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Should directors be concerned about out-
of-pocket settlements such as Enron and 
WorldCom?

Robert B. Thompson: Enron and WorldCom are exam-
ples where directors are writing a check and paying 
out of their own pockets. Should that alarm directors? 
Not necessarily. First, Enron and WorldCom are the 
most visible symbols of the excesses of the bubble. They 

are the two companies that, by themselves, provided 
the spark for Sarbanes-Oxley. When Enron occurred in 
the winter of 2001, the legislation was not going any-
where. WorldCom followed in June 2002, and within 
six weeks, Sarbanes-Oxley passed through both houses 
of Congress, was signed by the President, and we were 
on our way. So it’s not surprising those two situations 
provoked what in effect are exceptions to the long trend 
of directors not having to worry about paying out of 
their own pockets. It will take something else–a third 
or fourth case that is not the high-visibility poster child 
of the Enron and WorldCom scandals–before directors 
need to worry.

Second, these cases occurred in the unusual setting of 
the 1933 Securities Act. They were not based on state 
law, or on duty of care, or on generic 1934 act obliga-
tions. They occurred in a setting in which directors were 
held accountable for the statutory strict standard of 

10 OCTOBER 2005 
VOL.9 • NO.10

Personal Liability:  
Have the Rules Changed?

Experts differ on what legal changes might lie ahead after the personal  
settlement payments at Enron and WorldCom. 

What’s Inside:  Calendar 74  |   Newsworthy 75  |  Abstracts 76



OCTOBER 2005 • Volume 9, Number 10

MANAGING EDITOR Rashi Sharma
EDITORIAL ADVISORY BOARD

Kevin Smith, Chair, Editorial Advisory Board  
CEO and President, St. Joseph’s Healthcare 

Paul Iacono, Chair, Insurance Group Counsel to Beard Winter 
LLP and President of YorkStreet Dispute Resolution Group Inc.

William D.T. Carter, Chair, Healthcare Law Group  
Partner, Borden Ladner Gervais

Mark Bain, Partner, Bennett Jones LLP

Arif Bhimji, Consulting Physician, At Work Health Consulting

Harry Brown, Brown & Korte, Barristers

Randy Bundus, Vice President, General Counsel and Corporate 
Secretary, Insurance Bureau of Canada

Lauri Ann Fenlon, Associate, Fasken Martineau DuMoulin LLP 

Catherine Gaulton, Solicitor, Nova Scotia Department of Justice

Glenn Gibson, CEO, Crawford Canada

James G. Heller, President, James G. Heller Consulting Group

Mark Hundert, National Director, The Hay Group

Daphne G. Jarvis, Partner, Borden Ladner Gervais LLP

Erik Knutsen, Visiting Assistant Professor, Florida State 
University College of Law

Paul Martin, President & COO, KRG Insurance Group 

Anthony Morris, Partner, McCarthy Tétrault LLP

Wendy Nicklin, Vice President, Allied Health, Clinical Programs 
& Patient Safety, The Ottawa Hospital

Dora Nicinski, President & CEO, Atlantic Health Sciences 
Corporation

Ted Nixon, Principal, William M. Mercer 

Patricia Petryshen, Assistant Deputy Minister, B.C. Ministry of  
Health Services

Glen J.T. Piller, President and CEO, iter8 Incorporate

Dorothy Pringle, Professor and Dean Emeritus, University of 
Toronto, Faculty of Nursing and Director, WSIB, Ontario

Maureen Quigley, President, Maureen Quigley and Associates 

Don Schurman, Partner, TkMC

Graham W.S. Scott, Managing Partner, McMillan Binch LLP 

Pamela Spencer, In-house Counsel, Cancer Care Ontario

Debbie S. Tarshis, Partner, Weirfoulds LLP

Howard Waldner, President & CEO, Vancouver Island  
Health Authority

David Wilmot, Senior Vice President, Toa-Re

Paul Walters, President, Walters Consulting

Gerard A. Wolf, Vice President, Regional Program Manager, 
General Reinsurance Corporation

PUBLISHER Anton Hart

© 2005 Longwoods Publishing Corporation. All rights reserved. 

