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While director and officer (“D&Q”) liability insurance is important for any company, the
importance of D&O insurance increases exponentially for both public and private companies
(the “Corporation”) when the Corporation is insolvent or involved in a financial restructuring.
When a Corporation is economically viable, a directors and officers liability insurance policy
(hereinafter, a “D&O Policy”) is generally used to advance defense costs, indemnify judgments,
and pay for settlements (collectively, the “Losses”) with respect to claims against the directors
and officers after the policy’s self-insured retention (which works like a deductible) (hereinafter,
the “Retention”) is satisfied. However, when a Corporation files for bankruptcy, the D&O
policy becomes one of the few protections a director or officer has against lawsuits and claims
targeting his or her personal assets. Many of these lawsuits and claims stem from alleged
violations of the 1934 Securities and Exchange Act (the “Securities Claims”) or the Employee
Retirement Income Security Act of 1974 (“ERISA”)n bankruptcy, D&O Policies need to be

as comprehensive as possible to protect the Corporation’s directors and officers in the event
claims are asserted against them.

This article identifies the issues that Corporations should analyze when developing their D&O
insurance program and focuses primarily on those issues arising in corporate reorganization and
bankruptcy settings. Moreover, the article discusses the difficult determination of how much
coverage a Corporation should procure under its D&O Policy, as well as how to choose an
insurance carrier (the “D&O Insurance Carrier”). It should be noted that some of the coverage
discussed in this article may not be available under a Corporation’s D&O Policy because its
D&O Insurance Carrier does not offer such options. If this is the case, the Corporation should
try to negotiate a solution with the D&O Insurance Carrier to provide as much certainty as
possible to management and the board of directors with respect to the availability of coverage.
A good insurance broker may be able to assist in finding alternative primary carriers or
alternative coverage solutions that will better satisfy a Corporation’s feeds.

Side A Coverage/Non-rescindable Side A Endorsements

There are generally two basic insuring clauses in the insuring agreement of any D&O Policy (the
“Insuring Agreement”): Insuring Agreement A (“Side A”) and Insuring Agreement B (Side B”).
The Corporation itself is not insured under the Side A coverage provisions of the typical D&O
Policy. Rather, Side A coverage is for non-indemnifiable Loss that occurs when a Corporation is
unable to advance costs or pay expenses on behalf of its directors and officers. On the other
hand, Side B coverage in D&O Policies provides for (i) reimbursement to Corporations for
defense costs paid in excess of the Retention or (ii) reimbursement for Loss in connection with
Securities Claims made directly against the Corporation.
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Corporations organized in Delaware are generaliyaized under their charters or bylaws to
advance defense costs or indemnify their direaodsofficers for lawsuits commenced against
them, or which have been settled. However, ifGbeporation is in bankruptcy, it may be
unable to advance or indemnify Losses associatddtiese settlements, either because it
cannot afford to do so or because it cannot, asinegjunder title 11 of the United States Code
(the “Bankruptcy Code”), get approval from key dients and ultimately the bankruptcy
court to make such payments. Side A coverageriepkarly important in these situations,
especially because a Corporation’s chapter 11gfisroften a catalyst for litigation against the
Corporation’s directors and officers. For examplareholder derivative actions, by which a
shareholder or group of shareholders of a corpai@léor brings an action against the directors
or officers of the debtor for a breach of fiduciaty, are common when a Corporation is in
bankruptcy. Another example is when a chapteilihyfis caused by reports of accounting
irregularities in the Corporation’s financial staents. In such cases, it is typical for a se@siti
class action lawsuit to be filed against the Caaion and its directors and officers, either before
or after the Corporation files its chapter 11 penit The litigants in the securities class action
suit typically claim that they, as shareholder8edeon publicly filed financial statements that
were fraudulently maintained by the Corporatioritectors and officers. In such a lawsuit, the
insurance carrier will generally be required unither Side A provisions of the Corporation’s
D&O policy (subject to its other terms and condiBand limitations), to pay the director’s or
officer’s defense costs and directly fund litigatiettlements without the need to satisfy the
specified Retention in the D&O Policy that mustdaed by the Corporation before the D&O
Policy is authorized to respond to Losses.

