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ASSOCIATION OF CORPORATE COUNSEL
D&O INSURANCE FOR FINANCIAL SERVICES LAWYERS

iIntroduction

Most D&O liability policies written for North American companies (whether issued in North
America or London) will be made subject to US or Canadian law Policy terms and coverage
1ssues will therefore be negotiated or adjudicated by reference to those laws Many North
American companies have subsidianies or businesses operating in the U K , and the directors and
executives of these companies will be exposed to personal fiability should they fail to comply with
local laws and regulations The purpose of this paper therefore is to report on developments,
mainly in the U K, which may increase the exposure of directors and executives to claims, and to
look briefly at the coverage issues which regularly arise when buying D&O insurance

Directors’ general duties

There has been an important recent development in relation to directors’ duties The general
duties owed by directors under English law have recently been codified Sections 170 to 177 of
the Companies Act 2006 (the Act) set out the duties

The seven codified general duties of directors introduced by the Act are
1 to act within their powers

2 to promote the success of the company

3 to exercise independent judgment

4 to exercise reasonable care, skill and diligence

5 to avod conflicts of interest
6 not to accept benefits from third parties, and
7 to declare interests in a proposed transaction or arrangement with the company

The statutory duties will generally apply from 01 October 2007 On the face of it they seem
harmless, and not radically different to the previous common law duties Beneath the surface,
however, there are some significant changes, including the introduction of a new cause of action
for shareholders against directors

London/-1/OPENI-1/CZB  SH3(LDNWK15648) (_LVE_EMEAT 24408005
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There remain a broad range of other specific statutory duties applicable to directors contained in
the Act as well as in other legislation A director may also owe a duty of care at common law to
third parties where there i1s an assumption of personal responsibility towards them

The most relevant general statutory duties are summarnised below

Duty to act within their powers

Section 171
“A director of a company must
(a) act in accordance with the company's constitution, and
(b) only exercise powers for the purposes for which they are conferred *

Directors must continue to comply with the company's constitution This is not new Directors
need to be famihiar with the constitution and aware of any restrictions, such as borrowing
restrictions

Duty to promote the success of the company

Section 172

“A director of a company must act in the way he considers, in good faith, would be most likely to
promote the success of the company for the benefit of its members as a whole, and in doing so
have regard (amongst other matters) to

(a) the likely consequences of any deciston in the long term
(b) the interests of the company’s employees

(c) the need to foster the company’s business relationships with suppliers, customers
and others

(d) the impact of the company’s operations on the community and the environment

(e) the desirability of the company maintaining a reputation for high standards of
business conduct, and

) the need to act fairly as between members of the company "

This new duty replaces the old common law and equitable duty of “acting in good faith in the
interests of the company” It i1s deliberately designed to enshrine the new principle of “enlightened

sharehoider value”
London/ 1/OPENI-1/CZB  SH3{LONWK15845) 2 L_LIVE_EMEA1 2440800v5
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important features of this duty have been carned over from the old law

. the word “success” 1s a more modern, plainer term for “interests”

. the subjective test - “he considers™ - has been retained

. In “good faith” has been retained, and

. “for the benefit of ts members as a whole” has long been the old, but rather inelegant and

imprecise, definition of “the company”

The new statutory factors are ones which large private companies and public companies would
commonly take into account when reaching a decision, in addition to whatever else may be
relevant in the circumstances What the new Act does Is to make very much clearer the necessity
of considering all relevant factors This may have been implied under the old law — depending on
the circumstances — but the new law sets It out clearly

Directors of companies who cannot demonstrate awareness of even the need to consider these
factors, and what they are, may find that any defence to a claim that they have breached their
directors’ duties is severely compromised For smaller, private, owner managed companies the
new law will have an impact where Board procedures are, understandably, less formal, and there
1s a less obvious distinction between the views of directors and the shareholders, and less
resource to address the 1ssues that the government would expect to see considered as part of
“enhghtened shareholder value” For important Board decisions, briefing papers should, where
relevant, address the statutory factors In practice, Board minutes will, as often before, simply
record the decision

Duty to exercise independent judgement

Section 173
A director of a company must exercise independent judgement
This duty 18 not infringed by his acting

(a) in accordance with an agreement duly entered into by the company that restricts
the future exercise of discretion by its directors, or

(b) In a way authonsed by the company’s constitution

This codified duty now incorporates, In a single concept, the old law that a director should
exercise his powers independently and not fetter his jJudgement by undue delegation or as a
consequence of a conflict of interest While the codified wording attempts to unite these separate

London-HOPEN-1/CZB  SH3(LDNWK15646) 3 L_LIVE_EMEAT 244080975
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duties together, section 170 of the Act requires the codified duties to be interpreted and applied in
the same way as the old law Nonetheless, the codified wording 1s clearer and therefore brings
into much sharper focus the need to act independently

The exercise of independent judgement refers to the way in which the director takes a deciston
For example, he should not simply do what he Is told to do by a shareholder It may also be that a
conflict of interest exists between the personal interest of a director and the interest of the
company The director must not allow his personal interest to cloud his Independent judgement
This 1s in addition to comphance with the procedures conceming disciosures and approval of
conflicts of interests

Duty to exercise reasonable care, skill and diligence

Section 174
"A director of a company must exercise reasonable care, skill and diigence

This means the care, skill and diligence that would be exercised by a reasonably diligent person
with

(a) the general knowledge, skill and experience that may reasonably be expected of a
person carrying out the functions carred out by the director in relation to the
company, and

(b) the general knowledge, skill and expenence that the director has *

This codifies the current law As now, there are two parts to the duty, an objective part and a
subjective part

The section does not make any specffic distinction between executive and non executive
directors

It requires a minimum standard of conduct for all directors It does not, however, necessarily raise
the standard to be followed by non executive directors to require them to use the same care, skill
and dihgence of executive directors, as section 174 makes It clear that the courts must also take
Into account the “functions carried out by the relevant director” This means that the courts should
consider the different functions of executive and non executive directors when determining
whether a particular director has exercised reasonable care, skill and diigence An executive
director who 1s skilled in financial matters may be regarded differently to an executive director
skilled in engineenng The same might also be said of non executive directors

Londory-1/OPEN/1/CZB  SHI{LDNWK15648) 4 L_LIVE_EMEA 2440809v5
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Liability for breach of duty

Generally speaking, under English law, a director acts as the agent of the company and owes
duties only to the company This concept is maintained in the Act The company has the nght to
bring an action against a director for loss caused by a breach of duty Shareholders or third
parties only have a nght of action against the company

Section 178 expressly preserves the civil nature of a breach of directors’ general duties in
sections 171 to 177 and preserves the remedies for such breaches which are

. damages or compensation where the company has suffered a loss

. restoration of the company's property

. an account of profits made or received by the director, and/or

. rescission of an affected contract which has been entered into in circumstances where

there 1s a conflict of interest
Derlvative actions

The Act has significantly expanded the grounds on which a denvative action may be brought
against a director A denvative claim may now be brought by members of the company in respect
of any cause of action that might anse from an act or proposed act or omission involving
negligence, a default, a breach of trust or a breach of any of the duties referred to above

It 1s immatenial whether the cause of action arose before or after the person seeking to bring or
continue the dernivative claim became a member of the company

No change has been made to the central concept that the duty of the offending director 18 owed to
the company The shareholder 1s, therefore, stepping into the shoes of the company (the
derivative element) to enforce the particular nght Importantly, any damages recovered are
payable to the company and not the claimants

It has been much commented that the new statutory shareholder dervative claim, when taken in
conjunction with the codification of directors’ general duties, will result in an increase 1n hability of
directors This 1s possible There is, however, a much more likely outcome, namely an increased
nsk of claims, at least until the courts’ approach to such claims becomes clear (see below)

In the same way as the codification of directors’ general duties can be expected to increase the
accountability of directors, so the new shareholder derivative claim can be expected to be used
by a range of shareholders in a wider set of circumstances than was the case under the old law

Londorv-1/OPEN/-1/CZB  SH3{LDNWK15648) 5 L_LIVE_EMEA1 2440809v5.
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The clarity with which the new night of action i1s written will mean that many shareholders will be
aware, for the first time, of a remedy of which they may previously have had no knowledge

The Government, in the passage of the Act through Parliament, was lobbied to reduce the
circumstances In which the shareholder derivative claim might be used — some of the lobbying
was directly related to the additional exposure of directors expected to follow from the introduction
of the new claim

The result was a late but important change to the legislation which sought to balance the
enforcement of the statutory nght of the shareholder (the new derivative claim) against abuse of
the procedure The key protection introduced was the requirement for a preliminary determination
by the court on whether the claim should be allowed to proceed If certain conditions are satisfied,
the court must dismiss the clam There are a number of circumstances that the court must
consider in deciding whether to allow a claim to proceed For example, where the acts have been
authorised or ratified by the company, permission must be refused In this respect the votes of a
director or anyone connected with the director will be disregarded

It remains to be seen whether these checks and balances will mean that the claim will be used
successfully in only imited circumstances This will depend 1n large part on the attitude taken by
the courts to the interplay between the new statutory duties and existing caselaw (based on the
old common law duties) and the threshold for permitting a denvative claim to proceed

Our view Is that, at least in the early days of the new law, in a business environment where
directors' duties are In the spotlight and there are shareholders (from pressure groups to hedge
funds) with an activist agenda, claims will be threatened and some will come to court Even if
such claims are not permitted to proceed, it can be expected that the fact of the claim having
been brought and the arguments made at a preliminary hearing will attract their own publicity in
the court of public debate, particularly in high profile public situations We may yet see liigation
being used to promote a particular social or business agenda in the U K , particularly as
statements of case filed with the Court are now public documents unless ordered otherwise

Class Actions

Overview

Class actions are a device which can significantly increase the number and size of clams against
businesses and directors  Although, histoncally, the class action system has only been well
developed in the US, the position is beginning to change in Europe This has implications for
directors who may find themselves included among the defendants, justifiably or not

LondorV-1/0PENI-1/GZE  SH(LDNWK15648) 6 L_LIVE_EMEA1 24408095
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The US class action

As you will know, US class actions are those where a group of individuals (or entities), who are in
a similar position, make their claims in a single action, on behalf of a larger class of unidentified
but definable individuals The entire class 1s bound by any judgment (unless they opt out) Any
damages are awarded to the members of the class as a whole, rather than to individuals Each
member of the class 1s entitled to a proportion of such damages

True US class actions differ fundamentally from other types of multi-party Iitigation outside the
U S, in particular collective actions and representative actions

Collective actions

A collective action 1s a single claim filed for and brought on behalf of a group of identified or
identifiable individuals Any damages awarded are made to the group as a whole 1 e individual
awards are not made to individual members of the group

Representative actions

A representative action Is a single claim brought by, for example, an association on behalf of a
group of identified individuals (commonly its members) Any award resulting from the action ts
made to the individual members

Why are class actions so well developed in the US?

There are several features of US Itigation which encourage the populanty of class actions These
include

. widespread use of contingency fees,

. tnal by jury in most civil tnals,

. availability of punitive damages,

. ability to advertise for prospective clamants,

. extensive disclosure,

. the losing party does not usually pay the winners' costs
and Europe?

