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Insurers appear to be
adopting common claim
strategies and tactics in
ESO backdating matters,
as follows:

Internal Investigation Expenses

Insurers have reflexively declined coverage

for costs incurred in connection with internal
investigations most corporations have
undertaken. In doing so, insurers fail to

take into account the overlap between work
performed in connection with the internal
investigation and work performed, or would
otherwise need to be performed, in connection
with government investigations and securities
suits. The facts supporting this argument vary
from case-to-case, and developing these facts
often requires close work between and among
the various firms working for the impacted
company.

Government Investigation
Expenses

As respects defense costs incurred in
connection with government investigations,
insurers have been declining coverage on
grounds that the investigations do not “target”
“Insured Persons,” or that there is no evidence
the investigation is “formal,” as is required

by many DOLP’s. Insurers advancing these
arguments often turn a blind-eye to the fact
that most government investigations are
conducted under a near absolute veil of secrecy.

Shareholder Litigation

In coverage disputes related to private suits,
insurers have been taking a fairly hard line
stance on claims they regard as “restitutionary
in nature,” which are not insurable in most
states. Similarly, insurers are commonly
taking the position that claims involving
allegations of intentional or fraudulent conduct
are not covered either. Insurers taking these
positions are attempting to capitalize on the
intimidation tactics and vitriol employed

by plaintiffs’ attorneys — which are often
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manifest in claims of fraud and disgorgement
— accompanying many of the ESO backdating
matters.

Notably, a common tactic employed by
insurers is to take the position that claims for
restitutionary relief or intentional conduct do
not fall within the DOLP’s definition of “Loss.”
Insurers do this to circumvent exclusions for
restitutionary relief or intentional conduct,
which often require an “actual adjudication”
or finding “in fact” of an improper benefit or
fraud, and in an attempt to shift the burden

of proof to the insured. Yielding to an

insurer on this position, which in most cases

is unsupportable, can result in the loss of a
significant portion of the coverage provided by
a DOLP.

The insurer’s ability to successfully advance
these contentions depends, in part, on the
specific language of the implicated policy.
Definitions of terms such as “Claim,” “Loss,”
and “Wrongful Act,” as well as the specific
exclusions issued in a policy, may contain
language that includes or excludes coverage for
the types of relief sought in ESO backdating
proceedings, the types of claims advanced

in those proceedings, and may otherwise
impact the existence of coverage. Thus the
importance of reading and understanding the
specific provisions of the insurance policy in
question cannot be over-emphasized.



Rescission

An insurer may rescind an insurance policy (i.e., return the premium, and behave as if the policy had
never been written at all) where the insured makes a material misrepresentation in obtaining the
coverage, on which the insurer relies in issuing the policy. In many states, the misstatement can be

a simple mistake: as long as it is material to the underwriting decision, and the insurer relies on the
misstatement, the remedy of rescission is available. However, “severability” provisions can, in many
cases, limit the insurer’s ability to rescind or void the policy only as to those insureds with knowledge
of the misrepresentation, as opposed to all insureds.

In investigating claims, insurers will closely monitor allegations made and facts developed for anything
which may support a rescission claim. This is especially true where an insured restates a prior-year
financial statement submitted with an application. In these situations, insurers often contend that the
mere act of restatement is an admission of a material misrepresentation in an application. However,
insurers may also attempt to use alleged misrepresentations in financial statements as a basis for
rescission, even in the absence of a restatement. In the context of an ESO backdating claim, the most
significant rescission risk often comes from historical financial statements incorporated into the
applications for D&O Policies and Fiduciary Policies which might need to be restated.

A potential loss of insurance coverage cannot serve as a reason not to restate financial statements, but
it is one additional factor to bear in mind when investigating allegations of backdated ESO’s, and

the accounting for them. Care should be taken to ask whether a restatement is necessary to correct

a past material misstatement of a company’s financial condition. If so, this could serve as a basis for
rescission of any coverage purchased via application to which the pre-restatement financial statements
were attached. Conversely, if a restatement seeks to make the company’s financial condition more
transparent, this is not necessarily an admission that the financial statements to be restated materially
misrepresented the corporation’s financial condition in the first place. There are many reasons to
restate financials that are not reflective of material misrepresentations in the original ones.