A major issue that can arise with respect to a @@atpn in chapter 11 is an attempt by the

D&O Insurance Carrier to void or rescind the D&Jdi&pbased on grounds of fraud. This can
occur in situations where the D&O Insurance Cameguired the Corporation to attach its
financial statements to its application when stfmpplied for the D&O Policy. If the financial
statements were subsequently found to be matermatigtated then the D&O Insurance Carrier
may be able to seek rescission of the D&O Poligeldaon these misstatements. Because of the
Bankruptcy Code’s prohibition against a debtor aduag any funds to directors or officers for
defending lawsuits based upon pre-petition condhetdirectors and officers might have no
other choice but to fund their own defense or défauheir litigation. This could expose the
directors and officers to potentially great mongtasnsequences. This scenario may be avoided
by the Corporation’s purchase (for an additionahpium) of something known as a non-
rescindable Side A endorsement (the “Non-Rescimd8lile A Endorsement”). Under the Non-
Rescindable Side A Endorsement, coverage under ASadmnot be rescinded and will generally
require a D&O Insurance Carrier to start advandefgnses costs to the directors and officers
immediately, even in situations where the D&O laswoe Carrier may have depended on the
alleged fraudulent financial statements of the Gaapon in issuing the Policy.

Full Severability of the Application for Coverage

Full severability (“Full Severability”) is a provin in the D&O Policy designed to protect
innocent directors and officers in the event th@oaporation’s financial statements are found to
be fraudulently misstated. With a Full Severapititovision, even if the person signing the
D&O Policy is aware of a potential misstatementhia application for coverage (e.g., a material
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problem with the Company’s financial statementss knowledge should not affect coverage
for directors and officers who were unaware thaéptally fraudulent financial statements were
issued. For example, if the D&O Policy contairfalaseverability provision, then even if a
CEO who signed a D&O Policy was aware of the fraediuacts by the CFO in misstating the
Corporation’s financial statements, the innocergators and officers covered under the D&O
Policy should still receive coverage. More speaify, one type of Full Severability provision
requires that the D&O Insurance Carrier, in ordereiscind coverage in its entirety, must prove
actual knowledge of the fraudulent acts as to ewatiyidual covered under the D&O Policy.
Along with a Side A Endorsement, a Full Severapiiuse is necessary to mitigate any
potential threat of rescission of a D&O Policy.

Priority of Payments Provisions

A “priority of payments” clause (“Priority of Paymts”) is a relatively new provision in D&O
Policies that came into existence as a resulteofithive of bankruptcy filings in 2000 and 2001.
The Priority of Payments provision of a D&O Poligates a clear path that allows for the
contemporaneous payment of defense costs for diseahd officers. An example of a general
priority of payments provision is as follows:

In the event of Loss arising from a covered Claamvihich payment is due under the
provisions of this policy, then the Insurer shalkil events:

(a) first, payLossfor which coverage is provided under Coverage #af policy;

(b) then only after payment &fosshas been made pursuant Coverage A, with respect to
whatever remaining amount of themnit of Liability is available after such payment, the
Insurer shall pay such othkeossfor which coverage is provided under Coverage B of
this policy.

Under the above clause, payments under the D&Q@ysIlSide A provision to the
Corporation’s directors and officers are paid fibgfore payments are made under the D&O
Policy to any other covered entity. Moreover, ungi@vailing case law, a Priority of Payments
clause provides directors or officers a contractigdit to access the D&O Policy for the
payment of defense costs, expenses, judgmentse#tteirents regardless of whether the D&O
Policy’s proceeds are found to be property of thletdr Corporation’s estate. The priority of
payments provision has been enforced by courtsdrthe country since the decision of the
Bankruptcy Court for the Southern District of Newr¥ inInre Enron.® Including a Priority of
Payments provision in a D&O Policy is helpful iratht limits the uncertainty of whether a
D&O Policy will be immediately available to fundaldefense costs of directors and officers
who are embroiled in litigation when a companydifer bankruptcy.

