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―Truth makes many appeals, not the least of which is its power to shock.‖ – Jules Renard1 

 

INTRODUCTION 

 

Directors and officers liability (hereinafter D & O) serves as a deterrent to corporate wrongdoing2 and  D & 

O insurance emerged to manage the risk of this liability.3 Recent cycles of corporate scandal, however, have 

impacted the liability and insurance tools used to manage the risk that D & O liability creates.  This impact, within 

the Risk Management literature, is considered a ―shock‖4 that alters the normal market for D & O insurance 

profoundly.  This market alteration has counterintuitively resulted in increased availability of D & O insurance 

coverage at a lower price, despite an increase in D & O liability.  With increased D & O coverage offerings at lower 

costs, the market has become ―soft,‖5 making coverage readily available. Carriers are now competing for insureds 

and there is now a risk of undermining the deterrent effect that D & O liability provides.   

This paper explores whether D & O liability‘s deterrent effect has been jeopardized by this soft D & O 

insurance market.  In Part I, we describe the parameters of D & O liability and its deterrent effect.6  In Part II, we 

evaluate the risk management tools, namely D & O insurance, that have emerged in response to D & O liability and 

explore how those tools have evolved to support the goal of deterrence.  In Part III, we discuss how recent scandals 

have ―shocked‖ D & O liability‘s risk management tools.  In Part IV, we conclude by analyzing whether these 

shocks have unhinged the overlapping efforts of D & O liability and D & O insurance in such a way that now, D & 

O insurance has the potential to undermine the deterrent effect.   

 

I. D & O LIABILITY AND ITS DETERRENT EFFECT 

 

It is commonly understood that ―[t]he primary goal of liability rules in corporate and securities law . . . is to 

deter corporate officers and directors from engaging in conduct harmful to shareholders.‖7  D & O liability is an 

offshoot of common law agency that holds ―a principal is subject to a duty to indemnify an agent for damages the 

agent is required to pay to a third person . . . .‖8  D & O liability leverages this agency principle in two contexts: (1) 

Claims by shareholders that directors and officers have breached their duties to the corporation and (2) federal 

securities law claims.9  These lawsuits, commonly referred to as shareholder derivative suits, serve as the primary 

deterrent mechanism to prevent wrongful conduct and ensure directors and officers uphold their fiduciary duties.10 

By placing personal liability on directors and officers for their actions (or inactions), the burden of corporate loss 

shifts, by way of shareholder derivate lawsuits, from shareholders to the decision makers.11  Thus, derivative suits 

―raise the expected cost of the undesirable behavior‖ by the directors and officers and the potential for personal 

liability for their actions serves as a deterrent.12 

 

A. D & O Liability in Derivative Suits for Breach of Corporate Duties  

 

As agents of a corporation, directors and officers are bound by certain duties;13 they must use care and 

diligence in their management and administration of the affairs of the corporation.14 When an officer or director 

breaches their duty to the corporation, shareholders of the corporation may seek to recover the value of the 

corporation lost due to actions (or inaction) by the directors and officers through a derivate lawsuit—suing the 

directors and officers on behalf of the corporation.15  It is through these derivate lawsuits that directors and officers 

can be held liable to the corporation for losses that resulted from the breach of their duties. 

In a lawsuit charging a breach of duty to the corporation, the directors and officers are presumed to have 

http://thinkexist.com/quotation/truth_makes_many_appeals-not_the_least_of_which/255774.html


 

acted in good faith and in the best interests of the corporation.16 In the absence of bad faith or gross abuse of 

discretion, the court-developed doctrine of the Business Judgment Rule attaches and the courts will not interfere so 

long as the decision ―may be attributable to any rational business purpose.‖17 The protection afforded to directors 

under the rule is notoriously difficult for plaintiffs to overcome.18  Nevertheless, there are situations where 

shareholders are able to recover against directors and officers for a breach of their duties of care, loyalty, or good 

faith.  

