D&O INSURANCE POLICIES IN BANKRUPTCY

The Impact of Entity Coverage
and the Entitlement to Proceeds

by ark 4 Polltan

Corporations have traditionally provided liability coverage for their directors and
officers under a directors and officers (D&O) insurance policy. Typically, the
coverage provided under a D&O policy indemnifies the directors and officers for
crrors and omissions that may occur in the performance of their duties to, or on

behalf of, the corporation.
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GO policies serve an

important and neces.
sury function in e
corporate world. By
proteciing  directors
ard officers against
the risks of tawsuits and the associabed
costs, [0 policies encourage individu-
als 1o serve on boards of directors and a3
SETHEN IT\El'f"li}g&}l‘“iﬁfl’it in (Z'(.‘.)‘I'l'](.}l';-i‘liiL"Jl'lSA
When a corporation {iles for bank.
rapiey protection, however, the pamay
purpose of a D&O policy can often be
disregarced and abused Varions parties
in interest witl compets O recover their
share of the proceeds, including the
deliorcarporation o its trastec. Lawe

suits seeking to recover directly from the

directors and officers covered under a
D& policy fnvarlably conflict with the
deblor-corporation’s interests in the
D& policy. The procecds avajlable
urnder a 3O policy are often the only
or hest source of recovery on claims
brought against a corporation’s insiders,

further complicating the landscape

x0 poli-

of entitlement to proceeds, L

cies may also inchude direct coverage
for the corporation Jtself, known as
ertity coverage. As a result, during a

debtor corporation’s hankrupley case, a

D& policy may often be treated as

simply another asset of the debror’s

eitale, o lhe detriment of & deblors

directors and officers.

The D&O Policy and Bankrupicy

D&O poticies generally provide (hyee
types of coverage: 1) individual Hability
coverage for a corporation’s directors
and ofticers; 21 indemnification cover-

age, which insurcs

a vorporation’s obli-
gation to indemnify its directors and
officers; and 3} ontity coverage, which
provides coverage for direct claims
made against the corporation. Under
the terms of a D&EO policy, Bability cov-

crage generally s provided and payable

directly 1o the directors and officers for

claims arising out of thele wromngful acts

pr indirectly through Indemnification
by the corporation. b addition, Indem-
nification coverage generatly s provid-

et to the corporation as relmbusement

for indemnitication provided o direc

tors and  offreers for claims  made

inst them,

The language of a D&EQ policy spedi-
fies and describes the coverage provid.
il
covered. Intertwined with the issue of

e

andd defines the types of ioss that are

coverage for claims against the directons

The main question the
courts have confronted
is whether D&O policies
and their proceeds are
“property of the estate”
under the Bankruptcy
Code and, if so, whether
cause exists to lift the
automatic stay.

ancl officers is the timing and advance-

s to directors and

ment of defense

nfficers who are defendants in lawsuits

inittated by various plaintitfs. DO
poitcies that include language provid.

ing for the advancement of defense

cosls witl detail the chroumstances

under whiich the advancement of ¢
may be made.

With the inchision in recent vears of
cntity coverage in D&EO policies, the

rights to proceeds of such policies hawve

been altered. Tn general, the courts have

not taken & consisient approacih e the
competing demands for D8O policy
proceeds among the debtor’s estate, its

Aitors, the covered entities under a

(44
&0 policy and the platntifts bringing
suit, The main question the courts have
confronted is whether D&RO policies amd
¥
estate” under the Bankruptey Code and,

their proceeds are “property of the

if so, whether cause extsts to Lt the
automatic stay)!

These issues are crystallized with
DED policies, since these policles are
considerad to be eroding assets, Le, the
arnounts dulvansed by the insueer, as
payments for defense costs, indemnpifi-
cation or scitlements, erode the Himits
avaitable ro indemaity all of the
insireds regarding other losses. DO
policies usnatly have one fixed policy
imit, thereby creating a pot of proceeds
available to satisfy all claims mads
the
advancement of defense costs 1o direc-

against  insureds,  including
tors and officers, D&O policies also

rarely segregate the avallahle proceeds

by type of claim or insured.

