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20 WAYS TO IMPROVEDIRECTORS AND OFFICERS LIABILITYCOVERAGE OR PRACTICES
By Bob Bregman & Rich Scislowski     January 2009

Directors and officers (D&O) liability insur-ance is a complicated line of coverage thatrequires special expertise. Understanding theproper application of D&O coverage formsand keeping abreast of developments thataffect the D&O insurance field can be chal-lenging.That’s where subscribing to D&O Compass canhelp. Since its inaugural issue on November 1,2001, D&O Compass has provided timely andpractical advice to agents, brokers, underwrit-ers, risk managers, lawyers, and consultantspracticing in this complex field. Designed as acompanion publication to the D&O MAPS refer-ence service, each monthly issue of D&O Com-
pass discusses current events or recent indus-try developments that affect the field of D&Oinsurance. Also featured each month is a prac-tice tip on an important D&O coverage, under-writing, or loss control issue. (Subscribe to thefree D&O Compass now.)Presented in Figure 1 is a list of 20 D&O prac-tice tips featured in this special report. Theywere previously featured in D&O Compass

D&O Compass

and were chosen by the authors based ontheir importance, timeliness, and practicality.These tips were also edited and updated forthis special report. For ease of reference,these tips have been assigned categories, andyou can link to each tip from the list.
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Figure 1
Twenty D&O Practice Tips

D&O Coverage Basics1. Sort through Side A Coverage Alternatives 2. Negotiate Side C Retention Provisions3. Carefully Craft D&O Policy Severability Language4. The Importance of a D&O Policy’s Definition of “Claim”5. Check Dispute Resolution Provisions Carefully6. Watch Renewal Dates When Reporting Claims7. Maintain Coverage Continuity 
D&O Defense Provisions8. Understand D&O Policy Defense Provisions9. Analyze Variations between Counsel Selection Provisions10. Evaluate Coverage Provisions Addressing Reimbursement for Noncovered Defense Costs11. Treat Your D&O Insurer as a Business Partner in Claim Settlements

D&O Exclusions12. The Importance of Severability Wording in Conduct Exclusions13. The Insured v. Insured Exclusion: Origins, Pitfalls, Solutions14. Negotiate To Remove the Prior and Pending Litigation Exclusion in Renewal Policies15. Beware of the Bodily Injury and Property Damage Exclusion16. Watch for Exclusions Relating to Certain Corporate Activities
D&O/EPL Coverage Coordination17. Understand EPL Coverage Alternatives under D&O Policies18. Coordinate D&O and Stand-Alone EPL Policy Coverages 19. Carefully Analyze EPL-Related Exclusions 
Excess D&O Coverage20. Avoid Strict Exhaustion Requirements in Excess D&O Policies
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D&O Coverage Basics

1. Sort through Side A Coverage 
AlternativesThe concept of Side A D&O coverage is notnew. However, the reemergence of such poli-cies has generated considerable interest. Thepurpose of this article is to first examine andthen distinguish between the various forms inwhich Side A coverage is currently provided. First, a Side A policy can be written as “pure”excess over a primary D&O policy. In thisinstance, the Side A policy provides excess lim-its if the limit available under the primary pol-icy is exhausted. Alternatively, a Side A policycan be written on an umbrella or difference-in-conditions (DIC) basis. Accordingly, in additionto providing excess limits, the policy will “dropdown” (1) in the event the Side A coverageprovided by the primary policy contains an

exclusion precluding coverage in a given claimsituation (e.g., an exclusion for claims causedby financial restatements) that is not likewiseexcluded by the Side A policy; (2) if the pri-mary policy is rescinded by the insurer; or(3) if a court rules that the proceeds of the pri-mary policy belong to the bankruptcy estate ofthe corporate organization rather than to theindividual directors and officers.
The point to recognize is that use of 
the term “Side A coverage” connotes 
anything BUT a monolithic, “one-
size-fits-all” product.

Second, regardless of whether a Side A policy iswritten on a “pure” excess basis or providesbroader umbrella/DIC coverage, there is yetanother important available variation: Side Acoverage can be written to apply to all of theorganization’s directors and officers or to onlyits outside directors. (One argument for cover-ing the latter but not the former is that outsidedirectors require a greater level of protectionsince, given the nature of their position, they arefurther removed from the organization’s innerworkings as compared to inside directors.)Finally, although rarely, Side A policies can bewritten as primary coverage, leaving the Side Bexposure self-insured. The rationale for thisapproach is that only Coverage A is truly nec-essary to protect the directors and officers.This is because the coverage afforded by Cov-erage B (corporate reimbursement) can beself-insured by the corporate organization (intheory, at least), whereas the coverage offeredby Coverage A cannot, since it applies only toclaims for which the organization is not legallyobligated or is financially unable to provideindemnification. 

How To Get a New D&O Practice 
Tip Every Month

Each monthly issue of D&O Compass
includes a new practice tip like the ones
included here to help you be a better and
more informed D&O underwriter,
adjuster, broker, adviser, or insurance
buyer. The newsletter is absolutely free
and signing up will not cause you to get
spam—we will not provide your e-mail
address to another company. (Read our
Privacy Policy.)

Sign up for D&O Compass on 
IRMI.com

http://www.irmi.com/info/privacy.aspx
http://www.irmi.com/Newsletters/?utm_source=Bonus%2BPub&utm_medium=Text%2Bads&utm_term=page%2B3&utm_content=Sign%2Bup&utm_campaign=20%2BWays%2Bto%2BImprove
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The point to recognize is that use of the term“Side A coverage” connotes anything BUT amonolithic, “one-size-fits-all” product.
2. Negotiate Side C Retention ProvisionsTwo special rules usually apply to the retentionprovision when a claim is made under Side C(entity securities coverage) of a D&O policy. Inthis D&O Coverage Tip, we explain the logicbehind these two important differences.First, unlike the retention provision in the cor-porate reimbursement coverage section (SideB) of the policy, whereby both defense andindemnity are subject to the retention, underthe entity securities coverage section, theretention typically applies only to defensecosts but not to indemnity payments. Assumean insured’s retention under the entity securi-ties coverage section is $1 million. If, for exam-ple, a securities claim is settled for $5 millionin indemnity and $750,000 in defense costs,the insured pays the $750,000 expended fordefense and the insurer would make the$5 million indemnity payment. Only the$750,000 in defense costs, but not the $5 mil-lion indemnity payment, is subject to theretention. In effect, when it is clear that claimallegations are valid and must therefore be set-tled rather than contested, this approach pro-vides incentive for the insured to conclude theclaim on an expedited basis, hopefully for lessthan $750,000 in defense costs. At the sametime, this benefits the insurer, since an acceler-ated settlement offer is likely to reduce theamount of its indemnity payment.Second, if it is ultimately determined (usually inthe form of a summary judgment dismissal by acourt) that the insured is not liable for a securi-ties claim, no retention would apply to either