1. Duty of Care 

Directors satisfy their duty of care—a gross negligence standard—if they ―inform themselves[,] ‗prior to 

making a business decision, of all material information reasonably available to them.‘‖19 Thus, courts determine 

whether the decision-making process, as opposed to the substance of the ultimate decision, was adequate.20 Once a 

court finds that the process was inadequate (e.g. that the board was unreasonably informed), the board cannot defend 

itself by reference to the substantive benefits of their action or the legitimate purposes behind the decision.21 In 

addition, the duty of care is an affirmative duty; that is, directors must be active and inquire about the decision.22 

Mere passive acquiescence is insufficient to satisfy the duty of care.23 

The outer limits of the duty of care were explored in Smith v. Van Gorkom and Brehm v. Eisner.24 In Van 

Gorkom, the board‘s decision to sell the company was not protected by the Business Judgment Rule because the 

decision was made during a two-hour meeting, after hearing a short and inaccurate presentation by the CEO, and 

without having read the contract for sale.25 Yet, in Eisner, the court may have partially retreated from Van Gorkom 

in favor of greater judicial deference.26 In Eisner, the board approved an immense severance package, complete with 

options that automatically vested upon a no-fault termination.27 Despite the fact that an executive compensation 

expert, hired by the board to review the severance package, did not even read the contract, and only one paragraph in 

the board minutes addressed the package, the court found inadequate evidence that the directors failed to reasonably 

inform themselves.28 Although the Business Judgment Rule defers to decisions made by corporate directors, it is still 

within the court‘s discretion to find for a plaintiff when directors breach the duty of care. 

2. Duty of Loyalty 

A plaintiff may also rebut the presumption in favor of directors by proving a breach of the duty of loyalty.29 

Directors breach the duty of loyalty by using their ―position of trust and confidence to further their private 

interests.‖30 Thus, they may not ―do anything that would work injury to the corporation,‖ including the usurpation of 

a corporate opportunity.31 For example, a person may breach this duty by serving as director of corporations on both 

sides of a transaction or by receiving some material benefit from the transaction not received by the shareholders.32 

However, if the defendant director can prove that all material facts surrounding the conflict of interest were 

disclosed and that a majority of the disinterested directors or shareholders ratified the decision, the burden shifts 

back to the plaintiffs and the Business Judgment Rule applies.33  

3. Duty of Good Faith 

Plaintiffs also can rebut the presumption by proving that the directors acted in bad faith or with a dishonest 

purpose.34 In these cases, the plaintiff must make ―factual assertions of specific wrongdoing‖ as opposed to 

―conclusory allegations.‖35 If successful in a shareholder derivative suit, the directors and officers can be held liable 

to the corporation for the losses that resulted from the breach of their fiduciary duties.  

 

B. D & O Liability in Securities Law Suits  

 

 Shareholder derivate suits include both breach of duty claims as described above and securities law claims 

under the Securities Act of 1933 and Securities Exchange Act of 1934.36  Securities law claims generally focus on 

fraud or false or misleading representation made by the corporation in connection with a disclosure required by 

federal securities law.37  The most common securities law claims arise under Rule 10b-5 in § 10(b) of the Exchange 

Act of 1934;38 Sections 11 the Securities Act of 1933;39 and 12(2) of the Securities Act of 1933.40  In addition to 

indirect liability through a shareholder derivative suit, directors and officers may also be sued directly by the 

Securities and Exchange Commission (SEC) for violations of the federal securities laws.41   

 Shareholder derivative suits for breach of the corporate duties as well as the SEC mechanisms for suing 

directors and officers shift the burden of errors in judgment (as well as blatantly inappropriate conduct) by directors 

and officers from the shareholder to the directors and officers.  This liability – both professional and personal- of the 

directors and officers serves as a deterrent effect against errant and inappropriate conduct. 

