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From the Publishers

Risk Management  
Strategies for Captive  
Lenders in a Financial Crisis
By Caroline R. Hurtado

Dear Readers,

We are happy to share with you this issue of Enforce, 
the Insurance Policy Enforcement Journal. Now in its 
11th year of publication, Enforce is the only journal 
devoted solely to issues and questions surrounding a 
critical issue for most businesses: the enforcement of 
insurance policies.

This issue deals with three timely questions: first, how 
is the economic tumult in the insurance industry 
affecting relationships among brokers, general counsels and insurance companies; second, how do service 
companies meet their unique insurance needs? And third, how do companies large and small get claims paid in 
uncertain times. All of these topics – indeed, all articles in Enforce – aim to provide you, our audience of business 
owners and leaders, general counsels and risk managers, a better understanding of the insurance climate. We 
hope to guide you through some difficult but critical decisions as you protect your business from risk.

These topics grow out of our working view of the American business scene. We are seeing a slow, steady climb 
from the darkest days of the recession, punctuated with concerns about overseas financial markets. Although 
we have the sense that capital is sitting on the sidelines as investors wait to see what happens, we hear more 
optimism among the business leaders we deal with than we’ve heard in several years – a sense that the worst 
may be behind us. We hope your experience is the same as ours. But it is clear to us that things will not go 
back to business as usual in America anytime soon. We see this as a good thing. Businesses are becoming 
leaner and more reliant upon technology. Productivity is improving as companies rely on fewer people to do 
more. They are paying more attention to troubled foreign markets that could impact business here. We see 
companies being more careful, in a myriad of ways, than ever before. 

The American economy is increasingly dominated by service companies, as existing service industries improve 
and expand their role in our customers’ lives. But according to many of our clients, a key area in which service 
improvements appear to be lagging is the service provided by insurance companies. This creates unique 
challenges for our clients as they look for unique solutions to their companies’ insurance needs. Several of them 
share these solutions with us for this issue of Enforce. We hope their insight inspires you.

Our magazine is a resource for those who confront, manage, transfer and litigate the risks corporations face 
in daily life. This issue of Enforce is dedicated to them. 

Sincerely,
David E. Wood      David P. Bender Jr.
dwood@andersonkill.com    dbender@andersonkill.com
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Getting Along With  
Insurance Companies 

A Complicated Relationship

The carefully drafted, diligently documented 
insurance program that you, the company risk 
manager, crafted at renewal time with your bro-

ker is now put to the test. The very first claim you 
file is placed in the hands of a claims specialist who 
has been on the job all of 60 days after being rushed 
through training.

Lori Seidenberg, senior vice president at Centerline 
Capital Group, can say, “Been there. Done that.” 

“I have seen first- and second-year claims people 
working on the more technical claims. I find myself 
teaching the claims person the coverage and forms 
they are adjusting against,” said Ms. Seidenberg. 

Never has the relationship among the risk manager, 
general counsel, insurance underwriter and broker 
been more important. Enforce spoke to experts in 
the field to assess the claims climate as the nation 
tries to leave the Great Recession far behind. 

It’s all about relationships, our experts said. If your 
risk manager and general counsel have relation-
ships with your company’s insurance underwrit-
ers, and your broker is willing to throw its weight 
behind claims when necessary to get them paid, 
your insurance programs should be there when 
you need them. But, neglect relationship-building 
at your peril. If a company changes insurance 
companies annually, is spotty on giving prompt 
notice of claims, and has unrealistic expectations 
about the scope of coverage, it won’t get the best 
service from its insurance companies. Same with 
the insurance companies: if they don’t know you, 

they are far more likely to ignore your needs when 
you need them most.

To complicate matters, this is not the era of superlative 
service from insurance claims departments. Never be-
fore have claims departments been under more pres-
sure to process claims with fewer employees. Claims 
personnel are being asked to handle more claims, with 
less support, than ever before. They are migrating to 
a put-out-the-hottest-fire-first approach, in which the 
insurer expects that a certain percentage of its claims 
volume will fall through the cracks. This is regarded as 
a cost of doing business. Our experts had some advice 
on how to handle this as well.

The Situation
Chris DeBruin, vice president of risk management, 
and associate general counsel at Suffolk Construc-
tion, has seen this cycle from both sides. He came 
from the insurance side but now works for one of the 
East Coast’s largest construction companies. “Claims 
departments are being driven one way – to be more 
aggressive – even though this contradicts what carri-
ers’ business people are being told – that we need to 
maintain relationships with our best clients.” 

Seidenberg said, “Because the claims inspectors 
have so much on their plates, some things are being 
missed.”

Carriers are being squeezed by pressure for profit in an 
industry that has been deeply affected by the invest-
ment market. “The property and casualty portfolios 
are on fixed income. They are now getting 1 percent 
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return on their money when they are used to getting 
5 percent,” said John Racunas, senior vice president at 
Lockton Insurance Brokers. And that pressure shows 
up when claims are filed. “I am seeing a greater con-
tentiousness at the adjusting level. Denials. Strict in-
terpretations of the policy. It isn’t that they are told not 
to pay the claims. We end up with the same resolution 
but it ends up being more contentious.”

That extra time is money, says Seidenberg. “We 
spend a lot of time at the beginning of the process 
to make sure the statement of values is correct and 
agreed upon. And, when you put in a claim, they 
want to re-underwrite the values again. They are 
asking for more documentation now.”

The tough economic climate is showing up at the 
other end as well – claimants who are out of work 
and asking for more from their former employers. 
Jigisha Desai, vice president and treasurer of Granite 
Construction, said the number of claims is decreas-
ing because of an emphasis on safety and training, 
but the claims that are filed “are more severe, par-
ticularly on the workers’ compensation side.” When 
people are out of work, they need someone to blame, 
and that often is the former employer, she said. 

The insured is likely to be under financial pressure 
as well, and this results in “a lot of people digging 
in their heels,” said Steve Andrews, general counsel 
and secretary at Insight Enterprises. “Everybody is 
being a lot more wary.” 

Another approach, which often backfires in the long 
run, has insureds shopping to get the lowest rate. 

Desai eschews shopping. “I want a fairly predictable 
cost structure. I don’t want to be the hockey puck 
bouncing from end to end of the rink.” And staying 
with one insurance company helps stabilize costs.

What To Do
“I have looked at it as a strategic approach,” said Bill 
Deckelman, vice president and general counsel of 
Computer Sciences. “Establishing and maintaining 
effective relationships with a company’s carriers is 
a key area where a general counsel can add signifi-
cant value for his and her companies.”

In short, it’s about the relationship.

“It’s pretty intuitive,” continues Deckelman. “Highly 
successful business relationships underlie the 
contracts. Underneath it, there is probably an un-
common level of trust. To me, this is the root of a 
successful insurer relationship.”

All of our experts said it’s important that the un-
derwriters take the time to know your business and 
that you understand theirs. 

DeBruin said, “Business partners are more willing 
to resolve issues. If you don’t view it as a partner-
ship you will become one of those companies that 
is always shopping carriers. If you guard every 
penny of the insurers’ money then you are going 
to have a really good relationship with them. They 
don’t want you to treat it like it’s ‘just insurance.’ 

[There are] a lot  
of people digging 
in their heels.  
Everybody is being 
a lot more wary.
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Guard it like it was your money.”

Deckelman said, “The last thing you want is a car-
rier who is not making money. The consequences 
of that are terrible.” 

At the same time you are building relationships and 
looking out for your partner, it is critical to pre-
serve your company’s rights and money.

Andrews warned, “It is essential to have coverage 
counsel involved in the communications [at the 
start of a dispute] to preserve your best arguments 
for coverage.”

Companies must lean on their brokers, but not rely 
on them solely. DeBruin said, “Companies that do not 
have the technical expertise in the organization must 
heavily rely on the broker for technical background 
and expertise. Take what you can from the broker and 
absorb it so you can understand the global picture.”