defense or indemnity payments. Again, this is incontrast to the approach used under the corpo-rate reimbursement coverage section of the pol-icy, whereby the retention applies to bothdefense costs and indemnity payments. Thus, inthe scenario above, if $1 million was expendedin defending the claim but no indemnity pay-ment was made, the $1 million in defense costswould not be subject to the retention and thedefense costs would be paid by the insurer on afirst-dollar basis. This approach gives theinsureds an incentive to vigorously defend mer-itless claims; if successful in doing so, waiver ofthe retention is the insured’s reward. It alsohelps the insurer, because by virtue of theinsured’s successfully contesting the claim andearning a dismissal, the insurer does not have tomake an indemnity payment.
Two special rules usually apply to the 
retention provision when a claim is 
made under Side C (entity securities 
coverage) of a D&O policy.

Many, but not all, D&O policy forms containthese two special retention provisions forsecurities claims. However, given the win-winnature of this approach for both the insuredand the insurer, policyholders should requestsuch provisions, if they are not already foundwithin their current form.
3. Carefully Craft D&O Policy Severability 

LanguageThe outcome of a case involving Cutter & Buckand Genesis Insurance Company demonstratesthe importance of obtaining “full” severabilitywithin a directors and officers (D&O) policy.See Cutter & Buck, Inc. v. Genesis Ins. Co., 306 F.Supp. 2d 988 (W.D. Wash. 2004).
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In 2000, Cutter & Buck’s former chief financialofficer accounted for a number of product“shipments” as “sales,” despite the fact thatdistributors returned the goods in 2001. This,of course, materially overstated the company’s

actual revenues. In 2002, when the firm’s newCFO discovered these highly questionableaccounting practices, she ordered an investiga-tion that ultimately required the company torestate its financials. A number of shareholderlawsuits against the company’s directors andofficers followed. Genesis Insurance Companyresponded by rescinding coverage on the basisof the insured’s misrepresentation of materialfacts on its D&O coverage application. Theapplication was signed by the former CFO, whoeventually pleaded guilty to fraud charges.
Use D&O MAPS™ To Quickly See How Your D&O Policy

Stacks Up to Another

The D&O MAPS reference service was begun in the 1980s by D&O insurance pioneer
Warren G. Brockmeier and has been continuously updated first by Warren and more
recently by IRMI. We don’t think you will find a more comprehensive or up-to-date D&O ref-
erence source anywhere. If you are an underwriter, agent, broker, attorney, consultant, or
risk manager working with D&O insurance, you will love this practical tool.

• An in-depth coverage analysis of D&O policy provisions citing hundreds of cases sup-
porting its conclusions.

• Comprehensive analyses of more than 300 D&O policy forms highlighting superior and
inferior provisions for fast comparisons of forms.

• More than 300 sample D&O policy specimens and application forms. 

• Three or more new policy analyses and sample forms and applications added every
month.

• An annually updated market directory.

Learn more about D&O MAPS on IRMI.com. 

It includes the most thorough analysis of D&O insurance provisions available, including
citations to hundreds of cases supporting its analyses, and critical reviews of the good, the
bad and the ugly provisions of more than 300 D&O policy forms.

But there was one critical exception: 
knowledge possessed by a signer of 
the application was imputable to in-
nocent insureds, which is exactly 
what transpired in this situation.

http://www.irmi.com/products/store/directors-and-officers-liability-maps.aspx?utm_source=bonus%2bpub&utm_medium=text%2bads&utm_term=page%2b5&utm_content=learn%2bmore&utm_campaign=20%2bways%2bto%2bimprove
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The policy’s severability provision stated thatknowledge possessed by one insured was notimputable to other insureds. But there was onecritical exception: knowledge possessed by asigner of the application was imputable toinnocent insureds, which is exactly what trans-pired in this situation. The judge found that Genesis was correct inrescinding coverage. This was because thewording of the policy’s severability provisiondid not bar Genesis from rescinding coveragefor all of Cutter & Buck’s directors and officersbecause the knowledge of the CFO who signedthe application could be imputed to innocentdirectors and officers.The bottom line: a D&O policy’s severabilityprovision should be written so that: (1) aninsurer can only rescind coverage as respectsan individual who has actual knowledge ofmaterial facts and (2) knowledge of oneinsured cannot be imputed to other insuredswho do not possess such knowledge. Had theCutter & Buck severability provision beenwritten in this manner, the insurer’s argumentfor rescission would have been much more dif-ficult to make.
4. The Importance of a D&O Policy’s 

Definition of “Claim”Although it looks like a clear-cut issue, themanner in which a D&O policy form definesthe term “claim,” so as to trigger coverage, isnot as straightforward as it may appear. Whilethere is similarity regarding D&O policy defini-tions of “claim,” insurers’ approach to thisissue is anything but uniform.Ideally, a definition of “claim” should trigger aninsurer’s obligation to defend and/or pay for

the cost of: (1) criminal proceedings, (2) claimscontaining written demands for both mone-tary and nonmonetary relief, (3) administra-tive investigations requiring a formal proceed-ing, and (4) coverage for the cost of arbitrationproceedings. Many, but not all, D&O policies’definitions of “claim” encompass all four ofthese important elements.A policy form should unambiguously state thatthe defense of criminal proceedings fallswithin its definition of “claim.” The need forsuch coverage is apparent given the high per-centage of securities class action claims thathave also involved criminal prosecutions.Moreover, defense coverage for actions seek-

ing nonmonetary relief should also be pro-vided within a policy’s “claim” definition. Inaddition, there needs to be coverage for thecosts of administrative hearings and investiga-tions. Lastly, the “claim” definition needs toencompass coverage for the cost of arbitrationproceedings. This is because D&O policies donot exclude employment practices liabilityclaims and, at times, such cases can involvearbitration proceedings brought by the EqualEmployment Opportunity Commission or maybe necessitated by mandatory employmentclaim arbitration agreements.
5. Check Dispute Resolution Provisions 