No part of this work covered by the publisher’s copyright may be 
reproduced or copied in any form or by any means without the writ-
ten permission of the publisher, who will provide single-duplication 
privileges on an incidental basis and free issues for workshops and 
seminars. Information contained in this publication has been compiled 
from sources believed to be reliable. While every effort has been made 
to ensure accuracy and completeness, these are not guaranteed. It is an 
express condition of the sale of this legal letter that no liability shall be 
incurred by Longwoods Publishing Corporation, the editors or by any 
contributors. Readers are urged to consult their professional advisers 
prior to acting on the basis of material in this legal letter. Unauthorized 
duplication of this document is against the law. 

Ten issues per year. A FOCUS Publication. Printed in Canada

ISSN 1710-3363 
��������������������
�������������������

��������������������
�������������������

��������������������
�������������������

��������������������
�������������������

Personal Liability: Have the Rules Changed?

70  LAW & GOVERNANCE   Volume 9, No. 10     

liability and due-diligence questions under the 1933 act provi-
sion. To that extent, it doesn’t affect directors’ duties. So Enron 
and WorldCom are more unusual, although provocative, scary 
examples, and thus do not demonstrate the everyday, run-of-
themill concern for what directors do in most American corpo-
rations.

Tom Wardell: I disagree with respect to the immediate, short-
term impact on directors, but I agree with respect to the 
long-term impact. The law hasn’t changed as far as directors’ 
ultimate responsibilities. Are they still entitled to indemnifica-
tion under most circumstances? Absolutely, there’s no change 
there. What concerns me is while Enron and WorldCom were 
the poster children, the Disney case is making its way through 
the courts and there’s the old Abbott case in the wings, and 
these have led to resistance on the part of insurers to paying 
defense costs in the first instance as well as reticence on the 
part of judges to consider dismissals in the same way. This 
puts directors, if they are named in a suit, squarely on the hot 
seat during the early litigation stage while in discovery and 
the motions process, and before they actually go to trial where 
the facts come out. In that circumstance, the business judg-
ment rule is alive and well for most boards, and there won’t 
be a negative outcome.

William T. Allen: I agree the law has not fundamentally 
changed, and I also agree that Enron and WorldCom are 
unusual cases. But the political environment has changed, 
meaning juries have changed, judges are more sensitive, and 
people who bring suits make decisions with respect to direc-
tor liability for political reasons and not for anything else. So 
while fundamentally the law is unchanged and the same risks 
have been out there under Section 11 since 1933, we do live in 
a different political environment and that should alert direc-
tors to a heightened degree of risk. Is it a significant degree 
of risk?  That depends on how sensitive you are to being tied 
up in litigation. There is an enhanced likelihood of being sued 
and of not getting a business judgment rule dismissal at the 
outset. At the end of the day, there won’t be a liability risk for 
many directors. But it is a  new world, unquestionably.

Paul D. Lapides: While the law hasn’t changed, Chancellor 
Allen is absolutely right, the environment has changed, par-
ticularly the legal environment. Anyone who reads these 
settlements and doesn’t think he or she has liability is not 
reading them properly. It’s a good opportunity for directors to 
think, “I have a responsibility and that responsibility means 
I need to do the right thing or I could be found liable.” Is it 
likely that they will be? No. But shouldn’t directors be liable 
for the actions they take? Employees lose their jobs when they 
don’t do a good job. And if they are negligent in their respon-
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sibilities, actions can be taken against them. Shouldn’t 
directors fall into the same category? So in terms of just 
ignoring it and saying it’s an aberration, from a practi-
cal point of view, this is a very good wake-up call for 
directors. And it’s clear that more directors are being tar-
geted, not just in lawsuits, but in terms of SEC investiga-
tions to unveil what directors knew, when they knew, 
and what they did about it. More directors have been 
barred from serving as officers or directors in the last 
two years than in the two years prior to that. So it’s a 
good opportunity for directors to think, “If I’m going to 
be on a board, I’d better do my job the right way.”

What advice would you give a friend considering 
a board seat today to reduce his or her personal 
liability?

