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"An Act relating to the liability of directors of corporations."
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BY THE LABOR AND
IN THE SENATE COMMERCE COMMITTEE

HOUSE CS FOR CS FOR SENATE BILL NO. 343 (L&C)
IN THE LEGISLATURE OF THE STATE OF ALASKA 
FIFTEENTH LEGISLATURE -  SECOND SESSION

A BILL
For an A c t  e n t i t l e d :  "An Act r e l a t i n g  <io t h e  l i a b i l i t y  o f  d i r e c t o r s  o f

c o r p o r a t i o n s ."
BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA:

* S e c t i o n  1. AS 10 .05 .255 i s  amended by a d d in g  new s u b s e c t i o n s  t o  r e a d :  
(c )  In  a d d i t i o n  t o  t h e  m a t t e r s  r e q u i r e d  t o  be s e t  o u t  i n  t h e  

a r t i c l e s  o f  i n c o r p o r a t i o n  by (a ) o f  t h i s  s e c t i o n ,  t h e  a r t i c l e s  o f  

i n c o r p o r a t i o n  may a l s o  c o n t a i n  a p r o v i s i o n  e l i m i n a t i n g  o r  l i m i t i n g  t h e  
p e r s o n a l  l i a b i l i t y  o f  a d i r e c t o r  t o  t h e  c o r p o r a t i o n  o r  i t s  s t o c k ­
h o l d e r s  f o r  m one ta ry  damages f o r  t h e  b r e a c h  o f  f i d u c i a r y  du ty  a s  a 
d i r e c t o r .  The a r t i c l e s  o f  i n c o r p o r a t i o n  may n o t  e l im i n a t e  o r  l i m i t  
t h e  l i a b i l i t y  o f  a d i r e c t o r  f o r

(1) a b r e a c h  o f  a d i r e c t o r ' s  d u ty  o f  l o y a l t y  t o  th e  c o r p o ­
r a t i o n  o r  i t s  s t o c k h o l d e r s ;

(2) a c t s  o r  om is s io n s  n o t  i n  good f a i t h  o r  t h a t  i n v o l v e  
i n t e n t i o n a l  m i s c on d u c t  o r  a knowing v i o l a t i o n  o f  law;

(3) w i l f u l  o r  n e g l i g e n t  c o n d u c t  i n v o l v e d  i n  t h e  payment o f  
d i v i d e n d s  o r  t h e  r e p u r c h a s e  o f  s t o c k  f rom  o t h e r  t h a n  l a w f u l l y  a v a i l ­
a b l e  f u n d s ;  o r

(4) a t r a n s a c t i o n  from wh ich  t h e  d i r e c t o r  d e r i v e s  an im­
p r o p e r  p e r s o n a l  b e n e f i t .

(d ) The p r o v i s i o n s  o f  (c) o f  t h i s  s e c t i o n  do n o t  e l im i n a t e  o r  
l i m i t  t h e  l i a b i l i t y  o f  a d i r e c t o r  f o r  an a c t  o r  om i s s i o n  t h a t  o c c u r s  
b e f o r e  t h e  e f f e c t i v e  d a t e  o f  t h e  a r t i c l e s  o f  i n c o r p o r a t i o n  o r  o f  an 
amendment to  t h e  a r t i c l e s  o f  i n c o r p o r a t i o n  a u t h o r i z e d  by (c )  o f  t h i s
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1 s e c t i o n .

* Sec . 2. AS 10 .0 5 .2 76  i s  amended by ad d in g  a new s u b s e c t i o n  t o  r e a d :  
(b) N o tw i t h s t a n d i n g  ( a ) ( 3 )  o f  t h i s  s e c t i o n ,  an amendment to  the

a r t i c l e s  o f  i n c o r p o r a t i o n  o f  a c o r p o r a t i o n  o r g a n i z e d  u n d e r  43 U.S.C. 
1601 - 1628 (A la s k a  N a t i v e  C la ims S e t t l e m e n t  Ac t )  and i n c o r p o r a t e d
u nd e r  AS 10 .05 .005  t o  add a p r o v i s i o n  e l im i n a t i n g  o r  l i m i t i n g  th e  
p e r s o n a l  l i a b i l i t y  o f  a d i r e c t o r  t o  t h e  c o r p o r a t i o n  o r  i t s  s t o c k h o l d ­
e r s  f o r  m on e t a r y  damages u n d e r  AS 10 .0 5 .2 5 5 ( c )  may be  a d o p t e u  by the  
a f f i r m a t i v e  v o t e  o f  a m a j o r i t y  o f  t h e  s h a r e s  r e p r e s e n t e d  a t  t h e  r e g u ­
l a r  o r  s p e c i a l  m e e t i n g  a t  wh ich  a quorum i s  p r e s e n t  i n  p e r s o n  o r  by 
p ro xy .

* Sec .  3. AS 10 .15 .350  i s  amended by ad d in g  new s u b s e c t i o n s  t o  r e a d :

(b) In  a d d i t i o n  t o  t h e  m a t t e r s  r e q u i r e d  t o  be s e t  o u t  i n  th e
a r t i c l e s  o f  i n c o r p o r a t i o n  by (a )  o f  t h i s  s e c t i o n ,  t h e  a r t i c l e s  o f  

i n c o r p o r a t i o n  may a l s o  c o n t a i n  a p r o v i s i o n  e l im i n a t i n g  o r  l i m i t i n g  th e  
p e r s o n a l  l i a b i l i t y  o f  a d i r e c t o r  t o  t h e  c o r p o r a t i o n  o r  i t s  members f o r  
m one ta ry  damages f o r  t h e  b r e a c h  o f  f i d u c i a r y  d u ty  as  a d i r e c t o r .  The 
a r t i c l e s  o f  i n c o r p o r a t i o n  may n o t  e l im i n a t e  o r  l i m i t  t h e  l i a b i l i t y  o f  
a d i r e c t o r  f o r

(1) a b r e a c h  o f  a d i r e c t o r ' s  d u t y  o f  l o y a l t y  t o  t h e  c o rp o ­
r a t i o n ;

(2) a c t s  o r  o m i s s i o n s  n o t  i n  good f a i t h  o r  t h a t  i n v o lv e  
i n t e n t i o n a l  m i s c o n d u c t  o r  a knowing v i o l a t i o n  o f  law;

(3) w i l f u l  o r  n e g l i g e n t  co ndu c t  i n v o lv e d  i n  t h e  payment o f  
d i v i d e n d s  o r  t h e  r e d em p t i o n  o f  s t o c k  from o t h e r  t h a n  l a w f u l l y  a v a i l ­
a b l e  f u n d s ; o r

(4) a t r a n s a c t i o n  f rom  which t h e  d i r e c t o r  d e r i v e s  an im­
p r o p e r  p e r s o n a l  b e n e f i t .

(c )  The p r o v i s i o n s  o f  (b) o f  t h i s  s e c t i o n  do n o t  e l im i n a t e  or
H C S  C S S B  3 4 3 ( L & C ) - 2 -
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l i m i t  t h e  l i a b i l i t y  o f  a d i r e c t o r  f o r  an  a c t  o r  om i s s io n  t h a t  o c c u r s  
b e f o r e  t h e  e f f e c t i v e  d a t e  o f  t h e  a r t i c l e s  o f  i n c o r p o r a t i o n  o r  o f  an 
amendment t o  t h e  a r t i c l e s  o f  i n c o r p o r a t i o n  a u t h o r i z e d  by (b) o f  t h i s  
s e c t i o n .

* Sec . 4. AS 10 .20 .151 i s  amended by a d d in g  new s u b s e c t i o n s  t o  r e a d :
(d) In  a d d i t i o n  t o  t h e  m a t t e r s  r e q u i r e d  t o  be s e t  o u t  i n  the 

a r t i c l e s  o f  i n c o r p o r a t i o n  by (a ) o f  t h i s  s e c t i o n ,  t h e  a r t i c l e s  o f  
i n c o r p o r a t i o n  may a l s o  c o n t a i n  a p r o v i s i o n  e l im i n a t i n g  o r  l i m i t i n g  t h e  
p e r s o n a l  l i a b i l i t y  o f  a d i r e c t o r  t o  t h e  c o r p o r a t i o n  f o r  m one ta ry  
damages f o r  t h e  b r e a c h  o f  f i d u c i a r y  d u ty  as  a d i r e c t o r .  The a r t i c l e s  
o f  i n c o r p o r a t i o n  may n o t  e l im i n a t e  o r  l i m i t  t h e  l i a b i l i t y  o f  a d i r e c ­
t o r  f o r

(1) a b r e a c h  o f  a d i r e c t o r ' s  d u ty  o f  l o y a l t y  t o  t h e  c o r p o ­
r a t i o n ;

(2) a c t s  o r  om i s s i o n s  n o t  i n  good f a i t h  o r  t h a t  i n v o l v e  
i n t e n t i o n a l  m i s c o n d u c t  o r  a knowing v i o l a t i o n  o f  law ; o r

(3) a t r a n s a c t i o n  f rom which t h e  d i r e c t o r  d e r i v e s  an im­
p r o p e r  p e r s o n a l  b e n e f i t .

(e )  The p r o v i s i o n s  o f  (d) o f  t h i s  s e c t i o n  do n o t  e l im i n a t e  o r  
l i m i t  t h e  l i a b i l i t y  o f  a d i r e c t o r  f o r  an a c t  o r  om i s s io n  t h a t  o c c u r s  
b e f o r e  t h e  e f f e c t i v e  d a t e  o f  t h e  a r t i c l e s  o f  i n c o r p o r a t i o n  o r  o f  an 
amendment t o  t h e  a r t i c l e s  o f  i n c o r p o r a t i o n  a u t h o r i z e d  by (d) o f  t h i s  
s e c t i o n .

- 3 -  HCS CSSB 343 (L&C)
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Representative Dave Donley 
Alaska House of Representatives 
P. 0. Box V 
Juneau, Alaska 99811

Re: CSSB 343 (Judiciary)
Our File No. 600,100.644

Dear Representative Donley:

This letter is written on behalf of Sealaska
Corporation in support of CSSB 343 (Judiciary). The legis­
lation is patterned after Delaware's model director liabil­
ity statute. The bill would allow a corporation's share­
holders to agree to limit the liability of their directors 
for simple negligence in actions by these shareholders or 
the corporation itself. The bill has no impact whatsoever 
on directors' liability to creditors or other third parties.

In the past two years, 38 states have enacted
legislation authorizing limitations of liability that are 
either identical to the provisions of SB 343 or substan­
tially broader. See Attachment 1, Exhibit A. Our sister 
states have acted in response to rapidly increasing share­
holder-related D&O liability litigation —  a situation that 
has discouraged qualified people from serving as corporate 
directors, and that has caused D&O liability insurance 
premiums to increase by about 1,000% in three years.
Without this legislation, Alaska will remain far behind the
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curve in responding to the situation, and its corporate code 
will remain a disincentive to incorporating in Alaska. 1/

The most visible manifestation of the current
crisis are the well publicized, multi-million dollar settle­
ments w. at have been obtained against directors and officers 
in the past few years. Banks have been particularly hard 
hit by these settlements —  for example, five former of­
ficers and directors of Seafirst Corp. agreed to a 
$110 million settlement of litigation arising out of the 
bank's participation in energy loans. In Attachment 2, 
director liability expert Dan A. Bailey lists 16 such 
settlements —  ranging from $13.9 million to $200 million. 
Id. at 2-5.

The problem, however, goes far beyond occasional 
horror stories. There has been, in fact, a "virtual explo­
sion of litigation against corporate managers within the
last five to seven years . . . "  Attachment 2 at 1. The
Wyatt Company has performed a comprehensive survey both of 
the increase in D&O litigation, and its impact upon avail­
able insurance coverage. The company reports that the 
frequency of D&O claims has been increasing "in the range of 
15% to 20% per year." Attachment 3 at 12.

Among corporations other than banks, about 40% of 
claims against directors and officers are brought by share­
holders. Iji. at 28. These are the only claims that would 
be affected by CSSB 343. 2 / The statistics strongly suggest

1/ A disincentive to local incorporation will, in many 
cases, also serve as a disincentive to doing business in our 
state. For example, if a corporation expects to earn a 
profit in Alaska, it will want to form an Alaska subsidiary 
so that Alaska earnings are not included in other states' 
income tax base. If, however, creation of an Alaska 
subsidiary carries with it exposure to an outdated, minority 
approach on director liability, the price of doing business 
here may be just too high.

2/ For banks, over 50% of the claims are brought by
(Footnote Continued)
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that a large number of shareholder claims are, in fact, 
nuisance suits. Between 1977-85, 90% of the shareholder
suits sought damages in excess of $1 million. Id. at 29. 
However, fully 74% of the cases closed during that period 
resulted in no payment to shareholders at all. Id.

If a large number of shareholder claims are 
ultimately shown frivolous, why the crisis? The answer, of 
course, are in the substantial defense costs associated with 
shareholder litigation —  whether meritless or not. Between 
1977 - 85, the median attorneys' fee associated with share­
holder actions against directors was $275,000.00 per claim. 
Id., at 30. 3/

D&O litigation's increasing popularity among 
shareholders has had a predictable impact on D&O insurance 
premiums. The firm of Heidrick & Struggles, for example, 
found that D&O liability insurance premiums increased an 
average of 506% in 1986, and that in 20% of the cases, the 
annual increase was over 1,000%. Attachment 4. Similarly, 
the Wyatt Company found in excess of a 1,000% increase in 
D&O premiums between 1984 and 1987. Attachment 3 at 91. In 
that same period, the average deductible for claims subject 
to corporate reimbursement increased from $46,511.00 (1984) 
to $649 , 947.00 (1987). 1(3. at 76. Policy limits during
that period decreased from between 14.9% and 41.7%, depend­
ing upon the size of the company. Id. at 57. The substan­
tial increase in premiums, coupled with the decline in 
coverage, has put D&O insurance out of the reach of many 
small corporations. For example, in 1974, 70% of American 
corporations with assets under $10 million were covered by 
D&O liability insurance; by 1987, that percentage had shrunk 
to 29%. Id. at 51.

(Footnote Continued)
customers, while 12 to 16% are brought by shareholders. Id. 
Customer claims would not be affected by CSSB 343.

3/ For all D&O claims, the legal fees for claims that were 
dropped by claimants altogether averaged $130,340.00. Id at
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The crisis has had a significant effect on the 
ability of corporations to keep and retain outside 
directors, and it threatens the quality of corporate deci­
sion making:

These problems have left many businesses facing a 
difficult choice: A company can go without
insurance, which may expose the personal assets of 
directors to the risk of liability judgments; or 
the company can utilize one of the alternatives to 
traditional insurance —  alternatives which may be 
challenged in court, and Which may in themselves 
be a source of litigation.

The loss of talented directors can affect the 
success of a company and this consequence must be 
included in coverage decisions. Outside directors 
can most easily leave and they are frequently 
considered to' be the representatives of non­
management shareholders. Their resignation may be 
viewed as a significant loss by the shareholders.
Even when directors remain on an uninsured board, 
the need to avoid litigation may adversely effect 
their decisions. 4/

Available statistics also indicate that the crisis 
has, in fact, caused a decline in the number of outside 
directors. For example, in 1975, 63.2% of the directors of 
America's largest companies were "outsiders," while that 
number decreased to 57.5% in 1986. Attachment 4 at 2. 
Obviously, without the large personal stake possessed by a 
major shareholder/manager, the potential personal risks to 
an outside director will more and more outweigh the benefits 
of serving the company. In fact, almost one-third of the 
directors surveyed in a 1986 Touche Ross survey "have 
considered retiring from their boards because of the in­
creased liability to which they are exposed." Attachment 6 
at 2.

£/ Rollins Burdick Hunter, "Directors and Officers 
Liability Insurance: Challenge and Alternatives," February, 
1987 at 2 (Attachment 5).
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As a result, the director liability crisis will 
likely have, in the long run, precisely the opposite effect 
that shareholder activists might have expected. It is 
likely to cause directorships to be more tightly held by the 
corporation's major shareholders —  who may still have the 
financial incentive to take the increasing risk. Boards of 
Directors are likely to become more closed, and more defen­
sive. In economic terms, corporations are likely .o become 
less aggressive.

Out of economic self-interest, as well as fair­
ness, most states, other than Alaska, have responded to this 
crisis by enacting legislation authorizing a limitation on 
director liability to their shareholders in limited cases. 
As Mr. Bailey has observed:

The single most important development in D&O 
liability during the last two years has been the 
enactment by most of the states of various forms 
of remedial legislation which attempts to address 
the D&O liability and insurance crisis. These 
legislative efforts are significant not only 
because of the additional protections which they 
afford directors (and sometimes officers), but 
also because they evidence the concerns which the 
state legislators and presumably the public have 
toward preserving an environment in which direc­
tors, particularly outside directors, are willing 
to serve.

Attachment 1 at 1.

The benchmark legislation is Delaware's, on which 
CSSB 343 is patterned. Under the Delaware approach, and 
CSSB 343, a director's liability may be limited (e.g., in 
monetary terms) or eliminated for simple negligence. The 
liability limitations, however, apply only to actions 
against the director by the corporation or its stockholders, 
and do not apply in the case of a breach of the director's 
duty of loyalty, or for intentional misconduct. Further, 
liability can be limited only if the shareholders agree to 
amend the corporation's articles of Incorporation to so 
provide.

20 states (including Delaware, California, and 
Oregon) have enacted substantially similar legislation.
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Attachment 1, Exhibit A. Three additional states have 
adopted the Delaware approach, but have extended its pro­
tections to corporate officers (Louisiana, Maryland and New 
Jersey). Id. 12 other states (including Indiana, New York 
and Ohio) have gone further. Typical of the more comprehen­
sive approach is Indiana's statute, which makes directors 
liable only for reckless or willful misconduct (or viola­
tions of federal securities laws,), and which is self­
executing —  that is, it does not require shareholder 
approval. See Attachment 1 at 4-5. In all, five states 
have enacted "self-execuring" legislation.

Director liability legislation is as important in 
Alaska as in any other state. Indeed, directors of Alaska 
corporations hardly fit the mold of corporate "fat cats" who 
have: (1) the kind of personal fortunes necessary to
withstand personal liability; and (2) the expectation of 
extraordinary personal gain that might, in other circum­
stances, make personal liability more appropriate. This is 
particularly true, for example, of Alaska's Native corpora­
tions. At the village, and even the regional level, the 
corporations' directors generally serve on the board as a 
matter of community service, and have no disproportionate 
expectation of personal gain.

The willingness of a state to adapt its corporate 
code to present realities provides a strong indication of 
that state's general business climate. Enactment of CSSB 
343 would bring Alaska in line with its sister states, and 
would send a strong signal that the 'tate is willing to 
strike a reasonable balance in its comr rcial laws.

Sincerely,

BIRCH, HORTON, BITTNER 
"C^EROT S■ ANDERSON

Jonathan K. Tillinghast

JKT/jrm 
encs. I



S T A T E  O F  A L A S K A
1 9 8 8  L E G I S L A T IV E  S E S S I O N

R E Q U E S T

B I L L  V E R S I O N :  CSSB 3 4 3  ( J u d . l  2 / 1 8 / 8 8
P U B L I S H  D A T E : ______________ ^

FISCAL NOTE
R e v is io n D a te : _________________  _______________
T it le : R e l a t i n g  t o  t h e  l i a b i l i t y ___________

o f  d i r e c t o r s  o f  c o r p o r a t i o n s ___________ _______________

S p o n s o r : S t u r q u l e w s k i , U e h l in q , __________ C om p o n e n ts :
R e c i f e  F a h re n k a m p  and K e l l y  _______________

EXPEN D ITU R ES / R E V E N U E S : (T ho u san d s o f D o lla rs )

A g e n c y A ffe c te d : Comm e rce & -E c o n . D e v .
B p y . B a n k in g , S e c u r i t i e s  & C o r p o r a t i o n s

OPERATING FY 88 FY 89 FY 90 FY 91 FY 92 FY 93

PERSONAL SERVICES
TRAVEL
CONTRACTUAL
SUPPLIES
EQUIPMENT
LAND & STRUCTURES
GRANTS, CLA IMS
M ISCELLANEOUS y
TOTAL OPERATING - 0 - - 0 - - U - - U - - U - __- .

CAPITAL - 0 - - 0 - - 0 - - 0 - - 0 - - 0 -

REVENUE - 0 - - 0 - - 0 - - 0 - - 0 - - 0 -

FUND ING : (Thousands o f do lla rs )

GENERAL FUND 
FEDERAL FUNDS 
OTHER 
TOTAL

•
1o1 1 0 1 1 0 1 1 0 1 1 0 1 1 c 1

POSITIONS:

FULL-TIME
PARTTIME
TEMPORARY

1 0 1 1o1 1 o r. 1 0 1 - 0 - - 0 -

ANALYSIS: (A ttach a separa te page if necessary.)

