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OPINION BY POLLOCK

The primary issue on this appeal is whether a corporate director is personally liable in negligence for the failure to prevent the misappropriation of trust funds by other directors who were also officers and shareholders of the corporation.

Plaintiffs are trustees in bankruptcy of Pritchard & Baird Intermediaries Corp. (Pritchard & Baird), a reinsurance broker or intermediary.  Defendant Lillian P. Overcash is the daughter of Lillian G. Pritchard and the executrix of her estate.   At the time of her death, Mrs. Pritchard was a director and the largest single shareholder of Pritchard & Baird.  Because Mrs. Pritchard died after the institution of suit but before trial, her executrix was substituted as a defendant.  . . .

This litigation focuses on payments [of approximately $10,000,000] made by Pritchard & Baird to Charles Pritchard, Jr. and William Pritchard, who were sons of Mr. and Mrs. Charles Pritchard, Sr., as well as officers, directors and shareholders of the corporation. . . .
. . . We granted certification limited to the issue of the liability of Lillian Pritchard as a director.  82 N.J. 285 (1980).

. . . the initial question is whether Mrs. Pritchard was negligent in not noticing and trying to prevent the misappropriation of funds held by the corporation in an implied trust.  A further question is whether her negligence was the proximate cause of the plaintiffs' losses. Both lower courts found that she was liable in negligence for the losses caused by the wrongdoing of Charles, Jr. and William.  We affirm.

I
The matrix for our decision is the customs and practices of the reinsurance industry and the role of Pritchard & Baird as a reinsurance broker.  Reinsurance involves a contract under which one insurer agrees to indemnify another for loss sustained under the latter's policy of insurance.  Insurance companies that insure against losses arising out of fire or other casualty seek at times to minimize their exposure by sharing risks with other insurance companies.  Thus, when the face amount of a policy is comparatively large, the company may enlist one or more insurers to participate in that risk.  Similarly, an insurance company's loss potential and overall exposure may be reduced by reinsuring a part of an entire class of policies (e.g., 25% of all of its fire insurance policies).  The selling insurance company is known as a ceding company.  The entity that assumes the obligation is designated as the reinsurer.
   The reinsurance broker arranges the contract between the ceding company and the reinsurer.  In accordance with industry custom before the Pritchard & Baird bankruptcy, he reinsurance contract or treaty did not specify the rights and duties of the broker.  Typically, the ceding company communicates to the broker the details concerning the risk.  The broker negotiates the sale of portions of the risk to the reinsurers.  In most instances, the ceding company and the reinsurer do not communicate with each other, but rely upon the reinsurance broker.  The ceding company pays premiums due a reinsurer to the broker, who deducts his commission and transmits the balance to the appropriate reinsurer.  When a loss occurs, a reinsurer pays money due a ceding company to the broker, who then transmits it to the ceding company.

   The reinsurance business was described by an expert at trial as having "a magic aura around it of dignity and quality and integrity." A telephone call which might be confirmed by a handwritten memorandum is sufficient to create a reinsurance obligation. Though separate bank accounts are not maintained each treaty, the industry practice is to segregate the insurance funds from the broker's general accounts.  Thus, the insurance fund accounts would contain the identifiable amounts for transmittal to either the reinsurer or the ceder.  The expert stated that in general three kinds of checks may be drawn on this account: checks payable to reinsurers as premiums, checks payable to ceders as loss payments and checks payable to the brokers as commissions.
. . .  When incorporated under the laws of the State of New York in 1959, Pritchard & Baird had five directors: Charles Pritchard, Sr., his wife Lillian Pritchard, their son Charles Pritchard, Jr., George Baird and his wife Marjorie.  William Pritchard, another son, became director in 1960. . . .  In June 1964, Baird and his wife resigned as directors and sold their stock to the corporation.  From that time on the corporation operated as a close family corporation with Mr. and Mrs. Pritchard and their two sons as the only directors.  After the death of Charles, Sr. in 1973, only the remaining three directors continued to operate as the board.  Lillian Pritchard inherited 72 of her husband's 120 shares in Pritchard & Baird, thereby becoming the largest shareholder in the corporation with 48% of the stock.

