
Introduction 
Historically, it has been considered a great 
honor to be a member of the board of direc-
tors of a bank. With the ever increasing num-
ber of banks designated as being in a “trou-
bled condition,” the role of bank director has 
become a much more challenging job, fraught 
with risks of increasing scope and severity.

According to an article on CNNMoney.
com dated May 20, 2010, the number of banks 
on the FDIC’s list of troubled banks climbed 
to 775 during the first quarter of 2010.1  While 
the economy in Michigan has been in reces-
sion for a longer period of time than experi-
enced in most of the rest of the United States, 
relatively few Michigan banks have been 
closed and placed in receivership.

However, as the economic correction 
continues, banks, even those who are not in 
a “troubled condition,” are faced with esca-
lating challenges, and those entrusted with 
the responsibility to steer the banks through 
those challenges are under increased pres-
sure.

Standard of Care for Directors’ 
Duties
Under the Michigan Banking Code of 1999, a 
director of a bank:

[S]hall discharge the duties of his or 
her position in good faith and with 
that degree of diligence, care, and 
skill that an ordinarily prudent per-
son would exercise under similar 
circumstances in a like position. In 
discharging his or her duties, a direc-
tor or an officer, when acting in good 
faith, may rely upon the opinion of 
legal counsel for the bank, upon the 
report of an independent appraiser 
selected with reasonable care by the 
board or by an officer of the bank, or 
upon financial statements of the bank 
certified to him or her to be correct by 
an officer of the bank, or as stated in 
a written report by an independent 
public or certified public accountant 

or firm of accountants to reflect fairly 
the financial condition of the bank.2

Under the federal Financial Institutions 
Reform, Recovery, and Enforcement Act of 
1989 (“FIRREA”), a director or officers of an 
insured depository institution may be held 
liable to the FDIC for money damages for 
“gross negligence, including any similar con-
duct that demonstrates a greater disregard 
for a duty of care (than gross negligence) in-
cluding intentional tortuous conduct, as such 
terms are defined and determined under ap-
plicable State law.”3 In Atherton v FDIC, 519 
US 213 (1997), the United States Supreme 
Court construed FIRREA’s requirements 
and held that state law sets the standard of 
conduct to which bank directors are held “as 
long as the state standard (such as simple 
negligence) is stricter than that of the federal 
statute.”4 Thus, in Michigan, bank directors 
are held to the standards enumerated in the 
Michigan statute quoted above. 

A director’s responsibilities include:
1. The duty of loyalty and good faith to 

avoid putting personal interest ahead of 
the interests  of the bank;

2. The duty of care and prudence by ensur-
ing the bank is operating according to 
safety and soundness guidelines of state 
and federal banking regulators;

3. The duty to remain informed by moni-
toring and taking an active role to ensure 
appropriate management and operation 
in the affairs of the bank; and

4. The duty of inquiry, which requires a 
bank director to stay informed about 
activities of the bank.  

Potential for Liability
Possibly the greatest area of concern for 
director liability is the need to ensure that 
the bank complies with all of the safety and 
soundness regulations and regulatory guide-
lines. The subject matter that is encompassed 
in the term “safety and soundness” is expan-
sive. 

Section 39 of the Federal Deposit Insur-
ance Act requires each federal banking agen-
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cy (collectively, the “agencies”) to establish 
certain safety and soundness standards by 
regulation or by guidelines for all insured 
depository institutions. Under section 39, the 
agencies must establish three types of stan-
dards: (1) operational and managerial stan-
dards; (2) compensation standards; and (3) 
such standards relating to asset quality, earn-
ings, and stock valuation as they determine 
to be appropriate.5

Appendix A to Part 364 of the Federal 
Deposit Insurance Corporation (“FDIC”) 
regulations identifies the areas that the fed-
eral banking agencies consider to be within 
the scope of safety and soundness: 1) internal 
controls and information systems; 2) internal 
audit system; 3) loan documentation; 4) cred-
it underwriting; 5) interest rate exposure; 6) 
asset growth and asset quality; 7) earnings; 
and 8) compensation, fees, and benefits. As 
with most things regulatory, while the list 
appears straightforward, the devil is in the 
details, and it is those details that can fell a 
bank—and its directors and officers along 
with it.

