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STATE OF NORTH CAROLINA IN THE GENERAL COURT OF JUSTICE
SUPERIOR COURT DIVISION
WAKE COUNTY 06 CVS 4622

STATE OF NORTH CAROLINA, on
Relation of its Commaissioner of Insurance,
AS LIQUIDATOR OF COMMERCIAL
CASUALTY INSURANCE COMPANY
OF NORTH CAROLINA,

Plaintiff,
v ORDER & OPINION

A. RICHARD CUSTARD, by and through
his Guardian ad Litem; WENDY J.
CUSTARD:; E. NIMOCKS HAIGH; and
DELTA INSURANCE SERVICES, INC.,

Defendants.

{1}  This matter comes before the Court on Defendants’ Motion for Summary
Judgment pursuant to Rule 56 of the North Carolina Rules of Civil Procedure. After
considering submissions by counsel and hearing oral arguments, the Court hereby

GRANTS Defendants’ Motion for Summary Judgment.

Nelson Mullins Riley & Scarborough, LLP by Joseph W. Eason, Christopher
J. Blake, and Leslie Lane Mize for Plaintiff.

Hunton & Williams LLP by Steven B. Epstein and Bryan A. Powell for
Defendants.

Tennille, Judge.

INTRODUCTION
{2} The pending Motion requires an exploration of the contours and role of
“good faith” in North Carolina corporate governance law at a time when the
mismanagement of risk at financial institutions by some corporate officers has
almost destroyed our economy. The case arises in the context of a financial

institution—an insurance company—where (1) risk management is an essential,



fundamental element of the business and (2) mismanagement of risk can impact not
only shareholders and other corporate constituents but also innocent policyholders.

{3} The current Motion poses significant questions concerning the duties of
officers and directors and to whom those duties are owed and the standards of
review applied by the courts. It is the first case to interpret North Carolina’s Risk-
Based Capital Requirements and their interrelationship with corporate law. N.C.
Gen. Stat. §§ 58-12-2 to -70 (2009). It echoes familiar refrains in these economic
times: reliance on outside financial experts—actuaries—whose choice of risk
assessment methods proved inadequate to protect against the financial loss which
occurred and a regulatory agency whose oversight did not prevent the failure.

{4} This case requires the Court to explore (in the context of an insolvent
insurance company) the defining principles that fairly distinguish between director
and officer conduct that involves (1) a breach of the duty of loyalty that should be
remediable by an award of monetary damages and (2) an exculpable or
indemnifiable breach of the duty of care.

{5}  For the reasons set forth below, the Court GRANTS Defendants’ Motion
for Summary Judgment with respect to the breach of fiduciary duty claims asserted
in the Amended Complaint. The Court will address the severance payment claim

asserted against Defendant E. Nimocks Haigh (“Haigh”) separately in Part IX.

I

{6}  This action was filed in Wake County Superior Court on March 31, 2006.
Defendants A. Richard Custard (“Mr. Custard”), Wendy J. Custard (“Mrs. Custard”),
and Delta Insurance Services, Inc. (“Delta”) filed the Notice of Designation on May
2, 2006. This action was designated a mandatory complex business case by Order of
the Chief Justice of the Supreme Court of North Carolina dated May 3, 2006, and
was assigned to the undersigned Chief Special Superior Court Judge for Complex
Business Cases by Order dated May 8, 2006.

{7} On January 2, 2007, the Court granted Plaintiff leave to file an Amended
Complaint. Shortly thereafter, Plaintiff filed a Motion for Appointment of Guardian



Ad Litem for Mr. Custard. The Court entered an Order under seal on June 18,
2007, which appointed Robert E. Soby to serve as Mr. Custard’s guardian ad litem.

{8}  Defendants filed a Motion for Summary Judgment on July 15, 2009. On
September 1, 2009, Plaintiff filed a Memorandum in Response and Opposition to
Defendants’ Motion. Defendants filed their reply brief on September 21, 2009, and
the Court heard oral arguments on October 22, 2009. Many facts are undisputed.
Where facts are disputed the Court will so indicate and determine their materiality.

{9} The Amended Complaint is based upon the premise that Mr. Custard, Mrs.
Custard, and Haigh (collectively, the “individual Defendants”) directed the business
of Commercial Casualty Insurance Company of North Carolina (“CCIC”) in such a
way as to promote the best interests of Custard Insurance Adjusters (“CIA”) and in
disregard of the interests of CCIC shareholders and policyholders. Plaintiff
emphasized the fact that Mr. and Mrs. Custard (the “Custards”) owned a majority
interest in both companies. In essence, the North Carolina Department of Insurance
(“NCDOT” or the “Department”) asserted that the individual Defendants breached
their fiduciary duty by selling insurance through CCIC to provide a source of claims
(losses) for CIA to adjust without regard to the solvency of CCIC. Not surprisingly,
there does not appear to be any evidence to support what is, on its face, an
irrational theory.

{10} The NCDOI did not pursue this conflict of interest theory on summary
judgment. Rather, for the first time, the NCDOI based its theory of liability on
allegations that the individual Defendants showed a lack of good faith in (1) filing
CCIC’s monthly reports with the NCDOI and (2) continuing to sell a high volume of
artisan insurance policies in California after seeing that losses on those policies
were coming in at higher than expected rates. Because the Court grants summary
judgment on other grounds, it need not address the fairness issues raised by this

shift in theory.! Defendants have made and preserved their argument that

1 Plaintiff never sought to amend its Complaint or discovery responses to assert this new theory of
Liability.



fundamental fairness should prohibit a plaintiff from asserting a totally new theory

of liability after discovery has closed in response to a motion for summary judgment.

II.
A.

{11} Tt is helpful to put the present controversy in the context of overall
insurance regulation and understand the competing forces that exist within that
regulatory scheme. The current regulatory scheme that exists in North Carolina
and most other states revolves around risk-based capital requirements. Risk-based
capital regulatory practices grew out of insurance company insolvency concerns in
the late 1980s and early 1990s. Scott E. Harrington & Gregory R. Niehaus, Risk
Management and Insurance 116 (2d ed. 2004).2 During that time about one percent
of insurance companies failed each year. Id.

{12} Insurance company insolvency can result from a number of factors.
Management can make errors in judgment about the risks associated with the
policies being written or the adequacy of the premiums being charged to cover the
risks.3 Management also can make bad investment decisions with the insurance
company’s capital.4# Insolvency also can result from management fraud, which
usually involves either deliberately underreporting claims liabilities or deliberately
overstating asset values.

{13} Protecting against insurer insolvency is costly. The costs can arise from
insurers taking less risk by writing fewer policies or refusing to cover certain types
of liability. Solvency regulation also adds to costs. For example, increasing the

amount of capital required increases “the amount of premiums needed to provide a

2 This work is particularly helpful in understanding the economics of insurance and the basis for
insurance regulation by state agencies.