 

II. D & O INSURANCE AND ITS ALIGNMENT WITH D & O LIABILITY‘S DETERRENT EFFECT 

 

A. Background on D & O Insurance 



 

 

Despite the deterrence goals of D & O liability, D&O insurance only initially emerged from Lloyd‘s of 

London in the 1930‘s as a response to the Securities Act of 1933 and the Securities Exchange Act of 1934.42  

Initially, few corporations purchased D&O insurance because indemnifying directors and officers was contrary to 

public policy.43  Over the next few decades, however, corporations advocated that ―a key ingredient to effective 

corporate management was the protection of corporate officials from personal liability.‖44  By early to mid-1960, 

many states adopted new statutes explicitly permitting D & O insurance.45 However, publicly held corporations in 

the United States did not widely purchase D&O insurance until the 1970s46 when state legislatures permitted the 

indemnification of corporate directors and officers.47 For D&O insurance, the 1970‘s presented a time of continued 

growth and relatively low costs.48  Today, almost all publicly held corporations carry D & O insurance policies.49 

Three distinct types of D&O insurance exist: A-Side, B-Side, and C-Side coverage.  A-Side Coverage, 

individual coverage, indemnifies corporate directors and officers for personal liability.50  A-Side Coverage protects 

directors and officers even when the corporation is financially unable to (due to insolvency or bankruptcy), or is 

legally unable to (due to prohibitions under state corporate law or the corporation‘s own by-laws or articles of 

incorporation).51  B-Side coverage, institutional coverage, indemnifies payments the corporation may make to its 

directors and officers.52  C-Side coverage, or ―entity coverage,‖ provides coverage for the corporation‘s actual 

liability to shareholders in suits where the corporation itself is a named party.53   

While each D&O liability insurance policy includes unique characteristics, these policies ―typically cover 

settlement amounts, legal fees, and compensatory damages.‖54  In addition the policies contain three common 

exclusions: 1) claims for actual fraud; 2) claims in which the director or officer committed the acts at issue prior to 

the start of the policy; and 3) claims between named insureds on the policy, such as when the corporation sues a 

director or officer.55   

 

B. D & O Insurance as a Facilitator of Deterrence 

 

The D & O literature provides explanations for why firms purchase D & O insurance as well as its potential 

relation to the quality of firm governance;56  D & O insurance helps   manage liability risk57 and helps monitor the 

firms‘ officers.58    

D & O insurers act as an intermediary between the shareholders and management by covering the risk of 

shareholder derivate suits.59  Because they cover the risk, D & O insurers engage in selective underwriting which 

furthers the deterrent effect on directors and officers.60  D & O insurers carefully screen prospective corporations, 

rejecting or increasing premiums for those with a high risk of liability.61  D & O insurers also recommend changes to 

corporate governance practices of their insureds before covering potential losses.62  When lawsuits arise, the insurers 

manage the defense and settlement of derivative suits, along with defense costs.  They also withhold insurance 

benefits from directors and officers who have engaged in fraudulent activity.63  These practices deter officers and 

directors from engaging in harmful conduct or otherwise violating their duties in a way that is likely to trigger 

litigation,64  thus marrying the deterrent effect and D & O liability with the market for D & O insurance. 

Scholars have used D & O coverage to infer information about the overall quality of firm governance.65  

Their research provides a variety of explanations for why firms obtain D & O insurance, including the concepts that 

firms with higher risk are more likely to purchase coverage with higher limits66  and that outside directors at larger 

firms as well as D & O insurers provide a source of monitoring for the firm‘s managers.67  Similarly, firms with 

―greater inside ownership will purchase more insurance because of the insiders‘ risk aversion.‖68   

It is worth noting that this scholarship is not consistent. Other research finds that D & O premiums are 

positively related to excess CEO compensation, implying weak corporate governance.69  In a study of Canadian 

firms, Chung & Wynn found that obtaining D & O insurance is associated with less conservative earnings reports by 

managers.70  These questionable reports include the timely reporting of bad news. Further, in their analysis of a 

sample of IPOs, Chalmers et al. find that firms purchasing insurance in conjunction with an IPO are likely to have 

lower stock price performance three years after the transaction, suggesting that perhaps D&O purchases are likely to 

reveal opportunistic behavior from managers.71   This scholarship reflects that D & O insurance is not always 

directly tied to deterrence in every respect.  Nonetheless, the overall correlation between selective underwriting in 

the marketplace and deterrence remains. 