Wardell: Well, it would not be to move his or her assets. 
There are two specific things people considering board 
seats should do. One would be to make sure the com-
pany in question has bylaw provisions that take indem-
nification expenses, especially legal costs, from the realm 
of discretionary approval and make those mandatory. 
If the bylaw provisions are not written that way, then 
the individual should ask for an agreement because the 
board always has that authority and can indeed turn a 
“may” into a “shall” so there would be that arrangement 
up-front. The second thing is to make sure the D&O lia-
bility policy is as strong as it can be in favor of defend-
ing up-front costs. It’s that up-front cost section that is 
the most difficult part for any director or officer who 
faces possible personal liability. If those two things are 
as strong as they can be, then the individual has done 
what can be done to diminish his or her exposure.

Allen: The primary thing I would advise someone con-
sidering a board seat to do is to get information about 
the board and the CEO’s character. And of course, it’s 
important to have the standard legal protections of D&O 
insurance, indemnification, and mandatory advance-
ment. But before getting there, you want some idea of 
who the CEO is and if there’s a controlling shareholder–
which is a particularly difficult and dangerous board to 
sit on, in my opinion–who that person is and what his 
or her history is. One way you can do due diligence is 
by reading analysts reports, if it’s a public company, but 
also by talking to people informally, particularly those 
who have formerly served on the board. They can give 
you a sense of how the board operates. Is it a board that 
takes seriously its governing responsibilities, or is it a 
sort of easy board over which a strong CEO dominates? 

Obviously you don’t want to join that board, because 
that dominant CEO may take you to a place you had 
no idea you were going to until it’s too late. This sort of 
investigation from every source you can find is a first 
step in protecting yourself.

Lapides: To really reduce the risk of liability, I’d tell 
my friend not to join the board. That would reduce his 
or her liability the most. And probably more people 
should have no as their default answer, and then decide 
to do their homework–what Chancellor Allen is talk-
ing about–to see if joining the board makes sense. That 
homework should include looking at the integrity of 
the management team and CEO; the culture of gov-
ernance, which was also mentioned in terms of what 
types of processes are in place; is it a free or dominated 
board; does it have an internal control function; what’s 

its relationship with the external auditor? There’s a lot 
of homework to be done before joining a board today; 
otherwise you shouldn’t be joining a board, because 
you are jumping into an enormous amount of risk. 
Generally, you need to look at the ethical culture and do 
your homework before you even think about the D&O 
insurance, because if the first thing you think about is 
D&O insurance, you probably shouldn’t be going on 
the board. And there’s much more than the D&O insur-
ance, there are reputational risks and things like that. 
After your homework is done, study up on governance 
and what your job is as a director. Third, learn about the 
industry and the competition. Last, if you take a direc-
torship, actually do your job as expected. If you do those 
things, then your liability is reduced to near zero.

Thompson: Directors should care about two kinds of 
protection: legal and business/personal. The legal pro-
tection has three parts: insurance, indemnification, and 
exculpation. You don’t want to join a board without 
all three. You want to have exculpation of 102(b)(7) in 
Delaware. You must have indemnification pursuant to 
the bylaws or the charter. You want to have insurance 

“ Anyone who reads these settlements 
and doesn’t think he or she has liabil-
ity is not reading them properly.”

– Paul D. Lapides, Coles College of Business, 
Kennesaw State University
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from a solvent company. Those are check-off items. The 
second concern, one Chancellor Allen mentioned, is 
more business or personal. Even if you have the first 
three legal elements, you shouldn’t stop there, because 
that’s your backstop. The CEO is very important in help-
ing you evaluate the business tone and where you fit in. 
That will help you determine if you are at risk of finding 
out in a year or two about a scandal you didn’t antici-
pate. And so you want to do due diligence about the 
business and personal side, which includes finding out 
if questions are welcomed, how directors interact with 
the CEO, and if they push the envelope in areas that 
make you uncomfortable. Now pushing the envelope 
can be good in terms of entrepreneurism, so you have to 
make a judgment  about whether pushing the envelope 
will come back to bite you.

Has any of this created a crack in the Delaware 
courts such that the plaintiffs’ bar is trying to, in 
a sense, make that crack bigger, with regard to 
personal settlement situations or changes in atti-
tudes in the Delaware courts? Have the courts 
lightened up at all?