Absence or imited avallabihity of these factors, means that class actions have been slow to
develop outside the US Generally, true US class actions are not available in European
junsdictions To date, one or more of the following factors has deterred actions of this type a

London-1/OPEN/ 1/CZB  SH3(LDNWK15646) 7 L_LIVE_EMEA1 2440809v5
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prohibition on contingency fee agreements and advertising for prospective claimants, lack of
general disclosure obligations, requirement for the loser to pay the winner's costs, lack of punitive
damages, and absence of jury decisions

However, In March 2007, the Commussioner for Consumer Protection announced the European
Union’s (EU) Consumer Strategy She stated “I do not have in mind the US type of class action
This is not a John Grisham story We have another, European, narrative and this 1s much more
related to collective redress” With the EU considenng implementing an EU wide system of
collective redress, It seems the class action, even if not in US form, could be a step closer in
England, the mechanism for class actions is the group litgation order However, these are
currently difficult to obtain European countries where there has been most development are Italy,
the Netherlands and Spain but they fall short of the US style class action It remains to be seen
whether the EU will impose by directive a requirement to implement mechanisms for consumer
class achion nights If, as expected, it does, and even though they may not amount to a US class
action, the exposure of businesses and directors to claims will increase

Foreign criminal proceedings

Recent extradition proceedings in the UK have highlighted the inherent nsk to directors and other
senior executives of exposure to foreign criminal proceedings and the costs of defending them
The most notorious of these Is “the NatWest Three” 1n connection with Enron’s bankruptcy but
there have been other examples, for example the Tollman family who recently successfully
resisted extradition from the U K Although these cases have attracted considerable publicity,
there s also the nisk of arrest within the relevant junsdiction, for example the recent U S cases of
Carruthers and Dicks In relation to on-line gambling The costs of involvement in foreign criminal
proceedings, and extradition cases, can be considerable Senior executives exposed to such
proceedings will want to ensure that there s sufficient D&O nsurance cover to deal with the
financial consequences of foreign cnminal proceedings

On one view, such costs will come within the definition of “Claim” and “Defence Costs” in the D&0O
policy It would be adwisable, however, to ensure that these are expressly covered by the
wording There are now available some standard extensions covering amongst other things

e defence costs incurred in extradition proceedings, including judicial review
s  cost of a ball bond
o public relations expenses

The limits applicable to such an extension however are often only a small percentage of the
overall imits of the policy

London-1IOPENI-1/CZB SHHLDNWK15646) 8 L_LIVE_EMEA1 2440800v5
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Regulatory exposure

The lkelihood of regulatory proceedings aganst senior employees of financial services
companies has increased in Europe over the last few years This 18 particularly so in London
where the FSA has published a stream of enforcement notices against companies and individuals
The AMF in France, BaFin in Germany and CONSOB n Italy have also been more active

The largest fines 1ssued against individuals in London by the FSA are

1 Philippe Jabre was fined £750,000 in a Final Notice dated 1 August 2006 due to market
abuse and breaches of APER Principle 2 (Due Care, Skill and Diligence) and Principle 3
(Market Conduct), which occurred during his work for GLG Partners LP

2. David John Maslen was fined £350,000 in a Final Notice dated 10 April 2006 because,
duning his employment as Head of European Cash Trading with Deutsche Bank he was
knowingly concerned and actively involved in the contravention by Deutsche Bank of FSA
Principle 5 (Market Conduct)

3 Robert Johan Henn Bonnier was fined £280,000 in a Final Notice dated 21 December
2005 due to market abuse Mr Bonnier, during the course of his employment as Managing
Director/Managing Partner of Indigo Capital LLC, purposefully gave misleading statements
in relation to dealings related to shares by either himself or Indigo Capital LLC

These fines cannot be covered by insurance but undoubtedly they would have been imposed only
after extensive investigation and negotiations in the course of which significant legal costs will
have been incurred

The FSA has been keen recently to stress the importance it attaches to senior management
responsibility ~ that I1s to say that senior management must take responsibility for ensuring that
there are appropriate and adequate systems and controls operating in the business Failure to do
so, or any serious transgression of the rules, may become the subject of an investigation and
possibly enforcement proceedings against the individual (as well as the company)

That said, more recently the FSA has been quieter on the enforcement front, indeed it seems to
have been downsizing in favour of higher qualty staff There has also been a shift in focus to
more serious offences and more often than not these reiate to market abuse This 1s happening
at the same time as the FSA 1s moving to a more principles based approach to regulation and
enforcement (rather than detailed rules) so that firms will have to work out for themselves what
the particular Principles mean for their own businesses The Principles are general rules such as
a firm must conduct its business with integnty, conduct its business with due skill, care and
diligence, take reasonable care to organise and control its affairs responsibly and effectively with

London +/OPEN! 1/CZB  SH3(LDNWK15646) 9 L_LIVE_EMEA1 2440808v5.
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adequate risk management systems etc One of the concerns which firms and individuals face in
relation to this type of regulation 1s that it does not describe in detail the standards which the firm
must meet There will undoubtedly be uncertainty in many cases as to whether a standard has
been met particularly when later events and hindsight suggest that this may not have been the
case. This will be of particular concern to directors and managers who have management and
compliance responsibilities who may be the target of regulatory investigations and proceedings if
things go wrong (as they do from time to time)

The costs and expenses which an individual can incur responding to an investigation, making
submissions to the FSA and If necessary seeking a review of the FSA's decision In the Financial
Services and Markets Tribunal can be considerable and would be well beyond the means of most
individuals in the financial services sector without the benefit of D&O insurance or an indemnity
by the employer

Directors’ indemnities: the new rules

From 06 Apnl 2005, companies have been able to provide wider indemnities to their directors
under English law to protect them from liability in carrying out their duties They can, as explained
below, also pay their directors’ defence costs as they are incurred These new provisions, now
contained In sections 232-238 Companies Act 2006, form part of the Government's response to
its consultation on the overhaul of directors’ and auditors' iability The provisions are intended to
address directors’ concerns about the increasing nisk of incuming personal hiability which could not
formerly be indemnified by the company

New indemnities

Before 06 April 2005, a company could only indemnify its directors for the costs of defending legal
proceedings if the directors were successful —1e only after the event (former s 310 Companies
Act 1985) Any other indemnity for liability to the company was void The new provisions stilf
contain a general prohibition on indemnities being given by a company However an indemnity
can now be given in the following circumstances

e actions brought by third partes (including for example regulators) - subject to the
exceptions below, these indemnities can cover both legal costs and the financial costs of
any judgment (including an adverse judgment),

e actions brought by the company - subject to the exceptions below, these indemnities can
cover defence costs as they are incurred but the director would have to repay those costs
if his defence was unsuccessful No indemnity can be given in respect of any damages
awarded to the company

London-1/OPEN/ 1/C28 SH3(LDNWK16648) 10 L_LIVE_EMEAT 24408095
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In both cases, no indemnity can be given in respect of
. legal costs of unsuccessful ciminal proceedings,
» fines imposed in criminal proceedings,
*  penalties imposed by regulatory bodies, such as the FSA

Companies may indemnify officers other than directors (for example company secretanes) as
they see fit

Any indemnities which are given have to be disclosed in the annual accounts and shareholders
will be able to inspect any indemnification agreements

D&O insurance

Company indemnities are only as good as the solvency of the company giving them S 233
Companies Act 2006 provides that the general prohibition on iIndemnities (subject to the
exceptions referred to above) does not prevent a company from purchasing insurance for a
director of the company or an associated company aganst liabtlity for negligence, default, breach
of duty or breach of trust

Many of the coverage i1ssues that arise for financial services companies under US D&O policies
also anse under Enghsh policies These will be discussed in more detail In other papers From
an English point of view, the following 1ssues often need to be addressed when reviewing and
negotiating D&O policies for financial services companies

1 Express warranties or words which have this effect — insurers can avoid cover for breach
whether or not the breach 1s matenal or causative of the loss These should be negotiated
out or their application restricted

2 Misrepresentation or non-disclosure of matenal facts which would influence the judgment
of a prudent insurer as to whether to accept the nsk and iIf so on what terms, and which
did induce the actual underwriter to accept the rsk on the agreed terms — insurers can
avoid cover for breach The scope of the duty to disclose information and steps necessary
to satisfy it in terms of internal investigation and knowledge of specific individuals should
be made clear Ideally the cover (or at least the part of it that directly indemnifies the
director rather than the company) should be made non-rescindable other than for fraud by
the director concerned

Londory! 1/OPEN/-1/CZB  SHHLONWK15648) 1 L_LIVE_EMEA1 2440809v5
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Severability will a breach of policy terms or fraud by one director entitie insurers to avoid
cover for all directors? Under English law the policy 1s composite so each director I1s
separately insured as If there was a contract of insurance with each An express term to
this effect 1s wise — no statement, knowledge or conduct of one insured can be imputed to
another insured In other European countnes, for example Germany or Spain the position
15 not so clear and therefore an express severability clause 1s essential

Advance of Defence Costs The funding of defence costs 1s required by directors as the
costs are incurred Wording is required to achieve this even If insurers are reserving nghts
Essentially, pay now, argue later [n reality, up-front agreement on this 1s difficuit and may
only be for a proportion or percentage of the costs

Allocation Where one or more directors, and the company are jointly incurnng defence
costs, how much of these should be allocated to the D&O policy? This often develops
later into an argument about who was the real defendant to the litigation or regulatory
investigation/enforcement proceedings — the company or individual directors? Simitarly
how should costs be allocated where some claims are covered by the policy and others
not? These are difficult 1ssues to provide for 1n advance in policy wordings save in the
former case where the company i1s an insured in s own nght (for example for the
purposes of secunittes claims)

Exclusions and proof Policies often exclude indemnity for certain types of conduct, for
example fraud or secret profits Wording 1s required to ensure that insurers continue to
pay defence costs until there i1s a “final adjudication™ on the issue The insurer should not
be able to rely on its own view of the matter to defer funding or avoid hability

Acquisitions  Will newly acquired subsidiaries be covered? Which countries are excluded?
Is there an asset value above which specific agreement of insurers will have to be
obtained?

Retired or outside directors Does the policy cover past and present directors for at least
six years after retirement, and non-executive directors?

Insured v insured exclusion This exclusion should not apply to shareholder derivative
actions (see above) or to claims which are brought by or on behalf of the company (for
example by the hquidator)

Protected imits It may be necessary to ensure that there are separate imits available for
directors which are not dminished or exhausted by the company or for particular directors
such as non-executive directors

London-1/OPEN! 1/GZB SHA(LONWK15646) 12 L_LIVE_EMEA1 244080005
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11 Policy hmits  The Eguitable Life case in the UK has illustrated how important it 1s that a
realistic level of cover 1s obtained

12 Side B cover (reimbursement of the company when the company has indemnified the
director) As the scope of the company’s indemnification of its directors can now be
significantly broader (see above) so larger clams are expected under Side B covers
Limits of Side B covers should therefore be increased accordingly

Chnstopher Braithwaite
Simmons & Simmons

16 August 2007

urprises. Your CEO hates them. Your board members won't tolerate them. In the
S corporate world, a surprise means something was missed —and that’s never good.

This is particularly true when the surprise has a price tag with lots of zeros
after it. So a surprise that involves a problem with your company’s Director & Officer
(D&O) policy is precisely the type of surprise you want to avoid.

Consider each of the following scenarios and identify what they have in common:

Litigation filed in the wake of Merger & Acquisition (M&A) transaction against your
company or its directors and officers (Ds & Os) by one of the parties to the transac-
tion or by a current or former D or O of one of the transaction parties.

* Shareholder or derivative litigation against your company or its Ds & Os filed by or
with the active participation of one or more current or former Ds or Os of your
company or an affiliated entity.