Prepared by: 
D iv is ion :

W i l l i s  F .  K i r k p a t f i c k ^ D i r e c t o r  

B a n k in g . S e c u r i t i e s / a n d  ̂C o r p o r a t i o n s

4 6 5 -2 5 2 1

Approved by Comm iss ione r: J .  A n th ( 
Agency: D e p a r tm e n t o f  Commerce

Phone:  _
Date: 3

E co n c u h ic  D e v e lo p m e n t
S S io n e r Date:

D is tr ib u tio n (by preparer):
Leg is la tive F inance 
Leg is la tive Sponso r 
Requesto r
O ffic e o f M anagem en t and 8udge t 
Im pac ted Agency(ies) p a g e o f
0 6 4 4 D - 7 / 2 1 8 8 8 c



A laska S>tate le g is la tu re

2957 SHELDON JACKSON STREET 
ANCHORAGE. ALASKA 99508

While in Juneeu 
P. O. BOX V 

JUNEAU. ALASKA 99811 
(907)465*3818

S en a te

MEMORANDUM March 3, 1988

TO: Representative Dave Donley, Chairman 
House Labor and Commerce Committee

FROM: Senator Arliss Sturgulewsk

RE: Hearing request for CSSB 343(Jud) "An Act relating to the 
liability of directors of corporations."

This legislation addresses the question of limiting or eliminating a 
director's personal monetary liability to the corporation or its 
shareholders for breach of his or her fiduciary duty of care to the 
corporation. It requires a vote of the shareholders to amend 
the articles of incorporation to allow for the limiting or eliminating of 
liability. In this sense, the legislation is permissive only. This is a 
national problem as more suits are brought by shareholders against 
directors. Many states have adopted these provisions because of the hign 
cost of directors insurance or in some cases prohibitive costs. It does 
not eliminate liability for wrong doing. It does not address suits brought 
against the directors from outside the corporation.

The following is a brief explanation relating to the origin of each section 
of the bill. A sectional analysis from legal services is also attached.

Sec. 1. Business Corporations. Originally the bill as first introduced 
only applied to profit corporations. The problem of directors liability 
was brought to my attention at Fish Expo in Seattle last October.
Washington state has adopted the limitation legislation following Delaware 
and several other states. This legislation was introduced in order to 
encourage the incorporation of businesses in Alaska and for Alaska to 
remain competitive with other states as a ’location for incorporation.

Sec. 2. Native Corporation Voting Requirements. This section was 
suggested by Sealaska Corporation. The corporation statute dealing with 
amendments to articles of incorporation (AS 10.05.276) requires a 
two-thirds vote of the shareholders to amend the articles of any 
corporation. Sealaska asked that this requirement for Native corporations 
be reduced to a majority vote since they have in excess of 16,000 
shareholders. This reduction would apply only to the question of director
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liability and not to other issues of the Native corporations. (See 
attached letter from Birch, Horton, Bittner)

Sec. 3. Cooperative Corporations. This section was added at the request 
of John Abbott, Chairman of the Alaska Code Revision Commission to bring 
conformity to corporation statutes and for the same reasons that liability 
relief is needed in other corporate forms.

Sec. 4. Non-profit Corporations. This section was added at the request of 
the Alaska State Chamber of Commerce for the same reasons that apply to 
profit corporations and cooperatives. In addition, it was noted that it is 
increasingly difficult to find people to serve on the boards of volunteer 
organizations because of the growing risk of law suits and the personal 
financial exposure that exists.

This legislation is supported by the Director of Banking and Securities and 
by all others who testified.

I would appreciate your consideration of this bill in the House Labor and 
Commerce Committee. Thank you.

Attachments: CSSB 343 (Jud)
Sectional Analysis 
Fiscal Note - Zero
Directors and Officers Liability Insurance - Feb. 1987 

by Rollins Budick Hunter 
Memo: Joe Plesha, Trident Seafood, Nov. 11, 1987
Legislative Briefs - Similar legislation in other states
Letter Birch, Horton, Bittner - Feb. 17, 1988
Issues facing U.S. Corporate Directors - Touche Ross -
Dec. 1986
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You have r e q u e s t e d  a s e c t i o n a l  a n a l y s i s  o f  t h e  above d e ­
s c r i b e d  b i l l .
The main e f f e c t  o f  t h e  b i l l ,  a p a r t  f rom s e c .  2, d i s c u s s e d  
be low , i s  t o  a d d r e s s  t h e  l i a b i l i t y  r e l a t i o n s h i p  b e tw een  t h e  
d i r e c t o r s  o f  t h e  c o r p o r a t i o n  and t h e  c o r p o r a t i o n  i t s e l f  ( o r  
i t s  s t o c k h o l d e r s  o r  s h a r e h o l d e r s  d e r i v a t i v e l y ,  i f  i t  h a s  
s t o c k h o l d e r s  o r  s h a r e h o l d e r s ) .
The b i l l  a p p l i e s  to  t h e  w id e l y - u s e d  g e n e r a l  t y p e s  o f  c o r p o ­
r a t i o n s  t h a t  may be e s t a b l i s h e d  unde r  s t a t e  law: b u s i n e s s  
c o r p o r a t i o n s  (AS 1 0 .0 5 ) ,  c o o p e r a t i v e  c o r p o r a t i o n s  
(AS 10 .1 5 ) ,  and n o n p r o f i t  c o r p o r a t i o n s  (AS 1 0 .2 0 ) .  Corpo ­
r a t i o n s  n o t  i n c l u d e d  i n  t h e  b i l l  a r e  e l e c t r i c  and t e l e p h o n e  
c o o p e r a t i v e s  (AS 1 0 .2 5 ) ,  cem e te ry  a s s o c i a t i o n s  (AS 1 0 .3 0 ) ,  
r e l i g i o u s  c o r p o r a t i o n s  (AS 10 .40 ) ,  and p r o f e s s i o n a l  
c o r p o r a t i o n s  (AS 10 .4 5 ) .
S e c t i o n  1 o f  t h e  b i l l  amends AS 10 .05 .255 ,  t h e  s e c t i o n  
e s t a b l i s h i n g  t h e  c o n t e n t s  o f  t h e  a r t i c l e s  o f  i n c o r p o r a t i o n  
f o r  b u s i n e s s  c o r p o r a t i o n s .  I t  p e rm i t s  a c o r p o r a t i o n  t o  add 
a p r o v i s i o n  " e l im i n a t i n g  o r  l im i t i n g  t h e  p e r s o n a l  l i a b i l i t y  
o f  a d i r e c t o r  to  t h e  c o r p o r a t i o n  o r  i t s  s t o c k h o l d e r s  f o r  
mone ta ry  damages f o r  t h e  b r e a c h  o f  f i d u c i a r y  du ty  a s  a 
d i r e c t o r . "
The p r o v i s i o n s  o f  t h e  s e c t i o n  e s t a b l i s h  c e r t a i n  p u b l i c  
p o l i c y  a r e a s  where a c o r p o r a t i o n  may n o t  a g r e e  t o  wa ive  
l i a b i l i t y .  The s e c t i o n  a l s o  p r o v id e s  t h a t  t h e  e l im i n a t i o n



' S e n a to r  A r l i s s  S t u r g u l ew s k i  
Page 2
F eb rua ry  2 2 ,  1988

o r  l i m i t a t i o n  o f  l i a b i l i t y  i s  o n ly  p r o s p e c t i v e  from t h e  t im e  
th e  amendment t a k e s  e f f e c t .
An e x i s t i n g  b u s i n e s s  c o r p o r a t i o n  may amend i t s  a r t i c l e s  
unde r  AS 10 .0 5 .2 7 0  and f o l l o w i n g .
S e c t i o n  2 o f  t h e  b i l l  amends AS 10 .05 .276 , a  s e c t i o n  e s t a b -  
l i s h i n g  t h e  " p r o c e d u r e  t o  amend a r t i c l e s  o f  i n c o r p o r a t i o n . "  
I t  p r o v i d e s  t h a t  a c o r p o r a t i o n  i n c o r p o r a t e d  u n d e r  AS 1 0 . -  
05.005 ( r e g i o n a l  N a t i v e  c o r p o r a t i o n s  and t h o s e  v i l l a g e  
c o r p o r a t i o n s  t h a t  i n c o r p o r a t e  a s  b u s i n e s s  c o r p o r a t i o n s )  may 
t a k e  a d v a n t a g e  o f  t h e  p r o v i s i o n s  o f  s e c t i o n  1 o f  t h e  b i l l .  
The main p u r p o s e  o f  s e c .  2 o f  t h e  b i l l  i s  t o  p e rm i t  t h e  
N a t iv e  c o r p o r a t i o n  t o  a d o p t  t h e  amendment b y  lower 
t h r e s h o l d s  t h a n  t h e  e x i s t i n g  p r o v i s i o n s  o f  law  p r o v i d e .
S e c t i o n  3 o f  t h e  b i l l  amends AS 10 .15 .350 , t h e  s e c t i o n  
e s t a b l i s h i n g  t h e  c o n t e n t s  o f  t h e  a r t i c l e s  o f  i n c o r p o r a t i o n  
f o r  c o o p e r a t i v e  c o r p o r a t i o n s .  I t  p e rm i t s  a c o r p o r a t i o n  t o  
add a p r o v i s i o n  " e l im i n a t i n g  o r  l im i t i n g  t h e  p e r s o n a l  
l i a b i l i t y  o f  a d i r e c t o r  t o  t h e  c o r p o r a t i o n  o r  i t s  members 
f o r  m on e t a ry  damages f o r  t h e  b r e a c h  o f  f i d u c i a r y  du ty  as  a 
d i r e c t o r . "
The p r o v i s i o n s  o f  t h e  s e c t i o n  e s t a b l i s h  c e r t a i n  p u b l i c  
p o l i c y  a r e a s  where a c o r p o r a t i o n  may n o t  a g r e e  t o  wa ive  
l i a b i l i t y .  The s e c t i o n  a l s o  p r o v id e s  t h a t  t h e  e l i m i n a t i o n  
o r  l i m i t a t i o n  o f  l i a b i l i t y  i s  on ly  p r o s p e c t i v e  f rom t h e  "'■'me 
t h e  amendment t a k e s  e f f e c t .
An e x i s t i n g  c o o p e r a t i v e  c o r p o r a t i o n  may amend i t s  a r t i c l e s  
u n d e r  AS 10 .1 5 .3 6 5  and f o l l o w i n g .
S e c t i o n  4 o f  t h e  b i l l  amends AS 10 .20 .151 , t h e  s e c t i o n  
e s t a b l i s h i n g  t h e  c o n t e n t s  o f  t h e  a r t i c l e s  o f  i n c o r p o r a t i o n  
f o r  n o n p r o f i t  c o r p o r a t i o n s .  I t  p e rm i t s  a c o r p o r a t i o n  t o  add 
a p r o v i s i o n  " e l im i n a t i n g  o r  l i m i t i n g  the  p e r s o n a l  l i a b i l i t y  
o f  a d i r e c t o r  t o  t h e  c o r p o r a t i o n  f o r  m on e t a r y  damages f o r  
t h e  b r e a ch  o f  f i d u c i a r y  d u ty  as  a d i r e c t o r . "  N o n p r o f i t  
c o r p o r a t i o n s  h ave  n e i t h e r  s t o c k h o l d e r s  n o r  members .
The p r o v i s i o n s  o f  t h e  s e c t i o n  e s t a b l i s h  c e r t a i n  p u b l i c  
p o l i c y  a r e a s  where a c o r p o r a t i o n  may no t  a g r e e  t o  wa ive  
l i a b i l i t y .  The s e c t i o n  a l s o  p r o v i d e s  t h a t  t h e  e l i m i n a t i o n  
o r  l i m i t a t i o n  o f  l i a b i l i t y  i s  o n ly  p r o s p e c t i v e  from t h e  t im e  
t h e  amendment t a k e s  e f f e c t .
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An e x i s t i n g  n o n p r o f i t  c o r p o r a t i o n  may amend i t s  a r t i c l e s  
u n d e r  AS 10 .20 .171  and f o l l o w i n g .
I f  I  may be o f  f u r t h e r  a s s i s t a n c e ,  p l e a s e  a d v i s e .

RABrbb
wkb3/017
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INTRODUCTION

Corporate directors and officers have been particularly hard hit 

by today's restricted insurance market. In addition to the 

limited availability that is being experienced in many lines of 

insurance, directors and officers liability insurance has been 

adversely affected by high loss ratios and policy coverage 

disputes. The present problems include the following:

• The large number of mergers and acquisitions talcing place, 

many of which result in litigation.

• Novel lawsuits are being filed against directors and 

officers: The Federal Depositors Insurance Corporation

has sued directors of troubled banks to recover payments 

made under the FDIC program; corporations have sued their 

own directors for alleged business errors; shareholders 

have become increasingly litigious.

• Because shareholders are not the only source of claims, 

even privately held companies are not immune to this 

increase in litigation. Customers, competitors, and 

employees are responsible for a substantial number of D&O 

claims.

• Recent court decisions have convinced insurers that direc­

tors and officers are now being held to higher standards of 

conduct than in the past. Courts are challenging the 

doctrine of the Business Judgment Rule and it may not offer 

as much protection as before.



‘ ironically, insurers are less willing to write this coverage for 

the same reasons that directors and officers now need it more 

than ever before. Consequently, D&O liability insurance has 

become unaffordable or unobtainable for many. Available policies 

may contain significant new restrictions and lower limits of 

coverage.

These problems have left many businesses facing a difficult 

choice: A company can go without insurance, which may expose the

personal assets of directors to the risk of liability judgments; 

or the company can utilize one of the alternatives to traditional 

insurance - alternatives which may be challenged in court, and 

which may in themselves be a source of litigation.

The loss of talented directors can affect the success of a com­

pany and this consequence must be included in coverage decisions. 

Outside directors can most easily leave and they are frequently 

considered to be the representatives of non-management share­

holders. Their resignation may be viewed as a significant loss 

by these shareholders. Even when directors remain on an unin­

sured board, the need to avoid litigation may adversely affect 

their decisions.

Because state law governs the indemnification of corporate 

officials, alternatives to lost D&O insurance programs are 

complicated. Today directors and officers must be fully aware of 

the potential consequences of our changing legal and insurance 

environment. Since so many changes have taken place, we believe 

that several of these issues should be discussed in detail.

( 2 )



Many, important protection measures for directors and officers 

involve legal techniques rather than insurance programs. For 

this reason attorney Dan Bailey, of the law firm Arter & Hadden, 

opens our discussion with a review of several important legal 

issues. Normally, loss prevention is considered the province of 

safety engineers, but in directors and officers liability an 

experienced attorney like Dan can provide invaluable assis­

tance. Dan also discusses non-insurance techniques which can 

provide protection to directors and officers. Because of lower 

policy limits and coverage restrictions, even companies with 

insurance should be aware of these techniques. By evaluating all 

options, a company can select the technique or combination of 

techniques, that best suits the individual needs of that corpora­

tion.

Dan A. Bailey is a partner at Arter & Hadden in Columbus, Ohio.

He has represented or served as a consultant to various directors 

and officers, corporations, insurance companies, insurance 

brokers, regulatory agencies and law firms around the country in 

matters relating to D&O liability, litigation and insurance. He 

is a frequent speaker concerning D&O liability and insurance, is 

co-author of the 1982 and 1985 Supplements to Knepper, "Liability 

of Corporate Officers and Directors", (Allen Smith 1978) and is a 

contributing author to "Handbook of Corporate Directors" (McGraw- 

Hill 1985). He and his firm are also frequently called upon to 

advise corporations and their directors in connection with 

significant corporate decisions.



Following Dan Bailey's article, we will share our insights on 

developments in the insurance marketplace. The second article 

discusses D&O coverages and other important considerations. Our 

final article discusses alternatives to traditional insurance 

programs. This brochure offers an overview of our broad 

experience with this important coverage . We hope that your 

corporation and its directors and officers will benefit from 

these ideas.

( 4 )



LIABILITY OF DIRECTORS AND OFFICERS

By Dan A. B a i l e y  

HISTORICAL OVERVIEW

H i s t o r i c a l l y ,  p e o p l e  have v iewed b e i n g  a member o f  a com­
p a n y ' s  Board o f  D i r e c t o r s  a s  an hono r  w i t h  few s i g n i f i c a n t  
r e s p o n s i b i l i t i e s .  However, t h e  e x p l o s i o n  o f  l i t i g a t i o n  
a g a i n s t  d i r e c t o r s  and o f f i c e r s  i n  t h e  l a s t  f i v e  y e a r s  
d em o n s t r a t e s  t h e  i n a c c u r a c y  o f  t h o s e  p e r c e p t i o n s .  Even i f  
a d i r e c t o r  o r  o f f i c e r  i s  o n l y  a f i g u r e h e a d  o r  p u p p e t  o f  
i n s i d e  management, he o r  sh e  may be p e r s o n a l l y  l i a b l e  f o r  
l o s s e s  o f  t h e  company, i t s  s h a r e h o l d e r s  and even  t h i r d  
p a r t i e s .
The f o l l o w i n g  examp le s  o f  r e c e n t  s e t t l e m e n t s  and d e c i s i o n s  
i n  d i r e c t o r  and o f f i c e r  l i a b i l i t y  c a s e s  d em o n s t r a t e  t h e  
r e a l i t y  and p o s s i b l e  m agn i tud e  o f  t h i s  r i s k :

-  A $110 m i l l i o n  s e t t l e m e n t  judgment  a g a i n s t  f i v e  fo rm e r  
d i r e c t o r s  and  o f f i c e r s  o f  S e a f i r s t  C o r p o r a t i o n .  S e a -  
f i r s t ,  a bank h o l d i n g  company, f i l e d  t h e  l a w s u i t  a f t e r  
i t  was a c q u i r e d  by Bank America C o r p o r a t i o n  and  a l l e g e d  
t h a t  t h e  B a n k ' s  huge l o s s e s  f rom en e rg y  l o a n  p a r t i c i p a ­

t i o n s  w i t h  Penn Squa re  Bank were c a u s e d  by t h e  m i s c o n ­

d u c t  o f  t h e  d e f e n d a n t s , .  I n  t h e  s e t t l e m e n t ,  t h e  d e f e n ­
d a n t s  were a b l e  t o  l i m i t  t h e i r  l i a b i l i t y  t o  t h e  p r o c e e d s  
o f  S e a f i r s t ' s  DSO i n s u r a n c e  p o l i c i e s  -  a t o t a l  o f  $70 
m i l l i o n .



-  A $32 .5  m i l l i o n  s e t t l e m e n t  i n  a s h a r e h o l d e r ' s  d e r i v a t i v e  

a c t i o n  a g a i n s t  s ev en  s e n i o r  o f f i c e r s  o f  Chase Manha t tan  
Bank, a h o l d i n g  company, and Chase Manha t tan  Bank o f  New 
York . The l a w s u i t  a l l e g e d  t h a t  t h e  h o l d i n g  company and 
t h e  bank i n c u r r e d  l o s s e s  due t o  t h e  d e f e n d a n t s '  n e g l i ­
g e n t  b r e a c h  o f  f i d u c i a r y  d u t y  and w a s t e  o f  c o r p o r a t e  
a s s e t s  i n  t r a n s a c t i o n s  w i t h  Penn Squa re  Bank and 
D ry s d a l e  Gove rnmen ta l  S e c u r i t i e s ,  I n c .  D&O i n s u r a n c e  
p r o c e e d s  funded  t h e  f u l l  amount o f  t h e  s e t t l e m e n t .

-■ A $23 .5  m i l l i o n  s e t t l e m e n t  i n  a s h a r e h o l d e r  c l a s s  a c t i o n  
l a w s u i t  a g a i n s t  t h e  d i r e c t o r s  o f  T ran s  Union C o rp o r a ­
t i o n .  The s e t t l e m e n t  f o l l o w e d  a r u l i n g  by t h e  Delaware  
Supreme C ou r t  t h a t  t h e  d i r e c t o r s  b r e a c h e d  t h e i r  f i d u c i ­
a r y  d u t i e s  i n  a p p ro v in g  t h e  m e rge r  o f  t h e  company. D&O 
i n s u r e r s  p a i d  o n ly  $10 m i l l i o n  o f  t h i s  amount .

-  A $20 m i l l i o n  s e t t l e m e n t  i n  a l a w s u i t  a g a i n s t  t h e  d i r e c ­
t o r s  o f  R ev lo n ,  I n c .  The s e t t l e m e n t  f o l l ow e d  a r u l i n g  
by t h e  De laware  Supreme C ou r t  t h a t  t h e  d i r e c t o r s  
b r e a c h e d  t h e i r  f i d u c i a r y  d u t y  by i s s u i n g  a " l o c k  up" 
o p t i o n  t o  a "w h i t e  k n i g h t "  d u r i n g  a h o s t i l e  t a k e o v e r  b i d  
f o r  a c o n t r o l l i n g  i n t e r e s t  i n  R ev lon .
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C o u r t s ,  l e g i s l a t u r e s ,  r e g u l a t o r y  a g e n c i e s ,  s h a r e h o l d e r s  and 

*• even t h e  p u b l i c  i n  g e n e r a l  a r e  a l l  i n c r e a s i n g  t h e i r  e x p e c ­

t a t i o n s  c o n c e r n i n g  <-,he c o n d u c t  and i n t e g r _ t y  o f  c o r p o r a t e  
management .  As c o r p o r a t e  management becomes aware o f  t h i s  
phenomenon and t h e  p o t e n t i a l  l i a b i l i t y  a r i s i n g  from t h e s e  
i n c r e a s e d  s t a n d a r d s ,  c o r p o r a t i o n s  a r e  f i n d i n g  i t  more d i f ­
f i c u l t  t o  a t t r a c t  q u a l i t y  d i r e c t o r s .
To d e a l  w i t h  t h i s  p ro b l em ,  c o r p o r a t i o n s  must p r o v i d e  
e f f e c t i v e  l o s s  p r e v e n t i o n  p r o c e d u r e s  and f i n a n c i a l  
p r o t e c t i o n  t e c h n i q u e s .  J u s t  a s  b u s i n e s s e s  c a r e f u l l y  s c r e e n  
t h e i r  p r em i s e s  f o r  p o t e n t i a l  f i r e  and t h e f t  h a z a r d s ,  so  t o o  
must t h e y  look  a t  ways t o  p r e v e n t  D&O l i a b i l i t y  p ro b l em s .