. . .  Starting in 1970, however, Charles, Jr. and William begin to siphon ever-increasing sums from the corporation under the guise of loans.  As of January 31, 1970, the "loans" to Charles, Jr. were $ 230,932 and to William were $ 207,329.  At least by January 31, 1973, the annual increase in the loans exceeded annual corporate revenues.  By October 1975, the year of bankruptcy, the "shareholders' loans" had metastasized to a total of $ 12,333,514.47.
The trial court rejected the characterization of the payments as "loans." 162 N.J. Super. at 365. No corporate resolution authorized the "loans," and no note or other instrument evidenced the debt.  Charles, Jr. and William paid no interest on the amounts received.  The "loans" were not repaid or reduced from one year to the next; rather, they increased annually.

The "loans" to Charles, Jr. and William far exceeded their salaries and financial resources.  If the payments to Charles, Jr. and William had been treated as dividends or compensation, then the balance sheets would have shown an excess of liabilities over assets.  If the "loans" had been eliminated, the balance sheets would have depicted a corporation not only with a working capital deficit, but also with assets having a fair market value less than its liabilities.  . . .
. . .

The funding of the "loans" left the corporation with insufficient money to operate . . .

. . . The pattern that emerges from these figures is the substantial increase in the monies appropriated by Charles Pritchard, Jr. and William Pritchard after their father's withdrawal from the business and the sharp decline in the profitability of the operation after his death.  This led ultimately to the filing in December, 1975, of an involuntary petition in bankruptcy and the appointments of the plaintiffs as trustees in bankruptcy of Pritchard & Baird.

Mrs. Pritchard was not active in the business of Pritchard & Baird and knew virtually nothing of its corporate affairs.  She briefly visited the corporate offices in Morristown on only one occasion, and she never read or obtained the annual financial statements.  She was unfamiliar with the rudiments of reinsurance and made no effort to assure that the policies and practices of the corporation, particularly pertaining to the withdrawal of funds, complied with industry  custom or relevant law.  Although her husband had warned her that Charles, Jr. would "take the shirt off my back," Mrs. Pritchard did not pay any attention to her duties as a director or to the affairs of the corporation.  162 N.J. Super. at 370.

After her husband died in December 1973, Mrs. Pritchard became incapacitated and was bedridden for a six-month period.  She became listless at this time and started to drink rather heavily.  Her physical condition  deteriorated, and in 1978 she died.  The trial court rejected testimony seeking to exonerate her because she "was old, was grief-stricken at the loss of her husband, sometimes consumed too much alcohol and was psychologically overborne by her sons." 162 N.J. Super. at 371. That court found that she was competent to act and that the reason Mrs. Pritchard never knew what her sons "were doing was because she never made the slightest effort to discharge any of her responsibilities as a director of Pritchard & Baird." 162 N.J. Super. at 372.
. . .

III

   Individual liability of a corporate director for acts of the corporation is a prickly problem.  Generally directors are accorded broad immunity and are not insurers of corporate activities.  The problem is particularly nettlesome when a third party asserts that a director, because of nonfeasance, is liable for losses caused by acts of insiders, who in this case were officers, directors and shareholders.  Determination of the liability of Mrs. Pritchard requires findings that she had a duty to the clients of Pritchard & Baird, that she breached that duty and that her breach was a proximate cause of their losses.
   The New Jersey Business Corporation Act . . . makes it incumbent upon directors to discharge their duties in good faith and with that degree of diligence, care and skill which ordinarily prudent men would exercise under similar circumstances in like positions. . . .

This provision was based primarily on section 43 of the Model Business Corporation Act and is derived also from section 717 of the New York Business Corporation Law (L.1961, c.855, effective September 1, 1963).  Commissioners' Comments - . .

Because N.J.S.A. 14A:6-14 is modeled in part upon section 717 of the New York statute, N.Y.Bus.Corp. Law @ 717 (McKinney), we consider also the law of New York in interpreting the New Jersey statute. . . .
. . . In addition to requiring that directors act honestly and in good faith, the New York courts recognized that the nature and extent of reasonable care depended upon the type of corporation, its size and financial resources.  Thus, a bank director was held to stricter accountability than the director of an ordinary business [footnote omitted] 1 Hun v. Cary, supra, 82 N.Y. at 71; Litwin v. Allen, 25 N.Y.S.2d 667, 678 (Sup.Ct.1940).

