D&O Liability Insurance: From whom do you need protection?
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As we navigate through tough economic conditions, there is an increase in corporate failures.  The reasons for these failures are too numerous to mention here, however,   inevitably when something goes wrong within a corporation, be it public, private, for profit or not-for-profit, someone is hurt – shareholders, employees, members, constituents, etc.  It stands to reason, those who are hurt need to be made whole.  In an effort to minimize the risk to the legal entity, Directors and Officers liability, commonly known as D&O insurance, is always recommended as a part of a sound risk management strategy.  D&O insurance covers the activities of the legal corporate entity, as well as the individuals (Ds and Os) who direct them.  In a very litigious environment, and in an effort to protect their clients (and make them whole), any smart lawyer will charge the corporate entity, as well as its officers with liability for their actions and/or inactions. To that end, both the corporation and its directors and officers (Ds and Os) need insurance coverage.
Gary Grasso, a partner who specializes in coverage issues and professional liability, in the Chicago-based law firm of Ungarretti & Harris, explained that, "An indemnity policy protects the corporation, while a D&O policy covers the individual acts of directors and officers. The coverage may be tied to the same events, but if the corporation is injured, it's covered by the indemnity policy." 
Many misconceptions exist about whether one would need insurance if the organization is small or has a not-for-profit status.  As noted by insurance industry guru, Bill Bolton, of Pasadena-based Bolton & Co., “size and status don't matter; Ds and Os of a two-man operation can be accused as easily as those of a large publicly held corporation.  The term ‘corporation’ can include non-profit organizations, charitable trusts, and civic associations. The one common thread tying them altogether is the concept of the "duty" owed by an officer or director to constituents such as shareholders, members, employees and the corporation itself.”
The concept of D&O liability is rooted in the chancery (equity) courts.  The ‘equity’ courts pondered such matters as financial irresponsibility, good faith and intent.  These matters typically were beyond the reach and scope of common law courts. Why is this important to know?  Understanding the basis for D&O liability helps explain why the actions or inactions of Ds and Os, and the vagueness thereto, increasingly results in litigation.  For instance, outcomes such as wrongful terminations, bankruptcies or failed marketing strategies can be scrutinized as inappropriate corporate activities and the Ds and Os responsible for these outcomes can be accused of breaching their corporate duties.   
Mr. Bolton observed that D&O coverage has become an integral part of a very large field of liability. "It started out as a way to protect the officers and directors, as well as the corporate entity, and it used to be pretty much concerned with business litigation," Bolton said. Now, however, there are all sorts of other issues involved, including public policy concerns, fraud, trade secrets, unfair competition, and employment practices. "Now liability is open ended," he observed.
It is very important to note, by design D&O policies don't and can't cover criminal activities.  The policies are strictly concerned with civil remedies, mainly damages. Therefore there's a great deal of leeway in determining whether a director or an officer has breached one of his basic ‘duties’ to the extent that the aggrieved party can recover.

"The fundamental responsibility of directors and officers is to represent prudently the interests of the shareholders as a group and other corporate constituency in directing the business and affairs of the corporation within the law," wrote Dan A. Bailey, a partner in the law firm of Arter & Hadden, in a paper he prepared for Chubb Corp. 
Bailey grouped three basic responsibilities under the following headings:
"Duty of Diligence," which requires the actions be carried out "in good faith." Ds and Os must perform acts "in a manner they reasonably believe to be in the best interests of the corporation," and they have to keep themselves informed as to what's going on. "They are required to implement reasonable programs to promote appropriate corporate conduct and to identify improper conduct." That duty makes Ds and Os more or less responsible for the acts or the failures of their employees and volunteers, which in turn greatly extends their potential liabilities.
"Duty of Loyalty," imposes a whole series of obligations upon Ds and Os to refrain from taking unfair advantage of their position. They can't enrich themselves, or cause harm to the corporation; they must avoid conflicts of interest, and cannot "usurp a corporate opportunity" for themselves. They can't compete with the corporation, and they can't personally profit from the use of inside information. These provisions essentially require an officer or director to judge what's business and what's private, and, if there's any question, to act for the business first rather than themselves.

"Duty of Obedience," means that, "Directors and officers are required to perform their duties in accordance with applicable statutes and the terms of the corporate charter." 

An alleged failure to observe any of the above exposes the director or officer to the possibility of a lawsuit, and not just because corporate performance.  Common claims involve breach of duty, mismanagement, conflict of interest, self-dealing, conspiracy and discrimination as well as about 30 others, which are by no means exhaustive. 
Since the actions and inactions of Ds and Os that may result in an aggrieved party are many times vague and open-ended, the suggested D&O insurance industry tends to be a lawyer's dream and an underwriter's nightmare.  Whoever may have done something, and whatever they may have done, can always be challenged if it turns out badly. 
Bailey describes the attempt to make some sense out of the situation through the application of the "Business Judgment Rule (BJR)." He lists five key elements:
Business decision. The BJR protects directors against claims for wrongful acts, but not against claims for failure to act. Inaction by directors is protected by the BJR only if it is a result of a conscious decision to refrain from acting.
Disinterestedness. The BJR protects directors who are disinterested and independent with respect to the challenged action. For this purpose, disinterested directors are those who neither appear on both sides of the transaction nor expect to derive any personal financial benefit from it in the sense of self-dealing, as opposed to a benefit which inures to the corporation or all the stockholders generally.
Due care. The BJR protects directors if they reached an informed decision after making a reasonable effort to ascertain and consider all relevant information reasonably available to them and after reasonably deliberating the decision.
Good faith. The BJR protects directors if they acted with a good faith belief that their business decision was in the best interests of the corporation. The protection will not apply if the directors acted solely or primarily to preserve their positions or otherwise to benefit themselves.
No abuse of discretion. The BJR protects directors against honest errors of judgment, but does not provide protection for decisions that cannot be supported by some rational basis and are egregious on their face.

Whether you are working for a Fortune 500 corporation or are a volunteer D or O within a not-for-profit professional and/or trade organization, risk management makes good business sense.  The actions/inactions of the managing Ds and Os, whether well-intended or not can make or break the back of the organization.  As such, liability insurance is prudent. At minimum you will want to discuss the possibility of acquiring such protection with your executive teams and/or boards of directors. 
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