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FEBRUARY 5, 2003

TRANSACTIONAL AND SECURITIES UPDATE:

Directors’ And Officers’ Liability Insurance - A Changing Landscape

As a result of the events at Enron, WorldCom and other companies, recent
financial restatements and allegations of financial misreporting, increased
responsibilities for directors and officers as a result of the Sarbanes-Oxley
Act and a rise in securities litigation, directors' and officers' ("D&QO") liability
coverage is more important than ever, but the cost of D&O insurance is
going up and coverage is becoming more restrictive. The following are
some key points for companies and their directors and officers to consider
when buying or renewing D&O coverage:

1. D&O Policies Are Negotiable

¢ Unlike most other kinds of insurance, D&O policies are not

standardized. Coverage terms are frequently negotiable.
e It pays to shop around, and it pays to negotiate. This is
particularly true in the current “hard” D&O market.

2. All Insurers Are Not Equal

* Insurance companies are rated for financial strength by A.M. Best
& Co. and other internationally-recognized rating agencies.
Financial strength of your insurer is essential when buying D&O
coverage. Obtain insurance from an A+ (A.M. Best) rated
company.

e Some insurers delay or refuse to pay valid claims; others are
commercially reasonable and have a history of good faith and fair
dealing. Conduct appropriate due diligence on your prospective
insurer.

Continuity of Coverage Is Very Important, But Becoming Harder To
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e “Continuity of coverage” means ongoing coverage with no
uninsured gaps.

* Uninsured gaps are possible because all D&O policies are written
on a “claims made” basis. That means the policy only covers
claims that are asserted while the policy is in effect and that are
based on acts committed after the “retroactive date”. This can
lead to situations where there is no coverage, even though a
company has had D&O policies continuously in place.

Example: Company switches to a new D&O
policy on January 1, 2003. The new policy has a
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retroactive date of January 1, 2003 (policy inception date). A claim is asserted
during 2003 based on acts committed during 2002. The new policy will not cover
the claim because the acts were committed before the retroactive date. The old
policy will not cover the claim because the claim was not asserted during that
policy period. Result: no coverage.

* To get continuity of coverage and avoid uninsured gaps, companies must either (i) negotiate for
earlier retroactive dates on new policies or (ii) purchase tail coverage (known as “discovery
period” coverage) on old policies, if available.

* Insurers are becoming more reluctant to provide continuity of coverage. Insurers also are writing
policies for one year at a time rather than the two or three years that was previously available,
which makes continuity of coverage a more serious issue.

Application Risks Have Increased

e The insurer can rescind the policy (resulting in no coverage) if it discovers the application
contained false information. Insurance companies are taking a harder look at this opportunity in
the wake of recent accounting scandals. If the financial statements or other documentation
submitted with the application contain false information there is great risk that the policy will be
rescinded and coverage denied.

e Some insurance companies are expanding the definition of what counts as part of the
“application” to include public filings and prior applications. This increases the risk to the
policyholder and heightens the importance of severability provisions (see below).

* It is critical to review carefully the policy’s provisions regarding the application and all
information submitted with the application.

Severability Has Taken On Added Importance

* As a result of some of the recent corporate frauds, severability provisions have become very
important. A severability clause gives the insurer the right to deny coverage only for the
directors or officers who committed fraud; the coverage remains in place for the innocent
directors and officers. If there is no severability clause, then fraud by any one insured will defeat
coverage for everyone, including innocent officers and directors.

* Some insurers now seek to get rid of or limit the severability clause. This is an issue well worth
fighting for, because innocent directors and officers reasonably rely on the D&O coverage being
available to protect them in these kinds of crises (e.g., where a rogue officer has cooked the
books, etc.).

Exclusions Make A Difference

e Some exclusions are standard; some are not. Each must be reviewed carefully, and some can be
negotiated.

e D&O policies generally exclude most types of intellectual property claims (e.g., patent
infringement, trademark infringement, etc.). Coverage can usually be purchased by policy
endorsement or a separate policy. (Some coverage for intellectual property claims may be
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available under a company’s comprehensive general liability (CGL) policy.) Some policies totally
exclude coverage for punitive damages; others do not. This is a negotiable term.

* Some policies exclude coverage for employment claims; others do not. Separate employment
liability coverage can be purchased.

* Some policies exclude coverage for securities law claims, others do not. For public companies,
securities law coverage is critical and, unfortunately, expensive. It is important to check the
details of the securities law coverage, because not all securities provisions are the same. For
example, the costs of Securities and Exchange Commission investigations may or may not be
covered. Securities coverage may be necessary even for private companies if private debt or
equity placements have occurred or are planned.

* Policies generally exclude coverage for fraud or intentional dishonest acts, but differ as to
whether coverage is excluded based on a mere allegation of the proscribed conduct or an actual
finding. This is a significant difference.

* There is no industry-wide standard language for exclusions. Therefore, the precise language of
your policy is crucial.

Who Is Covered Makes A Difference.

* Some policies cover claims made directly against the corporation (entity coverage); others do
not. Entity coverage is good for the corporation, but can dilute the amount of coverage available
to officers and directors. That is, the insurer is only committed to pay the maximum policy
amount without regard to the number of people who may be entitled to coverage. The more
people who are entitled to coverage, the less coverage available to any single individual.

e Some policies cover employees as well as officers and directors; this can dilute coverage.

