accounting. Fourth, in applying the business
judgment rule, a court doestconsider the merits of a
Greenberg Traurig, Carol Livingston and J. Adam White board's decisions. Rather, the court focuses on the dec
for Freedom Works as Amicus Curiae on behalf ef D sionmakingprocessto ensure that it was not tainted by
fendant and Respondent. fraud, oppression, illegality, or the like. Thus, plaintiffs'
attack on the merits of State Farm's decisions isoof n
JUDGES: Opinion by Mdlano, J., with Klein, P. J., and import. We accordingly affirm.
Croskey, J., concurring.
I
OPINION BY: Mallano
BACKGROUND

OPINION On June 17, 1998, plaintiffs filed this class action

[**657] MALLANO, J. --In this nationwide class against State Farm, alleging that, as policyholders, they
action, 50 million present and former policyholders of were entitled to dividends under their insurance policies
State Farm Mutual Automobile Insurance Company and that State Farm had improperlythhield dividends
(State Farm) aatend that during the class period, 1983 in order to increase its "surplus." The term "surplus"
to 1998, State Farm breached a duty to pay billions ofmeans an insurance company's assets less liabilities. Put
dollars in dividends and, as a result, created an excessivanother way, "surplus” is the capital [**658] available
surplus. to back up an insurer's obligations under its policies.

Plaintiffs dleged that "State Farm breached its duty
[to policyholders] by amassing surpluses far in excess of
what State Farm reasonably needed to meet its present
[***5] and future insurance obligations," thereby redu
ing dividends. As relief, plaintiffs requestethmages,
State Farm moved for summary judgment based onattorney fees, and an injunction [*1450] barring State
the business judgment rule, asserting that the board ofFarm from pursuing the practices that had reduced the
directors (Board) had made its financial [*1449] idec dividend payments.
sionson an informed  [**3] basis, in good faith, and The complaint set forth six causes of action: breach
with the honest belief that it was acting in the company's P o .
best interests. Plaintiffs countered that the rule was nof)]c contract, breach .Of the c_ovenant of g(_)od fa_|th a_nd fair
. : dealng, fraud, negligent misrepresentation, violation of
applicable because (1) the Board did not adequately co the Consumers Legal Remedies A@ Code, on
sider whether to declare dividendut merely rubbe 7501784, and violation of the unfair co.mpetitic;n law
stamped management's recommendations; (2) the Boar '
was not sufficiently informed about dividends; (3) the us. & Prof. Code, aa 172607209.
Board's dividend practices were fraudulent or dishonest;  State Farm demurred to the complaint on the ground
and (4) the Board's dividend decisions were totallyywit that the pyment of dividends was subject to the discr
out merit. tion and business judgment of the Board. Plaintiffs filed
opposition. By order dated October 16, 1998, the trial
court sustained the demurrer without leave to amend as
to the cause of action under the Consurhegal Rene-
dies Act. On the remaining claims, the trial cours-su
tained the demurrer with 20 days' leave to amend. The
trial court also instructed plaintiffs to attach their insu
ance policies to the amended complaint.

* Presiding Justice of the Court of AppealcSe
ond Appellate District, Division One, ageed by

the Chief Justice pursuant asticle VI, section 6
of the California Constitution

(1) The trial court granted summary judgmentn€o
cluding that the business judgment rule applied asta ma
ter of law. We agree. First, the Board could properly rely
on information from State Farm's management ang- act
arial department in its deliberative proceSecond, the
Board was sufficiently informeehrough written fina-
cial materials, oral presentations from company officers,
and discussions during Board meetintgs make in@- On October 27, 1998, plaintiffs fileal first amended
pendent decisions about dividends. Third, State Farm diccomplaint, realleging the five causes of action that su
not engage in fraud byiling to indicate in its insurance vived the demurrer. In [***6] essence, plaintiffs alleged
policies and bylaws that it paid dividends from certain that State Farm had overstated its losses and understated
sources of income and did not sell invested assets for thats income so as to reduce the dividends to policyholders.
purpose. It had no duty to disclose that type of [***4] Plaintiffs attached their policies, as instructed.
information. Nor was there anything fraudulebbut the
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Between 1983 and 1989, the policies in most statesCal. Rptr. 2d 87](Barne3. The court explained that, in
provided, "[T]he first insured named in the declarations Barnes "a policyholder sued State Farm Auto, seeking to
is entitled ... to share in the earnings and savings of thécompel [it] to distribute "its unjustifiably large surplus”
company in accordance with the dividends ded by  back to its plicyholders.' [d. at p. 370) The plaintiff
the Board of Directors on this and like policies." After alleged that 'State Farm had accumulated a surplus fund
1989, the policies in most states read, "[T]he first insuredconsisting of premiums and investment income in excess
named in the declarations is entitled ... to receivé div of $ 10 billion ... [and] that such conduct by State Farm
dends the Board of Directoin its discretion mayde- amounted to an unjustified hoarding of@us funds, for
clare in accordancwith reasonable classifications and no legitimate business purpose and all to the detriment of
groupings of policyholders established by such Board."policyholders who otherwise could have received either
(Italics added.) reduced premium rates or substantial dividentsd.j

Further, in a newsletter sent to California pgplic “In Barnes the trial court sustained State Farm
holders in 1998, State Farm described dividends as "aAuto's demurrer witout leave to amend. The Court of
return of part of your premium because claiosts were  Appeal affirmed, stating:
less than anticipated." The newsletter also stated that
"[o]ur goal as a mutual company is to put your interests
first."

"Whether "a private corporation should declare and
pay a dividend, or make a distribution of its assets is a
matter committed to the sound business [***9] gud
Throughout the class period, the bylaws of Statement of the corporation's boarddifectors.” ... It is thus
Farm provided: "Subject to the provisions of law réigar the general rule that a court will not interfere with & co
ing return of excespremiums, the Board [***7] of D porate decision to withhold [*1452] dividends in the
rectors may authorize from time to time such refunds orabsence of a showing of abuse of the wide discretion
credits to policyholders from the savings and gains of thewhich the courts grant to corporate directors.
Corporation and upon such [*1451] terms and ¢ond

tions and in such amounts or percentage as may, in theirule "?ﬁeocr:)em?n?)l:frlgﬁ -E?Jgir:]eriggﬂgy;zmrpjg-zfe%geto
judgment, be proper, just and equitable.” ' Judg

a judicial policy of deference to the business judgment of
corporate directors in the exercise of their broad discr
tion in making corporate decisions. The businpsy-

On November 23, 1998, State Farm filed a demurrerment rule is premised on the notion that those to whom
to the first amended complaint, arguing again that thethe management of the corporation has been entrusted,
Board had properly exercised its discretion and business&nd not the courts, are best able to judge whether-a pa
judgment with espect to declaring dividends. Plaintiffs ticular act or transaction is one which is ' " "... helpful to
filed opposition. the conduct of corpota affairs or expedient for the-a

. - tainment of corporate purposes ..., and establishes a

In Januqry 1999, 'gh_e trial COP”- Commissioner presumption thgt direc?orsp' decisions are based on sound

Bruce E. Mitchell presiding, sustained the demurrer

without leave to amend as to all causes of action andbusinessjudgment.

entered a judgment of dismissal. Plaintfifed a timely " '[In Barnes the plaintiff], although attempting to

appeal. plead [around] this rel, has failed to allege facts sho

o . ... ing that the [directors'] decision regarding the accamul

file doans;ﬁltn(ljj:gsii?]’ rzeCi/c()elr,siEgI]VI?*!SQSS]mtehgfjutggmde:ittrg‘t tion of State Farm's sur_plus was not made in good faith

dismissal and reins'tating the claims for breach of-co [***10] or in what the d!rectors believed 1o be the best

tract, breach of the covenant of good faith and fail-dea mteres?s of the corporaﬂory. He has aI[e ged ntsfaen-

ing ,and Jolation of the unfair competition lawH{ll v onstrating fraud,_ oppression, corruption or con_fllct qf
' . . interest by the directors. [H]e appears to rest his claim

State Farm Mutual Automobile Insurance Gdan. 30, upon the singular proposition that State Farm's surplus

2001, B133262) [nonpub. opn.Btate Farm )). The P 9 prop P

- and dividend policy differs significantly from an industry
court concluded that plaintiffs had adequately pleaded L . e .
their claims undeCalifornia law and that [**g an average. This is clelg insufficient to permit a court to

accounting would be an appropriate remedy if plaintiffs interfere in the management of an apparently successful

. . corporate enterprise.'Barnes], supra, 16 Cal.App.4th at
prevailed on the contract or covenant claim. pp. 378379, citations and fns. omitted.) 'More is needed

In rejecting State Farm's contention that the actionto establish an exception to the [businesigioent] rule
was barred by the business judgment rule, the coswt di than conclusory allegations of improper motives and
tinguished this division's decision iBames v. State conflict of interest.” $tate Farm |, supraB133262.)

Farm Mut. Auto. Ins. Co. (1993) 16 Cal.App.4th 365 [20

A. Demurrer to Amended Complaint
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After quoting fromBarnes Division One continued: On June 1, 2001, plaintiffs filed a second amended
"In the present case, plaintiffs [**660] alleged that State complaint, realleging the same claims and materiat all
Farm's decisions withrespect to dividends were not gations.

made in good faith. ... [|] ... [P]laintiffs alleged that the - : .
board of directors had improperly withheld dividends by ... After [ 13] the pleading stage, the trial courtree
tified a nationwide class of 50 milligoresent and former

(1) overstating underwriting losses, (2) understating i State Farm policyholders, five million of whom reside in

vestment income, (3) excluding from operating rethe e ;
investment income derived from [State Farm's] surplus,ca“fom'a’ for the period 1983 through 1998.

and (4) [***11] falsely claiming that [the] surplus had to
cover the obligations of [State Farm's] affiliated msu
ance companies. On March 24, 2003, State Farm filed a motion in the
trial court to resolve a conflict of laws iss whether the

“Thus, far from relying on conclusory allegations, substantive law of lllinoiswhere the company wag-i
plaintiffs pdnt to several objective criteria in challenging . . npany we
corporategror California-where the suit was filed

State Farm's alleged wrongful conduct. This is not a case overned olaintiffs' claims. State Farm arqued that I
where the policyholders merely 'rest [their] claim upon 9 P ) 9

the singular proposition that State Farm's surplus and10is Iayv applied beqause corporate decisions abolit div
dividend policy differs significantlyfrom an industry dends involved the inteal affairs of the company, and,

average.' @ames], supra, 16 Cal.App.4th at p. 379 consequently, the law of the state of incorporation should

. ; .__govern. Plaintiffs asserted that California law controlled.
Moreover, under State Farm's overly broad mterpretatlonBy statement of decision filed on May 21, 2003, the trial

of the [*1453] business judgment rule, virtually every -
- : . court, Judge Charles W. McCoy [*1454] pdisg,
decision of the board of directors, regardless of the ci ruled that [**661] California law applied because a

cumstances, auld enjoy absolute immunity. breach of contract claim is not subject to the business
"We are unpersuaded by State Farm's dire predictiorjudgment rule.
that plaintiffs' claims, if allowed to stand, will put the
courts in charge of the boardroom. Courts are not e
powered to substitute their judgment for that of the
board. A fletermination] of liability would have to take
into account that 'directors should be giveide latitude
in their handling of corporate affairs because thelhin
sight of the judicial process is an imperfect device for
evaluating business decisions.' .mrly, [***12] any
determination of liability would have to take into cafhsi
eration that the business judgment rule 'afford[s]cdire
tors broad discretionin making corporate decisions and
.. allow[s] these decisions to be made without judicial
secondguessing ... ." " "[T]he business judgment rule
provides ample protection for the board's lawfulidec
sions. [1] ... [1]

B. Petition for a Writ of Mandate

State Farm promptly filed a petition for a writ of
mandate with this district. The petition was assigned to
Division One, whth issued an order to show causé. A
ter briefing and oral argument, the court vacated the trial
court's decision and held, [***14] in a published ropi
ion, that substantive lllinois law applied, including the
lllinois business judgment ruleState Farm Muial
Automobile Ins. Co. v. Superior Court (2003) 114
Cal.App.4th 434, 44251 [8 Cal. Rptr. 3d 56] (State
Farm Il). The court said: "Every State in this country
has enacted laws regulating corporate governance. By
prohibiting certain transactions, andgudating others,
such laws necessarily affect certain aspects of interstate
commerce. ... This beneficial free market system depends
at its core upon the fact that a corporatiercept in the

"We emphasize that this appeal raises a narrowrarest situationsis organized under, and governed by,
guestion at the pleading stage: Did plaintiffs sufficiently the lawof a single jurisdiction, traditionally the corporate
allege that [State Farm's] diotors engaged in bad faith law of the State of its incorporation.' ...
conduct in deciding to declare dividends or in setting the "The internal affairs doctrine is a conflict of laws
amount thereof? The answer is yes. The first amended . . . ;
complaint alleged that the board[] ... improperly manip principle which recognizes that only one _State .ShOU|d
lated objective criteria ([for example,] general expenses hav_e the authority t(.) regulate a C(_)rporqnon'lsarmal

) ( ple] g P ‘affairs-matters peculiar to the relationships among or
underwriting losses, investment costs) in order tor-ove h P . di F:cf. oelg
state losses and understate income, all for the purpose tween the corporation and its curr(_ant Oficers, celire
reducing dividends to policyholders. We cannot say that ors, and shareholdebecause otherwise a corporation

the business judgment rule bars plaintiffs' claims at thisﬁj;:d E)%Laf:?hvgltgt;toer}g:tgnl?si?]izlgqgibr...o g{%ﬁsfgro
point in the litigation.” fate Farm I, supraB133262, the >Ilaw that provides the relevant [***1F5)] corporate
citation omitted.) P p

governance general standard of care.’ ...