I I .  LOSS PREVENTION
The b e s t  r i s k  management p rog ram  i s  t h e  one t h a t  a v o id s  
c l a im s  e n t i r e l y .  A l th ough  su ch  a wor thy  g o a l  i s  p r a c t i c a l ­
l y  im p o s s i b l e  i n  t o d a y ' s  l i t i g i o u s  s o c i e t y ,  c o r p o r a t i o n s  
can  t a k e  p r e c a u t i o n s  t o  r e d u c e  t h e  r i s k  o f  p e r s o n a l  l i a b i l ­
i t y  o f  d i r e c t o r s  and o f f i c e r s .  We w i l l  d i s c u s s  f o u r  a r e a s  
t o  c o v e r  i n  you r  company.

A. Know Your L eg a l  R e s p o n s i b i l i t i e s
B e fo r e  manage rs  c an  a d e q u a t e l y  f u l f i l l  t h e i r  l e g a l  
r e s p o n s i b i l i t i e s ,  t h e y  must i d e n t i f y  and u n d e r s t a n d  

t h o s e  r e s p o n s i b i l i t i e s .  I n  t o d a y ' s  l e g a l  e n v i r o nm en t ,  
t h a t  i s  n o t  a lw ay s  an  e a s y  t a s k .  C ou r t  d e c i s i o n s  and 

s t a t u t o r y  amendments ,  a t  b o t h  s t a t e  and f e d e r a l  l e v e l s ,  
h ave  changed  f u n d am en t a l  s t a n d a r d s  f o r  d i r e c t o r s  and
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o f f i c e r s .  New t h e o r i e s  o f  l i a b i l i t y  a r e  b e in g  
c o n s t a n t l y  r a i s e d  and t e s t e d  i n  t h e  c o u r t s .  Each 
company has  a u n iqu e  s e t  o f  l e g a l  s t a n d a r d s ' t o  which 
i t s  d i r e c t o r s  and o f f i c e r s  must con fo rm / d ep end in g  
upon:

-  t h e  n a t u r e  o f  a company 's  b u s i n e s s /
-  t h e  s t a t e  o f  i t s  i n c o r p o r a t i o n ,
-  t h e  l o c a t i o n s  where i t  t r a n s a c t s  b u s i n e s s ,
-  t h e  i n d u s t r y  i n  which i t  c om pe te s ,
-  t h e  te rm s  o f  i t s  a r t i c l e s  o f  i n c o r p o r a t i o n ,  i t s  by ­

laws and o t h e r  i n t e r n a l  d ocum en t s .
S em in a r s ,  books and o t h e r  p u b l i c a t i o n s  a d d r e s s  t h e  
g e n e r a l  l e g a l  r e s p o n s i b i l i t i e s  o f  d i r e c t o r s  and o f f i ­
c e r s .  We recommend s p e c i a l i z e d  p r e s e n t a t i o n s  t o  i n d i ­
v i d u a l  b o a rd s  o f  d i r e c t o r s  and t h e i r  o f f i c e r s  t h a t  
d e s c r i b e  t h e i r  r i g h t s  and o b l i g a t i o n s .  Only i n  t h i s  
s e t t i n g  can t h e  u n iq u e  p o s t u r e  o f  a  p a r t i c u l a r  company 
and i t s  manage rs  be a d e q u a t e l y  ex am in ed ,  d i s c u s s e d  and 
u n d e r s t o o d .

B. Know Your Company

D i r e c t o r s  and o f f i c e r s  must a c t  r e a s o n a b l y ,  i n  l i g h t  o f  
a l l  t h e  c i r c u m s t a n c e s .  Managers a r e  r e q u i r e d  t o  con ­

s i d e r  a l l  r e l e v a n t  i n f o rm a t i o n  b e f o r e  a d e c i s i o n  i s  made 

and t o  m on i to r  c o n t i n u o u s l y  t h e  company ' s  a c t i v i t i e s .  
Board members s h o u ld  have an  i n t im a t e  f a m i l i a r i t y  w i t h
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t h e  company t o  f u l f i l l  t h i s  b a s i c  r e s p o n s i b i l i t y .  The 
more i n f o rm a t i o n  a manager h a s  c o n c e r n i n g  t h e  company, 
t h e  b e t t e r  q u a l i f i e d  he o r  s h e  i s  t o  make good f a i t h  
b u s i n e s s  d e c i s i o n s .

D i r e c t o r s  s h o u ld  r ev iew  a p p r o p r i a t e  r e p o r t s ,  f i n a n c i a l  
s t a t e m e n t s  and o t h e r  summaries  o f  t h e  company and i t s  
o p e r a t i o n s .  They may need  t o  condu c t  i n t e r v i e w s  and 
tough  q u e s t i o n - a n d - a n sw e r  s e s s i o n s  w i t h  o f f i c e r s ,  
employees  o r  company a g e n t s  t o  o b t a i n  a d d i t i o n a l  
i n f o rm a t i o n  o r  t o  c h a l l e n g e  a s s um p t i o n s  and 
r e com menda t io n s .

D i r e c t o r s  a r e  g e n e r a l l y  p e r m i t t e d  t o  form com m i t t e e s  
which a r e  r e s p o n s i b l e  f o r  m o n i t o r i n g  s p e c i f i c  a s p e c t s  o f  
company a f f a i r s .  Most s t a t e  c o r p o r a t i o n  s t a t u t e s  a l l o w  
d i r e c t o r s  t o  d e l e g a t e  c e r t a i n  r e s p o n s i b i l i t i e s  t o  t h e s e  
comm i t t e e s  and t o  r e l y  i n  good f a i t h  upon i n f o rm a t i o n  
p r o v id e d  by t h e s e  comm i t t e e s  a s  w e l l  a s  by o f f i c e r s ,  t h e  
company 's  a c c o u n t a n t s  and l aw y e r s ,  and o t h e r  r e l i a b l e  
e x p e r t s  who a r e  compe ten t  i n  t h e  m a t t e r s  a s s i g n e d  t o  
them.

Due t o  t h e  c om p lex i ty  o f  mos t compan ies  t o d a y ,  t h i s  t y p e  

o f  c o n t r o l l e d  d e l e g a t i o n  by t h e  b o a rd  may be t h e  o n l y  
e f f e c t i v e  way f o r  d i r e c t o r s  t o  s a t i s f y  t h e i r  d u t y  o f  due 
d i l i g e n c e .  However, d i r e c t o r s  may n o t  a b d i c a t e  t h e i r  
own r e s p o n s i b i l i t i e s  and must c o n t i n u e  t o  m on i t o r  t h o s e  
t o  whom m a t t e r s  a r e  d e l e g a t e d .
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Even w i t h  p r o p e r  d e l e g a t i o n ,  a d i r e c t o r ' s  r e s p o n s i b i l i t y  
t o  know t h e  company r e q u i r e s  t h e  d e v o t i o n  o f  s i g n i f i c a n t  
t im e  and e n e r g y .  D i r e c t o r s  r a r e l y  can  o b t a i n  t h e  
n e c e s s a r y  i n f o rm a t i o n  by m e re ly  a t t e n d i n g  a b r i e f  
m on th ly  o r  q u a r t e r l y  b o a rd  m e e t i n g .  For t h i s  r e a s o n ,  
some o u t s i d e  d i r e c t o r s  a r e  now w i s e l y  c h o o s in g  t o  s e r v e  
on f ewe r  b o a r d s ,  t h u s  p e r m i t t i n g  them more t im e  t o  s e r v e  
p r o p e r l y  t h e  r em a in in g  com pan ie s .  As a r u l e  o f  thumb, a 
d i r e c t o r  w i l l  need t o  spend  3 t o  5 h o u r s  o f  p r e p a r a t i o n
f o r  e ach  hou r  o f  b o a rd  m e e t i n g s .

Some d i r e c t o r s  b e l i e v e  t h a t  t h e y  may e s c a p e  l i a b i l i t y  i f  
t h e y  become a c o n s u l t a n t  t o  t h e  company r a t h e r  t h a n  a 
d i r e c t o r .  Each company s h o u ld  exam ine s u c h  an a p p r o a c h  
c a r e f u l l y  from a l e g a l  and a o u s i n e s s  v i ew p o i n t  b e f o r e  
u n d e r t a k i n g  i t .  I f  t h e  " c o n s u l t a n t "  r em a in s  a c t i v e  i n  
t h e  m o n i t o r i n g  p r o c e s s  and  c o n t i n u e s  t o  h ave  s i g n i f i c a n t  
i n p u t  i n  t h e  d e c i s i o n -m a k i n g  p r o c e s s ,  t h e  c o u r t s  may 
t r e a t  him o r  h e r  a s  a  de f a c t o  d i r e c t o r  f o r  l i a b i l i t y  

p u r p o s e s .  I f  h e / s h e  becomes removed f rom t h e  m o n i t o r i n g  
and  d e c i s i o n  making p r o c e s s ,  t h e  company w i l l  l o s e  a 
v a l u a b l e ,  i n d e p e n d e n t  r e s o u r c e .

Av o id  C o n f l i c t s  o f  I n t e r e s t

D i r e c t o r s  and' o f f i c e r s  h ave  a d u t y  o f  l o y a l t y  t o  t h e i r
company. They a r e  p r o h i b i t e d  f rom  en g ag in g  i n  p e r s o n a l
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a c t i v i t i e s  which would i n j u r e  o r  t a k e  a d v a n t a g e  o f  t h e  
company* When p o s s i b l e ,  m anage rs  s h o u ld  a v o i d  b e i n g  
p l a c e d  i n  a s i t u a t i o n  where t h e i r  p e r s o n a l  i n t e r e s t  may, 
o r  a p p e a r s  t o ,  c o n f l i c t  w i t h  t h e  b e s t  i n t e r e s t s  o f  t h e  
company.

In  s i t u a t i o n s  where a c o n f l i c t  c a n n o t  be a v o i d e d ,  p rompt 
and com p le t e  d i s c l o s u r e  t o  t h e  r e s t  o f  t h e  b o a rd  o f  a l l  
m a t e r i a l  i n f o rm a t i o n  c o n c e r n i n g  t h e  c o n f l i c t  s h o u l d  be 
made. T h e r e a f t e r ,  t h e  b o a rd  s h o u l d  e x c l u d e  t h e  p e r s o n  
w i t h  t h e  c o n f l i c t  from f u r t h e r  d i s c u s s i o n  o r  d e c i s i o n ­
making on t h a t  s u b j e c t .

Management s h o u ld  c l o s e l y  g u a r d  a l l  c o n f i d e n t i a l  i n f o r ­
m a t i o n .  A d i r e c t o r  o r  o f f i c e r  who d i s c l o s e s  s u c h  i n ­
f o rm a t i o n  t o  a t h i r d  p a r t y  may be p e r s o n a l l y  l i a b l e  f o r  
t h e  t h i r d  p a r t y ' s  u s e  o f  t h e  i n f o rm a t i o n  t o  t h e  d i s ­
a d v a n t a g e  o f  t h e  company> C o n f i d e n t i a l  i n f o rm a t i o n  
s h o u ld  be c l e a r l y  i d e n t i f i e d  a s  such  and t r e a t e d  a c c o r d ­
i n g l y .

A n t i c i p a t e  L i t i g a t i o n

When p e r f o rm in g  t h e i r  f u n c t i o n s ,  d i r e c t o r s  and o f f i c e r s  
s h o u l d  a lw ay s  a n t i c i p a t e  t h e  p o s s i b i l i t y  t h a t  l i t i g a t i o n  
may a r i s e  o u t  o f  t h e i r  c o n d u c t .  Boa rd s  must c a r e f u l l y  
document t h e i r  a c t i v i t i e s  t o  e s t a b l i s h  t h a t  t h e  d i r e c t o r  
o r  o f f i c e r  a c t e d  p r o p e r l y .  D ocum en ta t io n  s h d ' 1 1



created and maintained to evidence what was done, 

considered, reviewed, or rejected and the reasons for 

each.

Managers should document what advice or information was

given to them and by whom. Where appropriate, reports

should be submitted in writing and provided to each

director. Directors and officers should utilize their

opportunities to provide evidence that no misconduct

occurred. All written material should be prepared with

the expectation that it will be closely scrutinized in

the future for evidence of wrongdoing.
«

1
*, The most important documents prepared by the Board are

its minutes. Directors should carefully review the 

minutes to ensure that they accurately reflect what 

occurred at each meeting, what decisions were made, and 

what vote or other involvement each director had. Each 

direct: ~ hould independently maintain, for several 

years, z complete file of all minutes and other relevant 

documents,

III. INDEMNIFICATION

Potential lawsuits cannot be avoided altogether, and sound 

protection is still important. One method by which a com­

pany may protect its officers and directors is to indemnify 

them for expenses' and losses arising out of their activities 

as officers and directors. Today all fifty states, the
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D i s t r i c t  o f  Co lumbia ,  P u e r t o  R ico  and t h e  V i r g i n  I s l a n d s  
■•have e n a c t e d  some form o f  s t a t u t e  e i t h e r  p e r m i t t i n g  o r  
r e q u i r i n g  compan ies  t o  in d em n i f y  o f f i c e r s  and d i r e c t o r s  
u nd e r  c e r t a i n  c i r c u m s t a n c e s .

D e s p i t e  r e l a t i v e l y  b ro ad  s t a t u t o r y  a u t h o r i z a t i o n ,  i n d em n i ­
f y i n g  d i r e c t o r s  and o f f i c e r s  does  n o t  f i n a n c i a l l y  p r o t e c t  
them i n  some s i g n i f i c a n t  s i t u a t i o n s ,  such  a s  t h e  f o l l o w i n g :

1 . Most s t a t e  s t a t u t e s  p r o h i b i t  company i n d e m n i f i c a t i o n  f o r  
judgm en ts  and s e t t l e m e n t s  i n  d e r i v a t i v e  s u i t s  o r  s u i t s  
b r o u g h t  by t h e  company. T h i s  r u l e  i s  i n t e n d e d  t o  a v o i d  
t h e  c i r c u l a r i t y  which would r e s u l t  i f  f u n d s  r e c e i v e d  by 
t h e  company were s im p ly  r e t u r n e d  t o  t h e  p e r s o n  who p a i d  
them . Companies c a n ,  however ,  n o rm a l l y  in d em n i f y  
d i r e c t o r s  and o f f i c e r s  f o r  d e f e n s e  c o s t s  a l t h o u g h  t h e y  
may need  c o u r t  a p p r o v a l .  A few s t a t e s ,  s u ch  a s  New 
York , I n d i a n a  and P e n n s y l v a n i a ,  have r e c e n t l y  e n a c t e d  
s t a t u t e s  which r e du c e  o r  e l im i n a t e  r e s t r i c t i o n s  on 
i n d em n i f y i n g  t h e s e  c l a im s .

2. P u b l i c  p o l i c y  may p r e c l u d e  i n d e m n i f i c a t i o n  a g a i n s t  
c l a im s  unde r  t h e  r e g i s t r a t i o n  and a n t i - f r a u d  p r o v i s i o n s  
o f  t h e  f e d e r a l  s e c u r i t i e s  a c t s .  The SEC's l o n g - s t a n d i n g  
v iew  i s  t h a t  such  i n d e m n i f i c a t i o n  i s  a g a i n s t  p u b l i c  
p o l i c y  and u n e n f o r c e a b l e .
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3. I f  t h e  company h a s  n o t  a d o p t e d  a manda to ry  
i n d e m n i f i c a t i o n  p r o v i s i o n ,  i t  may choose  n o t  t o  
i n d em n i f y  a d i r e c t o r  o r  o f f i c e r .  Even i f  such  a 
m anda to ry  p r o v i s i o n  h as  been  a d o p t e d ,  t h e  c u r r e n t  b o a rd  
o r  s h a r e h o l d e r s  may amend t h e  p r o v i s i o n  and r e f u s e  t o  
i n d em n i f y .  T h i s  s i t u a t i o n  c o u ld  a r i s e ,  among o t h e r  
t im e s ,  i n  t h e  a f t e rm a t h  o f  a h o s t i l e  t a k e o v e r .

4 .  A company may be f i n a n c i a l l y  u n a b l e  t o  fund t h e  indem­
n i f i c a t i o n ,  e i t h e r  b e c a u s e  o f  i n s o l v e n c y  o r  c a s h  f l ow  
r e s t r a i n t s .

The f i r s t  two o f  t h e s e  d e f i c i e n c i e s  i n  i n d e m n i f i c a t i o n  
p r o t e c t i o n  (where a p p l i c a b l e )  a r e  i n h e r e n t  and compan ies  
c a n n o t  r e c t i f y  them w i t h o u t  l e g i s l a t i o n  o r  a d d i t i o n a l  
j u d i c i a l  d e c i s i o n s .  However, t h e  r em a in in g  two d e f i c i e n c i e s  
may, t o  v a r y i n g  d e g r e e s ,  be improved w i th  a p p r o p r i a t e  a c t i o n  
by t h e  company. We w i l l  d i s c u s s  t h r e e  methods by wh ich  a 
company can maximize i t s  i n d e m n i f i c a t i o n  p r o t e c t i o n .

A. B road ,  Manda to ry  I n t e r n a l  I n d e m n i f i c a t i o n  P r o v i s i o n s

I n  s t a t e s  where t h e  i n d e m n i f i c a t i o n  s t a t u t e  i s  n o t  
e x c l u s i v e  ( i . e .  where compan ie s  may in d em n i fy  beyond t h e  
e x p r e s s  b o u n d a r i e s  o f  t h e  s t a t u t e ) ,  compan ies  may a d o p t  
p r o v i s i o n s  i n  t h e i r  c e r t i f i c a t e  o f  i n c o r p o r a t i o n  o r  by­
laws which expand t h e  s t a t u t e ' s  s cope  and p r o t e c t i o n .  
F r e q u e n t l y ,  t h e s e  i n t e r n a l  p r o v i s i o n s  mandate 
i n d e m n i f i c a t i o n  t o  t h e  f u l l  e x t e n t  p e rm i t t e d  by law .



Sometimes compan ies  have i n t e r n a l  p r o v i s i o n s  which were 
a d o p t e d  y e a r s  ago and have n o t  been u p d a t e d .  These 
compan ies  s h o u l d  condu c t  p e r i o d i c ,  t h o ro ugh  ' r e v iew s  o f  
t h e i r  i n d e m n i f i c a t i o n  p r o t e c t i o n  t o  a s s u r e  i t  a g r e e s  
w i t h  c u r r e n t  l e g a l  r e q u i r e m e n t s  and t h e  company 's  
d e s i r e s .

B. I n d e m n i f i c a t i o n  C o n t r a c t s

Even i f  t h e  i n t e r n a l  p r o v i s i o n s  p r o v i d e  d i r e c t o r s  w i t h  
t h e  b r o a d e s t  p o s s i b l e  i n d e m n i f i c a t i o n  p r o t e c t i o n ,  t h e r e  
i s  no a s s u r a n c e  t h o s e  p r o v i s i o n s  w i l l  r em a in  unchanged  
i n  t h e  f u t u r e .  For ex amp le ,  f o l l o w i n g  a  h o s t i l e  
t a k e o v e r ,  t h e  new management o f  t h e  company may choo se  
t o  r e du c e  o r  e l im i n a t e  p r o t e c t i o n  f o r  p r i o r  management .

Some compan ies  have a t t em p t e d  t o  s o l v e  t h i s  p rob lem  by 
e n t e r i n g  i n t o  i n d e m n i f i c a t i o n  c o n t r a c t s  w i t h  t h e i r  
d i r e c t o r s  and  o f f i c e r s .  The company c o n t r a c t u a l l y  
a g r e e s  t o  p r o v i d e  s p e c i f i c  i n d e m n i f i c a t i o n  p r o t e c t i o n .  

A l th ough  t h e  l e g a l  e f f e c t  o f  such  c o n t r a c t s  i s  u n c e r t a i n  
and may v a r y  f rom s t a t e  t o  s t a t e ,  t h e y  do c r e a t e  a t  
l e a s t  t h e  p o s s i b i l i t y  o f  p r o t e c t i n g  d i r e c t o r s  and 
o f f i c e r s  f rom f u t u r e  ch ange s  t o  t h e i r  p e r s o n a l  i n d em n i ­
f i c a t i o n  p r o t e c t i o n .
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To p r e v e n t  p r o l o n g e d  l i t i g a t i o n  be tween  t h e  manager and 
t h e  company o v e r  t h e  t e rm s  and  l e g a l  e f f e c t  o f  such  a 
c o n t r a c t ,  i t  can  i n c l u d e  a m an d a to ry ,  b i n d i n g  a r b i t r a ­
t i o n  p r o v i s i o n .  Among o t h e r  t h i n g s ,  s u ch  an a r b i t r a t i o n  
p r o v i s i o n  s h o u ld  name a p e r s o n  (o r  a method o f  s e l e c t i n g  
a  p e r s o n )  s a t i s f a c t o r y  t o  b o t h  p a r t i e s  t o  s e r v e  a s  a 
c om p e t e n t ,  d i s i n t e r e s t e d  a r b i t r a t o r .
Because  o f  t h e  s e l f - s e r v i n g  n a t u r e  o f  i n d e m n i f i c a t i o n  
c o n t r a c t s ,  most compan ie s  h ave  o b t a i n e d  p r i o r  
s h a r e h o l d e r  a p p r o v a l  o f  t h e  c o n t r a c t  t e rm s .