3 The major determinants of insurance premiums charged by an insurance company are: (1) expected
claim costs, (2) investment income, (3) administrative costs, and (4) fair profit loading. Id. at 135
fig.8.1. The most significant determinant by far is expected claim costs. /d. at 135. Rational
companies will not knowingly charge premium rates which are less than their expected claim costs.
Investment income can sometimes cover a shortfall, but accurate setting of premium rates is critical
to a successful insurance company.

4 For example, an insurance company that invested heavily in real estate thinking it was a safe long-
term investment might find its capital severely impaired when a real estate bubble bursts. Other
large and unexpected reductions in capital also can cause insolvency.



given amount of coverage.”> Id. In light of these costs, an insolvency-proof
insurance system probably is not economically feasible.

{14} There were some lessons to draw from the failures of property and liability
companies in the late 1980s. Harrington and Niehaus summarize them as follows:

Many property-liability insurers that failed during the 1980s
wrote large amounts of business liability insurance, including products
liability, environmental liability, and professional liability insurance
(e.g., for physicians, architects, and engineers). These insolvencies
were associated with much higher claim costs than the insurers
originally reported on their financial statements. Evidence suggests
that a large component of the increase in claim costs was probably
unexpected in many cases; in other words, the actual costs were
significantly higher than could reasonably have been expected when
the insurers wrote the business and initially reported estimates of
claim costs.

Conversely, it has been argued that some of these insurers
deliberately wrote large amounts of business at prices that they knew
to be too low in comparison to expected claim costs, either because they
had inadequate incentives to be safe or in an attempt to generate cash
and buy time after they began to experience difficulty. These insurers
also are alleged to have hidden their inadequate prices and capital by
deliberately understating their estimated liabilities and using
questionable (if not completely phony) reinsurance arrangements. . . .

Some property-liability insurer insolvencies during the mid- to
late 1980s probably were influenced by low prices during the “soft
market” for business liability insurance during the early 1980s. A
large increase in market interest rates in the late 1970s and early
1980s also may have contributed to some of those insolvencies. Higher
interest rates substantially reduced the market value of bonds held by
many insurers. Some companies might have been weakened to the
point that they engaged in excessively risky behavior in the hope of
getting lucky and avoiding insolvency. (This behavior sometimes is
known as “going-for-broke” or “gambling for resurrection.”)

Id. at 118. Those opposing contentions are echoed in this case.
B.
{15} In the absence of an insolvency-proof system, consumers must look to other

protections. One protection is the use of solvency ratings. The leading financial

5 The phenomenon results from the higher taxes paid on income from increased capital. See id.



ratings companies who rate insurance companies are Moody’s Investors Service,
A.M. Best Company (“AM Best”), Duff & Phelps Corporation, and Standard & Poor’s
Financial Services.

{16} In this case, AM Best provided solvency ratings for CCIC. Although the
quality of agency ratings has been questioned following the subprime meltdown,
solvency ratings still enjoy widespread use and are considered when selecting an
insurance company. See Harrington & Niehaus, supra, at 119. Therefore, an
Insurance company “could experience a significant reduction in sales to business
policyholders if it were to lose a high rating.” /d. CCIC had an A- rating but was in
danger of losing that rating, as will be more fully discussed in Part III.C. The
significance of such a downgrade is shown by the fact that eighty-five to ninety
percent of property-liability companies maintain an AM Best rating of A- or better.
Id. at 121. Because insolvencies can be caused by unpredictable adverse events and
because rating companies sometimes err in their assessments, solvency ratings
provide little protection to policyholders. They can, however, affect the market for
an insurance company’s product.

C.

{17} Another outgrowth of the solvency problems of insurance companies in the
late 1980s was the creation of risk-based capital (“‘RBC”) requirements for adoption
by states.6 These model requirements were conceived by the National Association
of Insurance Commissioners (“NAIC”) and adopted by North Carolina in Article 12,
Chapter 58 of our General Statutes. RBC requirements are a form of legislated
solvency monitoring that provide for specific steps to be taken by the Commaissioner
of Insurance (“Commissioner”) when significant target capital events occur.

The NAIC’s property-liability RBC formula encompasses four
major risk categories: (1) asset risk (the risk of issuer default and
market value declines); (2) credit risk (e.g., the risk that reinsurance

6 Many states, including North Carolina, also created state guaranty systems that provided funds for
policyholders and claimants whose claims could not be paid by insolvent insurance companies. See,
e.g., Insurance Guaranty Association Act, N.C. Gen. Stat. § 58-48-1 to -130 (2009). At this point,
there is no evidence before the Court with respect to the amount, if any, that North Carolina’s state
guaranty system may be required to pay as a result of the liquidation of CCIC.



and other receivables will prove to be uncollectible); (3) underwriting
risk (the risk that prices and reported claim liabilities will be
inadequate compared to realized claim costs); and (4) miscellaneous
“off-balance sheet” risks, such as the risk associated with rapid
premium growth. . ..

... The important point is that in states that have adopted the
NAIC’s model RBC law, each insurer must calculate a dollar figure
called its RBC. This figure is higher for insurers that take on more
risk. An insurer’s actual capital is then compared to its RBC.
Harrington & Niehaus, supra, at 125. This type of insurance solvency regulation
places a premium on accurate information. If an insurer’s actual capital falls below

specified percentages of its RBC, regulators can take the actions shown below in

Table 1:

Table 1: Risk-Based Capital Thresholds for Insurance Companies

RBC Level Insurer Event Regulatory Action

Company must file plan with insurance
commissioner explaining the cause of
deficiency and how it will be corrected

Between 150 and 200%

Company Action of formula RBC

Between 100 and 150% | Commissioner must examine insurer and

Regulatory Action of formula RBC take corrective action as necessary

o ..
Authorized Control Between 70 and 100% Commissioner has legal grounds to

of formula RBC rehabilitate or liquidate the company

Less than 70% of Commissioner must take over the
Mandatory Control

formula RBC company

SOURCE: Harrington & Niehaus, supra, at 126 tb1.7.3.

{18} Under RBC requirements, an insurer’s actual capital or its “surplus” is
compared to its RBC. Surplus equals assets minus liabilities for unearned
premiums and unpaid claims.? In order to improve its ratio of surplus to RBC, an

insurance company can take one or more of the following steps: (1) raise more

7'This case 1s focused on the liability side of the equation. In other words, the allegations center on
understating liabilities, rather than overstating asset values.




capital, (2) write less coverage, or (3) reinsure more of its business. We will see the
1implications of all three options in the factual scenario set out in Part III.C.