Both federal and state banking regulators 
have the power to remove “institution affili-
ated parties”6 from office, impose civil money 
penalties for certain actions (or failures to act 
in some instances), and even to have criminal 
charges brought against a director.7 If a bank 
fails and the FDIC is appointed receiver, for-
mer directors are almost always the subject 
of formal investigations by the FDIC and are 
frequently the target of civil litigation by the 
FDIC in an attempt to recover losses. Share-
holders are also increasingly filing civil suits 
against former directors of failed institu-
tions.8

Minimizing Liability
The potential for liability for a bank director 
most frequently arises from accusations that 
the directors or former directors failed to ful-
fill their duty to operate the bank in a safe 
and sound manner. There are a number of 
ways that directors can minimize the poten-
tial for personal liability for bank losses or 
the failure of a bank: 1) implement and moni-
tor appropriate policies to clearly guide the 
operations of the bank; 2) be aware of “red 
flags” in management actions and in reports 
provided to monitor the bank’s operations; 
and 3) obtain and understand the bank’s 
Director’s and Officer’s Liability Insurance 
policy coverage.

Policy Implementation 
To ensure the bank is operated in a safe and 
sound manner, directors must develop and 
adopt policies to guide the activities of the 
bank. The board is obligated to monitor the 
implementation and ongoing compliance 
with the policies once adopted. Directors are 
required to ensure that all significant activi-
ties of the bank are covered by clearly com-
municated written policies that can be readi-
ly understood by all employees to ensure the 
bank is operated in a safe and sound man-
ner.9

Specific board policies should at a mini-
mum cover: loans, including internal loan re-
view procedures; investments; asset-liability 
and funds management; profit planning and 
budget; capital planning; internal controls; 
compliance activities; audit program; com-
pensation; conflicts of interest; and code of 
ethics.10

Policy Monitoring 
All policies should be monitored by the board 
to ensure that they conform to changes in 
laws and regulations, economic conditions, 
and the institution’s circumstances. Monitor-
ing is accomplished largely by reports pre-
pared by bank management and presented to 
the board. Management reports to the board 
should include, at a minimum: income  and 
expenses of the bank; the bank’s capital posi-
tion; lending and investments; past due and 
non-accrual loans; problem loans and work-
out strategies; allowances for loan and lease 
losses; concentrations of credit; liquidity/
funding risk management; and interest rate 
risk management.11 All such reports should 
include an analysis of the bank’s current and 
historic performance compared to peer insti-
tutions. 

In addition, the board must be extremely 
vigilant when considering insider transac-
tions, compliance programs, compensation 
programs, and any extraordinary situation 
that may impact the reputation, safety, or 
soundness of the bank.12 

It is the board’s responsibility to ensure 
that bank management is operating the bank 
in a safe and sound manner. Directors must 
insist on receiving management reports from 
those high level managers within the bank 
on whose area of responsibility the report is 
being made. If senior management appears 
to be attempting to control the board’s ac-
cess to officers of the bank, the board must 
inquire and demand that those officers who 
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are responsible for a particular area be pres-
ent at board meetings where relevant reports 
are presented and discussed.13

Be Aware of Red Flags
Red flags are signals that the bank is headed 
for, or perhaps is already in, a troubled con-
dition. A bank’s board of directors needs con-
cise, accurate and timely management infor-
mation reports to help it perform its fiducia-
ry responsibilities. Directors must review the 
management information reports critically 
and with an eye toward “red flags,” which 
may signal existing or potential problems. 
Some “red flags” for directors, may include:

• Bank net worth ratios that are less than 
“well capitalized,” and how such ratios 
compare with those of its peers.

• Significant concentrations of credit and 
inconsistent business lending practices, 
including a significant and increased 
number of loans granted on an excep-
tion basis.

• Significant upward or downward 
trends in the percentage of Allowances 
for Loan and Lease Losses (“ALLL”) to 
total loans and leases, and ALLL aver-
ages and percentages significantly dif-
ferent from the peer group’s.

• Downward trends in risk ratings and/
or increases in special mention or classi-
fied assets.

• Any planned or anticipated growth that 
is inconsistent with the bank’s budget, 
strategic plan, or with the bank’s ability 
to properly manage, as well as growth 
that is significantly greater than that of 
peer banks, even if the growth is pro-
jected in the bank’s budget or strategic 
plan.

• Introduction of new products or activi-
ties in which the bank has little or no 
expertise or for which there are inad-
equate risk management controls.

• Failure to revise risk management poli-
cies as changes in applicable laws and 
regulations occur.

Some of the most serious red flags that 
require immediate action from the board of 
directors include:

• Signs of significant deviation by man-
agement or staff from policy or opera-
tional standards.

• Any indication that management is try-
ing to control or inhibit communica-
tions from certain senior management 

or internal audit staff to the board of 
directors, including unexplained or 
unexpected changes in external audi-
tors or the audit program.

• Inability of management to provide 
timely and accurate financial, opera-
tional, and regulatory reports.

• Information in management reports 
that is inconsistent, or reports that are 
untimely, incomplete, or inaccurate.

