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An Overview of Side A D&O Coverage
Key Issues:  Sarbanes - Oxley requirements concerning the independence of directors and a large number of public company insolvencies have increased the need for stand alone Side A D&O coverage. Side A coverage indemnifies directors and officers when the corporation is either financially unable to indemnify its directors and officers, or prohibited from doing so.

Each year, more companies purchase some form of stand - alone Side A D&O insurance in addition to a standard D&O policy. So what is Side A insurance and why the need for it?

Briefly, Side A coverage indemnifies (or pays on behalf of) directors and officers when the corporation is either (a) financially unable to indemnify its directors and officers or (b) prohibited from doing so. Historically, it was seen as very low risk by insurance companies to provide this coverage. However, changing times have made this insurance more important than ever.

The first of two major changes increasing the need for Side A coverage is the rules regarding the independence of directors imposed by Congress (via Sarbanes - Oxley), The New York Stock Exchange and NASDAQ. In short, independent directors are severely limited as to the ties - - be it financial, business or otherwise - - they may have to a company for which they serve as a director. These new rules are of concern to directors since it is the independent directors who essentially control whether a derivative lawsuit should move ahead.

Shareholders file derivative suits on behalf of a company. These suits allege that a company’s directors or officers violated one or more fiduciary duties owed to a company and its shareholders. Typically, plaintiffs do not seek to extract monetary damages, but rather they seek to protect shareholder’s long- term interests by imposing corporate governance and management changes. If there is monetary recovery, it runs to the company, not the individual plaintiffs as the case would be in a securities class action suit. In many cases under state statutes, corporations may be prohibited from indemnifying directors and officers for expenses and monetary recoveries in a derivative suit.

Before shareholder s can pursue a derivative suit, they must demonstrate they attempted to address the issues with the company’s board of directors. It is the burden of the independent directors to decide if the shareholder s’ grievances demand a full investigation. The findings are then used to determine if a case is brought or dismissed.

It is more likely than not that a derivative lawsuit is brought in tandem with a securities class action suit. Since a standard D&O policy combines coverage for both indemnified and non- indemnified loss, it is quite possible that policy limits may be exhausted by the class action suit, which is generally an indemnifiable loss (although concern still exists as to the SEC’s policy on indemnification in cases involving the Securities Acts). Therefore, win or loose, there are defense costs for the derivative suit that the directors and officers will be responsible for themselves if no additional Side A insurance is available. And if the verdict goes against them, what then?

One of the most talked about derivative suits was brought against Walt Disney and ruled upon in May 2003. Shareholder s alleged that the directors breached their fiduciary duty when they signed off on the compensation package for the former president Michael Ovitz. The Delaware court found that ties to “family, friends and business associates” did not compromise the independence of the outside directors and the derivative suit was ultimately dismissed. That was good news for the board of directors at Walt Disney, but it was a very long, very public and very costly battle to win. (1)
In contract to the Walt Disney decision, the Delaware court ruled just a month later against Oracle stating that one’s independence as a director can be compromised by one’s friendships. In the derivative suit brought against Oracle, shareholder s claimed that directors and officers participated in insider trading. When the independent directors, both of whom were professor s at Stanford University, investigated, they found the allegations to be without merit. The courts however determined that the directors were not truly independent due to ties between the board member s, the university and Oracle. The Oracle decision is truly monumental as it now sets precedence for a standard of independence that many feel is unachievable. 
The second change increasing the need for Side A coverage is the number of companies filing for bankruptcy. When a company is unable to provide indemnification for it’s directors and officers, the only financial assistance often available to these directors and officers is a stand alone Side A D&O policy. When one thinks about bankruptcies, cases like Enron and Worldcom are probably the first that come to mind. Although those may be the largest bankruptcies on record to date, hundreds of companies each year since 2000 have filed for bankruptcy protection. In 2000, 176 companies filed, it went up to 257 companies in 2002, and we finally saw a decline to 133 in 2003.

When a traditional D&O policy is purchased, it generally includes three coverage

parts. The first is Side A, which covers the directors and officers for 
non-indemnifiable loss. 
The second is Side B, which insures the corporation, but only to the extent of it’s obligation to indemnify the directors and officers; and the third coverage is Side C which (1) The Disney case is currently under appeal in Delaware) is for the benefit of the corporation itself for it’s direct liability. In the event of a financial insolvency, the courts can and have seized control of the D&O policy on the grounds that the company paid for the policy, has rights under the policy and the policy is therefore an asset of the company. Although not ruled on at this time, it is the assumption of legal experts that by purchasing a stand alone Side A policy - - which is clearly for the benefit of the individual directors and officers exclusively - - the policy would remain with the directors and officers at all times.
The stand - alone Side A policy has other benefits. A good Side A policy will provide coverage enhancement s to the directors and officers that far exceed the coverage terms in a traditional D&O policy. Such coverage enhancement s may include:

· Difference in Conditions (DIC) clause – The Side A policy should drop down to fill in the coverage gaps of the company’s primary D&O policy.

· Non- rescindable policy – Coverage will remain in full force for any Insured who did not know of a misrepresentation in the application

· Coverage when other insurance and indemnification fails to responds or is not available for whatever reason including rescission.

· Ability to customize coverage for a group of individuals such as members of a board committee or outside directors only.

· Blanket outside directorship liability coverage.

· No Insured versus Insured exclusion

· No pollution exclusion

· No SEC 16(B) exclusion

· No errors and omissions exclusion

· No failure to maintain insurance exclusion

· No libel, slander or defamation exclusion

· Ability to choose counsel

· Non- cancelable policy except for non- payment of premium

· Loss to include punitive and exemplary damages

· Fully severable – Knowledge possessed by one Insured cannot be imputed to any other Insured

· Affirmative coverage for claims brought by a bankruptcy trustee or the like

Broader policy terms means that there will be less room for the insurance carrier to reserve it’s rights and deny parts of the claim. This all inures to the benefit of the individual directors and officers. 
It is important to remember that, as with traditional D&O policies, there are no “standard” Side A policies – many different versions are offered by the marketplace and it is essential to review the policy wordings and special endorsement s, as well as the application process, carefully with professional advisors, including legal counsel.

Due to the changing times, it is growing increasingly difficult to find independent directors who will assume a board position. The risk to their personal assets is just too great given the expectations of directors in the post - Enron world in which we now conduct business. A stand - alone policy is being viewed by companies as a way to help attract and retain good directors. What was once considered sleep insurance is now an integral part of managing risk for a corporation and its directors and officers.

This Article was written by Alison Sherman.

To learn more about D&O and EPLI coverage – please visit www.epli.com or www.tsbic.com  or contact Dana Coates at 800-378-5554 x 205 
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