And understanding the big picture is what Racunas 
said a broker lives with daily. “We understand the 

market and where it is.” A company with a broker 
shouldn’t be managing its own dispute. A broker with 
knowledge of the market and the insurers should. 
“Frankly, we don’t care what the caseload is for the 
adjuster or the underwriter. If the case needs to get 
elevated quickly, your broker can and should do this.”

Desai believes she can always ask more from her 
insurance company and broker. “Ask them for cre-
ative solutions.” If you have a partnership, they will 
come back to the table with fresh ideas. “Ask them 
what additional products and services they have 
that can help you.” 

The last thing she wants to do is go shopping for 
the lower cost, Desai said. “I know that sounds odd 
because we’re in the construction business where low 
costs are everything. But at the end of the day, I need 
to be able to count on a predictable cost structure. So 
maybe I don’t get the big cuts in a soft market, but I 
also don’t get the 20 percent increases in a hard mar-
ket. That’s what staying with a carrier can do for you.”

That relationship with the carrier extends to the 
claims adjuster. Seidenberg started her career on 
the claims side. “I have a relationship with claims 
people and when they see my name, they are likely 
to call me back. I’m a claims advocate.” 

Deckelman takes underwriters to dinner when they 
are in town. “I know that’s not for everyone, but 
they are important. Insurance is one of those reali-
ties that when you need it, you really need it.”

So treat it with care. s

   Take what you  
can from the broker  

and absorb it so you can  
understand the 

global picture.
~ CHRIS DEBRUIN, 

VP, SUFFOLK CONSTRUCTION
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O perating any business in the current economy 
is a challenging exercise, but perhaps no oth-
er sector presents as formidable a set of chal-

lenges as the health care industry. The diversity of 
health care service providers is staggering, ranging 
from full service hospitals to physician practices, 
and everything in between. And there are myriad 
other businesses offering health care services, in-
cluding pharmacies, imaging centers, clinical labs, 
drug rehabilitation centers, ambulance services 
and staffing companies, just to name a few. All 
are distinct in their own way and face challenges 
peculiar to the market niches they occupy. Yet, 
to be successful, each must grapple with a host of 
issues unrelated to the main objective of providing 
quality medical services. These challenges include 
navigating regulatory regimes that vary from state 
to state, keeping pace with constantly advancing 
technology, containing ever rising costs and sat-
isfying an increasingly demanding clientele. Add 
to that list the need to maintain adequate insur-
ance protection against liability and one begins 
to understand why operating in this space is so 
challenging.

The First Line of Defense: Health Care  
Professional Liability Insurance
It is obvious that any organization providing health 
care services could be liable when someone within 
the organization makes a mistake that causes a 
patient to suffer injury. Many service providers 
purchase health care professional liability (HPL) 

insurance to cover such claims. The insuring provi-
sion of an HPL policy may agree to:

Pay on behalf of covered persons, all sums 
which covered persons shall become legally 
obligated to pay as damages because of 
injury or damage to any person arising out 
of the rendering or failure to render profes-
sional services . . .

where “professional services” would include things 
such as medical, dental, nursing treatment, dis-
pensing of medications and other similar services. 
However, HPL coverage, while critical to a com-
plete risk management solution, might not afford 
all the protection required by modern health care 
service providers.

Though the HPL insuring agreement and topical 
definition of professional services seem clear on 
their face, the line that separates covered acts from 
uncovered acts in the real world can be blurry. An 
example illustrates the point: A man comes into 
the emergency room of a hospital complaining of 
chest pains. After being checked and monitored 
by medical staff, the man is released the same day. 
While walking to his car in the hospital parking 
lot, the man collapses. A security guard from the 
hospital discovers the man lying on the ground, 
but instead of calling for a stretcher and carting 
the man right back to the ER, the guard instead 
follows standing hospital procedure for accidents 

Beyond Health Care  
Professional Liability Coverage:  

A More Complete Solution for  
Health Care Service Providers

By Robert L. Hernandez
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occurring on hospital grounds and calls 911 for an 
ambulance. The delay in response causes the man 
to suffer severe and irreversible brain damage. The 
issue, from an insurance perspective, is whether 
the actions of the security guard should be consid-
ered “rendering of professional services.” A court 
in Kansas that considered these facts determined 
that the guard was not providing medical services, 
and thus coverage under the hospital’s HPL policy 
was not triggered.

Consider another example: An ambulance is 
summoned by the police to respond to a medical 
emergency. Due to miscommunications between 
the ambulance driver and the ambulance company 
dispatcher, the ambulance gets lost and is delayed 
by several minutes in responding to the call. A 
man dies as a result. Should driving to the scene of 
an accident be considered part of the professional 
services rendered by an ambulance company? (A 
Massachusetts court, on these facts, said no.) What 
if the patient was already in the ambulance and 
then the ambulance got lost? The distinction can be 
difficult to discern.

 

Supplementing HPL Coverage with Additional 
Lines of Protection
Because there are so many scenarios straddling 
the boundary of covered professional services and 
uncovered acts, the prudent organization will often 
couple an HPL policy with a commercial general 
liability (CGL) policy to cover occurrences that fall 
into the gray area. A CGL policy can act as a back-
stop for claims that slip through the cracks of an 
HPL policy. However, CGL policies come with their 
own exclusions that potentially limit coverage to an 
insured just when it is needed most.

For an organization that conducts specific kinds of 
operations or provides specialized services, it may be 
possible to purchase an endorsement that specifically 
covers the type of activities in which the organiza-
tion specializes. Backstopping traditional profession-
al liability coverage with complementary products 
may offer the best possible protection from the wide 
array of unpredictable scenarios encountered in the 
increasingly complex health care marketplace. s

Robert L. Hernandez is an attorney in the Ventura, 
Calif., office of Anderson Kill Wood & Bender, P.C. Outsourcing Community Bank  

Management Functions 
What Happens When You Sell
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A t a community bank, the CEO, COO and CFO 
wear many hats. They run the day-to-day opera-
tions, deal with regulators, keep the board of 

directors up to date on management issues, hire and 
fire employees, oversee lending – the list goes on. 
Because these entities often do not employ risk man-
agers to sculpt their insurance programs, they might 
rely on their insurance brokers to help them under-
stand the risks peculiar to community banks, and 
buy appropriate insurance products to cover them. 
What bank directors and officers do not always 
grasp is the host of new risks that come up when 
their bank merges with another bank or is acquired. 
When a bank outsources management functions, 
these risks can multiply fast.

Some banks, looking for creative ways to cut costs, 
contract out chunks of their overhead to vendors 
offering a menu of services from human resources to 
risk management to insurance placement, providing 
a one-stop shopping solution for many fixed expens-
es that do not justify dedicated employees. These 
vendors, known as professional employee organiza-
tions, or PEOs, bundle and cross-sell these services 
to create packages attractive to smaller companies 
wanting to stay lean. There can be good financial 
reasons for buying these services. But outsourcing 
senior management-level decision-making can put a 
bank at risk of delegating important calls to a con-
tractor that lacks access to the big picture. Moving 

 By Joseph Scully
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human resources directors, risk managers, payroll 
managers and other management and administra-
tive functions off premises can be a good value 
proposition where the bank supervises PEOs at the 
highest level of the company. If it does not do so, 
modeling enterprise and liability risk is tough to do, 
and shifting these risks to other outlets – like insur-
ance programs – can be tricky.

Leasing employees is nothing new, but some PEOs 
are now offering broader services, including master 
insurance policies (e.g., workers’ compensation, fidu-
ciary, employment practices liability, crime, directors 
and officers, health and disability) covering banks 
either directly without a broker, or through the PEO 
with only the vendor’s broker available to meet the 
bank’s individual needs. The enhanced bargaining and 
buying power PEOs offer their clients can make this 
a good deal. But community banks should pay close 
attention to what PEO insurance programs do not 
cover, particularly when a bank is planning to merge 
with or be acquired by another financial institution. 
Directors and officers of smaller banks with PEO-
originated insurance, who are considering a merger or 
acquisition, should think about the following issues.

