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Where Does the Business
Judgment Rule End and a
Breach of Fiduciary Duty Begin?

by Paul Millus, Esqg.

he business judgment rule is a
Tformidable foe in an action

brought by LLC members, or
shareholders in a corporate setting,
against their fellow members or share-
holders. The rule’s origin dates back to
the 1829 Louisiana Supreme Court de-
cision in Percy v. Millaudon. In that
case, the court required a showing of
error on the part of the Director “so
gross of a kind that a man of common
sense, and ordinary attention, would
not have fallen into it.”* The business
judgement rule was developed in the
context of commercial enterprise, pro-
hibiting inquiry into actions of corpo-
rate directors “taken in good faith, and
in the exercise of honest judgment in
the lawful and legitimate furtherance
of corporate purposes.” In sum,
courts will defer to the unbiased, good
faith determinations of corporate offi-
cers or LLC managing members that
certain actions will promote the enti-
ties” best interest.?

Accordingly, if a shareholder/mem-
ber can show even modicum of good
faith and the action can be viewed,
under a commonsense appraisal as
potentially beneficial to the entity, the
alleged wrongdoers generally get a
pass.* Courts understand that they do
not have the necessary expertise, ex-
perience, or history with the entity to
sit in judgment on a decision made by
shareholders, members, or directors
and impose their judgment instead.

What are shareholders or LLC mem-
bers to do when faced with actions
which they believe causes them harm?
There must be an avenue for litigants
who simply cannot accept that the en-
tity (or someone purportedly acting on
its behalf) knows best. So, when does
the business judgment rule meet its
match?

First, the business judgment rule
will not be a defense to a breach of
contract action where the actions of
one member or shareholder violate
the express terms of a valid operating
agreement or shareholder agreement.s
The courts give deference to what
parties agree to and will not interfere
whether the agreement is fair or not.6
Clearly, a direct breach of a written
agreement cannot be deemed to be in
“good faith.”

Oftentimes, however, LLCs and
closely held corporations do not have
written agreements—although they
should—and thus many things are left
to chance or the goodwill of one part-
ner/member to another, which very
often wains over time. In an LLC set-
ting, a managing member owes a
non-managing member a fiduciary,
duty just as majority shareholders do
to minority shareholders.?

The next best way of disposing
with the business judgment rule is to
establish self-dealing or fraud on the
offending party’s part, provided a fac-
tual basis exists to support such a

claim.® Accordingly, the determination
as to whether there has been a breach
of fiduciary duty is severely fact sen-
sitive.

Facts that would tend to prove that
a member was frozen out of manage-
ment certainly state a claim for breach
of fiduciary duty.’® Further, if a plaintiff
can show discrimination, self-dealing,
or blatant misconduct, the presump-
tion afforded by the business judg-
ment rule melts away. For example,
when member or shareholder is sin-
gled out for harmful treatment, or
when the managing member self-
deals by manipulating a distributions
protocol in place, proof of such will de-
feat a defense based on the business
judgment rule.lt

In sum, as fiduciary duties are
broadly construed, connoting “[n]ot
honesty alone, but the punctilio of an
honor the most sensitive, is then the
standard of behavior,” invocation of
the business judgment rule is mere
words in the face of demonstrated bad
behavior.12£3
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