In the bankruptcy context, the com-
bination of an eroding asset, compet-
ing claimants (including the debtor
itself), and issues of coverage, con make
the wmsue of éndiement o proveeds
more complicated. This 1s particularly

true where a small amount of proceeds

is available to satisly several claims.
While
dgeveloping a consistent strategy 1o

courts have struggled whh
approach these tvpes of disputes, sever-
g1 leading bankruptcy cases have (ro-
vided guidance when considering the
impact of entity coverage for debtors

uridet a 18O policy,

Property of Estate:
Policy v. Praceeds Distinction

Fhe Dankruptey Code provides that a
debtor's estate is comprised of all legal
and equitable interests of the debtor in

property as of the commencement of

the case.” The United Srates Suprerme

e Of

|

what is considered “property of the

Court has determined that the s

pstate” is Lo be interpreted very broadiy,
Ciiven the breacdth of the definition, it 13
thal the determination of whether

ol
a D&O policy and 1ts proceeds are prop-
erty of the estate 8 a significant issue,
and will form the basis of whether a
courl will allow the proceeds to be
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invaded while a debtor-corporation’s
bankniptey case is pending.
Dresignation s property of the estate
means, among other things, that the
03500 policy and it proveceds are protect-
sty povisions of

cd by the automar

the Bankruptey Code! The automatic
stay's prittlary Purpose i to preserye the
statts guo as of the commencement of
the bankrapicy case, and o maintain
thie debtor’s assets that may be utiiized
to satisfy the estate’s creditors’® The
automatic stay protects the debtor’y
estate from dismembennent by oredi-
tors, and thereby promotes the goal of
an equitable and orderly distribution of

will also enjoy such g designation.
Many courts have examined the issue of
s of p D0 policy

whether the procecd

are property of a corporate debtor’s

e, where the policy includes entity
covergge, with a varying degree of

st

results, Some courts have reasoned that

wherg entity coverage is unpd

aims, or therg 5 a
ge will

LT()(},)UH! 45

virtue Of direct ¢l

strong tikelihood that covers

become necessary,  the
debtor's interest in the proceeds 1s para-
mount and must be protected.' Other

courts have held that the pro saba

DNe() insurance policy providing oniy

indemnification coverags constituted

policy were property of the estate.
Cilven the rangs of decisions and the
highly factual naturee of the couns
ngaizy, the f<j)llc,>wir'zg atternpts to high-
light some the leading and most ecent

AT 15501,

decisions addressing this signifi

Ochis v, Lipson (In re First Centrol
Finaecial Corp, )’

b Oohis, the entity coverage provision
wad found i a rider to the D&EQ poticy

that ctherwise provided ondy the tradi-

tional coverages for directors and officers

Hability and Indemunitication sabitity of

the entity.” The entity coverige provi-

sicm prowided the debtor “with a mited

in the most recent cases, the key inquiry has focused on whether the debtor has a
“direct interest” in the proceeds of the D&O policy. Where the debtor has a direc

interest in the proceeds, most courts have held the proceeds to be property of the
bankruptcy estate, and protected from dissipation by the automatic stay.

estate assets.” The automatic stay alse
serves to prevent a creditor’s race for the

assets of the estate.”