{19} RBC requirements play an important role in balancing solvency risks and
keeping insurance costs at acceptable levels. By creating a stepped approach, the
RBC thresholds attempt to reduce costs by letting management rather than state
regulators run insurance companies until liquidation becomes necessary.

{20} RBC law frames two issues before the Court: Plaintiff’s breach of fiduciary
duty claims and Plaintiff’s severance payment claim. The Court will address these

two 1ssues later in Parts VII and IX.

III.

{21} The Court now turns from the general industry and regulatory control to
the specific facts in this case. Part A will identify the parties; Part B will provide a
historical overview of the Company; and Part C will delve deep into the Company’s
corporate management and financial reporting.®8 In Part D, the Court will consider
whether there are material facts in dispute.

A.

{22} The State of North Carolina on relation of its Commissioner of Insurance,
as Liquidator (“Plaintiff” or “Commissioner”), brought this action on behalf of CCIC
and its creditors and policyholders under sections 58-30-120(a)(12) and (a)(13) of the
North Carolina General Statutes.

{23} Delta was a corporation organized under the laws of the State of Georgia
in 1988. Prior to the entry of the 2006 Order of Rehabilitation, Delta owned all
outstanding shares of CCIC stock. Mr. Custard owned a controlling interest in
Delta. He owned 80% of Delta’s stock. (Allen Dep. Ex. 6 at 13.) As for the
remainder of Delta’s stock, Haigh owned 5%, Mrs. Custard owned 5%, and two of
the Custards’ relatives owned 10%. (Allen Dep. Ex. 6 at 13.)

{24} The Custards also owned and controlled CIA, a company that adjusted

property and casualty insurance claims for companies nationwide. (Am. Compl. §

8 Throughout this opinion, “CCIC” and “the Company” will be used interchangeably.



10.) They owned 100% of CIA’s stock. (W. Custard Dep. Ex. 20.) CIA performed
claims handling services for the majority of CCIC’s claims. (Soby Aff. § 4.) The
California artisan claims were handled by CIA’s Las Vegas office. (Reed Aff. § 15.)

{25} Mr. Custard is a resident of the State of Georgia. He served as chief
executive officer of CCIC and president of both CIA and Delta.

{26; Mrs. Custard, wife of Mr. Custard, is also a resident of the State of
Georgia. She served as secretary of CCIC and Delta.

{27} Haigh is a resident of Iredell County, North Carolina. From 1992 until
March 2003, he served as CCIC’s president and chief operating officer. During that
time, he also served as executive vice president and treasurer of Delta.

{28} The individual Defendants served as members of the board of directors at
both CCIC and Delta.

B.

{29} CCIC was organized under the laws of the State of Georgia in 1988. (Am.
Compl. 1 9.) At that time, the name of the Company was Commercial Casualty
Company of North Georgia. (Hoerl Dep. 344:2—6.) Delta was the sole shareholder.
(Am. Compl. 7 9.)

{30} At first, CCIC primarily wrote professional liability insurance policies for
environmental consultants in Florida. (Am. Compl. § 13.) When the profitability of
its environmental business declined in 1998, CCIC decided to expand into California
and switch its policy focus to liability insurance for small contractors and tradesmen
(“artisans”).? (Am. Compl. 9 15, 18.) For its California artisan business, CCIC
adopted another insurance company’s underwriting guidelines, rates, and forms as
its own. (Am. Compl. 9 20—21.) The Court takes judicial notice of the fact that
California experienced a construction boom in the years at issue (1998-2002), thus

expanding the potential to sell artisan insurance in that state. The California

9 Artisan insurance is a form of general liability insurance that provides coverage to small businesses
“that contract skilled services to the public or other business.” (Allen Dep. Ex. 6 at 17.) This class
would include carpenters, electricians, masons, painters, plumbers, and other similar trades. (Allen
Dep. Ex. 6 at 17.) Artisan contractors usually are “subcontractors on larger jobs” who work under a
general contractor. (Allen Dep. Ex. 6 at 17.) They rarely perform “subcontract work themselves.”
(Allen Dep. Ex. 6 at 17.)



Department of Insurance (“CADOI”) controlled the rates CCIC could charge for
insurance issued in California. See Cal. Ins. Code § 11737 (West 2009).

{31} In 2000, CCIC acquired an automobile liability insurance business based
in Charlotte, North Carolina. (Am. Compl. § 34.) The Company planned on
growing its non-standard automobile line and wanted a larger presence in North
Carolina. (Jackson Dep. Ex. 19.) These plans changed in 2002 when the Company
decided to significantly reduce its writings in non-standard auto and focus on its
California artisan business instead. (Jackson Dep. 241:6-16.)

{32} CCIC redomesticated in the State of North Carolina in 2001 and became
subject to NCDOI regulations. (Am. Compl. 1 2, 39.) Financial considerations
drove this decision. (Allen Dep. 685:13—15.) North Carolina offered a lower
premium tax rate than Georgia. (Haigh Aff. 9 25.) This decision saved the
Company $1.5 million in out-of-state premium taxes in 2002. (Haigh Aff. 9 25.)

{33} During 2001 and 2002, CCIC’s growth outperformed the Company’s ability
to generate policyholder surplus. (Giesecke Dep. Ex. 60 at 2.) In addition,
management’s efforts to secure outside capital investments were not successful.
(Giesecke Dep. Ex. 60 at 2.) During this time, management took a number of steps
to improve overall capitalization: they sought rate increases, eliminated
unprofitable writings, and obtained more reinsurance. (Haigh Aff. 9 48, 52, 68.)
Nonetheless, profitability continued to decline and in early 2003 CCIC ceased
operations nationwide. (Am. Compl. 9 72, 74.)

{34} On April 2, 2004, CCIC was declared insolvent. (Am. Compl. § 76.) The
Wake County Superior Court entered an Order of Liquidation against CCIC and
appointed Plaintiff as liquidator. (Trendel Aff. § 2.) The parties dispute the
amount by which CCIC’s liabilities will exceed its assets. Results from discovery,

particularly detailed actuarial studies, have not yet been submitted to the Court.10

10 Despite the fact that six years have now passed since CCIC wrote any policies, the actuaries hired
by both sides appear to be millions of dollars apart in their assessment of CCIC’s future liabilities.
Only time will resolve the conflicting opinions of the actuaries. It has been argued to the Court that
this wide divergence results from vagaries in California law that make it difficult to know when a
statute of limitations has run.



C.

{35} Haigh managed CCIC’s daily operations. (Haigh Aff. §9.) In addition to
Haigh, CCIC’s core management team consisted of the following individuals: Bill
Allen (“Allen”), Buck Giesecke (“Giesecke”), and Mike Reed (“Reed”). (Haigh Aff.
10.) As chief financial officer, Allen prepared financial statements, maintained the
books, and oversaw the accounting department. (Haigh Aff.  11.) Giesecke, vice
president of marketing, oversaw CCIC’s underwriting department as well as the
preparation of form and rate filings with state insurance departments. (Giesecke
Aff. ] 4.) Reed oversaw claims management. (Reed Aff. § 3.)