Litigation filed against your company or its Ds & Os by a whistleblower or with a

whistleblower’s active participation.

Litigation filed against your company or its Ds & Os in the wake of the company’s

bankruptcy or receivership.

Give up? In each, the D&O insurance coverage you — and your company’s Ds and Os
— thought you had might disappear. Why? Well, if the plaintiff qualifies as an “insured”
under that policy (or if someone who fits that definition is working closely with plaintiff's
counsel), an exclusion typically contained in most D&O policies may negate the very cov-

Londory-1/OPEN/-1/CZB  SH3(LDNWK15646) 13 L_LIVE_EMEA1 2440000v5 erage you, your company, and its Ds and Os relied upon to exist. That exclusion is the
“insured versus insured” exclusion.

ACC Docket m September 2006
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The Insured v. Insured Exclusion

Today, most D&O policies exclude coverage
for claims filed by one insured against another
insured under a so-called “insured v. insured”

diligence being conducted by both companies
during the transaction, you are asked to con-
firm that after the transaction closes, all past
| and present Ds and Os of both transaction

exclusion (I v. I). D&O insurers originally added JOHNC T:NE‘ERJSISE"‘U' parties will still be covered by D&O insur-
X . L. vice president and claims i oo

the I v. T exclusion to their policies to prevent col- o s e ance in any future litigation.

lusive or “friendly” lawsuits, where one insured S aaf (L= You confirm the existence of a current

ance broker McGriff, Seibels

would agree to have another insured assert a and Williams, Inc. (a BB&T D&O policy for each corporate party in the

claim against him or her, with both looking to
the insurer to fund the “loss.” A corporation,
for example, might decide to sue its Ds and Os

company), where he assists
clients with contract inter- N .
pretation, negotiation, and ums have been paid. At that point, you wonder
manuscript drafting, as well
as claim resolution matters

transaction and confirm that the policy premi-

whether either you or your Director of Risk

under a pretext of alleged wrongdoing solely to He may be wma;ed at Management need to do more. The answer is
. .. ftanner@megr P . .
recoup a business loss via insurance proceeds. femermegniieom “yes” quite a bit more. You need to incorpo-
Unfortunately, most insurers now include rate the potential claims scenarios that could
broad I v. I wording that, when applied literally, arise from the proposed transaction — and the
extends the exclusion’s reach far beyond its origi- potential insurance implications of such claims
nal purpose. A typical I v. I exclusion precludes REBECCA M. LAMBERTH -— into your M&A due diligence process. Oth-
coverage for claims filed “by or on behalf of the 'igfﬂ;’(;sn‘hﬁiffs'é;' erwise you may find yourself reading through
Company or any Director or Officer.” While the Alston & Bird LLP. Ms the insurance contracts only after the lawsuits
. l H b h dﬂ Lamberth concentrates } b [1 d h h . ld
precise language will vary both among different her prastice i securities ave been filed — at which point you cou
insurance carriers and from one policy to an- litigation, as well as find the needed coverage lacking! The I v. I ex-
. . s . professional liabilty . . . ..
other based on a particular insured’s success in defense, D8O litigation, clusion typically present in most D&O policies
negotiating the language, the import is the same. and complex commercial offers many traps for the unwary.

considered advantageous to insureds, D&O
policies have been broadened over the years to
expand the definition of “insured” to include
more individuals and entities — including past,

N ) litigation. She may be
At the same time, in what has generally been contacted at rebecca.

lamberth@alston.com When D & Os Sue or Get Sued

Although postacquisition litigation among
transaction principals is never part of the rosy
future toasted at a transaction closing dinner,

present, and future Ds and Os of both the parent SCOTTN. SHERMAN s an it can, unfortunately, become a reality. Imagine
company and its subsidiaries, as well as in some if;;::?;: 'grg':ps;i\“"s‘:‘:: what might happen if one party decides that
cases employees and even in-house counsel. With &Bird LLP Mr. Sherman is the other party misrepresented its finances to
this expanded definition, however, the potential M i i1duce the transaction and sues. The former

for unintended consequences (i.e., coverage
surprises) regarding the I v. I exclusion has also

liigation, including securi-

ties litigation, insurance-re- Ds and Os of the purportedly fraudulent party

lated litigation, and complex
commercial matters. He

or the corporate transaction partner itself,

increased. Such a result is almost certain to be may be contacted at scott. i7it has continued to exist posttransaction

viewed as a bad thing.

sherman@alston.com.

-— may then find that the I v. I exclusion has

Indeed, numerous recent cases demonstrate
that the language of fairly typical I v. I exclusions
may remove coverage for claims that are brought by, on be-
half of, or even with the assistance of anyone who qualifies
as an insured, regardless of whether the claim or assistance
is for an improper or collusive purpose. As a result, it is
critical that your company’s risk management professionals
consider carefully the I v. I language in the company’s D&O
policy, and do so with an understanding of the types of
circumstances under which the carrier may deny coverage.

Will You Have D&O0 Coverage During a
Post-acq on Divorce?

You are the GC of a company that is about to be
acquired by a large competitor. In the midst of due

been triggered and they must fund defense of
the litigation on their own.

You can find one example of this kind of litigation in
the Stratton case.' There, the court held that the former
directors and officers of the acquired target company
weren’t covered by D&O insurance when the acquiring
company sued them some years after the transaction.
The reason? The acquiring company, after holding the
target for some years as a subsidiary, had assumed all of
the target’s assets and liabilities following a Chapter 11
proceeding. Thus under the plain language of the policy,
the acquiring company was an “insured,” and the I v. I
exclusion denied coverage to the directors and officers.

When an M&A transaction goes sour, a similar cover-
age issue can also arise if a plaintiff in the posttransaction
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litigation is a former officer or director. In that case, the
plaintiff “insured” may likewise trigger the I v. I exclusion.
(See “Stratton: 1 v. I in M&A,” sidebar on p. 52.)

Lessons Learned

Directors and officers of a target company can face
significant exposure to claims filed by or on behalf of the
acquiring company and/or its directors, officers, and share-
holders. As a result, companies facing acquisition should
consider a prepaid, noncancelable runoff policy that cannot
be modified by the acquiring company or its postacquisi-
tion management. The runoff policy should either state
clearly that the acquiring or successor company is not an
“insured” under the runoff policy, or expressly provide that
claims brought by or on behalf of such entities are excepted
from any I v. I exclusion. (See “Insurance Jargon,” sidebar
on this page.)

Where individual Ds and Os of the target company will
be joining the board or management of the acquiring com-
pany or one of its subsidiaries, additional I v. I issues can
arise. Some traditional D&O policies exclude only claims
brought by or on behalf of the company, such that involve-
ment by individual “insureds” will not invoke the exclu-
sion. However, most D&O policies do exclude claims filed
by or with the assistance of individual insureds, such that
claims instituted by new Ds and Os joining the acquiring
company postacquisition may be excluded from coverage
in the absence of an express agreement to the contrary.

First You See Coverage, Then You Don't

You are the GC of a public company that has just
disclosed having missed its projected earnings in one
or more recent quarters or other bad news, and the
company’s stock price promptly drops. Predictably, the
announcement is followed by the filing of class action liti-
gation and derivative litigation on behalf of the company’s
shareholders. Upon receiving news of the lawsuit, you
promptly notify the company’s D&O carriers and seek
confirmation of defense and indemnity coverage. The
response is as expected: defense of the litigation proceeds
with coverage in place.

At some point during the litigation, a new plaintiff is
added. Unfortunately, this new plaintiff is a former direc-
tor of the company who plaintiffs’ counsel believes will
be able to provide significantly helpful inside information.
That should be the end of the bad news; after all, the 1
v. I exclusion is intended to prohibit coverage for claims
brought in collusion with the insured company. You
certainly aren’t colluding with any of these plaintiffs! But
the unpleasant reality is that the plain language of the I
v. [ exclusion — rather than the absence of any collusion

Insurance Jargon

Side A—only Excess DIC policy. A “Side A" policy typically
refers to an excess policy that provides coverage only for
individual insureds, and only to the extent that the company
cannot legally or financially fund its indemnity obligation.
Many public companies today now purchase some form
of Side A-only insurance devoted to individual insureds,
on top of a tower of traditional coverage that is shared
among individual and entity insureds. While traditional
coverage also includes a Side A insuring agreement, some
Side A excess policies, called Side A DIC (“difference-in-
conditions”) policies, contain broader coverage terms and
conditions that can afford greater protection to individual
directors and officers —filling in coverage gaps in the
traditional coverage — in addition to providing individual
insureds with dedicated limits.

Runoff Policy. A “runoff policy” provides coverage for
claims made against insureds during the runoff policy period,
but solely for actual or alleged wrongful acts that took place
prior to the beginning of the runoff policy period. A target
company, for example, might purchase a “runoff policy” to
provide coverage for its directors and officers for claims
brought post: i

ition for preacquisition wr

in the litigation — may govern. So in our scenario, when
you tell your D&O carriers that the former director has
joined the litigation, they respond that your policies will
no longer cover the lawsuit because the I v. I exclusion has
just been triggered.

By way of example, one such case concerned Sphinx
International, Inc.? In this securities class action litigation,
the original plaintiff was a former Sphinx officer who had
been fired several years earlier, based on certain misrep-
resentations he had made to the company. Although other
shareholders subsequently joined the litigation as addi-
tional plaintiffs, the damage had been done for purposes
of the policy’s I v. I exclusion. The policy barred coverage
for claims filed by any current or former director/officer,
and that was enough for the court. Despite the fact that
this plaintiff’s claim was truly adversarial — there was
no allegation of any collusion between Sphinx and this
plaintiff (the former director) — the court ruled that given
the clear and unambiguous language of the subject I v. I
exclusion, the original plaintiff’s lawsuit was not covered.
Furthermore, although none of the other plaintiffs were
“insureds,” the court ruled that because the policy expli-
citly excluded claims with participation by insureds, the

AccDocket [ER] September2006

10 of 27



ACC's 2007 ANNUAL MEETING

D&O policy excluded coverage for the entire litigation.
Some courts will take a more moderate approach.’

Even if your policy contains language in the I v. I exclu-

sion that applies to “solicitation, assistance, participation

or intervention” by directors or officers, that policy may
provide coverage even if an insured director or officer is
participating in the lawsuit against your company.

e In one California case, an insurance carrier claimed
the I v. I exclusion had been triggered because compa-
ny officers had allegedly acted as “confidential infor-
mants” to the plaintiffs in a securities class action.*
The insurer contended that this equated to “assis-

Stratton: | v. | in M&A

One example of the issues the | v. | exclusion can pose can
be seen in the history of one company’s fairly typical M&A
activity. In 1996, MHG acquired a privately owned company;
the sellers received MHG stock in that transaction.” MHG then
became an acquisition target two years later. Contemporane-
ously with its own acquisition, MHG placed its D&0 coverage
into runoff, providing coverage for claims made following the
acquisition based on preacquisition wrongdoing. The acquirer
(MPAN) separately purchased ongoing coverage for claims
made in the future. Postacquisition, MHG continued its corpo-
rate existence as a wholly owned subsidiary of MPAN.

In January 2000, MPAN and MHG commenced Chapter
11 reorganization proceedings. Following the bankruptcy,
MPAN assumed MHG's assets and its remaining liabilities
and changed its name to MHC (as “successor-in-interest” to
MPAN and MHG).