1. Before closing any sale or merger, any and all ac-
tual or potential claims need to be reported under 
the PEO’s insurance policies. Insurance companies 
take a dim view of preclosing claims not reported 
until after the deal is done, and bake coverage 
defenses into their policies to avoid them. As part 
of due diligence, many times a seller must rep-
resent and warrant to the buyer that all circum-
stances potentially giving rise to claims have been 
disclosed to the surviving entity. Breaches of these 

representations and warranties can carry conse-
quences beyond just losing insurance coverage – 
the purchase price may be adjusted, or hold-backs 
forfeited, as a result of undisclosed claims. If the 
selling bank ceases to exist at closing, its directors 
and officers can face post-transaction claims by 
third parties that the buyer may not be willing to 
indemnify. Making sure applicable directors and 
officers (D&O) liability, employment practices 
liability (EPL) and similar insurance policies are in 
effect after the seller is merged out or sold is criti-
cally important to protect against these liabilities 
– which plaintiffs may try to pin on the seller’s 
former directors and officers personally.

2. A D&O policy protects the bank and its directors 
and officers from liabilities they incur from per-
forming their duties for the entity. ELP insurance 
often protects the bank, its management and its 
board from liabilities to employees and third 
parties arising from termination of employment, 
discrimination, harassment and similar offenses. 
Coverage under these kinds of policies is not 
triggered by the date the policyholder committed 
the allegedly bad acts. Rather, depending on the 
kind of policy, coverage is triggered either when 
a qualifying claim is made against the policy-
holder (in the case of a “claims made” policy), or 
when a claim is made against the policyholder 
and reported to the insurance company (in the 
case of a “claims made and reported” policy). 
Because both kinds of insurance may disappear 
when the bank is sold, a claim made against an 
individual director or officer of the seller after 
closing, based on preclosing acts or mistakes, 
may not be covered. 

Moving On 
After a bank is sold, its directors and officers look 
for new jobs and go on with their lives, secure in the 
knowledge that the business of the bank they used to 
serve is over and done with. This may not be so. Buy-
ers tend to pare back staff to achieve an economy of 
scale, leaving long-term employees – who may watch 
directors and officers leave with golden parachutes – 
on the street with scores to settle. Disgruntled share-
holders may file suit over perceived unfairness in the 
transaction. Where the sold bank is merged out, or is 
bought on an asset rather than stock basis, the entity 
itself is protected against such future claims based on 

        After a bank is  
sold . . . buyers tend to 
pare back staff to achieve 
an economy of scale, 
leaving long-term  
employees on the street 
with scores to settle.
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preclosing acts because the seller bank is gone, never 
to return. But its directors and officers usually are 
very much alive. If claims are asserted against them 
months or years later for liabilities incurred before 
the sale, they may not be covered unless – as a term of 
the sale – the buyer purchased an extended discovery 
period on D&O, EPL and similar policies (known as 
a “discovery tail”) covering the individuals for post-
closing claims. 

These policies typically offer discovery tails auto-
matically, on payment of an amount measured by 
some multiplier of the final year’s premium. But 
PEO master policies do not always offer discovery 
tails, much less automatic ones. If directors and of-
ficers rely upon a PEO to provide risk management 
and insurance procurement services, and sell their 
bank without buying an extended discovery period, 
any claims made later concerning presale events 
may not be covered. This might take the shine off of 
bargain premiums, particularly when directors’ and 
officers’ personal wealth is threatened because a key 
part of any merger or acquisition – ensuring insur-
ance protection of outgoing management and board 
members – was outsourced. 

On Your To-Do List 
Finding solutions for this kind of potential coverage 
gap, to prevent unpleasant surprises if claims arise 
after sale, should be part of the due diligence task list. 
Directors and officers of a bank using a PEO should 
ask the vendor to find them tail coverage for a period 
of years after closing recommended by legal counsel. 
If the PEO cannot deliver a tail, they should ask an 
independent broker (i.e., not the one sponsoring the 
PEO master policies) to recommend alternatives. 

Another option for enhancing PEO-furnished cover-
age may be excess coverage. Many PEO policies are 
written with low limits. Careful banks purchase ad-
ditional layers of D&O and EPL insurance to increase 
the overall limits or, just as important, drop down to 
the primary level if the PEO policy does not cover 
a loss. A discovery tail may be purchased on excess 
policies to enhance post-closing protection.

Another possible solution is contractual indemnity, 
backed by the buyer’s own insurance programs. If 
possible, the seller should negotiate an indemnity 
agreement with the buyer providing a contractual 

source of payment of claims against directors or of-
ficers after the deal closes. This shifts the burden of 
insuring these risks to the buyer. But what if the trans-
action is a fire sale? What if the seller has no ability 
to negotiate, and must take what the buyer offers? If 
the seller will not provide indemnity for post-closing 
claims, and no insurance is available, the directors 
and officers should first ask their PEO what it recom-
mends. If it has no available options, they should seek 

the advice of a broker unrelated to the PEO able to 
offer self-financed insurance solutions.

PEO policies often furnish commoditized, bargain-
priced insurance policies that may be appropriate 
for a bank with no special needs, but inappropri-
ate for a bank involved in a merger or acquisition. 
The practice of outsourcing management functions 
is here to stay. But a bank about to change hands 
must do its own assessment of the risks likely to 
survive the deal. Relying on the sponsoring bro-
ker or PEO to offer advice and insurance products 
tailored to the needs of individual directors and 
officers may not be prudent. There is a wide margin 
for error in bank mergers and acquisitions, and 
one-size-fits-all insurance policies may not yield 
the protection from future liability that manage-
ment and the board expect. s

Joseph Scully is president of Financial Guaranty Insur-
ance Brokers.

        Finding solutions  
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unpleasant surprises if 
claims arise after sale, 
should be part of the due 
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By Caroline R. Hurtado 

Since the advent of modern consumer protection 
law in the 1960s, the financial services sector has 
been one of the most heavily regulated indus-

tries in the nation. Predatory real estate lending 
that triggered the Great Recession has driven a new 
wave of consumer protection legislation aimed at 
leveling the playing field for lenders and individual 
borrowers. But, in the auto finance industry this 
trend is expressed differently: fraud-prevention 
requirements hitherto imposed on dealers are be-
ing relaxed and the risks of dealer fraud shifted to 
captive lenders, all in the name of consumer pro-
tection. Lenders’ options for insuring this increased 
crime risk may be limited, calling for heightened 
scrutiny of crime insurance policies intended to 
backstop this exposure. 

A “captive” finance company is a lender owned by a 
product manufacturer and created for the sole pur-
pose of making dealers’ and customers’ purchases of 

products more convenient. Captive auto lenders pro-
vide “floor” financing to dealers, allowing them to 
buy their inventories with borrowed funds. Captive 
lenders also offer financing for consumer purchases 
of the parents’ products, and serve an important role 
in the car, truck and equipment stream of com-
merce. Captives tout their ability to tailor terms and 
incentives for auto buyers better than other financ-
ing sources. They lend money to dealers and car 
buyers without relying on insured deposits. They are 
licensed by the states and highly regulated at both 
the state and federal levels. Compliance with federal 
regulations alone requires an encyclopedic knowl-
edge of the Truth in Lending Act, Consumer Leasing 
Act, Credit Practices Rule, Equal Opportunity Credit 
Act, and the Federal Trade Commission’s Credit 
Practices Rule. Captive lenders are, and should be, 
confident in their ability to play an important role in 
meeting the financing needs of wholesale and retail 
buyers of vehicles.

Risk Management Strategies 
for Captive Lenders in a  

Financial Crisis  
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Yet, complex 50-state regulation of captive lend-
ers can place them at a competitive disadvantage 
relative to other kinds of auto lenders, sometimes 
driving captives out of certain states entirely. To 
counter this, captive lenders have to master the 
regulations governing their business and take 
steps to control their enterprise risks. A major 
risk is being defrauded by an auto dealer. Relaxing 
of statutory fraud-prevention measures imposed 
on dealers reduces controls in effect to prevent a 
dealer from committing fraud. While dealer scams 
involving financing hurt consumers and lenders 
alike, the burden of loss usually flows down to the 
captive lender. The risk of loss to a captive lender 
from dealer fraud is difficult to insure, and requires 
carefully designed internal controls as well as a 
crime insurance program tailored to the captive 
lender’s exposure to dealer fraud.