{36} Haigh consulted with his management team regularly about important
decisions. (Haigh Aff. § 10.) Haigh is the only member of the management team
whom Plaintiff names as a defendant.

{37} Haigh kept Mr. Custard abreast of CCIC’s day-to-day operations. (Haigh
Dep. 327:1-16.) However, he did not need Mr. Custard’s approval when making
everyday management decisions. (Haigh Dep. 327:6-16.) Mr. Custard did not
prepare CCIC’s financial statements. (Allen Dep. 465:15-19.) He relied on
management to determine the numbers, including the Company’s loss estimates.
(Allen Dep. 504:14—25, 505:1.)

{38} Mrs. Custard “let the people who had the expertise run” the day-to-day
operations. (W. Custard Dep. 113:12—-13.) She kept herself “aware of what was
going on through [her] husband.” (W. Custard Dep. 51:21-24, 52:7-9.) Like her
husband, she did not participate in the preparation of the financial statements and
when she signed them, she relied on “the people that prepared them” with regard to
the truth and accuracy of the statements. (W. Custard Dep. 102:5-7, 112:15-21.)

{39} Fred Hoerl (“Hoerl”) worked as CCIC’s internal actuary from 2000 until
2003. (Hoerl Aff. § 2.) He prepared rate filings and quarterly internal loss reserve
analyses for various CCIC insurance products, including the California artisan

policies. (Hoerl Aff. 9 4, 6, 11.)



{40} CCIC’s annual financial statements were reviewed by Ernst & Young
(“E&Y”), a large, outside accounting firm that provides auditing and actuarial
services. (Allen Aff. 9 3.)

{41} The following timeline sets forth and describes the corporate management
and financial reporting in the years leading up to CCIC’s collapse. For a detailed
account of the actuarial evidence in support, refer to Appendices A through D.11

» May 16, 2001: CCIC increased its reinsurance for the California artisan

business from a $50,000 to a $100,000 retention level. (Haigh Dep. Ex. 16.)

This move increased its exposure to the California market.

= June 12, 2001: CCIC filed a Petition for Redomestication with the NCDOI to

become a North Carolina domiciled insurance carrier. (Haigh Aff. ] 22.) This
regulatory move increased policyholder surplus by saving CCIC $1.5 million
in out-of-state premium taxes in 2002. (Haigh Aff. § 25.)

= June 13, 2001: Hoerl prepared a quarterly loss reserve analysis which

estimated that the 2001 losses at three months were “exceptionally large in
comparison to previous years.” (Haigh Dep. Ex. 29 at 1.) He concluded that
reliance on non-California data to select loss development factors for the
California artisan business “could be understating” the development in
California. (Haigh Dep. Ex. 29 at 2.) He also suggested that such reliance
“be watched closely as accident year 2001 develops.” (Haigh Dep. Ex. 29 at 2.)

= June 14, 2001: AM Best, a financial strength rating agency that measures an

Insurance company’s ability to pay claims, sent Haigh a formal notice of
CCIC’s financial-strength rating. (Haigh Dep. Ex. 9.) Although CCIC
received an A- (Excellent) rating, the notice stated that the Company’s
“significant premium growth hald] resulted in high gross underwriting

leverage and significant reinsurance dependence given capital limitations.”

11 The timeline in this case is significant. For that reason, the Court has used abbreviated
descriptions supported by detailed Appendices in hopes that the reader does not get lost in actuarial
complexity and jargon. It is important to note that the timeline begins within the applicable statute
of limitations. The Court has heretofore dismissed claims of breach of fiduciary duty arising prior to
March 1, 2001 based on the statute of limitations. See State ex rel. Long v. Custard, No. 06-CVS-
4622 (N.C. Super. Ct. Aug. 8, 2007).



(Haigh Dep. Ex. 9 at 6608.) The notice also stated that AM Best would
“closely monitor future capitalization to ensure that business growth [was]
adequately supported.” (Haigh Dep. Ex. 9 at 6608.) Loss of its A- rating
would adversely impact CCIC’s business.

July 18, 2001: Mr. Custard stated in a letter to Haigh that “low profitability”

was “a sign of positive transition” and that CCIC was “giving 110% to move
beyond it to growing profitability” in California. (Haigh Dep. Ex. 20.)

August 7, 2001: In a letter to Haigh, Mr. Custard stated that even though
“bottom line profits” were down, “the position of the company and the top line
momentum [we]re better than they hald] ever been.” (Haigh Dep. Ex. 22.)
October 1, 2001: Haigh recognized that CCIC needed more capital to support

its growth and began capital raising efforts. (Allen Dep. Ex. 5.) Part of his
efforts included obtaining a company valuation (the “Geneva Report”). The
Geneva Report valued the Company at between $17 and $20 million. (W.
Custard Dep. Ex. 28 at 1.) The Geneva Report also stated that “[wlithout an
increase in profitability or an injection of capital by the primary shareholder,
the Company may have to curtail its aggressive expansion plans or risk being
downgraded by AM Best.” (W. Custard Dep. Ex. 28 at 3.)

October 22, 2001: Hoerl prepared a reserve analysis comparing CCIC’s 2001

losses (through September) to its 2000 year-end losses. (Allen Dep. Ex. 11.)
In his executive summary, Hoerl stated that the changes in the loss ratios for
the California artisan business were substantial and that it “may have
additional adverse development each quarter as the numbers develop.”
(Allen Dep. Ex. 11 at 1; see also infra App. A.)

December 5, 2001: CCIC submitted a California rate filing with the CADOI

seeking a 20% rate increase for its remodeling class. (Giesecke Aff. § 8; Haigh
Aff. 4 28.) This increase was sought to increase premium volume, to decrease

the number of policyholders, and to decrease CCIC’s exposure to losses.

(Haigh Aff. 9 28.)



* December 19, 2001: The NCDOI granted CCIC’s Petition for Redomestication

and became the Company’s primary source of regulation. (Haigh Aff. | 24.)
» December 20, 2001: Giesecke decided to apply a 15% “bad risk” surcharge on

all new business and renewals written until the CADOI approved the CCIC
rate filing. (Giesecke Aff. 19 14—-15.) This decision was intended to increase
CCIC’s profitability and policyholder surplus. (Haigh Aff. 9 26, 31.)