CarefullyNo one expects to become embroiled in a claimdispute with his or her D&O insurer, but the

A policy form should unambiguous-
ly state that the defense of criminal 
proceedings falls within its defini-
tion of “claim.”
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possibility is far from remote. A Towers PerrinD&O Survey conducted in 2006 revealed that 6percent of open claims were being contestedby participants in the survey. As expected, 47percent of such disputes involved the insurer’sdenial of coverage for a claim.Given the reality of potential coverage dis-putes with a D&O insurer, it is wise to carefullycheck the dispute resolution provisions in thepolicies you buy or sell. Most such provisionsaddress this possibility by means of “alterna-tive dispute resolution” (ADR) provisions.
Given the reality of potential cover-
age disputes with a D&O insurer, it is 
wise to carefully check the dispute 
resolution provisions in the policies 
you buy or sell.

Among the points that demand particular scru-tiny in any ADR provision are the following.• Mandatory or Optional? Is arbitrationmandatory in all instances, subject todemand by either party? Or, can it beentered into only at the election of thepolicyholder? The latter is the most fa-vorable version for an insured, sincethere may be situations in which coun-sel for the insured does not feel that ar-bitration is the ideal forum for resolv-ing a dispute. In other words, the bestprovisions from the insured’s stand-point are those giving the insured theoption but not the obligation to submita coverage dispute to arbitration.• Preconditions to Arbitration. Do theprovisions require that the insured firstsubmit disputes to nonbinding media-

Do You Need the 
IRMI Management and 

Professional Liability Library?

If you underwrite, sell, buy, or advise
about E&O, D&O, EPL, or profes-
sional liability insurance, you do! IRMI
publishes the most extensive profes-
sional and E&O insurance reference
library available. 

• For the most comprehensive and
up-to-date single-source guide on
all forms of professional, manage-
ment, and errors and omissions li-
ability insurance available, turn to
Professional Liability Insur-
ance. This unique reference ser-
vice covers practically every type
of policy in sufficient detail to as-
sure your organization is properly
protected and includes market di-
rectories for each line of cover-
age. 

• D&O MAPS gives you detailed
analyses of each major insurer’s
policy forms to help you choose
the best coverage for your organi-
zation or clients. 

• Employment Practices Liability
Consultant (EPLiC) is a quarter-
ly journal that equips risk profes-
sionals with the latest news and
insights into the ever-changing
world of employment practices li-
ability and the insurance policies
used to cover them.

http://www.irmi.com/products/store/professional-liability-insurance.aspx?utm_source=bonus%2bpub&utm_medium=text%2bads&utm_term=page%2b7&utm_content=pli&utm_campaign=20%2bways%2bto%2bimprove
http://www.irmi.com/products/store/professional-liability-insurance.aspx?utm_source=bonus%2bpub&utm_medium=text%2bads&utm_term=page%2b7&utm_content=pli&utm_campaign=20%2bways%2bto%2bimprove
http://www.irmi.com/products/store/directors-and-officers-liability-maps.aspx?utm_source=bonus%2bpub&utm_medium=text%2bads&utm_term=page%2b7&utm_content=maps&utm_campaign=20%2bways%2bto%2bimprove
http://www.irmi.com/products/store/employment-practices-liability-consultant.aspx?utm_source=bonus%2bpub&utm_medium=text%2bads&utm_term=page%2b7&utm_content=eplic&utm_campaign=20%2bways%2bto%2bimprove
http://www.irmi.com/products/store/employment-practices-liability-consultant.aspx?utm_source=bonus%2bpub&utm_medium=text%2bads&utm_term=page%2b7&utm_content=eplic&utm_campaign=20%2bways%2bto%2bimprove
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tion in an attempt to reach an agree-ment? Most do not, but a handful offorms contain such a requirement. Theproblem with this approach is that as-suming each party pays its own costs, the(usually) stronger financial position ofthe insurer may have the effect of “wear-ing down” the insured, thus compelling asettlement, prior to arbitration, which isnot in the insured’s best interests.• Binding. Are the results of the arbitra-tion binding? Under most, but not all,policies, arbitration is binding. Wheth-er this is to the insured’s or the insur-er’s advantage depends on the outcomeof the arbitration and the facts underly-ing the dispute.• Venue. Does the provision state thevenue in which the arbitration musttake place? If so, does it favor the insur-er or does it make arbitration burden-some to the policyholder? Under somepolicy forms, for example, an insuredmay be required to appear at an arbi-tration in the United Kingdom, a situa-tion that would clearly put a U.S. in-sured at a disadvantage.• Law. Is the controlling law stipulated?Again, assuming the policyholder is anAmerican, U.S. law in a specifically enu-merated state should control the arbi-tration proceedings rather than the lawof a country outside the United States.• Panel Composition. Is the approachfor selecting the arbitration panel rea-sonable? Usually, the provisions call foreach participant to appoint one arbitra-tor, both of whom choose an umpire.

Sometimes there is a change from this,whereby restrictions are placed on thebackground and experience of the arbi-trators, and these could work to the ad-vantage of one of the parties, usuallythe insurer that drafted it.• Costs. How are the costs of arbitrationallocated between the parties? Usually,each side must pay its own costs. To beavoided are provisions requiring theinsureds to pay the insurers' costs, inaddition to their own.Given the chance that an insured will, at sometime, be engaged in a claim dispute with itsD&O insurer, insureds (or their representa-tives) should carefully analyze these pointsand, if any appear onerous, attempt to negoti-ate more favorable wording.
6. Watch Renewal Dates When Reporting 