Allen: It’s difficult to predict whether or not the 
Delaware courts will be more open to plaintiffs. Several 
of the current Delaware Supreme Court justices have a 
kind of intellectual commitment to what I think of as the 
old-time religion. On the other hand, given the Disney 
case, it’s going to be very easy for a plaintiff to allege 
that a defendant’s action was not simply a breach of due 
care, that it was so careless that it reflects a lack of good 
faith, and if it’s a lack of good faith, under some of these 
opinions, then it doesn’t qualify for business judgment 
protection. You can’t get a dismissal at the early stage. 
Does this mean it’s going to be easy for people to hold 
directors in past the motion to dismiss? An original 
function of the business judgment rule was to clear out, 
at an early stage, disagreements about the decisions 
without any conflicting interest. I still don’t think the 
Delaware courts want a world where it’s too easy for 
shareholders to get to a trial or to a beneficial setting for 
settlement, but we’re going to have to wait and see. It 
doesn’t mean enhanced liability, because these cases will 
be settled, but it may mean a world of enhanced bother 
and burden, and I don’t think the Delaware courts want 
to move in that direction, but they may be forced to 
from a sort of doctrinal development level.

Lapides: It would be difficult to add to Bill’s comments, 
but I think the business  judgment rule has moved. The 

expectation of duty of care has also been moved; there-
fore, we will see an excited plaintiffs’ bar looking for 
opportunities where it’s easier to show that care was not 
taken, that the business judgment rule does not apply, 
and that there is more likelihood of obtaining a liability 
judgment against defendants. I don’t know that the law 
has changed as much as the practice or the implementa-
tion of it has moved, largely because of a change in the 
legal and political environment.

Thompson: Litigation is an inherently dynamic process, 
and with each new case, the plaintiffs’ bar tries to shift 
the vocabulary a bit so it can make new law. What’s 
happened in this area is that good faith has become the 
label of discussion. Good faith has been around forever 
as far as directors’ duty, but it has not been the basis on 
which decisions have been made. Most important for 
an offensive strategy is that good faith is not covered by 
exculpation under Delaware law. But the duty of care 
is. So if you are a plaintiff’s lawyer, you have an incen-
tive to take a set of facts and say, “Ah ha, good faith” 
as opposed to saying, “Ah ha, duty of care.” So what 
we’ve seen in the last two years in as opening or slight 
crack going back to your question, that the Delaware 
courts may be receptive to letting a good-faith argument 
develop. But where is it going? Bill Allen, our Delaware 
chancellor, referred to the old time religion that some 
members of the Delaware Supreme Court now have. 
The Delaware Supreme Court for some time has 

believed in sermonizing, to use the religious analogy, 
not to find liability, but to establish and outline rules 
of conduct. What we’ve seen recently is the use of the 
good-faith vocabulary to say what we want directors to 
do. The unanswered question is whether or not this will 
be a basis for saying directors should pay. That’s what 
we should be looking for in terms of trying to figure out 
what expressed liability there will be in the future.

Wardell: I have the cynical practitioner’s view. Plaintiff 
litigation is all about your settlement. If you get pas 
the motions phase of the trial. You have a much more 

“ This puts directors, if they are named 
in a suit, squarely on the hot seat 
during the early litigation.”

–  Tom Wardell, McKenna Long & Alridge LLP
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expensive case in your briefcase. Second, companies are 
feeling pressure to do things that will be able to resist 
discovery.  Two quick examples: We worry constantly 
about wheter or not committee meeting minutes will 
be subject to disclosure. How do you record the meet-
ing without putting something in the file indicating 
you worried about a particular problems at a particular 
time? That’s discoverable. The second thing is, how do 
we undertake the board evaluations that everybody is 
now urging in a genuine way and not provide some-
thing for the plaintiffs’ bar to get past a motion to dis-
miss?

Allen: Should there be notes or minutes of an executive 
session? Should there be written peer review? There are 
a number of governance activities that boards should 
be doing, but if you create them, that brings on worry. 
The general counsel who has the litigation responsibility 
and advises the board is very concerned about the cre-
ation of documents that could some day be used against 
the company. He or she is stuck between a rock and a 
hard place. Thus we end up affecting the quality of our 
governance in order to protect corporations from future 
lawsuits.

How can directors keep themselves informed 
enough to anticipate risk and consider it in a 
timely fashion rather than confirming it after the 
fact, when it becomes a question of crisis man-
agement versus risk management?

