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How a Search for the
Big Picture led to Enforce
Anyone who’s ever had corporate insurance coverage
denied – in whole or in part – knows quite well why
we have created Enforce: The Insurance Policy
Enforcement Journal. Call it a sign of the times if you
will, but with corporate liability risk way up and
the scope of available coverage way down, it has
never been more important to have a complete
understanding of how corporate risk and insurance
David E.Wood
law intersect to affect your company when it comes
time to enforce an insurance claim.
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Due to the rapidly changing nature of the
law, information contained in this publication
may become outdated. As a result, lawyers
using this material must research original
sources of authority.

Many individual publications deal with risk control, insurance trends and
coverage law as stand-alone topics. In our business, we have learned many
times over that these are not isolated issues. Thinking they are can actually
hurt your business, because it is by gaining a pragmatic view of the big
picture – not an academic analysis of individual insurance-related issues –
that your company can best understand its risks, best finance those risks with
insurance and best enforce its claims when they happen. Ask anybody who
has lost coverage for a loss thought to be fully insured: Those who understand
the big picture often win, because they plan strategy before the war starts.
Preventing mistakes, protecting corporate value and promoting an understanding of the very complex and very mutable worlds of insurance practice
and coverage law are some of the magazine’s more notable goals. We hope
that independent analysis and information sharing will keep you picking up
each issue. But what will make this twice-a-year publication of use to all its
readers is your feedback – and insight – about this industry.
And a word on this “industry.” We firmly believe
that corporate policyholders face an unprecedented
challenge from insurers, judges and juries to make a
persuasive case for reasonably inclusive coverage of
business risks. This challenge has spawned a new
moniker for what we’ve been doing for a long time:
Insurance policy enforcement. No longer is enforcing business insurance risks an adjunct practice.
Insurance policy enforcement has come into its
David P. Bender
own. Through this journal, and with your help, we
plan to bring its messages to the corporate and non-profit communities
who see it every day. In the meantime, please enjoy this publication and
send us your comments.

David E. Wood

David P. Bender

dew@wood-bender.com

dpb@wood-bender.com

Founders of Wood & Bender LLP
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Outside View:
Board Games and Insurance Policies

Steve Andrews, Senior Vice President of Law and Human Resources for ShopKo, Inc.,
a Fortune 500 network of retail stores based in Green Bay, Wis., knows insurance
policies. During his career, and when working as in-house counsel at other
companies, he’s faced issues including bankruptcy, legacy liabilities from long-closed
operations and a rash of insurance company claim denials. In this interview, he
discusses his views on insurance policies, strategies and how they create some interesting board games for in-house counsel.

Q

You say that dealing with insurance policies can be like a corporate
board game. Why?

Q

How did you come to this mindset?

Q:

A
A:
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Q:

A
A:

To the experienced eye, maximizing or protecting the value of insurance
policies is an essential part of any litigation strategy. However, when you
manage complex litigation, you quickly learn that the game is played on
multiple levels or playing boards. The first board is the actual underlying
litigation and the second board involves the insurance coverage litigation.
When you add other possible actions such as government enforcement
proceedings or litigation over contractual indemnification clauses, you
quickly realize that the moves you make in one courtroom can affect what
is going on in the others. This creates significant strategic concerns.

For me, the light bulb went on when I was working with a prior company
and we had extraordinary claims because of environmental matters.
We were told at various times that these claims were excluded under our
insurance policies, but we learned that the case law wasn’t so clear. But, to
make a long story short, the company was tired of continually paying out,
and we began to look for some recourse.

{
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Dave Bender and David Wood are
regular contributors to D&O Advisor,
a new publication for corporate
executives and board members.

}

{

How are general counsels responding to the increased
risks and challenges relating to insurance coverage?
Wood & Bender is conducting a national survey of
insurance enforcement trends on this topic. To

}

receive a copy of the survey results, send an email with
your contact information to info@wood-bender.com.

Q
Q:

A
A:

What did you find?
We needed someone who could give us a straight answer and someone who
would also be credible in front of insurance companies. Basically, we found
the poster boy for suing insurance companies – a lawyer with a plaintiff ’s
mentality and specific expertise in going after insurance companies on
matters like this.

Q

Were you and the company angry when you discovered there was
recourse after you had been told differently before?

Q

What have you learned through these types of experiences?