 

III. RECENT CORPORATE SCANDALS AND THEIR ―SHOCKING‖ IMPACT 

 

The dramatic series of events associated with the corporate scandals of the early twenty-first century 

arguably created a ―shock‖ in the market.  These corporate scandals interrupted the typical D & O insurance cycle in 



 

extreme ways.  The onslaught of corporate scandals in the early 2000‘s brought an increase in the assessment of 

losses that could be associated with the actions of directors and officers.72  Scholars have addressed the impact that 

large loss shocks have had on the insurance marketplace in previous cycles.73  Specifically, probability updating 

theory74 suggests that ―demand is likely to increase as a result of actual or perceived increased in actuarial losses.‖75  

This section of the paper addresses the impact of the recent corporate governance shocks on the D & O liability 

insurance marketplace. 

 

A. Effect of Liability Cycles 

 

Liability insurance goes through ―hard‖ and ―soft‖ cycles which can be driven by broad market forces or by 

specific events. D & O insurance is no exception.  For example, in 1985, the Delaware Supreme Court changed the 

landscape of D & O insurance in its landmark case Smith v. Van Gorkom.76  The lawsuits of the mid-1980‘s and the 

judicial interpretation of director and officer liability under federal securities laws brought increased exposure to 

directors, officers, and the corporation itself.77  Due to a variety of factors including an increased frequency of 

lawsuits and increased risks facing corporate directors and officers, the D & O insurance liability industry entered a 

hard cycle.78  In a hard cycle, underwriters become more selective, more interested in higher attachment points, less 

willing to offer high limits, less willing to negotiate contract terms, and able to command dramatically higher prices 

for what amounts to less coverage.79   

D & O liability insurance experienced a soft cycle during most of the 1990‘s. 80  During a soft cycle, 

insurers compete for business and corporations can obtain broader coverage at better prices.81  As the millennium 

approached, the market for D&O liability insurance began to harden once again.82   

 

B. Effect of Corporate Scandals on the Market 

 

Beginning with Enron, the new millennium, however, unleashed intense corporate scandals that are well 

documented in the literature.83  Commentators consider the pervasive fraud at Enron, a Texas-based energy 

company, the ―granddaddy of all corporate fraud cases.‖84  Under aggressive management, Enron engaged in risky 

investments, inflated accounting figures, and avoided full disclosures.85 In a matter of time, Enron went from one of 

the leading companies on Wall Street to the biggest bankruptcy in U.S. history;86 four thousand employees lost their 

jobs (many also lost their life savings) and investors lost billions.87  Following the collapse and investigations by the 

Securities and Exchange Commission (SEC), fifteen former company executives plead guilty and received 

sentences.88   

In the midst of the Enron scandal, numerous other corporate scandals emerged.  Examples include 

WorldCom, where more than $3.8 billion in accounting fraud resulted in SEC fraud charges;89 Adelphia, whose 

founder was convicted in 2004 of conspiracy, bank fraud, and securities fraud after hiding company debt, deceiving 

investors, and stealing company cash;90 and Tyco, whose former CEO and CFO were convicted of stealing more the 

$150 million of company funds.91 

The unprecedented number of highly publicized scandals in the early twenty-first century rocked the D & 

O insurance industry.92  The number of lawsuits naming individual directors and officers increased dramatically, and 

damages, settlements, and the costs of litigation soared.93   

 

C. The Sarbanes-Oxley Act: Federal Response to Corporate Government Scandals 

 

On July 30, 2002, President Bush signed into law the Sarbanes-Oxley Act of 2002 (SOX),94 declaring, 

―[n]o more easy money for corporate criminals; just hard time.‖95 SOX raced through Congress, criminalizing new 

behavior and significantly increasing the penalties for existing crimes.96  The Act added new requirements designed 

to increase corporate compliance with legal and ethical standards. 97   

SOX responded directly to the multitude of scandals by including provisions tied to criminal wrongdoings 

revealed during the scandals98 and by targeting punishments meant to deter future corporate misconduct.99  In 

addition, the Act created personal accountability for the corporations‘ directors and officers with almost no 

forgiveness for financial inaccuracies and/or a lack of transparency.100 Overall, lawmakers intended SOX to restore 

the integrity of the marketplace.101   

In its effort to prevent future wrongdoing, SOX also created more liability risk for directors and officers.102  

