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time to revisit
your company’s insurance coverage as the reminder
for the renewal of the current Director & Officer (D&O)
liability insurance policies just popped up on your cal-
endar. As you pull out your files, you are impressed (or
not) with the amount and degree of analysis invested
in the process last year—perhaps there will be no new
issues to tackle this year. Wouldn't that be nice? Just
then, an email pops up on your computer screen. It's
another article summarizing the charges filed against
or settled with the general counsel of a Fortune 1000
company. Your initial reaction is, “That could never
happen herel” Furthermore, everyone knows that in-
house lawyers never get sued, right?
But then, is that still true? It seems that articles de-
tailing claims being asserted against in-house law-

yers appear on your computer screen with increasing
frequency—whether involving an indictment or crimi-
nal complaint or civil claims filed in the wake of a cor-
porate meltdown. No matter how remote the chances
of such a catastrophe may currently seem, would in-
surance coverage exist? Are there other contexts in
which in-house lawyers are being sued? Would you
or your general counsel be covered by your compa-
ny’s existing D&O policy? How about under its cor-
porate Errors & Omissions (E&O) coverage? Do your
company's insurers even offer coverage for in-house
lawyers?2 One or more of the in-house lawyers at your
company are officers, but are there any exclusions or
exceptions in the D&O policy that eliminate coverage
for some or all of the activities lawyers perform?
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If you have more ques-
tions than answers, don’t
be surprised. You aren’t
alone. Employed lawyers
professional liability insur-
ance coverage is a rela-
tively new product offered
by several major insurers,
but coverage for in-house
lawyers is a topic many
have been reluctant to
pursue either within their
companies or with insur-
ance brokers. Making an
informed decision on this
topic, however, requires
that you have accurate
information concerning
several questions:
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Just Because It's Rare,
Doesn’'t Mean It Can't
Happen

In fact, while still
uncommon, malpractice
claims against in-house
lawyers are not unheard
of. Such claims are most
commonly filed when a
new management team
takes over or in the wake
of the company’s failure,
when a trustee or receiver
steps in. But that is not al-
ways the case. To illustrate,
one private company filed
a malpractice suit against
its former in-house lawyer
concerning several trans-

e What are the liability
exposures facing your corporate legal department?
What specific claims might an in-house lawyer face?

® Are in-house lawyers generally given indemnification
protection for acts, errors, or omissions made while
serving their corporate employer? Stated another way,
do most companies have a legal indemnification or ad-
vancement obligation to fund the defense or settlement
of claims asserted against in-house lawyers?

e What insurance coverage is available to protect the
company’s indemnification obligation or the individual
lawyer’s assets?

e What is the scope of insurance coverage available to
in-house lawyers—whether under an existing corporate
D&O or E&O policy, or under a separate employed
lawyers professional liability policy specifically crafted
for in-house lawyers?

As you take another look at the email summariz-

ing a recent claim asserted against a corporate general

counsel, it strikes you that these questions may be worth

considering.

Will Your Corporate Client Sue You?

Everyone knows that even the best lawyers can make
a professional mistake in the course of their work for
a client. A legal malpractice claim is the obvious type
of claim lawyers can face. Although such claims may
have various labels—professional negligence, breach of
fiduciary duty, breach of contract—they all constitute
malpractice claims. Yet, do in-house lawyers actually get
sued for malpractice? Do companies ever sue their in-
house lawyers in the wake of a drafting mistake or other
acts of possible professional negligence?

actions he had handled

on the company’s behalf.! The company complained that
the lawyer defendant had “approved” and participated in
the negotiation and documentation of several transactions
which the company later alleged to have been closed with-
out necessary authorizations by the principal sharehold-
ers. While the court ultimately dismissed claims asserted
against the in-house lawyer, the case was litigated through
summary judgment.

Because an in-house lawyer’s client is the company itself,
a change in corporate decisionmakers increases the chance
an in-house lawyer may be sued.? So even if you are com-
fortable that those who hired you would never sue you, new
decisionmakers might take a different view—particularly in
the wake of corporate difficulties. In such a context, factors
that might have restrained members of management or
the board who originally hired or worked closely with the
in-house lawyer may be missing from the decision-making
process concerning whether to pursue a claim. Such mal-
practice claims may be filed by new corporate constituents
or parties standing in the shoes of the corporate client.
And, what such claims lack in frequency is generally made
up for in the amount of the potential damages.

A Multimillion Dollar Verdict

Consider, for example, a recent case in which claims
were filed by the Chapter 7 trustee of a privately-held com-
pany, Trace International, against the company’s Founder
and Controlling Shareholder Marshall S. Cogan, as well as
its General Counsel Philip Smith, and other former senior
officers. After amassing an operating deficit of approxi-
mately $103 million, Trace filed for bankruptcy and the
court appointed a trustee. The trustee alleged that:
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1. Cogan was in default on more than $13 million worth
of promissory notes to Trace;

2. Cogan had received more than $23 million in excess
compensation; and

3. all of the officer and director defendants had breached
fiduciary duties of care by purportedly subordinating
the company’s interests to Cogan’s interests.

