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FEATURE STORY

Corporate Successors Can Tap Historical Liability Insurance Policies

By William G. Passannante and Cathleen Cinella Tylis

Does a corporation that succeeds to another entity’s liabilities acquire rights to that entity’s insurance coverage
for pre-acquisition operations? Several courts have answered this question in the affirmative. These courts
have concluded that a corporate policyholder is entitled to defense and indemnity for pre-acquisition liabilities
because liability insurance coverage follows the alleged liability by “operation of law.”

Operation of Law Rule

The “operation of law” rule was recognized in a 1992 Ninth Circuit decision, Northern Insurance Co v. Allied
Mutual Insurance Company, 955 F.2d 1353 (9th Cir. 1992). In that case, Brown-Forman purchased California
Cooler, a beverage company, pursuant to an asset purchase agreement. Brown-Forman was subsequently
sued by the family of a child born with fetal alcohol syndrome and sought coverage for defense costs from
Northern Insurance, California Cooler’s insurance company. The Ninth Circuit applied a rule of product-line
successor liability and found that even though the asset purchase agreement excluded the predecessor’s
liability insurance policies, the benefits of those policies transferred anyway by operation of law.

Several courts have extended this doctrine beyond product-line successor liability. For example, in Total Waste
Management Corp. v. Commercial Union Ins. Co., 857 F. Supp. 140 (D.N.H. 1994), the court extended the
Northern Insurance doctrine to an environmental liability case. In that case, the seller sold certain assets, but
continued its corporate existence after the asset sale. The purchaser was subsequently sued for presale
environmental liabilities and sought coverage under the seller’s historical policies. The court concluded that the
insurance benefits transferred to the purchaser by operation of law under a theory of corporate succession.
Likewise, in B.S.B Diversified Co. v. American Motorists Ins. Co., 947 F. Supp. 1476 (W.D. Wash. 1996), the
court extended the product-line rule to a successor responsible for environmental cleanup where the events
creating the liability occurred prior to the transfer of liability.

More recently, the Ohio Court of Appeals reaffirmed the well-accepted operation of law rule in the case of The
Glidden Company v. Lumbermens Mutual Casualty Co., et al., 2004 WL 2931019 (Ohio Ct. App. December 17,
2004). In that case, the Ohio Court of Appeals reversed the lower court’s ruling and held that, although the
rights and benefits to the historical liability policies did not transfer pursuant to the applicable corporate
transactions, Glidden obtained rights to coverage under those policies as a matter of law. Specifically, the
Glidden court held that “a corporation which succeeds to liability for pre-acquisition operations of another entity
acquires rights to coverage by operation of law.”

In the last several years, insurance companies had been trying improperly to avoid their obligations for historic
liabilities. One anti-policyholder decision adopting a formalistic, anti-insurance coverage approach held that
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rights to insurance coverage for pre-acquisition liabilities passed in corporate merger context, but not in certain
other corporate transactions. The California Supreme Court in Henkel Corporation v. Hartford Accident &
Indemnity Co., et al., 129 Cal. Rptr. 2d 828 (Cal. 2003), rejected the well-established “operation of law”
approach and concluded that a successor corporation was not entitled to a defense or indemnity from its
predecessor’s insurance companies for lawsuits alleging bodily injury as a result of exposure to the
predecessor’s chemical products.

The recent Glidden decision resoundingly rejected the conclusion of the Henkel court, and reaffirmed the earlier
well-accepted operation of law doctrine, in holding that:

“We believe the better-reasoned authority applies the operation of law theory. Courts applying this
theory have continued to extend its application to more general successor liability situations. We find
that a corporation which succeeds to liability for pre-acquisition operations of another entity acquires
rights of coverage by operation of law. This theory applies even where the acquisition was a purchase of
assets or only part of a predecessor corporation.”

Glidden at *9 (emphasis added). The Glidden ruling, and the well-recognized decisions it follows, ensures that
the insurance rights of corporate policyholders are protected regardless of the type of corporate transaction
involved. It also prevents insurance companies from receiving an unfair windfall for a risk they promised to
insure against and for which they were paid.