Q:

A
A:

Q:

A
A:
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No, it was more of a straight business decision and the more we found out,
the more we realized how much our chances of recovery improved. What
really opened our eyes was when we got into litigation and discovered that
one insurance company which had failed to provide a defense ran the risk
of losing all of its policy defenses. In the end, we showed that even the law
department can produce revenue for the company.

The businessman’s natural inclination to avoid litigation and pursue
alternative dispute resolution works against you in this arena. If you as a
company are convinced you have a strong case, then you must pursue it
aggressively. Also, I learned that as an inside counsel, you can’t have one
law firm that can do it all. You need lawyers from many firms, including
specialized firms, who can work well together, see the same strategic
picture being played out on multiple game boards, and be meaningful
contributors to the whole.
Steve Andrews can be reached by email at sandrews@shopko.com.
VOLUME 1 | ISSUE 1

The Fix for the
“Morning-After”

Merger Headache
by David E.Wood
David Wood is a founding partner of Wood & Bender, one
of the only boutique practices in the United States solely
devoted to insurance policy enforcement. He can be reached
at dew@wood-bender.com.
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If a company cannot rely on the truth of representations and warranties post-merger or
acquisition, it can be in for one big “morning-after” headache. Requiring specialized
insurance coverage for the target company as a condition for the purchase can save the
day in cases where either intentional or negligent misrepresentations are discovered after
closing. The key is knowing what target company coverage is available, what it can do
and what it can’t.
Even the seemingly smallest merger or acquisition
transactions involve myriad details, long negotiations and enough exchanges of drafts – including
proposed representations and warranties – to be
worthy of a set of encyclopedias. More than one
significant company has jubilantly closed a key
merger or acquisition only to face what many call
the “morning-after” headache. As anyone who has
ever gone through a merger or acquisition knows,
the thoroughness of due diligence inevitably gives
way to an acquiring company’s need to rely on the
truth of the acquired company’s representations
and warranties after the deal closes. Discovering
undisclosed problems after closing, long after the
seller has pocketed its money and gone away, is
what causes the “morning-after” headache.

Enforce: The Insurance Policy Enforcement Journal

The possibility of a “morning-after” headache
typically is present unless a pool of cash is held-back
to guarantee the truth of the “merged-out” company’s representations and warranties. Without the
fall-back of a pool of cash, most observers say there
is nothing the acquiring company can do to avoid
the consequences of pre-closing misstatements,
either intentional or negligent.

{

The firm is a title sponsor of American
Lawyer Media’s West Coast General

}

Counsel Conference to be held November
13 and 14, 2003 in Del Mar, Calif. For

more information about the program, visit
www.lawjournalseminars.com.

CHANGING THE DYNAMIC
Nobody likes having their hands tied. And they don’t have to be. Most mergers typically include a provision
that the company to be acquired can spend up to some reasonable limit to purchase D&O liability insurance.
This insurance has a “discovery tail,” extending for some period after the merger closes the directors’ and
officers’ right to submit to the carrier any claim against them based on pre-closing acts. In effect, this type of
policy creates a pool of cash to remedy any misrepresentations that might have induced the deal in the first
place. This is “just what the doctor ordered” in a great many cases.
The acquiring company ultimately pays the premium for this policy (because the merged-out company’s assets
are depleted by the premium amount.) Protecting against this risk should not be a price-sensitive issue, although
the acquirer must carefully balance the expense against the policy limits. If there is a hint that the company to
be acquired has skeletons in its closet, then the best advice is to spend what it takes to create protection against
post-merger surprises. Let the underwriter assume this risk – the post-merger protection against headaches
usually is well worth the price tag.