As Trace’s general counsel, Smith was charged with
breaching fiduciary duties owed to the company by failing
to fully advise the Trace board of directors and based upon
his alleged participation in a contractual arrangement that
benefited Cogan.

The trial court found Smith liable for over $21 million
based on his involvement in an arrangement by which
Cogan purportedly repurchased certain Trace stock from a
large shareholder and his failure to timely and adequately
advise the Trace board of directors concerning company
loans made to Cogan. On appeal, these findings were
vacated and the case was remanded for a jury trial. The
opinion of the trial court illustrates, however, the reality of
potential professional liability in-house lawyers can face.

Other recent examples include findings made by court-ap-
pointed bankruptcy examiners concerning whether potential
claims exist against in-house lawyers (among other corporate
actors) that a company in bankruptcy may be able to pur-
sue.’ Likewise, a derivative suit recently filed against certain
officers and directors of Chiquita Brands International, Inc.,
includes allegations against the company’s former general
counsel, Robert Olson. As in the Trace International litiga-
tion, the claims made against Olson focus on his role as legal
counsel to the company’s board of directors.!” In yet another
example, claims against a corporate general counsel were
permitted to proceed despite defendants’ motions to dismiss
based in part on allegations that statements allegedly made by
the CEQ regarding the company’s financial well-being “were
bolstered by the silent acquiescence” of the company’s CFO
and general counsel. The court stated that silence may prove
problematic in that case because those dealing with the com-
pany “allegedly trusted [them] based on their positions and
specialized knowledge of [the company]’s financial health.”""

Will the Government Sue You ... or Worse?

Most common among recent examples of the growing po-
tential liability of in-house lawyers are claims filed by the Se-
curities and Exchange Commission (SEC), the Department
of Justice (DQJ), or other government agencies.'? Senior
SEC enforcement officials have openly acknowledged that
lawyers are now subjected to greater scrutiny as ‘gatekeepers’
on behalf of the companies they represent. In a March 2007
speech, Chairman Christopher Cox warned, “It’s because
the roles of gatekeeper and watchdog come with a great deal
of responsibility that, when . . . lawyers . . . fail to live up to

Pereira v. Cogan—The Trace
International Case?

As a preliminary matter, the court found that Smith had
failed to fulfill various duties as general counsel. Specifically,
Smith failed to advise the board regarding:

1. corporate officers’ duties;

2. the board’s duty to manage the corporation;

3. the need for compliance and monitoring programs and/or
an audit committee;

4. the board’s responsibility for overseeing the redemption
of corporate stock; and

5. the board’s obligation to supervise and evaluate Cogan
and to inform themselves regarding transactions
between Cogan and Trace.

A central allegation against Smith concerned an agree-
ment he had drafted under which Trace had agreed to
redeem $10 million worth of stock from one shareholder. The
court found that, upon realizing that Trace could not redeem
the stock without also paying certain dividend arrearages,
Smith devised a plan to disguise the redemption as a stock
purchase by Cogan. Pursuant to the plan, Trace lent $3
million to Cogan, who used the funds to redeem company
stock. Cogan then pledged the shares to Trace. In finding
Smith liable for his role in the scheme, the court noted that
“Smith’s active involvement in this situation suggests that
it was within his discretionary authority and that he had the
ability to prevent the redemption, either at the time he and
Cogan created the need for the redemption ... or later when
he came up with the subterfuge.™

In contrast, the court held that there was no evidence
to suggest that the board would have challenged Cogan’s
allegedly excessive compensation had Smith more fully
advised the Trace board. The court noted that, “the com-
placent board felt that Cogan was properly compensated”
and found that “Smith could not have presented any legal
precedent requiring the Board to take any further action.”®
Consequently, Smith was not liable for facilitating Cogan’s
excessive compensation.

Finally, the court found that Smith, upon learning that
Cogan had taken personal loans from the company, “should
have taken steps to advise the Board that any such loans had
to be approved by them...."® The court noted that, while
“Smith did not believe that the directors had the legal duty
to determine if loans should or should not be made to Cogan
or other insiders”, as general counsel, “it was his responsi-
bility to take steps to so inform himself.”” For the court, the
negative factor in finding Smith liable was the fact that his
“advice ... could have prevented the loans by his revelation
that such loans were not permitted under Delaware law."®

