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Reducing Directors’ Legal Risk

 

by Michael Klausner

 

The recent spate of shareholder lawsuits over
option backdating has outside directors re-
flecting, once again, about their own liability
risk. How vulnerable are they if, despite their
honest oversight efforts, management breaks
the law? The good news is that unless outside
directors engage in self-dealing (which seems
to have happened in some backdating cases),
they are at far lower risk than most would
imagine, and they can take steps to reduce
their exposure even further.

In an extensive study of outside directors’ li-
ability risk, Bernard Black of the University of
Texas at Austin School of Law, Brian Cheffins
of Cambridge University, and I found just 13
cases since 1980—out of several thousand
filed—in which outside directors made an out-
of-pocket payment of any sort. In three of
them, there were no payments to the plain-
tiffs, but the directors had to pay for their own
lawyers until the case was dropped. Of the ten
cases in which outside directors did make pay-
ments to plaintiffs, all but one settled prior to
trial—as shareholder suits nearly always do.

Three of the 13 cases involved self-dealing.
But liability for personal lawbreaking isn’t
what troubles most directors. They are more
worried that they’ll be held liable for failing to
stop management from breaking the law. In
the ten cases we uncovered involving this con-
cern, three factors led to out-of-pocket pay-
ments: an insolvent corporation, inadequate
directors’ and officers’ (D&O) liability insur-
ance, and a violation of the disclosure rules
that govern a public offering.

In nine of the ten oversight cases, the cor-
poration was insolvent. When officers or di-
rectors are held liable, their companies are as
well, and the firms can and nearly always do
pay for the full settlement amount. Moreover,
companies are typically obligated to indem-
nify directors for their own legal fees and set-
tlement payments, if they are required to
make them. But since firms can only make
these payments if they have the funds to do
so, insolvency eliminates this key source of
protection for directors. In seven of the nine

cases, the company either had a D&O policy
that had a low dollar limit on coverage, a gap
in coverage, or no coverage at all. And an
eighth case involved a company whose in-
surer itself was insolvent. Finally, six of the
oversight cases involved material misstate-
ments or omissions in documents related to a
public offering of securities—as opposed to a
misstatement in an annual report, for exam-
ple. This is a key point, because the rules con-
cerning directors’ liability for inaccurate state-
ments are more strict in the context of a
public offering than in other situations.

There are two ways that outside directors
can reduce the already low likelihood of bear-
ing personal liability. First, they should be
aware that their risk increases when their com-
pany makes a public offering of securities. If
called to account for misstatements or omis-
sions in their company’s offering documents,
outside directors will want to be able to show
that they questioned management and the
company’s auditor sufficiently to conclude that
the disclosures were complete and accurate. At
the time of the offering, directors should apply
this level of care not only to documents pre-
pared for the current offering but also to past
U.S. Securities and Exchange Commission fil-
ings that are incorporated by reference into
the offering documents.

Second, outside directors should seek inde-
pendent advice on the terms of their com-
pany’s D&O policy. Directors’ interests don’t
always coincide with those of management in
this area. For example, outside directors will
want a policy with a “severability” provision:
one that covers them in the event that an of-
ficer of the company has engaged in miscon-
duct that would otherwise allow the insurer to
deny coverage to all directors and officers.
Though outside directors can be very well pro-
tected through traditional D&O policies that
cover the officers, directors, and the company
itself, they may also want to consider asking
the firm to buy an independent directors’ lia-
bility policy that applies only to them—espe-
cially if policy prices drop.
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