ClaimsBecause some D&O policies are written on aclaims-made and reported basis, particularcare must be taken when the insured receivesa claim around the date of the policy’srenewal/expiration date. Coverage can be lostif you don’t immediately report the claimbefore the policy period expires or within theextended reporting period.In Westrec Marina Mgmt., Inc. v. Arrowood
Indem. Co., 163 Cal. App. 4th 1387, 78 Cal.Rptr. 3d 264 (Ct. App. 2d Dist. 2008), theinsured received a claim letter from an attor-ney on 06/24/03, 7 days before a claims-made and reported D&O policy was scheduledto renew with the same insurer on 07/01/03.When the insured ignored the letter, theattorney filed suit on 12/19/03. The insured
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gave the D&O insurer notice of the suit on01/30/04, which was within the second D&Opolicy’s term.However, the court held there was no coverageunder either D&O policy. First, the court heldthat the 06/24/03 letter qualified as a “claim,”even though the attorney did not specify anamount the claimant would have accepted insettlement.Second, the court held that the lawsuit filed on12/19/03 arose out of the same facts as the06/24/03 letter, and that, therefore, the law-suit would be deemed a part of a “single claim.”Third, the terms of the D&O policies only cov-ered claims first made during the policy periodand reported within 30 days after the expira-tion of the policy. In other words, the claim hadto be “first made” and reported in the samepolicy period (or within 30 days thereafter) forcoverage to apply. Here the claim was “firstmade” in the 06/24/03 letter, during theinsurer’s first policy period, but was reported6 months later—on 01/30/04, during theinsurer’s second policy period. Thus, neitherpolicy was triggered.When you receive a demand letter, it is veryimportant to be aware of the renewal date of aclaims-made and reported policy, as the West-
rec Marina case demonstrates. If the demandletter is received early in the policy period,there may be time to wait and see whether ornot the matter ripens into litigation. But if thedemand letter is received near the time whenthe claims-made and reported policy is aboutto expire, the insured does not have the luxuryof waiting a few months to see how the claimdevelops; rather, the claim must be reported tothe insurer immediately.

7. Maintain Coverage ContinuityPotential coverage problems can result whenretroactive dates are advanced in D&O policyrenewals. When a retroactive date is advanced,a coverage gap will result. And advancement ismuch more likely to occur when an under-writer provides coverage for a new, ratherthan a renewal, account. This is because newunderwriters are usually reluctant to affordcoverage for periods during which they did notinsure a given risk (i.e., prior acts).Continuity disruption is an especially acuteproblem in D&O insurance, where most pro-grams involve multiple excess coverage layers.If, for example, an excess insurer is unable tooffer the same limit as in previous years, theentire “tower” of excess coverage above itbecomes nonconcurrent if retro dates areadvanced in higher-layer policies. Of course,coverage continuity can be maintained, butonly if the insured remains with the sameinsurer each year and with the same policylimit in the overall “tower” of coverage.Unfortunately, hard markets have a way ofupsetting the all-important continuity of a D&Oprogram. This most often happens when, in acapacity crunch, insurers can’t provide thesame policy limits as they did in previous years.Peter R. Taffae, managing director of ExecutivePerils, a Los Angeles wholesale broker, had thistake on the problem: “I look at the carrier’scapacity during the last hard market. Then,regardless of the insurer’s increased capacity insucceeding years, I still use this same hard mar-ket limit when building a program.” As an example, consider an insurer that, duringthe hard market of 2002, wrote a $15 millionlayer, excess of a $15 million primary policy for
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an insured. Mr. Taffae advises that this insurershould continue to occupy the $15 million layerexcess of the $15 million primary policy in allsubsequent years, even if the market softensand the insurer’s capacity increases. That way, ifa hard market ever returns, he can be sure thatthat insurer will still be willing to write at leastthat minimum of $15 million in coverage at thatlayer. “We should learn from the past to mini-mize problems in the future. In previous hardmarkets, I remember $200 million D&O pro-grams having to be rewritten midterm due toloss of reinsurance,” he said.
Continuity disruption is an especially 
acute problem in D&O insurance, 
where most programs involve multi-
ple excess coverage layers. 

“Putting together a program this way takesmore effort on the front end,” he commented.“But even in the tightest markets, I’ve alwaysbeen able to retain the same program struc-ture and achieve the ultimate goal of maintain-ing coverage continuity.”
D&O Defense Provisions

8. Understand D&O Policy Defense 
ProvisionsThere are two distinct types of defense provisionscontained within directors and officers (D&O)policy forms: duty to defend provisions and non-duty to defend provisions. The differencesbetween the two are considerable and can signifi-cantly affect the manner in which a claim is han-dled—and ultimately resolved—under a policy.Neither of these two defense provisions is neces-sarily superior to the other. Rather, the insured

should select a policy containing the particularprovision that is better suited to its internal cor-porate structure and individual needs.Duty to defend provisions vest within theinsurer (rather than the insured) responsibil-ity for defending claims and managing the liti-gation process. Among the most importantaspects of managing claims is selectingdefense counsel. While duty to defend poli-cies give insurers considerable control overthe litigation process, they are neverthelessbeneficial for many insureds. This is espe-cially true for smaller organizations and non-profit firms that lack both the experience andinternal legal staff required to manage com-plex litigation.Non-duty to defend (also known as “duty topay”) provisions require only that theinsurer pay, as incurred, defense costs, judg-ments, and settlements. In contrast to dutyto defend provisions, they place responsibil-ity for managing a D&O claim within theprovince of the insured. (However, it shouldbe mentioned that even most non-duty todefend wording allows the insurer to havefinal approval over the insured’s choice ofdefense counsel.) Non-duty to defend poli-cies are most often selected by larger organi-zations because they have more experiencein handling complex litigation as well asinternal legal staff to do so.One final note: duty to defend and non-duty todefend provisions are not generally an optionto be selected within a single policy form.Rather, policies are most often written witheither one provision or the other. Accordingly,the insured should select among D&O policyforms containing the particular defense provi-sion better suited to its individual needs.
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9. Analyze Variations between Counsel 
Selection Provisions In contrast to commercial general liability(CGL) policies, the directors and officers(D&O) forms used to insure large and medium-sized public corporations do not require theinsurer to defend the insured in connectionwith potentially covered claims. Rather, it isnearly always the obligation of the insured tohire an attorney to defend such claims.

When buying or selling D&O insur-
ance it is a good practice to deter-
mine whether the D&O policy man-
dates use of “panel counsel” for 
certain types of litigation. 