C. Fund ing  I n d e m n i f i c a t i o n  P r o t e c t i o n

I n d e m n i f i c a t i o n  p r o t e c t i o n  i s  o n l y  a s  good a s  t h e  com­
p a n y ' s  a b i l i t y  t o  fund  i t .  Management i s  most 
v u l n e r a b l e  when t h e  company becomes i n s o l v e n t  o r  i s  
h a v in g  f i n a n c i a l  d i f f i c u l t i e s  and i s  u n a b l e  t o  fund  

i n d e m n i f i c a t i o n .

To improve t h i s  d e f i c i e n c y ,  some compan ie s  have 
a t t e m p t e d  t o  s e c u r e  t h e i r  i n d e m n i f i c a t i o n  o b l i g a t i o n  i n  
a d v a n c e .  For examp le ,  i n d e m n i f i c a t i o n  c o n t r a c t s  may be 
s e c u r e d  w i t h  a l e t t e r  o f  c r e d i t .  A l t e r n a t i v e l y ,  a t r u s t  
which names a s  i t s  b e n e f i c i a r y  one o r  more d i r e c t o r s  and 
o f f i c e r s  and which p r o v i d e s  p r o t e c t i o n  e s s e n t i a l l y  
e q u i v a l e n t  t o  i n d e m n i f i c a t i o n  may be e s t a b l i s h e d  and 
fu n d ed .



It is uncertain whether a company can adequately shield 

special funds and trusts from its general creditors to 

provide the intended protection. The company must 

examine each arrangement in light of applicable state 

law and the company's unique circumstances to determine 

if it is appropriate and likely to achieve the desired 

result.

IV. NEW LEGISLATION

Finally, another area that all companies should watch 

closely are the modifications in various state 

statutes. In response to the highly publicized "D&O 

liability crisis", some state legislatures have recently 

amended their corporation laws to provide relief from 

civil liability for directors and officers and to 

broaden the scope of corporate indemnification. Some of 

these enactments are innovative and make substantial 

changes in former laws. Others merely seek to transform 

obsolete statutes into more current, generally used 

forms.

Some of these recent amendments are self-executing and 

require no action by the company to utilize the benefits 

of the legislation. A few states, such as Delaware, 

require affirmative action by the company. We will 

review the new Delaware provisions in some detail since 

so many businesses are incorporated there. However,
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s e v e r a l  o t h e r  s t a t e s ,  i n c l u d i n g  I n d i a n a  and Oh io ,  h ave  
e n a c t e d  s t a t u t e s  which p r o v i d e  s i g n i f i c a n t l y  g r e a t e r  
p r o t e c t i o n  t h a n  t h e  D e lawa re  s t a t u t e .  Depend ing upon 
t h e  s t a t e  i n  which a company i s  i n c o r p o r a t e d ,  t h e s e  new 
s t a t u t e s  may p r o v i d e  e x t r a o r d i n a r y  p r o t e c t i o n  t o  
d i r e c t o r s  a g a i n s t  s t a t e  law c l a im s  and t h e y  s h o u ld  be 
c l o s e l y  exam ined .

The Delaware B i l l

Delaware S e n a t e  B i l l  No. 533 was e n a c t e d  i n t o  law  e f f e c t i v e  
J u l y  1 , 1986. The amendments a u t h o r i z e  c o r p o r a t i o n s  t o  
l i m i t  o r  e l im i n a t e  c e r t a i n  t y p e s  o f  d i r e c t o r  ( b u t  n o t  
o f f i c e r )  l i a b i l i t y  and a l s o  c l a r i f y  c e r t a i n  i s s u e s  r e l a t i n g  
t o  i n d e m n i f i c a t i o n  f o r  d i r e c t o r s  and o f f i c e r s .

The amendments r e l a t i n g  t o  d i r e c t o r  and o f f i c e r  l i a b i l i t y  
( a s  opposed  t o  i n d e m n i f i c a t i o n )  a r e  e n a b l i n g  i n  n a t u r e .
T h i s  means t h a t  t h e y  a r e  n o t  a p p l i c a b l e  u n l e s s  and u n t i l  t h e  

s h a r e h o l d e r s  o f  a p a r t i c u l a r  c o r p o r a t i o n  a p p ro v e  a c h a r t e r  

amendment c o n s i s t e n t  w i t h  t h e  new l e g i s l a t i o n .  Such a 

c h a r t e r  amendment can  e i t h e r  be w r i t t e n  b r o a d l y  t o  e l i m i n a t e  
the- l i a b i l i t y  f o r  c e r t a i n  b r e a c h e s  o f  a d i r e c t o r ' s  d u t y  o f  
c a r e ,  o r  can  be w r i t t e n  more n a r r o w ly  by impos ing  
l i m i t a t i o n s  on su ch  l i a b i l i t y .  I f  t h e  c o r p o r a t i o n  c h o o s e s  t o  
m e r e ly  l i m i t  t h e  l i a b i l i t y ,  i t  c o u l d ,  f o r  ex amp le ,  c r e a t e  an 
i n d i v i d u a l  o r  c o l l e c t i v e  "cap "  on d i r e c t o r  l i a b i l i t y .  The 
c o r p o r a t i o n  c o u ld  a l s o  c o n d i t i o n  r e c o v e r y  from a d i r e c t o r
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upon t h e  p l a i n t i f f  t a k i n g  s p e c i f i c  a c t i o n ,  o r  c o u ld  l i m i t  
d i r e c t o r  l i a b i l i t y  i n  c o n n e c t i o n  w i t h  some m a t t e r s  b u t  no t  
o t h e r s .

T h i s  e n a b l i n g  l e g i s l a t i o n  i s  somewhat r e s t r i c t i v e  and does  
n o t  p e rm i t  t h e  e l im i n a t i o n  o r  l i m i t a t i o n  o f  d i r e c t o r  l i a ­
b i l i t y  i n  a number o f  a r e a s ,  i n c l u d i n g  t h e  f o l l o w i n g :

a )  any b r e a c h  o f  t h e  d i r e c t o r ' s  d u t y  o f  l o y a l t y  t o  t h e  
c o r p o r a t i o »  or i t s  s t o c k h o l d e r s ;

u) a c t s  o r  om i s s i o n s  n o t  i n  good f a i t h  o r  wh ich  i n v o l v e  
i n t e n t i o n a l  m i s c o n du c t  o r  a knowing v i o l a t i o n  o f  law ;

c) t h e  payment o f  u n l aw fu l  d i v i d e n d s  o r  u n l aw fu l  s t o c k  
r e p u r c h a s e s  o r  r e d em p t i o n s ;

d) any t r a n s a c t i o n  f rom which t h e  d i r e c t o r  d e r i v e d  an 
im p rop e r  p e r s o n a l  b e n e f i t ;

e) l i a b i l i t y  t o  any p e r s o n  o t h e r  t h a n  t h e  c o r p o r a t i o n  o r  
i t s  s t o c k h o l d e r s ;

f )  c l a im s  f o r  non-mone ta ry , .  e q u i t a b l e  r e l i e f ,  s u ch  as  
c l a im s  f o r  an i n j u n c t i o n  o r  r e s c i s s i o n ;  o r

g) l i a b i l i t y  f o r  f e d e r a l  s t a t u t o r y  v i o l a t i o n s ,  i n c l u d i n g  
v i o l a t i o n s  o f  RICO and t h e  f e d e r a l  s e c u r i t i e s  l aw s .
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When exam in ing  t h e  p o t e n t i a l  b e n e f i t s  o f  a c h a r t e r  amend­

m en t ,  one s h o u l d  r e a l i z e  t h a t  s u c h  an  amendment may p r o v i d e  
l i t t l e  p r o t e c t i o n  f o r  d i r e c t o r  l i a b i l i t y  a r i s i n g  o u t  o f  a 
t a k e o v e r  s i t u a t i o n .  Most l a w s u i t s  f i l e d  a g a i n s t  d i r e c t o r s  
i n  t h a t  s i t u a t i o n  a l l e g e ,  o r  c o u ld  e a s i l y  a l l e g e ,  a b r e a c h  
o f  t h e  d i r e c t o r ' s  d u t y  o f  l o y a l t y ,  r a t h e r  th a n  t h e  d u ty  o f  
c a r e .  By c a r e f u l l y  d r a f t i n g  a c om p l a i n t  w i t h  t h i s  new 
l e g i s l a t i o n  i n  m ind , p l a i n t i f f s  may be a b l e  t o  c i r c um v e n t  
t h e  l i a b i l i t y  l i m i t a t i o n  c o n t a i n e d  w i t h i n  t h e  c h a r t e r  
amendment.

The a d o p t i o n  o f  a c h a r t e r  amendment c o n s i s t e n t  w i t h  t h i s  new 
l e g i s l a t i o n  may r e s u l t  i n  a l i m i t e d  e x p a n s i o n  o f  t h e  
B u s i n e s s  Judgment R u l e .  As n o t e d  ab o v e ,  t h e  new l e g i s l a t i o n  
a p p l i e s  o n ly  t o  a d i r e c t o r ' s  d u t y  o f  c a r e ,  which i s  one o f  
s e v e r a l  e lemen t ' -  o f  t h e  B u s i n e s s  Judgmen t  R u l e .  A l th ough  a 
c h a r t e r  amendment may e f f e c t i v e l y  e l i m i n a t e  t h e  " c a r e "  
e l em en t  f rom t h e  R u le  ( s u b j e c t  t o  t h e  s t a t u t o r y  l i m i t a t i o n s  
summarized  a b o v e ) ,  t h e  r e m a i i i n g  e l em e n t s  o f  t h e  Ru le 

c o n t i n u e  t o  a p p l y .  Fo r  ex amp le ,  t h e  Ru le  w i l l  s t i l l  r e q u i r e  
good f a i t h ,  and a r e a s o n a b l e  b e l i e f  t h a t  t h e  b e s t  i n t e r e s t s  
o f  t h e  c o r p o r a t i o n  and i t s  s t o c k h o l d e r s  a r e  b e in g  s e r v e d ,  a s  
w e l l  a s  t h e  a b s e n c e  o f  p e r s o n a l  i n t e r e s t  o r  s e l f - d e a l i n g .

I n  summary, t h e  new l e g i s l a t i o n  p r o v i d e s  some a d d i t i o n a l  
p r o t e c t i o n  f o r  a  d i r e c t o r  i f  t h e  c o r p o r a t i o n ' s  s h a r e h o l d e r s  
a p p ro v e  an a p p r o p r i a t e  c h a r t e r  amendment. However, t h e

( 2 0 )



s cope  o f  t h i s  a d d i t i o n a l  p r o t e c t i o n  i s  somewhat l im i t e d  and 
w i l l  depend  upon t h e  l a n g u ag e  o f  t h e  c h a r t e r  amendment 
a d o p t e d  by each  c o r p o r a t i o n .  T h i s  law does  n o t  i n  any s e n s e  
p r o v i d e  a b s o l u t e  immunity f o r  d i r e c t o r  l i a b i l i t y ,  even when 
t h e  d i r e c t o r ' s  m i s c ondu c t  i s  m e r e l y  n e g l i g e n t  i n  n a t u r e .

The r e  w i l l  l i k e l y  be c o n s i d e r a b l e  u n c e r t a i n t y  a s  t o  t h e  
meaning and e f f e c t  o f  t h e s e  ch ange s  u n t i l  c o u r t s  i n t e r p r e t  
t h e  l e g i s l a t i o n  and t h e  a d o p t e d  c h a r t e r  amendments .  These  
i n t e r p r e t a t i o n s  and j u d i c i a l  c l a r i f i c a t i o n s  a r e  s e v e r a l  
y e a r s  away, a t  b e s t .  While im p e r f e c t ,  t h e s e  new laws can  
o f f e r  im p o r t a n t  p r o t e c t i o n  t o  d i r e c t o r s ,  and compan ies  

s h o u l d  p rom p t ly  e v a l u a t e  them and t a k e  f u l l  a d v a n t a g e  o f  
t h e i r  b e n e f i t s .

SUMMARY

The l i a b i l i t y  e x p o su r e  o f  d i r e c t o r s  and o f f i c e r s  has  n e v e r  
been  g r e a t e r .  The f r e q u e n c y  and m agn i tud e  o f  l a w s u i t s ,  
s e t t l e m e n t s  and judgmen ts  a r e  a t  u n p r e c e d e n t e d  l e v e l s .  

E x t e n s i v e  p u b l i c i t y  o f  t h i s  l i a b i l i t y  c r i s i s  h a s  c a u s e d  a 
j u s t i f i a b l e  a l a rm  and ,  i n  some i n s t a n c e s ,  r e s i g n a t i o n s  o f  
d i r e c t o r s  and o f f i c e r s .

We have summarized  some o f  t h e  more im p o r t a n t  s e l f - p r o t e c ­
t i o n  o p t i o n s  a v a i l a b l e  t o  r e d u c e  t h i s  l i a b i l i t y  e x p o s u r e  and  
c o n c e r n .  N o n e t h e l e s s ,  any a l t e r n a t i v e s  must be c l o s e l y  
examined by e a ch  company, i t s  manage rs  and i t s  l e g a l  c o u n s e l
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xn l i g h t  o f  t h e  u n iq u e  c i r c u m s t a n c e s  o f  t h a t  company and t h e  
l e g a l  framework i n  which i t  e x i s t s  and o p e r a t e s .
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INSURANCE FOR DIRECTORS AND OFFICERS 

The p r e v i o u s  s e c t i o n  d i s c u s s e d  t o d a y ' s  l e g a l  e n v i r o nm en t /  a s  w e l l  

as  t e c h n i q u e s  wh ich  c an  r e d u c e  t h e  p o t e n t i a l  f o r  d i r e c t o r s  and 
o f f i c e r s  l i a b i l i t y  c l a im s .  Even t h e  b e s t  r u n  compan ies  c a n n o t  
a l t o g e t h e r  e l i m i n a t e  such  l a w s u i t s ,  and sound p r o t e c t i o n  i s  s t i l l  
im p o r t a n t .  A dequa te  c o v e r a g e  to d ay  r e q u i r e s  a c c e s s  t o ,  and 
knowledge o f ,  w o r ld  i n s u r a n c e  m a r k e t s .  Cove rage  i s  o f t e n  
d i f f i c u l t  t o  o b t a i n ,  and n e g o t i a t i o n s  r e q u i r e  an e x p e r i e n c e d  
s t a f f .

F u r t h e rm o r e ,  p o l i c y  fo rms have changed d r a m a t i c a l l y  i n  r e c e n t  
y e a r s ,  and l i t t l e  u n i f o rm i t y  e x i s t s .  A company c a n n o t  d e t e rm in e  
t h e  q u a l i t y  o f  p r o t e c t i o n  a f f o r d e d  by a d i r e c t o r s  and o f f i c e r s  
p o l i c y  s o l e l y  by i t s  p r i c e ,  o r  t h e  d o l l a r  amount o f  t h e  p o l i c y  
l i m i t s .  For ex amp le ,  b u y e r s  need t o  c o n s i d e r :

0 p o l i c y  l a n g u a g e  
0 d e d u c t i b l e  amounts  
0 t h e  d i s c o v e r y  p e r i o d  
0 t h e  s t a b i l i t y  o f  t h e  i n s u r e r
0 new r e s t r i c t i o n s ,  s u ch  a s  e x c l u s i o n s  f o r  m e rg e r s  and 

a c q u i s i t i o n s ,  " i n s u r e d  v e r s u s  i n s u r e d "  c l a im s ,  and t h e  
f a i l u r e  t o  m a i n t a i n  a d e q u a t e  i n s u r a n c e .

Because p o l i c y  fo rms c o n t i n u e  t o  ch ange ,  RBH's R e s e a r c h  and 
P la n n in g  d e p a r tm e n t  r e g u l a r l y  c o n d u c t s  p o l i c y  c om pa r i s o n s  t o  
a s s i s t  c l i e n t s  i n  s e l e c t i n g  t h e  a p p r o p r i a t e  i n s u r e r  and 
co v e r a g e .  S p e c i a l i z e d  e x p e r t i s e  i s  more im p o r t a n t  t h a n  ev e r  
b e f o r e .
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;,The f o l l o w i n g  p ag e s  p r o v i d e  a b r i e f  o v e rv iew  o f  s e v e r a l  im p o r t a n t  
c h a r a c t e r i s t i c s  o f  D&O p o l i c i e s ,  i n c l u d i n g  t h e  c l a im  r e p o r t i n g  
f e a t u r e s ,  p o l i c y  c o v e r a g e s  and t h e  impac t  o f  a p p l i c a b l e  l aw s .

The Form

A l l  D&O p o l i c i e s  a r e  w r i t t e n  on a c l a im s -m ade  b a s i s ,  which means 
t h a t  t h e  s u bm i s s i o n  o f  a c l a im  t r i g g e r s  c o v e r a g e ,  r a t h e r  t h a n  t h e  
o c c u r r e n c e  which l e d  t o  t h e  c l a im .  The p o l i c y  i n  f o r c e  a t  t h e  
t im e  a c l a im  i s  s u b m i t t e d  r e s p o n d s  t o  t h a t  c l a im ,  a l t h o u g h  some 
D&O i n s u r e r s  may u s e  a r e t r o a c t i v e  d a t e  t o  e l im i n a t e  c l a im s  f rom 
p a s t  a c t i v i t i e s .  Cove rage  f o r  l o s s e s  f rom p r i o r  a c t i v i t i e s  i s  an 
im p o r t a n t  c o n s i d e r a t i o n  i n  e v a l u a t i n g  D&O i n s u r a n c e .

C la im s-made p o l i c i e s  a r e  c o m p l i c a t e d  and have been t h e  s u b j e c t  o f  
many i n s u r a n c e  i n d u s t r y  s em in a r s  and p u b l i c a t i o n s .  L o s s e s  mus t be 
r e p o r t e d  p rom p t ly  and p o l i c y h o l d e r s  s h o u ld  be aware o f  c o n d i t i o n s  
f o r  r e p o r t i n g  c i r c u m s t a n c e s  which may g i v e  r i s e  t o  a c l a im ,  and 
t h e  r e q u i r e m e n t s  and  a v a i l a b i l i t y  o f  t h e  " d i s c o v e r y  p e r i o d "  ( f o r  
c l a im s  r e p o r t e d  a f t e r  p o l i c y  e x p i r a t i o n ) .

C ove rage

The i n t e n d e d  i n s u r e d s  o f  a D&O p o l i c y  a r e  t h e  d i r e c t o r s  and 
o f f i c e r s ,  n o t  t h e i r  c o r p o r a t i o n  -  a f a c t  t h a t  h a s  been  t h e  s o u r c e  
o f :  r e c e n t  l i t i g a t i o n .  The c o r p o r a t i o n  i t s e l f  i s  o n l y  i n s u r e d  f o r  
t h e  w ro n g f u l  a c t s  o f  c o r p o r a t e  o f f i c i a l s  which t h e  c o r p o r a t i o n  
i n d e m n i f i e s .
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A D&O p o l i c y  c o v e r s  w rong fu l  a c t s ,  which t y p i c a l l y  i n c l u d e :  an 
a c t u a l  o r  a l l e g e d  b r e a c h  o f  d u t y ,  n e g l e c t ,  e r r o r ,  m i s s t a t em e n t ,  
om i s s i o n  o r  o t h e r  a c t  comm it ted  o r  w r o n g f u l l y  a t t em p t e d  by t h e  
i n s u r e d s .  T h i s  d e f i n i t i o n  i s  somewhat r e s t r i c t e d  by t h e  p o l i c y  
t e rm s  and c o n d i t i o n s ,  b u t  s t i l l  a p p l i e s  t o  a wide r a ng e  o f  
a c t i v i t i e s .

S t a t e  I n d e m n i f i c a t i o n  S t a t u t e s

S t a t e  s t a t u t e s  g o v e rn  t h e  i n d e m n i f i c a t i o n  :>f c o r p o r a t e  o f f i c i a l s ,  
and f o r  t h i s  r e a s o n ,  t r a d i t i o n a l  D&O p o l i c i e s  p r o v i d e  two s e p a r a t e  
c o v e r a g e s  -  c o r p o r a t e  r e im bu r s em en t  and d i r e c t  p r o t e c t i o n .  
C o r p o r a t e  r e im bu r s em en t  p ay s  a c o r p o r a t i o n  f o r  t h o s e  c l a im s  wh ich  
t h e  c o r p o r a t i o n  i s  p e r m i t t e d  o r  r e q u i r e d  t o  make on b e h a l f  o f  i t s  
d i r e c t o r s  and o f f i c e r s .  A cco rd in g  t o  i n d u s t r y  e s t i m a t e s ,  a s  much 
a s  80 o r  90% o f  a l l  D&O c l a im s  f a l l  unde r  t h e  c o r p o r a t e  

r e im bu r s em en t  s e c t i o n .