"Internal affairs' include "'steps taken in the course
of the original incorporation, ... the adoption oflaws,
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the issuancef corporate shares, the holding of directors' The court also discussed the business judgment rule
and shareholders' meetings,the declaration and pa under lllinois law. [HN1] "The business judgment rule is
ment of dividendsand other distributions, charter a presumption that direars of a corporation make bus
amendments, mergers, consolidations, and reorganiz ness decisions on an informed basis, in good faith, and
tions, the reclassification of shares and the pasetand  with the honest belief that the course taken was in the
redemption by the corporation of outstanding shares ofbest interests of the corporation. ... Like most rebuttable
its own stock." ... presumptions, it arises by operation of law. ... Hoave

the plaintiff may rebut the presumption by presenting
evidence that the director[s] actidudulently, illegally,

or without becoming sufficiently informed to make an
independent business decision[j] ... [|] -.. The burden

is on the party chahging the decision to present facts
rebutting the presumption."State Farm Il, supra, 114
Cal.App.4th at p. 459 Another [***18] lllinois court

... 'lt would be impractical to have matters ... which
involve a corporation's organic structure or interré a
ministration[] governed by different laws. It would be
imprectical, for example, if ... an issuance of shaees,
payment of dividengdsa charter amendment, or aneo
solidation or reorganization were to be held valid in one

state and invalid in another. ...'State Farm I, supra, had put it this way: "The decision concerning the alecl
114 Cal.App.4th at pp. 44243 citations omitted.) ration of a dividend where a legal dividend funchisal-

In addressing the trial court's reasoning, the courtable rests within the sole discretion of the board ofcdire
also stated: "In the present case, State Farm polidyhol tors. Courts are reluctant to interfere with the exercise of
ers challenge the board of directors' decision whether tdhe directors' business judgment unless the withholding
declare dividends. The policyholders rely on the-la is fraudulent, oppressive or totally without mérit
guage [*1455] inheir policies, [***16] a newsletter, (Ibid.) And a third court had stated the businessgud
and the bylaws, contending they have a contractual rightment rule protected the directors' decision absent\&-sho
to dividends that must be honored in accordance withing of ™fraud, oppression, or dishonest conducld’ &t
their reasonable expectations. ... p. 45Q italics omitted.) [*1456]

"... [T]he policyholders [argue that] their right to The court summarized these various formulations,
dividends should badjudicated under contract law, the concluding: "[A]bsenone of the exceptions to the bus
business judgment rule notwithstanding. And the trial ness judgment ruldéraud, oppression, dishonesty, total
court commented, '[State Farm is] not going to be able tdack of merit, illegality, or a failure of the board of dire
use ... corporation law as a trump over that contractuators to become sufficiently informed to make aneind
obligation." But the business judgment rule, whath pendent decisiera corporation is not liable forlack of
cords deference to the decisions of the board of directorsdividends." Gtate Farm Il, supra, 114 Cal.App.4th at p.
is reflected in the language of State Farm's policies,451)
newsletter, and bylaws. The rule is, in essence, written

) Further, as to plaintiffs' causes of action, the court
into the contract.

pointed out the differences between the covenant of good
"Simply put, the policyholders challenge a decision faith and fair dealing under California and lllinois law.
of the boad of directors that falls within State Farm's [HN2] In lllinois, the covenant provides a cause of a
internal affairs. The causes of action in the complaint,tion, sounding in tort, only [***19] where an insurer
though labeled in common terrdsreach [**662] of breaches a duty to settle a third party claim against the
contract and breach of the covenant of good faith and faiinsured. State Farm Il, supra, 114 Cal.App.4th at p.
dealing-involve 'matterspeculiar to the relationships  451) With that exception, the covenant does swgiport
among or between the corporation and its current off an independent cause of action or permit the recovery of

cers, directors, and shareholders . ..." ... As to those matort damages.lq. at pp. 4531453) Rather, it is a rule of
ters, the law of State Farm's place of incorporation, Il construction used ™to determine the intent of the parties
nois, applies ... [***17], not California's law onmwo  where a contract is susceptible to two conflictingn-co
tracts ... . structions.' ..."[W]here an instrument is susceptible of

two conflicting constructions, one which imputes bad
dispute ... does not control claims relating to the internalfaith to one (-)f the parties and the other does not, the la
affairs o;‘”the corporation.' ... '[T]he plaintiff's contention ter construction should be adopted.Td. (at p. 452 cita-

. ; : N . tion omitted; accord,Fox v. Heimann (2007)375
that this suit[,] being one on a contract[,] does met i Ill.App.3d 35, 42 [313 Ill.Dec. 366, 374, 872 N.E.2d 126
volve the internal affair of a foreign corporation is Vit 13'4 I I'\/Iid—W;est Energy.Coné v ,Cove,nant Hc;m.e (2004)
out merit.” State Farm II, supra, 114 Cal.App.4th at pp. 355 App.3d 160, 16364 [287 Ill.Dec. 267, 2771,
446447, citations omitted.) 815 N.E.2d 911, 91815]; St. Mary's Hosp. v. Health
Pers. Options (1999) 309 HI.Agd 464, 46970

"In other words, '[tlhe law applicable to a contract
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[**663] [242 Ill.Dec. 682, 686, 721 N.E.2d 1213, 1217] In October 2005, State Farm filed a motion for
Perez v. Citicorp Mortgage, Inc. (1998) 301 Ill.App.3d summary judgment or, in the alternative, for summary
413, 423424 [234 lll.Dec. 657, 664, 703 N.E.2d 518, adjudication as teach cause of action. State Farm a
525].) gued that the business judgment rule, as appliediin Il
nois, barred the action in its entirety. Alternatively, State
Farm asserted (1) [***22] the contract claim failee-b
cause the insurance policies and bylaws did awabrd
ryijlaintiffs an enforceable right to dividends at any time or
in any amount; (2) a separate cause of action for breach
of the covenant did not exist under lllinois law; and (3)
e the unfair competition law did not apply because it was a
the4g§)rtles. %tate Farm I, supra, 114 Cal.App.4th at California stafite. State Farm submitted declarations and
P exhibits in support of the motion. Plaintiffs filed iev
Finally, the court discussed the nature of a mutual,dence in opposition.
as opposed to a stock, insurance company. "State Farm is
a mutual insurance corporation. As such, [HN3] it issuesl. State Farm's Evidence
no caital stock and is cooperatively owned by itsipol
cyholders, who are both the insurers and the insureds . ..

And even where the covenant applies, ""[p]arties
are entitled teenforce the terms of negotiated contracts
[***20] to the letter without being mulcted for lack of
good faith." ... "Express covenants abrogate the operatio
of implied covenants so courts will not permit implied
agreements to overrule or modify the expresntract of

, State Farm based the price of its automobilé- pol
ties-its premiumsin part on actuarial data obtained
from each state. Its underwriting goal was to sell policies
"Mutual insurance companies are organized,nmai at an affordable price so that total premiums would equal
tained, and operated solely for the benefit of theii-pol total losses and expenses. Thus, the company attempted
cyholders . ... Such companiesmint generate traditional to break even on the sale of insurance. At the [**664]
entrepreneurial profits, but rather seek to meet their obl same time, State Farm maintainedurplus on which it
gations at the lowest possible cost to the policyholdersearned investment income. The company would use that
who, by paying premiums, provide the companies'texcl income in the event [*1458] of an operating lossr-Du
sive source of capital.' ... [*1457] ing the class period, State Farm generally paid dividends
if its underwriting results were better than expected. The
companydid not sell assets from the surplus to pay-div
dends. Rather, the assets provided a source of funds for

"Policyholders in mutdacompanies are dendm
nated "members" of the company; their ownership rights
|bnthe company are their membershlp interests.mvie catastrophes and [**23] allowed the company to
ers of_ mutual insurance companies have _many_of th%harge low premiums and reduce rates.
same rights as stockholders in corporations, including the
[***21] right to vote and the right to residual surplus In 1983, when the class period began, the Board
upon liguidation.' ... consisted of 1Inmembers. By 1998, the last year of the
period, the Board had grown to 13 members. The Board
met quarterlyin March, July, September, and Date
ber-at State Farm's headquarters in Bloomington, Il
nois. Those meetings consisted of a series of present
tions over a tweday period. State Farm's officers, some
of whom were also directors, made oral reports on State
Farm's finances, operations, investment activities- pe

"[M]utual insurers have greater difficulty [than sion funds, and audit results. The presentations led to
stock insurers] in raising capital to fund growth, and discussions among the directors oost topics.
hence, must rely to [a] greater extent on accumulated
surplus ad income from new members to support
growth. ... [M]anagers of mutual insurers tend to exercis
more discretion which tends to favor letegm stability

"State Farm does not offer insurance policiesnas i
vestment opportunities but instead provides poliayhol
ers with protection against loss. In contrast, a staek i
surance company seeks to earprofit for the benefit of
its stockholders, who may or may not be policyholders.

During the year, the directors received numerous
written financial reports, such as (1) monthly "Financial
CStatements” (around eight pages in length), showing a
L breakdown of assets, liabilities, and surplus; (2) quarterly

ovelr grear:er risk. S(tat(_e _Farm I.I' dsupra, 114 "Operations Reviews"afound eight pages), which set
Cal.App.4th at pp. 44841, citations omitted.) forth underwriting profits and losses, and investment
After the court granted State Farm's petition, the activity by category; (3) "Quarterly Statements" (around
case returned to the trial court for additional proceedings.64 pages), providing detailed information about the
company's financial condition, including lkitem data
C. Motion for Summary Judgment aboutincreases and decreases in surplus; (4) an annual
[***24] "Report on Audits of Financial Statements
Statutory Basis" (around 27 pages), prepared by Coopers
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& Lybrand (Audited Reports), listing subcategories and supported [State Farm's] ability to meet the needs of its
the corresponding amount of income, lossesl surplus;  policyholders, remain competitive, charge lower prem
and (5) the "Annual Statement" (of varying lengths, up toums, and support theeasonable growth of its business.
305 pages), consisting of multiple "schedules" of specific... []] ... During discussions among the Board of Rire
information on the company's overall financial condition, tors, we concluded that retaining [capital gains] as-add
including surplus. tions to our surplus was the wisest course of action and
in the best interests of our policyholders. Thisvgh in
surplus added to our ability to provide financial peste
Sion to our policyholders and, in addition, added to our
ability to reduce rates or lessen the size of rate increases
to our policyholders. Had we determined to liquidate any
significant porton of our surplus in order to pay a ene

The surplus consisted of fivategories: (1) "cat time dividend, it would have reduced both our financial
trophe reservereinsurance," which provided a source of strength and our [***27] ability to reduce or lessen the
protection in the event of a catastrophe; (2) a minimumsize of increases of rates and premiums ... ." State Farm
"Guaranty Fund" required by statute; (3) unassignedtypically did not liquidate longerm invesments except
funds, which represented the unassigned retainad ear in catastrophe situations. The Board was opposedito "d
ings of the compay; (4) unrealized capital gains; and (5) vidending out,” or selling, an asset in the surplus to pay a
funds to protect the policyholders of State Farmis- su dividend. On the other hand, State Farm had no problem
sidiaries (also called affiliates), namely, State Farm Life using money generated by sht#tm investments in the
Insurance Company and State Farm Fire and Casualtgurplus, for example, maturing treasuries. That money
Company. [*1459] was used "to offset the cost of operations,” such as an
underwriting loss. [*1460]

The monthly and quarterly financial statemendss,
gether with the quarterly operations reviews, enabled th
directors to track profits, losses, and the size of the su
plus on a continuing basis. State Farm invested its su
plus, primarily in stocks, bonds, and real estate.

Vincent Trosino held [***25] amanagerial position
with State Farm beginning in 1972, becoming a member  Trosino recommended that the Board declare- div
of the Board in 1987. From 1987 to 1990, he was-vice dends primarily when State Farm's underwriting return
president, chief administrative officer; from 1991 to exceeded its underwriting targetsr the previous 12
1998, he was executive viggesident, chief operating months or so. By the same token, a dividend was usually
officer; and in 1998he assumed the position of pgres not recommended if the company had greater than a
dent, chief operating officer. Trosino testified that the ticipated losses on its policies. Trosino's recomraend
Board's quarterly meetings involved "interactive" pnese tions were based on a stdifg-state analysis. Under this
tations by several officers, including himself. "These method, policyholdrs received a dividend if they lived
discussions," he said, "combined with the writtenemat  in a state that produced higher income than the "target
als provided to the Board, allowed the Directors to gain aunderwriting return” for that state. If policyholders did
good, working understanding of the essential aspects ofiot live in such a state, they did not receive a dividend.
[State Farm's] operations and finances, including its su In making a dividend decision, the Board usetivoik-
plus position and how that position was evolving." sheet" that showed the pertinent underwriting [***28]

Since 1987, Trosino has servasl an officedirector statistics for each state.

in considering and deter [**665] mining the level of Trosino also considered the financial effect ofupat
State Farm's surplus, and in considering, recommendingral disasters. For instance, he did not recommend div
and voting upon whether to declare a dividend as well aglends in 1989, 1990, 1995, or 1996 light of Hurr-

the amount of the dividend. He periodically reviewed cane Hgo (1989), other catastrophes (1990), and the
State Farm'§inancial performance and surplus level with uncertain situation after the Northridge earthquake {post
the company's actuarial department. Those reviews i 1994); during those times, the level and cost of awto i
volved constant monitoring of the surplus, profits and surance claims rose significantly, and underwriting
losses, and income from all sources, [***26] including losses were much greater than expected.

investments, and examining whether conditionar-w

ranted a dividend and, if so, the amount. This approach allowed the surplus to grow during

the class pericdmainly through investment returfrom
According to Trosino: "Ultimately, the appropriate $ 8.2 million in 1983 to $ 41.8 billion in 1998, as iind

range of surplus is not a matter of a single rating or ratio,cated in the Audited Reports. According to State Farm

but rather is a matter of judgment that is exercised byand plaintiffs’ expert witnesses, the Bodetlared diit

senior officers and our Board of Directoemd | have  dends in 10 years of the -Ygar class period, totaling $

participated directly in making these judgments during 2.87 billion, as shown below.

the period 1987 to the present. ... [|] ... [The] surplus



Pagel9
166 Cal. App. 4th 1438, *; 83 Cakptr. 3d 651, **;
2008 Cal. App. LEXIS 1448, ***

April 1983: $69,600,000

April 1984: $133,560,000
Novemler 1987: $202,700,000
November 1988: $157,000,000
December 1991: $198,500,000
August 1992: $169,300,000
October 1993: $205,900,000
April 1994: $187,500,000
November 1997: $651,000,000
June 1998: $891,600,000

*%
[**666] As one diector testified, the Board considered at
In making dividend recommendations to the Board, least three factors in deciding whether to declare a div
Trosino relied in part upon input from the actuariat d dend: underwriting results, net income before taxes (i
partment. Gregory Hayward, an assistant [***29] vice cluding interest and dividends earned on the surplus),
presidentand actuary who has been with State Farmand the net worth of the company. There weneesg
since 1979, described the work of the company's actua years-1987, 1988, 1991, and 199 which State Farm
ies. They conducted an ongoing actuarial analysis of thedeclared a dividend even though it had incurred mn u
financial position and needs of State Farm for use byderwritinglossthat year and the preceding year.
senior management in assessing the company'tusurp : - . . .
e Roger Joslin was a principal financial officer of
rates, and dividends. Hayward, who heads the researcgtate Farm since 1969 and a director SinBes. co-
unit of the actuarial department, routinely monitored and; ;

analyzed State Farm's surplus levels and reviewed hignumg in both capacities until his retirement in 2002. He

- ; ' also participated in considering, [***31] recommending,
gg‘z::‘dgs‘[*vlvggﬁt least one key officer and member of the and voting for dividends. In July 1987, Joslin, then the

company's treasurer, drafted a "memorandum to file,"

The actuaribdepartment maintained a close watch stating: "The Boardof Directors has broad discretion
on gains and losses, expenses, and State Farm's overalbncerning declaration of dividends to policyholders.
financial condition and had an ongoing dialogue with Nothing, including past practices, dictates how dividends
management as to whether a dividend or rate reductiorshall be apportioned." As noted by Joslin, when & div
should be recommended to the Board. In the years whedend recommendation was made to the Board, the-dire
a dividend was not recommended, State Farm haed us tors gave it "due consideration."

ally suffered greater than anticipated losses on its pol Wendy Gramm, a director from 1994 to 2002, who

cies. For instance, a dividend was not recommended i . . )

1995 or 1996 because State Farm had sufferedrunderhad serveq as chair Qf t_he United States E:ommodlty F

writing losses in the preceding yeags 1.65 billion in tures Tradm_g Commission, reca_lled that "I or others on

1994 and $ 1.22 billion in 1995. In the latter half of :‘geeri‘e’i;do‘:]'dtﬁ;';i\‘jié‘:ngf gfo?;fgg ,?fDSr’ta;foE:rrtE;“a

1996, und_elrwntlng results improved, yielding a prpﬂt of dicke, a director from 1991 to 1999 :;md a{former dean of

?**5390‘; v\gg'gg clz)rrec;hi(na 1)£)e9a7r. As a result, a dividend the Stanford Graduate School of Business, referred to the