» January 1, 2002: At the beginning of 2001, CCIC’s policyholder surplus stood
at $15.213 million. (W. Custard Dep. Ex. 12 at 1.) However, over the course
of the year, this surplus dwindled to $4.969 million. (W. Custard Dep. Ex. 12
at 1.) When Haigh and Giesecke met with CCIC brokers in California, Haigh

agreed that the surplus ratio was too high but “was confident that [CCIC]
would have sufficient capital and surplus” to offset that ratio by mid-year.
(Maucere Dep. 27:6-22, 30:5-11.)

» January 22, 2002: Giesecke instructed CCIC’s California agents to stop using

schedule rating credits. (Giesecke Aff. 9 18.) This decision was intended to

increase CCIC’s profitability and policyholder surplus. (Giesecke Aff. § 17.)
» February 7, 2002: Hoerl completed his initial reserve analysis for CCIC’s

2001 annual statement based on CCIC’s 2001 year-end loss data. (Hoerl Aff.

9 16.) He based his analysis on CCIC’s California and non-California loss
experience—applying a 50% weight to each.12 (Hoerl Aff. § 23.) He found
that the Company’s loss experience in California had a “unique development
pattern” that was “steeper and more rapid than the development pattern” for
non-California losses. (Hoerl Aff. § 17; see also infra App. B.) For example,
the Company’s year-end loss estimates for California increased from 46% in
2000 to 90.7% in 2001. (Giesecke Dep. 149:11-16.) Hoerl concluded that the
California losses had “deteriorated significantly” in 2001. (Hoerl Aff. 9 22.)

12 Hoerl assumed that the CCIC’s California experience and non-California experience “each
represented about a 50% influence on the [Company’s] combined LDFs.” (Hoerl Dep. Ex. 8 at 1.)



February 20, 2002: The CADOI approved a 16.2% rate increase in response

to CCIC’s December rate filing application, which requested a 20% increase.

(Giesecke Aff. § 21.)
February 28, 2002: CCIC filed its 2001 annual statement with the NCDOI.

Management selected and booked lower loss ratios than Hoerl’s analysis
would suggest “based upon their belief that California losses would develop

more similarly to CCIC’s non-California artisan losses.” (Hoerl Aff. q 20.)

Table 2: Loss Ratio Estimates — Management

Accident Hoerl’s Estimates for Management’s Selections
Year 2001 Reserve Analysis for 2001 Annual Statement
2000 82.1% 56.7%

2001 69.9% 55.8%

SOURCE: Hoerl Dep. Ex. 58 at 1856; Allen Dep. Ex. 12.

Management decided to base its loss ratio estimates for the California artisan
business on the Company’s historic “rest of country” loss experience because
CCIC'’s loss experience in California was immature. (Allen Aff. 9 10-11.)
Management also relied on E&Y’s preliminary actuarial analysis, which
discounted Hoerl’s use of California loss data. (Allen Aff. § 14; Haigh Dep.
454:18-22; see also infra April 30, 2002 timeline entry.)

March 22, 2002: CCIC imposed a new underwriting restriction that reduced

the maximum allowable work for the remodeling class from 40% to 25% for
new and renewal business. (Giesecke Dep. Ex. 31 at 1.) This restriction was
intended to increase CCIC’s profitability and policyholder surplus. (Haigh
Aff. § 40.) CCIC also decided to stop writing coverage for physical automobile
damage and limit its automobile market to North Carolina. (Haigh Aff. § 41.)
This decision was based on CCIC’s high loss experience with this line outside
of North Carolina. (Haigh Aff. q 41.)

March 31, 2002: CCIC entered a quota share reinsurance agreement. (Allen

Dep. Ex. 77.) This agreement “reduce[d] CCIC’s net leverage” by transferring



25% of all future writings from Company books to the books of a reinsurer.
(Allen Aff. § 47.) CCIC entered this agreement to address its “higher-than-
anticipated production” and to control its net leverage. (Allen Aff. q 48.)
April 30, 2002: E&Y delivered a Reserve Study to CCIC. (Hoerl Aff.  21.)
Although E&Y based its Reserve Study on the same 2001 year-end loss data

that Hoerl used in his analysis, E&Y reached a different conclusion. (Hoerl
Aff. 9 22.) E&Y concluded that the Company’s California artisan business
losses remained “largely unchanged” in 2001. (Hoerl Aff. § 22.)

Table 3: Loss Ratio Estimates for 2001 — E&Y

Accident Year Hoerl’s Estimates | E&Y’s Estimates
1999 108.6% 98.0%
2000 82.1% 56.7%
2001 69.9% 55.8%
All Years 79.7% 62.5%

SOURCE: Hoerl Dep. Ex. 58 at 1856; Hoerl Aff. 49 16, 18.

E&Y based its loss ratio estimates for the California artisan business on
CCIC’s loss experience in other states. (Evans Dep. Ex. 5.) As a result, the
Reserve Study showed lower loss ratios estimates than Hoerl’s analysis had
shown. (Hoerl Aff. § 18-19; Hoerl Dep. Ex. 58 at 1856; see also infra App. C.)
May 13, 2002: CCIC filed its first quarter financial statement with the
NCDOI. (Allen Aff. § 22.) This quarterly statement revealed no material

change in the Company’s loss experience in California. (Allen Aff. q 23.)
May 17, 2002: Haigh sent Giesecke an email about seeking a California rate
increase. (Haigh Dep. Ex. 43.) He stated that CCIC’s production was “far

beyond expectations” and “running ahead of surplus.” (Haigh Dep. Ex. 43.)
May 23, 2002: Dale Evans (“Evans”), an actuary for the NCDOI, reviewed
the E&Y Reserve Study. (Evans Dep. Ex. 2 at 27239.) He “concurlred] in all

respects with the findings and conclusions” and agreed that E&Y’s methods



were “appropriate and proper.” (Evans Dep. Ex. 2 at 27241.) Evans also
reviewed E&Y’s decision to apply CCIC’s non-California loss experience to its
California artisan business. (Evans Dep. 135:21-25, 136:1-4.) He concluded
that “the selections made by the opining actuary appeared to evidence good
judgment and to be free from bias.” (Evans Dep. Ex. 2 at 27240.)

June 11, 2002: Giesecke prepared a memorandum that compared expiring

premium rates to renewal premium rates in light of management’s rate and
underwriting changes. (Giesecke Aff. 9 28.) He determined that the changes
would result in a 53.4% increase in the amount of premium CCIC received
from its California artisan business. (Giesecke Aff. § 28.) Giesecke believed
this increase would improve CCIC’s profitability. (Giesecke Dep. 173:10-25.)
June 14, 2002 AM Best downgraded CCIC’s A- (Excellent) financial-strength
rating to a B++ (Very Good). (Haigh Dep. Ex. 143.) AM Best’s initial A-

report stated that although overall capitalization was “not as strong” as it
had been in years past, it did “support the current premium volume.” (Haigh
Dep. Ex. 51 at 25979.) However, the A- report also stated that the “aggressive
premium growth in recent years and projected growth presents long-term
uncertainty related to the profitability of [CCIC’s new California artisan
business].” (Haigh Dep. Ex. 51 at 25978.) AM Best decided to lower the
rating because it predicted that “[t]he growth in net premiums, net loss LAE
reserves and reinsurance recoverables in conjunction with modest projected
surplus growth” would “strain the capital base.” (Haigh Dep. Ex. 143.)