WHAT CORPORATIONS CAN DO TO PROTECT
AND ENHANCE COVERAGE

The corporate policyholder can also be proactive and take steps to avoid or mitigate the insurer’s
ability to limit or deny coverage. First, before such a claim ever arises, the corporation should

be sure when purchasing or renewing coverage that the form of policy under consideration has
favorable provisions. For example, “final adjudication” or “in fact” language in the exclusionary
provisions related to improper benefits or intentional conduct, discussed above, is important. As

are “severability” provisions which actually prevent imputation of knowledge of misrepresentations
from one insured to another. Another key provision for public companies is the definition of “claim,”
which should include government investigations. However, it should be kept in mind that very slight
differences in policy language can mean the difference between coverage and no coverage, and all
provisions in proposed or specimen policies should be examined very closely in the context of the
insured’s business risks.

After a claim arises, the corporation must be prepared to deal with its insurers, and must create and
employ a strategy that proactively minimizes or eliminates potential coverage issues. To maximize its
effectiveness, that strategy should be put into practice as soon as the corporation learns of an existing
or potential lawsuit or investigation, and before it notifies its insurer of that lawsuit or investigation.
This notice will set the tone for all future dealings between the corporation and its insurer, and it is
therefore imperative that this notice contain a description of the underlying facts that is accurate and
complete as may be allowed by the knowledge then available to the corporation.
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Insurance Broker
Malpractice:

Pitfalls Arising Out
Of The Broker-Client

Relationship

David P. Bender, Jr., Principal
Caroline R. Hurtado, Associate
Wood & Bender LLP

Traditionally, many corporate policyholders
hired insurance brokers to purchase insurance
with varying degrees of client involvement.
The company risk manager would focus more
on risk modeling and less on the nuances of
coverage, relying on the broker to analyze the
required policies and present options.

As the scope of insurable liability and losses has
increased, and the cost of coverage has risen,
these corporate policyholders have asked their
risk managers to get more involved in buying
decisions. They in turn have asked their brokers
to provide a higher level of service, advising
them about the complexities of definitions,
exclusions and other terms that govern the
scope of coverage under business policies. In
response to the press of competition, many
brokers offer a broader scope of services. As

a result, when something goes wrong, clients
increasingly see their brokers as a source of
recourse for losses caused by actual or perceived
breaches of the standard of care.

This article addresses the evolving legal
standard governing insurance brokers’ duties to
corporate policyholders.

The Minefield

The changing landscape in insurer practices
motivates corporate policyholders to draw their
insurance brokers into litigation concerning
coverage issues. The coverages available are
increasingly complex, and carriers sometimes
deny claims on very technical grounds. In

the face of an uninsured loss, policyholders
sometimes look to the one who recommended
the coverage as a potential source of recovery.

If the technical coverage defense is the result of
broker error, this may fall below the standard of
care prevailing in the broker community.

This standard of care can be made more
stringent by a broker’s own conduct.
Competition drives brokers to try to add

value for clients, such as offering advice on
coverage issues that a client may not have
asked about. When a broker does this, he or
she automatically assumes a duty to make the
advice correct — and is liable if it is not — even if
the broker would not have been required by his
or her professional standard of care to advise
about it in the first place.