D&O Policy as Property of the Estate
Recause corporations pay for and
own insurance policies, several courts
nave concluded that insurance poiicics
¢ under the

are property of the estat
Bankruptey Code® Thus, when a corpo-
ratinn becomes a debtor, s insurance
policies generally become property ol
the estate” Additionatly, several courts
have reasoned that DEO policles are
propetty of a comorate debtor's estate
when the estate 15 wocth more with the

pohley thes without i

Proceeds of DEO Policy as
Property of the Estate

While D& policies maintained by
corporate debrors will atrost always be
held 1o be property of the estate, 1t s a
mare fact-intensive question regarding
whether the proceeds of such policies

258 NEw [ERSEY LAWYER | Jure 2005

estate property even in the absence of
entity coverayge,"

In the most recent cases, the key
inquiry has focused on whether the
delator has a “direct intecest”™ in the pro-
ceeds of the DEO policy. Where the

debstor has a direct interest in the pro-

ceeds, most courts have hekd the pro.
ceads to be property of the bankrupicy
estate, and protected from dissipation
by the automatic stay. These courts pri-
marity reason that pavments made from

£

the DE&ED policy For defense costs of set-

tlegrents o
by increasing the debtor’s exposure o

sprlete the policy Hmits there-

indemnification claims in other litiga.

ricn or i dadimns Severad courts also
reastn that the addition of entity cover-
age for the debior corporation trans-
forms the policy into a vehegle for both

individual and corporate protection,

However, other courts have determined
that the mere existence of entity cover-
age was not sufficient on its own to con-

clude that the proceeds of the [MeO

sphere of liability protection in the event
the corporate entity is sued for vielations
of seouiiies bawsF Based oo those Lacts,
the United States Bankruptey Court for
the Fastern District of New York held that
“the e appendige of entity coversge
to this [plolicy by way af & rider, provid-
ing the [dlebtoy with protection from
securities clalms, does not provide suffi-
cient predicate, per se, 1o metamorphose
the procesds into estate property,”™™

The court reasoned that policy pro-
ceeds are properly deermed estate prop-
erty where many large entity coverage
claims threaten to become & “free-for-
all” that might exhaust the insarance

proceeds and thereby joopardize estate

assets over and above the limits of the
poticy. In such situations, the debtor’s
ity COverige Ccompeies for Proceeds
with the director and officer Hability
portion of the insurance policy.

The court supported s holding by
noting that in the 18 morths the bank-
ruptey case was pending: 13 there had



seen o claims filed against the debror
that would inplicate the narrow scope of
the DEO policy's entity coverage, 2) theee

had been no cxpressions of interest in
suing the debtor for violations of securi-
i Jows, and 3) the trustec had indicated

that 1o actiens were likely or imininent,”

In re Sacred Heart Hospilal®

In Sucred Heort, the policy at issue
provided direct entity coverage to the
debitor, as well 25 coverage for claims
against its officers and directors, 1o
detenaine the merits of an objection

interposed by a creditor seeking to block

comfirmation of the debror’s plan of

cours in Loudsiana World Exposition i
not provide Hability coverage Toy direct

oS AL the court

claimng against the deb

i Sagred Hearl recognized, the petter

practice i3 1o limit the holding of
Lowtisione World Exposition 1o cases in
which the policy does not provide entis

tv coverage 1o the debtoer™

It re Adelphic Commusications Corp™

In Adelphio, the D&EO policy at issue
provided both ditectors and officers
coverage, and direct entity coverage to
the debtors, The United States Lsteict
Court for the Southern District of New
York reversed Lhe bankruptcy court's

I

yet. that

remaing and constitutes the flaw in the

However, the question
listricy oot opindan, tes in the distriot
court’s failure to apply the proper test
for devermining “propey of the estate,”

The Bankuptey Code, by s clesr lan-

guage, reguires the determination of
whether an asset 15 or Is not estale proper-
by to be mace “as of the commencernent
of the case.”™ The future evenit on which
the district court in Adelphia premised itz
assessment of the estates’ integest In the
poticy proceeds, should have had no
hearing a0 the court’s evaluation of
whether the proceeds were estate proper-
ty. That determination should have been

reotpanization, the court in Saceed Heart
was required to determine whether the
proceeds of the subject polioy were
property of the debtor's estaie, Spocili-
catly, the court noted that the “pro
LR

