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The directors, as well as the senior officers, of every corporation have specific duties with 

respect to identifying and managing the risks associated with the business activities of the 

corporation.  Under state corporation laws, for example, directors and officers must 

satisfy their fiduciary duties of care and loyalty and this generally means that they are 

required and expected to exercise reasonable judgment in overseeing the activities of the 

corporation by, among other things, developing internal reporting and monitoring 

systems that will allow them to keep abreast of material risks.  Once a material risk has 

been identified the directors and officers must exercise their good faith business judgment 

to manage those risks in an informed and disinterested manner.  In addition, Section 404 

of the Sarbanes-Oxley Act places explicit burdens on the leaders of public companies to 

regularly assess the effectiveness of their internal controls and stock exchange 

requirements, such as those mandated by the New York Stock Exchange, require that 

members of the audit committee of any listed company must discuss the company’s 

policies with respect to risk assessment and management as well as the company’s major 

financial risk exposures and the steps management has taken to monitor and control such 

exposures.  It should be noted that the NYSE rules include a comment that the actions of 

the audit committee should not replace other mechanisms used by listed companies to 

manage and assess their risks and that the CEO and other members of the senior 

management team are expected to take the lead in this area.  Finally, any actual or 

perceived failure with respect to risk management will likely expose the company and its 

directors and officers to intense scrutiny by the media and the financial community that 

may substantially damage the reputation of the company, impair its ability to obtain 

additional capital and trigger inquiries from regulators. 

 

When a corporation runs into trouble based on what appears to be, in the perfect light of 

hindsight, a failure to anticipate and manage a material risk the directors are themselves 

vulnerable to a claim that they breached their duty of loyalty by failing to act in good 

faith in taking steps to identify and manage risks and/or consciously disregarding warning 

signs that suddenly appear to be so clear once the damage has occurred.  The business 

judgment rule can provide directors with a “safe harbor” absent a showing of a breach of 

fiduciary duties; however, in order for the rule to be of value to directors they must 

establish in advance a record that they have acted in good faith and in the honest belief 

that their decisions were in the best interests of the corporation and its shareholders.  

Given the volatility of business and financial markets, which means that a new and 

apparently unforeseeable crisis can arise at any moment, it is imperative for directors and 

senior officers to act immediately to review and shore up their risk assessment and 

management policies and procedures.  This advice applies even to those corporations that 

believe they have already done enough since any failure to explicitly and formally 

acknowledge the tremendous uncertainty in the environment might in and of itself be 

viewed as a questionable governance practice.  Another complicating factor for 

corporations that fall into dire financial condition—referred to as the “zone of 

insolvency”—is the additional fiduciary duties to creditors as well as shareholders. 
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Every industry has its own unique array of risks and no advice can cover all situations; 

however, given general economic conditions, and particularly the problems in the 

financial and credit markets, directors and senior officers should begin by regularly and 

carefully monitoring risks that might impact the ability of the company to maintain 

liquidity and access to capital needed for the business to survive and hopefully expand in 

the future.  Directors and senior officers should anticipate that is highly likely, even for 

the best companies, that cash flow will be slowing down and that for the foreseeable 

future debt and equity capital will be unavailable or available only on terms that are 

prohibitively expensive.  As such, it is recommended that directors and officers should 

review and update the company’s operating and business plans, establish performance 

monitoring procedures, analyze the availability of short- and long-term capital, evaluate 

the condition and prospects of key business partners, analyze and upgrade disclosure and 

communications practices and procedures and evaluate and improve corporate 

governance practices. 

 

1. Operating and Business Plans 

 

The first thing that the directors should do is order the CEO and the other members of 

senior management team to immediately conduct a thorough review and analysis of the 

company’s near-term operating and business plans—covering the next 12 to 36 months—

to identify potential issues relating to liquidity and capital requirements.  The analysis 

should be based on the most current data and all assumptions should be rigorously tested 

so that several possible scenarios are placed in front of the directors for discussion.  This 

is the time for the senior officers to be creative and brutally honest with themselves about 

adverse events that might occur within their specific functional area of responsibility.  

For example, the CFO needs to consider what might happen if credit rating agencies 

suddenly downgrade the company’s rating and the senior officer in charge of sales should 

look and see how economic conditions are likely to impact the buying behavior of major 

customers (or groups of customers). Companies that have direct and indirect exposure to 

so-called “toxic” financial instruments need to determine how developments in this area 

will impact their balance sheets.  All departments and business units need to look at how 

systematic liquidity issues might impact their operations—will key vendors provide 

revolving credit arrangements, will the company need to adjust payment terms for large 

customers, what options are available for accessing short-term credit and/or investing 

excess cash?  Given the rise of globalization it is likely that economic conditions in many 

foreign countries will also need to be evaluated since companies now regularly sell into 

foreign markets and rely on foreign business partners for raw materials, components and 

outsourced business services. 

