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Most  corporate  directors  realize  that  they’ve  grown  more  legally  vulnerable  in  the  past  two  
years. Now the Dodd-Frank  Act  could  have  many  of  them  saying  that  it’s  open  season  on  
directors. 

In a provision of Dodd-Frank that has received little attention but that could have far-reaching 
consequences, the SEC has been granted two added powers in lawsuits against directors and 
officers. 

“We  will  probably  see  an  uptick  in  [SEC]  administrative  proceedings,”  says  Victor Vital, a 
partner in the white-collar defense practice at law firm Baker Botts.  “Dodd-Frank makes it 
easier to seek penalties against directors and officers from a process-and-proof  standpoint.” 

Directors can help shield themselves against liability under the new law by requiring that their 
compliance chiefs report directly to the board. 

“Directors  should  make  sure  that  their  companies  institute  first-in-class compliance programs. 
That  is  critical,”  Vital  advises. 

Dodd-Frank’s  Section 929B gives the SEC the new right to hand down civil monetary penalties 
to directors and officers in SEC administrative proceedings. Previously, SEC attorneys could 
only seek monetary penalties in federal court. 

There are no juries in SEC administrative hearings. Any appeals go through an internal SEC 
proceeding before the commissioners who brought the cases in the first place. 

Dodd-Frank also reduced the standard necessary to find that a person aided and abetted another 
person to violate portions of the federal securities laws. Under Dodd-Frank’s  Sections  929M,  
929N and 929O,  a  person  that’s  being  charged  only  needs  to  have  been  “reckless”  and  no  longer  
just  “knowing”  of  the  violation. 

“Dodd-Frank  now  makes  it  clear  that  recklessness  is  sufficient,”  says  Vital,  who  specializes  in  
white-collar  criminal  defense.  “In  jurisdictions where recklessness was not [previously] deemed 
sufficient, Dodd-Frank  represent[s]  an  expansion  of  liability  for  directors  and  officers.” 

http://www.gpo.gov/fdsys/pkg/BILLS-111hr4173enr/pdf/BILLS-111hr4173enr.pdf


The number of civil actions that the SEC brought against issuers and investment firms rose by 
43% between 2006 and 2009 (2010 figures are not available yet). Meanwhile, the number of 
administrative proceedings bobbed up and down during that period. Vital, the Baker Botts 
attorney, is predicting that this type of enforcement action will jump under the new provisions. 

Under the Federal Microscope  

There’s  no  question  that  executives  and  corporate  directors  have  been  under  more  scrutiny  in  the  
past  couple  of  years.  That’s  not  because  of  any  changes  in  state  corporation  law,  say  directors  
and corporate attorneys. 

For instance, the protections that were afforded under Delaware law — which apply to the 
majority  of  the  country’s  largest  corporations  — have remained the same. 

“Apart  from  the  special  world  of  bank  regulation,  my  view  is  that  the  Business  Judgment  Rule  
has been reaffirmed in [the Citigroup Shareholders Derivative Litigation case] and other 
Delaware  cases,”  writes  Stephen Lamb in an e-mail. Lamb is a former vice chancellor of the 
Court of Chancery in Delaware and now a partner at law firm Paul, Weiss, Rifkind, Wharton 
& Garrison. 

Lamb also says that Delaware courts still recognize the Section 102(b)(7) provision in corporate 
charters that protects directors against monetary damages for breaches other than duty of loyalty, 
intentional misconduct or improper personal gain. 

What’s  changed  is  that  federal  enforcement  agencies  have  gotten  tougher  and  have  written  more  
rules.  

The crackdown began with Sarbanes-Oxley,  of  course,  but  that’s  been  followed  by  changes  in  
guidelines set by the U.S. Sentencing Commission. In addition, federal agencies are teaming up 
like never before to bust wrongdoing. 

“There  are  more  risks  for  those  who  serve  on  boards  because  there  are  more…  regulatory  
requirements,”  says  Gilbert Casellas, a former general counsel of the Department of the Air 
Force who serves on the audit committee of Prudential Financial. 

“It’s  absolutely  true  that  directors  are  becoming  more  vulnerable  to  civil  or  even  criminal  
charges,”  says  David Berger, partner and head of corporate governance at Wilson Sonsini 
Goodrich & Rosati one  of  Silicon  Valley’s  busiest  law  firms. 

“The  role  of  being  a  director  has  become  much  more  the  focus  of  Washington  and  prosecutors.  
You’ll  see  much  greater  exposure  of  directors  on  issues  that  directors  won’t  have  knowledge  
[about]. But they’ll  be  implicated  because  it  will  be  thought  [that  they]  should  have  known  
more.” 

There have been relatively few SEC cases that involved directors.  



Lucian Bebchuk, who teaches corporate governance as a professor of law, economics and 
finance at Harvard Law School, writes in an e-mail that there is still no reason for directors to 
believe they are facing a meaningful risk of paying fines and penalties. The risk, he writes, 
“seems  to  be  a  misperception.” 

That  doesn’t  mean  there  won’t  be  more  risk. 

“The  line  between  what  is  criminal  and  what  is  civil  is  clearly  blurring.  That’s  important  to  
directors  and  officers,”  says  Thomas Gorman, a former senior counsel at the SEC and now a 
litigating attorney with the law firm Porter Wright. 

Gorman, who writes a blog called SEC Actions that tracks enforcement and litigation trends, 
points to frequent SEC remedies as part of a trend to criminalize securities enforcement.  

For instance, last June, SEC commissioner Luis Aguilar called for the SEC to step up the use of 
orders to bar individuals from serving as directors and officers at public companies for 
violations. 

How can board directors protect themselves? 

Victor Vital advises that one way is to obligate their chief compliance officers to report directly 
to the board. In November, the U.S. Sentencing Commission called  for  “direct  unfiltered  
reporting”  by  compliance  officers. 

 

In fact, according to Donna Boehme, who heads compliance consulting firm Compliance 
Strategists, several major court settlements, such as those reached with Bayer, Pfizer and Tenet 
Healthcare, state that chief compliance officers shall not report to general counsel or chief 
financial officers. 

This  structure  also  would  help  protect  directors  because  they’d  be  seen  as  having  made  an  effort  
to  thwart  crimes  under  the  “control-person”  theory. 

“A  compliance  program  structured in [this] manner... is a no-brainer  in  this  environment,”  says  
Vital. It would refute the suggestions of recklessness or aiding and abetting, he says. 

 