Presumptive Indemnification Clauses/Advancement dDefense Cost Provisions

Most D&O Policies include a “presumptive indemréfiion” clause (“Presumptive
Indemnification”), which states that indemnificatiof a director or officer’'s defense costs is
presumed under most circumstances. A D&O Poliopkhalways include a caveat that
bankruptcy or “financial impairment” is an exceptito the Presumptive Indemnification clause,
and that satisfaction of the D&O Policy’s self-insd retention will thus not be required. This
will ensure that directors and officers will stiiceive coverage and reimbursement for their
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Losses even in the event of a chapter 11 filing. additional safeguard that is sometimes added
to a D&O Policy is a clause that states that uglorgffor bankruptcy, the Corporation will
automatically advance defense costs to the direetod officers in those circumstances.

Change of Control Provisions/Tail Coverage

Most D&O Policies contain a provision that detavisat constitutes a “change-in-control”
(“Change-in-Control”) and what happens to covernaigger the D&O policy when a Change-in-
Control occurs.

A Change-in-Control is generally defined by two mt&e (i) a change in management
control where a greater than 50% change of votorgrol at the board of directors level
occurs, or (ii) the sale of all or substantiallytae Corporation’s assets to another party.
A Change-in-Control may occur in a variety of diffat ways in the restructuring setting:

= a pre-packaged bankruptcy or out-of-court restrireguvhere the Corporation is
essentially being turned over to its creditors wihibappoint a new board of directors;

= an asset sale in which one or more parties buyf #ifle operating assets of a chapter 11
debtor; and

= a plan of reorganization that provides for a nearb®f directors upon emergence from
chapter 11.

There are other variations of a Change-in-Conitoaton that may not be as easy to identify.
To prevent triggering the Change-in-Control prawisin a D&O Policy, it is in the
Corporation’s best interest to consult with its D&turance Carrier before committing to any
sale or restructuring transaction.

If the Change-in-Control provision is triggerede t@orporation’s D&O Policy terminates as to
coverage for the claims arising out of wrongfulsaaf the entity that emerges post Change-in-
Control. In such an event, new coverage will nieelole put in place for the reorganized debtor,
its board of directors, and management.

An important provision of any D&O Policy is the ittacoverage of the policy (the “Tail”),

which is the time period following the D&O Policytsrmination when the Corporation is
entitled to report claims to the D&O Insurance @arbased upon conduct occurring prior to the
D&O Policy’s termination. Termination may be tresult of expiration of the D&O Policy, the
triggering of the Change-in-Control provision, oraction by the Corporation that triggers
another termination provision of the D&O Policyn many D&O Policies, the standard is one
year of Tail coverage; meaning that post Chang@antrol or other termination event, the old
board and management will have one year after sueht to report Claims arising from conduct
that occurred prior to the termination date.

There are some unique issues relating to Tail ameer For example, one year of Tail coverage
is not a long period of time to report claims, esgky when many states have a statute of
limitations for breach of fiduciary claims thatlssger than one year. In addition, the
Corporation normally pays for the premium for thel;Twhich may not be possible when the
Corporation is in chapter 11 if the creditors objecthe payment. If the management of a
Corporation is aware that chapter 11 is a near passibility, it should consider making
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payments for the Tail coverage that would allevgime concerns that the subsequent payments
under the Tail coverage may be rejected.

Insured Versus Insured Carve-out for Debtor-relatedClaims Against the Board
and Management

Filing for chapter 11 increases the chances tleaCibrporation itself might actually bring a suit
against its own directors and officers. This sdiguit is differentiated from a shareholder’s
derivative action, which is typically always covenender a D&O Policy. In chapter 11, either
the Corporation is a debtor in possession, which maan that the current management stays in
place, or, less frequently, a chapter 11 truste@pinted to manage the Corporation. Any
claims that the debtor in possession or trusteabamst other entities become property of the
estate and any recoveries on such claims inuteetbenefit of the Corporation’s creditors. As
such, the creditors often pressure the Corporatidming such lawsuits or obtain the right to
bring the lawsuits on the Corporation’s behalf.