   Underlying the pronouncements in section 717, Campbell v. Watson, supra, and N.J.S.A. 14A:6-14 is the principle that directors must discharge their duties in good faith and act as ordinarily prudent persons would under similar circumstances in like positions.  Although specific duties in a given case can be determined only after consideration of all of the circumstances, the standard of ordinary care is the wellspring from which those more specific duties flow.

As a general rule, a director should acquire at least a rudimentary understanding of the business of the corporation.  Accordingly, a director should become familiar  with the fundamentals of the business in which the corporation is engaged.  Campbell, supra, 62 N.J.Eq. at 416. Because directors are bound to exercise ordinary care, they cannot set up as a defense lack of the knowledge needed to exercise the requisite degree of care.  If one "feels that he has not had sufficient business experience to qualify him to perform the duties of a director, he should either acquire the knowledge by inquiry, or refuse to act." Ibid.

Directors are under a continuing obligation to keep informed about the activities of the corporation.  Otherwise, they may not be able to participate in the overall management of corporate affairs.  . . .  Directors may not shut their eyes to corporate misconduct and then claim that because they did not see the misconduct, they did not have a duty to look.  The sentinel asleep at his post contributes nothing to the enterprise he is charged to protect. . .
Directorial management does not require a detailed inspection of day-to-day activities, but rather a general monitoring of corporate affairs and policies.  Williams v. McKay, supra, at 37. Accordingly, a director is well advised to attend board meetings regularly. . . .  Regular attendance does not mean that directors must attend every meeting, but that directors should attend meetings as a matter of practice.  A director of a publicly held corporation might be expected to attend regular monthly meetings, but a director of a small, family corporation might be asked to attend only an annual meeting.  The point is that one of the responsibilities of a director is to attend meetings of the board of which he or she is a member.  That burden is lightened by N.J.S.A. 14A:6-7(2) (Supp.1981-1982), which permits board action without a meeting if all members of the board consent in writing.

While directors are not required to audit corporate books, they should maintain familiarity with the financial status of the corporation by a regular review of financial statements. . . .  In some circumstances, directors may be charged with assuring that bookkeeping methods conform to industry custom and usage.  Lippitt v. Ashley, 89 Conn. 451, 464, 94 A. 995, 1000 (Sup.Ct.1915). The extent of review, as well as the nature and frequency of financial statements, depends not only on the customs of the industry, but also on the nature of the corporation and the business in which it is engaged.  Financial statements of some small corporations may be prepared internally and only on an annual basis; in a large publicly held corporation, the statements  may be produced monthly or at some other regular interval.  Adequate financial review normally would be more informal in a private corporation than in a publicly held corporation.

Of some relevance in this case is the circumstance that the financial records disclose the "shareholders' loans".  Generally directors are immune from liability if, in good faith, they rely upon the opinion of counsel for the corporation or upon written reports setting forth financial data concerning the corporation and prepared by an independent public accountant or certified public accountant or firm of such accountants or upon financial statements, books of account or reports of the corporation represented to them to be correct by the president, the officer of the corporation having charge of its books of account, or the person presiding at a meeting of the board. . .