' discussion of dividends as an "interactive session" that

State Farm did not have a practice or rule againswas [*1462] [**667] "sometimes rather length-

declaring dividends in the event of an underwriting loss. possibly "half of the morning meeting" with "continual

In Hayward's words, "We [took] into consideration all of discussion and questions from Board members and

the financial aspects of the company." He pointed outcomments from officers."

that State Farm also earned investment incomaoon

surplus items such as reservesnearned premiumer

serves and loss expense reserves. If a dividend eras d

clared notwithstanding an underwriting loss, State Farmmanagement proposed [**32] a dividend. The Board

would still use underwriting results, as opposedno i 7 o - .
vestment income, to choose the states in which to pa)YOtEd n favor Qf a,(,j'v'dend after.what he _galled cnsi
dividends. erable discussion." Asked at his deposition about that

part of the meeting, Wilson said, "Any time we discuss

Dr. James Wilson, a professor at the University of
California at Los Angeles and a member of the Board
beginning in 1995, lembered a 1997 meeting in which
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the financial conditions of the company, there is an e stable and low insurance rates and premiums. The
tended discussion.” strength of the surplus also permitted State Farrmto i
plement rate reductionsotaling approximately $ 437
millio n--beginning in the second half of 1996 and-co
tinuing through 1997. In 1998, State Farm reduced its
?**668] target underwriting return from zero percent to
minus five percent in all states, due in large part to the
Increase in the surplus. The compargda an intentional
Gecision to sell policies at a loss, relying on investment
income to remain profitable. From 1997  [***35]

If Trosino or another officer recommended aidiv
dend, then the Board declared one. If such a recomme
dation was not made, a dividend was not declared. But
dividend might still have bee discussed. Trosinoxe
plained that if he recommended a rate cut, for example
directors sometimes asked questions about declaring
dividend. The Board would discuss the issue and avent
ally conclude that_ it wanted 1o keep rates as CompetltlVethrough 2000, State Farm implemented rate reductions
and low aspossible and would approve the reco totaling nearly $ 3 billion
mended rate cut. Director Gramm testified that the Board '
discussed rate cuts in terms of competition and providing In his declaration, Hayward described how the i
a good value to policyholders. To Gramm's best rezolle surance industry uses "ratios" as "shorthand expressions
tion, the Board consistently approved what thecefs ... to reflect the amount of surplus that exists in relation
recommended, be it a dividend or a rate cut. Some Boardo an insurer's premium." A "surphig-premium ratio"
members would ask questions about the particular re of "1 to 2" means that for every dollar of surplus (the
ommendation, but they were ultimately satisfied with the numerator), there are twooldars of premium (the et
answers they received. As Gramm said, "[B]y the time nominator). This is a ratio of 0.50 and is commordy r
we got to actual [***33] votes,.. people on the board ferred to as a surplus level of "50 cents." But the risk
were comfortable with the proposals so that, in fact, weexposure from a specific policy vastly exceeds the pr
operated more like a collegial body." But she did not mium and can vary greatly from one type of policy to the
recall any occasion when management contemplated aext. Forinstance, an auto policy with a premium of $
rate cut "in lieu of payment of dividends." 500 might have a potential exposure of $ 100,000;
viewed in isolation, that policy would require more than
50 cents for each dollar of premium. Thus, the insurance
industry does not rely solely on surpfisspremium &a-
tios to indicate the appropriate level of surplus. This is
perhaps most evident in State Farm's filings with state
regulators in which it represented that a 0.50 ratio is
"prudent.” That representation merely indicated the
minimumamount of surplusieeded foratemakingpur-
poses. State regulators [***36] are concerned with pr
venting insolvency and focus on whether the surplus is
adequatenot whether it is excessive: They consider 0.50
adequate and any ratio below 0.33 to be a sign ohpote
tial insolvency. In addition, State Farm disclosedaits

In 2000, Hayward compledean eighipage actuarial
report for Trosino and the Board, analyzing the size of
the surplus as of the end of the previous year. e co
cluded that the surplus is "strong and provide[s] ouir pol
cyholders with superior protection and value at very
competitive prices. The risk of ruin, while not zero, is
acceptably low. The [surplus is] within a range cd-re
sonableness. The funds are neither inadequate nas-exce
sive giving due consideration to the extraordinary and
unique risks and best interests of our pdimders." The
report was based on three different mathematicahmet
ods or models, all described in detail. Although Hayward

iwzngdinthﬁo:ep;;sa[ifé] TStu(;ﬁZISDpeergtjrh:net rt]zsdt";']i?:tual total surplus to regulators and was never informed
prior’y P that the 0.50 ratio is a maximum or that a dividend was

prepared formareports] in this format, [the 2000 report] warranted. Hayward's declaration is consistent with the
illustrates the type of surplus analysis that we performed '

going back many years. ... In the years prior to 1999,:ﬁ|S tggsgié?g:esé%fgfggnii ;gg @y Thomas Mo
State Farm's [***34] Actuarial Department analyzed '
[the surplus] using similar methods and tedlueis. Each State Farm did not adopt a fixed ratio for evaluating
year, [the] Actuarial Department advised executivema its surplus, but it did address the subject of ratios more
agement about the level and adequacy of [*1463} su than once in writing. On October 31, 1985, Dale Nelson,
plus[:] [T]he size [of the] surplus was reasonable and nota State Farm actuary, sent a draéimnorandum to Alan
excessive. ... Based upon [the] ongoing analysis Bf su Curry, a vicepresident and actuary, stating that the "i
plus, [the] Actuarial Dpartment has never concluded crease [in the surplus] has [*1464] caused some to
that [the] surplus was excessive or 'too high.™ question whether State Farm has 'surplus’ surplus." After
providing a thregpage analysis of that issue, Nelson
oncluded: "Stat Farm finds itself in a position where it
ust stand on its owsthere is no one else with the f
'nancial resources to back it up. For anyone to argue,
then, that State Farm has too much surplus is to ignore

The actuarial department did not believe it would be
prudent to sell any assets in the surplus for purposes o
declaring a dividend. To do so, the actuaries thought
would have Bminated assets as a source of future
growth and income, and reduced the ability to charge
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present day realities.” In an "Office Memo" {87] to ratio was 1.20; in 1997, 1.49; and in 1998, 1.69.) The
Curry, dated March 5, 1986, Nelson devoted eight pagesndustry average during the class period ranged from
to the same topic, noting that a ratio "in the 828075 0.52to 1.19.

range is not overly conservative" for State Farm. A June

other things, "What 5 (Heght .. aurplus rato for Sate. Je2s: confimed thaat “rmany” Board meetings, there
gs, gnt ... surp were discussions regarding the “"appropriate” level of

Farm?" The answer, as set forth in the memo, was: "Stat%ur lus. At each meeting, Joslin or a member of his staff
Farm does not have a specific target, which we believe is PIUS. 9

the appropriate ratio. It is our objective to be financially reviewed the company's surplus position. At no time did
: I : the Board conclude that the surplus exceeded reagonabl
able to fulfill our obligations to policyhders. We b-

. ; . limits.

lieve that a [surpluso-premium] ratio stronger ... than

[0.50] is needed to accomplish that objective." (Original As director Jaedicke stated: "[A]t every meeting we
underscoring.) had a financial report which included the increases in

An August 31, 1991 actuarial report-aathored by surplus, as well as the increases in the various categories

Nelson and chief actuary Gary Grant, was given to theOf the surplus. And that was always part of the discu

Board. The report consisted of 14 pages, three exhibits sion, part of the considation at every meeting that |

HEZEd n i id "
and four appendices. After discussing several theorie40 n ffr?e]: %%lg? drg;:%l)li'reg;erglgae delgtirTOttk:Ztcil(I)r?ngtc))?/\(lj)\llve
and factors, it concluded: "Considering the multiplicity 99 9

and magnitudes of risks involved, the [surplus] could 232:2 ;OSSV\éfa(‘)kreSnngfr]aggzrscggonad'it'non;ﬁiwggﬁzz,,mgu
never be too large for absolute assuraotall obliga- . : . : paying ’

. . i ing his deposition, Jaedicke was asked about the surplus
tions to customers. However, there are practical limits ON. 4 replied: "1 find it difficult to respond when vou sa
how large the [**669] ... surplus can become. Colinpet plied. P Y Y

tion is the major constraint. Regulatory views and publicd'g. vr\]/e evlzr _d(|js_cu;55 thetlr:er V‘;]e dhf‘d S“rplﬁs sulrplus,
[***38] perceptions are also important. [|] Considering V:' Ic IWOUI. 'tlr'] Icate \(/jv_e elt we ? ool much. Id [kl)]
all factors, i seems prudent for State Farm to maintain at[I]h.é.trE(]arrnpoICIhg d[?g;]mlsgﬁ S?ﬁgt[o assurr]gtus]h\évroeuth e ?0 cus
least 50¢ of unassigned surplus for every dollar ef pr w you uch. W wi u

mium written and for the Fire Company to have an-add \;\/I?S'O'\rl]ggo;y gzlrt J::tc;vsyérgs c?&?gelc\?erng?t?]t?ﬁ;gju
tional 15¢ of surplus available for catastrophe losses Y: y P

which exceed those provided in the rates. Wiezum- try. [lT]hat was anqther occ:la}sion on which the size of the
stances allow, earnings should be used to build angUrPus woudl be discussed.
maintain a higher level. A level as high as 75¢ or even $ Stressing the importance of surplus, director Wilson
1 appears to be sustainable, strictly from the standpoinsaid that the Board wanted to "feel comfortable that
of its effect on insurance rates and State Farm's competshould there be a series of catastrophes in [the] oear f
tive position." As Grantestified at his depositiome did ture, we would have enough money to pay all of the
not reach any conclusions about an appropriate level opolicyholders." He added! think we were assured by
surplus. Rather, he and Nelson wrote the report so thathe performance of the market that our net worth was
managementould evaluate the size of the surplus. going up. But, as you know, we carry unrealized capital
. o ;

Once a year, the directors received a "Financ&al R gkalns on the bc(;oks as a separr]ateld[ ,SZﬂ K item,
view of Selected Property and Casualty Insurance[ ]ntotvt;/mg, ai \{'\ge ?’tﬁs ev\(/t?]rytone shou [ ] noleg
Groups" prepared by State Farm's research departmengeaa Io(es?iﬁrtr?e s\ijc:)?el eL.Jent ae;?sa"%/?lli?sggzglf:(;vsloe% ed
A portion of the report, entitled "Analysis of Su hat "Th Id b quent y | 't. h net th'"g
plus/Best Underwriting Ratios," compared and discusseut at *[fJhere could be in pr|nc"|p € 100 much net wor
the surplugo-premium ratios of several insurancenco surplus-but went on to say, “[iln my judgment, asia d
panies. From 1990 to 199éhe only years covered in the rector for ‘the Seven or so years_'ghat lxzen on the

o [kkk : board, we've never been in a position where we had too

record-one or more of State Farm's [**39] competitors much. [}] In fact, right now, | think we have too little." "I
had a higher ratio than State Farm. For instance, in 1994think ihé net wértr? has béen inadequate to pruderitl run
three of State Farm's 11 competitef®tna, Safeco, and State Farm .. " y
United Services AutomobileAssociatior-had higher v
ratios. [*1465] During Director Gramm's eight years on the Board,
the directors "did look at especially the ratios of .r- su
plusto-premium ... all the time. And at [*1466] some
times the surplus was ... lower than others." Gramm "a
ways felt more comfortable if the surplus to premium
4ratio] was closer to onéf not above it-than one half,

Director Joslin, who served as treasurer for many

According to State Farm, its surpitGspremium a-
tios for 1983 to 1995 ranged from 0.59 to 0.78; in 1996,
the ratio was 0.90; in 1997, 1.11; and in 1998, 1.26.
(Plaintiffs' calculations for 1983 to 1995 indicatetht
State Farm's ratios ranged from 0.87 to 1.05; in 1996, th



Page22
166 Cal. App. 4th 1438, *; 83 Cakptr. 3d 651, **;
2008 Cal. App. LEXIS 1448, ***

which was kind of a regulatory minimum." She did not due significantly to favorable investment results.'l-Fo
recall State Farm "focus[ing] on one number that was arowing the chairman's message [*1467] was albrea
important ratio." At every quarterly meeting, the dire down of State Farm's assets and liabilities. The financial
tors reviewed "these numbers," and "given the catastr information and terminology on the insert were taken
phes and theail storms and the hurricanes ... , [Gramm] from the Audited Reports, prepared by Coopersy& L
had concern about the size of the surplus. ... [T]hase r brand in compliance with the accounting principles of
tios helped quantify that." She recalled that Statethe lllinois Department of Insurance.

[***42] Farm's "ratios were not as favorable as some of

its competitors' [ratios]." The company didtrview the 2. Plaintiffs' Evidence

ratios as binding or determinative in making decisions

but regarded them as a reliable indicator of its financialin z:::t %ﬂpgf:tlgnF;Orrﬁing\?izreynJgggg::vcfﬁmgﬁfe:ggifnfe
condition. "[T]he ratio itself is just one measure,” P ' 9

. ences to support their own arguments. They submitted

Gramm said. additional evidence in an effort to challenge the- fr

Actuary Hayward testified that the surplus was also quency and amount of State Farm's dividends and the
crucial in potecting the financial condition of State size of the surplus. Plaiffs also offered evidence to
Farm's subsidiaries. As he put it, the subsidiaries "addshow that the Board did not adequately consider whether
great risk" to State Farm. After several natural disastersto declare dividends and was not sufficiently informed to
State Farm "recapitalized" its wholly owned companies. make dividend decisions. Last, plaintiffs asserted that
For instance, it recapitalized State Fdfire and Cas- State Farm misled policyholders about the use and size
alty Company after Hurricane Andrew in 1992, provided of the surplus.
surplus notes to its Florida company after otherihurr
canes, and, after disasters in California, provided capitaL
and surplus notes to a State Farm company that write a
homeowners insurandere.

The opposition papers contained several expert de
rations, including one from a professor of corporate
governance and one from an actuary. State Farm filed
objections to both declarations. (As relevant, [***45]

When asked at his deposition why State Farm didthe specific evidence afed by plaintiffs will be d-
not sell any of the assets in the surplus to pay dividendsscribed and discussed below.)
Trosino said that State Farm's business "model" is "to
provide for our policyholders at the lowest cost possible 3. Trial Court's Decision

a policy ... that will live p to our obligations to pay them .
and that we will have the wherewithal to do that come on Au_gpst 3’. 2006, the trial court, Judge Carolyn B.
Kuhl presiding, filed an order granting summary gud

[**43] what may. And in doing so, as a mutualrue ment and issued a Z¥age opinion. The opinion gh

pany where we only raise our capital through retained : : ge op ' P!

earnings or build our capital through retained earnings cu_ssed the bu&;ess_]udgment rule and the evidench-su
‘'mitted by the parties. It concluded that State Farm had

we beleve our surplus position has to be very, very ade a prima facie showing that it was entitled tm-su
strong. And that has served us well for over 80 years and” ap g the . "
mary judgment and that plaintiffs had failed to "offer

being the number one insurer of automobiles and havinge

the highest retention rate of any large company, ... then\é'sser.fg Sr;jgg:tlerztléq' elzslj?t?]l:esrh ?hneet);?aﬁpgggr?)shuhs?aine d
model ... has proven to be successfulhwaur polig/- Judg : '

holders." State .Farm's obje_ctipns.to. the (_jeqlaration of plaintiffs'
' actuarial expert, finding it inadmissible because tee d
Finally, each year, State Farm prepared apage clarant was not knowledgeable about mutual, as opposed
insert, entitled "Annual Report to Policyholders," which to stock, companies.
was included with the policyholders' premium notices.
The insert contained a short message from the chairmar}ileol
For example, th 1997 insert began: "The past year was a
good one for State Farm Mutual and its policyholder
group. [j] Because of improved claims experience, we I
were able to reduce auto insurance rates in more tha%
half the states. ... [|] State Farm Mutual's custonirez9
states and the Dis{rict of Columbia received more than $DISCUSSION
651 million in policyholder dividends. The dividend-r Plaintiffs contend they had a right to dividends u
flects bettetthanexpected claims experience in those der their insurance policies and bylaws. State Farm
states. ... [}] ... [[] The funds available for the overall counters that, as a mattof law, there was no promise to
financial protection ofState Farm [***44] Mutual's 37  declare dividends, making this an open and shut case. It
million policies in force increased last year, [**671] is notso simple. We conclude that plaintiffs dit have

Judgnent was entered on August 18, 2006. Plaintiffs
a motion for new trial, which was denied. They
appealed.