As a result, D & O insurance premiums increased approximately 30% in 2001 and 30% in 2002.103  In 2003, 

premiums increased 33%.104  Premiums for the largest companies, those with market capitalizations of $5 billion or 

more, increased as much as 70% in 2004.105  In an attempt to quantify the costs of Sarbanes-Oxley, a survey of 



 

mostly mid-cap companies found that the cost of being public almost doubled, from $1.3 million to almost $2.5 

million.106  D & O liability insurance, which averaged $329,000 prior to Sarbanes-Oxley and grew to $639,000 

afterwards,107 accounted for approximately two thirds of the increased expense.  The personal liability of the CEO 

and CFO, who must sign off on the company‘s financial statements, is largely credited with the increased 

premiums.108 

 

D. Corporate Governance Scandal’s “Shock” to the D & O Insurance Market 

 

The corporate scandals of the early twenty-first century altered our perspective on corporate liability and 

interrupted the typical D & O insurance cycle in extreme ways, arguably creating a ―shock.‖  A ―shock‖ is a 

dramatic event or series of events that causes a reexamination of assumptions and rules.109  Not only did the shock 

result in a reexamination of corporate governance and reactionary legislation—the Saxbanes-Oxley Act;110 it also 

created a shock in the D&O insurance industry in that insurers reexamined their pricing behaviors.   

1. D & O Insurance Coverage Obligations after SOX 

Studies have examined the effect of legislative changes on the D & O marketplace.  For example, in a study 

of the impact of legislation before SOX, Chalmers et al. (2002) provide evidence that D & O premiums declined 

following both the introduction and enactment of the Private Securities Litigation Reform Act of 1995.111  These 

results suggest that insurers updated the probability of D & O related claims downward following the passage of this 

Act, which ultimately resulted in a reduction in overall premiums.112   

Linck, Netter & Yang (2008) examine the effects of SOX on both the supply of and the demand for 

directors and officers insurance.113   As a result of Sarbanes-Oxley and increased shareholder litigation, some of the 

largest commercial insurance companies reduced their D & O coverage obligations by increasing deductibles and 

lowering limits on overall coverage, thus exposing directors to higher liability.114  As insurer capacity deteriorated 

and insurers left the market, a large number of new insurers emerged to offer D & O coverage to public 

companies.115  Because demand rose between 2000 and 2003, more insurers entered the market, causing D & O 

premiums to fall.116  In addition, class actions against U.S. listed companies declined, resulting in reduced 

premiums.117  In a matter of a few years, a post-scandal hard cycle quickly turned soft.118   

A 2006 Towers Perrin Directors and Officers Liability Survey reported a continuing soft market for D & O 

insurance.119  As a result, survey participants generally reported higher limits, slightly lower retentions and 

premiums, broader coverage, and fewer exclusions.120  Potential corporate directors became more interested in an 

organization‘s D & O program and coverage..121  In 2006, premiums decreased by 6.5%, and 31% of participants 

reported an increase in coverage enhancements.122  In addition, over 99% of public companies purchased D & O 

insurance.123    

The Survey also reported an increased interest in Side A of D & O insurance that covers individual 

directors and officers when they are not indemnified by their organization.124  For public companies, 38% reported 

purchasing such a policy.125  Further, the Survey provided the following data representing the types of D & O 

allegations from shareholder claimants against public companies: accounting fraud 2%; breach of duty to minority 

shareholders 4%; dishonest/fraud 3%; general breach of fiduciary duty 12%; inadequate disclosure including 

financial reporting 37%; and stock and other public offering 19%.  The literature supports these figures.  For 

example, Froot & O‘Connell propose the theory of probability updating, whereby demand for insurance shifts 

considerably when insureds significantly increase their assessment of the real or perceived likelihood of loss.126  

Similarly, Lai et al. argue that insurers may also experience a change in expectation about future losses or expenses 

that will impact price and/or supply of coverage.127  

 