The s e co n d  c o v e r a g e  p r o v i d e s  d i r e c t  p r o t e c t i o n  t o  d i r e c t o r s  and 
o f f i c e r s  f o r  t h o s e  c l a im s  which t h e i r  compan ies  c a n n o t  o r ,  i n  some 
c a s e s ,  w i l l  n o t  r e im b u r s e .  Fo r  ex amp le ,  i n  most s t a t e s ,  compan ies  
c a n n o t  d i r e c t l y  i n d em n i f y  an  o f f i c e r  i n  a s h a r e h o l d e r ' s  d e r i v a t i v e  
s u i t  b e c a u s e  money would i n  e f f e c t  be t a k e n  f rom t h e  c o r p o r a t i o n  
t o  pay damages t o  t h e  c o r p o r a t i o n .  A l though  n o n - i n d e m n i f i a b l e  
c l a im s  make up o n l y  a sm a l l  p o r t i o n  o f  a l l  D&O c l a im s ,  t h e y  a r e  
s i g n i f i c a n t  b e c a u s e  w i t h o u t  i n s u r a n c e ,  d i r e c t o r s  c o u ld  be 
p e r s o n a l l y  l i a b l e  f o r  t h e s e  j u d gm en t s .  The im p o r t a n t  p o i n t  h e r e
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i s  t h a t  i n s u r a n c e  compan ies  a r e  u s u a l l y  a l l ow ed  t o  p r o v i d e  b r o a d e r  
p r o t e c t i o n  t h a n  can be p r o v i d e d  by t h e  c o r p o r a t i o n  a l o n e .

A d d i t i o n a l  Needs

Two o t h e r  f a c t o r s  f a v o r  t h e  p u r c h a s e  o f  d i r e c t o r s  and o f f i c e r s  
i n s u r a n c e .  The f i r s t  c o n s i d e r a t i o n  i s  t h a t  r e c e n t  c o u r t  ju d gm en t s  
have i n v o l v e d  m i l l i o n s  o f  d o l l a r s  and t h e  d e f e n s e  c o s t s  a l o n e  c a n  
s t r a i n  a company 's  r e s o u r c e s .  Such c o s t s  may be more t h a n  a 
b u s i n e s s  can  p r u d e n t l y  s e l f - i n s u r e ,  and some compan ies  may s im p ly  

be u n a b l e  t o  pay  them.
The s e c o n d  c o n s i d e r a t i o n  i s  t h a t  w h i l e  a company can l e g a l l y  
in d em n i f y  mos t c l a im s  w i t h o u t  i n s u r a n c e ,  i t  m igh t  r e f u s e  t o  do 
s o .  For ex amp le ,  f o l l o w i n g  a h o s t i l e  t a k e o v e r ,  t h e  new b o a rd  
c o u ld  c o n c e i v a b l y  r e f u s e  t o  i n d em n i fy  c l a im s  a g a i n s t  o u s t e d  b o a r d  
members .

O th e r  I n s u r a n c e  O p t i o n s

Because  o f  t h e  p r e s e n t  r e s t r i c t e d  i n s u r a n c e  m a r k e t ,  b u s i n e s s e s  

■have e x p r e s s e d  i n t e r e s t  i n  two a d d i t i o n a l  i n s u r a n c e  o p t i o n s  wh ich  

a r e  a v a i l a b l e  on a l i m i t e d  b a s i s .  They a r e :

• D i r e c t  p r o t e c t i o n  f o r  d i r e c t o r s  and  o f f i c e r s  f o r  o n l y  t h o s e  
c l a im s  which t h e  c o r p o r a t i o n  c a n n o t  r e im b u r s e  ( b e c a u s e  o f  
l e g a l  o r  f i n a n c i a l  r e a s o n s ) .  C la ims which can  l e g a l l y  be 
r e im b u r s e d  by t h e  c o r p o r a t i o n  a r e  s e l f - i n s u r e d .  Companies  
h ave  cho s en  t h i s  o p t i o n  t o  r e d u c e  t h e  c o s t  o f  D&O c o v e r a g e
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w h i l e  s t i l l  p r o v i d i n g  p r o t e c t i o n  f o r  t h o s e  c l a im s  i t  c a n n o t  

p a y .  These  p o l i c i e s  a r e  n o t  w id e ly  a v a i l a b l e .

• " F ro n t e d "  p r o g r am s ,  i n  which t h e  p o l i c y h o l d e r  a g r e e s  t o  
r e p a y  t h e  i n s u r e r  f o r  l o s s e s  i n c u r r e d  unde r  t h e  p o l i c y .
.’’‘" i l e  t h e  i n s u r e d  e v e n t u a l l y  pay s  m o s t ,  i f  n o t  a l l  l o s s e s ,

i

t h e  p r e s e n c e  o f  an  i n s u r a n c e  company i s  o f t e n  r e a s s u r i n g  t o  
c o r p o r a t e  o f f i c i a l s .  F u r t h e rm o r e ,  t h e  company can s e t t l e  
l o s s e s  a c c o r d i n g  t o  t h e  te rm s  o f  an i n s u r a n c e  c o n t r a c t .  
Companies s h o u ld  o b t a i n  l e g a l  a d v i c e  on t h e  t a x  
d e d u c t i b i l i t y  o f  premiums and t h e  payment o f  non -  

t i n d e m n i f i a b l e  c l a im s  b e c a u s e  l e g a l l y ,  t h e s e  p l a n s  may n o t  be
c o n s i d e r e d  " i n s u r a n c e . "

F r o n t i n g  i n s u r e r s  c h a rg e  a f e e  f o r  t h e i r  s e r v i c e s  and f o r  

" s t a n d i n g  b eh in d "  t h e  p o l i c y .  The p o l i c y h o l d e r s  must demon­
s t r a t e  t o  t h e  i n s u r e r  t h a t  t h e y  a r e  c a p a b l e  o f  p a y in g  any 
l o s s e s  und e r  t h e  p o l i c y .  B u s i n e s s e s  t h a t  c a n n o t  s u p p ly  

s u f f i c i e n t  e v i d e n c e  o f  s e c u r i t y ,  such  a s  a l e t t e r  o f  c r e d i t ,  
may no t  be a b l e  t o  o b t a i n  a f r o n t e d  p o l i c y .

One e n c o u r a g i n g  n o t e  i s  t h a t  s e v e r a l  i n s u r e r s  have r e c e n t l y  
d e c i d e d  t o  e n t e r  o r  r e - e n t e r  t h e  D&O m a r k e t ,  and t h e  a v a i l a b i l i t y  
o f  c o v e r a g e  i s  g r a d u a l l y  im p rov in g .  However, c e r t a i n  i n d u s t r i e s ,  
s u ch  a s  f i n a n c i a l  i n s t i t u t i o n s ,  new v e n t u r e s  and f i n a n c i a l l y  
t r o u b l e d  compan ies  s t i l l  f a c e  ma jo r  d i f f i c u l t i e s  i n  o b t a i n i n g  
a d e q u a t e  c o v e r a g e .  A d d i t i o n a l l y ,  t h e  i n c r e a s e d  c a p a c i t y  h a s  n o t  
y e t  r e s u l t e d  i n  s u b s t a n t i a l  improvemen ts  i n  p o l i c y  t e rm s .  Because
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many p o l i c i e s  a r e  s t i l l  r e s t r i c t e d ,  a company must c a r e f u l l y  
r e v iew  them i n  t e rm s  o f  i t s  own u n iq u e  n e e d s .



ALTERNATIVE INSURANCE PROGRAMS FOR DIRECTORS AND OFFICERS

Many b u s i n e s s e s  c a nno t  a f f o r d  o r  o b t a i n  a d e q u a t e  i n s u r a n c e  i n  t h e  
t r a d i t i o n a l  D&O m a r k e t p l a c e ,  and have t u r n e d  t o  v a r i o u s  a l t e r n a ­
t i v e  i n s u r a n c e  p rog ram s .  With p r o p e r  d e s ig n , ,  im p l em e n t a t i o n  and  
c a r e f u l  e v a l u a t i o n ,  such  p rog ram s can o f f e r  h e l p  t o  many 
c om pan ie s .  Under such  a p rog ram , t h e  company o f t e n  r e t a i n s  a 
s i g n i f i c a n t  amount o f  r i s k  t h a t  was p r e v i o u s l y  t r a n s f e r r e d  t o  an  
i n s u r e r .  The u se  o f  s e l f - i n s u r a n c e  i n  d i r e c t o r s  and o f f i c e r s  
l i a b i l i t y  p rog ram s  i s  p a r t i c u l a r l y  c om p l i c a t e d  b e c a u s e  o f  t h e  
s t a t e  laws wh ich  gove rn  t h e  i n d e m n i f i c a t i o n  o f  c o r p o r a t e  
o f f i c i a l s .  Companies e v a l u a t i n g  t h i s  o p t i o n  must c o n s i d e r  c e r t a i n  
f a c t s :

• The c o u r t s  may i n t e r p r e t  s e l f - i n s u r a n c e  p rog ram s  a s  d i r e c t  
i n d e m n i f i c a t i o n  by t h e  c o r p o r a t i o n ,  which may p r e c l u d e  t h e s e  
p rog ram s  from c o v e r i n g  t h e  n o n - i n d e m n i f i a b l e  c l a im s  t h a t  t h e  
c o r p o r a t i o n  i t s e l f  c o u ld  n o t  l e g a l l y  p ay .

• The I n t e r n a l  Revenue S e r v i c e  (IRS) f r e q u e n t l y  c h a l l e n g e s  t h e  
d e d u c t i b i l i t y  o f  premiums p a i d  i n t o  s e l f - i n s u r a n c e  p r o g r am s ,  
s u ch  a s  a c a p t i v e  i n s u r e r .

• The r i s k  o f  l a r g e  v e r d i c t s  and l e g a l  e x p en s e s  i s  more t h a n  
many compan ies  can s a f e l y  as sume .

« R e i n s u r a n c e  i s  d i f f i c u l t  t o  o b t a i n  f o r  b o th  g ro up  and s i n g l e  
owner c a p t i v e s .



The p r e s e n t  s t a t e  o f  t h e  i n s u r a n c e  m a rk e t  and t h e  c r i t i c a l  
im po r t a n c e  o f  t h i s  c o v e r a g e  have p roduced  s t r o n g  a rgum en t s  i n  
f a v o r  o f  s e l f - i n s u r a n c e  p ro g r am s .  However, c e r t a i n  s e l f - i n s u r a n c e  
p ?a n s  may no t  l e g a l l y  q u a l i f y  a s  " i n s u r a n c e "  — a s i g n i f i c a n t  
i s s u e  g i v e n  t h a t  i n s u r a n c e  p o l i c i e s  a r e  a l l ow ed  t o  p r o v i d e  b r o a d e r  
p r o t e c t i o n  t h a n  t h e  c o r p o r a t i o n .

B u s i n e s s e s  may u n d e r s t a n d a b l y  r e s i s t  a c c e p t i n g  any i n s u r a n c e  
p o l i c y ,  r e g a r d l e s s  o f  how e x p e n s i v e  o r  i n a d e q u a t e ,  o v e r  a sound 
s e l f - i n s u r a n c e  p rog ram .  C r e d i b l e  a rgum en ts  have been r a i s e d  on 
b o th  s i d e s  o f  t h e  l e g a l i t y  q u e s t i o n ,  b u t  t h e  f i n a l  answer must 
come f rom t h e  c o u r t s .  These  i s s u e s  a r e  so  new t h a t  l i t t l e  c a s e  
law e x i s t s  f o r  g u i d a n c e ,  and l e g a l  o p i n i o n s  may v a r y .

What C o n s t i t u t e s  " I n s u r a n c e " ?

Many s ta t .T  i n d e m n i f i c a t i o n  s t a t u t e s  do n o t  d e f i n e  " i n s u r a n c e " , 
l e a d i n g  some l e g a l  e x p e r t s  t o  b e l i e v e  t h a t  c o u r t s  w i l l  u s e  t h e  
d e f i n i t i o n  d e v e lo p e d  i n  r e c e n t  IRS r u l i n g s .  These t a x  c a s e s  h ave  
r e q u i r e d  a t r a n s f e r  o f  r i s k  o u t s i d e  t h e  economic f am i l y  o f  t h e  
i n s u r e d  i n  o r d e r  f o r  a p l a n  t o  q u a l i f y  a s  i n s u r a n c e  (and  
c o n s e q u e n t l y ,  t a x  d e d u c t i b l e  p rem ium s ) .  I n  D&O c a s e s ,  t h i s  

d e f i n i t i o n  c o u ld  r e s t r i c t  t h e  u s e  o f  s e l f - i n s u r a n c e  a l t e r n a t i v e s  
a s  w e l l  a s  a f f e c t i n g  t a x  d e d u c t i b i l i t y .  L i t i g a t i o n  o v e r  t h i s  

i s s u e  i s  e x p e c t e d  so o n ,  and t h i s  s h o u ld  d e t e rm in e  what " i n s u r a n c e "  
means f o r  t h e  i n d e m n i f i c a t i o n  o f  d i r e c t o r s  and o f f i c e r s .
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Groups and A s s o c i a t i o n s

Group o r  a s s o c i a t i o n  c a p t i v e s  may overcome t h e  p rob lem s  o f  t a x  d e ­
d u c t i b i l i t y  and n o n - i n d e m n i f i a b l e  c l a im s  i f  t h e y  a r e  p r o p e r l y  
s t r u c t u r e d .  A c o u r t  i s  more l i k e l y  t o  c o n s i d e r  them t r u e  
i n s u r a n c e  p rog ram s  i f  t h e y  t r a n s f e r  and d i s t r i b u t e  r i s k  among 
u n r e l a t e d  g ro u p  members . F u r t h e rm o r e  by p o o l i n g  t h e i r  r e s o u r c e s ,  
compan ies  can c r e a t e  more c o v e r a g e  and p r o v i d e  a s t a b l e  s o u r c e  f o r  
t h i s  c r i t i c a l  p r o t e c t i o n .

A number o f  i n d u s t r y  a s s o c i a t i o n s  and g ro u p s  have r e c e n t l y  fo rmed 
c a p t i v e  i n s u r e r s  t o  p r o v i d e  b o th  e x c e s s  and p r im a ry  D&O 
c o v e r a g e .  M embe r / i n su re d s  u s u a l l y  must make a c a p i t a l  
c o n t r i b u t i o n  i \ .  a d d i t i o n  t o  t h e  premium paymen t .  I f  t h e  g r o u p ' s  
l o s s e s  exceed  t h e  premiums c o l l e c t e d ,  t h e  p o s s i b i l i t y  o f  l o s t  

c a p i t a l  e x i s t s .  Members may have t o  s h a r e  i n  t h e  l o s s e s  o f  o t h e r  
compan ies  — l o s s e s  which can  be l a r g e  and d i f f i c u l t  t o  p r e d i c t .

P ro p e r  c a p i t a l i z a t i o n  i s  c om p l i c a t e d  and i s  c r i t i c a l  t o  a 
s u c c e s s f u l  c a p t i v e  o p e r a t i o n .  F i n a n c i a l  s t a t e m e n t s  must be 
examined i n  d e t a i l  w he th e r  j o i n i n g  a new o r  e x i s t i n g  p rog ram . A l l  
o p e r a t i o n s  s h o u l d  be r ev iew ed  and q u e s t i o n e d .  Because g roup s  
d i f f e r  on t h e  a p p o r t i o nm e n t  o f  l o s s e s  among members , compan ies  
must e v a l u a t e  t h e  c o n s eq u en c e s  o f  e a ch  p l a n .  T h i s  a n a l y s i s  
r e q u i r e s  c om pe te n t  f i n a n c i a l ,  l e g a l  and i n s u r a n c e  e x p e r t i s e .

C a p t i v e s  must be o r g a n i z e d  c a r e f u l l y  t o  a v o i d  t h e  c o v e r a g e



d i s p u t e s  t h a t  have p l a g u e d  i n s u r a n c e  com pan ie s .  L ike  a l l  b u s i n e s s  
d e c i s i o n s ,  a company must weigh t h e  d e c i s i o n  t o  j o i n  a g roup  
c a p t i v e  a g a i n s t  t h e  c o n s e q u en c e s  o f  o t h e r  a v a i l a b l e  o p t i o n s ,  Sach 
c o u r s e  o f  a c t i o n  c o n t a i n s  r i s k .  The f a i l u r e  t o  p r o v i d e  D&O 
p r o t e c t i o n  can  a l s o  be a s o u r c e  o f  r i s k  i f  t a l e n t e d  d i r e c t o r s  
r e s i g n .

S i n g l e  Owner C a p t i v e s

In  a d d i t i o n  t o  g roup  and a s s o c i a t i o n  c a p t i v e s ,  some compan ie s  a r e  
u s i n g  s i n g l e - o w n e r  c a p t i v e  i n s u r e r s  t o  wr.; t e  D&O i n s u r a n c e .  As 
p r e v i o u s l y  m en t i o n e d ,  l e g a l  q u e s t i o n s  e x i s t  a b o u t  t h e  d e d u c t i ­
b i l i t y  o f  premium paymen ts  and ( i n  most s t a t e s )  t h e  payment o f  
n o n - i n d e m n i f i a b l e  c l a im s .  We c a n n o t  o f f e r  a d e f i n i t i v e  answer  on 
t h e s e  i s s u e s  u n t i l  t h e  c o u r t s  p r o v i d e  o n e .  However, s i n g l e  p a r e n t  
c a p t i v e s  can p r o v i d e  a f u n d in g  mechanism f o r  t h e  l e g a l l y  
r e im b u r s a b l e  c l a im s  ( t h e  c o r p o r a t e  r e im bu r s em en t  s e c t i o n  o f  a D&O 
p o l i c y ) ,  where most D&O c l a im s  f a l l .

Companies w i t h  l e g a l  o r  f i n a n c i a l  d i f f i c u l t i e s  may be u n a c c e p t a b l e  
t o  g ro up  c a p t i v e s  and have few o p t i o n s  i n  t h e  t r a d i t i o n a l  

i n s u r a n c e  m a r k e t p l a c e .  S i n g l e  p a r e n t  c a p t i v e s  can o f f e r  a means 
o f  p r o t e c t i o n  t o  b u s i n e s s e s  t h a t  c a n n o t  a f f o r d  o r  o b t a i n  any  
c o v e r a g e  from i n s u r a n c e  com pan ie s .  For ex amp le ,  s h o u ld  a p a r e n t  
c o r p o r a t i o n  become i n s o l v e n t ,  t h e  fu nd s  o f  t h e  c a p t i v e  may be 

b e t t e r  s h e l t e r e d  a g a i n s t  c r e d i t o r s  t h a n  t h e  g e n e r a l  a s s e t s  o f  t h e  
p a r e n t .  A c a p t i v e  can  p r o v i d e  D&O co v e r a g e  a c c o r d i n g  t o  t h e  t e rm s

( 3 2 )



and conditions of an insurance policy. Although policy limits may 

be lower than traditional insurance policies, at least some funds 

are earmarked to protect directors and officers.

Trusts

Irrevocable trust funds have bean used as funding devices for D&O 

claims. A third party administrator can determine coverage and 

administer claims in order to create an arms-length transaction.

To further remove the trust from corporate control, the trust 

agreement can also provide that any assets remaining after payment 

of all claims will belong to a specified charity.

Defenders of this approach argue that the trust is no longer under 

the control of the parent and therefore should not be subject to 

the indemnification limitations of the parent corporation. This 

opinion is not unanimous and trusts are subject to the same legal 

questions regarding tax deductibility and non-indemnifiable claims 

as are self-insurance techniques.

Cyclical Insurance Markets

Self-insurance and participation in group or association programs 

can offer significant benefits to some businesses. However 

companies must consider one additional factor: the cyclical

nature of the insurance' market. Periods of adequate coverage and 

competitive pricing are normally followed by periods of limited

( 3 3 )



c o v e r a g e  and premium i n c r e a s e s .  The D&O m arke t  i s  a l r e a d y  showing 

s i g n s  o f  improvemen t /  and f o r  some compan ies  t h i s  w i l l  mean sound 
c o v e r a g e  a t  a f f o r d a b l e  r a t e s .  For o t h e r s ,  t h o s e  i n  d i f f i c u l t  
i n s u r a n c e  c l a s s e s ,  a v a i l a b l e  p ro g ram s  may o f f e r  l i m i t e d  p r o t e c t i o n  
and u n a f f o r d a b l e  p r i c e s  f o r  some t im e  t o  come. A d d i t i o n a l l y ,  
d i f f i c u l t  i n d u s t r i e s  c o u ld  be t h e  f i r s t  t o  s u f f e r  i n  any f u t u r e  
i n s u r a n c e  c y c l e s .  The D&O d e c i s i o n  making p r o c e s s  mus t  t a k e  i n t o  
a c c o u n t  b o th  t h e  p r o b a b l e  im pac t  o f  ou r  ch ang ing  m a r k e t p l a c e  and 
t h e  need f o r  a l o n g - t e rm  c o v e r a g e  s o l u t i o n .