However, when a debtor in possession files a lavegainst the Corporation’s directors or
officers for breach of fiduciary duties, an excarsproblem may arise. Most traditional D&O
Policies contain what is known as an “insured versgured” exclusion (the “Insured Versus
Insured Exclusion”). The purpose of this exclus®to prevent a corporation or its officers and
directors from collecting under a D&O Policy fofaavsuit that it or they themselves initiated.
As such, if a D&O Policy contains this exclusiorddahe debtor in possession brings an action
against the Corporation’s directors or officer®, tlirector or officer being sued may not be
entitled to receive advances or indemnificationdefense costs and settlements under the D&O
Policy. This type of provision can render the D&0licy ineffective if such a suit were filed.
Many policies contain a carve-out from the Insuvedsus Insured Exclusion provision for
bankruptcy-related claims, but these carve-outsyaieally concerned with providing coverage
in the event of proceedings filed by a receiveililator, or a chapter 7 trustee. This standard
carve-out is a trap for those unfamiliar with hawapter 11 bankruptcy proceedings work. It is
essential for a Corporation to add language ta#mee-out for the Insured Versus Insured
Exclusion that includes claims brought by a debtgrossession, chapter 11 trustee, creditors,
bondholders, all committees, and other bankrupteystituencies.

Conduct Exclusions Issues

Similar to the need for a Corporation to purchad®a-Rescindable Side A Endorsement in the
event there has been misconduct on the part dinatirectors and officers in causing
potentially fraudulent financial statements to bbmitted with the application for D&O
coverage, is the need for a D&O Policy to be ddafteensure that the exclusion of “fraud and
criminal acts” (the “Fraud and Criminal Acts Exdlus’) in the Corporation’s D&O policy is

not automatically triggered in the event that ananal proceeding or investigation is
commenced against one or more of the Corporatdiréstors or officers, or if there are
allegations of fraud or “criminality” alleged incamplaint.

The D&O Policy should be drafted so that the Frand Criminal Acts Exclusion provision is
triggered only upon a final adjudication of the lpitwted criminal conduct. Therefore, until a
final, non-appealable judgment is entered or, énirainal proceeding when the director or
officer of the Corporation is sentenced, the D&®urance Carrier may not stop providing
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coverage to the directors and officers. This pi#vent a director or officer from having to pay
for his or her own defense.

In addition, the Full Severability Clause discusabdve should provide that the Fraudulent and
Criminal Acts Exclusion provision is severable tsere that a guilty plea or criminal conviction
on the part of some directors and offers will navéran effect on coverage for innocent directors
and officers.

Limits of Liability and Construction of the D&O Tow er
In addition to purchasing a D&O Policy that is litl@@nough to cover all circumstances that may
occur in chapter 11, a Corporation should also elful of purchasing a sufficient amount of
coverage so that all potential claims against ¢irscand officers will be covered under the
D&O Policy. Deciding on how much coverage to obt@depends upon many different variables,
including:

1. whether the Corporation is public or private;
if the Corporation is public, the Corporation’s ielrcapitalization;
the size of the Corporation’s assets;
the amount and type of debt held by the Corporation
parties that have claims against the Corporation;

other factors that are specific to each Corporatien other forms of debt the
Corporation holds, the number of employees of thep@ration etc.

There are three suggested methods a Corporatiouseatp triangulate the best coverage:

ook whN

1. Benchmarking — This is an exercise performed by brokers thaktdaat director and
officer coverage purchased by similarly situatechpanies (in terms of size, customer
base, number of employees etc.).

2. Damage Analysis Modeling- This is a service that some brokers and consultants
perform that focuses on the market capitalizatibthhe Corporation, as well as
historical securities class action settlements.

3. Consulting Defense Counsel Because the Corporation’s defense counsel kas th
requisite depth of securities class action expeggthey will likely be able to provide
some guidance as to how much coverage their olieets generally purchase and the
size of typical securities class action settlements

Types of D&O Coverage to Purchase

There are several other types of director and effi@bility coverage in the marketplace that a
Corporation should consider in addition to the ¢gbiSide A and Size B coverage:

1. Side A Excess D&O PolicyThis is an excess Side A non-indemnifiable Lod&po
If Side A coverage is exhausted on account of dasserted against a Corporation’s
directors and officers, a Side A Excess D&O Poligly generally allow for payment
for any Losses that are over the limit of the utyileg Side A coverage.