E. Are we headed towards another “Shock”? 

 

While the dust continues to settle from the corporate scandals at the beginning of the twenty-first century, 

we examined whether the U.S. is in the midst of another perceived loss shock that is likely to impact the D&O 

liability insurance marketplace. The following chart illustrates how the marketplace has changed over time 

indicating that we are in a period of uncertainty:  

 

Years Period Characteristics 

1991–2000  Benchmark Period of Relative Certainty and Lack of Scandals  

2001–2003  Corporate Scandals/Uncertainty  

2003  Implementation of SOX  



 

2004–2006  Post-SOX Relative Certainty  

2007  New Period of Uncertainty  

 

To fully understand the recent effects to the marketplace, this period of uncertainty is best analyzed on an 

industry level.  To date, no studies have examined the ability/tendency of insurers to adjust the price and availability 

of D & O insurance coverage across industries.  Fier, et al. derived a model which divides the marketplace into two 

groups in order to better understand the shift in the market.128  The first group consists of industries most impacted 

by the corporate scandals of 2001–2002 and the second is those that were not impacted. ―Impacted‖ industries 

include: banking, durable goods, non-banking financials, technology, transportation and communications and 

utilities.  All other industries are deemed ―non-impacted.‖129  This allows tracking of not only the overall 

marketplace, but the key industries closely related to the corporate governance failures.130 

 The analysis of the D & O market on an industry level shows that scandal-based events are unique loss 

shocks that directly impact insurers pricing behavior.  The analyses produced evidence of a new type of probability 

updating in the demand for D & O insurance; ―as the likelihood of D&O liability exposure increases, purchasing 

firms increase their level of insurance coverage.‖131  Further, the study found that ―impacted‖ industries increased 

their level of coverage more than ―non-impacted‖ industries during periods of uncertainty.132  Overall, the findings 

suggest that the shocks resulting from the corporate scandals and enactment of SOX provided a distinct type of loss 

shock that impacted the various industry segments of the D & O marketplace differently.  

 As a result, professionals considering investing in D&O liability insurance should weigh whether they 

operate in an ―impacted‖ or ―non-impacted‖ industry because ―non-impacted‖ less risky purchases of D & O 

insurance may be subsidizing more risky firms as a result of the lag-time on the supply side due to these loss shocks.  

As the study shows, subsidizing risky firms will result in higher premiums to ―safer, non-impacted‖ industries.   

Insurers need to be cognizant of this lag in premiums in response to demand because, depending on the 

industry, it will affect their bottom line as well.  Businesses in ―impact‖ industries may look to D & O insurance to 

hedge their losses against more calamities.  Yet firms with ―less than trustworthy‖ corporate governance may use 

this opportunity to purchase D & O insurance while premiums are low and engage in risky corporate governance.  

This activity ultimately harms insurers because it will increase the claims they will have to pay out to high-risk, low-

premium insureds.  On the other hand, businesses in ―non-impact‖ industries that may have considered purchasing 

D&O insurance to protect themselves after the corporate governance scandals may decide against it because of high 

premiums and minimal coverage. Overall, the failure to purchase coverage will decrease the amount of new business 

to the insurers of D & O liability insurance.   

 The empirical research and models used in the study provide a broad discussion of the D & O insurance 

market.  It is intuitive to think that after periods of corporate governance scandals that corporations would rush out 

and purchase insurance, thereby increasing demand, expecting supply to match the demand, and creating a fair 

price-point for all.  The corporate governance loss shocks, however, have shed light on the D & O marketplace, and 

revealed that this is not the case.   As a result, the deterrent effect of D & O liability insurance is not present and 

insurers must be cognizant so that both ―impacted‖ and ―non-impacted‖ industries are not paying for the faults of 

one another.  

 

IV. WHAT EFFECT DOES D & O LIABILITY HAVE ON DETERRENCE TODAY? 

 

 Past and present scandals have affected D & O liability and the availability of coverage for such claims.  