June 21, 2002: CCIC submitted a rate filing to the CADOI seeking a 43.4%

rate increase for its California artisan business. (Hoerl Aff. § 30.) Hoerl
prepared this California rate filing based on the Company’s 2001 year-end
loss data. (Hoerl Aff. 19 30, 33.)

June/July 2002: CCIC retained investment brokers to help secure capital

investments. (Wilson Aff. 9 3, 5.) The investment brokers recommended
that CCIC acquire Kaw Acquisition Corporation (“Kaw”) to facilitate a reverse

merger and attract the capital the Company needed. (Wilson Aff. 9 8-9.)



= July 8, 2002: CCIC requested that a $1 million dividend be paid to Delta.
(Jackson Dep. Ex. 16.) In response to this dividend request, Betty Jackson
(“Jackson”) at the NCDOI reviewed CCIC’s first quarter financial statement
and supplemental filings. (Jackson Dep. Ex. 17.) Based on her review, she
recommended that the NCDOI approve the request. (Jackson Dep. Ex. 17.)

= July 16, 2002: Dash Propes at the NCDOI expressed concerns about CCIC’s

surplus being “skinny for their writings and line of business.” (Jackson Dep.
Ex. 18.) However, Jackson’s review and recommendation “did not suggest a
skinny surplus,” and she did think that the financial information indicated
that the Company was near insolvency. (Jackson Dep. 167:1-6, 170:4—21.)

=  August 2, 2002: CCIC filed its second quarter financial statement with the
NCDOI. (Allen Aff. § 22.) This quarterly statement revealed no material

change in the Company’s loss experience in California. (Allen Aff. § 23.)
=  September 20, 2002: A Stock Purchase Agreement memorialized an $8.5

million capital investment into Kaw. (Wilson Aff. § 16.) Approximately $6
million of this investment would be injected into CCIC. (Wilson Aff. § 11.)
However, this investment transaction never transpired. (Haigh Aff. § 60.)

= QOctober 8, 2002: The NCDOI reviewed the premium rate adequacy of the

California writings. (Evans Dep. Ex. 30.) Its review stated that “[ilt was
abundantly clear . . . that the appropriate parties at CCIC are well aware of
the risks inherent in their rapid growth” in California and that they have
“been taking strong measures to deal with that risk.” (Evans Dep. Ex. 30.)

= Qctober 9, 2002: The CADOI approved an 8.45% rate increase in response to
CCIC’s June 2002 rate filing. (Giesecke Dep. Ex. 47.) However, in its rate

filing application, CCIC had requested a 43.4% increase. (Hoerl Dep. Ex. 72.)
The CADOI rejected the 90% loss ratio contained in the rate filing—a rate

filing that Hoerl had prepared—and applied a 69% loss ratio instead.13
(Hoerl Aff. 9 40.)

13 The CADOT’s loss ratio was similar to the loss ratios that CCIC’s management had applied to the
Company’s 6/30/02 and 9/30/02 financial statements.



October 16, 2002: Haigh and Giesecke met with potential investors in Los

Angeles, California. (Haigh Aff. § 60.) Their efforts to secure a capital
investment were unsuccessful, and they left the meeting realizing that a
capital investment would not occur by year end. (Haigh Aff. 9 60.)
November 1, 2002: CCIC filed its third quarter financial statement with the
NCDOI. (Allen Aff. § 22.) This quarterly statement revealed no material
change in CCIC’s California loss experience. (Allen Aff. 9 23.)

November 18, 2002: CCIC issued a formal underwriting bulletin announcing

its decision to eliminate the carpentry construction class in California. (Haigh
Aff.  68.) At that time, the carpentry construction class accounted for 35% of
its California artisan business. (Haigh Aff. § 70.) However, the overall loss
ratios for the class had risen to approximately 103%, and CCIC drastically
needed to restore its overall loss ratio to a more acceptable level. (Haigh Aff.
99 69-70.) CCIC eliminated the carpentry construction class in an effort to
generate more policyholder surplus. (Haigh Aff. 19 69-70.) Ultimately, CCIC
achieved a reduction in its California artisan premium volume—a reduction

Haigh hoped would improve profitability. (Haigh Aff. § 72.)

Table 4: California Artisan Premium Volume

Month Year Califo?nia Artisan

Premium Volume
October 2002 $7.5 million
November 2002 $4.5 million
December 2002 $4.4 million
January 2003 $3.0 million
February 2003 $2.3 million
March 2003 $1.9 million

SOURCE: Giesecke Dep. Ex. 77, 78.



November 19, 2002: Haigh notified his management team that CCIC had

stopped writing new business in the Hudson artisan program in New York.
(Haigh Aff. § 137.) This underwriting cutback was intended to slow the
Company’s growth and to improve its profitability. (Haigh Aff. § 137.)
December 16, 2002: CCIC’s management team prepared a revised Operating
Plan for 2002 and 2003 to outline the actions CCIC was taking to address the
high written premium-to-surplus ratio. (Haigh Aff. § 70.) CCIC had reduced

writings and had “eliminated portions of the business where profitability was
questionable.” (Giesecke Dep. Ex. 60 at 2.) Management expected these
changes to “make the remaining book of Artisan business significantly more
profitable going forward.” (Giesecke Dep. Ex. 60 at 2.)

December 31, 2002: CCIC’s policyholder surplus stood at $4.69 million. (W.
Custard Dep. Ex. 12.) However, $475,358 was later added to the surplus due

to net income after tax. (W. Custard Dep. Ex. 12.)

January 16, 2003: Haigh continued discussions with potential investors but

secured no real commitments. (Haigh Aff. § 139.) The Company completed a
preliminary year-end analysis for 2002 which showed a net statutory loss of

approximately $1.4 million and a profit of $1 million. (Haigh Aff. § 139.)

February 1, 2003: CCIC’s management eliminated all renewal business in
the carpentry construction class of its California artisan business. (Allen Aff.
9 57.) This decision was intended to increase the Company’s profitability and
policyholder surplus. (Allen Aff. 9 57.)

February 28, 2003: E&Y reviewed CCIC’s loss and loss adjustment expense

reserves and issued a statement of actuarial opinion (“February Opinion”).
(W. Custard Dep. Ex. 11 at 1274.) The February Opinion stated that the
Company had not made a “reasonable provision in the aggregate for all
unpaid losses and loss adjustment expenses.” (Ciardiello Dep. Ex. 8 at 4.)
The February Opinion was based upon a significant change in the factors
E&Y used to determine unpaid losses. (Evans Dep. 141:2-16 & Ex. 6 at
2856-70.)