MHC sued four former MHG directors and officers, alleging
that they had made misleading statements in order to induce
MPAN to acquire MHG. In a separate suit, the sellers of the pri-
vately held company acquired by MHG in 1996 (some of whom
had subsequently served as MHG directors) also sued the same
former MHG Ds and Os, alleging that they had mismanaged
MHG following the 1996 deal, thereby driving the company into
bankruptcy and diminishing the value of their MHG stock (“the
Kellett claims”). Insurers for the sued former MHG Ds and Os
invoked the | v. | exclusion and denied coverage for both claims.

MHG’s primary D&0 runoff policy included as “insureds”
all “past, present or future duly elected or appointed direc-
tors or officers of the Company . . .[as well as the Company
itself and any] successor company.” Because MHC was a
successor of MHG — and thus “the Company” — under the
plain meaning of the policy definition of “insured,” the district

tance” under the policy. The court disagreed, however,
holding that such an interpretation would violate
California public policy by encouraging companies to
prevent officers and directors from providing informa-
tion to plaintiff shareholders. Accordingly, unless the
Ds and Os were to obtain some “economic benefit” for
their participation, the court held the I v. I exclusion
would not apply.

o In another securities fraud lawsuit, a court ruled that
coverage was not excluded under the I v. I exclusion —
albeit as governed by the policy’s allocation provisions
— where the insured joined the suit in a passive capac-

court denied coverage for claims asserted in the MHC lawsuit
under the | v. | exclusion as claims filed by or on behalf of
another policy “insured.”

As to the Kellett claims filed contemporaneously, two of
the plaintiffs were also “insureds” because they had served
as MHG directors for several years — thereby triggering the
I v. | exclusion for that suit as well. However, the four D&0
defendants sought allocation of coverage, arguing that the
I v. | exclusion in the policy should not reach the portion of
the claims asserted by several uninsured Kellett entities.

The district court rejected this argument, again relying on

the plain language in the subject D&O policy | v. | exclusion,

which stated as follows:
[tlhe Insurer shall not be liable . . . for Loss in connection
with a Claim made against an Insured . .. which is brought
by any Insured or by the Company, . .. or which is brought
by any security holder of the Company . . ., whether
directly or derivatively, unless such security holder’s
Claim(s) is il d and inued totally i
of, and totally without the solicitation of, or assistance of,
or active participation of, or intervention of, any Insured or
the Company....""

Because the Kellet plaintiffs (as security holders of MHC)
asserted claims with the assistance and active participation
of certain former MHG director and officer “insureds,” the
court held that the | v. | exclusion applied to exclude all cover-
age under the D&0 policy.

Notes
“Stratton v. Nat’l Union Fire Ins. Co., No. Civ.A.03-CV-12018-
RGS, 2004 WL 1950337 (D. Mass Sept. 3, 2004).
P 1d. at *6.
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ity six months after it was filed, and the relevant D&O
policy did not address participation by an insured.’

Lessons Learned

Many D&O policies exclude coverage for shareholder
lawsuits brought by current or former Ds and Os. Some
policies go even further, to expressly exclude claims
filed by noninsured shareholders where those sharehold-
ers are assisted in some way by other “insureds.” At a
minimum, make certain that your Ds & Os are covered
for such claims where the company does not provide
indemnification.

How Whistleblowers Affect Your D&O Coverage

The current regulatory environment (Sarbox, for
example) encourages whistleblower assistance in ferreting
out securities fraud and other violations of state or federal
law. The SEC, the Department of Justice, and many states’
attorneys general are actively demanding that companies
under investigation cooperate with their investigators.
Companies in turn are demanding that their employees
likewise assist with the investigations — at times even
requiring cooperation as a condition to corporate indem-
nification. The intent is clear: to project a public policy
that protects and encourages individuals to both report
violations of the securities laws and assist with investiga-
tions and legal proceedings.

Emboldened by the increasingly aggressive stance ex-
hibited by state and federal enforcement personnel, some
members of the plaintiffs’ bar have likewise begun to use
more aggressive tactics that go beyond merely seeking
out disgruntled former employees. In one such example,
class action plaintiffs’ lawyers sought judicial limits on the
enforceability of confidentiality agreements obtained upon
the severance of corporate employees.®

The potential ramifications of such aggressive plaintiffs’
tactics could extend significantly beyond concerns that a
disgruntled former officer or employee will vent his or her
ill will in a public forum. One such unintended cost is the
risk of triggering the company’s I v. I exclusion.

Consider the following scenario: You are the Deputy
GC within the small legal department of a midsized manu-
facturing company. Your responsibilities include litigation
oversight and risk management for the company, including
retention and analysis of all corporate insurance cover-
age. You have just learned that your company has been
sued in federal and state court, and the allegations laid
out in the several (remarkably similar) complaints mirror
the allegations made several months ago by the company’s
former controller. Although you resolved these allegations
after a careful internal investigation, you had a hunch even

then that you hadn’t heard the last from him — and now

it looks like you were right. When you share the remark-

able similarities between the two sets of allegations with
your insurer, you receive yet another surprise — a denial
of coverage under the I v. I exclusion in your company’s

D&O policy.

As in the M&A and shareholder litigation contexts, this
potential hole in your D&O insurance coverage may arise
if this former whistleblower, who is almost surely assisting
plaintiffs’ counsel in their class action and/or derivative
litigation, qualifies as an “insured” under the policy. If he
does qualify as an insured, then:

o under policy wording that includes an embedded share-
holder exclusion in the I v. I preamble, his assistance
may result in a forfeiture of coverage for the class ac-
tion or derivative claim.

¢ under policies that do not include an embedded
shareholder exclusion, the shareholder class action
claim should not lose coverage, as the mere assis-
tance to the plaintiffs should not be interpreted as a
claim brought “on behalf of” an insured. However,
the issue is still clearly framed in the derivative claim
exception to the exclusion.

Unfortunately, D&O coverage may be lost regardless
of whether the whistleblower’s allegations are ultimately
determined to be without merit (as is often the case).

Lessons Learned
Even in cases where your I v. I exclusion would prevent

coverage where a whistleblower insured directly sues your

company or its directors and officers, you should still

strive for a policy that does not exclude claims brought by
other shareholders, directly or derivatively, simply because
the whistleblower “insured” is willing to aid their lawsuit.

Although your ability to succeed may vary, depending on

your company’s claims history and current circumstances

and the carrier with whom you are dealing, you should
consider at least two goals in attempting to negotiate

D&O policy language that contains a whistleblower

assistance carve-back:

® The mere filing of a whistleblower action, or assertion
of whistleblower protection, should not be considered
“assistance or active participation” within the meaning
of the I v. I exclusion, merely because the shareholder
or derivative plaintiffs are benefited by discovery or
other information in the public record in the whistle-
blower action.

* The wording in your policy needs to clarify that any
“solicitation, assistance or participation” of an indi-
vidual insured, after asserting protection under the
whistleblower provisions of SOX 806 (or similar
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whistleblower provision), will not be deemed “solicita-
tion, assistance or participation” for purposes of the I
v. I exclusion.

Bankruptcy and Your D&O0 Policy

No one joins a company expecting corporate failure
and bankruptcy. But it is only prudent to understand how
a bankruptcy could affect your corporate D&O coverage.
In particular, you need to understand how the identity of
the persons or entities that may assert bankruptcy-related
claims can affect the I v. I exclusion — and your ability to
survive any resulting litigation. Thus, consider the follow-
ing scenario:

You are senior corporate counsel at a company in the
process of a Chapter 11 reorganization. During the pro-
ceedings, you were a member of the workout team, where
you helped prepare the reorganization plan ultimately
approved by the bankruptcy court. The plan created a liti-
gation trust to which the debtor transferred all claims and
rights of recovery held by the debtor, including any claims
against the company’s former Ds and Os for prepetition
wrongdoing.

A week ago, the trustee commenced an adversary pro-

ceeding against the company’s former president and CEO,
as well as its CFO, alleging that these officers breached
various fiduciary obligations resulting in the company’s
bankruptcy.

Your GC instructs you to notify the company’s carriers
of the litigation. “Oh, by the way,” she says, “when your
workout team agreed to the creation of the litigation
trust, you confirmed that this sort of claim would
be covered, right?”

You quickly review the policy and are relieved (to put
it mildly) to see an exception to the policy’s I v. I exclu-
sion for claims brought in any bankruptcy proceeding
by a trustee of the company. A couple of months later,
however, a denial of coverage letter arrives, citing the I v. I
exclusion. What gives?!

Application of the I v. I exclusion in the bankruptcy
context has been widely litigated with the surge in bank-
ruptcy-spawned D&O litigation in recent years. Histori-
cally, the primary coverage issue concerned whether
claims asserted by a bankruptcy trustee, creditors com-
mittee, or other litigation entity were brought “on behalf
of” the corporate insureds within the meaning of an I v.
I exclusion. Over time, a split of authority developed as
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to whether the I v. I exclusion barred such claims.” As

a consequence, insureds began to push for bankruptcy
carve-outs or exceptions to the litigated I v. I exclusion
language, and most D&O insurers today provide an
exception to the exclusion for certain claims brought in
bankruptcy. A critical issue now, as you might therefore
expect, is whether your policy contains any exceptions to
the bankruptcy exception.

Claims Filed by a Debtor-in-possession

Unfortunately, even if your policy’s I v. I exclusion
has a bankruptcy exception, claims filed by a debtor in
possession (or its assignee) may still be excluded from
coverage. In one recent case, a court held that an I v.

I exclusion precluded coverage for an assigned claim
against the company’s former CEO and CFO filed by a
litigation trustee.®

The I v. I provision in the company’s policy excluded
claims “brought or maintained by or on behalf of any
Insured,” as well as derivative claims brought with the
“solicitation, assistance or participation” of the debtor
insured. The court determined that when the bankrupt
company transferred the claims to the litigation trust
pursuant to the Chapter 11 reorganization plan, it was “a
voluntary assignment of claims by contract.” Critical to
this determination was the court’s view that the assign-
ment was “a voluntary affirmative act of the Debtor,”
rather than being the result of an “involuntary appoint-
ment of the chapter 11 trustee.” The court reasoned
that a claim brought by a debtor-in-possession, or its
assignee, was fundamentally indistinguishable from a
claim asserted by a prepetition debtor insured. The fact
that the claims asserted by the litigation trustee could be
construed as derivative claims belonging to the corpo-
ration did not alter the result. In the court’s view, the
company’s drafting a plan providing for the creation of
a litigation trust and appointment of the trustee consti-
tuted “solicitation” and “assistance” within the meaning
of the I v. I exclusion.

In fact, in recent years, many D&O insurers have
expressly included debtors-in-possession in their policy
definition of corporate insureds. Where the D&O policy
defines “insured” to include debtors-in-possession and
exceptions to the I v I exclusion do not expressly identify
claims filed by a debtor in possession, insurers may take

the position that their I v. I language excludes such claims.

(See “Cirka,” sidebar on this page.)

Lessons Learned
® Review bankruptcy-related provisions in your D&O
policy before your company files for bankruptcy. The

D&O insurance may be the sole source of asset protec-
tion for individual Ds and Os.