The Legal Standard

A broker’s duties range from assembling
policies to create a wall of protection around
the client, to reviewing existing policies

for gaps in coverage, to reporting claims

to insurance carriers and advocating for
payment. The standard of care - meaning the
minimum level of competency a broker must
deliver in rendering services - is established
either by operation of law, or by express
agreement or action. The broker’s liability
does not end at failing to carry out a seemingly
perfunctory task with a requisite standard of
care. A broker can also be held liable for what
he or she does not tell his or her client. In
jurisdictions that recognize a cause of action
for professional negligence against a broker,
brokers are potentially liable for any mistakes
that would give an insurance carrier a viable
basis for denying coverage.
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Insurance brokers have been held liable to
insureds on numerous theories including
breach of contract, professional negligence, and
negligent misrepresentation. Ata minimum, the
liability of a broker is premised on breach of an
oral or written agreement to obtain insurance
as requested by the client." The legal standard of
care varies among jurisdictions. For example,
in New York, insurance brokers are not deemed
to be “professionals” in the first instance. As

a result, actions against insurance brokers are
governed by the statute of limitations for breach
of contract claims, not a limitations period

for professional errors and omissions.> Maine
and Vermont also adhere to the notion that
insurance brokers are not professionals, and
also do not recognize actions against them for
professional negligence?

Other jurisdictions, however, are in stark
contrast and, over time, have heightened the
duty of care owed by a broker. In California,
a broker that secures a policy for a client

is deemed to act exclusively for his or her
client, the insured, by operation of law.* The
function of a broker is to represent insureds in
negotiating with insurance companies on rates,
premiums and terms of coverage; insurance
agents represent insurers> The general rule is
that an agent or broker who fails to procure
insurance as requested by an insured will be
liable for any resulting damage.

New Jersey and Illinois recognize brokers as
professionals and hold that brokers are in a
fiduciary relationship with their clients, because
of the increasing complexity of the insurance
industry and the specialized knowledge required
to understand all of its intricacies” Idaho and
Illinois also hold insurance brokers to the
standard of care of a professional and find that
they serve insureds as fiduciaries. Other states,
such as Arizona, find that while the insurance
broker is not a fiduciary of the insured, the
broker does owe duties of care as a professional
with special knowledge, skill or expertise, and
as such, must perform his or her activities
according to the standard of care prevailing in
the profession.®

Although the laws of some states require the
broker to represent the policyholder alone,

in practice many brokers contract with their
corporate policyholder clients to serve as dual
agents, representing both the insured and the
insurer in placing coverage for the insured.
Such a broker would serve as the insured’s agent

Enforce: The Insurance Policy Enforcement Journal

by assisting in the preparation of an insurance
application to present to different markets,
obtaining a quote from several underwriters,
and advising the insured which scope of
coverage and premium amount best suits its
needs. When the buying decision is made, the
same broker then would issue a binder putting
coverage in place pending his or her receipt

of the winning insurer’s policy, under his or

her authority as the carrier’s agent® When the
broker accepts the policy from the insurer and
the premium from the insured, he or she has
elected to act for the insurer to deliver the policy
and collect the premium, notwithstanding his
or her existing role as agent for the insured.”
Notwithstanding a dual agency, the broker must
at all times be mindful of his or her obligations
to the policyholder.

In jurisdictions that hold brokers to a
heightened duty of care, there is little the broker
can do to deflect liability for errors harming

an insured. The broker may not argue that the
insured’s loss was caused by its failure to read
the policy at issue. This is because, absent some
notice or warning from the broker that he or she
lacks sufficient knowledge to meet the standard
of care (something no broker is likely to do),

an insured is justified in relying on the broker’s
representations regarding coverage without
independently verifying the accuracy of those
representations by examining the relevant policy
provisions.”

Under a negligence theory, a broker is held

liable for all foreseeable damage proximately
caused by his or her negligence. Usually, the
most foreseeable damage caused by a broker’s
negligence is loss of coverage. However, the
inquiry does not end at whether a carrier is
justified in denying coverage as a result of the
broker’s error or omission. If a broker’s error

or omission gives an insurance carrier a viable
basis for refusing coverage and the insured never
had the opportunity to guard against a potential
shortfall in coverage, the broker is liable for all
damages that stem from the coverage denial,
including fees and costs incurred in prosecuting
a coverage action against the insurance carrier.”
In such a case, the outcome of coverage litigation
would have no bearing on the broker’s liability
because the insured sustains injury by having to
litigate coverage issues that, but for the broker’s
negligence, would be non-existent. The outcome
of the coverage litigation would be relevant only
to the amount of damages and not the fact of the
insured’s injury.”