In the typical manufacturer-captive lender-
dealer relationship, the customer belongs to the 
dealer. The captive finance company does not 
have the opportunity to communicate with the 
customer until after the dealer has underwrit-
ten the financing contract and chosen to sell the 
contract to the lender. Dealers are independent 
businesses that have an authorized franchise 
with one or more auto manufacturers. They do 
not work for the manufacturer; the manufacturer 
does not own the dealership. Only dealers are li-
censed to directly negotiate financing terms with 
customers. Dealers are responsible for primary 
verification of identity and credit history of the 
prospective borrower, and for perfecting liens 
securing consumer loans. 

New legislation under consideration in Congress 
and in several states could excuse dealers from 
their obligations as a creditor to verify credit and 
borrower identity. The new rules would transfer 
such duties away from the loan-originating deal-
ers to the finance companies, because the finance 
company is the ultimate purchaser of the contract 
and assumes the credit risk over the life of the 
contract. These regulations could signal a general 
loosening of controls on dealers, increasing the 
risk of customer and dealer fraud. They also ap-
pear to reflect a shift in regulatory attention away 
from dealers, and toward lenders. This change in 
climate may make dealer fraud easier to perpe-
trate and harder to prevent.

The captive lender’s first line of defense against 
dealer fraud is the contract between them. This 
contract should articulate the lender’s remedies in 
the event of dealer default or misconduct. Good 
fences make good neighbors. Paying attention to 
how dealers are operating their businesses, bor-
rowing to finance wholesale purchases, and under-
writing consumer loans for product purchases are 
the lender’s best means of preventing frauds. Does 
the dealer faithfully match up loan contracts with 

collateral so vehicles cannot be double-pledged to 
secure multiple loans? Does the dealer make pay-
ments on any loan, suggesting that the borrower is 
fictitious and the loan proceeds have been diverted 
to the dealer’s private use? Good internal controls 
should include detail-oriented loan underwriting 
by the captive, spot checks of loan pipelines from 
dealers, and the right to audit dealers where there 
are questions.  

But dealers, especially car dealers, are politically 
adroit, well-organized, and often willing to use 
their influence over the manufacturer to avoid 
burdensome internal controls aimed at protect-
ing lender subsidiaries. As a result, even as captive 
lenders negotiate safety nets with dealers to reduce 
the risk of fraud loss, they must make dealer-lender 
contract rights part of, and not the total of, a uni-
tary risk management strategy. 

Certain kinds of dealer fraud losses cannot be con-
tractually shifted away from the lender. For example, 
the Federal Trade Commission’s Rule Concerning 
Preservation of Consumers’ Claims and Defenses, 
commonly known as the Holder Rule, is one area of 
risk that typically cannot be contracted around and 
for which captives must ensure they have adequately 
assessed risks. Under the Holder Rule, if a dealer 
made misrepresentations in selling a car on credit, 

Continued on page 18
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By Joseph G. Balice

I t’s a scene replayed in virtually every crime 
drama on network television. The cops show 
up on the doorstep without a warrant and tell 

a spooked suspect, “We just want to ask you a few 
questions.” In the hyper-clichéd version, the “bad” 
cop adds, “We can do this the easy way or the hard 
way.” Sometimes the suspect cooperates; some-
times he defiantly tells the cops, “Get a warrant.” 
He rarely ends up actually being the bad guy, es-
pecially if he’s the first suspect they’ve approached. 
Such is the state of the contemporary American 
television drama.

Details aside, the approach is a familiar one, and 
the purpose is clear: you catch more flies with 
honey than with vinegar. What “We just want to 
ask you a few questions” really means is: “We think 
you may have done something wrong, or may 
know about something someone else did wrong, 
and we can force you to talk to us, but we’ll give 
you a chance to cooperate, and if you do, we may 
take it easy on you.”

For publicly traded companies, when the “we” is 
the Securities and Exchange Commission, and 
when something wrong is a possible securities 
law violation by the company (or its directors 
and officers) the scenario creates serious insur-
ance problems. Insurance companies contend 
that coverage for these kinds of investigations is 
not available under directors’ and officers’ (D&O) 
policies, because most insurers don’t consider a 
voluntary request for cooperation to be a cover-
age-triggering claim. But, as the SEC increasingly 
implements its recently adopted policy of using 
non-prosecution agreements to encourage self-

reporting, corporate policyholders face a dilem-
ma: cooperate with the SEC and face the risk that 
D&O insurance coverage isn’t available to mitigate 
the damage, or, batten down the hatches, force 
the SEC to bring a formal investigation, and hope 
your D&O policy covers the loss. At least one car-
rier in the D&O insurance market, however, takes 

the position that this creates a coverage gap that 
can be closed by purchase of a new product. How 
products like these will integrate with policyhold-
ers’ existing D&O coverage, and whether they 
ultimately provide a cost-effective solution to the 
problem, remains to be seen. Effective risk man-
agement requires evaluating the cost and benefits 
of such new products as an alternative to facing 
this undesirable dilemma.

A Kinder, Gentler SEC
Traditionally, the Division of Enforcement of the 
SEC has been a take no prisoners operation. If the 
SEC came knocking and found any violations, two 
things were virtually certain: 1) they would pros-
ecute and 2) it was going to cost a lot of money.

We Just Want To Ask You 
A Few Questions:  

The D&O Dilemma For Publicly Traded 
Companies Facing SEC Investigations
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In January 2010, the SEC rolled out its new 
cooperation initiative to incentivize cooperation 
with SEC investigations. The initiative autho-
rized the SEC’s Division of Enforcement to use a 
number of tools already used by criminal inves-
tigators, like the Department of Justice. These 
include the use of formal cooperation, deferred 
prosecution and/or non-prosecution agreements, 
under which the SEC rewards an individual’s vol-
untary cooperation with an investigation, either 
by recommending to the SEC that cooperating 
witnesses be credited for providing substantial 
assistance, or by deferring or foregoing enforce-
ment actions. The four factors the SEC considers 
in deciding when to use these tools are 1) the as-
sistance provided by the cooperating individual, 
2) the importance of the underlying matter in 

which the individual cooperated, 3) the societal 
interest in ensuring the individual is held ac-
countable for his or her misconduct and 4) the 
appropriateness of cooperation-credit based 
upon the risk profile of the cooperating individ-
ual. These measures were added to the Division 
of Enforcement’s tool box in a new section of the 
SEC’s Enforcement Manual entitled “Fostering 
Cooperation,” which built on the 2001 Seaboard 
Report setting out a framework for evaluating 
cooperation by companies. 

As SEC Director of Enforcement Robert Khu-
zami said in announcing the new initiative, “This 
is a potential game changer.” Later in 2010, the 
SEC put these tools to use, entering into its first 
non-prosecution agreement since rolling out the 
new cooperation initiative. The SEC agreed not 
to prosecute any action against Carter’s, a chil-
dren’s clothing company, as incentive for Carter’s 
cooperation with the SEC’s prosecution of a 
securities action against Carter’s former execu-
tive vice president Joseph M. Elles. According 
to the SEC’s complaint against Elles, he carried 
out a fraudulent scheme from 2004 to 2009 by 
manipulating the timing of discounts provided 
to Carter’s wholesale customers and committing 
insider trading violations, realizing over $4.7 
million in illegal profits. When Carter’s internal 
investigation team discovered the fraudulent 
scheme in 2009, it self-reported the violations 
and issued restated financial statements for the 
affected periods. The SEC reached a non-prose-
cution agreement with Carter’s, because Carter’s 
“did the right thing by promptly self-reporting 
the misconduct, taking thorough remedial 
action, and extensively cooperating with [the 
SEC’s] investigation.” 