Negotiate bankruptcy-related coverage enhancements
well in advance of a bankruptcy filing. Insurers are
obviously less likely to provide coverage enhance-
ments to a perceived bankruptcy risk. Most D&O
insurers today will include an exception to the I v. I
exclusion for certain claims brought in bankruptcy,
but many of them still preclude claims brought by a
debtor-in-possession. If your traditional D&O insurer
refuses to except such claims from the I v. I exclu-

Cirka: A Problem in Bankruptcy

In Cirka v. National Union Fire Ins. Co., No. Civ. A. 20250,
2004 WL 1813283 (Del. Ch. Aug. 6, 2004), the insurer argued
that a claim brought by a creditors’ committee was “on
behalf of” the insured debtor-in-possession and therefore
within the | v. | exclusion. There, a creditors’ committee
demanded that the debtor-in-possession permit them to
prosecute an action against certain former directors of the
debtor. When the debtor-in-possession refused to grant
permission, the committee obtained permission from the
bankruptcy court to commence the litigation on behalf
of the estate. The directors sought coverage under the
debtor’s D&O policy, but the insurer denied coverage under
the | v. | exclusion.

The D&O policy expressly excluded claims brought “by
or on behalf of any insured or the Company,” and expressly
defined “Company” to include a debtor-in-possession. The
insurer therefore argued that the claim by the creditors’
committee was “on behalf of” the insured debtor-in-pos-
session and therefore excluded from coverage.

The policy contained a bankruptcy trustee exception
clarifying thatthe | v. | exclusion did not apply “in any bank-
ruptcy proceeding by or against the Named Corporation or
any Subsidiary thereof, any Claim brought by the Examiner
or Trustee of the Company, if any, or any assignee of such
Examiner or Trustee.” The court interpreted that exception
to exclude coverage for any action filed by a person or entity
other than an Examiner or Trustee. Fortunately for the former
directors named in the lawsuit, however, the court deter-
mined that the committee’s claims were brought on behalf
of the estate and not on behalf of the debtor-in-possession.
(For cases on related topics, see Rigby v. Underwriters at
Lloyd’s, London, 907 So. 2d 1187 (Third Dist. Ct. Fl. 2005), and
In re Ha 2003 Inc., 310 B.R. 710 (Bank. N.D. I1l. 2004).)
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sion, you may be able to purchase a Side A DIC (“dif-

ference-in-conditions”) policy without the exclusion ACC and Other Extras on.. .. Insurance
altogether.
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Terry v. Federal Ins. Co. (In re R.]. Reynolds-Patrick County
Mem’l Hosp.,), 315 B.R. 674 (Bankr. W.D. Va. 2003).

~
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. directors and officers {Ds and Os) are very

[ I - ' interested in the terms and conditions of their

J “J company's D& liability insurance, and [or good

} reason. o a eelatively short span of five years, they

saw the fall of Enron and WorldCom; comptehensive reform and legislation in
the form of the Sarbanes-Oxley Act; heightened enforcement activity by the SEC
and Department of Justice; the indictment and collapse of Arthur Andersen;
intense scrutiny of executive compensation; and now, numerous lawsuits and
investigations arising out of stock option backdating. Several high profile CEQs
and CFOs have gone to jail, and in-house counsel have also been implicated.

In this environment, Ds and Os are frequently demanding outside legal
review of their D&O coverage and are putting more pressure on in-house
counsel and corporate risk managers to ensure the broadest possible coverage.
The good news is that the number of sharcholder class action filings is currently
trending downward on an annualized basis and, as a result, the D&QO insurance
market is more competitive today than in years past. The following list is not
exhaustive, but should assist you in teviewing and negotiating insurance protec-
tion for your company and its Ds and Os.

1. Understand the ABC’s of the Insuring Clauses

The first step in negotiating D& O coverage should be to understand how your
company’s indeumnification obligations work in conjunction with the insuring
clauscs of your coverage. First, set your D&QO policy aside and rescarch the law of
indemnification and advancement in the state where your company is incot-
porated. You will likely find that certain claims and expenses are not legally
indemnifiable, and that with respeet to other claims—though legally in-
demniliable—your company may refuse indemnilication. For example,
under the law of many states, settlements and judgments in deriva-
tive cases may not be legally indemnifiable. Moreover, indem-
nification and advancement may be merely permitted under
the applicable state law, giving vour company the discretion

under the specificd circumstances to fund indenmification,
but not requiring that it do so.

Next, dust off your corporate bylaws and indemnification agreements, and
obtain a basic understanding of the scope and limits of your company’s formal
grant of advancement and indemnification to its Ds and Os. Most companies
include within the bylaws, a specific grant of indemnification to the [ullest extent
authorized by law and an express agrecment to advance defense costs until such
time as thete is a final adjudication that indemnification is improper. Neverche-
less, even where costs are legally indemnifiable and the given byvlaws mandate in-
demmification, a company could still withhold indemuification and advancement
of legal fees where it lacks adequate funds, is otherwise bankrupt and formally
prohibited (rom [unding indemnification, or where the decision makers—at the
tine—incorrectly determine that indemnification should be withheld on the basis
that the individual D or © did not satisfy the requisite legal standard of conduct
[or permissible indemnification.
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After you have reviewed your company’s
indemnification and advancement obligations,
review the insuring clauses in your D&O policy.
Insurance professionals speak a unique lan-

il

responding to notice of such claims, D&O
insurers invariably send the insureds a formal
coverage position, reserving the right to deny
coverage on the basis of the conduct exclu-

guage of “Side A, B, or C insurance.” The ABCs JOHN C. TANNER is senior | sjons. The extent to which the reservation to

vice president and claims

are coined from the three standard insuring counsel in the financial deny coverage is a mere formality or ultimate
clauses in a typical D&O policy: ms"fﬁ’x'c“:iﬂ:e‘i"f/’l'cgm reality depends upon the specific wording in
o Side A coverage, styled as Insuring Clause Seibels and Williams, Inc.. [ your policy.

1 in some policies, rcfAcrsAtg coverage that mﬁ'ﬁﬁ;i?‘m:ﬁ?f A]llcunduc} exclusions Fonlain a “trigger”

protects the assets of individual Ds and Os tion, negotiation, and by which the insurer may invoke the exclu-

. . t dra i .. .
for claims where the company is not legally e U sion. Some policies, for example, require a
or financially able to fund indemnification. He may be contacted at judgment or “final adjudication” adverse to
. . jtanner@mcgriff.com. B . . .

¢ Side B coverage, styled as Insuring Clause 2 the insured in the underlying action before

in some policies, reimburses the company to the exclusion is triggered. With such wording,

the extent it grants indemnification and ad- insurers should not be able to deny coverage

vances legal fees on behalf of its Ds and Os. =3 in the absence of a final adjudication of fraud

o Side C coverage, or Clause 3 coverage, pro- ANTHONY P. TATUM i or illegal profit in the underlying lawsuit. This

vides separate entity coverage for “securities

a senior associate in the
Business Litigation group at

should also at least afford the insured cover-

claims.” King & Spalding LLP, where | age for defense costs, assuming other exclu-
. e focuses on insurance re- i
All three coverage parts are generally subject covery litigation and other sions do not bar coverage.
to a single shared limit of liability. The limits of e szc'::"vagsé‘:f Other policies require only that the
Sides B and C coverage are typically in excess ttatum@kslaw.com. requisite conduct occurred “in fact.” Under

of a large retention (ranging anywhere from

such policies, the insurer may be able to rely

$500,000 to as much as $10 million or more)
that must first be funded by the company.

Carefully review any “presumptive indemnification”
and other provisions in your policy concerning how the
retention will be applied to a given claim. For legally in-
demnifiable claims, many policies state that the compa-
ny’s bylaws and resolutions are presumed to indemnify
insureds to the full extent permitted by law. This means
that the Side B retention may apply regardless of whether
the company actually grants indemnification to an indi-
vidual insured. If your company is legally permitted to
indemnify an individual D or O but chooses not to do so,
the individual defendant may be forced to fund his or her
own defense up to the Side B retention amount before the
insurer will step in and fund the defense costs.

2. Personal Conduct/Fraud/Profit Exclusion

Next, review the policy exclusions governing fraud,
dishonesty, and illegal profit or advantage. These so-
called conduct exclusions are implicated in nearly every
D&O claim. A typical class action claim of securities
fraud, for example, alleges that individual Ds and Os
knew, or should have known, of misrepresentations
in financial documents or other public filings. Recent
claims involving backdating of stock options allege that
certain individuals received the benefit of in-the-money
option grants to which they were not legally entitled. In

on evidence of misconduct to deny cover-

age outright or otherwise leverage a greater
insured contribution to settlement. Certain newer policy
forms further trigger the exclusion where the conduct
occurs “in fact,” as evidenced by an insured’s written
statements, documents, or admissions. Under some varia-
tions of this wording, insurers may point to testimony or
admissions of any insured to deny coverage as to other
insureds. The key issue here is whether the fraud or il-
legal profit attributable to one individual D or O can be
imputed by the insurer to other individual Ds and Os or
to the company. Fortunately, most policies contain a pro-
vision that states that the bad conduct of one individual
insured will not be imputed to other individual insureds.
Nevertheless, in many policies, excluded conduct of cer-
tain senior corporate executives may be imputed to the
company for purposes of the Side B or Side C coverage.
As a result, where the insurer can invoke the exclusion
as to such individuals, it may deny coverage entirely or,
for purposes of settlement, allocate and exclude a large
portion of otherwise covered loss.

When negotiating the “trigger” to conduct exclusions
in your D&O policy, give careful consideration to your
company’s advancement and indemnification obligations
to its Ds and Os as outlined in articles of incorporation,
by-laws, and/or written indemnification agreements.

As noted in section 1, many corporate bylaws mandate
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Ask yourself how many individ-
uals qualifying as “insureds”

in your D&O policy may themselves
be future plaintiffs or
otherwise assist plaintiffs with
future claims.

advancement of legal fees to allegedly culpable Ds and
Os until the wrongdoing is finally adjudicated. Unless the
conduct exclusions similarly require a final adjudication
of wrongdoing, the D&O insurer may be permitted under
the policy to stop payment for, or on behalf of, allegedly
bad actors short of a final adjudication, notwithstanding
the fact that your company must continue advancing legal
fees as a matter of corporate law.

3. Insured vs. Insured (1 v. 1) Exclusion

The I v. I was originally intended to exclude collusive
or “friendly” lawsuits whereby insureds improperly at-
tempted to shift business losses to their insurers. A finan-
cially troubled company, for example, might sue its Ds or
Os to recoup business losses via an insurance settlement
under the guise of a D&O claim for mismanagement or
corporate waste. Insurers understandably do not want
to insure collusive claims, or disguised business losses,
under a liability policy. Unfortunately however, the I v. 1
in many policies today extends beyond circumstances of
collusion, to exclude any claims that are brought by, on
behalf of, or even with the assistance of anyone qualifying
as an insured, regardless of whether the claim or assis-
tance is for an improper or collusive purpose.

Many policies today have expanded the definition of
those included within the definition of “insured.” In so
doing, the number of claim scenarios implicating the I v. I
has also increased.

Your policy likely includes past, present, and future Ds
and Os of both the parent company and its subsidiaries as
covered “insureds,” and may also include all current and
former employees and in-house counsel for “securities
claims.” Ask yourself how many individuals qualifying as
“insureds” in your D&O policy may themselves be future
plaintiffs or otherwise assist plaintiffs with future claims.

Depending on the language of the I v. I exclusion, share-
holder claims brought with the assistance of a corporate

whistleblower, could be excluded from coverage. A claim
brought by or with the assistance of a former director or
officer could also result in a denial of coverage. A Septem-
ber 2006, ACC Docket article covers this topic in greater
detail: See the “ACC Extras on. . . D&O Coverage” on pg.
96 for details.