The Office of the Comptroller of the Cur-
rency has published a guide “Detecting Red 
Flags in Board Reports—A Guide for Direc-
tors” that contains greater details about red 
flags of which directors should be aware and 
should be prepared to take proactive steps to 
address.14 

If there is any doubt about how critical it 
is for directors to be aware of these red flags, 
a quick reading of a Material Loss Review, 
commissioned by the FDIC Office of Inspec-
tor General after a bank failure, is very in-
structive in how the FDIC views action or in-
action by boards of directors as contributing 
factors to bank failures. The content of a Ma-
terial Loss Review purports to show the pro-
gression of the decline of a bank and what a 
bank’s senior management and board did, or 
did not do, to correct the course of the bank. 
Material Loss Reviews are published by the 
FDIC and are available online at: www.fdicig.
gov. 

Directors’ Liability Insurance
If red flags appear that are not being 
addressed by bank management despite the 
efforts of the board, or if a director has any 
reason to believe that the bank is or soon will 
be in a troubled condition, a director should 
request and retain a copy of the bank’s Direc-
tor and Officer Liability Insurance policy 
(“D&O policies.”) It is critical for a director to 
understand what type of insurance coverage 
is available should claims be made against 
the bank losses.

A disturbing trend is for D&O policies to 
contain something known as a “regulatory 
exclusion” that precludes coverage for ac-
tions brought by the FDIC, state regulators, 
and other regulatory agencies. Once a bank 
becomes “troubled,” it is more difficult to ob-
tain D&O coverage that does not contain the 
regulatory exclusion.15 

Even if the bank’s D&O policy does not 
contain a regulatory exclusion, some insur-
ers will attempt to deny coverage for claims 
brought by the FDIC as receiver under some-
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thing called the “insured-versus-insured” 
exclusion. This exclusion basically “bars cov-
erage for claims by one insured entity (i.e., 
the FDIC, which steps into the bank’s shoes 
upon being appointed receiver) against an-
other (i.e., the officers and directors).”16  

Worst Case Scenario
If, despite the board’s best efforts, the bank 
is closed and the FDIC is appointed receiver, 
former bank directors need to be prepared 
to receive a demand letter from the FDIC 
informing them that they may be subject to  
possible civil charges or  that they may be the 
target of formal investigations via a “Notice 
of Investigation.” This process could result in 
subpoenas of personal financial records and 
other documents.17

There is concern that the FDIC is target-
ing individual former directors of failed in-
stitutions whom the FDIC believes have the 
financial means for recovery, rather than 
focusing on those persons whom the FDIC 
thinks are actually responsible for a failure.18 
However, the FDIC maintains it is “looking 
at whether we have a meritorious and cost-
effective claim…. How far we go will depend 
on the facts and circumstances in each case,” 
according to Richard Osterman, Deputy Gen-
eral Counsel at the FDIC.19

Potential for Civil Suit by the FDIC
In its Financial Institutions Letter 87-92, the 
FDIC issued a statement of policy concern-
ing the Responsibilities of Bank Directors 
and Officers. The statement also includes a 
discussion of the procedures followed by the 
FDIC to institute civil lawsuits against for-
mer directors and officers and describes the 
nature of suits filed. Inside directors are at a 
higher risk of being sued by the FDIC than 
outside directors.20

According to the policy statement, the 
FDIC will only institute a lawsuit against a 
former director after a review of factual cir-
cumstances surrounding the bank’s failure 
by senior FDIC supervisory and legal staff, 
and final approval is given by the FDIC 
Board of Directors or its designee. The factu-
al circumstances are developed in part based 
on information provided by the former direc-
tor in response to a Notice of Investigation 
and subpoena(s). In most cases, the FDIC 
attempts to alert proposed defendants in ad-
vance to allow them to respond to proposed 
charges informally and discuss possible set-
tlement.21

Cases most often result when a former 
director engaged in dishonest conduct or 
approved or condoned abusive transactions 
with insiders, or where a director failed to en-
sure the bank adhered to applicable laws and 
regulations, its own policies or an agreement 
with a supervisory authority, or otherwise 
engaged in an unsafe or unsound practice.22 
By far, the majority of cases involve allega-
tions that former directors failed to establish 
proper loan underwriting policies and moni-
tor adherence to those policies, approved 
loans they knew or had reason to know were 
improperly underwritten, or failed to heed 
warnings from regulators or professional ad-
visors about the situation.23 Perhaps the most 
troubling aspect of the current FDIC pursuit 
of former directors is that many allegations 
against former directors do not relate to ac-
tivities that are unique to a particular bank. 
For example, the FDIC will take the position  
that generally poor economic conditions in 
a particular geographic area that contribute 
to a bank’s decline are somehow attributable 
to actions, or inactions, of a bank’s directors. 
Thus, it seems likely that some version of 
“guilt by association” (e.g., that a bank hap-
pens to be located in a geographic area that 
is economically stressed—a condition for 
which an individual director cannot person-
ally be responsible) may cause even the most 
diligent bank directors to find themselves 
defending against claims by both regulators 
and shareholders.24 