Increased shareholder class action lawsuits, high damage awards in those lawsuits, and claims related to the 

restatement of earnings have had strong impacts on carriers.  Nonetheless, the D & O market has softened faster than 

many would have expected, driving coverage for claims up and the cost for coverage down. 

These factors seem to have created a more traditional soft market response with D & O insurance – lower 

premiums and increased access to coverage.  Also, the market is responding by allowing even better coverage for 

independent board members.  Fundamental changes in liability law, however, do not appear forthcoming.  On the 

contrary, a lack of successful prosecutions under Sarbanes-Oxley and the resulting regulations seems, in and of 

itself, to have alleviated much anxiety over the risk that directors and officers may bear. But, the current credit crisis 

may revive that anxiety.  

In the wake of the current credit crisis, we are potentially in the midst of yet another shock.  Recent cases 

provide insights into the current state of affairs for D & O liability. In 2009, the Delaware Chancery Court  

considered two important cases regarding directors‘ and officers‘ oversight liability.133 These decisions reinforce the 

high burden of proof plaintiffs must meet in overcoming the Business Judgment Rule, but also warn that a showing 

of bad faith and intentional misconduct may be enough to find directors liable for corporate losses.  The Delaware 



 

court also hints at a significant new development that could hold directors and officers involved in prior financial 

scandals to a higher standard of care with regard to their duties to shareholders.   

 

A. In re American International Group, Inc. Consolidated Derivative Litigation 

 

The Delaware Chancery Court considered oversight liability in the recent case, In re American 

International Group, Inc. Consolidated Derivative Litigation.134  Shareholders of American International Group, 

Inc. (AIG) brought a derivative suit against former directors and officers of the company135  alleging that intentional 

misconduct by several of AIG‘s top officers resulted in materially misleading financial statements which overstated 

the value of the corporation by billions of dollars.136  The misstatements led to $1.6 billion in fines and penalties, 

$440 million in settlement payments, $800 million in lost profits and penalties, and a $3.5 billion ―hit‖ to 

shareholders' equity.137  

The court found that at least two of the defendants knew and approved of much of the financial wrongdoing 

occurring in the company, and had thus had breached their duty of loyalty by knowingly failing to monitor internal 

controls.138   In essence, this decision demonstrates the ongoing need for deterrence and for D & O insurance to 

support, rather than undermine, that deterrence. 

 

B. In re Citigroup Inc. Shareholder Derivative Litigation 

 

The Delaware Chancery Court considered oversight liability in a second case, In re Citigroup Inc. 

Shareholder Derivative Litigation, but with a different result.139  Citigroup shareholders brought a derivative action 

against current and former directors and officers seeking to recover for losses sustained from exposure to the 

subprime lending market.140 

The plaintiffs brought claims for breach of fiduciary duty and waste.  First, under a breach of fiduciary 

claim, the plaintiffs alleged that the defendants  were liable for oversight liability because they failed to monitor 

Citigroup‘s business risk and its exposure to the subprime mortgage lending market.141  Further, the plaintiffs 

claimed the directors and officers should have been put on notice of the struggling economic market by ―red flags,‖ 

including newspaper articles stating the housing market bubble was about to burst and increased bankruptcy filings 

by mortgage companies and hedge funds.142  

The court analyzed the breach of fiduciary duty claims under the business judgment rule, with a ―focus on 

the decision making process rather than on a substantive evaluation of the merits of the decision.‖143  The court 

dismissed the claims, holding the plaintiffs‘ conclusory claims did not show the directors failed to meet their 

oversight obligations.144  In contrast to the AIG‘s directors‘ failure to oversee or correct fraudulent conduct in the 

previous case, the Citigroup directors‘ failure to take notice of the ―red flags,‖ constituted, at most, evidence that the 

directors had made a bad business decision to invest in the subprime mortgage market.145 