A broker’s liability is not limited to affirmative
actions taken in the course of carrying out his
or her duties. Failure to inform an insured
about relevant policy provisions can amount to
negligent misrepresentation.* A broker cannot
avoid liability for foreseeable harm caused by
his or her silence or inaction merely because

he or she did not expressly make promises

or assume specific responsibilities — broad
statements concerning the scope of coverage are
sufficient to constitute misrepresentations.” In
this regard, courts find that it is reasonable for
an insured to rely on a broker’s representations
that the coverage procured is what the insured
wanted, particularly when the insured had
relied on the broker for years in all aspects of its
insurance business. In such cases, courts have
found it reasonable for an insured to accept the
broker’s representations as to coverage without
reading the policy.”

In addition, the broker who negligently (or
intentionally) misrepresents the nature, scope
or extent of coverage may be liable for losses
suffered by an insured in reasonable reliance on
the broker’s representations. For example, in a
case where a broker represented that the liability
insurance policies he or she obtained for his or
her client provided $1 million in coverage, but
there was a $150,000 gap between the insured’s
primary and excess policies, the broker was held
responsible for this difference.”

Guarding Against The Pitfalls

The rise in broker malpractice suits and
heightened duties of care require increased
diligence on the part of brokers. It is essential
for brokers to know their clients’ businesses
and potential areas of exposure. It also is
critical for a broker to ensure that the client
understands its coverage and important policy
provisions. Where, as a matter of practice, a
broker might send a policy to his or her client
once bound and ask the client to call with any
questions, the broker should consider sitting
down with the client to review the policies
and make sure the client understands material
provisions. While brokers may fear taking
additional steps in explaining coverage to
clients because of their increased exposure,

it is better to do so rather than risk the client
relying on broad statements and not being able
to guard against pitfalls in coverage. It is also
critical that the client and the broker have an
ongoing dialogue regarding claims activity
and the roles and responsibilities of each party,
so that both are aware of expectations and
potential problem areas.

The playing field for insurance brokers is
starting to look more like a minefield. To
avoid creating expectations that lead to brokers
getting dragged into coverage litigation,
insureds should educate themselves on
complex coverage, or even get a second opinion
before buying insurance. At the same time,
the broker should bend over backwards to
provide continuing instruction in the art and
science of insurance.
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Indemnity Contracts
Between Contractors
And Subcontractors:

Decision Puts New Onus
On Subs
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Wood & Bender LLP
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On May 24, 2006, the California Supreme
Court granted review of Kirk Crawford v.
Weather Shield Manufacturing, Inc. (2006)
136 Cal.App.4th 304. The sole issue for review
is whether a non-negligent subcontractor
must provide a defense to a suit against a
general contractor where the language of the
indemnity contract required the subcontractor
“to defend any suit or action” against the
general contractor “founded upon” any claim
“growing out of the execution of the work.”
Although the Court of Appeal said, “Yes,” the
holding is superseded by the Supreme Court’s
grant of review, and no longer viable authority
pending the Court’s decision.

In Crawford, a subcontractor that did tip-top
work and caused no losses nevertheless

was required to defend and indemnify the
general contractor. Wasn't the fact that the
subcontractor did a good job enough to
insulate it from paying the general contractor’s
defense costs? The answer is, “No.” As long

as the indemnity provisions of the subcontract

Enforce: The nsurance Policy Enforcement Journal

require the subcontractor to defend and
indemnify the general contractor whenever
the general contractor is sued for loss arising
from the subcontractor’s scope of work, the
subcontractor must pay, whether or not it is
actually at fault.