As an example, the Material Loss Re-
view of Citizens State Bank, New Baltimore, 
Michigan states: “[t]he bank’s financial dete-
rioration was exacerbated by the depressed 
economic conditions, deteriorating auto-
mobile industry, and high unemployment 
rates prevalent in the Detroit metropolitan 
area.”25 While seemingly aware of the role 
extraordinary economic conditions played in 
the bank’s failure, conditions that are clear-
ly beyond the control of a bank’s directors, 
the MLR nevertheless placed the cause of 
the bank’s failure squarely on the board and 
management of the bank.26

Defenses to Civil Suits; Business Judgment 
Rule
In the face of a formidable opponent such 
as the FDIC, what defenses are available to 
directors who find themselves under investi-
gation or a defendant in a civil suit brought 
by the FDIC? The “business judgment rule” 
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is the first and foremost legal argument as a 
defense to such a suit.

A former director who is being targeted 
by the FDIC is entitled to rely on the “busi-
ness judgment rule” to protect himself or 
herself from personal liability, assuming the 
director  acted prudently and impartially un-
der the circumstances.27

The United States District Court for the 
Western District of Michigan had the occa-
sion to review the current state of the busi-
ness judgment rule in the 2008 unreported 
case, Virginia M Damon Trust v Mackinaw Fin 
Corp.  In its discussion of the business judg-
ment rule, the court noted that:

The business judgment rule “is a pre-
sumption that in making a business 
decision the directors of a corpora-
tion acted on an informed basis and 
in the honest belief that the action 
was taken in the best interests of the 
company.” Walt Disney Co. Deriva-
tive Litig., 907 A.2d 693, 747 (Del. Ch. 
2005) (internal ellipses and quota-
tions omitted). Where, however, the 
directors’ “methodologies and pro-
cedures are restricted in scope, so 
shallow in execution, or otherwise so 
pro forma or halfhearted as to consti-
tute a pretext or a sham, then inquiry 
into their acts is not shielded by the 
business judgment rule.” Resolution 
Trust Co. v. Rahn, 854 F.Supp. 480, 
489 (W.D. Mich. 1994). Moreover, 
“[g]ood faith alone will not excuse 
[directors] when there is a lack of the 
proper care, attention, and circum-
spection in the affairs of the corpo-
ration, which is exacted of them as 
trustees.” City of Grand Rapids v. F & 
M Foods, Inc., No. 271773, 2007 Mich. 
App. LEXIS 926, 2007 WL 914667, at 
*4 (Mich. App. Mar. 27, 2007).28

If a bank director stays informed and acts 
under a good-faith belief that the decision is 
in the best interests of the bank, the business 
judgment rule may provide a substantial ba-
sis of a defense to claims of negligence.

The Best Defense is A Good Offense
As strong a defense as the business judgment 
rule is, the best defense is a good offense. Tak-
ing certain actions at the first sign of red flags 
is the best way a director can protect him-
self or herself from personal liability. Direc-
tors should consider consulting competent 
counsel of their own when red flags begin to 
appear. While the bank may have competent 

counsel who gives sound legal advice to the 
bank and the board of directors during dif-
ficult times and prior to a bank failure, it is 
important for directors to be sure they take 
appropriate steps to protect themselves from 
liability in the event the bank fails. Directors 
need to know the scope and coverage of the 
D&O policy. Directors also need to orga-
nize business records with an eye toward 
establishing a defense to potential litigation. 
Directors should also understand what the 
requirements are for the particular D&O pol-
icy applicable to their role as a bank director. 
Failure to follow the required notice proce-
dures and other directives contained in the 
D&O policy may result in a director being 
denied coverage.

Copies of the board minutes, loan com-
mittee minutes, board reports, resolutions, or 
corrective action plans are extremely useful 
as evidence that a director acted according to 
the required standard of care. It is critical to 
obtain the advice of counsel in the organizing 
of business records because these documents 
are highly sensitive and subject to confiden-
tial or restricted treatment under federal and 
state law. Extreme care must be taken when 
dealing with such records so as to avoid any 
allegation that a director improperly removed 
official bank records from bank property.

Conclusion
Implementing appropriate policies, monitor-
ing adherence to those policies, being aware 
of red flags, and taking appropriate action 
to address those red flags are all  important 
steps to minimizing director liability. Under-
standing the type and extent of any insurance 
coverage for actions taken as a director is also 
an important element in managing director 
liability. 

For current and former bank directors, the 
risk of personal liability for losses incurred 
by a failed bank is very real. While there is 
no way to eliminate the risk of being targeted 
by regulators or shareholders for such losses, 
there are several effective steps directors can 
take to minimize that risk.
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