The D&O Coverage Problem
As the new Fostering Cooperation initiative and 
the Carter’s example demonstrate, the incentive for 
cooperating with the SEC is higher than it’s ever 
been. Unfortunately, the cost to cooperate can be 
exorbitant as well. D&O insurers argue that their 
policies don’t cover these costs until the investiga-
tion escalates with the presentation of a subpoena 
or a filing of charges against the company (which 
is precisely what companies are trying to avoid by 
cooperating in the first place).
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Take, for example, the well-publicized case of 
Office Depot and its recent struggle to recover 
from its D&O insurance companies $23 mil-
lion it spent responding to the SEC’s request for 
voluntary cooperation with an investigation. 
In July 2007, Office Depot reported to its D&O 
insurance companies, National Union Fire Insur-
ance Company of Pittsburgh, Pa., and American 
Casualty Company of Reading, Pa., a Dow Jones 
Newswires’ reporting that Office Depot may have 
violated various securities laws by selectively dis-
closing nonpublic information. Shortly thereafter, 
the SEC informed Office Depot that it would be 
investigating the matter and asked Office Depot 
to provide information to aid its investigation. 
The SEC made this request without a subpoena 

or formal order. Office Depot conducted its own 
internal investigation, promptly self-reporting 
to the SEC all violations discovered. In January 
2008, the SEC issued formal orders of investiga-
tion and Wells Notices against three Office Depot 
officers, and later filed a formal complaint in 
December 2009. 

In the subsequent lawsuit against its D&O insur-
ance companies, Office Depot sought to recover 
the millions of dollars it spent responding to the 
SEC’s request for voluntary cooperation. While 
the insurers conceded that the formal investiga-
tion order and Wells Notices constituted claims 
under their policies, they refused to pay any of 
the costs incurred before then in response to the 
SEC’s initial inquiries. The definition of “claim” in 
National Union’s policy (the primary policy in Of-
fice Depot’s D&O insurance program) specifically 
excluded any “investigation of an Organization,” 
(i.e., any investigation of violations committed 
by Office Depot, as a company) and although the 

policy covered the “investigation of an Insured 
Person” (i.e., any investigation of violations com-
mitted by Office Depot’s directors and officers), 
the SEC’s initial inquiries never identified any 
individuals under investigation. National Union 
argued, and the court agreed, that it was not until 
the Wells Notices were issued months after the 
SEC’s investigation began that any specific indi-
viduals were under investigation, and that Office 
Depot could not recover any of its defense costs 
incurred before then. Unfortunately for Office De-
pot, it had already incurred $23 million in defense 
costs responding to the SEC’s request for voluntary 
cooperation before the Wells Notices were issued – 
a cost it had to bear alone.

The Policyholder’s Dilemma,  
And a Possible Solution
The Office Depot and Carter’s examples illustrate 
the dilemma facing publicly traded companies 
confronted with a request for voluntary coopera-
tion by the SEC. If a company cooperates fully 
with the SEC, it may avoid prosecution as Carter’s 
did, and it may at least mitigate the damage. But 
the cost to do so is significant, and may not be 
covered unless (and until) the SEC issues a formal 
investigation order, as the court found in the  
Office Depot case. Refusing to cooperate risks  
incurring the full wrath of the SEC, yet this is what 
a corporate policyholder might have to do to get 
the benefit of a defense paid for by the D&O  
insurance coverage it bought for this very reason.  
Essentially, companies could be punished, when 
they do the right thing and cooperate with the 
SEC, by forfeiting their D&O coverage.

The solution is easy to identify, but not necessar-
ily easy to execute: find D&O insurance that cov-
ers a request for voluntary cooperation with an 
SEC investigation. Traditionally, coverage for this 
kind of loss has been hard to obtain. Some poli-
cies cover defense expenses incurred responding 
to an investigation of an insured person, (i.e., 
the directors and officers of the company), but 
not the company itself. In 2010, AIG (recently 
rebranded as Chartis) unveiled a new Executive 
Edge Broad Form Management Liability Insur-
ance Policy that expressly includes this type of 
coverage by covering both claims and pre-claims 
inquiries against insured persons. Under the 
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pre-claims inquiry coverage, an insured person is 
covered for his or her costs incurred responding 
to any request by an “enforcement body” (any 
federal, state, local or foreign law enforcement 
body, expressly including the SEC) for a meet-
ing or interview or to produce documents. The 
insured person is also covered for the costs in 
responding to such a request made by the orga-
nization, if the request arises out of an enforce-
ment body’s investigation of the organization, or 
out of the organization’s investigation of a share-
holder derivative lawsuit or demand.

Therefore, although AIG might contend that the
policyholder will not be covered for its own costs 
to respond to a request for voluntary coopera-
tion, the policyholder may be able to push some 
of those costs down to the responsible directors 
and officers, which AIG would then presum-
ably cover. This provision, however, is limited 
by the qualification that the insured person is 
not covered for the cost of producing any docu-
ments in the possession of the organization. In 
other words, if the SEC requests the organization 
produce documents that are already in the orga-
nization’s possession, the organization might not 
be able to pass those costs onto its directors and 
officers, and therefore onto AIG.

Although the AIG Executive Edge policy and 
others like it provide some coverage for direc-
tors and officers, the organization is still left 
largely uninsured for the cost of responding 
to any pre-subpoena investigation targeting it 
directly. In March 2011, AIG rolled out another 
new product called the Investigation Edge  

Global Entity Investigation Response Insur-
ance, which AIG billed as “the first insurance 
solution to cover company costs arising from 
SEC investigations, including those related 
to internal investigations.” The Investigation 
Edge policy purports to cover both “response 
costs” and any “insurable amounts” paid by 
the insured organization in a final settlement 
agreement arising from an “Investigation,” 
which includes “formal or informal written or 
telephonic” inquiries.

The Investigation Edge product is an intriguing 
possible solution to the dilemma outlined above, 
but there are caveats. First, it is not a D&O 
policy – it is a standalone insurance product that 

covers a single risk: investigations of securities 
violations. It does not appear to cover any other 
“wrongful act” that one would expect to be cov-
ered under a D&O policy. Second, the Investiga-
tion Edge policy does not cover the directors and 
officers of the insured organization – only the 
company itself and its subsidiaries. Third, while 
the Executive Edge covers directors and officers 
for investigations from virtually any law en-
forcement agency, the Investigation Edge covers 
only those that investigate securities violations – 
namely, the SEC and the Department of Justice. 

That said, the Investigation Edge product has some 
appealing features. Any investigation by the SEC is 
presumed to relate to an alleged securities viola-
tion, and therefore covered under the policy, unless 

and until proven otherwise (at which time AIG 
has no right to seek reimbursement for amounts 
already paid). There is no requirement that the 
insured organization obtain prior approval from 
AIG before incurring defense costs if the insured 
organization uses one of AIG’s pre-approved panel 
counsel firms. Also, coverage is triggered not only 
if the SEC approaches the insured organization 
with an investigation, but also if the insured orga-
nization discovers a possible securities violation, 
retains panel counsel, and self-reports the violation 
to the SEC (as Carter’s did).

It bears noting that, according to brokers, the 
Executive Edge and Investigation Edge policies 
are very expensive and, so far, have attracted few 
buyers. And, of course, one significant drawback is 
that, as noted above, the Investigation Edge policy 
is not a replacement for a company’s existing D&O 
policy, but is an additional policy purchased sepa-
rately. How this and similar products will evolve 
and interface with traditional D&O coverage 
remains to be seen.

 The Investigation  
Edge product is an 
intriguing possible  
solution to the dilemma,  
but there are caveats. 
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or engaged in fraud, a consumer could raise the 
dealer’s conduct as a defense to a captive lender’s 
demand for payments. The Holder Rule requires 
dealers to give notice to consumers in credit con-
tracts that lenders who buy the contracts are subject 
to the same claims and defenses the consumer would 
have against the dealer if the lender bought the credit 
contract in good faith and without knowledge of 
the claims and defenses, effectively making lenders 
liable for dealer conduct, and shifting the loss to the 
captive. 