The plaintiffs argued that nine of the directors, who had been involved with the Enron financial scandal, 

should have been ―especially sensitive‖ to the ―red flags.‖146  The court rejected the plaintiffs attempt to hold these 

directors to a higher standard of liability because the plaintiffs failed to show how the Enron scandal was relevant to 

the Citigroup subprime mortgage losses.147 

The plaintiffs cited McCall v. Scott148 as support for their position.149  In the McCall case, the Sixth Circuit 

held that a ―significant factor‖ in its decision that the plaintiff‘s facts created a reasonable doubt as to the directors‘ 

disinterestedness was the director‘s involvement in prior instances of the same type of questionable billing 

procedures.150  In contrast, the plaintiffs in In re Citigroup did not show there were any specific similarities between 

the directors‘ involvement in the Enron scandal and Citigroup‘s losses.151 The court alluded, however, that there may 

be situations where directors would be held to a higher standard due to their exposure to previous scandals.   

The court also considered the plaintiffs‘ corporate waste claims, dismissing all but one of the waste claims.  

In an unusual move for the historically pro-business tribunal, the court held the plaintiffs‘ allegations regarding a 

large severance package for retiring CEO Charles Prince, who was at least partially to blame for the billions of 

dollars lost at Citigroup, raised a reasonable doubt as whether the package was so ―one-sided‖ and so 

disproportionately large and unconscionable as to be considered waste.152  The Delaware Chancery Court recognized 

that there is an ―outer limit‖ to the discretion of directors in setting executive compensation—at some point the 

compensation is so disproportionately large as compared to the executive‘s contribution that it constitutes waste.  

 Following the recent AIG and Citigroup cases, the general principle remains that the business judgment 

rule protects decisions by the board of directors.  In addition, to prove a claim that directors and officer have 

violated their oversight duties, plaintiffs must allege more than mere ―red flags‖ that should have swayed the 

directors‘ decision making.153  Instead, plaintiffs must show that directors acted in bad faith, knowingly shirking 



 

their duties.154  It is yet to be seen whether plaintiffs will be able to hold directors with prior exposure to financial 

scandals to a higher standard, as alluded in to the In re Citigroup case. What impact do these cases have on the D & 

O insurance market and what is the deterrent effect? 

  

C. Bear Sterns 

 

In the summer of 2007, several hedge funds, heavily invested in mortgage securities and managed by Bear 

Stearns, collapsed as the financial crisis loomed on the horizon.  As a result of the collapse, investors lost 1.6 billion 

dollars.  ―The fiasco presaged the financial turmoil that would later upend Wall Street and the broader economy.‖155  

Cioffio and Tannin, hedge fund managers at Bear Stearns, were arrested in June 2008, after being accused of lying 

to investors about the ―precarious state of the funds they oversaw.‖156  The case filed by the New York District 

Attorney turned on emails between Cioffi and Tannin and their investors in the fund, assuring the investors that their 

investments were sound.157  Prosecutors argued that Cioffi and Tannin committed fraud because they were aware 

that the fund was ―anything but sound.‖158  On November 2, 2009, the United States Federal District Court for the 

Eastern District of New York acquitted Ralph R. Cioffi and Matthew M. Tannin, hedge fund managers from Bear 

Stearns, of securities fraud.159  As one of the jurors explained, ―There was a reasonable doubt on every charge. We 

just didn‘t feel that the case had been proven.‖160  Cioffi and Tannin still face civil action by the Securities and 

Exchange Commission, but are not criminally liable for fraud.161  

 

CONCLUSION 

 

 As more scandal emerges that shocks the D & O insurance marketplace and both lawmakers and investors 

demand more accountability, directors and officers will seek to transfer the risk of liability rather than bear that risk 

personally.162  Transferring risk in such an environment, however, has the potential to create a scenario where the 

existence of insurance alters the incentive to minimize wrongdoing.163  In fact, when an insured knows that the 

insurance will cover any harm caused, the probability of loss actually increases, thereby undermining the deterrent 

effect.164 

 With D & O liability, increased risk transference in a soft market has the potential to increase loss 

probability.  Increased loss probability is particularly troubling considering that we are arguably inside of another 

shock – on the contrary, deterrence seems to be of the highest importance.  As a result, it remains critical that the 

marketplace continues selective underwriting so that risk transference supports, rather than undermines, the deterrent 

effect of D & O liability. 
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