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Now more than ever, as the risk of personal liability
rises, independent directors must take every precaution
to protect themselves. Following the enactment of
the Sarbanes-Oxley Act — and with bankruptcy filings
currently at a 50-year high — independent directors
are becoming a target for shareholders, management,
creditors and regulatory agencies, as evidenced by a
recent increase in litigation against them. Although
independent directors are aware that their decisions
can have an impact on their reputations, they may not
know what action to take to reduce personal exposure
while fulfilling their duties to the companies they serve.

Key Considerations

Independent directors are charged with protecting the
interests of the organization and its shareholders by
providing appropriate oversight and making objective,
impartial decisions. When the organization is in finan-
cial distress, a whole new set of issues arises:

¢ Independent directors ordinarily have a fiduciary

responsibility to the organization and its sharehold-
ers. Directors must exercise reasonable care, loyalty
and good faith in the decision-making process and in
overseeing the operational and financial performance
of the organization. They have the duty to act in the
best interest of the organization, even to the extent of
foregoing personal gain.

* When the corporation is insolvent, the interests of the
corporation’s creditors must be considered. Creditors

must be protected against actions that would improp-
erly benefit one class of creditors over another. The
corporation must take actions to preserve corporate
assets and avoid improper depletion of assets.

When an organization is experiencing financial diffi-

culties, its risk profile will likely change. Independent
directors need to have a solid understanding of the
organization’s risk profile and be able to assess the

impact and long-term effects of key decisions they

make or approve.

In insolvency environments, monitoring the effective-
ness of financial and operational internal controls, as
well as thoroughly reviewing and understanding the
organization’s financial statements, are vital to ensuring
informed decisions. Directors should look for any red
flags, which can include negative cash flows, restructur-
ing of debt or a search for new sources of financing.

When an organization files bankruptcy, claims
against the directors and officers typically follow as
creditors seek all available assets in an attempt to
satisfy unpaid debts. The creditors will review the
actions of the board to look for potential wrongdo-
ing that would be the basis for a claim against the
directors. The coverage provided by the company’s
D&O insurance may be insufficient, even if it does
provide coverage for the type of claim asserted.

In bankruptcy cases, actions against directors and
officers are often the most significant because their
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