Critical to buttressing available contract-remedies, 
is purchasing comprehensive crime coverage that 
insures against dealer fraud on the lender, and on 
consumers that creates liability for the lender. As 
a rule, a typical crime insurance policy sold to a 
manufacturer is very narrow in scope. It covers 
losses from employee dishonesty to money stolen 
from the policyholder’s premises, among other per-
ils. Captive lenders should make sure they are not 
simply added to the parent manufacturer’s com-
mercial crime policy without first checking whether 
the coverage is right for a financing company.  A 
policy that covers stolen inventory but not stolen 
electronic transfers of funds may not be appropri-
ate for a lender. Similarly, a captive lender should 
think long and hard before buying a policy written 
for banks, since depository coverage (coverage for 
money and property held in a safe or vault for cus-

tomers) and check fraud coverage may afford little 
protection for the risks faced by captive lenders.

Far more important for a captive lender is crime 
insurance that covers dealer fraud. Many com-
mercial crime forms exclude all losses in any 
way associated with people or entities represent-
ing the manufacturer or its captive lender. As 
originator of all lending contracts financed by the 
captive lender, the dealer has a unique ability to 
fraudulently divert the lender’s flow of funds. A 
crime policy excluding losses caused by dealers 
may not do much to mitigate the lender’s risk of 
a crime loss. Inappropriate products, like insur-
ance designed for industries other than lending, 
can create a false sense of security for the captive 
attempting to manage risk.   

Properly valuing risk for insured losses and putting 
appropriate insurance in place to cover it is the first 
stop on the road to effectively managing a captive 
lender’s risk of crime loss. Now is the time for the 
captive lender’s general counsel and risk manager 
to make sure the crime insurance on which their 
company relies to mitigate the risk of dealer fraud 
is tailored to its needs – not to the needs of other 
industries. s

Caroline R. Hurtado is a shareholder in the Ventura , 
Calif., office of Anderson Kill Wood & Bender, P.C.

Risk Management Strategies  
Continued from page 13

Conclusion
Risk management executives are charged with 
the task of evaluating the risks facing their com-
pany, and shifting those risks responsibly. For 
publicly traded companies, one of those risks 
has always been the risk of prosecution by the 
SEC of securities violations, and risk managers 
have addressed that risk, in part, by purchasing 
D&O insurance to cover those claims. Recently, 
the SEC’s reformed enforcement practices have 
created an opportunity for companies to miti-
gate their risk through increased cooperation, 
investigation and self-reporting. However, the 
current state of D&O insurance policies avail-
able in the market inhibits the corporate policy-

holder’s ability to take advantage of the oppor-
tunity to do the right thing, because doing so 
will likely eliminate the possibility of enjoying 
the insurance coverage the company paid for. 
As new policies and products are introduced to 
fill this gap, risk management executives must 
stay apprised of these alternatives as options to 
avoid being stuck in this dilemma. Otherwise, 
the risk manager may soon be asked to answer a 
few questions about why he or she failed to buy 
readily available insurance coverage for a known 
risk facing the company. s

 Joseph G. Balice is an attorney in the Ventura, Calif., 
office of Anderson Kill Wood & Bender, P.C.
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Must Every Service  
Company Have Both E&O 

and D&O Programs?

In the post-World War II period, America was the 
land of manufacturing, where the giants of com-
merce owned heavy industry: foundries, utilities 

and factories making everything from baby clothes 
to bombers. Today, the manufacturing sector is 
being supplanted by service-driven companies 
generating intangible rather than tangible products. 
These companies have different needs than manu-
facturers. Protecting the means of production in a 
manufacturing economy from litigation requires 
insurance for products liability. Guarding a service 
company against liability exposure calls for policies 
covering services rather than products. In the 21st 
century, American business needs less insurance 
for manufacturers, and more insurance for makers 
of intangible products and providers of services.  

All publicly owned corporations, new economy or 
old, have securities-related exposures arising from 
alleged failures of corporate governance. For these 
liabilities, the insurance industry designed direc-
tors and officers (D&O) liability policies to protect 
the individuals and the entity from shareholder 
and derivative litigation. Manufacturers and heavy 
industry buy general liability coverage for their 
products and premises liabilities, but these poli-
cies often don’t fit service companies very well. 
To meet new economy demand, the insurance 
industry offers errors and omissions (E&O) poli-
cies covering what the service company does for a 
living: render services. 

But what if a senior officer of a service sector 
company is sued for making misrepresentations to 

a customer allegedly affecting the company’s stock 
price? Is the ensuing litigation covered by D&O,  
E&O, both or neither? If crafted correctly, these 
policies can fit together like puzzle pieces within 
a corporate risk management strategy. If not, they 
can leave the policyholder with a lot of retained 
risk it didn’t know it had. Service companies need 
insurance for mistakes made in rendering, or fail-
ing to render, services to their customers. But, they 
also need insurance for their directors’ and officers’ 
management blunders, essentially breaching duties 
of service to the corporation for which they act. 

Where Coverage Begins 
Too often, insurance companies assume that D&O 
policies apply to mismanagement claims alone, and 
not to those involving both failures of corporate 
governance and customer relationships. Under-
writers urge service companies to buy E&O insur-
ance to protect their D&O program against erosion 
when claims having anything to do with customers 
and service issues come along. But, do allegations 
of service failures against a service company auto-
matically rule out D&O coverage? 

E&O policies cover loss from a claim as a result 
of a wrongful act taking place before or during 
the policy period “in the rendering or failure to 
render professional services.” E&O policies often 
define the term “professional services” as whatever 
the insured company does to drive revenue. Every 
service provider needs E&O insurance tailored to 

Continued next page
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the services it renders to others. Under this kind 
of policy, professional services means whatever the 
policyholder does to make money. 

Now, suppose the health care conglomerate, ac-
counting firm or investment bank faces liability 
exposure for the way it manages itself. That’s what 
D&O insurance is for. In a perfect world, allegations 
against service companies for mistakes or misrepre-
sentations made while rendering services to others 

are easy to distinguish from allegations of securities-
related liability or other mistakes made while serving 
a corporation. But, think back to the senior officer 
sued for misrepresenting the scope of service work 
to be done for a customer, where the resulting ad-
verse financial impact on the company drives down 
its share price. What if the customer, which owns 
a large stake in the insured company, doesn’t sue 
the company for the allegedly substandard services, 
but instead sues the company and its directors and 
officers on behalf of a class for concealing the failed 
engagement from shareholders? Where does E&O 
coverage end and D&O coverage begin? 

When insuring a service company, underwriters 
try to express the dividing line between E&O and 
D&O coverage by a Professional Liability Exclusion 
(PLE) in the D&O policy. A PLE typically excludes 
any claim having to do with the company’s render-
ing or failing to render professional services. For 
reasons known only to themselves, underwriters 
often don’t define professional services in a PLE ap-
pended to a D&O policy. This is a recipe for cover-
age disputes, especially when the service company 

doesn’t buy an E&O policy designed to plug the gap 
created by the PLE under D&O coverage. 

In the above example, where the customer’s pri-
mary complaint is about the insured company’s 
reporting of its financial condition, and not 
about the quality of its services, the D&O policy 
should cover the claim and the PLE should not 
apply. But, D&O policies often contain alloca-
tion provisions allowing the insurance company 
to escape coverage for a portion of the insured 
company’s defense costs, and part of the ultimate 
settlement or judgment. What if the insurance 
company construes the tangential involvement 
of professional services in an otherwise-covered 
securities claim as a partial defense to coverage, 
justifying allocation? Must any lawsuit mention-
ing professional services brought by a customer 
be perceived as an E&O loss justifying partial 
denial of D&O insurance coverage?