Despite the lack of the insurer’s duty to defendclaims, some policies nevertheless require theinsured to select counsel from a “panel coun-sel” list provided by the insurer. In someinstances, the insured must select from this listonly for securities claims, while under otherforms, panel counsel must be utilized for alltypes of litigation. Since insurers may or maynot be flexible in allowing the insured to retaincounsel not included on the panel counsel list,it is best to negotiate this item before purchas-ing the policy.Therefore, when buying or selling D&O insur-ance it is a good practice to determine whetherthe D&O policy mandates use of “panel coun-sel” for certain types of litigation. If it does, itmay be possible to negotiate with the insurerto add the firm of the insured’s choosing. Onefinal caveat: although an insurer may be ame-nable to such an arrangement, it may place alimit on the per-hour billing rate charged bythis firm, based on the fact that panel counsel

often agree to reduced fees for their work inconjunction with certain insurers.
10. Evaluate Coverage Provisions 

Addressing Reimbursement for 
Noncovered Defense CostsIn the event it is ultimately determined that aclaim is not covered by a D&O policy, mostinsurers’ forms give the insurer the right toseek reimbursement from the insured fordefense costs expended on the insured’sbehalf. For example, the majority of policiesrequire the insurer to defend until “finaladjudication.” If at the time of “final adjudica-tion” an insured is found to have acted withcriminal intent in causing a claim, the provi-sions found in most D&O forms state that aninsurer is entitled to seek reimbursement ofdefense monies paid on the insured’s behalf.One even less favorable (and fortunately lesscommon) variation of this provision states thatnot only does an insurer have the right to seekreimbursement of noncovered defense costsbut in addition indicates that an insured’s fail-ure to reimburse such costs reduces remainingavailable limits under the policy.Ideally, wording in a D&O policy would statethat the insurer is barred from seeking suchreimbursement. Of course, this is a favorableapproach for the insured. However, an argu-ment can also be made that prohibiting aninsurer from seeking reimbursement of non-covered defense costs also benefits an insurer.This is because a statement in the policy thatthe insurer has the right to reimbursementunder these circumstances puts the insuredand the insurer in an adversarial position dur-ing the process of defending a claim, which isultimately detrimental to both parties.



12

IRMI® D&O Compass

Admittedly, it is difficult to negotiate a provi-sion barring an insurer from seeking recoup-ment of noncovered defense costs. Neverthe-less, insureds should resist policy provisionsstating that remaining policy limits arereduced to the extent that such reimburse-ment is not made by the insured.
11. Treat Your D&O Insurer as a Business 

Partner in Claim SettlementsIt is important for insureds to respect the con-tractual right of a D&O insurer to consent toany and all settlement deals. Ignoring theinsurers may jeopardize your coverage. In onecase, Bear Stearns tried to force its primaryand excess D&O insurers to accept an unap-proved settlement, despite clear policy lan-guage requiring it to first obtain their consent.In Vigilant Ins. Co. v. Bear Stearns Cos., Inc., 10N.Y.3d 170 (2008), the D&O policy contained aprovision stating as follows.The Insured [Bear Stearns] agrees not tosettle any Claim, incur any Defense Costs orotherwise assume any contractual obliga-tion or admit any liability with respect toany Claim in excess of a settlement authori-ty threshold of $5,000,000 without the In-surer’s consent, which shall not be unrea-sonably withheld.Further, the D&O policy stipulated that “[t]heinsurer shall not be liable for any settlement,Defense Costs, assumed obligation or admissionto which it has not consented.” These provisionswere incorporated into the follow form excesslayers providing up to $40 million in coverage. Despite this clear language, Bear Stearns didnot obtain the consent of its D&O insurers

before it agreed to pay $80 million to settlecharges by the SEC, NASD, and the NYSE thatits stock analysts made buy recommenda-tions to support Bear’s investment bankingbusiness. The New York Court of Appeals (thestate’s highest court) held that Bear Stearnsforfeited its right to collect $40 million inD&O coverage because of that mistake.Being accustomed to complete authority overtheir corporations, perhaps many directorsand officers feel that they can likewise exercisecomplete authority over the disposition of aD&O claim. However, where the directors andofficers have agreed to a policy provision giv-ing the D&O insurer the contractual right toconsent to a settlement, the D&O insurer mustbe treated as a full business partner in thedecision to settle a claim rather than as merelythe ATM that funds the settlement.
D&O Exclusions

12. The Importance of Severability Wording 
in Conduct ExclusionsA decision by the Fifth Circuit Court of Appealsillustrates how coverage under a directors andofficers (D&O) policy can literally turn on asingle word. In TIG Specialty Ins. Co. v. PinkMonkey.com,

Inc., 375 F.3d 365 (5th Cir. 2004), the court

Where the directors and officers have 
agreed to a policy provision giving 
the D&O insurer the contractual right 
to consent to a settlement, the D&O 
insurer must be treated as a full busi-
ness partner in the decision to settle 
a claim rather than as merely the ATM 
that funds the settlement.
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held that a personal profit exclusion foundwithin the insureds’ D&O policy applied notonly to one director that obtained profits ille-gally but to innocent directors, as well. Thus,the Fifth Circuit’s ruling had the effect of bar-ring coverage for directors that did notreceive an illegal profit or gain. The actualexclusion read as follows: “This insurancedoes not apply to … Any Claim based upon,arising from, or in consequence of an Insuredhaving gained in fact any personal profit,remuneration, or advantage to which suchInsured was not legally entitled.”
Insureds should add a severability 
clause to their D&O policy applicable 
to each conduct exclusion it con-
tains.