Page23
166 Cal. App. 4th 1438, *; 83 Cakptr. 3d 651, **;
2008 Cal. App. LEXIS 1448, ***

a right to any [***46] amount of [*1468] dividends,
but State Farm was obligated ¢onsiderfrom time to A. Standard of Review

time whetherdividendsshouldbe declared. [HN5] Summary judgment is appropriate if all the

In considering whether to declare dividends, Statepaperssubmitted show that there is no triable issue as to
Farm was bound by a duty of care, requiring the Board toany material fact and that the moving party is entitled to
make decisions in a prudent manner. According toplai judgment as a matter of lanC@de Civ. Proc., & 437c,
tiffs, State Farm breached the duty of carefdiling to subd. (c))

act prudently in making dividend decisions. In response, [HN6] " * "A defendant seeking summary judgment

State Farm invokes the business judgment rule. Plaintiff . .
. . _"has met the burden of showititat a cause of action has
argue that several exceptions to the rule apply. We rejec o
no merit if that party has shown that one or moee el

that argument. ments of the cause of action cannot be established [or
(2) First, plaintiffs correctly point out that the bus that there is a complete defense to that cause of action].
ness judgment rule does not protect the Board if it makes.. Once the defendant's burden is met, the burden shifts
no decision. Yet [HN4] the Board does not havede d to the plaintiff to show that a triable issue of fact exists
cide every underlying issue related to dividends. Bire  as to that cause of action. ... [HN7] In reviewing the pr
tors may resort to delegation and reliance on officers andpriety of a summary judgment, the appellate coureind
employees for information and @omendations. Here, pendently reviews the record that was before the trial
based on the financial reports and additional ingdt r court. ... We must determine wvther the facts as shown
ceived from others, the Board adequately considered***49] by the parties give rise to a triable issueroéte-
whether to declare dividends. The Board's deliberationgial fact. ... In making this determination, the moving
complied with the business judgment rule. party's affidavits are strictly construed while those of the

[*672] Second, plaintiffs prperly state that if id opposing party are liberally construed.” ... We acespt

rectors do not become sufficiently informed to make anundisputed facts only those portions of the moving
independent decision about dividends, the company isDartys evidence that are not contradicted by the opposing

) . party's evidence. ... In other words, the facts [set forth] in
[***47] not protected by the business judgment rule. But . . .
this exception is inapplicable here because, through n the evidence of the party opposing summary judgment

merous finan@al reports, including actuarial data, and and the reasonable inferescénerefiom must beca
. . ports, in 9 act ' epted as true."Buxbaum v. Aetna Life & Casualty Co.
discussions among the officers and directors, the Boar

was sufficiently informed and acted independently. 62802?2i)taﬁ2§a(;3léﬁr))p.4th 434, 441 [126 Cal. Rptr. 2d

(3) "[The way in which] the [HN8] parties moving
for, and opposing, summary judgment may each carry
their burden of persuasion and/or production depends on
which [party] would beamwhat burden of proof at trial.”
(Aguilar v. Atlantic Richfield Co. (2001) 25 Cal.4th 826,
851 [107 Cal. Rptr. 2d 841, 24 P.3d 493JHN9] The
business judgment rule creates a pnegtion [**673]
that the Board acted properlgtate Farm Il, supra, 114
Cal.App.4th at p. 450and applies to both directors and
officers Selcke v. Bove (1994) 258 Ill.App.3d 932,935
936 [196 lll.Dec. 202, 205, 629 N.E.2d 747, 7507he
presumption § rebuttable and may be overcome by
[***50] evidence supporting an exception to the rule.
(State Farm I, at p. 45D Although courts have stated
that a plaintiff has a "stringent” or "heavy" task in defea

Finally, plaintiffs argue that the Board's decisions ing the business judgment rule (see, é&gnterv. Ma-
were without meritThis is not, however, an exception to shall Field & Co. (7th Cir. 1981) 646 F.2d 271, 297
the business judgment [***48] rule. Rather, the rule State Farm Il, supra, 114 Cal.App.4th at p. 451 re
focuses on whether therocessused to reach the dec  Fleming Packaging Corp. (Bankr. C.D.Ill. 2007) 370
sion was tainted by fraud, oppression, illegality, or the B.R. 774, 786)we do not regard such statementsnas i
like. The very purpose of the rule is to precluiddbility posing a heightened burden of prdmft rather as a ce
for a company's mistakes, errors, and mere negligenceognition of the rule's practical success.

An exception that permitted consideration of the merits
of a board's decisions would swallow the rule. [*1469]  B. Plaintiffs’ Claim to Dividends

Third, plaintiffs contend that the Board engaged in
fraudulent and dishonest behavior in two respectst, fir
by not explaining its dividend practices in its insurance
policies and bylaws; second, by providing policyholders
with misleading information about the financial cend
tion of the company. We disagree with the first conte
tion because an insurer need eaplain the specifics of
its dividend practices, particularly where the boaxd e
pressly retains discretion in the matter. The secomnd co
tention is flawed because the information provided to the
policyholders was taken from a report prepared bg-ind
penden accountants in compliance with state regulatory
principles of accounting. And in making these conte
tions, plaintiffs produced no evidence that the Board
acted with improper motives.
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(4) Plaintiffs contend (1) they had a contractual right surer had retained a large portion of the surplusHizh
to dividends under their policies and the bylaws, (2) he was entitled. In rejecting that contention, the high
State Farm breached the policies and bylaws 18].4by court held: "[T]here is no ground for the contention on
declaring inadequate dividends, and (3) the businesshe part of [***53] the [plaintiff] that he, as a pojic
judgment rule does not apply to breach of contractholder, had any right to an accounting, and to compel the
claims. State Farm argues that plaintiffs' contract claim is[*1471] distributionof the surplus fund in other manner
without merit as a matter of law, and we need not decideor at any other time, or in any other amounts than that
if the business judgmentle applies. We conclude that provided for in the contract of insuranceld.(at p. 47
neither of those positions is correct. Plaintiffs diot [29 S.Ct. at p. 411)
have a right to any amount of dividends, but State Farm
did have a duty to make dividend decisions in a prudent
manner. [HN10] The business judgment rule is a
[***51] defense to such a breach of duty claim. To the
extent possible, we rely on lllinois law in reaching our
conclusion. (Seé&tate Farm Il, supra, 114 Cal.App.4th
at pp. 442449) If, however, lllinois courts have not
addressed a specific point or if the demis of other
courts are of assistance, we rely on principles from othe
jurisdictions.

In Andrews v. Equitable Life Assur. Soc. (7th Cir.
1941) 124 F.2d 788the plaintif filed a class action,
alleging that "a surplus fund was accumulated by the
defendant in excess of the legal reserve, and that this
surplus belongs in equity to all the members who-co
tributed to the same in proportion to their respective co
tributions." (Id. at p. 789 The complaint sought thesdi
}ribution of the surplus in accordance with the interests
of the policyholders. In affirming a judgment ofsdi
missal, the Seventh Circuit, relying on several similar
(5) "[T]he [HN11] rights and interests of pojic cases, explained: "The right of the plaihtiind his &
holders in the assets of a mutual ... insurance companieged class to [bring this action] will depend upon the
are contractual in nature and are measured by their pol nature of their claim against this fund and not the size of
cies andby the statutes, charter and-lays, if any, the fund. The plaintiff contends that his right is joint with
which comprise the terms of their contracts ...Luhkin others in the alleged class, and grows out of a rekatio
v. Equitable Life Assur. Soc. (1945) 326 Illl.App. 358, 365ship thatcomes from their membership in a mutuaieo
[61 N.E.2d 753, 756](Lubin).) "Whatever rights a pany. In our opinion, the [***54] rights of the plaintiff
member of a mutual company has are deliee by the and the persons he purports to represent all stem from
terms of the contract, and come from it alone. ... [Here,their policies in the defendant company. ... Whatever
the] plaintiff says he does not depend for his rights uponrights a member of a mutual company has ataneated
the policy ... . If the plaintiff depends upon anything but by the terms of the contract, and come from it alone."
his rights under the contract contained in the policy, he(lbid.)

ﬂlegeznddztpp()n?;gg"eézIg?nii?:; )does not existld.{ 61 In Ohio State Life Insurance Company v. Clark (6th
T ' ’ Cir. 1960) 274 F.2d 771 [83 Ohio Law Abs. 1§6}hio

"[l]t is equally important to the policholders, as  State Lif¢, the charter of the insurance compang-pr
well as to the insurer, that definite [***52] and clear vided, ™[T]he surplus othe company shall belong to the
provisions ... should be maintained unimpaired by looseholders of policies on the mutual plan, and shall flpe a
or ill-considered interpretations. ... The relation of an portioned and distributed on such equitable plan as the
insurance company to its politylders is purely ao directors may provide."lq. at p. 773) Each insurance
tractual. The parties here were competent to contract angolicy "contained a provision to the effect that such po
had the right to insert such lawful provisions in the icy is entitled to share in the divisible surplus of the
agreement as they saw fit. It is the dofythe courts to  company as apportioned or determined by the company."
construe and enforce them as made, and not to make @d. at p. 774) In affirming a declaratory judgment for
new contract for the parties.Céons v. Home Life Ins. the policyholders, the Sixth Circuit said: "General
Co. (1938) 368 Ill. 231, 238 [13 N.E.2d 482, 436ila- [HN12] principles of corporate lawontrol the rights of
tion omitted Coong.) stockholders The rights ofpolicyholdersare controlled
by their policies of insurance and any applicableustat
tory provisions." [d. at p. 775 italics added.) The court
concluded: "We construe [the charter] as giving to the
policyholders on the mutual plan a [***55] vestedneo

In Equitable Life Assurance Soc. v. Brown (1909)
213 U.S. 25 [53 L. Ed. 682, 29 S.Ct. 4p#je plaintiff's
life insurance policy stated: ""This policy, during its€o
tinuance, shall be entitlied to.participate in the distrib tract right to thebeneficial interestn the surplus ... ."
tion of the surplus of this society, by way of increase to(Id at p. 777italics added.)
the amount insured, amaling to such principles and ' ' '
methods as may, from time to time, be adopted by this  "This ruling does not mean that the mutual plan
society for such distribution ... .' Id( at p. 28 [29 S.Ct.  policyholders are entitled to receive from the surplus as
at p. 406]) [**674] The plaintiff asserted that the-i dividendson their policies more than is provided by the
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terms of the policies. As policyholders their rights are dividends, "Our goal as a mutual company is to put your
controlled by the provisions of their policies. Under their interests first."

policies their rights in the surplus are limited. ... But, in
addition to their rights undehe policies they have ce
tain proprietary rights in the surplus acquired by reason
of the provisions of [the charter]. The cases relied upon

by [the insurer] [*1472] which construe policyholders right to dividends from any specific source, say, the a

rights under policy provisions are not controlling in a . . "
case where, as here, we are construing ... policyholdersSEtS in the surplus as [*1473] opposed to underwriting

rights acquired through a provision of the corporate-cha income. et the Board had a dutydonsiderwhether to

" - - . declare dividends. [HN14] "It cannot be said that
Len:ittgh;o State Life, supra, 274 F.2d at p. 7eBations [***58] the matter of paying a dividend is solely within

the unreviewable discretion of therefitors. While the

Yet Ohio State Lifedoes not support the claims of stability and solvency of the mutual company is the
State Farm's polityolders. As the Sixth Circuit made prime consideration, the principle of mutuality would be
clear: "Nor does [our] ruling mean that the mutual plan a mere sham, if the directors could, under all cireu
policyholders are entitled to have the surplus [**675] stances, reserve within the treasury all the accumulation
divided between them at the present time, free from theof excess chargeSuch procedure, in some cases, would
control of the directors. [***56] We are here deai be both unjust to the members and an encouragement to
with the beneficial interesin the surplus, a proprietary improvidence and arbitrary conduct on the part of the
right, not the right of possession and distributidrneir directors in the way of unwise spending and unwise i
claim is that they are entitled to have their beneficial vestments." I(ipsman v. Reich (N.Y.Sup.Ct. 1939) 173
interest in the surplus preserved in its present status foMisc. 294, 297 [16 N.Y.S.2d 892, 896]

tg}%r sbf;;]rzﬁtZ?Z gt ;3' a?|§n7?;2ﬁzgﬂggfd )tho State State Farm's policies and bylaws obligated the Board
' ' ' ' ' to considerwhether to declare dividends from time to
(6) [HN13] In interpreting insurance policies under time, regardless of whether dividends were actuadly d
lllinois insurance law, "[ulnambiguous clauses must beclared. In undertaking that obligation, the Board owed
enforced according to their terms. ... Suggestions af cre the policyholders a duty of care. State Farm is "immune
tive possibilities regarding the interpretation of a contractfrom liability ... only if [the Board] fulfilled certain obl
do not render it ambiguous, but rather, the relevant i gations visa-vis the [policyholders] and the corporation.
quiry to determine if ambiguity exists is whether tha-co The duty of care requires directors to exercise the degree
tract's provisions are subject to more than one reasonablef skill, diligence andcare that a reasonably prudent
interpretation. ... Contk@rsy between the parties redlar  business person would exercise in similar aireu
ing the meaning of a provision also does not render thestances." Atwood [**676] Grain & Supply Co. v.
provision ambiguous. ... When interpreting contract pr Growmark, Inc. (N.D.Ill. 1989) 712 F.Supp. 1360, 1,367
visions, words are given their plain and ordinary mea [***59] accord, Stamp v. Touche Ross & Co. (1993) 263
ing and courts should refrain from adopting interret 1ll.App.3d 10101015 [201 lll.Dec. 184, 188, 636 N.E.2d
tions resulting in distortions and creating ambiguities 616, 620] Gearhart Industries, Inc. v. Smith Intern., Inc.
where none exist."Young v. Allstate Insurance Co. (5th Cir. 1984) 741 F.2d 707, 72Massey v. Disc Mfg.,
(2004) 351 Illl.LApp.3d 151, 15758 [285 Ill.Dec. 921, Inc. (Ala. 1992) 601 So.2d 449, 4b6The functions of a
928, 812 N.E.2d 741, 748jitations omitted.) director [such as] the declaration of diends ... const
tute basic sources of a director's obligations for purposes
of [the] duty of care." (1 ALI, Principles of Corporate
Governance: Analysis and Recommendations (1994) o
4.01(a), com. b, pp. 14546.) "Although directors are
vested with broad idcretion in determining whether,
when, and what amount of dividends should be paid, that
discretion is subject to legal restraints. The directors
ust exercise the requisite degree of care in discharging

(7) In light of the foregoig case law, we do not ge
strue State Farm's policies, bylaws, or newsletter as co
ferring a right upon plaintiffs to any amount of dividends
at any particular time. Nor did the policyholders have a

Here, [***57] State Farm's policies prior to 1990
"entitled [plaintiffs] to share in the earnings and savings
of the company in accordance with the dividends d
clared by the Board of Directors." In 1990, that provision
was modified to refer to the dividends that the Board "in
its discretion may declare."Uding the class period, the
bylaws remained unchanged, stating that the Board "ma
authorize from time to time such refunds or credits totheir duty to act [prudently in light of the cincu

policyholders from the savings and gains of the Carpor stances]." (11 Fletcher Cyclopedia of the Law of Private

tion and upon such terms and conditions and in suct]:or orations (2003 rev. vol.) o 5325, p. 582.)
amounts orpercentage as may, in their judgment, be P B P '

proper, just and equitable.” And a 1998 newsletter to [HN15] The business judgment rule is a defense to
policyholders stated, in connection with a distribution of an alleged breach of the duty of care. (5egis Elea-
tor Co. v. Neffco, Inc. (1996) 285 Ill.App.3&0, 352
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354 [674 N.E.2d 449, 45452 [220 lll.Dec. 906, 908  written maintenance policy by failing to repair leak in
909]]; Radol v. Thomas (6th Cir. 1985) 772 F.2d 244, townhouse owner's roof].)
256-257, Gearhart Industries, Inc. v. Smith Intern., Inc.,

supra, 741 F.2d at p. 721[**60] 11 Fletcher Cyclo- In a further effort to skirt the language of theiripol

. . : cies and bylaws, plaintiffs rely on a tax cabégdern
SIF? ggégg;‘)aw of Private @porations,supra = 5325, Life & Accident Insurance Company@. I. R. (7th Cir.