Ano the r  e n c o u r a g in g  t r e n d  i s  t h a t  s e v e r a l  s t a t e s  have  r e c e n t l y  
m o d i f i e d  t h e i r  D&O s t a t u t e s  a s  a r e s u l t  o f  t h e  r e s t r i c t e d  i n s u r ­
an ce  m a r k e t .  Some o f  t h e s e  ch ang e s  l i m i t  t h e  l i a b i l i t y  o f  
d i r e c t o r s ;  some b ro ad en  t h e  c o r p o r a t i o n ' s  power t o  in d em n i f y  
d i r e c t o r s ;  some do b o t h .  S e v e r a l  s t a t e s  now a l l o w  c o r p o r a t i o n s  t o  
o b t a i n  i n s u r a n c e  from an i n s u r e r  i n  which t h e  c o r p o r a t i o n  h a s  an  
e q u i t y  i n t e r e s t .  C o n c e i v a b l y ,  t h i s  change c o u ld  a l l o w  s i n g l e  
owner c a p t i v e  i n s u r e r s  t h e  f r e edom  t o  p r o v i d e  t h e  same b r e a d t h  o f  
c o v e r a g e  a s  t r a d i t i o n a l  i n s u r e r s .  L ik e  most a s p e c t s  o f  D&O 
l i a b i l i t y ,  s e l f - i n s u r a n c e  i s  c o m p l i c a t e d  and r e q u i r e s  sound 
i n s u r a n c e  e x p e r t i s e  and l e g a l  a d v i c e .
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C O N C L U S I O N

R o l l i n s  B u rd i c k  Hun te r  i s  p r o v i d i n g  t h i s  i n f o rm a t i o  i b e c a u s e  o u r  

c l i e n t s  a r e  b e s :  s e r v e d  when t h e y  u n d e r s t a n d  t h e  r e l e v a n t  f a c t s .  

T h i s  i s  p a r t i c u l a r l y  t r u e  o f  d i r e c t o r s  and o f f i c e r s  l i a b i l i t y  
i n s u r a n c e /  which h a s  unde rgone  r a d i c a l  ch ange s  i n  r e c e n t  y e a r s .  
C o r p o r a t i o n s  t h a t  a r e  aware o f  a l l  a v a i l a b l e  D&O o p t i o n s ,  
i n c l u d i n g  n o n - i n s u r a n c e  t e c h n i q u e s ,  a r e  i n  a b e t t e r  p o s i t i o n  t o  
make a sound d e c i s i o n .

L ike  a l l  b u s i n e s s  d e c i s i o n s ,  compan ies  mus t  b a s e  t h e i r  r e s p o n s e  t o  
t h e  p r e s e n t  i n s u r a n c e  c r i s i s  on w e l l - r e s e a r c h e d  f a c t s  i n  o r d e r  t o  

p ro du ce  a p rog ram  t h a t  b e s t  s e r v e s  t h e i r  s h o r t  and l o n g - t e rm  
i n t e r e s t s .  There  a r e  no e a sy  s o l u t i o n s  t h a t  a r e  r e a d i l y  
a p p l i c a b l e  t o  e v e r y o n e .  A g r e a t  d e a l  o f  s o p h i s t i c a t e d  i n s u r a n c e  
knowledge i s  r e q u i r e d  r e g a r d l e s s  o f  t h e  o p t i o n  you c h o o s e .

R o l l i n s  Bu rd ick  H u n t e r ' s  c a p t i v e  and t r a d i t i o n a l  i n s u r a n c e  e x p e r t s  
a r e  re ady  t o  work w i t h  you t o  d e v e lo p  a p rog ram  t h a t  mee ts  you r  
i n d i v i d u a l  n e e d s .  We have s u c c e s s f u l l y  a d d r e s s e d  t h e s e  p r c b l em s  
f o r  many c o r p o r a t i o n s  — even where o t h e r  b r o k e r s  have f a i l e d .
For a d d i t i o n a l  i n f o rm a t i o n  on you r D&O c o v e r a g e  o p t i o n s ,  c o n t a c t  
your l o c a l  R o l l i n s  Bu rd ic k  H un te r  o f f i c e .
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NOVEMBER 11,1987 
MEMO
TO: CHUCK BUNDRANT

BARTEATON
FROM: JOE PLESHA
RE: LIMITATION OF DIRECTOR LIABILITY UNDER DELAWARE LAW

INTRODUCTION
On July 1, 1986, a new law became effective in Delaware which permits a Delaware 
corporation to include in its certificate of incorporation a provision which limits or 
eliminates a director's personal monetary liability to the corporation or its stockholders for 
breach of his or her fiduciary duty of care to the corporation.1

BACKGROUND

Delaware law has generally permitted a Delaware corporation to purchase insurance on 
behalf of its directors and officers against liability incurred in their corporate capacity, 
regardless of whether the corporation would have the power to indemnify the director 
against such liability under Delaware law.2 The market for directors’ and officers' liability 
insurance has, however, changed dramatically over the past several years. Despite the 
statutory authorization of Delaware corporations to purchase and maintain directors' 
liability insurance, many corporations have have reportedly experienced difficulties in 
obtaining or maintaining sufficient coverage at a reasonable cost. As a result, may 
corporations have been forced to accept insurance with lower dollar limits of coverage, 
higher deductible amounts, and broader policy exclusions at a significantly higher cost.3

The insurance crisis for directors may be exacerbated by the courts increasing tendency to 
scrutinize the decisions of a director, even when the director acted in good faith and not out

1 Indemnification of directors and officers, and limitation or elimination of director liability as authorized 
by the new Delaware law, arc separate and distance concepts. Alaska law already provides that directors can 
be indemnified for actions under certain circumstances. Alaska Stat. § 10.05.101.
2 Del. Code Ann. tit. 8, § 145(g) (Supp. 1986) (amended 1986) provides:

A corporation shall have power to purchase and maintain insurance on behalf of any 
person who is or was a director, officer, employee or agent to the corporation, or is or 
was serving at the request of the corporation as a director, officer, employee or agent of 
another corporation, partnership , joint venture, trust or other enterprise against any 
liability asserted agains. him incurred by him in any such capacity, or arising out of his 
status 2 ' such, w h e t h e r  o r  n o t  t h e  c o r p o r a t i o n  w o u l d  h a v e  t h e  p o w e r  t o  i n d e m n i f y  h i m  

a g a i n _ j u c h  l i a b i l i t y  u n d e r  t h i s  s e c t i o n .

3 S e e  Hildcr, L i a b i l i t y  i n s u r a n c e  i s  D i f f i c u l t  t o  F i n d  N o w  f o r  D i r e c t o r s ,  O f f i c e r s .  Wall Sl J., July 10. 
1985, at 1. col. 6.
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of self interest For example, the court in the case of Smith v. Van Gorkom 4 found that 
the board of directors of Trans Union Corporation breached their fiduciary duty of due care 
in approving a proposed cash merger and the court held members of the board personally 
liable for the resulting damages.
The expense of defending these lawsuits and the inevitable uncertainties with respect to 
application of the business judgment rule (the rule by which corporate directors actions are 
judged) may impact upon an individual's willingness to serve as director of a corporation. 
In addition, such uncertainty could cause directors to act defensively out of concern over 
costly litigation and potential personal liability, rather than acting to manage the business in 
the best interest of the corporation. For these reasons, Delaware adopted legislation in 
1986 which would permit a corporation to limit or eliminate the director's personal 
monetary liability to the corporation or its stockholders for breach of his or her fiduciary 
duty of care to the corporation.

ANALYSIS OF NEW DELAWARE LAW
Title 8, § 102(b)(7) of the Delaware General Corporation Law enables a Delaware 
corporation to include in its articles of incorporation a provision eliminating or limiting the 
personal liability of a director to the corporation or its stockholders for monetary damages 
for breach of their fiduciary duty as a director. In addition, § 102(b)(7) states that no such 
provision can eliminate or limit a director's liability (i) for breach of the director's duty of loyalty to the corporation or its stockholders; (ii) for acts of omissions not in good faith or involving intentional misconduct or a knowing violation of law, (iii) for willful or negligent 
conduct paying dividends or repurchasing stock out of other than lawfully available funds; 
or, (iv) for any transaction from which the director derives an improper personal benefit.
Section 102(b)(7) is an enabling provision only. Amendment of the corporate articles of 
incorporation, therefore, is required to include the provision authorized by this section 
before it is an effective limitation of personal liability for a corporation's directors. The 
ultimate determination as to the propriety of limiting the opportunity of a corporation or its 
stockholders to seek monetary damages from the directors rest with the stockholders of the 
corporation who vote on any amendments to the articles of incorporation. As a practical 
note, it can be argued that a board which proposes an amendment pursuant to this law is an 
"interested party," since the individual directors of the board will benefit from the 
elimination of monetary liability which they otherwise may be required to pay. Obtaining 
the required stockholder approval after full disclosure of all material facts, however, 
eliminates any conflict of interest which might otherwise arise.
Section 102(b)(7) does not preclude or limit damages in actions instituted by third parries. 
In addition, it can be argued that §102(b)(7) permits Imitation or elimination of monetary 
liability only for directors acting as directors. Actions taken by a majority stockholder in 
his capacity as such cannot be exempted from liability. Finally, § 102(b)(7) does not permit 
limitation or elimination of liability arising under other laws or regulations. A director's 
potential liability under state and federal securities laws, for example, is unaffected by this 
section

488 A.2d 858 (Del. 1985). The court found the board grossly negligent in that the directors had failed to 
fully inform themselves of "all material information reasonably available to them,” and had acted lustily in 
approving the proposed merger, after two hours' consideration, id. at 872.
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Fiduciary .Duty
Directors arc charged with the fiduciary duty of due care and loyalty to the corporation. 
Loyalty basically requires that a director, in making a business decision, act in good faith 
and in the honest belief that the action taken is in the best interest of the corporation. Under 
the new Delaware law, a director can still be found to be personally liable for monetary 
damages where they violate the fiduciary duty of loyalty by acting in their own "self- 
interest," and not in the best interest of the corporation.5 (For example, by usurping a 
corporate opportunity for their own personal benefit or competing with the corporation.)
The official legislative synopsis of § 102(b)(7) notes that this provision permits a 
corporation to protect its directors from monetary liability only from liability for breach of 
the fiduciary duty of due care.6 It is clear that if a director negligently or with gross 
negligence (want of even scant care, or failure to exercise even that care which a careless 
person would use) disregarded his fiduciary duty of due care, they could be protected from 
monetary liability under the new Delaware law.
In is not clear, however, whether §102(b)(7) exempts directors from liability for reckless 
(actions that fall somewhere between gross negligence and intentional wrongdoing) 
disregard for the fiduciary duty of due care. It could be argued that to the extent that the 
recklessness involves conscious disregard for a known risk, such conduct is not taken in 
good faith and therefore, would not be a liability subject to limitation under §102(b)(7)(ii). 
To the extent recklessness encompasses merely inattention to duty by the directors, 
however, I believe that such conduct should be labeled "gross negligence" and therefore 
any liability resulting from it would be subject to limitation.
§ 102(b)(7), however, does not eliminate a director's fiduciary duty to act with due care, it 
merely insulates directors from personal monetary liability for failure to satisfy that duty. 
A director's conduct would, therefore, still be subject to injunctive or rescissory relief. A 
stockholder can institute an action to enjoin completion of a board's action or to rescind a 
completed action if such action involves violations of the duty of care. This may be 
relevant in proxy contest, elections, resignations, etc.
In conclusion, Delaware's new law only allows for a corporation to limit or eliminate the 
monetary damages a corporation or its shareholders can receive from its directors for a 
breach of the director's fiduciary duty of due care. It does not limit damages that can be 
awarded for a directors breach of their fiduciary duty of loyalty, or violations of law, or 
any transaction from which a director derives an improper personal benefit. In addition, 
the corporation or shareholder can still seek equitable remedies, such as recession or 
injunctive relief for a directors breach of their fiduciary duty of due care.

WASHINGTON & ALASKA LAW

Like Delaware, Washington State and Alaska law provide that a corporation may purchase 
insurance on behalf of its directors and officers to protect against personal liability incurred

5 Del. Code Ann. ul 8. § 102(b)(7)(i).

6 The synopsis notes: "ftjhis provision enables a corporation in its original certificate of incorporation or '  
an amendment thereto validly approved by stockholders to eliminate or limit personal liability’ of members
of its board of directors or governing body for violations of a director's fiduciary duty of care."
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in their corporate capacity, regardless of whether the corporation would have the power to 
indemnify against such liability under the relevant state law.7
jSn Washington recently enacted legislation similar to Delaware's which would allow for a 
Washington corporation limit the monetary liability of directors for a breach of their 
fiduciary duty of due care to the corporation.8 I am having a copy of the new provirion 
sent to me. Alaska has not yet enacted such legislation.
I have attached the relevant portions of the Delaware, Alaska and Washington State law.

7 Nearly identically to Delaware law, Wash. R rv .  Code § 23A.08.025(11) (1980) provides:
A corporation shall have power to purchase and maintain insurance on behalf of any 
person who is or was a director, officer, employee or agent to the corporation, or is or 
was serving at the request of the corporation as a officer, employee or agent of another 
corporation, partnership , joint venture, trust or other employee benefit plan against any 
liability asserted against him incurred by him in any such capacity, or arising out of his 
status as such, w h e t h e r  o r  n o t  t h e  c o r p o r a t i o n  w o u l d  h a v e  t h e  p o w e r  t o  i n d e m n i f y  h i m  

a g a i n s t  s u c h  l i a b i l i t y  u n d e r  t h i s  s e c t i o n .

The Alaska Statutes §10.05.015(g) (1970) provide that;
A corporation may purchase and maintain insurance on behalf of a person who is or was a 
director, officer, employee or agent of the corporation, or is or was serving at the request 
of the corporation as a director, officer, employee or agent of another corporation, 
partnership joint venture, trust or other enterprise against any liability asserted against 
hem and incurred by the person in such a capacity, or arising out of the person's status as 
such, w h e t h e r  o r  n o t  t h e  c o r p o r a t i o n  w o u l d  h a v e  t h e  p o w e r  t o  i n d e m n i f y  t h e  p e r s o n  

a g a i n s t  t h e  l i a b i l i t y  u n d e r  t h e  p r o v i s i o n s  o f  t h i s  s e c t i o n .

8 S.E. 6048, effective July 26, 1987.
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fact that most major banks are reporting their most 
profitable year in history for 1986."
LEG ISLATIVE BRIEFS

Arizona: SB 1103, limiting the release by the state of 
information contained in annual reports filed by cor­
porations witn the state, has been introduced. The 
information may not be released “unless it is in statis­
tical form that prevents identification of particular 
corporations." Further, the bill provides that the in­
formation may be used as evidence in judicial pro­
ceedings or certain hearings, may be released to the 
state department of revenue for tax purposes, or may 
be released to a state or federal agency upon written 
request.

• HB 2082, SB 1087, and SB 1096, providing that 
directors and officers of nonprofit corporations are 
immune from personal liability for actions taken in 
good faith within the scope of their authority, have 
been introduced. Further, a "customary level of cor­
porate indemnification” must have been obtained un­
der §10-10005.

Georgia: HB 219, permitting a corporation to limit 
or eliminate directors’ personal liability for breaches 
of fiduciary duty through its articles of incorporation, 
has been introduced. A limiting provision may not 
restrict a director’s liability for breach of the duty of 
loyalty or for acts not done in good faith or that 
involve intentional misconduct or a knowing violation 
of the law. The bill also would amend indemnification 
provisions for directors.

Kansas: SB 26, amending Kansas corporation law to 
permit shareholders to limit directors’ liability 
through a charter amendment or provision in the 
original certificate of incorporation, has been intro­
duced. The bill permits elimination of directors’ per­
sonal liability for breaches of fiduciary duty of care, 
but not for breaches of the duty of loyalty, failure to 
act in good faith, intentional misconduct, knowingly 
violating a law, paying an illegal dividend or approv­
ing an illegal stock repurchase, or obtaining an im­
proper personal benefit. The bill would also eliminate 
provisions in the corporate law prohibiting indemnifi­
cation by a corporation of officers and directors who 
have been found liable for negligence or misconduct. 
Shareholders may not limit directors’ liability retroactively.

• HB 2107, limiting liability of directors or office^' 
of a charitable organization, has been introduced. The 
bill provides that directors or officers may not be 
individually liable or the board as a whole may not be 
liable in a civil damages action for acts or omissions 
"unless such conduct constitutes willful or wanton 
misconduct or intentionally tortious conduct, but only 
to the extent the directors and officers are not re­
quired to be insured by law or are not otherwise 
insured against such acts or omissions."

Maryland: HB 242, permitting corporations to adopt 
provisions in the articles of incorporation that permit 
limitations on directors’ personal liability, has been

introduced. A director would only be liable if the 
person fails to perform the duties of a director in 
accordance with the statutory standard and the con­
duct amounts to willful misconduct or deliberate reck­
lessness, or if the director Teceived an improper bene­
fit or voted for an illegal dividend.

• HB. 233, which would permit only limited liability 
for directors or officers of a voluntary organization 
where the organization obtains insurance with certain 
minimum coverage, has been introduced.

Minnesota: SR7,\wiiich wouUtoepfoj/curreat seAri- 
ties regulation jwvisiims am  'basically ad^tm ljUni- 
form Securities kMo^lbssQas issued b^bfiejNjitional 
Conference of Commissioners on UniforhrS^ate Laws, 
has been introduced.

• HB 141, which would make directors or 
organizations that are exempt from state income tax 
immune from most civil suits if the directors or 
trustees acted in good faith and were not reckless, has 
been introduced. The director or trustee also must 
have been acting within the scope of the 
responsibilities as director or trustee.

Mississippi: HCR 62 and SCR 550, calling for an 
amendment to the Mississippi Constitution of 1980 
that would repeal provisions that give all stockholders 
the right to vote their shares cumulatively for a single 
candidate for the board of directors or to vote shares 
of stock for all directors to be elected, have been 
introduced. The current constitutional provision also 
permits the issuance of preferred stock without voting 
rights.• HB 1050, amending provisions dealing with a cor­
porate director’s duties to the corporation, has been 
introduced. The bill would amend §79-3-91, Mississippi 
Code of 1972, to state that a director must discharge 
directorial duties in accordance with the director’s 
good faith business judgment of the best interests of 
the corporation. Unless a director has special knowl­
edge, a director is entitled to rely on information, 
reports, or statements prepared by other officers or 
employees that the director believes to be reliable and 
competent; legal counsel or public accountants, or a 
committee of the board of directors, if certain condi­
tions are met. A director is not personally liable for 
actions taken as a director if the director performs the 
duties of the office in compliance with subsection 79- 
3-91.

• SB 2574, permitting a corporation to include provi­
sions in its articles of incorporation limiting a direc­
tor’s personal liability for breaches of fiduciary duty, has been introduced.

• SB 2501, limiting the liability of charitable and 
nonprofit organizations and their directors in certain 
cases, has been introduced.

Montana: HB 182, which would impose escrow re­
quirements on securities issues to a promoter while a 
corporation is in a promotional or developmental stage, has been introduced.

• SB 49, abolishing individual liability of officers 
and directors or nonprofit corporations except in in-

2-20-87 Securities Regulation d> Law Report 
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stances of willful or wanton misconduct, has been 
introduced.

Nebraska: LB 650, which would permit the Nebras­
ka Director of Banking and Finance to impose a tine 
of up to $25,000 for violations of the Nebraska Securi­
ties Act or rules or regulations under the Act, has been 
introduced. Failure to pay the fine and investigative 
costs would constitute a forfeiture of the violator's 
right to do business in the state under the Nebraska 
ecurities Act.
• LB 425, permitting a corporation to amend its 

articles of incorporation to eliminate or limit the 
personal liability of a director to the corporation or its 
stockholders for breaches of fiduciary duty in certain 
cases, has been introduced.

Nevada: SB 52 and 58, permitting limitations on 
directors’ liability in articles of incorporation, have 
been introduced. The limitation may not cover 
breaches of loyalty by a director.

New York: SB 830, which wou’d provide for greater 
regulation of commodity contracts trading, has been 
introduced. The bill would provide a statutory defini­
tion of commodity and commodity contract, and 
would permit the attorney general to prosecute per­
sons charged with commodity fraud where exclusive 
jurisdiction is not within the Commodity Futures Trading Commission. The bill also would give the 
attorney general authority to bring an action for either legal or injunctive relief in federal court to 
er Tin a fraudulent practice, or to enforce compliance

ith the Commodity Exchange Act or CFTC rules. For 
persons registered under the CEA other than floor 
brokers or registered futures associations, the attor­
ney general may bring an action under the CEA in 
state court. The attorney general also is given certain 
investigative authority under the bill.

Ohio: HB 156 and SB 50, which would provide that 
authority conferred on corporations to grant options 
with conditions that preclude shareholders of a certain 
percentage of outstanding common shares from exer­
cising the options applies only to companies that have 
shares listed on a national securities exchange or that 
are regularly quoted in an over-the-counter market by 
members of a national or affiliated securities associ­ation, have been introduced.

• HB 155, clarifying when shareholders may not 
authorize directors to amend a merger or consolida­tion agreement, has been introduced.

Oklahoma: HB 1038, permitting corporations to lim­
it personal liability of directors through provisions in 
the articles of incorporation, has been introduced. 
Under the bill, a liability-limiting provision may not limit liability for breach, of a director’s duty of loyal­
ty, for acts not in good faith or involving intentional misconduct or a knowing violation of the law, or for

transactions from which the director derived an im­
proper personal benefit. The provision also may not 
excuse a director from liability under §1053 of Section 
6, Chapter 292, O.S.L. 1986. The bill also would pro­
vide that a director’s or officer’s right to indemnifica­
tion continues even though the person has ceased to be 
a 'irector or officer, and that the right inures to the 
estate of a former director or officer.