In this case, the court ruled that the exclusionapplied when “any” insured had obtained anillegal profit. And since one insured did, in fact,do so, such wording also precluded coveragefor those insureds that did not obtain an illegalprofit. However, the court noted that coveragewould have been available to the innocentdirectors had the exclusion stated that itapplied when “the” insured—rather than “an”insured—obtained an illegal profit.It is possible that the court’s decision did notreflect the intention of the insurer and likely itdid not reflect the intention of the insured. TheFifth Circuit’s holding relies on a strict inter-pretation of the exclusion, one with which cir-cuit courts in other jurisdictions may not nec-essarily concur. But the larger point is toprevent such an interpretation from preclud-ing coverage in the future. To avoid suchresults, insureds should add a severabilityclause to their D&O policy applicable to each

conduct exclusion it contains. The clausewould state something to this effect: “In deter-mining the applicability of this exclusion, theWrongful Acts of one Insured Person shall notbe imputed to any other Insured Person.”
13. The Insured v. Insured Exclusion: 

Origins, Pitfalls, SolutionsThe insured v. insured exclusion originatedduring the mid-1980s in response to lawsuitsfiled by Bank of America against its loan offi-cers. During this period, the bank, which suf-fered a number of real estate-related “badloan” losses, attempted to recoup these lossesby suing the loan officers responsible forapproving the “bad loans.” Recognizing this asan attempt to convert a third-party liabilitycover into a policy that would protect corpo-rate policyholders against the adverse conse-quences of pure business risks, D&O insurersdeveloped the insured v. insured exclusion,which precluded coverage of claims made byone insured against another insured.Insured v. insured exclusions in the currentgeneration of D&O policies contain languagethat sometimes “excepts” claims involvingemployment matters and therefore covers liti-gation that arises when, for example, one direc-tor/officer sues another director/officer alleg-ing wrongful termination. Covering suchemployment practices claims under a D&O pol-icy is not always advantageous, however,because D&O policy limits are reduced by suchlitigation. Accordingly, if a corporate organiza-tion has purchased a stand-alone employmentpractices liability policy, it should considerremoving this “exception” wording so that D&Opolicy limits will not be exposed to such claimsand instead should seek coverage under thefirm’s employment practices liability policy.
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Another problematic, unintended conse-quence of the insured v. insured exclusion isthat, in recent years, the exclusion has beenused to deny coverage of claims filed againstdirectors and officers by bankruptcy trusteeswho are pursuing recovery of assets on behalfof shareholders and creditors. To avoid suchdenials, insureds can modify the wording ofthe insured v. insured exclusion to state that
“… bankruptcy trustees or their representa-tives are not considered insureds for the pur-poses of this exclusion….”
14. Negotiate To Remove the Prior and 

Pending Litigation Exclusion in Renewal 
PoliciesNearly all D&O policy forms exclude claimsarising from litigation that was pending priorto the inception of the policy. For example,assume litigation against a corporation—rather than individual directors—was pendingprior to the inception of a policy. If the lawsuitis amended after inception of the policy toname the organization’s directors and officers,the prior and pending litigation (PPL) exclu-sion would preclude coverage. The intent ofthis exclusion is to avoid insuring the so-calledburning building, whereby the insurer mustcover claims from events that were lacking infortuity and that sometimes provide the incen-tive for an insured to obtain coverage. Despite an insurer’s understandable rationalefor mandating this exclusion in an initial policy,insureds should attempt to negotiate itsremoval in renewal policies. The advantage ofobtaining this concession is apparent in the fol-lowing scenario. Assume an organization’s ini-tial D&O insurance policy is written with a Janu-ary 1, 2009, to January 1, 2010, term andcontains a PPL exclusion. If the insured negoti-

ates removal of the PPL exclusion in its January1, 2010, to January 1, 2011, renewal policy, theinsured will have coverage for litigation thatwas pending prior to the initial policy’s incep-tion date, in this instance January 1, 2009. The insured is not without leverage in request-ing removal of the PPL exclusion in suchinstances. First, in the example above, a claimthat develops from an incident that took placeprior to January 1, 2009, is far enoughremoved in time to be considered fortuitous.Second, if an incumbent insurer agrees todelete the exclusion, the insured will haveadditional incentive to remain with thatinsurer rather than seek a replacement.
15. Beware of the Bodily Injury and 

Property Damage ExclusionThe purpose of the bodily injury and propertydamage liability (BI/PD) exclusion in D&O formsis to avoid an overlap in coverage between aninsured’s D&O policy and its commercial generalliability (CGL) policy. There are, however, twodistinct versions of this exclusion. Preferably,the BI/PD exclusion should be worded so that itapplies only to claims “… for bodily injury andproperty damage” and not “… to claims basedupon, arising out of, or in any way related tobodily injury or property damage.”
The latter version, “based upon, arising out of,or in any way related to” should be avoided.This is because such wording could eliminatecoverage not only for claims by persons suffer-ing bodily injury or property damage (a CGLexposure), but also with respect to secondaryclaims by stockholders who sustain financialloss resulting from the bodily injury or propertydamage of others (e.g., shareholders in an oilcompany suffer financial losses when a major
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refinery is blown up by terrorists). Such sec-ondary claims are not covered under a commer-cial general liability policy, thus creating a gapin coverage if this wording is included.
Preferably, the BI/PD exclusion 
should be worded so that it applies 
only to claims “… for bodily injury 
and property damage” and not “… to 
claims based upon, arising out of, or 
in any way related to bodily injury or 
property damage.”

D&O insurers have not added terrorism exclu-sions to D&O forms. Nevertheless, a BI/PDexclusion using the “based upon, arising out of,or in any way related to” wording could havethe unintentional effect of precluding coveragefor acts of terrorism.
16. Watch for Exclusions Relating to Certain 

Corporate ActivitiesIt is not unusual for underwriters to imposeD&O policy exclusions for specified corporateactivities. In most instances, such exclusionsfind their way into policies by means of stan-dard or manuscript endorsements. However, insome unusual instances, these restrictions arealso included within regular policy forms.Either way, they can eliminate coverage for sig-nificant D&O exposures. Following are severalof the most important types of such exclusions.• Claims from Going Private/Lever-
aged Buyouts. Given the rise in privateequity activity, such restrictions caneasily find their way into D&O policies.This is especially true, since stockhold-ers frequently allege conflicts of inter-est and self-dealing in claims associatedwith private buyouts.

• Claims from Mergers and Acquisi-
tions. Although these transactions donot involve a private buyout, they nev-ertheless create the distinct possibilitythat stockholders of the acquired firmwill allege that they were insufficientlycompensated for their shares by the ac-quiring firm as a part of the merger oracquisition.

• Claims from Initial Public Offerings
(IPOs). Claims associated with IPOs aremost often made by purchasers of thenewly public shares who assert thatthe offering prospectus did not presenta true picture of the company. Accord-ingly, D&O forms written for privatecompanies should be checked carefullyfor any restrictions or exclusions relat-ing to claims from IPOs, since, during apolicy period but well after havingsigned an application for coverage indi-cating no plan to do so, the companycould decide to float a public offering ofits shares.