' ' 1969) 420 F.2d 36where the Seventh Circuit e

We find inapplicable cases holding that the businessmented, without any authority or evidentiary support,

judgment rule does not apply to a breach of contractthat a mutual insurance company must accord its1-me
claim. (See, e.gWillmschen v. Trinity Lakes Impr. Ass'n bers "the right ... to the return of premiums which are in
(2005) 362 Ill.App.3d 546, 58851 298 lll.Dec. 84, excess of the amount rdsl to cover losses anc-e
844, [*1474] [840 N.E.2d 1275, 1279]Fe Bland v. penses." Ifl. at p. 38) The issue inModern Life was
Two Trees Mgt Co (1985) 66 N.Y.2d 556, 565 [498 whether the taxpayer was a life or a mutual insurance
N.Y.S.2d 336, 341, 489 N.E.2d 223, 228hderson v. company, as the two were taxed differently. We do not
Nottingham Village Homeowner's (N.Y.App.Div. 2007) [*1475] regard the court's description of a mutuaheo
37 A.D.3d 1195, 1196197 [830 N.Y.S.2d 882, 884] pany's "chaacteristics" for tax purposes as controlling in
amended on reargumefi.Y.App.Div. 2007) 41 A.D.3d an action that, as here, seeks damages for an alleged u
1324 [840 N.Y.S.2d 880]In those cases, the board was derpayment of dividends. (See alseystone Mut. Cas
not vested with any discretion in making the challengedalty Co. v. Driscoll (W.D.Pa. 1942) 44 F.Supp. 658,-658
decision. (Seé&twood Grain & Supply Co. v. Growmark, 659 [***63] [for tax purposes, a mutual §furance cm-
Inc., supra, 712 F.Supp. at p. 1367, 5[business jugd- pany cannot create a surplus for safety and growth, but
ment rule protects directors' broad discretion].) And to must return unused premiums to members], é8d.Cir.
the extent the duty of care was implicated, it was 1943) 137 F.2d 9QY

breached. (8) More in line with our view is another tax case,

In Willmschen v. Trinity Lakes Impr. Ass'n, supra, Thompson v. White River Burial Ass'n (8th Cir. 1950)
840 N.E.2d 1275the residents of a subdivision filed suit 178 F.21 954 where the Eighth Circuit explained: "To
againstthe homeowners association and the boardj-alle say that an essential [characteristic] of mutual insurance
ing breach of a written covenant to maintain the commonis that the excess of premiums received over the actual
areas. The defendants had ignored the condition [***61]cost of insurance shall be returned to the policyholders is
of lakes on the property, permitting the water to becomebut another way of saying that tessential of mutuality
noxious and hazardous. The lllinois ggllate Court e- is insurance at cost. [HN16] It iot necessaryo muu-
jected the application of the business judgment rule, sta ality that periodic returnsfrom premiums collectete
ing: "[The] rule does not afford a corporatiararte madeto the members of an association. It is enough that
blancheto behave unlawfully. Hence, ... ‘it may be good the power existsvhen a surplus of premium receipts over
business judgment to walk away from a contract, [but] cost ofinsurance in fact exists; and the determination of
this is no defens& a breach of contract claim.Td( at the existence of the appropriate surplus is largely within
p. 1279) the discretion of those charged with the management of
the association. ... [|] ..JG]Jood reasons may exist for
failing to make distributionso the members of a mutual
[insurance company.] ... [T]he use of high premium rates
‘would enable a company to make rebates, while the use
of low rates may make [***64] distributions impradaic

Likewise, inFe Bland v. Two Trees Mgt Co, supra,
66 N.Y.2d 556the residents of cooperatives were forced
to pay a "flip tax" upon selling their shares and leases
notwithstanding that the tax was comyréo the terms of
the bylaws and the leases. In subseqpent I|t|gat|9n, th%Ie, but ... in either case the insurance is furnished at
directors, who had approved the tax, invoked thé-bus cost."(Id. at pp. 957958, italics added.)
ness judgment rule. The New York Court of Appeals A ' '
held the defense did not apply, stating that the business (9) Last, plaintiffs rely on an lllinois statute that
judgment rule "cortutes no grant of general or inherent provides: [HN17] "The board of directors ... of anyrco
power in the directors to enforce against a shareholder apany ...may from time to time fix and determine the
edict of the directors beyond their authority [**677] to amount of dividends ... to be returned to each polic
make under either the bylaws of the corporation or, in theholder, and may for such purpose establish reasonable ...
case of a cooperative apartment corforg the contract  plans for the distribution of such refunds ... after retai
between the  [***62] corporation and its skar ing sufficient funds for the payment by the company of
holder/lessees embodied in the proprietary lease.'at all outstanding policy and other obligations216 Ill.
p. 565 see alsdAnderson v. Nottingham Village Hem  Comp. Stat., 5/54, subd. (3alics added.) But, as used
owner's, supra, 37 A.D.3d 119business judgment rule in this statute, the term "may" does not mean "shall," and
not applicable where horoeners association breached a board may declare dividends if and when it so decides,
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except as mandated by the company's insurance policie®oard did not deliberate about whether the assets in the
charter, or bylaws. (Seeothschild v. New York Life Ins  [***67] surplus should be sold'dividended" or

Co. (1901) 97 Ill.App. 547, 55855) lllinois law does  "monetized*-to pay dividends, and (3) the Board did not
require, however, that dividends be paid out of "earned"deliberate about rate reductions.

surplus, not "contributed" surplu15 Ill. Comp. Stat.,
5/54, subd. (3)(a)seeLubin, supra,[**678] 61 N.E.2d
at pp. 754755[discussig types of surplus].)

We have already described the evidence on these
points and see no reason to repeat it in detail. (See pt.
I.C.1., ante) Suffice it to say that the directors haxt e

In sum, under the law of [***65] Illinois and other tended discssions about whether to declare dividends or
jurisdictions, plaintiffs' rights and interests in State implement rate cuts. The officers made presentations at
Farm's assets are governed by their insurance policieBoard meetings, supported by information from the
bylaws, and newsletter. Those documents did not givecompany's actuarial department. The officers aldo a
plaintiffs an nterest or right to dividends in any amount, dressed what action, if any, the Board should take T
at a particular time, or from a specific portion of retained meetings were interactive and sometimes rather lengthy.
earnings. Yet the Board was obligated to decide whetheiThe directors asked questions and were satisfied with the
to declare dividends and had to comply with the duty of officers’ answers. The Board read numerous financial
care in doing so. [*1476] Plaintiffsontend that the reports in deciding whether to declare dividendsear r
Board breached the duty of care in making divideed d duce rates. [*1477]
cisions by not acting prudently. The Board responds that . . .
its decisions are protected by the business judgment rule, In addition the directors knew that the assets in the

We now examine the relationship between the duty Ofsurp'lus were not being sold to pay leldend_s_. The off
S . cers' presentations made clear that underwriting results
care and the buséss judgment rule as applied to the

undisputed material facts of this case not the surplusmotivated the [**679] declaration of
' dividends. The periodic financial reportsdicated the

status of the assets. And, separate from the declaration of
dividends, the Board had discussed and decided to retain

(10) [HN18] ""Where there is no conscious decision the assets [***68] in the surplus. (See pts. II.D. & II.F.,
by directors to act or refrain from acting, the businesspost) State Farm had protected the surplus in thia-ma
judgment rule has no application. Thesebce of board ner for moe than 80 years. But plaintiffs contend the
action, therefore, makes it impossible to perform the e Board was unaware of the practice and did not approve
sential inquiry .--whether the directors have acted in it. We find no basis for that contention.
conformity with the business judgment rule in approving
the challenged transaction.M¢Call v. Scott (6th Cir.
2001) 239 F.3808, 816 [***66] amended on denial of
rehg. (6th Cir. 2001) 250 F.3d 99y The rule does not
apply when the directors "did not actually make ai-dec

C.The Board's Deliberations

Nor was the Board a mere rubber stamp fonma
agement. The directors thoroughly discussed the issues
and questionedhe officers. "That the record does not
reveal the substance of [all of] the[] questions [asked by
son” Surimers v. Cherokee Chiren & Famly Ser. 12 STECI0] 12 0 et of e imporance . whet
(Tenn.Ct-App. 2002) 112 S.W.3d 486, 528 the directors] in evaluating and balancifge tseveral

Nor is a compny protected if the directors "knew factors and considerations are beyond the scope bf jud
that material decisions were being made withowt-ad cial concern.” Treadway Companies, Inc. v. Care Corp.
guate deliberation in a manner that suggests that they di¢2d Cir. 1980) 638 F.2d 357, 384, fn..b2 is therefore
not care [whether] shareholders would suffer a loss [orimmaterial that the Board's minutes did not provide a
injuryl.” (In re Tyson Foods Consol. S'holder Lit. verbatim transcript fothe meetings. As an lllinois court
(Del.Ch. 2007) 919 A.2d 563, 59%eeln re Walt Disney  has explained, "[I]n recording the minutes of a director's
Co. Derivative Litigation (Del.Ch. 2003) 825 A.2d 275, meeting, the secretary, though under an obligation to
289 accord,In re Avado Brands, Inc. (Bankr. N.D.Tex. keep the minutes ‘faithfully’ ... is not obligated to include
2006) 358 B.R. 868, 88 re Federal Nat. Mortg. Ass'n  everything that is said in the minutes asdas he ace
Securities (D.D.C. 2007) 503 F.Supg 9, 24 affd. sub rately transcribes what has taken placgield v. Obe-
nom. Pirelli Armstrong Tire Corp. Retir. Med. v. Raines wortmann (1958) 16 Ill.App.2d 376, 377 [148 N.E.2d
(D.C. Cir. 2008) 534 F.3d 77PA board must "do more 600, 601602], [***69] citation omitted.)
than passively rubbestamp the decisions of the active

Eggal\??{rss' 533,7\/'5\/(\)/? nglgaa %%7(15)133 T}é;.Zd 371,381 supportthe directors' testimony about tB®ard's deie
T ' ' T ' sionmaking process. The minutes in 1990, for example,

Plaintiffs contend that (1) the Board merely rubbe indicate that at the March 12 meeting, John Killian, the
stamped managementthe officers-decisions, (2) the controller, "gave a slide presentation of an overview of

And contrary to plaintiffs’ assertion, the minutes
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Company conditions, ... reviewed the 1989 Annual (Minn.Ct.App. 1997) 560 N.W.2d 389, 391, fnadcord,
Statement ... , and resmijad] to the questions from the Lanza v. Drexel & Co. (2d Cir. 1973) 479 F.2d 1277,
directors." At the June 11 meeting, Killian "presented 13061307 In re HealthSouth Corp. Shareholders Lit.
slides on the company's financial condition and results(Del.Ch. 2003) 845 A.2d 1096, 110affd. (Del. 2004)
from operations and investments." On September 10847 A.2d 112)

Killian gave a slide presentation on the company'sifina
cial condition, reported on underwriting results, amd a
swered questions from the Board. At the December 1
meeting, Killian "gave a slide presentation reviewing
year—to—dgte financial a_nd underwriting results ... . [He] the officers and employees of the corporation, both in
also reviewed operating return results btate ... ,

: : ; . carrying out that policy and in receiving reports and i
which] prompted a discussion of the Company's surplus . . L2
Lmd di\]/igendppolicy .. " In other years thepmiZUtas;—cpo formation upon which to base that policy.’ ... [It cannot]

tained similar entries. be expeqted pf a director that he should be watchhjg e
ther the inferior officers of the [company] or verifying
Given the contents of the minutes and the testimonythe calculations of the aitdrs himself. The business of
of the directors and the officers that the Board neeid life could not go on if people could not trust those who
guestioned, and discussed management's reconamendare put into a position of trust for the express purpose of
tions [***70] before voting on them, we conclude that attending to details of managementBri@no v. Rubio
the Board made itswn decisions. It was not dominated (1996) 46 Cal.App.4th 1167, 1179 [54 Cal. Rptr. 2d
or controlled by the officers. (Se§1478] Minnesota  408], citation omitted.)
Invco v. Midwest Wireless (Del.CHO@b) 903 A.2d 786,
798, fn. 66 cf. Cratty v. Peoria Law Library Ass'n
(1906) 219 Ill. 516, 5225 [76 N.E. 707, 70709]
[court had authority to enforce bylaw that expressly-ent
tled stockholder to payment of dividend of eight percent
per annum on firsday of each year]Channon v. H.

