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It’s no fun getting caught up in the scandal 
“du jour.” In the wake of a front-page, 
multi-part Wall Street Journal exposé, 
many companies will find themselves 

subject to regulatory scrutiny and litigation 
stemming from their alleged “backdating” or 
“spring-loading” of stock options granted to 
executives and other employees. The improper 
backdating of stock options is currently white-
hot and on the lips of regulators and share-
holders alike. 

Corporations frequently award stock 
options to their officers to attract and retain 
top industry talent. For example, a corporation 
announces that an executive will be awarded 
one million stock options on August 1, 2006, 
when the value of each share of the corpora-
tion is $30. By October 1, 2006, the stock has 
increased in value and the executive exercises 
the option at $50 per share, thereby realizing a 
$20 million net gain. 

However, backdating the stock option 
sweetens the pot. If the option is deemed 
awarded on May 1, 2006, when the per share 
value was $20, the executive garners a larger 
profit—$30 million versus $20 million when 
the exercise or “strike price” reflected the 
share value on the date of the award.

Proper Disclosures
When corporations fail to make the proper 

disclosures about backdating to their share-
holders and the board of directors, and public 
filings with various government agencies mis-
characterize how the options’ value will be 
calculated, allegations of fraud and securities 

violations start to arise. A recent cascade of 
civil claims and regulatory investigations has 
heightened the problem in the public eye. The 
key issues have become whether these strike 
prices were specifically connected to the date 
the options were awarded and did the share-
holders and board of directors receive an hon-
est disclosure of the award procedure through 
regulatory filings. 

Misery may sometimes love company—but 
not when insurance companies are involved. 
When a new type of scandal suddenly engulfs 
an industry or businesses generally, insurance 
companies reflexively look for ways to deny 
coverage, generally reverting to a few tried-
and-true defenses. 

The application process presents the first 
opportunity for the insurance company to seek 
out a policyholder misstep. The knowledge of 
a director-insured that backdating is occurring 
without full disclosure to shareholders could 
undermine your corporation’s insurance cover-
age. The insurance company will dub this a 
“material misstatement” on the application 
in an attempt to defeat coverage. Fortunately, 
many policies contain a severability clause to 
protect the insurance application process from 
a claim of rescission. With severability comes 
the comfort that the knowledge of a single 
insured will be cordoned off from the rest of 
the corporation when entity coverage is sought.

Defense Costs 
Some courts specifically addressing rescis-

sion in the context of defense costs have held 
that an insurance company must first advance 
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defense costs to its policyholder until 
a final adjudication of rescission is 
reached.1

In recent years, insurance car-
riers writing D&O coverage have 
been particularly fond of unilaterally 
rescinding policies on the grounds 
that the alleged misdeeds trigger 
exclusions. Based on past behavior, 
corporations accused of improperly 
backdating stock options, or spring-
loading by granting options on 
the eve of positive corporate news, 
should be on guard against rescission 
attempts or coverage denials based 
on exclusions for intentional or dis-
honest acts, or for personal profit 
(the latter precludes recovery for any 
personal profit or remuneration the 
executive was not legally entitled to). 

“Bad acts” exclusions, allowing 
the insurance company to deny cov-
erage if a proscribed action occurs 
(i.e., intentional violation of law, 
gaining an illegal profit, wrongful 
conduct as a fiduciary, etc.), are a 
common feature of standard D&O 
and professional liability coverage 
programs. Yet most policies contain 
broad severability language such 
as “with respect to the exclusions 
of this Policy, no fact pertaining 
to or knowledge possessed by any 
Insured Person shall be imputed to 
any other Insured Person to deter-
mine if coverage is available.” This 
language eliminates the possibility of 
vicarious liability between directors 
and officers under the policy when 
the insurance company issues its 
coverage analysis. As a result, with 
severability language in play, the 
unwitting director who negligently 

approved the stock option relying 
on flawed information will not lose 
coverage as a result of those insid-
ers with firsthand knowledge of the 
improper backdating.

Required Coverage
These exclusions may preclude 

coverage in some cases. However, 
they generally cannot be invoked 
until there is a determination of 
fault, since most policies require a 
“final adjudication” or an “in fact” 
determination that the executive’s 
stock award was an illegal personal 
profit before denying coverage. 
Courts have ruled that coverage is 
required until “an actual adjudica-
tion or determination of fact [before 
the] application of the profit or 
advantage exclusion.”2 

If your corporation settles the 
claim before a final adjudication 
without admitting liability, your 
insurance coverage will be viable, as 
most policies require an in fact deter-
mination that the executive received 
an illegal personal profit.3 

Conclusion
Defense and investigation costs 

incurred in defending your corpora-
tion against regulatory or civil claims 
should be reimbursed and advanced 
by your insurer before a determina-
tion of ultimate liability.4 Also keep 
in mind that board members charged 
with negligent oversight in approving 
the award of stock options based on 
faulty information will not trigger 
policy exclusions precluding cover-
age for intentional, dishonest, or 
fraudulent acts.5

There is something inherently 
paradoxical, not to say dys-
functional, in selling insurance 
that purports to provide defense 
against allegations of wrongdo-
ing—and then rescinding those 
same policies on the grounds that 
wrongdoing was alleged. Don’t let 
your insurance company get away 
with it. Make sure you obtain the 
defense and indemnification you 
paid for. ❂
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