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DIRECTOR LIABILITY:

AN OVERVIEW FOR DIRECTORS OF

AGRICULTURAL COOPERATIVES

Stephen Zovickian"

Americans — even farmers — have always been a litigious people. In

1840. when our country was predominantly rural, the French historian De

Tocqueville wrote at length after a tour of the United States about the

fascination of the American public with their legal process. Today, litigation

continues to increase in our society, and increasingly greater attention is

being paid to the actions of directors, particularly in the context of takeover

battles involving large publicly-traded corporations.

So far, agricultural cooperatives are out of the fray, at least for the most

part. But cooperatives, including those in California, are now beginning to

venture into areas which, historically, have had a greater potential for

litigation- To attract new members, and to enhance the value of member

ship for existing members, cooperatives are beginning to offer financial

services which traditionally were left to banks or production credit associa

tions. Cooperatives are making production loans and, to assist a grower in

acquiring new properties, also offering bridge loans and brokerage serv

ices. Other cooperatives, particularly processing cooperatives with a large

capital base, have closed membership, hoping to increase the value of

existing members' equity interests. These are but a few examples of the

way cooperatives are changing the way they have traditionally done

business in California.

While these business strategies may make the cooperative a more attrac

tive entity for many growers, they also may involve additional risks, espe

cially in times of economic hardship. The easiest way to eliminate risk, of

course, is to get out of business. Obviously, that is an unacceptable course

of action; neither management nor the directors of a cooperative, or any

other business, can afford to become so preoccupied with legal liabilily that

they become paralyzed as a business entity. Your lawyer's job is to help

you minimize those risks while you continue to pursue your business

objectives.

' Mr Zovickian is a litigation partner in ihe San Francisco law lirm of McCulchen. Doyle,

Brown S Enersen, which specializes in Ihe representation of agricultural cooperative

associalions. This paper is based on a lalk given by Mr. Zovickian ai a Conference for

Directors and Management of Agricultural Cooperatives, sponsored by Ihe Center for

Cooperatives al Ihe University of California al Davis, on March 28 and 30, 1989.

Copyright 1989 by Stephen Zovickian. All rights reserved.
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In this paper I will review the areas where the potential for personal liability

is most likely to arise for the director of a cooperative, what you should be

alert to. and how you should deal with the problem in a general sense. As a

director, you should know enough about the potential problem areas to

enable you lo recognize them when you see them. Then seek legal advice

tailored to your exact situation.

The focus of this paper is on personal liability ■—when you may be person

ally on the hook for something you did in your capacity as a director.

DUTY OF LOYALTY

As a director, you owe special duties to the cooperative which a mere

member does not owe. A member must abide by his membership agree

ment and the bylaws; so must you. A director, however, must also be loyal

to the cooperative because that office places you in a position of trust.

There are two principal areas in which your loyalty is required; the first is to

avoid conflicts of interest; and the second is to forego corporate opportuni

ties.

Conflicts of Interest. As a director, you must avoid voting on, or participat

ing in. matters as to which you have a conflict of interest. What is a "conflict

of interest"? Here is the standard legal definition:

A conflict of interest between a director and the cooperative arises

whenever the director has a material financial interest in a contract or

transaction that atfects the cooperative, its members, or to which the

cooperative is a party.

That is an imperfect definition for directors of a non-profit agricultural coop

erative association.

Why? Because unlike the director of a for-profit corporation, who typically

just owns stock in it, you not only own an interest in the cooperative

(through stock, retains, or capital certificates), but also market your crop

through the cooperative. Therefore , you have by definition, a "material

financial interest" in virtually every matter that comes before the board

concerning the marketing of any variety which you produce. Does that

mean you must disqualily yourself whenever such a matter comes before

the board, because the marketing of your crop will be affected by the

decision reached by the board? Not in my opinion, although there is scant

law on the subject.

One must take into account the special structure of a cooperative; it is com

prised of producers who, by law, associate together to market the crops

they produce. To that extent "self-interest" is an inherent part of every co

operative, and no director will be without it.
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Therefore, in my opinion, no conflict of interest exists unless the director

has a financial interest in the matter or transaction before the board which is

different from that of other members, or at least other members in the

district which you represent. Thus, any transaction which would treat you

differently from other members, or at least those in your district, probably

creates a conflict of interest. For example, a proposed contract between

the cooperative and a processor in which you own a financial interest would

present a conflict of interest if your personal interest in the proposed

transaction were different from that of any other member. Other examples

of typical conflicts include situations where the director has a financial

interest in a company that proposes to supply services or goods to the

cooperative, or where the board is asked to approve a loan to a director or

any other transaction unique to him.