"It has longbeen recognized at common law that
0[HN20] the function of the board of directors is te-d
termine the general business policy of the corporation
[***72] and that the directors are entitled to rely upon

"Delegation and reliance by directors ... may take
place in numerous and varying factual contexts. [Ija ca
rying out their oversight obligations directors [*1479]
will almost certainly have to rely on information, reports,
and staéments from other persons and from committees
of the board. ... In making business judgments, directors

Channon Co. (1920) 218 Ill.App. 397, 3881 [court . e )
- will often have to delegate responsibility with respect to
properly decreed payment of dividend where board WaShe evaluation of vari%us matF;ers andy will almas;tp i

dominated by director who said he would never declarevariabl have to relv on memoranda. do and
another dividend, company admittedly could afford to y y ' '

pay dividem, and motion to declare dividend was voted gg?}ls,?t?ierReLTtspﬁ)i;eceg{:g gfndcgrrszi?tteecgﬂg%;rr?;ce'
down at board meeting without discussion].) Analysis and Recommendationsppra  [**73] o

(11) Plaintiffs' attack on the Board's deliberations 4.01(b), com. b, p. 170, italics added.) "Other persons"
ignores important principles of corporate governance.includes directors, officers, and emydes. [d., ©
[HN19] The directors do not have to discuss every aspec#.02(a), p. 188.) "In the usual case, directors and officers
[** 680] of the company's business. A board may rely onwill be reasonable in believing that they can rely on [the]
an officer's recommendations, including his or hier s information, opinions, reports, statements, decisions,
lence in some circumstances. "The board ... mayn-. ge judgments, and performance [of others] without the need
erally instruct senior executives ... to report [***71] for indepexdent verification or further inquiry."Id., =
major [developments] related to thaireas of respoirs  4.02, com. i, p. 194; accord, 11 Fletcher Cyclopedia of
bility. In such a case, in the absence of suspicious ci the Law of Private Corporationsupra oo 5329.10,
cumstances or other unusual facts indicating that relianc&329.15, 5336, 5344, pp. 601, 603, 4lIB, 628.)
is unwarranted ... , the board would be reasonabls-in a
suming that silence indicated that [no major depelo
ments had occued]. A director may ... assume that s
lence from a senior executive [whom] he or she 'remson
bly believes' merits his or her confidence ... reflects a
judgment by that senior executive that no major [eve
opments] related to the executive's area of respitihs
have [taken place]." (1 ALI, Principles of Corporate
Governance: Analysis and Recommendaticugra =
4.01(b), com. b, p. 171, citations omitted.) In short; "d
rectors may rely on the management decisions and re
ommendations of officers." Pptter v. Pohlad

Thus, Trosino or another officer could properljyre
on advice from the actuarial department in deciding
whether to recommend that the Board consider declaring
a dividend. And the Board, in turn, could rely on an-off
cer to recommend that it take such action. If Trosino, for
example, did not make a recomndation-if he re-
mained silent on the subje¢he Board could assume a
dividend was not warranted without engaging in st di
cussion of the [**681] matter. Even so, Trosino itest
fied that directors sometimes questioned whether ia div
dend should be deckd if he did not recommend one.
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Plaintiffs take the position that the Board had ® di some years (for example, 1997, 1998), State Fam a
cuss [***74] a possible dividend every year, regardless proved both.
of what management recommended. But State Farm's Relying onCoons, supra, 13 N.E.2d at p. 494ain-

insurance policies, bylaws, and newsletter did not require, o o

sucha discussion. In addition, the written financiat r t'gfio?jis?rés??;ggggquz mgj:aziedmg:id s?;tggetc:]at

ports kept the directors informed of the company's-ove p U M policy :
[d]ividends are payable annually on the policy annive

all financial picture throughout the year. For instance, " . ;
management did not recommend a multistate dividend inzz%odna;:i?) n .tHelf:'[3;npdeﬁ%ﬁeﬁgfrlrgcsag;ethhee::eorlmﬁgt?tn;s ol
1990. In that year, State Farm sufferdd its second P

consecutive annual underwriting loss (exceeding $ 1 6cyholder is not entitled to such dividends in any other
““manner or time than therein specifiedd.(at p. 485

billion in both 1989 and 1990); (2) its third consecutive State Farm's policies and bvlaws specified no manner or
decrease in annual net income (declining from $ 721 P Vi P . .-
time for the payment of dividends. Accordingly, idiv

million in 1988 to $ 372 million in 1990); and (3) a drop dends [*682] were paid when the Boarditenined

in the surplus 0§ 140 million. It should come as norsu that they were warranted in light of underwriting results
prise that a multistate dividend was not discustgdan they 9 9 ’
net income before taxes, and the net worth of the

officer or directos-at the meetings that year. [**77] company.

A similar analysis applies in the other years when . .
dividends were not declared. The Board already knewuseglinna\lllgs,tnglear:rtmifr:?:ofnoemfig?n tgr?t ?éitrielzgman-e(\j/ﬁ/r
from thefinancial reports or the occurrence of catastr ends. State Farm #awo princi alysources of irf)coyme'
phes that a dividend was not warranted, and the lack of g ' P P '

recommendation from management confirmed thait div premiums and Investment income on its surplus aad r

: -~ L serves. The company paid dividends in several years
dends need not be discussed. Yet plaintiffs criticize theWhen it had an underwriting loss. In those vears. as the
Board for failing to discuss a possiblesidend in 1995, Audited Reports show div?dendé were ai)é out’mf i
[***75] notwithstanding an underwriting loss in that year vestmenincgme ' P
of $ 1.2 billion, following on the heels, in 1994, of the '
Northridge earthquake and a 1994 underwriting loss of $  Plaintiffs rely on a portion of Joslin's July 1987 file
1.65 billion. [*1480] memo, which stated: "[W]e are reluctant to take arty a
(12) Plaintiffs also complain that, in somgars tion which appears to return investment income ta- pol
State Farm reduced rates but did not declare a divideno%’?ﬂ%izsr'aﬁlgr ?hhailr?zops%i;?fo?a?ecogﬁsr?tygglil;nvz]gs?dEd
But [HN21] those two options are indistinguishable for b A P P '

>}he treasurer at the time, but was not yet on the Board.

purposes of the business judgment rule. "Dividends ma . .
be made, and by many of the companies have been madTehe reluctance to which he referred was [*1481] appa

largely, by way of abating aeducing the amount of the ently not shared _by everyone. On August 1.2’ 195_37,_the
renewal premium. Where the dividend is so made th(_}executwe committee approved a declaration ofi-div

actual premium receipt of the year is obviously only the ?ne:mgi tﬂg?teez:] a?]\(/jegtliz?)lmubr;gg(rngrt:ggr\/l\?ristisn Ofloﬂssslfr?e
reduced amount. ... The financial result both to thma-co y 9

. . previous two years (1985 and 1986) exceeding $ 1.1 bi
2:23; {\j/lvnhdétfr mg r%ﬂ:nggzr;ifr’n ?Soz\é%\;ecré deg;tc;l_):ji;[/he“on' As stated in the minutes, at the September 14, 1987
dend or whether the renewal premium remaims u meeting of the Board, the proceedings of éxecutive

X L . . committee were presented and, "[a]fter a full discussion
changed but is paid in part either by a credit or by cash.,,, ) .
received as a dividend.'Pénn Mutual Co. v. Lederer k[ 78] of the factors considered and the impact on the

(1920) 252 U.S. 523, 55028 [64 L. Ed. 698, 40 S.Ct company's condition,” the Board voted to approve the
397, 398} fn 6rr.1itted,) A "dividend'.‘ ma.y také the férrﬁ executive committee's action. Dividends in the amount of

. : $ 202 million were appved. Thus, investment income
of either a payment or a reduced premium. (8eat p. not just unneeded premiufwas used to pay dividends
526, fn. [3] [40 S.Ct. at p. 398, fn. 3Wallace v. Swift J P pay :

Spinning (1999) 236 Ga.App. 613, 615, fn. 2 [511 S.E.2d =~ Whether State Farm retained its entire surplus, used
904, 906, fn. B [***76] Rieff v. Evans (lowa 2001) 630 some of the investment income from the surplus to pay
N.W.2d 278, 29495 Cranley v. National Life Ins. Co. dividends, or used only investment income from és r

of Vermont (D.Vt. 2001) 144 F.Supp.2d 291, ,28fd. serves forthat purpose does not alter our conclusion that
(2d Cir. 2003) 318 F.3d 10®Mutual Assur. Co. v. Gluck the Board adequately considemngtetherto declare dii
(1987) 9 N.J.Tax 55, 63, fn, &ffd. (Super.Ct.App.Div.  dends or reduce rates. Plaintiffs' challenge to the Board's
1988) 10 N.J. Tax 234see alsa26 U.S.C. = 808(b) handling of the surplus is a distinct issue we address
832(c)(11) [defining policyholder dividend].) And in  next.
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D. The Board's Obligation to &ke an Informed Déc or by reasonable reliance upon the expertise of théir co
sion leagues andther qualified persons, the end result, &on
(13) [HN22] Under lllinois law, the business jgd theless, must be that each director has brought his or her

; . x0T .
ment rule requires that the directors "becom[e] isuff own informed business [***81] judgment to bear with

ciently informed to make an independent business dec specificity upon the corporate merits of the issuegwit
sion.” Gtate Farm II, supra, 114 Cal.App.4th at p. 450 out regard for or succumbing to influencesieh convert

italics omitted) an otherwise valid business decision into a faithless act."
(Aronson v. Lewis (Del. 1984) 473 A.2d 805, ,8d%a-
The directors have "the duty to inform themselves of ruled on another point iBrehm v. Eisner (Del. 2000)
the material facts necessary to exercise their judgment.746 A.2d 244, 254accord,Orman v. Cullman (Del.Ch.
(Stamp v. Touche Ross & Co., supra, 636 N.E.2d at p2002) 794 A.2d 5, 2}

nggg]TZ%youT?gemg%z? tgz,: ;Zsiiégswr;;[ JSrT?l(J);Tginon Plaintiffs argue that the Board failed the "informed
P ’ . decision" prerequisite in evaluating the size of the su

appropriate circumstances make such reasonable i . .
LR LT . plus. Not so. The directors were aware of the appropriate
quiry.” (Ibid.) "[T]he standard for judging the infoan material facts through the written and oral reports of the

23??#:;?‘,{%3??22 cgot;rfi %Les(it%resirﬂi?ﬁfg?ﬁ?k;ggctdoesactuarial department and maeatent. The Board often
ytact discussed the size of the surplus.

The Board is respwible for considering onlynaterial
facts that arereasonably availablenot those that are [Slurplus provides a safety cushion to absodb a
immaterial or out of the Board's reasonable reach."verse results and protects the policyholder and the co
(Roselink Investors, L.L.C. v. Shenkman (S.D.N.Y. 2004pany by helping maintain the company's solvency during
386 F.Supp.2d 209, 220 periods of unfavorable operating rdsul ... As the
amount of surplus increases, the risk of insolveney d
creases. ... The payment of dividends reduces the surplus.

[HN23] "The informed decisiorprerequisite ...d-
cuses on the preparedness of a director or officer ki ma
ing a business decision as opposed to the quality of the”
decision itself. Fundamental to an understanding of the  "State Farm invests its surplus, and the return on that
standard ... is the recognition that the extent of the-info investment is an essential part of the company's overall
mationrequired is that which the director or officerare financial position. An insurer must have an adequate
sonably believes to be appropriate under the wircu surplus [***82] at all times, especially in light of pate
stance.' ... In evaluating what is a reasonable belief in dial catastrophes that may result in substantial damage to
particular situation, [**683] the 'informed' requirement numerous policyholders. ... State Farm refers to its su
... should be interpreted realestlly and with an appr plus as 'policyholder protection funds.
ciation of the factual context in which the business
judgment was made." (1 ALI, Principles of Corporate
Governance: Analysis and Recommendatiosgpra
[***80] = 4.01(c), com. e, pp. 17178.) "Of course, the
business [*1482] oprofessional experience of directors
or officers may help to inform them about a decision.
They may also be informed by the general views er sp
cialized experience of colleagues. Reliance on reports
representations, statements, and opinions prepared b
officers and employees of the corporation and by outside
professionals and experts will often be necessary an
will, in many situations, satisfy the informationa-r
quirement ... ."Ifl. at pp. 178179.) Internal memoranda between State Farm's actuaries
in the mid1980's indicated that "State Farm does not
have a specific target [surplus-premium ratio],
si**684] which we believe $ the appropriate ratio.” The

ctuaries concluded then that the ratio should be greater
than 0.50 and perhaps as high as 0.75. In the 1991 wri
ten report to the Board, the actuaries advised: "When

: . circumstances allow, earnings should be used to build
subject before the board rather than extraneous donsi and maintain a higher [**83] [ratio]. A level as high as

erations or influences. While directors may confexr; d 75¢ or even $ 1 appears to be sustainable ... ."
bate, and resolve their differences through compromise, PP e

(14) [HN25] "The financial soundness of an insu
ance company 'depends on numerous factors that are
difficult to quantify, and the insurance market is [*1483]
characterized by substantial diversity across insurers in
types of business written, charactécs of customers,
and methods of operation. It is impossible to specify the
"right" amount of [surplus] for most insurers through a

rmula.' ... Each insurance company has its own method
or determining the amount of surplus it considers to be
dequaté (State Farm IlI, supra, 114 Cal.App.4th at p.
41, citations omitted.)

[HN24] "The requirement of director independence
[inheres] in the conception and rationale of the busines
judgment rule. The presumption of propriety that flows
from an exercise of business judgment is based in part o
this unyielding precept. Independence means that a d
rector's decision is based on therporate merits of the



Page31l
166 Cal. App. 4th 1438, *; 83 Cakptr. 3d 651, **;
2008 Cal. App. LEXIS 1448, ***

During the class period, State Farm's actuargal d from 0.59 to 1.26 according to the company; the range
partment was constantly involved in analyzing the size ofwas 0.87 to 1.69 according to plaintiffs. Theaipt of
the surplus. As Hayward testified, the actemiused se that report, Jaedicke said, was yahdtheroccasion on
eral methods to assess the appropriate level of surpluswvhich the size of the surplus would be discussed.I- (Ita
He regularly provided oral research reports to at least onécs added.)
key officer and member of the Board. Among thefmet In light of the foregoing evidence, we conclude that
ods used was one that showed "the surplus ratio needegs a ngtter of law thge Bgard was s’ufficientl informeci
to withstand varioussset declines and liability increases " ke ind d, t decisi bout di 'dy d d
and maintain sufficient minimum surplus to continue 0 make Indpendent decisions about dividends: an
. B . . [**685] the surplus. The directors relied on what they
operations." That methedvhich appeared in both the ) . .
. reasonably believed to be adequate information, and the
1991 and 2000 written reports for the Boards based Board's decisions were anything but faithless acts
on the following equation: ything '
S>LA&(X+Y)+KaP/X) For their part, plaintiffs rely on the declaratiorfsao
professor of corporate governance and an actuary for the
For purposes of this calculation: "L" = Liabilities; proposition that the Board [***86] could not make- i
"S" = Surplus; "P" = Premiums; "X" = percent decline in formed dividend decisions absent actuarial data
assets; "Y" = percent increase in liabilities; and "K" = statistical calculationsabout the surplus. Withouter
minimum surplus to continue operations. In the 2000 solving the trial court's ruling thahe actuary's declar
report, Hayward indicated that, umdéis method, State tion was inadmissible, we agree. The size of a mutual
Farm should have a surpitspremium ratio above 1.48. company's surplus cannot be properly evaluated based on
Using this and other methods employed by the actuariabut reactions, hunches, or intuition. But here, the officers
department for many yeansefore 2000, Hayward or and directors were provided with several categories of
another actuary [***84] had advised executiverma information, including actuarial data, upon which they
agement each year thdtet "size [of the] surplus was could reasonably rely. As noted, State Farm's actuarial
reasonable and not excessive." The department "nevedepartment reported its analyses to management, which,
concluded that [the] surplus was excessive or 'too high.™ in turn, made oral presentations to the Board. Hayward,
the head of the department's research wegularly n-
the surplusto-premium ratios "all the time." The ratios formed a key officer and board member of his findings.
' Also, plaintiffs' experts did not identify any additional

helped her quantify the use of the §urp|us for catastr sources or types of actuarial data that State Farm should
phes. She was more comfortable with a ratio of 1.00 O ave considered

higher instead of the 0.50 regulatory minimuanview

consistent with the opinions expressed in the actuaries' (15) With respect to plaintiffs' use of experts, we e
memos. Director Joslin stated that t#ygpropriate level press concern that policyholders might be encouraged to
of surplus was discussed at many meetings, and thehallenge a dividend decision in the [*1485] hopes that
Board [*1484] never concluded that the surplus e the business judgment rule will be defeated, and the case
ceeded reasonable limits. Director Jaedicke echoed thawill make it to the jury, based solely on the opinion of an
observation, adding that "nobody felt" there was too "outside expert." As oneourt cogently observed in that
much surplus. Nor, he saidid anyone ever suggest that [***87] regard: "[T]he validity, accuracy and usefulness
State Farm should weaken its financial position by sel of any actuarial study rests largely on the appropriateness
ing an asset to pay dividends. Director Wilson eaph of the assumptions on which it is based. [|] Basically,
sized that the surplus, regardless of its size, was subjegdlaintiffs would ask the court to decide which thie

to the volatility of the markets. He, too, thought the- su various assumptions ... offered by both sides are the
plus was inadequate. Trosino, the chief operating officermore reasonable. This would be a distinctly inappropr
indicated that, during Board discussions, "we" concludedate task for this court to undertake. '[T]he [HN26] Court
that retaining the surplus [***85] was the wisest course should not address itself to the various accounting-the
of action: The surplus provided funds in the event of aries and contentions which widusupport the payment of
catastrophe, allowed thempany to remain competitive, a dividend.' ... Instead, the court must limit its inquiry to
and furthered efforts to keep premiums low and to reducehe reasonableness of the actions and motivations of
or lessen the size of rate increases. And the actuarial d those charged with running this insurance company.”
partment wholly supported that approach. (Pincus v. Mutual Assurance Co. (Ct.Com.Pl. 1976) 4

Once a year, the directors received a written reportpa' D. & C3d 71, 77 citation omitted, affd. mem.
that discussed a@ncompared the surpluses and ratios of (1977) 251 Pa.Super. 626 [381 A.2d 93]
State Farm and its competitors. State Farm never had the Plaintiffs' discussion of a 1999reail written by
highest ratio. During the class period, its ratios rangedState Farm's chief actuary, Gary Grant, misses the mark.