• Claims from Joint Ventures or Part-
nerships. At times, corporations will op-erate a joint venture or partnership withanother organization for a short-term,time-limited business purpose. Under-writers sometimes preclude coverage forjoint ventures by means of “insured” def-initions within their policy form. Accord-ingly, such definitions should be checkedand consideration given to negotiating toinclude the joint venture or partnershipas an insured under the policy.

Although additional premium may be requiredto remove these types of restrictions andexclusions, it may be well worth the cost, given
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the high claim potential inherent in such cir-cumstances.
D&O/EPL Coverage Coordination

17. Understand EPL Coverage Alternatives 
under D&O Policies The extent to which D&O policies coveremployment practices liability (EPL) claims isoften a confusing issue. This D&O coverage tipexamines this issue and discusses a number ofalternatives available to provide EPL coveragewithin a D&O policy. Unless they contain insured versus insuredexclusions, D&O forms do not specificallyexclude, and therefore cover, employment-related claims. However, since only directorsand officers are insureds under such policies, nocoverage is provided for nondirector/nonoffi-cer managers, supervisors, or employees. Nordo D&O policies cover the corporate entitywhen it is named as a defendant in an employ-ment-related lawsuit. But the most importantdrawback of the inherent EPL coverage pro-vided by D&O forms is that EPL claims madeagainst a D&O policy will dilute limits otherwiseavailable to pay “traditional,” business-relatedclaims against directors and officers. The onlyadvantage of the EPL coverage automaticallyprovided within a D&O policy is that it comes atno additional premium cost. A second alternative is to purchase an EPLendorsement to a D&O policy. Under suchendorsements, nondirectors/nonofficers aswell as the entity are insureds for the purposesof EPL claims, although the endorsement addsno additional coverage limits. However, whenan EPL endorsement is added to a D&O policyform, coverage of these individuals and the cor-

porate entity actually worsens the problem oflimits dilution discussed above, since the scopeof covered individuals and covered organiza-tions is expanded but with no addition of limits.Again, the only real advantage of this approachis from a cost standpoint because insurers gen-erally charge only an additional 10 percent ofthe policy premium for such endorsements. Executive liability or “package policies,” as theyare sometimes called, afford a third alternativefor obtaining EPL coverage within a D&O frame-work. As the name indicates, such policies bun-dle D&O coverage with several other lines,including fiduciary and special crime (i.e., kid-nap/ransom insurance) as well as EPL. Thenature and scope of EPL coverage afforded bypackage policies varies considerably, althoughnearly all provide entity coverage, insure nondi-rectors/nonofficers, and are written with a sep-arate, smaller retention than is applicable under

the D&O coverage section. Another advantage ofsuch forms is that they provide a broader scopeof covered perils than what is available underEPL endorsements to D&O forms. Many, but notall, insurers’ package policies contain a separateEPL coverage limit, the key feature that buyersshould seek when purchasing such forms.
As is generally the case with most endeavors,the adage “you get what you pay for” also applieswhen seeking EPL coverage additions to a D&Oform. Having little or no cost, the EPL coverage

But the most important drawback of 
the inherent EPL coverage provided 
by D&O forms is that EPL claims 
made against a D&O policy will dilute 
limits otherwise available to pay “tra-
ditional,” business-related claims 
against directors and officers.
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found within D&O policies and/or endorse-ments is inadequate. Conversely, obtaining suchcoverage within a D&O package policy format,provided it is written with a separate EPL limit,is often a worthwhile alternative to a generallymore costly stand-alone EPL policy. 
One final note: for small and privately held com-panies, a packaged format—even one that doesnot provide a separate EPL limit—is usuallyadequate. This is because such firms exhibitvery low claim frequency, so that the probabil-ity of sustaining both an EPL and a D&O claim ina single year is remote. For such organizations,compared to larger, publicly held firms, a pack-age policy containing a separate EPL limit maynot justify the additional cost.
18. Coordinate D&O and Stand-Alone EPL 

Policy Coverages

Since D&O policies also cover employment-related claims, it is important to coordinatethem when an insured has also purchased astand-alone employment practices liability(EPL) policy. In a claim situation where cover-age applies under both policies, there can betwo undesirable consequences: (1) D&O policylimits will be depleted and (2) if coverage isapportioned by equal shares or by limits, theclaim will usually be subject to the substantialretention applicable under Side B (corporatereimbursement) of the D&O policy. Taking thefollowing steps can avoid this adverse outcome.
Step 1. In situations where Side B of the D&Opolicy applies to an EPL claim (which will bethe case in 95 percent of all situations), theD&O policy should be designated as excess andthe stand-alone EPL policy should function asprimary coverage. This accomplishes twothings: (1) it protects the D&O policy’s limits,

and (2) it subjects the claim to the typicallymuch lower self-insured retention (SIR) foundin the EPL policy, compared to the retentionapplicable under Side B of the D&O policy. 
Step 2. When a claim is covered by Side A of theD&O policy, that policy should be primary, andthe stand-alone EPLI policy should be desig-nated as excess coverage. The value of thisapproach is that there is usually no SIR underSide A of D&O policies, compared to a signifi-cant SIR under a stand-alone EPL form. Thisarrangement does have the negative effect ofdepleting the D&O policy’s limit. However, sincethe vast majority of D&O claims fall under SideB rather than Side A, only in rare instances willthe D&O policy function as primary coveragefor an employment-related claim. Endorsing both policies in the mannerdescribed above is advantageous because D&Opolicy limits will not be called on to pay claims,except in the following unusual situations:(1) the claim is not indemnifiable by the corpo-ration (and thus covered by Side A of the pol-icy); (2) the claim is not covered by the EPLIpolicy; or (3) the claim is so large that itexceeds the limits of the EPLI policy.
19. Carefully Analyze EPL-Related 

Exclusions Unlike the D&O policies designed solely tocover the business decisions of directors andofficers who serve publicly held corporations,an additional goal of nonprofit and private

Since the vast majority of D&O claims 
fall under Side B rather than Side A, 
only in rare instances will the D&O 
policy function as primary coverage 
for an employment-related claim. 
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company D&O forms is to also provide expan-sive coverage for claims alleging wrongfulemployment practices. Despite this intention,the wording of several exclusions commonlyfound within nonprofit and private companyforms has the potential to impose significantcoverage restrictions for exactly the types ofEPL claims that nonprofit and private com-pany D&O forms are designed to cover.• Insured v. Insured. The insured v. in-sured exclusions found within nonprof-it and private company forms shouldexcept, and thus cover: (1) claims by aninsured person against the corporateentity and (2) claims by an insured per-son against any other insured person.Insured v. insured exclusions shouldonly preclude coverage for claims madeby the insured entity against an indi-vidual insured.• Intentional Torts. Intentional torts ex-clusions should except, and thereforecover: defamation, false arrest, wrong-ful detention, humiliation, and slander,offenses that are frequently alleged aspart of employment practices liability(EPL) claims.