Whal do you do when confronted with a potential conflict of interest? You

do three things: you make full disclosure to the board of your interest in the

proposed transaction: after you have made the disclosure and answered

any questions, you offer to excuse yourself from the meeting: and if you

stay in the meeting, you abstain from the vote. For the transaction to be ap

proved by the board, it must receive a majority of the votes of the disinter

ested directors; and it must be just and reasonable to the cooperative a! the

time it is approved.

This "just and reasonable" requirement still leaves room for the board to be

second-guessed and, in the case of the director who has a financial interest

in ihe transaction, still leaves him potentially liable to the cooperative if the

transaction should prove unjust or unreasonable. There is a way. however,

to avoid this problem: obtain the approval of the membership for the trans

action. Of course, going to the membership for a vote is cumbersome, but

if the transaction in question is of sufficient importance to the cooperative, it

is the prudent course to follow.

You are the person in the best position to know whether a conflict exists,

and it is your responsibility under the law to step forward when it happens.

Corporate Opportunities. Your duty of loyalty requires you not only to avoid

conflicts of interest, but also to give up business opportunities that may be

of value to the cooperative, unless the board decides not to take advantage

of the opportunity. The rule bears repeating:

As a director, you are precluded from personally taking advantage of

business opportunities that would also be of value to the cooperative,

unless the cooperative decides not to take advantage of the opportu

nity.

For example, suppose you have a packing operation and a grower asks

you to market his fruit; if the cooperative could also market that fruit, you

cannot take advantage of the opportunity unless the board turns it down.
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What do you do as a director when confronted with an opportunity that

would also be of value to the cooperative? You follow the same procedure

outlined above for a conflict of interest: you make full disclosure to the

board; you offer to leave the meeting; and you do not vote, You cannot take

advantage of the opportunity unless a disinterested majority of the board

turns it down.

The penalty for a violation of this duty is severe: you give up all the benefits

of the transaction, including profits, and are liable in addition to any out-of-

pocket damages you may have caused the cooperative.

DUTY OF CARE

In addition to your duty of loyalty, directors are also personally responsible

to the membership to be careful. You may be the most loyal director in the

state, but that's not enough if you fall asleep at the wheel. In fulfilling your

legal responsibilities as a director, you must also behave like a 'prudent

person". Here is the legal definition of a director's duty of care:

A director shall perform the duties of a director, including duties as a

member of any committee of the board upon which the director may

serve, in good faith, in a manner such director believes to be in the

best interests of the corporation, and with such care, including reason

able inquiry, as an ordinarily prudent person in a like position would

use under similar circumstances.

Let's break this rule down into three practical categories:

Attention to Cooperative Matters. As a director, you need to attend to the

business of the cooperative. That means that it is ultimately your responsi

bility that the business of the cooperative is taken care of. Make sure that

the items called for in the bylaws (for example, the annual audit) get done.

Delegation of Duties. You are full-time farmers as well as directors; you

have your own businesses to run. So what do you do to make sure that the

business of the cooperative is taken care of? You do what every other

board of directors does: you hire managers and delegate tasks to them.

Delegation, however, entails certain duties on your part. You are not guar

antors of the fidelity of your management, but you may not blindly rely upon

them either. Specifically, you must use due diligence in hiring your manag

ers (interviews, reference checks, etc.) and in monitoring their on-the-job

performance.

You may also rely on professionals — lawyers and accountants — but not

blind reliance. You may not sit idly back and passively "trust the expert"

with your business. You have a duty — which you may delegate to a com

mittee of directors — to review underlying facts and documents on which an

opinion is based and to question the professional about the opinion.
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Accountants deserve special emphasis, because they are needed every

year for the cooperatives annual audit. The board of directors, and not the

management of the cooperative, should be responsible for the selection of

the auditors and oversite of the audit. This audit process must not be dele

gated by the directors to their management; it must be done by the board

itself. Most boards appoint an audit or a finance committee to oversee the

audit function, and your best directors should be appointed to this commit

tee. Remember, the purpose of an 'independent" audit is to obtain an audit

of the cooperative's financial affairs which is independent of those who

manage them. That is why it is your job — not management's — to select

the auditors and oversee the audit process.

Decision-making. As directors, it is your job to make decisions. Some ot

your decisions will be unprofitable, some will be unwise. The law, however,

does not expect you to be perfect, and it takes into account that you will be

second-guessed every time a decision you make turns out to be unwise or

unprofitable. You are protected against personal liability in such circum

stances by what is called the "business judgment rule". This is the rule:

If a decision made or approved by the board of directors proves to be

unwise or unprofitable, the directors do not incur personal liability

unless the complaining party can show that the directors were unin

formed, acted in bad faith, engaged in fraudulent conduct or were

negligent in carrying out their duties.