Director Gramm testified that the directors looked at
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For one thing, the-eail involved issues that arose one submitted evidence indicating that the taxes would be
yearafter the class period. Second, it indicated that Stateentirely offset by a deduction allowed for the full amount
Farm's surpluso-premium ratio in 1999 was 1.32nly of the dividend. Jaedicke, who admitted he was not "the
six cents above the 1998 ratio and at least 17 cents belowxpert on taxes," tesiéfd he did not believe any portion
the ratio recommended by an actuarial calculation madeof the dividend would be deductible. Similarly, Hayward
in 2000. Last, [***88] the email suggested that the said in his declaration that State Farm would have to pay
August 31, 1991 actuarial report be rewritten. Haywardincome taxes if it sold any part of the surplus. Plaintiffs
accomplished that task less than a year after #fmaie  seize on these isolated comments in arguing tha
was sent. Board's confusion over tax issues led to the mistaken
conclusion that State Farm should not sell any assets

(16) In addition, we reject plaintiffs’ contention that from the surplus. To the contrary, thempletetestimony

the directors were misguided about tne constlt_uency the}f)f Jaedicke and Hayward indicate that their real concern
were supposed to serve. [HN27] ™Mutual insurance

companies are organized, maintained, and operate%’as not tax liability, if ay, but the loss of the income
solely for the benefit of their policyholders ... Stéte roducing asset itself. And, again, Jaedicke was just one

of several directors. His individual opinions about taxes
Egégiclﬁésﬁggghlelg (jcifelﬁc?rpﬁ;hr:; dp.[:z&;t?o\r/]vgegs were inconsequential given that no other directon-me
of lllinois's Business Corporation Act of 1983, which tioned the subject. As for Hayward, he too conceded a

R o : . lack of tax knowledge"I'm not a tax expertand his
f;?;es. n:r; dlsczgg%%r[ﬁ]edgf?g:tg .o,f tgr? b;;?gnomdgeontax opinions had no effect on the type of data he gene
- May-... cor Y - UPONye as [***91] an actuary. Finally, we have just e
employees, suppliers and customers of the corporation or

its subsidaries, communities in which offices or other plained that the Board as a whole, including Jaedicke,

establishments of the corporation or its subsidiaries aré}ﬁ:/elursna(rgeée;ss%ﬂsshlelr thir,:) '(%](:5{2; :iiigi?sg athri d
located, and all other pertinent factors80% Ill. Comp. her?in ' pt. 11.Fpo

Stat., 5/8.85section 8.8h) But the Business Corpmr 9:

tion Act excludes insurance companigsee [**686]
805 Ill. Comp. Stat., 5/3.0%because they "conduct a
business charged with the public interest and are eutho (18) "[A]bsent [HN30] one of the exceptions to the
ized and governed by a special act, more stringent in itdbusiness judgment rulgsuch as] fraud [or] dishonesty
regulations by reason of the nature of their business"..--a corporatio is not liable for a lack of dividends."
[***89] ( Doggettv. No. Amer. Life Ins. Co. (1947) 396 (State Farm I, supra, 114 Cal.App.4th at p. 451

lll. 354, 362 [71 N.E.2d 686, 689])

E. Decisions That Are Fraudulent or Dishonest

Given that the business judgment rule protects a

Although Jaedicke reaskction 8.8%f the act, there  board's mistakes, errors, and mere negligence (see pt.
is no evidence that he gave it any thought in makieg d II.F., pos), a plaintiff cannot circumvent that protection
cisions related to dividends or the surplus. In fact, heby simply characterizing a board's decisions as fraud
testified durig his deposition that he owed a duty of lent or dishonest. "[A] mere mistake of judgment is not
loyalty to State [*1486] Farm's policyholders and no fraud.” Public Service Comm. v. City of Indianapolis
one else. Further, [HN2%ection 8.8%ermits, but does (1922) 193 Ind. 37, 47 [137 N.E. 705, 708][*1487]
not require, a director to consider the interests of theRather, fraud requires "evidenceinofproper motives on
listed constituencies: employees, suppliersstmmers the part of the Board memberslefvis v. Playboy &
(policyholders), surrounding communities, and other terprises, Inc. (1996) 279 lll.App.3d 47, B5687] [215
pertinent factors. Plaintiffs made no showing that, underlll.Dec. 736, 742, 664 N.E.2d 133, 130]
the statute, theéonpolicyholdershad interests that fdi
fered from, or conflicted with, the policyholders' interest _. In Kelly v. Bell (Del.Ch. 1969) 254 A.2d 62-
L . . : . firmed sub nom. Ella M. Kelly & Wyrdm, Inc. v. Bell
in dividends. Even iflaedicke had given any weight to .

. . . (Del. 1970) 266 A.2d 87& corporation agreed to rco
section 8.85it would be pure speculation to assume that finue [**92] paying local tax assessments on its exis
his decisions disadvantaged the policyholders. And, du . ><l paying .

ing machinery in exchange for the county's support of

ing his time on the Board, Jaedicke was one of 13:dire state legislation that would gradually eliminate the taxes
tors. No evidence suggests that any other directoffbr o g1s . gradually .
on all of its mahinery. The legislation passed. On its

cer consideregection 8.85n making dividend or su annual reports to shareholders, the corporation continued
plus decisions. Thus, the statute did not influence the h 'tp hi t "t P " alth h b
Board's decisions on those matters. to show its machinery payments as "taxes, ' although, by
operation of the new law, the local authorities no longer
Plaintiffs also take issue with Jaedicke's [***90] had the authority to impose "taxes." (¥estly v. Bell, at
testimony about the possible tax results to State Farm ipp. 7374.)

it sold assets from the surplus to pay dividends. Plaintiffs
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Shareholders brought suit against the directdes, a

does not apply to insurance companies. (8@ IIl.

leging that the annual reports fraudulently listed the Comp. Stat., 5/3.0pBut assuming that mutual insurance
payments as taxes. The directors moved for summancompanies must or do allow policyholders to examine
judgment, relying on the business judgment rule. (Seg**688] their books and records, State Farm's dividend

Kelly v. Bell, spra, 254 A.2d at pp. #I2, 75) In opp-
sition to the motion, the shareholders submitted an aff

davit from a certified public accountant, who stated thatEach meeting differed from the others

listing the payments as taxes did not conform with-ge
erally accepted accounting principles. The cafithan-

practices would nobe found there. The Board codsi
ered several unwritten factors during lengthy discussions.
[***95] due to
changes in the company's financial condition and other
circumstances. There was no written policy or pradtice

cery responded: "That may be. But for present purposegxistence for anyone to examine.

the test is not whether the reporting was in accordance
with generally accepted accounting principles but rather
whether, under all the evidence, the reporting was

fraudulent." (d. at p. 71) The court concluded: [***93]
"“[T]here is not a shred of evidence to show that this pr

cedure was adopted for sinister reasons. [|] Under the . ) ) )
rgnembershlp corporations or cooperatives ... . A board's

circumstances, reporting the payments to stockholders i
the form in which they were actually made [is] not ...
fraudulent. Certainly plaintiffs have made no showing

that there was any purposeful effort on the part of any
defendant to conceal the true nature of what was done

from the stockholders.'Ilfid.) On appeal, the Delaware
Supreme Court affirmed, agreeing thia¢ fraud exce-

tion did not apply because "[tlhere is no evidence that

any director or officer was motivated by expectation of

personal gain, by bad faith or by any consideration othe
than that of doing what was best for [the company]."

(Ella M. Kelly & Wyndham, Inc. v. Bell, supra, 266 A.2d
at p. 879)

In this case, plaintiffs advance two arguments in
support of the fraud or dishonesty exception to the- bus
ness judgment rule: first, State Farm should hage di
closed to policyholders that it did not selbats from the
surplus to pay dividends; and second, the "Annuad R
port to Policyholders“the onepage insert included with
premium noticescontained fraudulent information. Both
arguments fail. [*1488]

1. Source [***94] of Dividends

In their openingbrief, plaintiffs assert that polje

f

Plaintiffs rely on the Fletcher treatise for the princ
ple that "[d]irectors and officers of a corporation stand in
a sufficiently confidential relation to the shareholders to
impose a duty upon them to reveal all factaterial to
the corporate transactions, especially with regard to

duty of complete candor to its shareholders to disclose all
germane or material information applies to matters of
corporate governaecas well as to corporate transa
tions." (3 Fletcher Cyclopedia of the Law of Private-Co
porations,suprg & 837.70, pp. 18887, fns. omitted.)
This principle contemplates disclosure with respect to
corporate transactions such as mergers, dissolutioms, th
removal of directors, the purchase of minority shamhol
ers' stock by majority shareholders, the conversion of
corporate funds, the acquisition of another corporation's
assets, and recapitalization plans.

(19) But it does not apply to dividend decisions.
(See 3 Fletcher Cyclopedia of the Law of Private Gerp
rations,supra [***96] & 837.70, pp. 186187, fns. 36
and cases cited.) As the lllinois Supreme Court has re
ognized [HN31] in insurance cases, "the parties [are]
competent to contract and [haubg right to insert such
lawful provisions in the agreement as they [see] fit
(Coons, supra, 13 N.E.2d at p. 48talics added.) Thus,
insurers are not required to explain their dividendcpra
tices where the insurance policy [*1489] or bylaws-pr
vide otterwise-by vesting the board with broad diser
tion in the matter. Requiring that dividend practices be
printed in the policy or bylaws would unnecessardy r

holders are entitled to know, through their insurancestrict the board's latitude in making dividend decisions.
policies and bylaws, the "actual dividend policies and The information disclosed by State Farmasatherefore
practices that are followed by management and thesufficient.

Board." In support, plaintiffs cite two authoritiésfinger
v. RichardsWilcox Mfg. Co. (1961) 33 Illl.App.2d 115
[178 N.E.2d 659)(Winge) and 3 Fletcher Cyclopedia of

the Law of Private Corporations (2002 rev. vol.) section

837.70, pages 18688. Neither is applicable.

Winger involved the predecessor version of teat
7.75 of lllinois's Business Corporation Ac806 IIl.
Comp. Stat., 5/7.)5which entitles a shareholder tg-e

More specifically, plaintiffs complain that State
Farm's insurance policies and bylaws indicated that the
Board would consider paying dividends from "earnings,"
"savings," and "gains" when the company did nat-co
sider the assets ithe surplus as a source of dividends.
Plaintiffs describe this nondisclosure about the surplus as
fraudulent. If State Farm had disclosed that the surplus
was offlimits, plaintiffs argue, policyholders would have

amine the books and records of a corporation. (Seéhad arealistic picture of their dividend [***97] pros-

Winger, supra, 178 N.E.2d at pp. 661, &8b) As
plaintiffs have pointed out, the busgsecorporation act

pects. We disagree for a number of reasons.
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First, the representations in the policies and bylawsdisclose all material facts when they undertake to give
were literally true: Dividendsvere paid from "earnings,” out statements abbthe business to stockholders<efly
"savings," and "gains." In some years, State Farm paids. Bell, supra, 254 A.2d at p. i7accord, 3 Fletcherye
dividends out of underwritingncome (unneeded et clopedia of the Law of Private Corporatiorsjpra =
mium); in other years, when the company suffered an837.70, p. 187 ["fraud may result from the concealment
underwriting loss but nevertheless paid a dividend, i of material facts ... in the annual or other report'].)
vestment income was used to make the payments. Co "Generally, knowledge of corporate records andudoc
sequently, we find no evidence of improper motives onments is imputed to all directorsth(re lllinois Valley
the part of the Board. Acceptance Corp. (C.D.IIl. 1982) 531 F.Supp. 737,40

Secad, even if State Farm had made the disclosure  In their opposition papers, plaintiffs rely on the
sought, policyholders would not have had any better ideeopinions of three experts iarguing that the annuaé+
of the dividends they might receive. The insuranceé pol ports to policyholders were misleading. The anneal r
cies and bylaws did not indicate that dividends would beports listed the amount of assets, liabilities, policyholder
declared in any particular amount, manra time. Any protection funds, and a summary of operating data. Each
disclosure about the surplus would have been of ne-assi of those categories was further broken down into- su
tance. categoreés, and the amount of each subcategory was
shown. A final entry stated net income. All of this
[***100] information, plus a list of the directors by name
and title, occupied a small column measuring approx
mately six inches by 2.5 inches.