Oregon: SB 145, adopting the Oregon Commodity 
Code, has been introduced. The bill would prohibit 
certain commodity contracts, grant the corporation 
commissioner authority to enforce the Act, and punish 
violations of the Act by a maximum of 10 years 
imprisonment and a $100,000 fine.

South Dakota: SB 98, which would excuse directors 
and officers of tax- exempt, nonprofit corporations 
from personal liability unless there was willful or 
wanton misconduct, has been introduced.

Texas: HB 403, which would permit a corporation to 
amend its articles of incorporation to eliminate or 
limit a director’s personal liability for breaches of 
fiduciary duty, has been introduced. The provision 
could not eliminate liability for breaches of the duty 
of loyalty, or for an act not done in good faith or that 
involved intentional misconduct.
REGULATORY BRIEFS

Florida: A trial court should have compelled parties 
in a securities law and fraud dispute to arbitrate their 
claims due to an arbitration clause in a franchise 
agreement between the parties, the Florida District 
Court of Appeal determines. Carol McCrory and Linda 
Kline brought a complaint with five causes of action 
against Doctors Associates, Inc. The complaint con­
tained Florida securities law, franchise misrepresen­
tation, common lav7 fraud, and civil theft claims. The 
trial court granted a motion to compel arbitration 
under a franchise agreement only for the Florida 
securities law claim. The appeals court says that the trial court should have compelled arbitration of each 
count. Judge Monterey Campbell III relies on Merrill 
Lynch, Pierce, Fenner & Smith, Inc. v. Melamed, 
453 So.2d 858 (FlaDistCtApp 1984), in reversing, and 
ordering arbitration of all claims (Doctors Associ­
ates, Inc. v. McCrory, Case No. 86-1151, FlaDist­CtApp, 1/21/87).

Maine: New rules governing investment adviser registration in Maine took effect Feb. 1. The Securities 
Division of the Maine Bureau of Banking proposed die 
rules last August, and the comment period closed Sept. 26, 1986. The rules cover applications for licensing, 
amendments to an adviser's licensing file, renewal 
applications, custody of clients’ securities and funds, 
statements of financial condition, and recordkeeping by advisers.
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Senator Arliss Sturgulewski
P. 0. Box V
Juneau, Alaska 99811

Dear Sturgulewski:

// On Thursday, February 18, the Senate Judiciary 
Committee will revisit SB 343 —  a bill that would allow 
corporations, with shareholder approval, to limit their 
directors' liability for simple negligence. On behalf of 
Sealaska, I wanted to explain the purpose of an amendment to 
SB 343 that will be considered by the Committee in the form 
of a proposed Committee Substitute. That amendment would 
allow corporations formed under the Alaska Native Claims 
Settlement Act to amend their articles of incorporation with 
respect to directors' liability by a majority shareholders' 
vote, rather than the two-thirds vote otherwise required.

There are four sound public policy reasons for 
adopting the amendment. The proposal does not represent a 
"special deal" for Alaska Natives; rather, it recognizes 
that there are some fundamental differences between ANCSA 
corporations on the one hand, and general Alaska business 
corporations on the other, that must be addressed if the 
legislation is to achieve its intended goal. These consid­
erations include:

1. Virtually all Alaska corporations have only a 
handful of shareholders. Indeed, in a typical situation the
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only shareholders will be the directors themselves. As a 
result, obtaining a super-majority (or even unanimity) on 
this issue among shareholders would be an easy task. 
Typical of other regional corporations, however, Sealaska
has 16,000 shareholders —  spread from southcentral Alaska 
to the lower 48. It is hard enough for corporations with 
such dispersed ownership to obtain a quorum; obtaining a 
two-thirds vote on any matter —  no matter how non-
controversial —  is a virtual impossibility;

2. Normally, a corporation’s directors hold large 
(and often controlling) blocks of shares in the company. As 
a result, they stand to realize substantial and direct 
profits from the corporation's business activities. This
prospect of large personal gain compensates for the risk of 
liability that a director might suffer, and makes that 
potential for liability seem equitable. Native corporation 
directors, however, have no prospect cf direct and substan­
tial economic gain. They hold no more shares than any 
shareholder; and, as a result, directorship on a Native 
corporation is often viewed more as a form of community 
service than as an avenue of personal enrichment. The
equitable symmetry of gain on the upside, and exposure on 
the downside, doesn't exist in the Native corporate context, 
and director liability legislation ought to recognize this 
substantial difference;

3. In the normal business setting, venturers 
voluntarily embark upon the corporate form in the expecta­
tion of gain. They voluntarily assume the risk, and they 
are usually familiar with the standard of care demanded of 
business men. Alaska's Natives, on the other hand, had the 
corporate form imposed upon them by Congress. They were 
told to administer their lands through a business organi­
zation with which —  particularly at the village level —  
they were unfamiliar. Had the lands been administered 
through the Tribe, these same Native leaders would have 
performed essentially the same functions under the cloak of 
Tribal immunity. Moreover, they are not, by and large, 
familiar with the latest New York Court of Appeals cases 
defining permissible director conduct. It is perfectly 
proper for the state to be a bit sensitive in imposing 
personal liability for administering land entitlements 
through a form that is unfamiliar and, to a large extent, 
involuntarily; and
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4. The purpose of the legislation is to encourage 
the formation of new corporations in Alaska. For new 
corporate ventures, a liability provision will be inserted 
in the initial articles of incorporation. Shareholders 
will, quite frankly, never read those articles. I will 
confess to never having reviewed the articles of incorpora­
tion of any company in which I have purchased stock. If, 
however, I receive a proxy solicitation from a company in 
which I own shares, asking me to accept limited director 
liability, I would probably give the matter some scrutiny. 
The point, of course, is that even majority shareholder 
approval for existing corporations will result in substan­
tially broader scrutiny than that attendant the formation of 
new companies.

For these reasons, I believe the Judiciary Commit­
tee will be on firm footing in concluding that the sound 
philosophy behind SB 343 would be better served by acknowl­
edging important differences between ANCSA and other busi­
ness corporations. If I can be of any further assistance, 
or if you have any reservations about Sealaska's amendment, 
please do not hesitate to call.

Sincerely,

, HORTON, BITTNER 
GER & ANDERSON

It.
( ■

([Tillinghast
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re directors of large U.S. corporations concerned about 
i their ability to make the right decisions in their work on 
L the board? What do they think about foreign trade pres­

sures, intense merger and acquisition activity, and access to 
capital markets? As directors, how do they deal with increased 
personal liability? Do they foresee problems recruiting quali­
fied board candidates in the future?

These and other issues critical to the future of business in 
America were explored in a nationwide survey of corporate 
directors conducted by Touche Ross in the fall of 1986. More 
than 1,100 directors participated in the survey; nearly three- 
quarters of them serve on boards of companies with annual 
sales (or the equivalent in assets) of $1 billion dollars or more, 
and 81 percent have more than five years of board experience.
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polled do not believe that, over the next £#,5 
year, Third World debt will have an 
adverse effect on the balance sheets of ;

i Ninety-three percent of the directors 
polled believe increased liability,will 
make it more difficult to recruit talented, 
experienced people to serve on boards in 
the future.

■ More than 80 percent of the directors 
surveyed believe today’s directors, in 
general, are more effective than they 
were twenty years ago.

Corporate and Economic Issues
■ Nearly half the directors surveyed
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Directors’ Issues

Most survey participants are 
highly experienced board direc­
tors who serve major U.S. cor­
porations: 71 percent of the 
respondents serve on at least 
one board of a business whose 
annual sales equal or exceed 
SI billion; 76 percent serve on 
more than one board; and 
58 percent have ten or more 
years of board experience.

Participants in the Survey
T he directors surveyed serve on a 

wide diversity of boards of large 
businesses and industries: 71 percent 

serve on at least one board of a business 
that has annual sales of SI billion (or the 
equivalent in assets) or more; 41 percent 
serve on at least one board of a company 
that has annual sales of S500 million to 
S999 million; and 45 percent serve on at 
least one board of a business that has 

annual sales of under S500 million.

O f the directors surveyed, 24 percent serve 
on one board only; 26 percent serve on two 
boards; 21 percent serve on three boards;
13 percent serve on four boards; and 16 per­
cent serve on five or more boards. Thus, 
most participants in the survey have exten­
sive board experience.

This fact is supported by the amount of 
time the respondents have served as direc­
tors: less than one-fifth of the respondents 
have been directors for less than five years: 

23 percent have five to nine years of

Industries Served by Survey Respondents

Aerospace and Delense 
Apparel and Textue 

Banking 
Construction 

Energy 
Food

High Technology 
Insurance 

Manulacturing 
Retail 

Securities 
Telecommunications 

Transportation/Utilities 
Travel and Leisuro 

Other

m

Note: Percentages total more than 100 percent because 
nearly three-quarters ol the directors surveyed serve on 
more than one board.
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Nearly three-quarters of the 
directors surveyed are officers 
of one or more companies 
where they serve on the board. 
Of those who are outside direc­
tors. 88 percent were recruited 
by the chief executive officer.

experience; 23 percent have ten to fourteen 
years of experience; 15 percent have served 
as board members for fifteen to nineteen 
years; and 20 percent have served for 
twenty years or more. Eighty-one percent 
of the total respondents have at least five 
years of board experience, and 58 percent 
have served ten or more years. The 
majority of respondents, then, are widely 
experienced board directors who serve 
large U.S. businesses.

Nearly three-quarters of the respondents 
are officers of one or more companies 
where they serve on the board:

26% are Chief Executive Officers 
9% are Chief Operating Officers 
9% are Chief Financial Officers 
6 % are Executive Vice Presidents 
9% are Senior Vice Presidents o r  Vice 

Presidents 
4% are Chairmen 
4% are Vice Chairmen 
6 % are Presidents, Legal Counsels, 

Secretaries, and other officers.

Eighty-eight percent of the outside direc­
tors were recruited by the chief executive 
officer; 7 percent by another officer of the 
company; 4 percent by an executive search 
firm; and 10 percent by others.

Twenty- three percent of the respondents 
are officers o r  retired officers of other 
companies, and 2 0  percent have special 
business experience or skills. Only 
2 percent represent a special, external 
constituency.

Internal directors serving their board(s) 
tend to have the least board experience—  
both in number of years served and in 
number of boards served on. Predictably, 
the more years directors have served, the 
more likely they are to be officer or 
retired officers of another company, or to 
have special business-related experience o r 
skills. However, directors who have served 
on a board for twenty years or more are 
three times more likely to be major stock­
holders of the company(ies) served than 
airectors serving less than twenty years.

Regions of the United States in Which 
Survey Participants Live

New
England

Middle
Atlantic

East
Central

West
Central

Southeast Southwest Rocky
Mountain

Pacilic



Some 93 percent of the direc­
tors surveyed believe that 
increased directors' liabilities 
will make it moie difficult to 
recruit talented, experienced 
people in the future. The direc­
tors imply, then, that increased 
liability wifi create boards 
whose members will be less 
qualified or less effective than 
today's.

Ninety percent o f the directors surveyed 
serve on board committees, and most serve 
on a number of these committees. Predict­
ably, those wb i do not serve on commit­

tees have less than five years of board 
experience or serve on only one board. 
Directors who are officers of at least one 
company on whose board they serve are 
most likely to sit on the executive commit­
tee (64 percent), followed by the compen­
sation committee (43 percent), the audit 
committee (40 percent), and the budget 
committee (11 percent). Thirteen percent c  * 
these directors serve on no board 
committees.

Outside directors— defined here as direc­
tors who are not officers of any company 
on whose board they serve— are most 
likely to serve on the audit committee 
(75 percent), followed by the compensation 
committee (63 percent), the executive 
committee (58 percent), and the budget 
committee (8 percent). Only 2 percent o f 
these directors serve on no board 
committees.

Forty percent of the directors who are not 
officers of any company on whose board 
they serve sit on other committees, as do 
25 percent of those directors who are 
officers of at least one company on whose 
board they serve. These committees 
include the nominating, contribution, 
social responsibility, public policy, and 
foundation committees.

The Challenge of Increased Liability
One-third of the directors surveyed say 
they have considered retiring-from one or 
more of their board seats because of the 
increased liabilities to which they are 
exposed. In fact, the longer that directors 
have served on boards, the more likely they 
are to think of retiring because of increased 
liabilities. Only 16 percent of all the direc­
tors polled who have less than five years o f  
board experience think of retiring, while 
the percentage more than doubles for 
directors who have five or more years of 
experience.

While 41 percent of the directors who are 
not officers of any company where they 
serve on the board have considered retiring 
because of increased liability. 36 percent o f 
CEOs also say they have coi >idered doing

so. Some 36 percent of committee mem­
bers, regardless of the committee(s) on 
which they serve, have considered retiring, 
while only 16 percent of non-committee 
members of the board have considered 
doing so. Thus, directors who have the 
least experience as measured by length of 

time served, and those who are not 
involved with board committees are the 
least concerned about increased liabilities.

Given the pace of change affecting the 
business community and the responsibili­
ties of corporate directors, 35 percent feel 
only "somewhat confident" in exercising 
their responsibilities as a director and 4 per­
cent feel “ unsure." Overall, 62 percent 
of board members feel “confident." CEOs 
feel more confident than any other board 
members, with 6 6  percent saying so. Fifty- 
nine percent of CFOs express confidence 
in today’s board environment, as do 
60 percent of the other officers who serve 
on boards and 60 percent of those directors 
who are not officers of any companies 
where they serve on the board. The least 

confident in exercising their responsibilities 
are board members who serve on no board 
committees and who have, perhaps, the 
least “hands-on” experience.

Although the less-experienccd directors 
worry the least about increased liabilities, it 
is not really a contradiction that they are the 
least confident in dealing with board mat­
ters. The survey results imply that, while 
they are aware that they lack knowledge of 
areas which are brought before the board, 
they may not be aware— precisely because 
they know less— of the extent to which 
increased directors’ liabilities can affect 
them.



Interestingly, 90 percent of the 
outside directors surveyed who 
are not officers of anycompany 
v/here they serve on the board 
were recru.:ed by the chief 
executive officer—yet cnly 
28 percent believe they have 
great influence on the chief 
executive officer.

 — -------------------------------------------------

An overwhelming 93 percent of the direc­
tors surveyed believe that increased liabil­
ity will make it more difficult to recruit 
talented, experienced people in the future. 
This percentage holds for all directors, 
regardless of length of board service, their 
involvement in committee work, and 
whether they are officers of any company 
on whose board they serve. Do the find­
ings imply that increased liability will 
create boards whose members will be less 
qualified or less effective than current 
board members?

A great majority of the directors surveyed 
(83 percent) believe that today’s directors 
are more effective than those of twenty 
years ago. Eighty-five percent of the direc­
tors serving o p  boards for twenty or more 
years (and who can, therefore, compare 
their earlier experience to their present 
experience), and 8 6  percent of the direc­
tors serving on three or more boards, find 
today’s directors more effective than do 
those serving on fewer boards and with 
fewer years of experience.

Directors’ Influence on Their Board(s)
When asked how much influence they have 
on their board(s), 39 percent of the respond­
ents say their influence is great. Sixty per­
cent claim moderate influence, and only 
6 percent believe their influence is small. 
These responses and percentages hold true 
for both internal and outside directors.

Directors with less than five years of board 
experience and directors who sit on only 
one board feel they have the least 
influence. The more boards that directors 
serve on, the greater they believe their 
influence to be: 54 percent of directors 
serving on more than five boards say their 
influence is great, the largest percentage of 
all directors surveyed to say so. Directors 
who have served on a board(s) for twenty 
years or more are also likely (44 percent) 
to think they have great influence.

The directors’ responses also reflect the 
particular board committees on which they 
serve. Fifty-two percent of directors serv­
ing on the budget committee believe their 
influence on the board is great, as do47 per­
cent of those who sit on the compensation 
committee, 43 percent of those on the 
executive committee, 38 percent of audit 
committee members, and 36 percent who 
serve on other committees. Nearly 20 per­
cent of directors who do not serve on any 
committees say their influence is small.

Directors’ Influence on the 
Chief Executive Officer
While 90 percent of the directors who are 
not officers of any company on whose 
board they serve were recruited by CEOs, 
only 28 percent believe they have great 
influence on the CEO(s). Directors serv­
ing on more than five boards feel they have 
the greatest influence (35 percent), fol­
lowed by or including these who sit on 
board committees. Twenty-nine percent of 
the directors serving on compensation 
committees feel they have great influence 
on the CEO, followed by those serving on 
the audit committee (28 percent), the 
budget committee (27 percent), and the 
executive committee (24 percent).



I
Directors’ Outlook on 
the U.S. Economy

Three-quarters of the directors 
surveyed believe the economy 
is growing slowly, but their 
responses differ according to 
the region of the United States 
in which they live. Directors 
living in the Middle Atlantic 
states and the Southeast are 
the most positive about the 
economy. The least positive are 
directors living in the Rocky 
Mountain region and the 
Southwest.

Rate of U.S. Economic Growth
T hree-quarters of the directors sur­

veyed believe the U.S. economy is 
growing slowly. The greatest majority 

of directors who believe this are directors 
who serve on more than five boards 

(84 percent).

The directors’ responses vary depending 
on the region in which they live: directors 
living in the Middle Atlantic states and the 
Southeast are the most positive, with 
83 percent describing the economy as 
growing slowly. Those who live in the

Southwest are most likely to say the econ­
omy is stagnant (38 percent) or lagging 
(5 percent), while 35 percent of the respon­
dents living in the Rocky Mountain region 

say 'he economy is stagnant.

Areas of Corporate Investment
The directors surveyed are evenly divided 
as to whether corprtate America's invest­
ment in capital equipment will increase, 
decrease, or stay at the same level. Regard­
ing capital plant, however, only 22  percent 
of the directors surveyed think investment 
will increase here. Most directors believe

Respondents’ Opinion, by Region, 
on the Rate of U.S. Economic Growth

New 
England

Middle
Atlantic

East
Central

West
Central

Southeast Southwest Rocky 
Mountain

Pacific
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Only 26 percent of the directors 
polled believe that consumer or 
political terrorism will signifi­
cantly affect U.S. business 
during 1987. Those who think it 
will consider the travel and lei­
sure industry, followed by the 
pharmaceutical and drugs 
industry, the most likely to be 
hurt.

Aerospace and Defense 

Banking 

Energy 

Foad 

Insurance 

Manufacturing 

Pharmaceutical and Drugs 

Retailing 

Service 

Telecommunications 

Travel and Leisure 

Olher

that investment in capital plant will either 
decrease in the future (39 percent) or stay 
at the same level (38 percent).

Some 86  percent of all directors surveyed 
believe that business and industry will 
increase their investments in technology. 
They agree regardless of their board 
experience, the region in which they live, 
the size of company(ies) for which they 
serve on the board, or the industry(ies) 
which they serve as board members. 
Nearly 70 percent of all directors also 
agree that investment in research and 
development will increase, but 24 percent 
believe it will stay at its current level.

Terrorism
Less than one-third of all directors believe 
that terrorism— consumer terrorism or any 
other form of terrorism in the U.S. or other 
countries— will significantly affect busi­
ness during 1987. Of those who believe ter­
rorism will hlirt segments of the U.S. 
economy, 85 percent believe that the travel 
and leisure industry will be hurt, followed 
by 41 percent who say the pharmaceutical 
and drugs industry will suffer. Only 28 per­
cent believe that the food industry will be 
affected.



While almost half of the respon­
dents believe merger and 
acquisition activity has hurt the 
economy, many more than half 
of the directors that serve on 
only one board for the construc­
tion. high-technology, banking, 
or apparel and textile industry 
say that mergers and acquisi­
tions have had an adverse 
effect.

i & s M ______________________________________________ _ _________________________________

Mergers and Acquisitions
In September and October of 1986, when 
the survey was conducted, 27 percent of 
the directors surveyed believed merger and 
acquisition activity would increase, while 
45 percent thought it would remain at the 
same level of activity, during 1987. How­
ever, almost half—48 percent—of all the 
directors polled agreed that merger and 
acquisition activity has hurt the economy. 
The most experienced directors seemed to 
be the least pessimistic about the effect 
merger and acquisition activity has had on 
the economy: 56 percent of those with 
twenty or more years o f experience said 
mergers and acquisitions have either 
helped the economy (26 percent) or had no 
effect (30 percent).

O f those directors who serve on only one 
board and who, therefore, serve only one 
industry as board members, 8 8  percent of 
directors serving a construction industry 
business said mergers and acquisitions 
have h’_rt the economy, as did 83 percent of 
those who sit on a high-technology indus­
try board, 72 percent of those who sit on 
the board of a bank, and 67 percent of 
those who serve on the board of an apparel 
and textile industry business.

More directors who are CEOs (50 percent) 
tend to feel that merger and acquisition 
activity has been damaging to the economy 
than all other directors, including those 
who are CFOs (45 percent).

Foreign Trade
Directors divide evenly on whether foreign 
competition has adversely affected the 
earnings of any company or companies of 
which they are a board member. Fifty-two 
percent say that foreign competition ' as 
hurt; 55 percent say it has not. Those who 
say it has hurt serve on at least one board 
of businesses in the following industries:

Aerospace and Defense 
Apparel and Textile 
Construction 
Energy
High Technology 
Manufacturing 
Telecommunications 
Travel and Leisure

O f these directors, 48 percent report that 
earnings have been affected significantly, 
53 pc cent say moderately, and 16 percent 

say very little.