Wardell: This is one of the two big phantoms in today’s 
boardroom, the other being executive compensation. 
And the problem precedes Section 404. In fact, it’s 
implicit in Section 404. It hasn’t been helped by the way 
in which the SEC ultimately framed the regulations 
under Section 404 because, theoretically, it teased the 
risk management piece away from it, but if you adopt 
the COSO framework, you’re right back to risk manage-
ment. And let’s face it, if you, as a director, are towing 
the line for the financial statements, imbedded in those 
statements are all of the risks your company is undertak-
ing, known or unknown. Directors need to confront this 
head-on. Some boards have done this by creating risk 
management committees – a group of directors responsi-
ble for ferreting out the major risks and then explaining 
how the company is addressing those. Board members 
are responsible for what goes into the company’s market 
information principally through the 10K, and a descrip-
tion of environmental risk. That means understanding 
something that, if done well, is based upon a lot of 

modeling and financial analysis. To get to that point, 
someone in management must be responsible, either 
directly to the board or directly to the risk management 
committee, for explaining what is going on with respect 
to environmental risk management , how frequently it’s 
undertaken and so forth, at every board meeting. Maybe 
it’s a three-minute update; maybe it’s an extensive 
report. At companies with a risk management commit-
tee that is the process, and I think it’s a good one. But 
when you look across the panorama of public compa-
nies, you see companies at one end that do it very well 
and then you will find companies at the other end of the 
spectrum where the most attention that’s paid to risk 
is to regurgitate a bunch of predigested risk factors an 
query whether anyone understands them.

Allen: If you think about being a fiduciary in fundamen-
tal terms, obviously risk management is as elemental 
a thing as any trustee or other fiduciary must be con-
cerned about. In the past, we have taken these respon-
sibilities and said the board as a whole oversees them. 
And once the board as a whole has them, no individual 
on the board has them, thus the responsibility effectively 
passes to management. Few companies outside of the 
financial industry have formal risk committees, but it’s 
a very natural next step in governance evolution. The 
risk committee members identify all sources of risk the 
enterprise faces. It may be that financing is a source of 
interest rate risk. It may be environmental risk. It may be 
dependence on a few customers. It may be R&D product 
cycle risk. IT may be personnel risk. So every souce of 
risk should be identified, and a rational way to do that 
is through some system of gauging it with management 
reporting to this committee. If you started out design-
ing governance anew at a corporation, risk committees 
would be included. But at established companies, risk 
oversight has fallen under the audit committee’s respon-
sibility because it’s reflected in the financial statements. 
And now the audit committee, which already has so 
much responsibility, gets this risk oversight function in a 
backhanded way. It’s odd because the SEC is essentially 
predicated on disclosure, so we end up with the audit 
committee being a risk committee.

Lapides: I agree with both my colleagues. It’s natural 
that a lot of the risk management overight ends up 
with the audit committee because many risks are about 
safeguarding assets. Even with reputational risks, 
audit committee members are familiar with some of 
that quantification in terms of the number of people 
they meet with. However, we often lose sight that risk 
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management is also about assessing opportunities and 
making strategic decisions, and that is not under the 
audit committee nor should it be.

The greatest risk facing directors is finding that the CEO 
and one other member of management are corrupt. 
Something like 83% of all frauds that occured during 
a 10-year study were done by the CEO and one other 
senior executive. The greatest motivation people have to 
join a board is confidence in the CEO - thinking the CEO 
has great integrity, feeling good about his or her track 
record and stature in the community - so our greatest 
safeguard in terms of risk management is management 
and our greatest risk is also management. Directors must 
pay a lot more attention to the CEO, CFO and the general 
counsel and what kind of information they receive.

Thompson: When I try to predict the future of risk man-
agement, it’s pretty hazy. Risk management has been 
handled in a number of ways - by the audit committee, 
through the financial statements, through disclosure 

through SEC disclosures on prospectuses in which the 
inside pages list the risks. My experience is that these 
things are not that helpful. This really pushes us to ask 
what board members, who spend 250 to 300 hours a 
year meeing collectivelly, really contribute in terms of 
risk management? That’s difficult to answer. It may not 
be as much as we think and so we many end up putting 
this task on management more than on directors. Five 
years from now, I’d be interested in seeing whether we 
have developed a real risk evaluation role for directors, 
or whether we are at the very same place we are today, 
which is that directors aren’t really making much of a 
difference in risk evaluation. 