Third, as the adage goes, "A job half done is a job
not done."Severalfactors were considered in deciding
whether to declare a dividend and its amount. A discl
sure [**689] dout the surplus alone would have been
open to attack as misleading. It would have simply given (21) We see no eed to discuss each of the alleged
policyholders reason to complain that the company hadmisleading aspects of the reports. The figures and-term
not disclosed other aspects of its decisionmaking nology in the policyholder reports were taken from the
[***98] process, such as relying on underwriting result  Audited Reports, which Coopers & Lybrand prepared in
focusing on incomdy state taking net income intoca compliance with the accounting principles prescribed or
count, and reviewing the company's net worth. In otherpermitted by the lllinois Department of Insuranced-A
words, State Farm could not have described its dividendnittedly, the Audited Reports were not prepared atcor
practices in a way that would have satisfied all of its ing to generally accepted accounting principles (GAAP).
policyholders. It faced a "damdef you do, damned if The state did not accept GAAP. State Farm's useiof Il
you don't" situation. Litigation would be possible either nois's accounting principles in prepayithe policyholder
way. reports does not support an inference of fraud or disho
esty. [HN33] "It is not fraud to do what one has a legal
right [or obligation] to do.™ $tate, et al. v. Wilbe Lumber
Co. (1953) 217 Miss. 346, 359 [64 So.2d 327, 384l
ics amitted.) "That which the law authorizes cannot-co

Last, State Farm complied with whatever duty of
disclosure it may have had by issuing the "Annual R
port to Policyholders,” which summarized State Farm's
e O cohon el SSNOUSE0 s a gl [7650) wron Noder v, Gvens (1942)
stance, the 1992 report said: "State [*1490] Farox M 179 Va. 229, 238 [18 S.E.2d 380, 35411491
tual's results showed improvement again in 1992i- Pol The Audited Reports began with four "Statements,"
cyholders in 19 states, where claims experience was be each consisting of a single page of numerica dat/e-
ter than expected, shared in $ 169.3 million in dividends.ing, respectively: (1) income; (2) changes in surplus; (3)
Net income from all sources was about $ 48 per policycash [***101] flows; and (4) admitted assets, liabilities,

and went into the Policyholder Protection Funds." and surplus. Following the Statements were several
pages of "Notes," explaining the Statements in mere d
2. Annual Reports to Policyholders tail. To take an examplehe 1998 Audited Report had

(20) [HN32] Even if the law "imposes no duty upon four pages of Statements and 22 pages of Notes.

directas to furnish annual reports to shareholders ... , Plaintiffs accuse State Farm of fraud and dishonesty
corporate directors must honestly disclose all materialon the ground that the small column of financial data in
facts when they undertake to give out written statementghe annual policyholder reports did not contalinof the
[***99] concerning the condition or business of their explanatoy information set forth in the Notes. That-a
corporation.” Hall, et al. v. Isaacset al. (1958) 37 cusation ignores the limited purpose of the policyholder
Del.Ch. 530, 54543 [146 A.2d 602, 60610], citation reports: to provide a brief overall picture of State Farm's
omitted, revd. on another poi(t960) 39 Del.Ch. 244 financial condition at the time of the premium notices.
[163 A.2d 288]) "[Dlirectors owe a duty to honestly Consistent with that purpose, the pgholder reports
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focused on the numerical data in the Statements;ethe r Court (2000) 80 Cal.App.4th 1152, 1159, fn. 8 [96 Cal.
ports did not include the detailed information in the Rptr. 2d 128]) [***104] It would make little sense,
Notes, such as whether the assets in the pension platmen, to create an exception for decisions that are wrong.
exceeded liabilities. Again, we see nothing sinister here. Such an exception would swallow the rule.

"The theorybehind the business judgment rule is
that directors are not required to guarantee that tleeir d

(22) [HN34] lllinois courts have stated that the bus cisions will succeed, rather they are only expected to use
ness judgment rule does not protect a decision that i®rdinary and reasonable care in making corporate policy.
"totally without merit." Gtate Farm II, supra, 114 Few directors would serve on boards if theits of their
Cal.App.4th at p. 450talics omitted.) Similarly worded decisions were subject gubstantivescrutiny ... ." At-
exceptons-decisions made [***102] "by mistake" or wood Grain & Supply Co. v. Growmark, Inc., supra, 712
"wrongfully"--have found their way into lllinois cases. F.Supp. at p. 1366, fn., 4talics added.) "Thus, a court
(See, e.gl.ubin, supra, 61 N.E.2d at p. 738 will invoke the business judgment rule and refuse to
scrutinize the merdt of the business decision made by
business persons who are likely more competent in the

F. Decisions ThaAre Totally Without Merit

But the cases purporting to recognize such gxce
tions have applied the business judgment rule without _~. : : .
reviewing the merits of the boards' decisions. (Bee g?rtmular business matters at issuéd: @t p. 1367, fn.
manik v. Lurie Home Supply Center (1982) 105 ™
lIl.LApp.3d 1118, 1134135 61 lll.Dec. 871, 882, [435 “[T]he business judgment rule igrécessoriented.'
N.E.2d 712, 723] (Romanik); Coduti v. Hellwig (1984) ... The [directors'] duty of care does not havgubsta-
127 1ll.App.3d 279, 28286 [482 lll.Dec. 686, 692, 69 tive element and courts do not 'measure, weigh on-qua
N.E.2d 220, 226]Codut), overruled on another point in tify directors' judgments.' ...

1 *%
Schirmer v. Bear (1996)[**691] 174 lll.2d 63 [220 [HN36] " ‘What should be understood, but may not

lll.Dec. 159, 672 N.E.2d 117]1]Hofeller v. General .
Candy Corp. (1934) 275 IILA 89, 9§ (Hofellen): widely be understood by courts or commentators who are
y b APP. S5, ' not often required to face such questions, is that dempl

Lubin, supra, 61 N.E.2d at p. 738Jncer these cases, aree with a director's duty of care can never [***105]

the business judgment rule applies as long as the boar X . .
was motivateé b)?a business Egason as op%osed 6 a puappropnately be judicially determined by referencthto

. : content of the board decisiaihat leads to a corporate
pose, el s rauduenRemant, oppressve o (el oS e T o

rationality of theprocess enlpyed That is, whether a
In Barnes, supra, 16 Cal.App.4865 this division judge or jury considering the matter after the faet; b
examined the exceptions to the business judgment ruldéieves a decision substantively wrong, or degrees of
under lllinois [***103] law, stating that "totally without —wrong extending through "stupid” to "egregious" a¥r "i
merit," "by mistake," and "wrongfully,” together with the rational,” provides no ground for ... liability, so long as
other exceptions, were synonymous with fraud, oppre the cout determines that thprocessemployed wasie
sion, corrupbn, or conflict of interest. (Sed. at p. 379  ther rational or employed in a good faith effort - a
& fn. 13.) In other words, the "totally without merit" vance corporate interests. To employ a different-rule
exception focuses on tipeocessof making the decision, one that permit[s] an "objective" evaluation of theidec
not the decision itself. (See. at p. 379, fn. 14 [*1492] sion-would expose directors to substantivecasal
guessing by iequipped judges or juries, which would,
in the longrun, be injurious to investor interests. Thus,
the business judgment rule fsocessoriented andn-
formed by a deep respect for all good faith board-dec
sions." " (n re Fleming Pacéging Corp., supra, 370
B.R. at p. 784citations omitted, italics added & omitted,;
accord,Salsitz v. Nasser (E.D.Mich. 2002) 208 F.R.D.

(23) [HN35] The business judgmerule is premised
on the reality that "'courts are ill equipped to engage in
post hocsubstantive revievof business [*1493] déc
sions." Ghaper v. Bryan (2007) 371 Ill.LApp.3d 1079,
1092 [309 lll.Dec. 635, 646, 864 N.E.2d 876, 88%-
ics added & ontted.) The very purpose of the rule is to
preclude liability for a board's mistakes, errors, or mere .
negligence. (Se8chirmer v. Bear (1995) 271 Ill.App.3d gi%{sff?(iggI<Aer2(;/.10|\1|;<allaou:ykoa458]()1997) 547 Pa. 600,
778, 785 [208 lll.Dec. 209, 213, 648 N.E.2d 1131, ’ ' '
1135], affd. (1996) 174 1ll.2d 63 [220 lll.Dec.39, 672 In Shlensky v. Wrigley (19685 Ill.App.2d 173
N.E.2d 1171] Selcke v. Bove, supra, 258 Ill.App.3d at p. [237 N.E.2d 776] [***106] (Shlensky, a shareholder
935 [196 Ill.Dec. at p. 205, 629 N.E.2d at p. }5Bane challenged the board's refusal to install lights at Wrigley
v. Ferguson (7th Cir. 1989) 890 F.2d 11,;11by v. Field and its failure to schedule night games, alleging a
North (2d Cir. 1982) 692 F.2d 880, 8886, superseded loss of corporate income because the Chicago Cubs had
by statute on another poias stated ifrinley v. Superior  to play theirhome games during the day. In affirming the
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dismissal of the suit, the lllinois Appellate Court-e liability for "erroneous judgments."Samp v. Touche
plained: "[Judges] will not undertake to control thé-po Ross & Co., supra, 636 N.E.2d at p. §21

icy or business methods of a corporation, although it may
be seen that a wiser policy might be aédptand the
business more successful if other methods were pu
sued." [d., 237 N.E.2d at p. 778The court discussed
the board's decision in the context of the business jud
ment rule, concluding: "By these thoughts we do not
mean to say that we have demidthat the decision of the
directors was a correct one. That is beyond our jurisdi
tion and ability. We are merely saying that the decision is
one properly before [the] directors and tf&692] mo-
tivesalleged in the amended complaint showed no fraud
illegality or conflict of interestin their making of that
decision' (Id., at p. 780Qitalics added.)

Shlenskydiscussedodge v. Ford Motor Co. (1919)
204 Mich. 459 [170 N.W. 668]n which the [***107]
Michigan Supreme Court affrmed a decree directing
Ford Motor Company to pay dividend3odgereasoned
that "'shareholders forming amrdinary business comp
ration expect to obtain the profits of their investment in
the form of regular dividends."ld;, 170 N.W. at p. 682

Here, phintiffs offered expert testimony to the effect
that the Board's decisions on dividends, rate reductions,
and the surplus were wrong on the merits. But in light of
the evidence submitted by both sides, plaintiffs did not
make a showing that the Board's idenmaking
[***109] processwas tainted by fraud, oppressioneill
gality, or a similar purpose. "[P]laintiff's [evidence
merely] questions th[e] decisions which [the directors]
made. This is exactly the type of secanssing which

the business judgmemtile was designed to preclude.”
‘(Stamp v. Touche Ross & Co., supra, 636 N.E.2d at p.
622)

In accordance with the "totally without meritk-e
ception, State Farm did not act with a fraudulent, oppre
sive, illegal, or similar purpose. Instead, it was mo&dat
by several business goals: maintaining low premiums,
retaining funds needed in the event of a catastrophe,
making rate cuts, engaging in competition, supporting
growth of the business, protecting the financial condition

oo . of its subsidiaries, and attemugi to avoid the dangers of
italics added.)Shienskyinterreted Dodgeto mean that market volatility. It follows that this exception does not

"there must be fraud or a breach of that good faith which |

directors are bound to exercise toward the stockholder&PPY:

in order to justify the courts entering into the internal (24) Nevertheless, plaintiffs contend that State Farm
affairs of corporations."Shlensky, supra, 237 N.E.2d at wrongfully provided [**693] financial assistance to its
pp. 779780) And inChurella v. Pioneer State Mut. Ins. subsidiaries. [HN39] Under corporate rules of gaver
Co. (2003) 258 Mich.App. 260 at page 272 [671 N.W.2dance, however, "a [parent corporation] should show co
125, 132] the court held thaDodges rationale does not cern about a [subsidiary's] affairs, ask for reports,esom
apply to mutual insurance companies. times consult with its officers, give advice, and even
object to [***110] a proposed action ... ." ... 'Activities ...
which are consistent ith the parent's investor status,
r%s(_gjch as monitoring of the subsidiary's performanuae, s
pervision of the subsidiary's finance and capital budget
decisions, and articulation of general policies and groc
dures are evidence of a normal paraubsidiary red-

[Clourts [HN37] give deference to directors' dec
sions reached by a propprocess and do not apply an
objective reasonableness test in such a case to exami
the wisdom of the decision itself." A court does nab-su
stitute its own notion of what is or is not sound business

judgment' in place of the balis judgment. Additionally, . . : i
'[a]pproval of a transaction by a majority of independent, B?;Ehzlgd;)'soﬁltg'gzt Ve zgttf {g?y iz-li;:l(t]!gtilgr?.olr:nuitr;g d(';)'
disinterested [***108] directors almost always bolsters ,, o 4 F.oupp. ’ - ’
[the] presumption that the business judgment rule a Capital mfuspns from a parent to a subsidiary are a
taches to [that] transaction[] ... [if it is] later attackau normal_, and, 'T‘deed' a necessary part of the Pparent
grounds of lack of due care.M@eller v. Zimmer (2005) sub5|d|ary relationship ... .(Id. at p. 1211 accord,Hill
[1494] 2005 WY 156 [124 P.3d 340, 3852], italics ', D€amin (1980) 44 Colo.App. 123, 1225 [609 P.2d
added: se®rman v. Cullman, supra, 794 A.2d at pp- 23 127, 128129].) "The obligation to provide adequate

! : ' ' i : capital begins with incorporation and is a continuing

24 [defining "independent” and "disinterested" director]. obligation thereafter during the corporation's operations."

In short, [HN38] the busiss judgment rule must (Lowel Staats Min. Co. v. Pioneer Uravan, Inc. (10th
first be found inapplicable under an exceptisnch as  Cir. [*1495] 1989) 878 F.2d 1259, 1263'[A parent
fraud, oppression, or illegaliybefore the trier of fact company] will not be exposed to liability ... when [the
may examine the merits of a board's decision. (Seearent] contributes funds to [the subsidiary] for the-pu
Brehm v. Eisner, supra, 746 A.2d at p. Z4n. 66; In pose of assisting [it] in meeting its éincial obligations
re Brokers,Inc. (Bankr. M.D.N.C. 2007) 363 B.R. 458, ...." (Ibid.)

473474) Unless one of those exceptions applesd

plaintiffs have not made any such showitigere is no In essence, plaintiffs argue that any act of perceived

unfairness should [***111] render the businessgjud
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ment rule inapplicable. They claim a litany of supposedand surplus policy of this company.Bdrnes, supra, 16
wrongs: (1) the Board amended the bylaws, making itCal.App.4th at p. B9, fn. 14) In the present case, having
more dfficult for policyholders to choose directors; (2) had the benefit of the parties' evidence on the issues, we
rate cuts (as opposed to dividends) are unfair to personsonclude that the Board, not the courts, should still be
with lapsed policies; (3) gaps of more than a yesr b left to run the company.

tween dividends are unfair to some policyholders; (4)

State Farm should have considered taking unneeded Plaintiffs asserted three theories of liability: breach

. S . - of contract, bredt of the covenant of good faith and fair
surplus from its subsidiaries to pay dividends to its own ealing, and violation of the Unfair Competition Act.

policyholders; and (5) State Farm should have raise he claim for breach of contract (duty of care) ig-pr

monhey for d|V|dengIs t‘)'y selling one or more of mb-sg cluded by the business judgment rule. The covenant
sidiaries or by selling "surplus notes." But these choices

. - . . . claim is not an independent cause of action under idlino
appear to involvehie quintessential exercise of business P

. . . law. (SeeState Farm Il, supra, 114 Cal.App.4th at pp.
{‘ﬁ‘;g&im'e;”ﬁjéga’eﬁ ot come within any exception 0 454 453y " And liability imposed by the California

[**694] Unfair Competition Act requires the comsni
(25) In closing, we emphasize: [HN40] "The fact sion of an "unlawful, unfair or fraudulent business act or

that a corporation has earned profits out of whichcdire practice." Bus. & Prof. Code, & 1720 [***113] see

tors might lawfully declare dividend ... is insufficient Farmers Ins. Exchange v. Superior Court (1992) 2

alone to justify judicial intervention compelling a decl  Cal.4th 377, 383 [6 Cal. Rptr. 2d 487, 826 P.2d 780]

ration and payment." Sate Farm |l, supra, 114 State Farm did not engage in such conduct. Plaintiffs are

Cal.App.4th at p. 45) In 1988, State Farm policyhbl therefore not entitled to an accounting. The trial court

ers filed a suit similar to this one, seeking to compel theproperly granted sumary judgment. [*1496]

compary to distribute its alleged "excess" surplus

(Barnes [***112] v. State Farm Mutual Automobile Ins. 1II

Co. (Super. Ct. L.A. County, 1988, No. CA001131)).

That suit was dismissed on demurrer. This divisibn a DISPOSITION

firmed, quoting the superior court with approvalfHe

mere fact that this corporation has a surplus of $ RO bi

lion, massive though that is, ... does not constitute a fact  Klein, P. J., and Croskey, J., concurred.

that would warrant this Court in taking over the dividend

The judgment is affirmed.
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