Those who say that foreign competition 
has (tor hurt them serve on at least one 

board of businesses in the following 
industries:

Banking
Food
Insurance
Retail
Transportation and Utilities

Despite the fact that 52 percent of the 
directors say that foreign competition has 
hurt the earnings of at least one company 

which they serve as a board member,
81 percent of all directors say they do not 
think Congress should pass legislation to 
protect U.S. business from foreign compe­
tition. Given the current mood of Congress 
and its seeming willingness to limit impor­
tation, it is surprising that the great 
majority of directors do not believe Con­
gress should enact legislation.

When asked whether a common market 
between the U.S. and Canada would bene­

fit U.S. business, 65 percent of the direc­
tors say yes, while 27 percent say no. 
However, despite the fact that the majority 

of directors favor such a common market, 
only 16 percent of them find it very or 
somewhat likely that such a common 
market could develop.
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Corporate Financing Third World Debt

The survey findings on cor­
porate financing issues over the 
next twelve months show that 
one-third of the director*! think 
access to capital markets will 
become easier and that 81 per­
cent do not believe Third World 
debt will adversely affect the 
balance sheet of any company 
on which they serve as a 
member of the board.

In addressing corporate financing issues, 
one-third of the directors polled say that 
access to capital markets will be easier in 
the next year. Nearly half say that it will 
remain the same, while 19 percent say it 
will become more difficult.

Fifty-three percent of the directors believe 

financial institutions will be the main 
source of financing in the next twelve 
months, as compared to 35 percent who 
say banks will be. Nine percent believe 
insurance companies will be the main 
source of corporate financing, while only 

5 percent look to international lending 

agencies.

It is interesting to look at the differences in 

what CEOs and CFOs see as the main 
sources of funding in 1987 (see chart).

A majority of directors (81 percent) do not 
believe that Third World debt will have an 
adverse effect in the next twelve months on 
the balance sheet of any company they 
serve. In general, only 11 percent of those 
directors who say Third World debt will 
affect company balance sheets believe that 
the effect will be significant; 41 percent 
believe it will be moderate; and 51 percent 
say it will have only somewhat or little 
effect. Is the implication, then, that direc­
tors are less concerned about Third World 
debt than is generally believed?

Bankruptcies
Some 29 percent of the directors surveyed 
think the bankruptcy rate of companies 
with sales of SI billion will increase in the

Main Sources of Corporate 
Funding in 1987

Financial
Institutions

Banks Insurance
Companies

International
Lending
Agencies

■  CEOs 
S 9  CFOs



More than three-quarters of the 
directors surveyed describe 
product liability as being of 
great or moderate concern to 
them as it relates to the profita­
bility of at least one company 
where they serve as a director. 
Within the survey sample, most 
concerned are directors who 
serve on only one board forthe 
food, manufacturing, or aero­
space and defense industry.

next year. The greatest number of directors 
(31 percent) who think the bankruptcy rate 
of SI billion companies will increase serve 
on at least one board of a company of that 
magnitude. Fifty-seven percem of the 
directors believe the bankruptcy rate of 
companies with sales of SI billion or more 
will remain the same during the next 
twelve months.

O f those directors who see an increase in 
such bankruptcies, 76 percent believe the 
steel industry will be most vulnerable. 
Sixty-two percent believe that banks are 
most vulnerable; 60 percent believe the 
e ir-gy  industry is most vulnerable. 
Twenty-two percent think high-technology 
companies are most vulnerable, and 9 per­
cent believe the automotive industry is 
most vulnerable.

Of all the directors who participated in the 
survey, 77 percent do not think the Federal 

government will provide assistance to 
companies with sales of $1 billion or more 
facing bankruptcy. Twenty percent think 
the Federal government will give such 
assistance.

Product Liability
Seventy-eight percent of the directors sur­
veyed describe product liability as a great 
or moderate concern to them as it relates to 
the profitability of at least one company 
which they serve as a director. However,
40 percent of the directors say that product 
liability is of little or no concern as it 
relates to the profitability of at least one 
company of which they are a director.

Two-thirds of the directors who serve on 
only one board say that product liability is 
of moderate to great concern to them, 
while one-third say it is of little or no con­
cern. Of those directors who serve on only 
one board, however, 82 percent who serve 
on a food industry board, 77 percent on a 
manufacturing industry board, and 75 per­
cent on an aerospace and defense board

consider product liability to be of moderate 
to great concern as it relates to profitabil­
ity. Much less concerned are those direc­
tors who serve on only one board in the 
securities, the insurance, and the banking 

industries, about half of whom express 
little or no concern about product liability. 
Thus, the degree of concern expressed 
regarding product liability is related to the 
industry on whcse corporate boards direc­
tors serve.

That the industry served affects the degree 
to which directors feel concerned about 
product liability is also reflected in the 
survey finding that the more boards on 
which directors serve, the more they 
express moderate to great concern— and 
the more they also express little or no con­
cern. This apparent contradiction can be 
explained by the fact that the more boards 
on which directors serve, the more indus­
tries they are likely to serve. Some of these 
are industries whose products cause direc­
tors great concern about product liability 
(food), and some are industries which 
cause them little concern (those industries 
in which services are rendered).



Survey Methodology

Mive than 1.10C directors 
responded to the survey ques­
tionnaire, a 14 percent response 
to the 8,000 questionnaires 
mailed. The questionnaires 
were sent to directors serving 
on boards of large U.S. corpora­
tions and institutions. Responses 
were received from directors 
living in each of the United 
States.

T o better understand the views of 

directors of America’s largest com­
panies, Touche Ross sent question­

naires to 8,000  directors, most of whom 
serve on boards for businesses whose sales 

(or the equivalent in assets for banks, 
insurance companies, and financial institu­
tions) equal or exceed $500 million per 
year. The intent was to reach as many 
directors as possible serving large U.S. 
corporations or service companies and 
gather their opinions on numerous topics 
which involve them as directors and in 
their board work. Some 1,126 of them com­
pleted and returned the questionnaire. 
Responses were received from all states in 
the United States, and from directors serv­
ing on the board(s) of diverse industries. 
Three-quarters of the respondents serve on 
at least one board of a company whose 
sales (or equivalent in assets) equal or 
exceed $1 billion.

For comparison purposes, the United 
States was divided into regions in this 
report, as follows:

New England: Connecticut, Maine, Mas­

sachusetts, New Hampshire, Rhode 
Island, and Vermont.

Middle A tlantic: Delaware, District of 
Columbia, Maryland, New Jersey, New 

York, Pennsylvania, and West Virginia.

Southeast: Alabama, Florida, Georgia, 
Kentucky, Mississippi, North Carolina, 
South Carolina, Tennessee, and Virginia.

East Central: Illinois, Indiana. Michigan, 
and Ohio.

West Central: Iowa, Kansas, Minnesota. 
Missouri, Nebraska, North Dakota. South 
Dakota, and Wisconsin.

Southwest: Arkansas, Louisiana. Okla­
homa, and Texas.

Rocky M ountain: Arizona. Colorado, 
Idaho, Montana, Nevada, New Mexico, 
Utah, and Wyoming.

Pacific: Alaska, California, Hawaii. 
Oregon, and Washington.



Survey 
Questionnaire

Issues Facing 
U.S. Corporate 
Directors

V: C  Given the pace of change affecting'l&v-l 
V  the business community and the 

.. -  responsibUities of corporate boards^ , £ 
how do ypu feel iii exercising your. 1 ,;<oi

? • ' responsibilities as a director?
■ ’ "

.. 62% Confident • i :
• *iV ■

■ . 35% Somewhat confident 

4%  Unsure

6 How would you rate the effective- > 
ness of today’s director' compared
with those of twenty years ago? v * '• v *V < ► •'J:...v ''v- v 
83% M ore effective.•:

4% Less effective

Directors’
Issues

Air •

1
In  your capacity as a director, are 
you a l s o . . .  \ •

73% A n officer of the company

23% An officer or retired officer of 
another company

2% Representing a special, outside 
constituency

8 % A major stockholder

20% An individual who has special 
business-related experience or 
skills

7% Other

I f  you serve on boards o f com panies 
of which you are no t an  officer, by 
whom were you recruited?

8 8 % Chief executive officer 

7% Other officer of the company . 

4% Executive search firm 

10% Other

3  Have you considered retiring from 
any o f your board seats because of 
the increased liability to which direc­
tors are exposed?

32% Yes' '

6 6 % No

;• v. . <:(■, r *"■ •* i*.. x; • v vvi cer of the company or companies'
on whose boards vou s e r v e ? ^ w il^ ^ |

D o  y o u  t h i n k  i n c r e a s e d  l i a b i l i t y  w i l l  
m a k e  i t  m o r e  d i f f i c u l t  t o  r e c r u i t  
t a l e n t e d ,  e x p e r i e n c e d  p e o p l e  to  s e rv e  
o n  b o a r d s  in  t h e  f u tu r e ?

93% Yes 

7% No
Sole: Percentages do ho* always equal 100 percent 
either because directors gave multiple responses or 
because some did not answer all questions. y .* ; •:
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I
'V : ■ ‘- . . .A ,./■••• . •; ‘ .1

U.S. Economy

.S' :..■ . . . . . . .

. I< .

9 Which of the following terms would > I Q  
you use to describe the U.S. : • I • *

1 0

11

economy?
1% Growing rapidly 

77% Growing slowly 

19% Stagnant 

4% Lagging

Will corporate America increase or 
decrease investment in the following 
categories:
C apital equipm ent 

36% Increase 
30% Decrease 
33% Stay at current-level 

C apital p lan t 
22% Increase 
39% Decrease 
38% Stay at current level 

Technology 
8 6 % Increase 
3% Decrease 

10% Stay at current level 
Research and  Development 

6 8 % Increase 
7% Decrease 

24% Stay at current level

Will terrorism, whether it be con­
sumer terrorism in the U.S. or any 
form of terrorism in the U.S. or in 
other countries, significantly affect 
U.S. business during the next year?
26% Yes 

72% No

.r

j

If yes, which segments of the U.& |  
economy will be hurt? (Please i 
all that apply.)
28% Aerospace and Defense 

20% Banking 

28% Energy 

28% Food 

35% Insurance 

13% Manufacturing •" ‘ ' \ $ r .

41% Pharmaceutical and Drugs , 1
18% Retailing s . /■jjjj

• 9% Service . • -\'<i
15% Telecommunications <

•. - ?;■«; 3
85% Travel and Leisure

3% Other

1 3
In the next twelve months, do you 
think merger and acquisition 
activity will increase or deciease?
27% Increase < " ':VV 

28% Decrease

45% Remain the same .

1 4
In your opinion, what effect has 
corporate merger and acquisition 
activity had on the U.S. economy?
24% It has helped the economy. .

48% It has hurt the economy. . ^

25% It has had no effect on the . •; 
economy.

■ •/

Foreign Trade
1 5

1 6

H as foreign com petition adversely 
affected the earnings o f any com­
pany of which you are a board 
member?

52% Yes 

55% No

If  so, to w hat extent were th a t com­
pany’s (those com panies’) earnings 
affected?

48% Significantly 

53% Moderately 

16% Very little

I  "J Do you think Congress should pass *
I I  /  legislation to °  *
' . from foreign i

17% Yes 

81% No
. V < v , *v • i  ̂ , v* -

• .  • • . . .  * . }
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i Would a common market between 
the U.S. and Canada, benefit U.S. 
business?

Y '
65% Yes . | :,

27% No

In your opinion,, what are the ^ j j  
chances for such a common market -y-a

; v<:• 18% Neither likely nor unlikely '.$Sg5|
: 40% Somewhat unlikely, .. $  ;$ |J j

22% Very unlikely '
'■ t rviVal

■ • ;  v»>v. «$StSar.» • .*-*iWv«3
• • r- * I.-. •* -V-xv • '------------------------ -  _ t ■' - ,!•■   .1

I f  you see an increase in bankrupt-,,. 
£ 0  cies of these companies, which

industries will be most vulnerable?  ̂
;i.v (Please check all that apply.)

9% Automotive ' ^ '• ; !

62% Banks :

60% Energy ./ . • V  •

22% High Technology . . :.v*. . . j

76% Steel 

6 % Other

Corporate
Issues 2 0

2 1

2 2

In the next twelve months, will 
access to capital markets be . . .
33% Easier

• i V . t :*• ■, «\ ■

19% More difficult ■

47% Remain the same

In the next twelve months, which 
institutions will be the main sources 
of corporate financing?
35% Banks

53% Financial institutions 

9% Insurance companies 

5% International lending agencies 

5% Other
•v ■

* 1 •In the next twelve months, will 
Third World debt have an adverse 
effect on the balance sheet of any 
company of which you are a 
director?
17% Yes 

81% No

.. v. . • r j  •

2 6
Do you believe the Federal govern­
ment will provide assistance to 
companies with sales of $1 billion 
or more facing bankruptcy? '>
20% Yes 

77% No

2 7

A Q  I f  yes, to  w hat extent? 

11% Significantly 

41% Moderately . ; ; 

36% Somewhat 

15% Little

-vV'! vis! .iv.-y<'-V •;

How would you describe product •. /• 
liability as it relates to the profita­
bility of any company of which you 
are a director? -

-••••' Vv :XVIVi ^  ‘ V: •
37% O f great concern

41% O f moderate concern . :: r .  vv

2 4
In the next twelve months, will the 
bankruptcy rate of companies with 
sales of $1 billion or more . . .
29% Increase 

11% Decrease 

57% Remain the same

v . : ••



Directors’
Statistics■% ,
• • •

Mm .

■ . j .......________________________ ____________
O Q  On how many corporate boards do 
fcjtJ you serve?

24% One board 

26% Two boards * * •*,. *" * V-
21% Three boards . . . .

13% Four boards -

7% Five boards 

9% More than five boards

2 9
Are you an officer of any of these 
companies? • .i ,

< 3 9  How long have you been a corporate j 
'H u , director? • '(r,: ■
. . -v.-; ■■ •

18% Less than five years '

23% Five years— nine years

23% Ten years— fourteen years

15% Fifteen years— nineteen years ,;ĉ

: 20% Twenty years or more
• "<V ■' . . •?>.

9 9  In which state do you reside?
.. . bI b1

w  13%

21%
\ •

3 0

3 1

73% Yes

26% No • :

I f  so, w hat is your title?

26% Chief executive officer 

9% Chief financial officer 

9% Chief operating officer 

29% Other (Please specify)

In  which industries are you a 
director?

> • ./\V_
9% Aerospace and Defense 

5% Apparel and Textile 

40% Banking 

8 % Construction 

18% Energy 

15% Food

12% High Technology 

20% Insurance 

38% Manufacturing 

13% Retail , . -V v? .:/ ' ;- 'v :

4% Securities ' 'v,;.'-! '

7% Telecommunications . ’
. < »*v• • . * •  •:5.’j«V
. 14% Transportation/Utilities :\u%y 
r’i 3% Travel and Leisure ... v : . 

24% Other

11% Southeast

20* Eas.cenui' -l::; ::;! :? 
10% West Central 

9% Southwest 

2% Rocky Mountain 

1 0 % Pacific

(Pfrcentage o f responses shown by region.)- v ' :- j
. . .  . . .

On which board committees do you

. - ;

29% Other 

■ 10% None
«V  . .  . Vv": **

• !:'V V' .'■•VV
9 UJ What are the annual sales (or 

assets, for financial institutions)
• t - .: r

i.vr-
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H O U S E  L A B O R  A N D  C O M M E R C E  C O M M I T T E E

ALASKA STATE LEGISLATURE P.O. BOX Y, JUNEAU 99811
(907 ) 465-3892

March 28, 1988

Carl H. Marrs, Vice President 
Business Operations and Development 
Cook Inlet Region, Inc.
P.O. Box 93330 
Anchorage, Alaska 99509-330

Dear Mr. Marrs:

Many thanks for your March 22 letter offering certain amendments to SB 
343, a measure currently pending in the House Labor and Commerce 
Committee.

I've included a copy of your letter in members files for discussion when 
we take up SB 343. In addition, a copy has been sent to Senator 
Sturgulewski, the prime sponsor of SB 343, with a request that she be 
prepared to respond to the proposed amendment when the measure is 
scheduled for a hearing before the House Labor and Commerce Committee.

Cor.mittee staff will notify your office when the SB 343 is scheduled.
In the meantime, thanks again for your letter and please stay in touch.

Representative Dave Donley, Chair 
House Labor and Commerce Committee

cc: House Lubor and Commerce Committee member files
Senator Sturgulewski

Sincerelv,



C O O K  INLET REGION, INC.

March 22, 1988

Represen ta tive Dave Donley, Chairman 
House Labor and Commerce Committee 
Juneau , AK 99811
Dear Represen ta tive Donley:
I understand tha t you will be holding hearings on CSSB 343 in the near fu tu re .
We believe such legislation regard ing d irec to rs ' liab ility is sound and is a 
positive step  toward encouraging financially responsib le people to se rve  on 
boards.
We would like to o ffe r the following comments on CSSB 343:
The special provision in 10.05.276, making it easie r fo r Native Corporations to 
adopt amendments to th e ir a rtic les providing fo r th e ir limitation o f liab ility , is 
also a good idea. The language, however, is flawed. F i r s t ,  the vote required 
should not be a majority o f the "shareho lders p re sen t" ( i . e . , the people who
show up fo r the m eeting ), bu t ra th e r a majority o f the sha re s rep re sen ted .
See 10.05.153 where the co rrec t language, "sh a re s  re p re sen ted " , is u tilized. 
Second, the f i r s t  sentence implies th a t a Native Corporation amendment to its 
a rtic les is not generally perm itted under 10.05.276, so th a t specific language is 
needed to authorize such an amendment. Such an implication is , a t b e s t, 
con fusing. In stead , what needs to be said is simply th a t a Native Corporation 
can act by a majority o f a quorum to approve th is type  o f amendment.
We have taken the libe rty  to re d ra ft the amendment to 10.05.276 to read as follows:

Sec. 2 AS 10.05.276 is amended by designa ting the ex is tin g
language as subsection (a ) and by adding a new subsection
to read :

(b ) Notw ithstanding paragraph (3 ) o f subsection 
(a ) o f th is section, an amendment to the a rtic le s o f 
incorporation o f a corporation organized under 43 U .S .C .
1601 -  1628 (A laska Native Claims Settlem ent A c t) and
incorporated under AS 10.05.005, to add a provision 
eliminating or limiting the personal liab ility o f a d ire c to r to 
the Corporation or its stockholders fo r monetary damages 
under AS 10.05.255(c), may be adopted by the a ffirm ative 
vote o f a majority o f the shares rep resen ted  a t the regu la r
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Representative Dave Donley - 2 - March 22, 1988

or special meeting a t which a quorum is p re sen t in person 
or by p roxy .

Th is language should be checked by an Alaska leg isla tive d ra ftsp e rson  to see if 
my reference to "pa rag raph  (3 )"  is co rrec t, and if we used the r ig h t language 
to s ta te  th a t the p re sen t languaqe o f 10.05.276 is to be designated "subsection ( a ) . "
Pleasr .c;t us know if we can be o f any more assistance or i f  you have any 
questions.
S incere ly ,
COOK INLET REGION, INC.

Vice P residen t, Business Operations and Development
CHM/pkd2/143
cc: Roy M. Huhndorf

Ashley Reed
Represen ta tive NiMo Koponen 
Represen ta tive Red Boucher 
Represen ta tive C liff Davidson 
Represen ta tive Johnny Ellis 
Represen ta tive Walt Furnace 
Represen ta tive C u rt Menard
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Copies of minutes listed below were originally included 
in this file. The minutes are available on the STAIRS 
database CMPR. In order to save.space copies of minutes 
have not been left in the files.

Mary Van Nimwegen
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C O M M I T T E E :

HOUSE LABOR «. COMMERCE

D A T E :  April 21, 1988

a u D j e c t  0 1  m e e t i n g :
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-'LalaBJ 
O ff id a l  B ua in»M SIGN-IN

’LEASE PRINT 
^ A M E  & TITLE--

HB 556 
HCR 45 
SB 351 
SB 287 
SB 329 
SB 199 
SB 343 
SB 223

Teacher negotiations; class size/workloads 
Encouraging local hire 
Medical malpractice arbitration 
Practice of veterinary medicine 
Transferring Business licensing to DCED 
License exemption; boat trailer dealers 
Liability of directors of corporations 
Civil liability of zoos/zoo operators

REPRESENTING ADDRESS & z i p PHONE
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C O M M I T T E E :

HOUSE LABOR S COMMERCE

D A T E :  April 21, 1988

Official Buaineaa

PLEASE PRINT 
NAME & TITLE

SIGN-IN

HB 556 Teacher negotiations; class size/workloads
HCR 45 Encouraging local hire
SB 351 Medical malpractice arbitration
SB 287 Practice of veterinary medicine
SB 329 Transferring Business licensing to DCED
SB 199 License exemption; boat trailer dealers
SB 343 Liability of directors of corporations
SB 223 Civil liability of zoos/zoo operators

REPRESENTING ADDRESS & z i p
DO YOU W A N T  SUBJECT 

PHONE TO TESTIFY? BILL ^
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