The review of financial statements, however, may give rise to a duty to inquire further into matters revealed by those statements. . . Upon discovery of an illegal course of action, a director has a duty to object and, if the corporation does not correct the conduct, to resign. . .
In certain circumstances, the fulfillment of the duty of a director may call for more than mere objection and resignation.  Sometimes a director may be required to seek the advice of counsel. . . The duty to seek the assistance of counsel can extend to areas other than the interpretation of corporation instruments.  Modern corporate practice recognizes that on occasion a director should seek outside advice.  A director may require legal advice concerning the propriety of his or her own conduct, the conduct of other officers and directors or the conduct of the corporation.  . . ..  Sometimes the duty of a director may require more than consulting with outside counsel.  A director may have a duty to take reasonable means to prevent illegal conduct by co-directors; in an appropriate case, this may include threat of suit. . . .
   A director is not an ornament, but an essential component of corporate governance.  Consequently, a director cannot protect himself behind a paper shield bearing the motto, "dummy director.". . .The New Jersey Business Corporation Act, in imposing a standard of ordinary care on all directors, confirms that dummy, figurehead and accommodation directors are anachronisms with no place in New Jersey law.  See N.J.S.A. 14A:6-14.  Similarly, in interpreting section 717, the New York courts have not exonerated a director who acts as an "accommodation." Barr v. Wackman, 36 N.Y.2d 371, 381, 329 N.E.2d 180, 188, 368 N.Y.S.2d 497, 507 (Ct.App.1975) (director "does not exempt himself from liability by failing to do more than passively rubber-stamp the decisions of the active managers").  See Kavanaugh v. Gould, supra, 223 N.Y. at 111-117, 119 N.E. at 240-241 (the fact that bank director never attended board meetings or acquainted himself with bank's business or methods held to be no defense, as a matter of law, to responsibility for speculative loans made by the president and acquiesced in by other directors).  Thus, all directors are responsible for managing the business and affairs of the corporation. N.J.S.A. 14A:6-1 (Supp.1981-1982); 1 G. Hornstein, Corporation Law and Practice @ 431 at 525 (1959).

The factors that impel expanded responsibility in the large, publicly held corporation may not be present in a small, close corporation. [footnote omitted] Nonetheless, a close corporation may, because of the nature of its business, be affected with a public interest.  For example, the stock of a bank may be closely held, but because of the nature of banking the directors would be subject to greater liability than those of another close corporation.  Even in a small corporation, a director is held to the standard of that degree of care that an ordinarily prudent director would  use under the circumstances. . .
. . . the depositor or beneficiary can reasonably expect the director to act with ordinary prudence concerning the funds held in a fiduciary capacity.  Thus, recognition of a duty of a director to those for whom a corporation holds funds in trust may be viewed as another application of the general rule that a director's duty is that of an ordinary prudent person under the circumstances.

The most striking circumstances affecting Mrs. Pritchard's duty as a director are the character of the reinsurance industry, the nature of the misappropriated funds and the financial condition of Pritchard & Baird.  The hallmark of the reinsurance industry has been the unqualified trust and confidence reposed by ceding companies and reinsurers in reinsurance brokers.  Those companies entrust money to reinsurance intermediaries with the justifiable expectation that the funds will be transmitted  to the appropriate parties.  Consequently, the companies could have assumed rightfully that Mrs. Pritchard, as a director of a reinsurance brokerage corporation, would not sanction the comingling and the conversion of loss and premium funds for the personal use of the principals of Pritchard & Baird.

As a reinsurance broker, Pritchard & Baird received annually as a fiduciary millions of dollars of clients' money which it was under a duty to segregate.. . .

   As a director of a substantial reinsurance brokerage corporation, she should have known that it received annually millions of dollars of loss and premium funds which it held in trust for ceding and reinsurance companies. Mrs. Pritchard should have obtained and read the annual statements of financial condition of Pritchard & Baird.  Although she had a right to rely upon financial statements prepared in accordance  with N.J.S.A. 14A:6-14, such reliance would not excuse her conduct.  The reason is that those statements disclosed on their face the misappropriation of trust funds.

From those statements, she should have realized that, as of January 31, 1970, her sons were withdrawing substantial trust funds under the guise of "Shareholders' Loans." The financial statements for each fiscal year commencing with that of January 31, 1970, disclosed that the working capital deficits and the "loans" were escalating in tandem.  Detecting a misappropriation of funds would not have required special expertise or extraordinary diligence; a cursory reading of the financial statements would have revealed the pillage.  Thus, if Mrs. Pritchard had read the financial statements, she would have known that her sons were converting trust funds. When financial statements demonstrate that insiders are bleeding a corporation to death, a director should notice and try to stanch the flow of blood.
   In summary, Mrs. Pritchard was charged with the obligation of basic knowledge and supervision of the business of Pritchard & Baird.  Under the circumstances, this obligation included reading and understanding financial statements, and making reasonable attempts at detection and prevention of the illegal conduct of other officers and directors.  She had a duty to protect the clients of Pritchard & Baird against policies and practices that would result in the misappropriation of money they had entrusted to the corporation.  She breached that duty.

. . .

The judgment of the Appellate Division is affirmed.
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