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Know The Standard Of FDIC Liability For Community Banks 

Law360, New York (February 05, 2013, 9:48 AM ET) -- Over 400 financial 

institutions have failed since the financial crisis began in September 2008, 

causing hundreds of billions of dollars in losses to the Deposit Insurance 

Fund (DIF).[1] On July 2, 2010, the Federal Deposit Insurance Corporation 

began its efforts to recover losses to the DIF when it sued officers of 

IndyMac Bank, then the second largest bank to fail in U.S. history.[2] The 

FDIC has filed a total of 41 professional liability lawsuits against former bank 

directors and officers of failed institutions.[3] A majority of the complaints 

have involved small or medium size banks. 

The recent developments in FDIC professional liability litigation warrant 

close attention from community bankers. For example, consider the FDIC’s 

focus in those lawsuits on director approval of individual loans. If courts 

ultimately hold that directors have an independent obligation to ensure that loans they approve as a 

member of the board or a loan committee were underwritten properly by the bank, then directors 

would face pressure to curtail or even avoid loan approvals, to exponentially increase the amount of 

time taken to verify proper loan underwriting, or both. Such outcomes would be especially acute at 

institutions with high concentrations of commercial real estate, the former directors of which have been 

the focus of over 90 percent of the FDIC lawsuits to date.[4] 

 

This article discusses (1) how the FDIC litigates cases against former directors and officers of failed 

banks, (2) the results of recent federal district court rulings in these FDIC cases, and (3) how these 

decisions might impact community bank directors and lending. 

 

Background 

 

When an FDIC-insured bank fails, the FDIC guarantees the bank’s deposits against losses up to $250,000 

per account. The FDIC takes the bank into receivership, a process that replaces federal bankruptcy for 

insured banks, and pays depositors for their losses. The depositors receive the money from the DIF.[5] 

The DIF, in essence, is an insurance pool much like property or health insurance. When an insured bank 

fails, it submits a “claim” against the DIF, and the FDIC pays the claim. 
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The FDIC, acting as a receiver on behalf of the failed institution, operates like a trustee would in a 

bankruptcy matter. In its receivership capacity, the FDIC attempts to minimize the losses suffered to the 

DIF in various ways. The agency may attempt to sell bank assets, find another institution to assume the 

failed bank’s deposits, sue to recover certain assets of the failed bank, and — in certain cases — sue 

bank directors (and sometimes other institution affiliated third parties) for negligence or other 

conduct.[6] 

 

The statutory provision for the FDIC’s power to sue bank directors when a bank fails is found in federal 

banking law.[7] After an initial investigation, the board of directors of the FDIC must authorize a lawsuit 

against specific directors.[8] Then, the FDIC will typically hire outside counsel to draft a complaint and 

manage the litigation against the directors. The FDIC itself, however, will continue to supervise the 

litigation, including whether and at what dollar value to settle a case. 

 

Such cases proceed as civil — not criminal — litigation and are typically based on theories of ordinary or 

gross negligence and breach of fiduciary duties under state law.[9] Although defendants do not face 

criminal penalties in FDIC civil lawsuits, the monetary and reputational damages associated with these 

lawsuits can be significant. Monetary damages are generally based on losses suffered from specific loans 

approved by the directors.[10] 

 

Common Allegations in the Complaints 

 

Typically, the FDIC has asserted at least two counts against former directors in professional liability 

complaints. First, the FDIC has often alleged that directors were grossly negligent by approving specific 

loans with underwriting deficiencies, by ignoring suggestions and comments from regulators, or by 

adopting risky strategies that encouraged excessive growth or resulted in high portfolio concentrations 

of either commercial real estate or construction loans. Second, the FDIC has usually claimed that the 

same conduct by the directors constituted a breach of their fiduciary duties to the bank. In addition, 

some of the FDIC complaints have alleged ordinary negligence against directors for approving individual 

loans where borrowers ultimately defaulted. 

 

The difference between ordinary and gross negligence is crucial to assessing the risk of liability in FDIC 

lawsuits. Ordinary negligence can be established by showing that a director did not act as an ordinary or 

reasonable director would have acted under the circumstances. In contrast, gross negligence is harder 

to establish because it typically requires a disregard for a director’s duties[11] or an extreme deviation 

from expected behavior. 

 

Note that these standards are defined under each state’s law and may differ from state to state. Note 

also that the FDIC often alleges that the same conduct by directors was grossly negligent or, in the 

alternative, negligent. For example, the FDIC has alleged in various complaints that directors were 

negligent or grossly negligent in approving loans with purportedly outdated appraisals.[12] Further, the 

FDIC has claimed that directors were negligent or grossly negligent in approving loans with loan-to-value 

ratios that were allegedly incorrect or exceeded the ratios provided for in underwriting guidelines.[13] 

 

 

 



In addition to allegations that directors negligently approved loans without sufficient independent 

diligence, the FDIC’s complaints to date most frequently contain allegations that: (1) directors ignored 

regulatory warnings; (2) directors failed to ensure managers and staff complied with bank underwriting 

policies; (3) directors adopted an aggressive growth strategy focused on risky investments; and (4) 

directors allowed excessive concentrations in commercial real estate and construction lending.[14] 

 

Recent Decisions 

 

In the past 13 months, federal district courts have issued a handful of opinions regarding the standard of 

care applicable to directors in FDIC litigation. The consequences for corporate directorates of these 

fiduciary duty rulings are potentially far reaching. 