March 1, 2003: CCIC filed its 2002 Annual Statement with the NCDOI. (W.
Custard Dep. Ex. 1.) At the time of filing, management and E&Y did not
agree on the reserve levels for 2002. (Allen Dep. 229:4-10.) E&Y believed

management’s reserve estimates were “several million dollars lower” than
what was appropriate. (Haigh Aff.  144.) The reserve estimates that E&Y
suggested were at a level that would trigger regulatory action under North
Carolina’s RBC requirements. (Haigh Aff. 9 144; see generally supra Part
I1.C.) E&Y relied on CCIC’s California loss experience in calculating their
reserve estimates for 2002—a fundamental change in their approach. (Haigh
Dep. 1916:10-17.)

March 5, 2003: CCIC terminated Haigh for cause from his officer and
director positions with CCIC and Delta. (Haigh Aff. § 160.) Mr. Custard
blamed Haigh for the Company’s losses. (Haigh Dep. 23:7—15.) According to

Mrs. Custard, Haigh “made some bad business decisions” in 2001 and 2002.
(W. Custard Dep. 50:16—17.) Specifically, she thought that “he grew the
company too quickly.” (W. Custard Dep. 52:14—17.) Upon termination, the
Board of Directors appointed Mr. Custard to take Haigh’s place as president
and chief executive officer of the Company. (W. Custard Dep. Ex. 3.)

March 7, 2003: The NCDOI placed CCIC under administrative supervision.
(Wilson Aff. § 26.) The Commissioner believed that CCIC was “in such

condition as to render continuance of its business hazardous to the public or
to the holders of its policies.” (Blades Dep. Ex. 39 at 87.) Management
maintained control of day-to-day operations, but certain transactions and
expenses were subject to a supervision agreement. (Holloway Dep. 18:14-23,
22:13-16.) Burton Holloway, a NCDOI employee, served as CCIC’s on-site
supervisor. (Holloway Dep. 18:10—13.)

March 14, 2003: Mr. Custard invested an additional $1 million of surplus

into the Company and was “actively pursuing other surplus-enhancement

steps.” (Blades Dep. Ex. 39 at 86.)



= March 24, 2003: Mr. Custard sent Haigh a letter which stated Mr. Custard
would lose $7.6 million if CCIC went broke. (W. Custard Dep. Ex. 7.)

= April 14, 2003: CCIC filed an Amended 2002 Annual Statement with the
NCDOI. (W. Custard Dep. Ex. 11.) The Amended Statement included a
reissued actuarial opinion by E&Y. (W. Custard Dep. Ex. 11 at 1.) E&Y now

opined that CCIC had made a “reasonable provision in the aggregate for all

unpaid losses and loss adjustment expenses.” (W. Custard Dep. Ex. 11 at 4.)
* April 15, 2003: CCIC submitted a RBC Plan to the NCDOI. (W. Custard

Dep. Ex. 12.) The RBC Plan set out the steps management intended to take

to overcome the financial difficulties the Company faced. Due to the
Company’s diminished surplus, CCIC ceased writing new business. (W.
Custard Dep. Ex. 12 at 9.)

=  April 30, 2003: E&Y reissued its Reserve Study for CCIC’s management and
directors. (Evans Dep. Ex. 6 at 2652.) Although E&Y based its 2001 Reserve

Study on the Company’s non-California loss experience, E&Y based its 2002
Reserve Study entirely on the Company’s loss experience in California.
(Evans Dep. 141:2-10.) As a result, the 2002 Reserve Study presented
substantially higher loss ratios estimates than the 2001 Reserve Study.
(Evans Dep. 139:5-11; see also infra App. D.)

= June 30, 2003: CCIC stopped writing renewal business in accordance with its
RBC Plan. (W. Custard Dep. Ex. 12 at 7.)

= November 17, 2003: CCIC was placed into rehabilitation. From that point

forward, the Commissioner of the Department of Insurance held title to all of
the Company’s assets and was responsible for running the day-to-day

operations. (Holloway Dep. 24:5-9.)

D.

{42} Plaintiff identifies the commencement date of Defendants’ capital-raising
efforts as a material factual dispute. Defendants stated in their Memorandum of
Law in Support of their Motion that Haigh’s efforts to secure outside capital began
in June 2002. (Defs.’ Mem. Supp. Mot. Summ. J. at 18, 21.) In contrast, Plaintiff



contends that Defendants’ recapitalization efforts began in 2001. (P1.’s Mem. Resp.
Opp’n at 14, 21.) At the hearing, Defendants conceded this fact. As such, there is
no need for a jury to resolve this discrepancy in the parties’ submissions.

{43} Plaintiff also identifies the variance in the loss ratios used to prepare the
Company’s financial statements as a genuine factual dispute. However, according
to the NCDOI’s actuary, the Defendants’ continued reliance on the non-California
loss experience to prepare the Company’s 2002 annual statement was reasonable.
(Evans Dep. 35:19, 150:10-21.) The Court likewise finds the variance in the loss
ratios to be a matter of methodology rather than a material factual dispute. See

infra Part VILF.

IV.

{44} Summary judgment is proper “if the pleadings, depositions, answers to
interrogatories, and admissions on file, together with the affidavits, if any, show
that there is no genuine issue as to any material fact and that any party is entitled
to judgment as a matter of law.” N.C. R. Civ. P. 56(c). “An issue is ‘genuine’ if it
can be proven by substantial evidence and a fact is ‘material’ if it would constitute
or irrevocably establish any material element of a claim or a defense.” Lowe v.
Bradford, 305 N.C. 366, 369, 289 S.E.2d 363, 366 (1982) (citation omitted). “It is not
the purpose of the rule to resolve disputed material issues of fact but rather to
determine if such issues exist.” N.C. R. Civ. P. 56 cmt.

{45} The burden of showing a lack of triable issues of fact falls upon the moving
party. See, e.g., Pembee Mfg. Corp. v. Cape Fear Constr. Co., 313 N.C. 488, 491,
329 S.E.2d 350, 353 (1985). Once this burden has been met, the nonmoving party
must “produce a forecast of evidence demonstrating that [it] will be able to make
out at least a prima facie case at trial.” Collingwood v. Gen. Elec. Real Estate
Equities, Inc., 324 N.C. 63, 66, 376 S.E.2d 425, 427 (1989). Courts must exercise
caution in granting a motion for summary judgment. N.C. Nat’l Bank v. Gillespie,

291 N.C. 303, 310, 230 S.E.2d 375, 379 (1976). The court should resolve any doubt



as to the merits of the motion by denying it. See Volkman v. DP Assocs., 48 N.C.
App. 155, 157, 268 S.E.2d 265, 267 (1980).