Unlike insurance contracts, which are
interpreted broadly in favor of coverage,
non-insurance indemnity clauses typically are
construed narrowly and against the indemnitee.
Crawford took a step in the other direction,
holding that a subcontractor can be liable for a
portion of the general contractor’s defense costs,
regardless of whether the subcontractor’s work
was found to be deficient.

In Crawford, a group of homeowners brought
a construction defect action against the
builder-developer of their housing project.
The homeowners claimed that the windows
were defectively designed and manufactured,
causing the windows to leak and fog. The
builder filed a cross-complaint against the
window manufacturer for indemnification
and attorneys’ fees incurred in defending the
homeowners’ suits. At trial, a jury found in
favor of the window manufacturer on both
the homeowners’ claims for negligence and
breach of warranty, and on the developer’s
claims for contractual indemnity. However,
even though the jury found that the window
manufacturer was not at fault, the Court
awarded the developer attorneys’ fees against
the window manufacturer. The Court held that
the indemnity agreement bound the window
manufacturer and the framer to defend the
developer in lawsuits “founded on” claims
growing out of the manufacturer’s scope of
work: the windows.

On appeal, the window manufacturer argued

it was not required to reimburse the developer
for its defense costs without an ultimate finding
that it was negligent. It contended that since the
jury had found the company not negligent with
respect to the homeowners’ claims, it was under
no duty to defend the developer. The Court

of Appeal, however, affirmed the trial court’s
ruling granting the developer a portion of its
attorneys’ fees. The Court ruled that a finding
of negligence was not required to trigger the
subcontractor’s duty to defend the developer
under the indemnity provision of the contract
as written.
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THE COURT NOTED

THAT INDEMNITY IS “THE
OBLIGATION RESTING

ON ONE PARTY TO MAKE
GOOD A LOSS OR DAMAGE
ANOTHER HAS INCURRED.”

The Court turned to the language of the
indemnity contract and the relationship it created
between the window manufacturer and the
developer. The indemnity contract provided that
“[cJontractor does agree to indemnify and save
Owner harmless against all claims for damages
to persons or to property and claims for loss,
damage and/or theft of homeowner’s personal
property growing out of the execution of the
work, and at his own expense to defend any

suit or action brought against Owner founded
upon the claim of such damage or loss or theft
..." The Court noted the distinction between
an insurance contract between an insurer and
an insured on one hand, and a non-insurance
indemnity agreement between a developer or
general contractor and a subcontractor on the
other. The Court ruled that while an insurance
contract must be broadly interpreted in favor

of coverage for the insured, non-insurance
indemnity agreements are “strictly construed
against the indemnitee.” In other words,
non-insurance contracts are given the narrowest
possible interpretation consistent with the
contract language, giving the indemnifying
subcontractor the benefit of all doubts.

Nevertheless, the Court found that the plain
language of the contract required the window
manufacturer to defend the developer in

suits arising from the manufacturer’s work,
regardless of fault. The Court reasoned that
under the indemnity contract, the subcontractor
had two separate and distinct duties: one of
indemnification and one of defense. The Court
noted that indemnity is “the obligation resting on
one party to make good a loss or damage another
has incurred.” The obligation to defend, on the
other hand, is more specific and is defined as “the
rendering of a service, viz., the mounting and
funding of a defense in order to avoid or at least
minimize liability.” The duty to defend generally
is a current obligation and necessarily arises
before either parties’ liability is determined. As

to the indemnity contract issue, “such language
necessarily contemplated application without an
adjudication of that party’s negligence, because
the defense of a claim must necessarily take place
before the claim itself is adjudicated. It just can’t
exist otherwise.”

The Crawford Court concluded “[b]ecause

the obligation to defend undertaken by the
window manufacturer here was an obligation
to provide a present ‘service, by definition, the
obligation could not have been contingent on
the establishment of a subsequent indemnity
obligation to pay a settlement or judgment.” The
Court observed that the idea that the window
manufacturer had no duty to defend unless

it was ultimately adjudged to be negligent is
incorrect as a matter of the text on the contract.