Can You Define That?
Most judicial decisions describe the undefined term 
“professional services” as services that arise out 
of a vocation, calling, occupation or employment 
involving specialized knowledge, labor or skill, and 
the labor or skill involved is predominantly men-
tal or intellectual, rather than physical or manual. 
Some of these opinions define the term professional 
services in a PLE used in D&O policies. Others ad-
dress what the term means in the coverage grant of 
E&O policies, while still others deal with the term 
as used in the PLE to a general liability policy. 

One of the decisions cited most often is Marx v. 
Hartford Accident & Indemnity Co., 157 N.W. 2d 
870, 871-2 (Neb. 1968). Hartford wrote a policy 
covering a doctor for errors and omissions in ren-
dering professional services, without defining the 
term. The insured company’s employee sterilized 
instruments incorrectly, using benzene instead of 
water, and the building burned down. The Nebras-
ka Supreme Court held that the malpractice insurer 
had no duty to cover the loss because the employee 
was unskilled, and had been performing a manual 
rather than an intellectual task. For a generation, 
Marx was the case most cited for what professional 
services means in all insurance policies using the 
term. If the service rendered was intellectual and 
not manual, it was professional. 
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Courts now acknowledge that sometimes, the dis-
tinction between professional and non-professional 
services does not apply easily to service companies. 
In Harad v. Aetna Casualty & Surety Company, 839 
F. 2d 979 (3d Cir. 1988), a lawyer bought a com-
merical general liability policy that excluded bodily 
injury arising out of the rendering of undefined 
professional services. A client sued him for mali-
cious prosecution after the attorney verified an an-
swer and counterclaim. The Third Circuit held that 
this was a professional service because the lawyer 
made a strategic decision that filing a verified com-
plaint would be to Hanover’s benefit, eliminating 
commerical general liability. The act was “profes-
sional” because it arose out of a vocation involving 
specialized skill that was predominantly mental or 
intellectual. The act was  “not professional” because 
“[t]he commercial aspect of running a law firm in-
volves the setting up and running of a business, i.e, 
securing office space, hiring staff, paying bills and 
collecting accounts receivable, etc.”

The Unclear Legal Landscape 
Next, courts began to acknowledge there is a  
no-man’s land between D&O and E&O policies  
that the PLE often does not clearly map out. In 
Great American Insurance Company v. GeoStar 
Corp., 2010 Westlaw 845953 (E.D. Mich. 2010),  
GeoStar was in the business of selling tax shelters 
to investors. The tax shelters, involving the lease 
of racehorses, were overturned by the IRS and the 
proceeds diverted to unapproved uses. The court 
held that the underlying plaintiffs’ claims that 
GeoStar misrepresented the value of the tax shelters 
concerned a professional service excluded under 
its D&O policy, while claims that GeoStar had sold 
more leases than there were horses were not. The 
court rejected the D&O carriers’ assertion that, in 
effect, everything GeoStar did in relation to its tax 
shelter business was excluded by the PLE. 

In a case such as Great American Insurance, in 
which the distinction between operating services 
rendered to customers and management services 
rendered to the insured company itself is blurred, 
rejection of a PLE – especially one that doesn’t 
define the term professional services – seems easy to 
justify. But, where services rendered to customers 
can fairly be segregated from services rendered to 
the insured company itself, the PLE may be applied 
more appropriately. 

These decisions, and cases like them, suggest a 
trend toward a more uniform and fair interpre-
tation of the PLE – and away from the assump-
tion that a service company must have an E&O 
program to protect against big gaps in its D&O 
coverage. The definition of professional services 
emphasizing intellectual rather than manual 
work is all but obsolete. The distinction between 
intellectual and manual services never migrated 
well into D&O programs, particularly those 

purchased by service companies with overlap-
ping shareholder and customer exposures. In the 
example of the unfortunate company sued for 
customer misrepresentations resulting in secu-
rities-related liability, this definition would wipe 
out insurance coverage for all misrepresentation-
based losses. How the insured company gener-
ated service revenue would be irrelevant. Even 
though D&O insurance is designed specifically 
with securities-related exposures in mind, any 
claim based in part on a customer relationship 
would be vulnerable. This is an unfair result for 
service companies that purchase D&O coverage 
but not an E&O program. s

Raymond C. Dion is an associate at Lockton Inc., 
and David E. Wood is co-managing shareholder in 
the Ventura, Calif., office of Anderson Kill Wood & 
Bender, P.C.

        These decisions,  
and cases like them,  
suggest a trend toward a 
more uniform and fair  
interpretation of the PLE – 
and away from the  
assumption that a service 
company must have an 
E&O program to protect 
against big gaps in its 
D&O coverage. 

“ 

”
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HOT TOPICS TO WATCH IN THE COMING MONTHS

Indiana
Wellpoint Inc. v. National Union Fire Insurance Co., 
952 N.E.2d 254 (Ind. App. 2011)

In Wellpoint, the Indiana Court of Appeals limited the 
ability of insurance companies to use notice and limita-
tion of liability clauses as substitutes for prior claims 
exclusions in claims-made-and-reported policies. 

As part of its program to reinsure itself against errors 
and omissions liability, Anthem Insurance Company 
bought an excess policy from the Twin City Fire 
Insurance Company for the period from July 2000 
through September 2002. In November 1999, a group 
of physicians brought a class action suit against an 
Anthem subsidiary alleging that it failed to timely 
and adequately reimburse them for medical services, 
among other things. From February 2001 through 
June 2004, a series of 10 state and federal lawsuits were 
brought against Anthem containing similar allega-
tions concerning reimbursement. Anthem sought 
defense and indemnification under the Twin City’s 
policy in connection with four of the latter suits.

Twin City denied coverage of the four suits on 
grounds that the policy’s limitation of liability and 
notice provisions deemed the four suits made and 
reported at the time of the original suit in November 
1999, before the Twin City policy incepted. Anthem 
brought an action against Twin City for breach of 
contract and Twin City counterclaimed for declara-
tory relief. The trial court ruled in favor of Twin City 
and Anthem appealed.

The Indiana Court of Appeals reversed the trial court, 
holding that the Twin City policy covered the four latter 
suits against Anthem. With respect to the limitation of 
liability provision, the court held that it served two pro-
spective purposes: 1) protecting the insurance company 
from “paying out excessively” for continuous, repeated 
or interrelated behavior, and 2) enabling the policy-
holder to receive coverage for claims made after the 
expiration of the policy. Similarly, the court found that 
the notice provisions equally lacked language indicating 
a retrospective, exclusionary intent. In the absence of 

such language, the court was unwilling to permit either 
of these provisions from acting as the equivalent of a 
prior notice exclusion. 

In the wake of Wellpoint, policyholders may see 
more prior notice exclusions in claims-made-and-re-
ported policies. Until that happens, Wellpoint serves 
as an effective counterpoint to aggressive efforts by 
insurance companies to restrict the scope of cover-
age afforded by their D&O and E&O policies. s

Fourth Circuit 
Bryan Brothers Inc. v. Continental Cas. Co.,  
419 Fed.Appx. 422 (4th Cir. 2011)

Professional liability policies frequently exclude cover-
age for claims arising out of dishonest or illegal acts or 
omissions to the extent that the policyholder engaged 
in, or knew about such acts. These exclusions are 
tempered by exceptions preserving coverage for those 
policyholders having no knowledge of those acts or 
omissions. In Bryan Brothers, the Fourth Circuit called 
into question whether such exceptions afford much in 
the way of coverage for the policyholder when those 
acts take place over a span of time.

Bryan Brothers purchased a professional liability policy 
from Continental Casualty for the period from July 1, 
2008, through July 1, 2009. The policy’s insuring clause 
covered liability of policyholders and its officers or em-
ployees in connection with the performance of profes-
sional services – “provided that,” prior to the inception 
of the policy, “none of [them]” had reason to believe 
such act or omission might reasonably be expected to 
the basis of a claim (the “prior knowledge provision”). 
The policy also contained a “bad acts exclusion” for 
claims based on acts or omissions determined to be 
illegal or fraudulent, but was modified by an “innocent 
insureds provision” preserving coverage for policyhold-
ers that had no knowledge of such acts.