The “Increased Risk” Myth

Insurance companies’ favorite mantra is that transferring insurance rights by operation of law “increases their
risk” under the policy. They argue that corporate transactions may result in a situation where they would have
to defend and indemnify multiple entities. This argument mistakenly assumes that insurance companies would
never owe defense obligations to multiple policyholders. To the contrary, the possibility of defending and
indemnifying multiple policyholders is a risk inherent in standard comprehensive general liability policies.

The “increased risk” argument also ignores the fact that the risks of corporate transactions already were
present when the policies were written. In other words, the conclusion that a corporate transaction will
“increase the risk” of the defense costs depends entirely on the false assumption that an organization cannot
sell off the assets and liabilities of a business unit without the permission of its insurance company.

Occurrence-Based Liability Insurance Protects Policyholders Against
“Incurred But Not Yet Reported” Losses

One of the main benefits of purchasing occurrence-based liability coverage is that it provides lasting protection.
The benefits of insurance last as long as there is a possibility that someone might allege that the policyholder
caused harm during the policy period. This protection against future claims is fundamental and basic to the
occurrence form of coverage. In insurance speak, this protection is referred to as protection against incurred
but not yet reported ("IBNR") losses. It means that an entity can purchase liability insurance protection at the
time it engages in a potentially loss-causing operation and be assured that, as long as the amount of insurance
purchased is adequate, it will have protection against future claims relating to that activity. Protection for IBNR
claims is the essence of the protection provided by an occurrence policy.

The transfer of IBNR insurance benefits with the alleged IBNR liabilities: (1) furthers the public policy of risk
spreading; and (2) furthers the public policy against forfeitures. First, it furthers the public policy of risk
spreading, which occurs when liability insurance covers products liability claims. The courts that recognized
strict products liability explicitly mentioned the ability of manufacturers to obtain liability insurance as a basis
for this expansion of tort law. Retroactively separating alleged IBNR liability from the IBNR insurance benefits
would prevent liability insurance from fulfilling its risk-spreading role.

Second, transferring IBNR insurance benefits with the alleged IBNR liabilities that they cover also furthers the

public policy against forfeitures. In a typical sale of a business division, the seller transfers to the purchaser
both the assets and certain liabilities relating to the operations of that business division. If a Court were to
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require insurer consent, there would be a significant forfeitures of insurance benefits, because there has not
been a custom in the corporate deal market of obtaining insurance company consent for the transfer of
accrued IBNR benefits.

Insurance companies are well aware that they may be called upon to defend or indemnify their policyholder for
IBNR losses. They deal every day with IBNR losses and even deduct IBNR losses from their federal and state
income taxes. Given the insurance industry’s familiarity with the concept of IBNR losses, insurance companies
cannot argue that they did not expect to pay, years after the fact, for injuries which occurred during their policy
periods. The decisions following Northern Insurance, including the recent Glidden decision, reinforce the notion
that occurrence-based liability coverage protects the policyholder against IBNR losses.

Anti-Assignment Clauses are Inapplicable After a Loss has Taken Place

Another flawed argument upon which the insurance companies rely is that a policy’s anti-assignment clause
prohibits the transfer of coverage unless the insurance companies’ consent is obtained. This argument is
inconsistent with the nature of occurrence-based liability coverage and the majority of jurisdictions nationwide.
The majority of courts have held that the right to recover for pre-transaction liabilities may be freely assigned
without the insurance company’s consent notwithstanding the supposed “no-assignment” clause in the policy.
Such an assignment does not interfere with the insurance company’s right to choose its own indemnitee but
merely involves the payment of a claim which has already accrued.

Several courts, including the Glidden court, have concluded that because the alleged injury took place prior to
the transfer of assets, the insurance company is not exposed to any greater or lesser risk than the one
bargained for when it initially evaluated the risk. Accordingly, the benefits of the insurance policies are
transferred by operation of law irrespective of whether the physical policies themselves were actually
transferred. In other words, the right to indemnity follows the alleged liability rather than the policy itself. This
is simply how liability insurance works.

Conclusion

Corporate successors seeking insurance coverage for pre-transaction liabilities can tap into historical liability
policies. The more recent and better-reasoned authorities have consistently upheld the operation of law rule
and enforced the free transfer of insurance benefits with the associated pre-transaction liabilities. E
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