New Bankruptcy Provisions Are Appearing

e The recent high-profile bankruptcies have increased the focus on coverage issues when a
company files for bankruptcy protection. This has prompted some insurance companies to
introduce new bankruptcy-related provisions that can have a dramatic impact on coverage.

e One major coverage issue in bankruptcy is whether the insurance proceeds are the property of
the insured corporation’s bankrupt estate, such that the officers and directors cannot access the
coverage they thought they had. This is an issue in the Enron bankruptcy. Some insurance
companies are addressing this by adding “order of payments” provisions, which specify the order
in which insurance proceeds will be paid out (e.g., first to officers and directors, then to the
bankrupt company). Others are offering “A-side only” coverage, which is separate coverage
available only to the officers and directors and not to the corporation. Some insurance
companies are attempting to eliminate entity coverage altogether, and some are attempting to
impose blanket bankruptcy exclusions, eliminating all coverage for claims relating to
bankruptcies.

* It has become very important to evaluate carefully what coverage will be available in the event of
a bankruptcy.
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9. Defense And Settlement Provisions Are Important.

e Some policies allow the insured (company, director or officer) to select defense counsel and
control the defense and settlement of claims; more often, these rights are reserved to the
insurance company. Most insureds prefer to choose their own legal counsel and control their
own defense, particularly if there is a large deductible.

* Even if the policy allows the insured to control the defense, some policies have a “hammer
clause,” which allows the insurer to cap its liability if it wants to accept a settlement and the
insured disagrees. Some insurers are willing to remove the hammer clause; others are not.

10. Prompt Notice Of Claims Must Be Given.

e All D&O policies require prompt notice of claims. Failure to give prompt notice can void
coverage.

11. Deductibles And Co-Insurance Can Reduce Coverage.

* Premiums can be reduced by purchasing higher deductibles. But, of course, this increases the
uninsured risk. Deductible amounts need to be carefully considered.

* The deductible generally does not apply to claims made directly against directors and officers
(but does apply to reimbursement of the company for amounts it has paid to indemnify officers
and directors).

* Some insurance companies offer co-insurance, which operates like a co-pay on health insurance.
This can reduce premium costs, but increases uninsured exposure.

D&O coverage is, of course, only one piece of what should be an overall plan to protect directors and
officers. For example, indemnification should also be available to a director or officer under applicable
state corporate law, the company’s Articles of Incorporation and/or Bylaws or under an indemnification
agreement.  But, to the extent that these protections depend on the continued existence or financial
solvency of the company, they alone are not sufficient. The D&O insurance market continues to change and
evolve. One insurer recently introduced an individual D&O policy that is personal to the particular director
or officer.

In light of the importance of comprehensive D&O coverage, it makes sense to spend a little more time and
attention with your D&O insurance when it comes up for renewal. D&O policies are complex, and your
insurance broker can help you evaluate your options and negotiate to maximize your coverage.

We have seen the problems cited above play out in real life. We are familiar with the D&O policies issued by
each of the major D&O insurers, and we would be happy to assist you in evaluating your current (and/or
proposed) D&O coverage. As lawyers, we can appreciate that much of the language in a standard D&O
policy is difficult to understand. Our goal is to make sure you understand what insurance coverage you have
(or seek), what is possible in the current D&O insurance market, and that you are aware of the potential
pitfalls and risks in your coverage. If we can assist you in reviewing or negotiating your D&O coverage,
please contact us.
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If you have any questions concerning the matters discussed in this Foley & Lardner Legal News Update, please
contact your Foley & Lardner attorney, or contact:

Chicago: (312) 755-1900 Edwin D. Mason, Todd B. Pfister or George T. Simon

Detroit: (313) 963-6200 Patrick D. Daugherty or Steven H. Hilfinger

Jacksonville: (904) 359-2000 Gardner F. Davis, Miriam K. Greenhut or Linda Y. Kelso

Los Angeles: (310) 277-2223 Lance Jon Kimmel or Richard W. (Jack) Lasater Il

Madison: (608) 257-5035 Gordon Davenport Ill, Joseph P. Hildebrandt, Terry D. Nelson, Anne E. Ross
or Paul T. Wrycha

Milwaukee: (414) 271-2400 Steven R. Barth, Benjamin F. Garmer, Ill, Phillip J. Hanrahan, John M.
Olson, Patrick G. Quick, Jay O. Rothman, Russell E. Ryba, Luke E. Sims or
John K. Wilson

San Diego: (619) 234-6655 Kenneth D. Polin

San Francisco: (415) 434-4484 Frederick K. Koenen or Paul A. Stewart

Tampa: (813) 229-2300 Martin A. Traber or Steven W. Vazquez

Washington, DC: (202) 672-5300 Arthur H. Bill, Jay W. Freedman or Thomas E. Hartman

Foley & Lardner Updates are intended to provide information (not legal advice) about important new
legislation or other legal developments. The great number of legal developments does not permit the issuing
of an Update for each one, nor does it allow the issuing of a follow-up on all subsequent developments.

FEBRUARY 5, 2003 | PAGE 5