 

It is likely that the operating and business plan review will uncover areas where revisions 

are necessary.  The CEO and other senior officers should highlight specific issues that are 

of the greatest concern and propose changes to the plan that can mitigate the foreseeable 

material risks confronting the company.  Among the options that should always be 

considered, although not necessarily implemented in each case, are cash preservation and 

cost reduction programs; classification of proposed capital expenditure programs into 
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“essential” and “discretionary” and reallocation of scarce resources in accordance with 

those classifications (i.e., discretionary spending will be deferred and resources related to 

those programs will be channeled to other areas or, in the case of personnel, laid off); and 

identification of alternative sources of supply for key goods and services if there is a 

concern that current vendors may not be able to meet the anticipated requirements of the 

company.  The decisions that must be made can be difficult and priorities must be set and 

honored by the directors and senior officers.  For example, while it may be tempting to 

use available cash to repurchase company stock at what have become “bargain prices,” 

that capital may be better used as a war chest that can accessed if credit markets continue 

to struggle beyond the danger period assumed in the plan.  Senior officers must also set 

aside their personal interest in additional compensation to save cash and avoid 

unnecessary negative publicity. 

 

2. Performance Monitoring Procedures 

 

Once the operating and business plan review has been completed, and appropriate 

changes have been made to the plan, the directors should direct the CEO and the other 

senior officers to establish programs and procedures for continuous monitoring the 

performance of the company using the most current information possible.  The 

monitoring program should extend beyond internal performance indicators to include all 

relevant factors in the company’s business environment including general economic 

conditions, financing and credit markets and the health of the business activities of the 

company’s key business partners and competitors.  Provision should be made for regular 

and prompt reporting of material developments, particularly substantial and unforeseen 

variances from the plan, to the directors (or a specific sub-group of directors designated 

by the entire board) along with a description of the potential consequences and the 

various steps that the management team is considering in order to mitigate any new risks 

to the business activities of the company.  Monitoring cannot be confined to 

developments in the domestic market and must include all key foreign markets.  For 

example, if major manufacturers in Asia announce plant shutdowns the impact of these 

developments should be considered not only from the supply side, if applicable, but also 

in relation to dampened demand for the company’s products in Asian markets. 

 

3. Availability of Short- and Long-Term Capital 

 

While liquidity issues are an important part of the above-described review of the 

company’s operating and business plan a separate analysis should be done on the 

projected availability of short- and long-term capital to execute the plan and strategies 

should be developed for seeking and obtaining alternative sources of capital.  One of the 

first things that should be done is a review of the company’s current debt and credit 

agreements to identify any potential compliance issues with respect to covenants and 

payment obligations.  Particular attention should be paid to provisions that allow lenders 

to adjust credit terms, suspend additional borrowings or even terminate the agreement can 

call the loan for immediate repayment.  The CFO should carefully evaluate the 

company’s ability to meet its obligations under these agreements.  A similar process 

should be followed with any other agreements that include the extension of credit to or by 
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the company including contracts with suppliers that have traditionally allowed the 

company to pay for goods and services 30, 60 or even 90 days after taking delivery.  If 

actual or potential problems are discovered the company should consider contacting 

lenders (including other lenders that might have the right to call their loans under cross-

default provisions) as soon as possible to amicably negotiate some form of workout.  It 

that is necessary the revised operating and business plan that should have been developed 

by the senior management team will be a useful tool in persuading lenders that the 

company has a good handle on managing its financial situation.  Even if the company 

does not have an immediate compliance issue under its existing credit arrangements the 

CFO should identify and communicate with other potential capital providers since there 

is no guarantee that the company’s existing lenders will continue extending credit even to 

their best customers. 

 

4. Business Partner Evaluation 

 

The operating and business plan review discussed above should include collection and 

evaluation of information on each of the company’s key business partners in order to 

assess whether they are in a position to continue their current and projected volume of 

business with the company during the planning period.  As part of that assessment a 

review should be performed of the existing contractual arrangements with those partners 

to confirm the duties and responsibilities of both parties and identify any specific 

milestones or performance conditions that might be at risk of being defaulted upon by 

either party.  For example, if the company has appointed another party as an exclusive 

distributor of the company’s products in an important territorial market a review should 

be made to determine whether the distributor will be able to satisfy any minimum sales 

requirements that should have been imposed as a condition to exclusivity.  If it appears 

that the distributor will have problems fulfilling its obligations plans must be made for 

identifying and establishing new distribution channels in that market.  Joint venture 

arrangements should also be reviewed to determine whether partners can continue to fill 

their obligations.  In many cases the governance provisions in the joint venture agreement 

will permit a shift in voting rights or allow one of the parties to terminate the venture and 

put their equity interest to the other party. 