• Bodily Injury/Property Damage. Thestandard BI/PD exclusion should bemodified so that claims alleging “men-tal anguish,” “emotional distress,” or“mental injury” are covered becausethey are excepted from the policy’s def-inition of bodily injury/property dam-age.• Pollution. The pollution exclusionshould be modified so that coverage isavailable for retaliation-related pollu-tion claims. This would preserve cov-erage if, for example, an employee tes-tifies in court against his employer inconjunction with a pollution incidentand, as a result, is retaliated against bybeing terminated, harassed, or demot-ed.• Labor/Benefit Law Exclusions. Thepolicies routinely exclude coverage forloss in conjunction with benefits dueunder a number of labor and employeebenefit-related laws (e.g., workerscompensation, ERISA, Fair Labor Stan-dards Act, WARN Act). But such word-ing could preclude coverage if, for ex-ample, an employee files a workerscompensation claim and then is retali-ated against. Therefore, labor/benefitlaw-related exclusions should be word-ed so that an exception applies for re-taliation claims made in conjunctionwith such laws.• Contractual Liability. Employmentpractices liability insurance policiesare designed to cover two aspects ofthe exposure to claims involving em-ployment contracts. First, they intendto cover defense costs and damages as-
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sociated with implied contracts (e.g.,the allegation that an employee hand-book created an employment con-tract). Second, they aim to cover de-fense (but not indemnity) costsinvolving traditional employment con-tracts (i.e., those stipulating a certainsum of money to be paid over a speci-fied period of time). However, contrac-tual liability exclusions found withinsome D&O policies could defeat thecoverage intended in such circum-stances. Thus, these exclusions need tobe modified so that they are inapplica-ble to employment-related claims.Unless the preceding exclusions are adjustedas suggested above, much of the intended EPLcoverage provided by nonprofit and privatecompany D&O forms could be defeated.
Excess D&O Coverage

20. Avoid Strict Exhaustion Requirements in 
Excess D&O PoliciesExhaustion of primary coverage is an impor-tant condition precedent that must occurbefore excess D&O coverage applies. Yet,excess insurers use significantly different pol-icy language to define “exhaustion.” Such dif-ferences can exert a considerable effect on theoutcome of claim situations, often to the detri-ment of insureds.In Qualcomm, Inc. v. Certain Underwriters at

Lloyd’s, London, 161 Cal. App. 4th 184, 73 Cal.Rptr. 3d 770 (Ct. App. 4th Dist. 2008), employ-ees sued Qualcomm over issues related totheir stock options. Qualcomm settled thestock option litigation, incurring $28.6 millionin defense and indemnity costs.

Qualcomm had a $20 million primary D&O pol-icy with AIG and an excess D&O policy withLloyd’s. Qualcomm settled its coverage claimagainst AIG for $16 million. Since Qualcommwas willing to absorb the next $4 million incosts between the $16 million AIG settlementand the $20 million attachment point of theexcess coverage, it only sought $8.6 million inexcess coverage from Lloyd’s.
Unfortunately for the insured, the Lloyd’sexcess policy had a very strict exhaustion pro-vision that read: “Underwriters shall be liableonly after the insurers under each of theUnderlying Policies [the AIG policy in thiscase] have paid or have been held liable to paythe full amount of the Underlying Limit of Lia-bility.”
Based upon such wording, the appellate courtheld that Qualcomm was not entitled toexcess coverage. Nothing in the Lloyd’sexhaustion provision was ambiguous. Itclearly required either that (1) AIG “has paid”the full amount of the $20 million primarylimit, or (2) AIG has been “held liable to pay”the full amount of the $20 million underlyinglimit. Neither of those events occurred. AIGactually paid only $16 million, and becausethere was no court judgment, AIG was never“held liable” to pay anything. Since the termsof the strict exhaustion provision were notfulfilled, the court held that Qualcomm for-feited $8.6 million in excess coverage.
The real problem in the Qualcomm case wasthat the exhaustion provision was restrictivein that it did not specify that either theinsured corporation or the insured directorsand officers (in addition to the insurer) werepermitted to pay a portion of the underlyinglimit. Rather, the plain terms of the Lloyd’s
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policy said that only the underlying insurerwas allowed to pay. This language simply didnot grant the insured acontractual right toabsorb any portion ofthe settlement costswithin the primarylayer.There are other configu-rations of policy lan-guage regarding exhaus-tion of primary coveragethat would have bettersuited the insured in the
Qualcomm case.For example, an ACE Ber-muda excess D&O policyincludes an exhaustionprovision condition thatreads: “… liability forany covered Loss withrespect to Claims firstmade in each Policy Year shall attach to theInsurer only after [1] the insurers of theUnderlying Policies, [2] the Insured Companyand/or [3] the Insured Persons shall have paid,in the applicable legal currency, the full

amount of the Underlying Limit for such PolicyYear.” Under the more favor-able ACE language, the“Insured Company” and“Insured Persons” havethe independent right tocontribute paymenttoward the underlyinglimit, which the excessinsurer will deem to besatisfied as long as thefull amount is paid byany combination of thethree listed parties.Agents and brokersshould read the exhaus-tion provision before rec-ommending an excessD&O policy. If the lan-guage specifies that onlythe primary insurer canpay the underlying limit,it may be wise to negotiate a more liberalexhaustion provision, one that gives the insuredthe contractual right to absorb a portion of set-tlement costs without forfeiting excess cover-age.

This publication does not give legal, accounting, or other professional advice. If such advice is needed, consult with your
attorney, accountant, or other qualified adviser.
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