avatlabile for Uhe d]ebior’s Bability
sure age not segregated from {plroceeds
available oy the directors and officers.”™
Because the debtor, in additjon 1o s
directors and officers, was an Insured
urder the subject policy, the court helkd
the estate had a “sufficient interest in
the [plroceeds as a whele to bring them
into the estate” pursaent (o dechon
541¢a) of the Bankruptey Code.™
Trepordantiy, the court in Sacred et
distinguished the Fifth Clireuit's seminal
decision 1 e Loisiona World Expiosi-
tion, where the policy at issue provided
tialility coverage for the directors and
officers and reimbursement to the
debtor to the extent it was oblig

sndemnify the directors and officers.”

Unlike the policies at issue i Sacred

Fleart, however, the poliey before the

hoklings that: 1) the policy proceeds
were estate property, and 2) relief from
the antomatic stay B atlow  defense
costs to officers and directors was inap-

propriate.’ At the heart of the district

court’s decision was ks observation that
“none of the Debtors thave] made or
committed themselves {0 payments
using thelr entity Coverage.”™ Continu-
ing with that reasoning, the court
analogized the debtors’ argument in
support of its entitlement to the pro-
ceeds to a car owner Clalming a proper-
ty interest in car insurance procecds
based on the possibility that an automao-
Tile accident might occur, and the ben-

cficiaries of a death benefit claiming a

property inerest i the ey proceeds

while the insured is afive.”
The rasoning of the disteict court in

Advtphig was premised upon the remaote-

negs 0f the debtors’ potential entity cov-

crage claims. The court determined that
the detitors had ne “property interest in

the provesds of the insurance policies

made as of the commitment of the case.
For that reasan alone, the Adelphia ration-

ale may be questionesd.

In re Allled Drigital Tech, Coep ™
A more reasoned analysis iy provided
i Allied, 1n rhat case, the United States

strict of

Bankruptey Court for the Di
Delaware wrestied with the question of
whether proceeds [rom s directors and
officers liability policy, which provided
Both direct entity coverage and indeno-
mification coverage, constituted proper-
ty of the estate subject to the automatic
stay, Free bankruaptey court analyzed rel-
evant case law and determined that
when there is coverage for the directors
and officers and the debtor, the pro-
ceeds will he property of the estate i
depletion of the procesds would have
an acdverse effect on the estate 1o the
extent the policy actuatly protects the

estate’s other assets from diminution®

Based o the faces of the case, how-
ever, the bankruptey court in Allied
NEW JERSEY LawyER | Tune 2005 249
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determined that the polcy proceeds
were not estate property.” In Allied, the
entity coverage provisions of the sub.
ject policy tmited the debtor to recov-
ering for indemnification coverage and
coverage based only on securities faw
claims against the debron™ The individ-
ual defendants argued that any securi-
ties law claims against the debtor would
be time barred, and the Chapte

trustee " provide{d] no basis for disput-
ing {rhat} position.”"

The fact that it appeared there could
e o ditecd securities law claim against
the debtor greatly influenced the bank-
puprey court’s decision that the proceeds
of the subject policy were not estate
property. The court reasoned that
divect coverage no  longer applied,
“because all securities clalms have
already been adjudicated and/or barred
hy the applicable statute of lmitation,

LR

fir re Medex Regional Labs,, LLCY
Sienilarly, the United States Bankrupt-
cy Court for the Bastern District of Ten-
nessee, following the Allied reasoning,
recently held that a debtor had no inter-
st i the procecds of a [&O policy that

provided entity coverage, because the

policy  and  discovery  poriods  had
expired without the Insurer receiving
any notice of a claim or demand against
the debtor regarding a securities claim.
In Medex, the DXE&OQ policy provided
enfity coverage to the debtor specifical-
Iy for securities claims ™ After the debtor

filedt tts Chapter 11 case, a comumnittee of

unsecured creditors filed & complaing
against the directors and ofticers of the
company, alleging various causes of
actinn, After the insurer agreed to
indemnify the directors and officers for
their defense costs, 2 motion was filed
seeking o determination that the DO
pokicy procecds were not property of the
estate, The directors and officers also
asserted that the D&EO policy prode