 

5. Disclosure and Communications Practices 

 

All companies, particularly listed companies, must seriously consider disclosure and 

communications practices and procedures as they go through their plan review process 

and make adjustments to accommodate turbulent business and financial conditions.  For 

listed companies this means understanding and complying with the detailed disclosure 

requirements under the federal securities laws with respect to risk assessment and 

management in general and liquidity and capital resources specifically.  When filing their 

annual and quarterly reports with the SEC listed companies must include a detailed 

discussion of liquidity and capital resources in the management discussion and analysis 

(MD&A) section and interim changes in the company’s liquidity profile need to be 

disclosed in Form 8-K filings. SEC requirements regarding the MD&A should be 

carefully reviewed and followed and particular attention should be paid to changes that 
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may have been made in forecasts that the company may have issued in previous reporting 

periods.  Stock exchange regulations and state laws should also be consulted to determine 

if they create additional disclosure obligations.  While the entire board, and the audit 

committee in particular, should be carefully monitoring the company’s public disclosures 

increased vigilance is necessary in a time when external changes are occurring on an 

almost daily basis and additional resources should be assigned to collecting and 

evaluating the information that would serve as the basis for the required disclosures. 

 

Compliance with SEC and exchange reporting requirements is just one element of the 

company’s overall communications strategy and it is essential for the company to 

develop and implement a comprehensive plan for communicating with its key 

stakeholders including customers, vendors, investors, regulators, the general public and, 

perhaps most importantly, employees.  With respect to the investment community one of 

the main concerns is that unfounded rumors regarding the business and financial 

condition of the company will play havoc with the company’s stock price.  Certainly the 

disclosures made to investors should be accurate and bad news should not be withheld 

when the circumstances warrant disclosure; however, special care should be taken to 

keep analysts fully informed and monitor all news sources to identify and remedy 

misinformation regarding the company.  In addition, the CEO and senior officers of each 

of the key functional departments and business units should reach agreement on a 

common communications message that can be used in discussing the company’s 

condition and prospects with interested parties.  Meetings should be held with employees 

to update them on company affairs and answer any questions they might have about 

business strategy and plans relating to personnel, including layoffs and reduction in 

compensation and/or benefits.  Discussions should also be initiated with key customers 

and vendors about possible restructuring of contractual arrangements and procedures 

should be implemented to ensure that each side remains informed about new events.  This 

is the time when a professional communications advisory firm might be used to assist 

company representatives in dealing with the unfamiliar issues that arise in times when the 

company enters a crisis situation. 

 

6. Corporate Governance Practices 

 

Directors and senior officers should launch a thorough review of the company’s corporate 

governance practices including internal controls and risk assessment/management 

processes.  The review should be done in conjunction with outside professional experts 

from the legal and accounting areas and should include refreshed training for the 

directors and senior officers regarding their fiduciary obligations and the need for them to 

think and act responsibility in their formal deliberations and in their communications with 

interested stakeholders.  Specific consideration should be given to whether or not the 

directors and senior officers are meeting frequently enough to evaluate information and 

engage in face-to-face dialogue regarding the strategic and legal issues that might be 

confronting the company.  Failure to regularly deliberate on these matters might later be 

construed as a breach of the duty of due care and expose the directors to potential liability 

from shareholder actions.  Experienced legal counsel should be asked to provide 

guidance on the processes that the directors should follow and the particular issues that 
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need to be addressed.  In particular, directors should be sure that they have access to all 

relevant information and that the records of their deliberations clearly document that the 

directors acted prudently and had a good basis for all of their decisions in order to 

preserve the protections of the business judgment rule.  Finally, directors should also be 

made aware of limitations of exculpatory provisions in the company’s charter documents 

and the scope of available protection under the company’s directors’ and officers’ 

liability insurance coverage. 

 

The content in this report has been adapted from material that will appear in April 2009 

in Alan Gutterman’s publication entitled “Business Transactions Solutions” and is 

presented with permission of Thomson Reuters/West.  Copyright 2009 Thomson 

Reuters/West.  For more information or to order call 1-800-762-5272.  Alan Gutterman 

is the Founder/Principal of Gutterman Law & Business (www.alangutterman.com), 

which publishes the Emerging Companies Blog (www.emergingcompaniesblog.com) and 

the Business Counselor Blog (www.businesscounselorblog.com), and a Partner of The 

General Counsel LLC (www.thegeneralcounsel.net 