V.

{46} At the outset it is important to remember that although the development
of the law of corporate governance has involved setting fundamental and clearly
understandable standards of review for conduct of corporate officers and directors,
each of those reviews is contextual. Different standards of review are used in
different contexts, particularly where the function being exercised by the board is
significant. This Court’s explanation of the function of standards of review in First
Union Corp. v. SunTrust Banks, Inc. bears repeating here:

Professor Eisenberg has succinctly described the difference
between standards of conduct and standards of review and their
divergence in corporate governance:

A standard of conduct states how an actor should conduct
a given activity or play a given role. A standard of review
states the test a court should apply when it reviews an
actor’s conduct to determine whether to impose liability or
grant injunctive relief.

In many or most areas of the law, these two kinds of
standards tend to be conflated.

The conflation of standards of conduct and standards of
review 1s so common that it is easy to overlook the fact
that whether the two kinds of standards are or should be
identical in any given area is a matter of prudential
judgment. Perhaps standards of conduct and standards of
review in corporate law would always be identical in a
world in which information was perfect, the risk of
liability for assuming a given corporate role was always
commensurate with the incentives for assuming the role,
and institutional considerations never required deference
to a corporate organ. In the real world, however, these
conditions seldom hold, and the standards of review in
corporate law pervasively diverge from the standards of
conduct. A byproduct of this divergence has been the
development of a great number of standards of review in
this area. In the past, the major standards of review have



included good faith, business judgment, prudence,
negligence, gross negligence, waste, and fairness. An
important new development has been the emergence of
intermediate standards of review.

There are two main reasons why standards of review and
standards of conduct have diverged in corporate law: fairness and
efficiency. Both are related to needs of the corporate structure. The
corporate structure requires competent directors willing to serve. In
order to attract competent directors it is only fair that we judge their
conduct according to the circumstances in which they must make
decisions. Those circumstances include the fact that they often have to
act without full information. They do not have control over the
business environment that can affect the decisions they make. The
business environment is constantly changing and courts, not as
knowledgeable as businesswomen when it comes to operational
business decisions, thus should defer to their business judgment.
While we want to set high aspirational goals (standards of conduct) for
directors, it is fundamentally fair to review their conduct on a less
demanding level because of the circumstances in which they are called
upon to act.

The efficiency argument relates to creation of corporate value or
wealth. In order for the corporation to increase in value and thereby
increase the wealth of its owners, it must take risks. If we discourage
the directors who must make those risk decisions from being bold and
creative by imposing a standard of review that is too onerous and
creates too great a possibility of unacceptable liability, we defeat one of
the very purposes for which corporations exist. Just as we limit the
liability of those who contribute their financial capital to the
enterprise, we must limit the liability of those who contribute their
human capital (knowledge and judgment) in order to promote creation
of value or wealth. Accordingly, where fairness and structural
requirements dictate, standards of review have diverged from
standards of conduct in corporate law. Significantly, when that
divergence is permitted, the law recognizes that some legal duties may
go unenforced.

Former Chancellor Allen has described the business judgment
rule this way: “Closer to a description of the ‘rule’ that courts enforce,
in the absence of a director conflict of interest, would be as follows: in
the absence of a conflicting financial interest, a director will be liable
for corporate losses caused by board action he authorizes, only if he has
authorized such action without at that time having a good faith belief



that, in the circumstances present, he has satisfied his obligation to be
reasonably informed.”

Where fairness and structural requirements have not supported
the need for standards of review to diverge from standards of conduct
1n corporate law, the two have tended to conflate. For example, where
courts have applied a duty of loyalty as opposed to a duty of care, the
standard of review has been more closely aligned with the duty
standard. Directors in self-interested transactions are required to
establish that the transaction was entirely fair to the corporation. The
reasons are clear. In cases in which a director engages in a transaction
with the corporation in which she has a personal interest, it is fair to
apply a stricter standard of review. The director has more complete
information since she is a party to the transaction and she has some
control over it. It is fair to ask the director to simply prove that the
manner in which the transaction in question 1s conducted 1s no
different from the manner in which the same transaction would be
conducted between the corporation and a third party on the open
market. The question is not whether the decision was good or bad,
only if it was the same as an open market transaction. That does not
require the same kind of judicial expertise and does not call for the
institutional deference that duty of care questions require. There is no
structural incentive to reduce the director’s potential liability, and
there exists an incentive to require directors to be particularly careful
when they engage in self-interested transactions with the corporation.
In a self-interested transaction, the director is acting both on her own
behalf and as the economic agent of the owner/shareholder.

In summary then, standards of review in corporate law diverge
from standards of conduct when fairness and structural requirements
dictate that such a divergence will promote corporate value or wealth
creation. Where fairness and structural requirements do not support a
divergence between the standard of review and the standard of conduct
and thus do not promote corporate value, the two standards are more
closely aligned or conflated. When conflation is present, legal duties
are less likely to go unenforced.

Prior to the 1980s, when courts decided whether to apply a duty
of loyalty to a particular fiduciary action, they were actually selecting a
situation-specific process for reviewing that fiduciary action. If the
duty of loyalty was applied, the review process included placing the
burden on the fiduciary to justify the action on a market-specific basis.
The fiduciary had to prove her action did not diminish corporate value.
Application of the loyalty standard of conduct with its entire fairness



standard of review protected corporate value by prohibiting fiduciaries
from taking unfair advantage of their position to transact business
with the corporation at less than fair market value.

If the duty of loyalty standard of conduct was not applied or a
duty of care standard of conduct was applied, the review process placed
the burden of proof on the party challenging the fiduciary action. The
fiduciary received the benefit of the business judgment rule with its
divergent and less demanding standard of review. The less demanding
standard of review process was selected because under the
circumstances it best promoted corporate value by preventing judicial
review under circumstances where that judicial review would deter
director risk-taking. It reduced director risk of liability. A
combination of the standard of review and placement of burden of proof
can have a significant impact on final determination of an issue.

Standards of review serve other functions. They can serve as
guideposts to alert businessmen to conduct that would trigger judicial
intervention. They also serve as self-imposed restraints, limiting
judicial intervention in the corporate process to those situations in
which intervention can promote corporate value.

First Union Corp. v. SunTrust Banks, Inc., 2001 NCBC 9A 9 22—30 (N.C. Super.
Ct. Aug. 10, 2001), http://www.ncbusinesscourt.net/opinions/2001%20NCBC%2009A
.pdf (citations and footnotes omitted).

{47} In the First Union case, this Court was called upon to apply a standard of
review in the context of deal protection devices in a stock-for-stock merger subject to
shareholder approval. A transaction was at the heart of 