‘When negotiating your D&O coverage, try to limit ap-
plication of the I v. I exclusion to claims brought directly
by the company. At a minimum, make certain that your
policy includes the available market exceptions to the I v.
exclusion, which carve back coverage for:

o derivative claims;

e claims brought with the assistance or participation of
corporate whistleblowers;

certain claims brought on behalf of a company while in
bankruptcy;

employment practices claims asserted against individual
Ds and Os;

claims for contribution or indemnity between defen-
dants in otherwise covered claims;

claims brought entirely in a foreign jurisdiction; and
claims asserted by former Ds and Os of more than four
years.

=

. Severability/Rescission Protection

Application severability and rescission risk might have
been number one on our list in prior years, but the mar-
ket today fortunately offers many adequate solutions to
protect your Ds and Os against rescission. In reviewing
your coverage, make sure you understand the rescission
issue and carefully consider the various available en-
dorsements. Many insurers offer multiple severability and
non-rescission endorsements providing varying levels of
protection.

So, what is the issue? In underwriting a given D&O
insurance risk, insurers frequently evaluate the company’s
financial statements and public filings. In the context of
making investment decisions, security holders (i.e., po-
tential plaintiffs) likewise evaluate a company’s financial
condition and public disclosures. Where those financial
statements and disclosures are materially misstated, Ds
and Os face a simultaneous securities claim and rescis-
sion risk. At the same time, shareholders claim that they
relied—to their detriment—on misrepresentations by the
Ds and Os in making their investment decisions; the D&O
insurers argue that the same misrepresentations fraudu-
lently induced the issuance of the D&O policy. In recent
years, your Ds and Os have probably read about this
nightmare scenario, as the potential for rescission was an
issue in many of the widely publicized corporate debacles.
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The scope of information the insurer is relying upon is
outlined in the definition of “application” in your policy;
you should carefully review that definition and, when pos-
sible, narrow the scope to written information submitted
to the insurer with the application.

Fortunately, non-rescindable coverage for non-indemnifi-
able (Side A) loss is widely available today. At a minimum,
you should negotiate expressly non-rescindable coverage
for those claims where the company cannot financially or is
legally prohibited from granting indemnification.

The issue today concerns the degree to which corporate
reimbursement Side B coverage and Side C entity coverage
remains subject to rescission. Many markets will provide
full severability as to Side B coverage, such that corpo-
rate reimbursement of innocent parties is protected from
rescission. In other words, even where the insurer can
void coverage as to certain individual Ds and Os, coverage
remains to the extent the company continues to advance
defense costs or otherwise provide indemnification to
other innocent Ds and Os.

ACC Extras on... D&O0 Coverage

ACC’s 2007 Annual Meeting

Here is your opportunity to issue spot challenges and
identify new insurance product offerings and trends with your
peers. Register for ACC’s 2007 Annual Meeting, October 29-31
in Chicago, and attend session 712: D&0 Insurance for Financial
Services Lawyers. You will be able to benchmark the most impor-
tant elements to look for and negotiate in D&O insurance for a
financial services firm. Register today at http;//am.acc.com.

ACC Docket

Your Company’s D&O Policy: Wil the Insured v. Insured Exclusion
Surprise You?(2006). Think you know your company’s D&0
insurance coverage? Think again. Exclusions regularly con-
tained in D&O policies may negate coverage that you and
your entire team depend on. Find out which parties qualify
as “insured” before you get caughtin a loophole that may
cost big bucks. www.acc.com/resource/v7525

Blowing Whistles and Climbing Ladders: The Hidden Insurance
Issues (2005). It's a Sarbanes-0xley nightmare. An unhappy
employee claims that she knows about certain accounting
irregularities and is being persecuted for her whistle-blow-
ing, and then posts her allegations online. Your CFO phones

While most insurers impute the knowledge of certain
senior executives to the company for purposes of Side C
coverage, a minority of insurers will occasionally agree
to a form of pure severability that does not impute the
knowledge of any individual or corporate insured to any
other individual or corporate insured.

Against a backdrop of numerous pro-insured court
rulings on severability and rescission, some insurers have
recently offered fully non-rescindable ABC coverage pur-
porting to eliminate the rescission risk entirely from your
D&O coverage. Don't be fooled by broad terminology. All
endorsements purporting to provide non-rescindable cover-
age should be closely scrutinized. Pay particular attention to
any new endorsement wording permitting a denial of cover-
age for misrepresentations in the application process that
would have otherwise given rise to potential rescission.

5. “Follow-form” Excess Coverage
Most underwriting negotiations focus on terms, condi-
tions, and exclusions in the primary policy. Don’t forget to

asking about insurance coverage for being named person-
ally in the suit—and you're going to be named, too. Does
your coverage go far enough? www.acc.com/resource/v5716
State of the D&O Insurance Market (2003). What you need to
know to navigate the turbulent marketplace for director
and officer protection. www.acc.com/resource/v877

Program Materials

. 201: ialized Policies for jalized Problems (2005).
Lawsuits filed against corporations and their present and
former directors and officers for purported misconduct have
been on the rise in recent years. With claims alleging civil
and criminal violations, breach of fiduciary duty, or internal
business misconduct against the company or individual,
how does an organization maximize insurance coverage for
attorneys’ fees and liabilities? www.acc.com/resource/v6867

ACC Alliance

ACC Alliance Partner Chubb offers comprehensive liability
coverage, specifically designed for in-house counsel by an
ACC member. For more information, contact Laurie Sablak at
sablakl@chubb.com or 860.408.2397.
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review coverage under your excess policies as well. It is a
common misconception that excess policies follow-form to
all of the terms negotiated in the primary policy.

While excess polices do typically follow many if not most
terms and conditions contained in the primary policy form,
they follow the terms of the primary policy “except as oth-
erwise provided,” and some excess forms today do contain
significant limitations on key provisions. For example, some
excess polices include reliance endorsements that substitute
representations and severability wording from that of the
primary insurer. In that case, the excess insurer may have a
greater ability to rescind coverage than your primary insurer.

Other excess policies include a provision stating that
the insurer will not recognize payment by the insured in
negotiated settlements with underlying insurers. As can
be the case in negotiating large class action settlements, if
the insured negotiates a buy-out of the primary policy at
less than full limits, in the absence of negotiated word-
ing to the contrary, the excess insurer may argue that the
underlying policy has not been exhausted for purposes of
excess attachment.

Many excess polices also include different prior and
pending litigation exclusions and different claim-reporting
provisions. The key here is to include your excess policies
in the renewal negotiation process and be sure they dove-
tail with your primary placement.

ered an asset of the estate in the event of bankruptcy, and

the limits of liability are not eroded by company claims.
Side A DIC policies may also be crafted to drop down

and fund an individual’s defense where the company

wrongfully refuses to advance defense costs otherwise

subject to the corporate retention. Because legally indem-

nifiable claims are often subject to a large corporate re-

tention where a company wrongfully denies advancement

and indemnification to an individual insured, the drop

down feature of Side A DIC coverage can prove invalu-

able. Although not exhaustive and subject to the actual

negotiated terms, below are examples of the broader

features and benefits provided as part of many Side A

DIC policies:

* No “presumptive indemnification;”

e Specifically nonrescindable;

o Full severability of the application and conduct exclusions;

* Policy drops down as primary in the event of insolven-
cy of the underlying carrier;

e Less restrictive fraud exclusion;

* No pollution or ERISA exclusion;

e Less restrictive I v. I exclusion;

e Covers Ds and Os where company refuses to indem-
nify; and

e Covers where primary policy has been deemed an asset
of the debtor’s estate in bankruptcy.

Lawyers think in terms of lawsuits. \When you receive a copy of a
complaint, you intuitively know that it should be reported to
the company’s applicable insurers.

6. Side A Difference-in-Conditions (DIC) Excess
Insurance

Many companies today purchase Side A-only excess
DIC coverage in addition to and on top of a tower of tradi-
tional insurance. Side A DIC coverage operates much like
an umbrella policy, providing broader coverage terms and
conditions than that afforded by the Side A insuring clause
of traditional ABC coverage.

Specifically, Side A DIC policies may drop down and
fill gaps in coverage for non-indemnifiable claims that are
excluded by the traditional coverage. Side A DIC poli-
cies, for example, often do not include ERISA or pollution
exclusions, and may have more favorably worded conduct
and I v. I exclusions. Since the company is not insured
under Side A coverage, such policies should not be consid-

Side A DIC policy forms vary greatly from one insurer
to the next, and the market for Side A DIC coverage is ex-
tremely competitive. Some forms include dedicated limits
for independent directors. Other forms eliminate most,
if not all, of the exclusions. You should work closely with
your risk management team and broker to evaluate all of
the available options.

7. Claim Definition and Claim Reporting

Lawyers think in terms of lawsuits. When you receive
a copy of a complaint, you intuitively know that it
should be reported to the company’s applicable insur-
ers. But, what about a “frivolous” demand letter from
plaintiff’s counsel? Or a letter from shareholder activists
demanding changes to your company’s corporate gov-
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Just think of the many ways a
claim reporting deadline
can be missed. An officer may
decide to ignore a client’s
demand letter, or try to work it out
on his own.

ernance? Do they too require prompt reporting to your
D&O insurers?

The “claim” definition in most D&O policies extends
well beyond formal complaints. So what happens when
“claims” are not brought to the attention of corporate risk
management or to the legal department until service of a
formal complaint? In many jurisdictions, the insurer need
not prove prejudice to establish a valid late notice defense.
Written demands from shareholders or other parties may
constitute a claim triggering a claim-reporting obligation,
and the failure to timely notify the insurers of an initial
written demand may jeopardize coverage for subsequently
notified lawsuits.

Some policies require notice as soon as practicable
after the claim is made against any insured. Just think of
the many ways a claim reporting deadline can be missed.
An officer may decide to ignore a client’s demand letter,
or try to work it out on his own. Or, a demand letter from
plaintiff’s counsel may sit in the in-box of in-house counsel
under a stack of other urgent legal matters.

Many insurers will modify the notice condition to
require notice only after the parent company’s GC or risk
manager first learns of the claim, thereby mitigating the
concern that a claim, non-lawsuit or otherwise, may sit in
some remote part of the company unbeknownst to your
risk management team. Other insurers will narrow the
notice condition, but include an absolute cut-off of 60-90
days after the policy period in which to report claims. In
such cases, it is imperative that the insureds establish a
claim reporting procedure so that all “claims” under the
policy are brought to the attention of risk management
sufficiently in advance of the reporting deadline.

The scope of your “claim” definition can also be
outcome determinative in terms of your ability to recoup
costs incurred in investigating or defending against the
claim. Most insurers will not cover costs incurred prior

to the time an action, suit, or demand constitutes an ac-
tual “claim” as defined by the policy even if it ultimately
benefits the defense of a covered claim.

Some policies, but not all, provide coverage for investi-
gative costs incurred by a special committee in investigat-
ing shareholder derivative demands. Some policies may
also extend defense cost coverage to certain regulatory
and criminal investigations; however, many policies do
not cover informal SEC investigations or costs incurred
solely as a non-party witness. It is crucial to understand
the scope of your “claim” definition and limitations of any
claim-reporting condition.

8. Coverage for “Securities Claims”

Most public companies today purchase separate Side C
entity coverage for securities claims or AB coverage only
with predetermined allocation wording. The latter form of
coverage does not afford any coverage for securities claims
made solely against the company, but treats defense costs
and other loss jointly incurred by the company and Ds and
Os as covered loss.