Should the California Supreme Court affirm the
Court of Appeal’s ruling, Crawford nevertheless
remains limited in its applicability. First, the
Court of Appeal was quick to point out that
although the case dealt with an indemnity
clause, the decision was based on language
found in a non-insurance contract. Therefore,
this case has limited applicability in adjudicating
language contained in insurance contracts
between an insurer and their insured. Second,
the Court held the subcontractor liable only for
its portion of the defense costs “growing out”

of the subcontractor’s own work, not the cost

of a complete defense. Last, and perhaps most
importantly, the Court’s ruling was based on the
specific language of the contract between the
subcontractor and the developer. “We only hold
that the trial court here correctly interpreted
and adjudicated this subcontract, which was
made between parties of relatively equal
sophistication and bargaining power.”
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Risk Radar

Hot Topics to Watch in the Coming Months

Hurricane-Related Insurance Disputes

After Hurricane Katrina, many property owners learned for the first time that losses caused by
wind are covered, but losses caused by water are not. Several property insurers with significant
exposure in the Southeast region initially took the position that damage from storm surge
amounted to non-covered water loss, not covered wind loss. Angered by this approach, the State
of Mississippi sued these insurers to force them to pay claims made by its residents regardless of
policy language, on public policy grounds. A class of homeowners brought a companion lawsuit.
State Farm recently became the first defendant to settle the case, for $130 million up front and as
much as several hundred million by year end. Issues to watch:

 Will any court adopt a “public policy” rationale for overriding insurance policy language
where wind coverage and water damage exclusions collide?

« Will other property insurers continue aggressively asserting that damage caused by water
driven by wind are non-covered water losses?

Discovery of Other-Claims Information

U.S. District Court for the District of Columbia ruled recently that an insured was entitled to
discover electronically stored information showing how the insurer handled claims submitted by
other insureds concerning the same cause of loss. Insurers often claim they do not have to produce
such information because it is (1) irrelevant; and (2) too expensive to produce. In the D.C. case,

the court found that the information clearly was relevant to show how the insurer interpreted the
“absolute pollution exclusion” in claims by other insureds. The court neutered the cost argument
by asking the insurer to use specific keywords to search electronic files and retrieve relevant data.

It will be interesting to see whether insureds continue to be successful in forcing insurers to decide
similar claims in a similar way, by gaining discovery of other-insured information.

Two Notes on Business Interruption Insurance

Two recent decisions involving business interruption insurance are worth noting. First, United
Airlines has failed in its efforts to get business interruption coverage under its terrorism policy

for 9/11-related damages. This case serves as a reminder that business interruption coverage isn't
triggered unless physical property loss is present. Nor was United allowed to recover lost earnings
based on an argument that it was denied access to its facilities at Ronald Reagan Airport by the
terrorist attack on the Pentagon. Second, some businesses outside of Hurricane Katrina’s path

of destruction suffered lost business income when suppliers were wiped out by the storm. These
insureds did not qualify for business interruption coverage - they had no property damage.
However, companies that had an add-on to their property policies, called contingent business
interruption insurance, which applies to income lost due to property damage suffered by suppliers,
recovered their lost earnings. Is this add-on part of your company’s property policy?

Renewal Rule Under Attack

In California and other states, insurers are required to give advance notice to all insureds of a
material change in the scope of coverage on renewal, or risk the changes being unenforceable.
While many carriers comply with this rule as a matter of course, a few that don’t argue that the
notice obligation should be narrowed or abandoned where the insured is represented by a broker,
or where the insured is a cedent in the reinsurance market. These efforts to avoid disclosure of
changes in coverage are worth watching. If they are successful, it would impose a heightened
burden on corporate insurance professionals and outside brokers to ensure that no changes in
coverage go unnoticed.
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