In short, you are not liable for a bad decision unless you were dishonest,

cheated the cooperative, or were careless in your duties. That is a substan

tial shield against personal liability. Without it, few would ever agree to

serve on a board of directors.

There are, however, two instances where you, as a director, are not entitled

to the protection of the business judgment rule. First, you are not protected

if you had a material financial interest in the transaction, and you did not

disclose it and disqualify yourself. If you had a conflict of interest, then you

may avoid personal liability for the unprofitable decision only by proving that

it was "fair and reasonable" at the time it was made. Good luck, since you

will be faced with making this showing against the backdrop of a blown

deal.

The other way to lose the protection afforded by the rule is to fail to make

reasonable inquiry before voting on the matter. You must inform yourself

before you vote. In other words, to avail yourself of the protection of the

business judgment rule, you must be a prudent and informed director.

Increasingly, directors of cooperatives will be called upon to make decisions

which affect competing interests within the membership — decisions which

are deemed to be for the good of the cooperative, but which may help or

hurt certain individual members more than others. Two of the most heavily
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litigated areas in recent years have been equity redemption lor former

members and dealing with members who are in debt and (ace bank foreclo

sure. Directors will be called upon to make hard decisions, but the busi

ness judgment rule will protect you provided you have no special financial

interest in the decision and you make reasonable inquiry into the facts

before casting your vote.

MAKE YOUR RECORD

You should follow procedures which make good management a habit and

which record those good habits in case a dispute ever arises:

'Keep complete minutes. Incorporate in them resolutions which briefly

explain the basis of the board's decision on important questions, and. in

doing so, show that reasonable inquiry was made by the board before it

acted. Where conflicts of interest arise, have the minutes show that the

appropriate procedures were followed.

'Demand from your managers that you receive advance notice of agenda

items and that background information be circulated before the meeting for

you to review. If the subject is confidential and management fears a leak"

by an untrustworthy director, at a minimum form a subcommittee of

trustworthy directors to whom the task may be delegated and the informa

tion shared in confidence.

"Never make important decisions in a social setting or at a brief meeting.

The minutes should show that the decision received a thorough investiga

tion before it was made.

"Hire a good manager and pay him well.

SOME OPTIONS TO CONSIDER

Directors' liability insurance is expensive and difficult to obtain. For that

reason many cooperatives do not carry such insurance. There is. however,

an alternative to insurance which, in certain circumstances, makes the

financial resources of the cooperative available to the director who has

been sued. Under California law, the board itself has the inherent power,

after a director has been sued, to advance his costs of defense and to

indemnify him for any settlement or judgment if the director acted in good

faith, in a manner believed to be in the best interests of the cooperative,

and as a "prudent person" (Cal. Corp. Code 317). Under certain circum

stances, prior court approval is also required for indemnification. Any funds

used for that purpose, of course, would come from the cooperative itself.

But the board's inherent power to indemnify directors and advance their

legal costs has significant limitations, unless the cooperative acts to expand

the board's power to indemnify its directors by including in its articles of in-
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corporation a provision authorizing indemnification "to the fullest extent

permitted under California law". Your cooperative should explore whether It

makes sense to adopt this provision. You should consult your legal counsel

for a complete explanation of its ramifications- You should also consider

entering into contracts with your directors which require the advancement

of expenses as well as indemnification to the maximum extent permitted by

applicable law. Again consult your counsel.

The cooperative may also adopt a provision in its articles of incorporation

which limits the personal liability of directors for breach of a director's duty

of care to the cooperative or its members. By adopting the following

provision.

The liability fo the directors of the cooperative for monetary damages

shall be eliminated to the fullest extent permitted by California law,

the cooperative eliminates the personal liability of its directors for monetary

damages where the director has breached his duty of care to the coopera

tive, except where the director engaged in "intentional misconduct," was

■reckless" or fell into an "unexcused pattern of inattention" to his duties,

acted in bad faith contrary to the best interest of the cooperative, "derived

an improper personal benefit" from a transaction, or engaged in similar mis

conduct (Cal. Corp. Code 204(11)). Your cooperative should also consider

adopting this provision. (Keep in mind that the cooperative cannot indem

nify a director for any of those specified "bad acts".)

Both of these protective provisions are direct responses by the California

legislature to the increasing litigation involving directors of corporations

generally. Whether your cooperative should adopt them is a matter to be

addressed in the first instance by the board, and subsequently by the mem

bership, after consultation with legal counsel. Many California cooperatives

have adopted them, in recognition of the increased risk of litigation that

confronts directors in today's business climate.
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