GETTING IT RIGHT
A D&O policy can provide great protection after closing for pre-merger misrepresentations, but only if it’s structured in the right way. Some caveats include:
❖ Make sure the deal agreement includes a requirement that the coverage to be
purchased is acceptable to the acquiring corporation.
5
❖ Involve the acquiring company’s insurance broker, not the merged-out company’s
broker (who may have little incentive to get the right policy).
❖ Choose an insurer likely to pay a claim if one does occur. (Don’t laugh – some
of the biggest players in the market have a reputation for not paying claims.)
❖ Submit the deal agreement to each prospective carrier with the application for
coverage so the insurer cannot later claim that it did not understand it was being
asked to underwrite risks arising from a change in control of the acquired
company’s assets.
❖ Make sure the “wrongful acts” that trigger coverage are defined broadly to
include “act, error, omission, statement, misstatement or misleading statement,”
but without the modifying adjective “negligent” before those words. This way a
garden-variety, merger-inducing statement should implicate the policy if it
proves to have been false.
❖ Ask all of the acquired company’s directors and officers to sign the merger
agreement which includes the representations and warranties.
❖ Require that the acquired company’s counsel review each representation and
warranty with the board at or before the meeting where the directors vote on the
deal, and ask that each director be individually polled when the vote is taken.
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RESCISSION:
The Devil is in
the Details
by David P. Bender
Dave Bender is a founding partner of Wood & Bender,
a law firm concentrating solely in the national practice of
insurance policy enforcement. He can be reached at
dpb@wood-bender.com.
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In The Devil and Daniel Webster, a New Hampshire farmer down on his luck makes an
agreement with the devil. In exchange for turning his unproductive farm into a prosperous
one, the farmer sells his soul. After years of prosperity for the farmer, the devil comes to collect. The farmer hires Daniel Webster in an effort to rescind the agreement. Webster, unable
to make a case for rescission, makes a constitutional argument before a jury of lost souls and
prevails. The victory is not without cost, however. The devil delightedly informs Webster that
he will be reviled by a large portion of his countrymen and will never become President.
The threat of rescission has long been the weapon
of choice many insurance companies use to deny
policyholders coverage under their policies. While
difficult to prove, the possibility of rescission is
seen as so catastrophic for companies that they
often compromise their positions with insurance
carriers – and settle covered claims for a fraction of
their real value.

Indeed, rescission often is a threat for directors and
officers, who should take steps to minimize the
risk of giving the carrier a tactical advantage in any
coverage dispute. It is a sad but true fact that
Corporate America today needs to take defensive
measures at every stage of the insuring process –
from application to tendering of the claim and
beyond – to effectively prevent rescission.

SETTING THE STAGE FOR RESCISSION
When an insurance company gets notice of a claim from a policyholder, the insurer begins a claim investigation. When the claim is substantial, the carrier often uses attorneys for this purpose. This investigation
is to determine whether the carrier has any obligation to the policyholder relative to the claim.
The first issue investigated is whether there are any exclusions under the terms of the policy that will preclude
any coverage for the claim. The carrier’s claim investigator will conduct a factual investigation to determine
whether any of the facts of the claim fit nicely into any exclusions in the company’s policy. The claim
investigator also looks into the policyholder’s application to see if there are any omissions or misstatements
that would give the carrier an opportunity to seek rescission of the policy. Once the carrier determines its
coverage position relative to the claim, it memorializes these details in a letter to the policyholder.
Many insurance carriers make a practice of launching pre-emptive litigation where misstatements in an application are identified after a major claim is submitted, particularly where the policyholder is expected to fight
the denial. This tactic gives the carrier the choice of forums in which to bring coverage litigation.
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David Wood and Dave Bender recently
spoke to the Sacramento, California
chapter of the American Corporate
Counsel Association on insurance
policy enforcement topics.
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ADIEU TO RESCISSION
For many companies, the Chief Financial Officer and/or someone in risk management generates the
company’s insurance applications, often with help from insurance brokers. Many companies only involve
their legal departments tangentially in the process. This is a mistake.
The policyholder should have its legal department or outside lawyers intimately involved in the application
process. Large companies tend to compartmentalize the application process, for example, risk management
may only get involved in the application process when it comes to providing a claims history and disclosure
of pending claims to the insurer. Risk management can be deployed more effectively to assure the accuracy
of the application – the company’s best prophylactic measure to guard against rescission.
The department should also be asked to look at possible legacy liability from a subsidiary sold or a new company recently acquired. Human resources should be consulted about possible employee claims such as wage
and hour issues, discrimination allegations and other employment-related matters. The “downstream”
approach employed by many companies for their SEC filings should also be used in completing their insurance applications. This procedure would be very helpful in those jurisdictions where the company’s good faith
belief in the truth of the fact at issue is a defense to rescission.
Another way for companies to avoid rescission is the early participation of their legal counsel in the claims
process. Early involvement by an experienced insurance policy enforcement attorney in the claims process can
make it more difficult for the insurer to bring a rescission action by controlling or avoiding admissions about
the materiality of any misstatements in the application.