 

As an initial matter, it is helpful to note some general principles on which these courts have premised 

their decisions. First, courts have acknowledged that the Supreme Court has held that under 12 U.S.C. 

1821(k), directors are, at a minimum, subject to a gross negligence standard.[15] Second, courts have 

observed that state law may provide the FDIC with claims against directors based on an ordinary 

negligence standard and, if any such state law standards exist, then the FDIC can take advantage of 

them.[16] 

 

Finally, in evaluating the claims in the FDIC cases, courts have focused heavily on the business judgment 

rule (BJR), a procedural and substantive defense that most states have implemented either through 

statute or court decisions. The BJR allows directors to make informed decisions without having the 

courts second guess the directors’ exercise of their business judgment.[17] A number of courts have 

held that the BJR operates as a defense to ordinary negligence liability by creating a presumption that 

directors made decisions based on the best information available to them at the time the decision was 

made. 

 

As to the specific rulings to date, district courts in Florida, Georgia and California (the three states with 

the highest rates of bank failures) have held that the BJR protects bank directors from ordinary 

negligence claims so long as the directors can show a minimum amount of diligence or reliance went 

into their decisions.[18] These courts have dismissed ordinary negligence claims in the early stages of 

litigation but have allowed gross negligence claims to proceed to fact discovery. 

 

Conversely, a federal district court in North Carolina held that ordinary negligence claims could survive a 

motion to dismiss despite the BJR.[19] Similarly, a federal district court in Illinois ruled that the BJR and 

other affirmative defenses to negligence are to be considered at the summary judgment stage as 

opposed to the motion to dismiss stage.[20] When both ordinary and gross negligence claims are 

allowed to proceed to fact discovery, the litigation process may be more expensive and time consuming. 

The directors also face increased uncertainty as they may be required to wait until summary judgment 

or trial to know whether the BJR will protect them from the ordinary negligence claims. 

 

The collective weight of the case law to date seems to indicate that, notwithstanding the BJR, most FDIC 

lawsuits that include gross negligence counts are likely to proceed to discovery. As a result, most FDIC 

cases will take longer for defendants to resolve (especially in cases requiring analysis of individual loan 

decisions). 

 



Effect on Community Bank Directors and Lending 

 

The recent rulings in the FDIC cases present mixed results for bank directors. In some states, the rulings 

clarify that the FDIC cannot maintain ordinary negligence claims against the directors, a positive 

development for directors given that an ordinary negligence claim is easier to establish. Directors still 

face potential liability for gross negligence, however, and without any final decisions in the FDIC lawsuits 

against directors, it remains unclear what specific conduct courts will find constitutes gross 

negligence.[21] To the extent these cases settle before summary judgment or trial, it could be some 

time before these fact sensitive issues are resolved by the courts. Given the risk of personal liability, 

current bank directors should be aware of and scrutinize the factual allegations in these cases to reduce 

that risk. 

 

In this regard, bank directors may want to consider seriously whether they should have continued 

involvement in approving individual loans. If bank directors continue to approve individual loans, it 

seems clear that they need to conduct a reasonable amount of independent diligence to the extent they 

are involved in loan approvals. Directors should not rely solely on loan officers who present loans for 

approval. Banks should adopt comprehensive loan approval policies specifying directors’ roles in 

approving individual loans. Potential red flags, including deviations from the loan policy or regulators’ 

suggestions, should be documented and explained. Lastly, a careful examination of board minutes 

should be completed for any sessions where individual loans were approved. 

 

Finally, the FDIC litigation and the increased duties these cases might impose on directors could have a 

negative effect on community bank lending and development. First, the heightened risk of personal 

liability will make it more difficult for community banks to attract quality directors to serve on 

community bank boards. Further, if bank directors are held personally and financially accountable for 

bad loans by the FDIC when a bank fails, there is a strong chance that directors will extend significantly 

less credit in an effort to avoid approving loans with any discernible risk. Contraction of credit is most 

likely to occur in construction and commercial real estate lending — areas the FDIC has branded as 

inherently risky. Such a result would, in turn, likely reduce funding for local development and affordable 

housing — areas where community banks have historically played a vital role. Given the nation’s 

precarious economic recovery, such outcomes, while perhaps unintentional, are also highly undesirable. 

 

--By Benjamin P. Saul, Aaron C. Mahler and Jared Kelly, BuckleySandler LLP 
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