
SECOND QUARTER 2018  41

Directors — and par-
ticularly directors of 
public companies — 

are frequently sued. When 
misfortune strikes, the di-
rectors typically are the 
first targets of the ensuing 
investigations and lawsuits. 
In the past year, lawsuits 
against directors and of-
f icer s  have been based 
on a number of claims, 
including such familiar 
topics as conflicts of in-
terest and self-dealing, as 
well as more topical issues 
like failure to prevent data 
breaches or tolerance of ille-
gal discrimination or sexual 
harassment. 

The board of directors 
is responsible for the over-
sight of the management 
of the corporation, so the 
proverbial buck stops with 
them. 

Even when the board is 
not aware of a particular 
problem, the directors are 
often sued for allegedly 
having turned a blind eye 
to the issue, failing to en-
sure that the company had 
in place sufficient proce-
dures to prevent the trou-
ble. The claims brought 
against directors often re-

late to asserted violations 
of their fiduciary duties to 
stockholders or of a spe-
cific law, such as certain 
provisions of the federal 
securities laws (which can 
subject directors to per-
sonal liability). 

But company policies 
that cover upfront litigation 
costs, known as advance-
ment, could help directors 
cover some of the lawsuit 
expenses.

Why is this so important?
Many corporations have 

inc luded provi s ions  in 
their articles of incorpo-
ration and bylaws that can 
limit directors’ potential 
liability. The risk of liabil-
ity, and of significant and 
expensive litigation, how-
ever, cannot be entirely 
eliminated. 

If a director incurs legal 
or other fees, or has to 
pay damages related to 
lega l  or  adminis t rat ive 
proceedings ar ising out 
of actions in their corpo-
rate capacity, he or she has 
certain rights to be reim-
bursed by the company. 
For example, a Delaware 
corporation is permitted 
to indemnify its directors 

and officers against losses 
incurred by them as long 
as they had acted in good 
faith and in a manner they 
reasonably believed to be 
in the best interests of the 
corporation. 

On the other hand, a 
De laware  cor pora t ion 
must indemnify directors 
i f  a  cour t  has  ruled in 
their favor based on the 

f acts presented and the 
applicable law. Howev-
er, such indemnification 
r ights can be cold com-
fort to a director who has 
to pay substantial ongoing 
defense fees for months or 
years before there is a final 
determination justifying 
indemnification. 

Fortunately, the corpo-
rate law of most states al-
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lows a corporation to cover 
in advance the legal and 
other expenses incurred by 
directors who have been 
sued or become involved 
in a government investi-
gation. Advancement, un-
like indemnification, gives 
a director an immediate 
source to pay these ongo-
ing expenses as incurred 

with one important cave-
at. The director must agree 
to repay amounts advanced 
if a court ultimately de-
termines that he or she 
is not entitled to indem-
nification. In practice, be-
cause most of these cases 
are settled before a court 
determines whether in-
demnification is allowed, 
the corporation’s rules 
on advancement are most 
important for whether di-
rectors may have their ex-
penses covered.

When the board reviews 
its r ights to indemnifica-
tion, it should therefore 
begin with the directors’ 
advancement r ights, es-
pecially for expenses in-
curred in an investigation 

or other less formal con-
texts, such as appearing as 
a witness. 

As more directors find 
themselves involved in in-
vestigations into what the 
board knew regarding al-
leged wrongdoing, boards:

• Should be sure that their 
advancement policies cover 
these less formal actions. 

• Should make sure that 
their right to advancement 
cannot be limited by pos-
sible concerns about their 
ability to reimburse the 
company if there is an ad-
verse determination. 

• Should consider wheth-
er they should be able to 
make any required reim-
bursement over time, in 
installments.  

• Should consider wheth-
er to enter into separate in-
demnification agreements 
with the company, so they 
are not relying principally 
on the articles and bylaws.

• Should think care-
fully about advancement 
and indemnification rights 
for former directors and 
whether to require former 

directors to repay advance-
ment amounts if it is de-
termined that they are not 
entitled to indemnification, 
as the law is not clear on 
this point in many juris-
dictions.

Unlike the company’s 
organizational documents, 
an indemnification agree-
ment cannot be changed to 
limit prospective indemni-
ty rights without the direc-
tor’s consent. These agree-
ments also can provide for 
a strong presumption in 
favor of a director’s r ight 
to indemnification unless 
proven otherwise. Addi-
tionally, these agreements 
can require the company 
to pay the director’s legal 
and other expenses if he or 
she has to sue to enforce 
his or her indemnification 
rights. 

Boards should also care-
fully consider whether and 
in what circumstances to 
exclude indemnification 
and advancement if liti-
gation is initiated by a di-
rector against the company 
and the rest of the board 
chooses to bring counter-
claims for wrongdoing by 
that director. A common 
exception to this exclusion 
would be for suits to en-
force indemnification and 
advancement rights. 

Finally, boards should 
also revisit their insurance 
for directors. Often, sepa-
rate indemnification agree-
ments obligate the com-

pany to obtain a certain 
level of insurance for its 
directors, which otherwise 
is subject to majority ap-
proval. With varying types 
of coverage available, it is 
important to have sophis-
ticated advisors in crafting 
a policy. 

As consumers, stockhold-
ers and government agen-
cies seek to press claims 
against directors for cor-
porate misfortune, boards 
should periodically consid-
er the protections available 
to the directors if there is 
litigation or a significant 
investigation. In order to 
attract and retain top talent 
on boards, meaningful in-
demnification and advance-
ment protections are indeed 
a necessity. ■
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