THE VALUE OF SEVERABILITY
Unless all possible options are first exhausted, a corporation should never buy a D&O policy that does not
include a severability clause. This clause typically serves two functions.
❖ First, it limits the representations and warranties in the application (concerning, among other things,
the company’s financial condition) to what the directors and officers actually know or could know, with
reasonable inquiry, find out.
❖ Second, it limits the insurer’s ability to deny or rescind coverage for those officers and
directors with actual knowledge of the misstatement, for rendering rescission a risk
only for the manager or Board member who knew the company’s financials were
misstated but allowed the misstatement to be disseminated.
With a severability clause, loss of coverage is limited to those insureds making
intentional or negligent misstatements. While the company still has to indemnify the
directors or officers who lose coverage in any shareholder or derivative suit, an insurer
will be slower to assert rescission and less likely to make it stick if the policy has a
severability clause. (If your policy does not have one, your broker should have canvassed
all possible markets for coverage with severability before advising you to accept a policy
without this clause, or he or she faces an errors and omissions claim.)
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DEVILISHLY DEFENSIVE RESCISSION STRATEGIES
Even the most diligent policyholder can find itself the target of a rescission action.
Often rescission is used to scare the policyholder to the bargaining table, where it gives
up policy rights. Given the potentially catastrophic effect a successful rescission action
would have on the company, this is an understandable outcome.
Emboldened by recent, very public rescission triumphs, insurance companies can be
expected to use this tactic more often in coverage litigation with their policyholders.
Policyholders should realize, however, that rescission is, at the end of the day, difficult
for the carrier to achieve.
In litigation, underwriter testimony is crucial – and unpredictable. The decision to
rescind is made by claims personnel, but an effective rescission depends on the conduct
and testimony of underwriters.
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A common rescission scenario occurs when a company restates its financial condition for whatever reason,
and its directors and officers are sued by a class of shareholders. The materiality of the misstatement in the
company’s financials is essentially admitted by the fact of the restatement. Say the claim is submitted to
the D&O carrier, whose adjuster recognizes that the financial statements submitted with the application
contain the error alleged in the lawsuit against the insureds. He calls the underwriter on the account to ask
what she would have done had she known the company’s true condition. The underwriters, on the spot and
unaccustomed to being asked for input on a claim, often will give the response the adjuster obviously wants
to hear: That the policy would not have been sold.
Based often on that statement alone (or the adjuster’s uninvestigated assumption that the underwriter
would not have written the risk had the truth been told), the adjuster issues the notice of rescission. Hence,
the decision to rescind has been made by a claims adjuster, who is in natural conflict with the underwriter
(e.g., the underwriter’s job is to sell policies, the adjuster’s job is to pay only clearly-covered claims), based
on little or no investigation of the manner in which the account was underwritten and, more importantly,
based on little or no understanding of what an underwriter actually does.
Then the underwriter is asked in deposition what she would have done had she known the insured’s
financials were misstated. Underwriters who answer this question truthfully rarely will say what the
claims adjuster expects: The reality is that the underwriter probably would have written the policy on
some terms, perhaps at a higher premium, because it is her job to get premium revenue in the door. If
the insured can prove this, it will be very difficult for the carrier to make a rescission stick.
Do all you can to get your company’s financial statements right, but when mistakes happen (as they
inevitably will), make sure your D&O coverage includes a severability clause. Most importantly, do not
accept a notice of rescission without a litigated fight that includes review of the underwriting file and a
deposition of the responsible underwriter.
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Martha Sharp, formerly an associate in Loeb & Loeb’s
Environmental and Land Use practice, has joined Wood
& Bender as a senior associate. She has enjoyed significant success in gaining environmental coverage for
liability actions against manufacturers, petrochemical
producers and refiners, public entities and many others.
Contact Martha at ms@wood-bender.com.
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What is…
Settle for Everything.

™

“Settle for Everything™ ” is shorthand for Wood & Bender’s approach to insurance policy enforcement. From years of experience assessing and interpreting
policies, the firm has developed a keen understanding of the business of
insurance and policy architecture, assuring the effective penetration of policies
and enforcement of their terms.
Whether the best strategy for a
company is settlement or trial,
Settle for Everything™ is a vigilant
reminder that the only acceptable
course of action is to demand and
expect carriers to comply with all
promises made by their policies.

{

Wood & Bender recently relocated its
Los Angeles office. The new address is
1925 Century Park East, Suite 500, Los
Angeles, CA 90067. The telephone number
is 310-789-2085.

}
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