Predetermined allocation

Even if your company is in the minority that does not
purchase entity coverage, you will want to carefully con-
sider how any predetermined allocation wording may be
affected by the securities claim definition. Does coverage
for “securities claims,” and any predetermined allocation
of the defense costs, disappear when individual insureds
are dropped from the claim?

Individual insureds may have broader legal defenses
than the company in many securities claims. In Section 11
claims under the Securities Act, for example, the com-
pany is strictly liable for misrepresentations in its offer-
ing documents, while individual Ds and Os who signed
the documents are only liable if they failed to perform
adequate due diligence. Make certain that the dismissal
of individual Ds and Os will not result in the forfeiture of
defense costs under your insurance.

Coverage for Section 11/12 Damages

You will also want to carefully consider the extent to
which your coverage may or may not apply to securities
claims arising out of public offerings of debt or equity se-
curities. There is a growing debate concerning the extent
to which a D&O policy extends coverage for damages aris-
ing out of initial public offerings of securities, particularly
where such damages may be characterized as disgorge-
ment or restitution of ill-gotten gain.

Your policy’s definition of “securities claim” likely in-
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cludes any alleged violation of the federal securities laws and
may even specifically reference the Securities Act of 1933.
However, a number of recent cases suggest that Section 11
and 12 damages—at least when paid by the issuer—con-
stitute restitution or disgorgement and are uninsurable as a
matter of public policy. Thus, even where your policy defines
“securities claims” to expressly include alleged violations of
securities laws governing initial offerings of securities, your
carrier may take the position that damages paid in a settle-
ment do not qualify as covered “loss” under the D&O policy.

Though your policy definition of “securities claim” may ex-
tend to all alleged violations of the securities laws, the “loss”
definition in many policies expressly excludes from otherwise
covered “loss” any amount deemed “uninsurable” under appli-
cable law. Therefore, to the extent your jurisdiction considers
issuer repayment of Section 11 and 12 damages to be restitu-
tion or disgorgement, there may be no coverage.

D&O policies, the company and non-officer employees are
only afforded coverage for “securities claims” arising out of
the purchase or sale of the insured company’s securities.

Consider scenarios where your company may be sued by
shareholders of another company for allegedly participating
in a scheme to defraud or otherwise aiding and abetting a
fraud on that company’s shareholders. Enron and World-
Com shareholders, for example, also sued numerous invest-
ment banks as alleged scheme participants in the securities
fraud. But, the issue of secondary securities liability may
also be implicated in the context of ordinary vendor and
sales agreements where your sales personnel enter into
side agreements allowing business partners to improperly
recognize revenue and cook their books.

The viability of 10b-5(a) or (c) theories of scheme li-
ability is currently under review before the United States
Supreme Court in Stoneridge Investment Partners, LLS

Though your policy definition of “securities claim™ may extend to
all alleged violations of the securities laws, the “loss™ definition in many
policies expressly excludes from otherwise covered “loss” any
amount deemed “uninsurable” under applicable law.

Individual Ds and Os of course do not directly receive
the proceeds of initial offerings. To the extent such indi-
viduals are making a settlement payment in the Section
11 or 12 context, there is a strong argument that such
payment is not disgorgement or restitution and is therefore
covered “loss” under your D&O policy.

In response to the recent court rulings, a number of
insurers now offer contract wording affirmatively stating
that the insurer will not assert that the portion of any settle-
ment arising out of initial offerings of securities constitutes
uninsurable loss, and expressly voiding certain exclusions
in the context of IPOs or other initial offerings of corporate
securities. If your company recently conducted a public
offering of debt or equity securities, or plans to do so, you
should include this issue in your coverage review and obtain
clarification from your insurers where possible.

Secondary Liability Coverage

Whether your company purchases entity coverage or
maintains predetermined allocation wording for “securities
claims,” you should also confirm that the securities claim defi-
nition in your policy extends to secondary theories of liability
such as 10b-5(a) or (c) theories of scheme liability, or SEC and
state law exposure to claims of aiding and abetting. In many

v. Scientific-Atlanta, Inc. Whether your company will
ultimately be held liable to the shareholders of another
company for such a claim, or under SEC or state law theo-
ries of aiding and abetting, to the extent your company
purchases entity coverage for “securities claims,” you may
wish to negotiate modifications to the definition to include
all alleged violations of the federal or state securities laws
including secondary theories of liability.

9. Employed Lawyers Insurance Coverage

Do you, as in-house counsel, need insurance coverage?
Insurance professionals are asked this question several
times in any given year. In-house attorneys were closely
scrutinized in the Enron bankruptcy examination, and a few
were also named defendants in the civil securities litigation.
Numerous GCs have been implicated in the ongoing options
backdating saga, with several under criminal investigation
or indictment. The publicity afforded the in-house counsel’s
role as a gatekeeper, positioned to detect and possibly pre-
vent corporate fraud, has certainly heightened the general
awareness of in-house counsel liability exposures. Fortu-
nately, corporate employers have rarely brought direct mal-
practice claims against their in-house counsel. Nevertheless,
in-house counsel liability exposure (particularly as to third

ACC Docket m July/August 2007

Enjoying the Ride on the Track to Success

parties or government regulators) may be on the rise.

A typical D&O policy affords coverage only to duly elected
or appointed Ds and Os. Even if the in-house counsel satisfies
the policy’s definition of director or officer—many GCs serve
as corporate secretary for example—insurers frequently raise
an issue of whether coverage extends to the attorney’s render-
ing of professional services to the company in the capacity as
a non-officer attorney. And, of course, many other in-house
attorneys are frequently not duly appointed officers pursuant
to articles of incorporation and governing bylaws.

For companies that purchase Side C coverage or pre-
determined allocation for securities claims, all employees,
including in-house counsel, should have coverage. Never-
theless, D&O policies are not typically crafted to address
all in-house counsel liability exposures.

Some additional coverage may be extended by endorse-
ment to the D&O policy, but you should make certain
that any such employed lawyers extension to the D&O
policy is in addition to, and does not take away, coverage
that otherwise exists for all employees. Separate employed
lawyers coverage may be purchased, with additional terms
and conditions subject to negotiation. An April 2005 ACC

Docket article covers this topic in greater detail. See the
“ACC Extras on. .. D&O Coverage” on pg. 96 for details.

10. Global D&O0 Requirements

Our final issue concerns the fairly recent discussion
in the D&O underwriting community of global D&O
indemnification and insurance and the need for locally
admitted policies in certain foreign jurisdictions. Your
company’s D&O policy likely applies to claims asserted
worldwide. However, certain countries maintain com-
pulsory insurance requirements that could theoretically
preclude your insurer from making payment to insureds
located in foreign jurisdictions.

If your company has Ds and Os with significant liability
exposure overseas, consider whether any D&O coverage
must be procured locally. While the authors are unaware
of any major D&O claims to date where the lack of a local
policy precluded coverage under a traditional, US-pur-
chased program, the issue has recently received greater
attention as a matter of general corporate compliance. &%

Have a comment on this article? Email editorinchief@acc.com.

Negotiating Policies Benefits Your Company

Keep in mind that D&O policies, both primary and excess,
are not off-the-shelf, and many terms can and should be
negotiated.

* Startthe renewal process early, leaving time for your
broker to negotiate with several carriers. Last minute
requests for coverage enhancements are more likely to
be denied.

. ider the benefit of in-h counsel and/or outside
legal review. To the extent your Ds and Os require outside
legal review, allow sufficient time in advance of the renewal
for outside counsel to thoroughly review the policies, priori-
tize areas of potential improvement to coverage, and review
the findings with your risk management team.

* Assess your specific risk exposures. Don't fall into the
trap of making ptions about your pany and its
industry in light of historical exposures. Rather, each year
include a review of your company’s current and poten-
tial risks in your D&O renewal strategy discussions. For
starters, review the risk discl es and the
discussion and analysis portion of recent public filings.
Outside analyst reports and/or rating agency evaluations
can also help you frame your D&0 renewal strategy.

« Make sure your D&O broker is providing top-notch ser-
vices. The best brokers sell your risk aggressively into the
market, proactively dictating coverage terms, conditions,
and pricing to the market, rather than allowing such terms to
be dictated by your insurers and then reacting to their terms.
Include all key parties throughout the renewal process.
In many panies, the risk department

has primary responsibility for D&0 coverage negotiation
and placement, but a number of other constituents play a
significant role in the process. Some companies include
board review of the D&0 coverage, by committee or in a
formal presentation to the board. The CFO or procurement
department may have ultimate responsibility for the insur-
ance purchase. The GC or in-house legal department may
or may not play a role in upfront negotiation of coverage
terms and conditions, but will invariably be required to un-
derstand them in the context of future claims. All of these
parties have an inherent interest in understanding the
scope of the D&O protection but are frequently engaged
very late in the renewal process. Engaging key parties
early in the process helps manage expectations both for
policy renewal and when the claim arrives.

AcCDocket BB July/August2007
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Program Description

Ten Issuesto Consider When Negotiating D& O Coverage

r= The ABC's of Insuring Clauses

Session 712; D& O Insurancefor Financial

Services Lawyers

24" Personal Conduct/Fraud/Profit Exclusion

The highly regulated nature of financial services firms poses unique legal issues for the

in-house lawyer charged with ensuring the adequacy of directors and officers insurance.

Hereis your opportunity to issue spot challenges and identify new insurance product Bh Severability/Rescission Protection

offerings and trends with your peers. Benchmark the most important elements to look
for and negotiate in D& O insurance for afinancial servicesfirm.

e Insured vs. Insured (“1 v. 1) Exclusion

#<h “Follow-form” Excess Coverage

z<h Side A Difference-in-Conditions (“DIC”") Excess Coverage

Program Outline &ah Claim Definition & Claim Reporting
I.  Current D&O Liability Landscape “eh Coverage for “ Securities Claims’
a Us 1w Employed Lawyers Insurance Coverage
b. International _
II. Negotiating D& O Coverage — Ten | ssues to Consider ¢z Global D& O Requirements
ACC’s 2007 Annual Meeting 1 ACC’s 2007 Annual Meeting 2
October 29-31, Hyatt Regency Chicago October 29-31, Hyatt Regency Chicago
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1. The ABC’sof Insuring Clauses

>

ACC’s 2007 Annual Meeting

Understand advancement and indemnification obligations to Ds and Os
- D&O insuring agreements vary depending upon

whether the company is permitted or required

to provide indemnification

Side A, B, and C Insurance

+ Side A/Clause 1 coverage for non-indemnifiable claims
«  Side B/Clause 2 corporate reimbursement coverage

«  Side C/Clause 3 entity coverage for securities claims

“Presumptive Indemnification” and other provisions

- Side B retention may apply regardless of whether the company actually
grantsindemnification to the individual insured

October 29-31, Hyatt Regency Chicago

Pﬁa‘gwx iation of
Corporate Counsel

Enjoying the Ride on the Track to Success

Sample Policy Wording:

> Coverage A: ThisPolicy shall pay the Loss of any Insured Person arising
from a Claim made against such Insured Person for any Wrongful Act of
such Insured Person, except when and to the extent that an Organization has
indemnified such Insured Person.

> CoverageB: Thispolicy shall pay the Loss of an Organization arising from a
Claim made against an Insured Person, but only to the extent that such
Organization has indemnified such insured person.

> Coverage C: Thispolicy shall pay the Loss of any Organization arising from
a Securities Claim made against such Organization for any Wrongful Act of
such Organization.