Reprinted with permission.

This discussion first appeared in the Corporate Board 
Member’s 2005 Academic Council Supplement, Emerging 
Trends in Corporate Governance.
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Newsworthy
A new study from the Tufts Center for the Study of Drug 
Development (TCSDD) finds no connection between 
faster approval times and drugs that must be taken 
off the market due to safety. According to the report, 
drugs that were withdrawn in the 1980s actually took 
longer to secure FDA approval (2.9 years) than drugs 
that remained on the market (2.3 years). In the 1990s, 
withdrawn drugs had a shorter average approval time 
– 1.1 years compared to 1.3 years – but the center char-
acterized that difference as “minor.” TCSDD Director 
Kenneth Kaitin concluded “to date we have found no 
evidence that links the rate of drug safety withdrawals 
and the passage of legislation more than a dozen years 
ago aimed at speeding new drug approvals. In fact, 
since 2000 the rate of safety withdrawals in the U.S. has 
dropped.”

Source: TCSDD, September 7, 2005

Credentialing is expensive to say the least. According 
to the MGMA, a 10-physician practice spends $7,618 on 
credentialing and files 17.86 applications per physician. 
There is hope though: 13 states now have a state-man-
dated uniform application. In addition, Ingenix is work-
ing with the Council for Affordable Quality Healthcare 
(CAQH), a consortium of 25 health plans, to build and 
support a national Web site to store both a uniform 
application and the state-mandated ones. 

Source: Healthcare Informatics, August 2005

The current low adoption rate of EHRs in physi-
cian practices was demonstrated yet again in a recent 
MGMA survey of more than 3,000 medical groups “The 
smaller the medical group, the less likely physicians in 
that practice use electronic health records or are even 
planning to use them.”

•  In practices with 21 or more physicians, 20.2% have 
no plans to use an EHR.

•  In those with five or fewer physicians, 47.8% have no 
plans to use one.

One vendor had a more encouraging interpretation, 
pointing out that so many more practices today are 
planning to implement an EHR. He feels the adoption 
curve has in fact reached a “tipping point.”

Source: Modern Healthcare, September 19, 2005

Researchers at the National Center for Health Statistics 
in U.S. examined the adoption of electronic medi-

cal records (EMRs) using data from the National 
Ambulatory Care Surveys conducted in 2001-2003. A 
total of just over 6,000 physicians in active ambulatory 
practices were sampled (excluding anesthesiologists, 
radiologists, pathologists, and all federally-employed 
physicians). Fifty-six percent of those surveyed provided 
information (n=3360). Physicians were asked “Does your 
practice use electronic medical records (not including 
billing records)?” Here are some of the major findings:

•  The percentage of practices reporting they used elec-
tronic health records was 18.2 % in 2001 and 17.3% in 
both 2002 and 2003.

•  Use of EHRs increased with practice size. Adoption 
was: 
13.0% among solo practitioners,  
16.2% among groups of 2-4 physicians,  
19.9% in groups of 5-9,  
28.7% in groups of 10-19, and  
38.9% in groups of 20 or more physicians.

•  Physicians in practices owned by HMO’s were 4.7 
times more likely to have EMRs.

•  There was no correlation between age of the 
responding physician and use of EMRs in the prac-
tice.

•  Use of EMRs was similar in primary care, medical, 
and surgical practices.

The article also has a good compilation of references to 
other studies. 

Source: Health Affairs, September/October 2005 

Patients who sign up for e-mail communication with 
their physician clearly like it, and a number of health 
plans have been experimenting with reimbursing physi-
cians for online communication. With sponsorship from 
RelayHealth, a team of researchers and economists has 
studied the effect of “a structured electronic communica-
tion service” on healthcare spending. Using claims infor-
mation from Blue Shield of California, they compared 
doctor office and laboratory test spending for a group 
of patients before and after they engaged in the service, 
compared with a control group. They found spend-
ing on physician visits dropped $1.71 per member per 
month and laboratory services by $0.12. Spending on the 
service cost $ 0.29 per member per month. “We conclude 
that the use of structured electronic visits can reduce 
healthcare spending.”

Source: Journal of the American Medical Informatics Association, 

September/October 2005
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