were exchuded from the autc
of the Bankruptey Code, and therefore
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could be paid to them by the fnsuren
The court noted that aithough “the

courts readily agree that directors” and

offic

i’ jnsurance policies themselves

are property of a debtor's estate, there is
more discord regarding the guestion of

whether proceeds of such polcies con-

stitute estate property.” The court stat.
ed that the specific tenms of the D&O

policy wondd govern the determination

af whaether the peacecds of 2 policy are
property of the estate. The court con-
cluded that although the D&EQ policy
afforded entity coverage for securities
claitns, the discovery period and the
policy period had expired without any
such Cchaim besng made™ As a result, the
debtor no tonger enjoyed any direct
entity coverage under the D&O policy.

To the contrary, however, the direc-
vors and officers of the debtor were faced
with significant defense costs by virtue
of the pending adversary procesding.
Therefore, the court determined that
the DE&O policy proceeds were not prope.
crty of the bankruptey estate, and

defense costs coubd be advanced with-

out violating the automatic stay of the

Bankruptey Code,

Lifting the Automatic Stay

As demonstrated in Medex, the cure
rent trend in decisions shows courts bal-
S A

ancing the interests of the dire
afficers with those of other stakeholders
ter the proceeds of o D&EQ policy in a
corporate banksuptecy. Some recent deci-
sions have gone beyond the property of
the estate analysis and fooused more
specifically on whether lifting the auto-
matic stay s appropriate to allow the
the
officers.™

advancement of defense costs to

individua!  directors  and
Where directors and offtcers are entitted

wnder the DEO policy 1o the advance

mentt of defense costs, that entitiement
is often challenged by other parties-in-
interest, including trustees, creditors
and other clalmants ultimately seeking
to recover under the D&EO policy.

Relief from the aotomatic stay must
be grunted by the court in order to make
any advances where the proceeds are
determined to be estate propenty. In
these clrowmstances, a cowrt must scruti-
nive the D&O policy language and provi-
sions closely, and weigh the competing
interests 10 the proceeds.

in fu re Cpbenmedic, Inc., where the

poltcy included entity coverage, the

court found that the policy pre
were property of the estate Still, the
court chose to lift the automatic stay so
the directors and officers could pay for
defense costs retated to certain litigation
that was brought directly against them.
The court reasoned that direcions and
officers would suffer irreparabie harm if
they did not have access to the cover-
age. Any harm that would be caused to
the debtor by fifting the automatic stay,
the court determined, was speculative
there ditect claims

because wernre fdl

pending against the debtor®

Conclusion

Any analysis of the entitlerment to
procesds under a DO policy is a bighly
factual exercise, which will require a
court to review the specific language and
provisions of a D&O policy,. Wheae a
D) policy provides entity coverage in
addition to traditional coverage to direc-
tors and olfticers, the analysis becomes
even more difficuit, and often will result
in a batancing of the competing interests
of the several parties. The unsettied
nature of the law with regard to the

s 1o direc-
tors and officers under such policies fur-

advancement of defense

ther complicates the determination of »
parties” entitlement to proceeds ander a
Oy policy,

IFa D& policy provides coverage for
claims againgt the debror entity, the pro

ceeds are more likely to be aysets of the

bankraptey estate, Hecent cases have
ruled that the automatic stay, therefore,
@ DN policy.

rects of

appiies to the pro

Whitte lifting the automatic sty to allow



the advancement of defense costs o

directors and officers may be a visble

option, courts will be wary to invade the
proceeds of 4 D&O policy that provides

entity coverage to debtorn and where

there are pending o pot
that may implicate

eritind Claums

Pirectors

LOVEerage.

and officers who share coverage under
such a D&Q policy with the corporate
entity should be guided accordingly. g
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