2. Side A Excess Difference in Conditions D&O Policy:This is a specialized Side A
Excess policy that allows for advancement or indéoation of claims of a director or
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officer when the underlying tower of the D&O Polisyexhausted. Importantly, this
policy contains a “drop down” provision, which gealéy allows it to advance or
indemnify directors and officers for Losses incdrvenen the underlying D&O
Insurance Carrier refuses to pay for claims orGhgier is unable to pay for claims on
account of insolvency. Side A Excess Differenc€anditions is similar to the Side A
Excess D&O Policy in that it covers Losses whenitiiteal Side A coverage is
exhausted. And it covers Losses incurred by direcnd officers when the D&O
carrier refuses payments under the initial Sideo¥ecage (whereas the Side A Excess
D&O Policy does not).

3. Side A Independent Director Liability (“IDL”) Polic y: An IDL policy only covers,
on a Side A basis, the independent directors adrp&@ation (i.e., non-management).
As such, IDL coverage is not available to officerso management directors (like a
CEO/Chairman). IDL coverage is also marketed byescarriers as “audit
committee” coverage.

After determining how much coverage a Corporatioousd purchase, the next step is to
determine whether any of these additional poliaresnecessary. IDL coverage should be of a
higher priority especially for larger Corporationdistorically, when lawsuits are filed against
the directors and officers of Corporations, CEQs @rOs generally use up most of the
coverage under the Corporation’s underlying D&QOi&plpotentially leaving the independent
directors with insufficient coverage to resolve tte@ms against them. Even though IDL
policies are the most underutilized insurance ediat is generally in the Corporation’s best
interest to purchase IDL coverage if it suspecs tinere may be claims of any significance
against the Corporation’s inside directors and rgangent.

D&O Insurance Carriers

Determining which D&O Insurance Carrier to use tovide a D&O Policy is another difficult
decision confronting management. There are sajrn@surance carriers in the marketplace that
offer most, if not all, of the director and officeroducts mentioned in this article. For many
Corporations, the total cost of the D&O Policyhe primary driver for determining its D&O
Insurance Carrier. Many Corporations have a fixedget for the purchase of the D&O Policy
and given the excess capacity of director and effi@bility coverage available from insurance
carriers, prices of director and officer liabilitpverage can vary considerably. Insurance
brokers (understandably) try to come within thedmidf a Corporation. However, this can
result in a D&O program witbne good primary D&O Insurance Carrier and many less
expensive D&O Insurance Carriers in order to “mikdget.” This is not necessarily a bad
situation; however, experience suggests that lgzsnsive D&O Insurance Carriers might not
always be the best insurance carriers when thermaltiple Securities Claims, derivative
actions, and bankruptcy filings. These less expercarriers are usually newer entrants into the
D&O Policy marketplace and simply do not have thealth of experience that the older and
more established D&O Insurance Carriers have inll@gthe scenarios described in this
article. Experience does count when handling claiganst directors and officers and some
D&O Insurance Carriers just do not have the interasources to handle many of the complex
issues that arise in the bankruptcy setting.
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The best approach when choosing a D&O InsuranceeC#s to ask questions. There are
many resources in the risk management communityctirabe accessed and insurance brokers
are generally knowledgeable about the D&O InsurdPeeiers in the marketplace. A
Corporation’s defense counsel may have a wealkmaivledge on which D&O Insurance
Carriers are good to work with if they have hadezignce in handling Securities Claims.
Again, using the triangulation method describethia article is a good approach to choosing

a D&O Insurance Carrier and coverage under a D&[x¥yoThe more knowledge the
Corporation has regarding its needs and the avaitaverage will lead the Corporation to
make a more informed decision about what D&O InsceaCarrier would best suit the
Corporation’s needs.

For further information on D&O insurance or aboueV¢ Business Finance & Restructuring
practice, please contact Paul Ferrillo at 212-33028paul.ferrillo@weil.com or Ronit
Berkovich at 212-310-8534onit.berkovich@weil.com

! ERISA Claims can sometimes be covered under a-parit or broad-form D&O policy, but may also beimed on a
stand-alone basis under a Fiduciary Liability palic

2 Because most relevant case law on D&O Policiedkas developed under New York and Delaware statethis
article relies on those states’ laws.

8 SeelnreEnron Case No. 01-16034 (Bankr. S.D.N.Y. Apr. 11, 20@®)cket No. 3278] (holding that priority of payment
provision was an enforceable contractual right).
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