In February 2009, Bryan Brothers discovered that its 
account clerk had embezzled funds from the accounts 
of eight clients from 2002 through the inception of the 
policy period. The victims asserted tort claims against 
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Bryan Brothers. Bryan Brothers tendered its defense 
to Continental Casualty, which denied coverage on 
the basis of the prior knowledge provision, not the 
bad acts exclusion. Bryan Brothers settled the claims, 
then brought suit against Continental Casualty. The 
District Court granted Continental Casualty’s motion 
for summary judgment and Bryan Brothers appealed.

The Fourth Circuit affirmed the trial court’s ruling. 
It held that the prior knowledge provision’s use of 
the phrase “provided that,” amounted to a condition 
precedent to coverage. Because the account clerk was 
an employee of Bryan Brothers, her knowledge of her 
own acts – though concealed from everyone else – was 
deemed sufficient to trigger the prior knowledge provi-
sion and preclude any coverage of the embezzlement 
claims. The court effectively discarded the innocent 
policyholder provision as inapplicable because Conti-
nental Casualty did not deny coverage on the basis of 
the bad acts exclusion to which that provision applied.

Bryan Brothers stands as a stark reminder that insur-
ance companies can and do use broad prior knowledge 
exclusions to counteract coverage otherwise clearly 
contemplated by “innocent insureds” provisions. s

Texas
Downhole Navigator, L.L.C. v. Nautilus Ins. Co., 
2011 WL 4889125 (S.D.Texas 2011)

In Downhole, the policyholder, an oil drilling company, 
was sued for negligence for its role in causing damage 
to an oil well. The policyholder sought coverage for 
the lawsuit from its insurance company, Nautilus. But 
Nautilus sent a reservation of rights letter stating: 

Nautilus Insurance Company will provide 
your company with a defense to these claims. 
However, Nautilus reserves all rights to dis-
claim any duty to indemnify for claims and 
judgments which fail to seek “damages” under 
the policy, as further set forth below.

Nautilus also identified three exclusions that it con-
tended would defeat coverage. 

Because of Nautilus’ position, the policyholder reject-
ed defense counsel chosen by Nautilus, fearing that 
insurance company-appointed counsel could steer the 
lawsuit toward uncovered damages. The policyholder 
argued that the facts to be decided in the underly-

ing lawsuit were the same facts that could potentially 
defeat coverage. Thus, the policyholder claimed that 
insurance company-controlled defense counsel had a 
conflict of interest, hired its own independent counsel, 
then sought reimbursement for its defense costs. 

Unfortunately for the policyholder, the magistrate 
judge deciding cross-motions for summary judgment 
decided there was no conflict and that the policy-
holder was not entitled to reimbursement. The court 
reasoned that the lawsuit alleged that the driller was 
negligent, and negligence was not an issue on which 
coverage depended. In essence, the court ignored the 
policyholder’s argument that the conflict existed due 
to the various forms of damage, some of which would 
be covered and some not. 

This case is now on appeal before the Fifth Circuit 
Court of Appeals. If upheld, it would represent a step 
backward in the trend around the country toward 
protecting a policyholder from the risk that insurance 
company-appointed defense counsel, whose loyalties 
run primarily to the insurance company that pays 
their bills, will subtly – or not so subtly – steer the 
defense effort toward a noncovered result. s

Washington 
National Surety Corp. v. Immunex Corp.,  
162 Wash.App. 762 (2011)

Immunex was sued for allegedly inflating the prices of 
its drugs. Immunex tendered the claims to its insurance 
company, National Surety. National Surety issued a res-
ervation of rights letter under which it agreed to pay for 
Immunex’s defense costs, but reserved its right to seek 
reimbursement of those defense costs should a court 
determine that coverage for the claims did not exist. 

National Surety then filed a declaratory judgment 
action seeking a ruling that it had no obligation to 
cover the claims made against Immunex. National 
Surety was awarded declaratory judgment, then 
sought reimbursement of the defense costs it had 
paid on behalf of Immunex. 

In a victory for policyholders, the court held – in a 
case of first impression – that National Surety was 
not entitled to reimbursement since its policy did not 
explicitly allow it to seek this relief. The court refused 
to read such language into the policy. In addition, 
the court refused to view the payment of Immunex’s 
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defense costs as recoverable under a theory of unjust 
enrichment, since payment of these costs benefited 
National Surety and was not “purely a gratuity to the 
insured.” The court therefore determined that Nation-
al Surety was required to pay Immunex’s defense costs 
up to the time the court in the declaratory judgment 
action ruled there was no coverage.

This decision protects the right of a policyholder to a 
defense whenever there is a bare potential for covered 
loss, up to the moment the insurance company proves 
that no such potential exists. Had the insurance com-
pany embedded a right to reimbursement in its policy, 
however, this decision might have gone the other way. 
But watch this space: the Washington Supreme Court 
granted National Surety’s petition for review, and oral 
argument took place on May 8, 2012. s

Utah
United States Fidelity and Guarantee Co. v.  
United States Sports Specialty Assoc.,  
2012 WL 192793, – P.3d – (2012) – Supreme 
Court of Utah

In another case addressing an insurance company’s 
“right to reimbursement”, the Supreme Court of Utah 
answered a certified question of Utah state law from 
the United States District Court for the District of Utah: 
when does an insurance company have a right to reim-
bursement or restitution against a policyholder? The 
court concluded that Utah law allows a right to reim-
bursement from its policyholder only when the right is 
expressly provided in the insurance agreement. 

This action arose from an underlying personal inju-
ry case where the verdict exceeded the policy limits 
by $4 million. The insurance company, USF&G, 
settled the matter after the verdict for a payment of 
$4,825,000 which exceeded the $2 million policy 
limits. Over its policyholder’s objections, USF&G 
settled the matter under a “unilateral reservation 
of rights” claiming it could seek reimbursement for 
the excess amount from its policyholder. 

When USF&G sought reimbursement from its 
policyholder for the overpayment based on alleged 
right to restitution, the Supreme Court of Utah 
determined that Utah law does not allow an insur-

ance company to seek reimbursement or restitution 
through an extracontractual claim of unjust enrich-
ment. Instead, the court held that “an insurer’s right 
to reimbursement from an insured must be expressly 
provided in an insurance policy before it can be 
enforced.”

In this case and in National Surety above, the courts 
rejected the insurance companies’ argument that, 
allowing the policyholder to retain the benefit of 
an insurance company-funded defense unless and 
until the insurance company proved there was no 
coverage, was unjust and inequitable. Decisions like 
these may prompt some insurance companies to 
add contractual reimbursement provisions to their 
policies, much as D&O insurance company’s added 
“relative exposure” allocation provisions to their 
policies in the wake of mid-1990’s court decisions 
rejecting allocation in many cases in which insured 
directors and officers were sued jointly with non-
insured entities. s

Oregon
State Farm Fire and Cas. Co. v. American Family 
Mut. Ins. Co., 242 Or.App.60 (2011)

If the underlying complaint fails to allege “property 
damage,” does this excuse an insurance company 
from its duty to defend its policyholder? In State 
Farm, the underlying plaintiffs sued the policyhold-
er for the insured’s shoddy construction work in 
building a home. But the complaint asserted claims 
against the policyholder for “failing to complete 
work and performing shoddy work.” Defendant 
American Family denied coverage, arguing that 
the underlying complaint failed to allege “property 
damage,” defined as “physical injury to property” or 
“loss of use of uninjured tangible property.” 

The Court of Appeals of Oregon agreed, holding that 
where the underlying plaintiffs fail to specifically 
allege property damage or injury to property cov-
ered by the defendant-insurance company’s policy, 
the defendant-insurer had no duty to defend. This 
decision underscores the importance of locating 
some qualifying example of property damage result-
ing from an occurrence, even where the bulk of the 
dispute concerns construction deficiencies – which 
may trigger a duty to defend even if the settlement 
or judgment ultimately is not covered. s
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