ACC’s 2007 Annual Meeting

October 29-31, Hyatt Regency Chicago
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Policy Wording Hypo One: Policy Wording Hypo Two:

> Coverage B: The Insurer shall pay on behalf of the Company Loss which
the Company is required or permitted to pay as indemnification to any of
the Insured Persons resulting from a Claim first made against the Insured
Persons during the Policy Period for a Wrongful Act.

» Coverage B: Thispolicy shall pay the Loss of an Organization arising from a
Claim made against an Insured Person, but only to the extent that such
Organization has indemnified such insured person.

> Thefailure to formally authorize indemnification and advancement may
preclude corporate reimbursement under the policy. See generally Westcott
Holdings, Inc. v. Monitor Liability Managers, Inc., 2005 WL 2206196 (S.D. . : : : P
S - . ; indemnity under the applicable bylaws or indemnification agreements.
Tex. Sept. 12, 2005)_(d|sm|ssmg cqrporate_ re mbursement_ claim against an See genealal ly Ameriv?ggd I ndusxr>i, esint’l Corp. v. AmericaariJ Casualty Co.,
insurer in part_for failure to plead indemnification as required by the policy); 840 F. Supp. 1143 (W.D. Mich. 1993)(noting [under similar wording] that
ilgg%rd Macmllan, Inc. v. Federal Ins. Co., 741 F. Supp. 1079 (SD. N.Y. the failure to formally indemnify the directors and officersinvolved in the
)- underlying suits did not prevent arecovery under the policy where the
company could otherwise establish that it was required by law to provide
the indemnification).

> This policy wording does not require an actual grant of indemnification,
though the company may have to establish individua entitlement to

ACC’s 2007 Annual Meeting ACC’s 2007 Annual Meeting
October 29-31, Hyatt Regency Chicago October 29-31, Hyatt Regency Chicago
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2. Personal Conduct/Fraud/Profit Exclusion

3. Insured vs. Insured (“1 v. 1) Exclusion
>  Implicated in nearly every D& O claim

> All conduct exclusions contain a“trigger” by which the insurer may » Original intent — to exclude collusive or “friendly” lawsuits
successfully deny coverage:
- Final Adjudication >  Redlity — can exclude any claim brought by, on behalf of, or with the
+  “InFact” assistance of any insured
+  “InFact asEvidenced by...” . Shareholder claims brought with assistance of corporate whistleblower
>  Relevant Cases: insured S _ _
. Great American Ins. Co. v. Gross, 2005 WL 1048752 (E.D. Va. May 3, ) gg";g?a?;,‘;“ght with assistance of aformer director or officer (parent or

2005) (granting a preliminary injunction requiring the insurer to advance
defense costs notwithstanding criminal guilty plea by the individual
insured)

- Bergonz v. Rite Aid Corp., 2003 WL 22407303 (Del. Ch. Oct. 20, 2003)
(requiring corporate advancement of legal fees per the bylaws
notwithstanding CFO’ s guilty plea under oath to deliberate falsification
of company financial statements)

. Mergers & Acquisitions
. Bankruptcy/Claims by or on behalf of the Debtor

ACC’s 2007 Annual Meeting ACC’s 2007 Annual Meeting
October 29-31, Hyatt Regency Chicago October 29-31, Hyatt Regency Chicago
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Insured vs. Insured (“1 v.1”) Exclusion

> Thelnsured vs. Insured Exclusion in its basic form under most policies aready 4. Severabil ity/ReSCiSSion Protection
has a number of exceptions as follows:
+ Derivative Claims; > D& O insurance contracts have aways been subject to rescission (policy voided -
+ Anemployment Claim by an Insured Person; asif it were never put in place) in the event insurers could successfully argue that
A Claim brought for contribution or indemnity by an Insured Person; they were misled in the process of applying for coverage
« A Claim brought by an Insured Person who has not served the Company
for at least four years. >  Therisk of rescission can be mitigated in the following ways:
. . _ « Inclusion of broad severability language in policies— full severability, full
> Additional coverage carve-backs/exceptions: severability for non-indemnifiable claims only, limited severability, no
- Claims brought against Insured Persons by a bankruptcy trustee, receiver, severability
liquidator, conservator, rehabilitator or similar official; . Narrow the definition of “ Application”
: Cla!ms brought outside _Of the U S . . . Inclusion of “non-rescindable” language in policies making the contracts
+ Claims brought by or with the assistance of whistleblowers (as defined by specifically non-rescindable in all or certain circumstances
the Sarbanes-Oxley Act).
> A few carrierswill further narrow the exclusion to apply only to claims
brought by or on behalf of the insured organization
ACC’s 2007 Annual Meeting 9 ACC’s 2007 Annual Meeting 10
October 29-31, Hyatt Regency Chicago October 29-31, Hyatt Regency Chicago
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5. “Follow-form” Excess Coverage

> Excess policies typicaly follow-form to the primary policy “except as
otherwise provided”

. Reliance endorsements —excess insurer may have greater ability to
rescind than primary

. Payment by the insured in negotiated settlements with underlying
insurers not recognized

. Prior and pending litigation exclusions and/or claim reporting
provisions differ

> Include excess policiesin renewal negotiations

ACC’s 2007 Annual Meeting
October 29-31, Hyatt Regency Chicago

11
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“Follow-form” Excess Coverage

> Relevant Cases:

. In re Healthsouth Corp. Ins. Litig., 308 F. Supp. 2d 1253 (N.D. Ala.
2004) (denying excess carriers argument that they did not follow full

severability wording in primary policy because of silence and

incorporation of different application information into the “follow-

form” excess policies)

. In re Worldcom Inc. Sec. Litig., 2004 WL 2955237 (S.D. N.Y. Dec.
22, 2004) (despite payment by primary insurer, excess insurers sought

complete rescission)

. Allmerica Financial Corp. v. Certain Underwriters at LIoyd's, London,
2007 WL 2215589 (Mass. Aug. 6, 2007) (noting that an excess carrier
is not bound by the coverage interpretation of the primary carrier it

follows)

ACC’s 2007 Annual Meeting
October 29-31, Hyatt Regency Chicago

12
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6. Side A Difference-in-Conditions (“ DIC") Excess Coverage

> Broader terms and conditions than traditional Side A insuring clause
«No “presumptive indemnification”
« Specifically “non-rescindable’
« Full severahility of application and conduct exclusion(s)
- Policy drops down as primary in the event of insolvency of the underlying
carrier
- Lessrestrictive fraud exclusion
« No pollution or ERISA exclusion
+ Lessrestrictivel v. | exclusion
« Covers Ds and Os where company refuses to indemnify
« Coverswhere primary policy has been deemed an asset of the debtor’ s estatein
bankruptcy
> Policiesvary greatly. Some include separate limit for Individual Directors. Others
eliminate all exclusions.

ACC’s 2007 Annual Meeting
October 29-31, Hyatt Regency Chicago
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Side A Excess Difference-in-Conditions (DI C) Coverage
(aka“Broad Form” Coverage)

Coverage can be purchased for all directors and officers, independent directors only, or
for specific individuals only.

Broad Form Non-Indemnified
SideADIC

$10mm xs $45mm

$15mm xs $30mm

$15mm xs $15mm

Traditional D& O Policy

] » $15mm
(A) Non-Indemnifiable (B) Indemnifiable (C) Entity Securities
Zero Retention Retention: $1mm
ACC’s 2007 Annual Meeting 14

October 29-31, Hyatt Regency Chicago
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7. Claim Definition & Claim Reporting
Claim Definition:

> “Claim” definition often extends beyond formal Complaints:
. A written demand for monetary, non-monetary, injunctive or other
relief;
. A civil or arbitration proceeding;
. A criminal proceeding commenced by the return of an indictment; or
. A formal administrative or regulatory proceeding
. Investigative Costs? Formal vs. Informal Investigations?
> Relevant Cases:

. National Stock Exchange v. Federal Insurance Company, 2007 WL
1030293 (N.D. IIl. Mar. 30, 2007) (granting coverage for formal SEC
order of investigation)

ACC’s 2007 Annual Meeting
October 29-31, Hyatt Regency Chicago
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Claim Definition & Claim Reporting

Claim Reporting:

>

ACC’s 2007 Annual Meeting

Failure to timely notify insurers of written demand may jeopardize coverage
in subsequent lawsuits

Modify notice condition to require notice after GC or Risk Manager first
learns of “claim”

Most insurers will not cover costs incurred prior to the “claim”
Relevant Case:

Federal Ins. Co. v. CompUSA, Inc., 319 F.3d 746 (5% Cir. 2003)
(finding an 11 month delay in providing formal notification — after jury
verdict —was not “as soon as practicable”’ as a matter of law)

Note:

« Underwriting notice isinsufficient
- Carrier isnot required to prove prejudice in many jurisdictions

16

October 29-31, Hyatt Regency Chicago
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8. Coveragefor “ Securities Claims’ Coveragefor “Securities Claims’
> Section 11 & 12 damages under the Securities Act of 1933 > Secondary Theories of Liability
« 811 - issuer company strictly liable for misrepresentationsin the offering - Viability of §10(b)-5(a) or (c) theories of scheme liability
documents and purchasers may recover the difference between the amount o Soneridge Investment Partners, LLC v. Scientific-Atlanta, Inc. and
paid for the security and the “true” value of the security Motorola, Inc., 443 F.3d 987 (8 Cir. 2006), cert. granted, 2007 WL
- 8§12 - imposes strict liability on the seller and entitles purchasers to arefund 879583 (U.S. Mar. 26, 2007)
of the purchase price + SEC and state law exposure to claims of aiding and abetting
- Relevant Cases: o Serling Trust Co. v. Adderley, 168 S.W.3d 835 (Tex. 2005) (holding that
o CNL Hotels & Resorts v. Houston Casualty Insurance Co., 2007 WL an alleged aider isliable under the Texas Securities Act if it rendered
788361 (M.D. Fla, Mar. 14, 2007) assistance “‘in the face of a perceived risk’ that the assistance would
o Level 3 Communication, Inc. v. Federal Insurance Co., 272 F.3d 908 (7th facilitate untruthful or illegal activity by the primary violatior”)
Cir. 2001)

o Conseco, Inc. v. National Union Fire Insurance Company of Pittsburgh,
PA, et al., 2002 WL 31961447 (Ind. Cir. Ct. Dec. 31, 2002)

ACC’s 2007 Annual Meeting 17 ACC’s 2007 Annual Meeting
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9. Employed L awyers | nsurance Coverage 10. Global D& O Indemnification and Insurance
» D&O palicy likely applies to claims asserted worldwide, however:
> In-house counsel liability exposure may be on therise - Some countries maintain compulsory insurance requirements, which could
. Corporate fraud “ gatekeeper” pre_cl qde_ insurer from making payments to insureds located in foreign
Options backdating scandal jurisdictions
. Rendering of professional services to the company + Need for locally admitted policiesin certain foreign jurisdictions
o Brazil
> Side C coverage or pre-determined allocation for securities claims may o Japan
provide applicable coverage to employees o India
o Romania

> Some policies expressly include the General Counsel in the definitions

> Consider whether D& O coverage must be procured locally for Ds and Os with

> Additional coverage may be extended by endorsement to D& O policy significant liability exposure overseas

or in separate Employed Lawyers coverage

ACC’s 2007 Annual Meeting 19 ACC’s 2007 Annual Meeting
October 29-31, Hyatt Regency Chicago October 29-31, Hyatt Regency Chicago
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