ACC Docket m September 2008



their responsibility, the Commission will bring enforcement
actions.”"® Likewise, notable remarks were made by then
SEC General Counsel Giovanni P. Prezioso at a 2005 meet-
ing of the Association of General Counsel:
Having spent a fair amount of time trying to explain
some of the elements that have not changed in the
Commission’s approach to sanctioning lawyers for
securities law violations, let me turn to what I think
has changed—and what those changes mean for
you as the chief legal officers at your companies.
What has changed—and this may seem obvious—
is the law. The Sarbanes-Oxley Act, as you all know,
significantly expanded the Commission’s authority to
adopt professional standards governing lawyers ...
With the enactment of the Sarbanes-Oxley Act,
any lingering questions about the Commission’s
authority disappeared. And while the Commis-
sion cannot be expected miraculously to become
[an] expert overnight in the regulation of lawyers
as professionals, there is no doubt that it can—in-
deed, given the mandate of Congress, really must—
devote more time and resources to developing its
expertise in this area.'
Proof of such increased scrutiny is not hard to find.
Within the last year and a half, the current or former
general counsel of several public companies have either
been charged with securities law violations by the SEC or
have resolved potential charges in connection with stock
option back-dating issues.'> In many instances, the SEC
has demanded disgorgement of funds and imposed mon-
etary penalties, in addition to various forms of injunctive
relief. For example, based on his role in connection with
the company’s options backdating scheme, the general
counsel of Comverse Technology, Inc., was required to
pay $1,670,915.03 in disgorgement, and to pay addition-
ally $817,509.07 in prejudgment interest, as well as a
$600,000 civil penalty.'® As the general counsel of KLA-
Tencor Corp., and later Juniper Networks, Inc., Lisa Berry
is alleged to have routinely back-dated stock option grants,
for which the SEC is seeking disgorgement and monetary
penalties.'” The DOJ has likewise filed criminal charges or
reached settlements with several in-house lawyers in the
context of recent option backdating issues.'®
Aside from the option backdating scandal, it appears
that the likelihood that in-house lawyers may be pursued
based on accounting irregularities and related securities
disclosure issues may be increasing.'” In one example, the
SEC has filed charges against the former general counsel of
Tenet Healthcare Corporation for alleged securities viola-
tions. In its complaint, the SEC alleges that this former
general counsel knew or was reckless in not knowing that
Tenet’s public filings were misleading based on purportedly

overstated “gross charges” in order to receive larger Medi-
care reimbursements.?’ According to the SEC complaint,
she had supervisory responsibility for drafting and review-
ing Tenet’s Forms 10-Q and 10-K and was one of three
members of the company’s disclosure committee. 2!

In another example of the government’s growing
willingness to pursue lawyers, charges have been filed
within the last few years against several in-house lawyers
for alleged misconduct in responding to a government
investigation.?* Even when regulators or enforcement
agencies ultimately decide not to pursue civil or criminal
charges, in-house lawyers may be closely scrutinized dur-
ing the course of a government investigation. Thus, with or
without pending charges, an individual under scrutiny may
decide that he or she should retain legal counsel, thereby
incurring significant legal fees.

To illustrate, Chiquita Brands International became the
subject of a governmental investigation based on payments
made by a corporate subsidiary to a Colombian group, re-
portedly to ensure the safety of employees and property.?

United States v. Cohn—Bad Facts
Always Make Bad Law

United States v. Cohn** demonstrates another area of
potential liability for in-house lawyers. Four Star Financial
Services, LLC, and its General Counsel Mark Cohn, were
convicted of multiple counts of mail fraud and wire fraud in
connection with their participation in a fraudulent telemar-
keting scheme. The scheme allegedly originated with one
of Four Star’s clients, Joel Katz, who had become heavily
indebted to the company. To help Katz repay his debts, Four
Star agreed to loan Katz money to start a telemarketing
business which targeted consumers with impaired credit
histories and promised to provide these consumers with a
credit card, coupons and other discounts in exchange for
a fixed payment. The product sent to consumers, however,
contained items of little or no value.

Upon learning that Katz was diverting revenue from the
company for personal uses, Cohn caused Four Star to assume
control of the telemarketing scheme. At trial, witnesses for the
government testified “that Cohn was aware that no agree-
ments existed with companies to supply the benefits being
offered in the program; that Cohn ‘micro-controlled’ the tele-
marketing scheme, spending 70 to 80 percent of his business
day on it; and that Cohn instructed [another officer] to send
out fulfillment packages, despite the fact that they lacked the
promised benefits.”? In all, the telemarketing scheme defraud-
ed more than 31,000 customers of more than $3.6 million.
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In accepting the company’s plea to a single felony count of
engaging in transactions with a terrorist group, the judge
who presided over that proceeding acknowledged, “[i]t
gives me pause that no individuals are being held account-
able.”?® One person to whom the judge may have been
referring was Chiquita Brands’ former General Counsel
Robert Olson. Public information concerning this matter
indicates that Olson may have become aware of various
facts concerning company payments made to a Colombian
organization designated ‘a terrorist group’ by the US gov-
ernment in or about 2001, and that Olson communicated
with and received legal advice from outside counsel for
the company regarding the payments at some point before

In re Chiquita Brands Int’l, Inc.

In 1997, Chiquita’s Colombian subsidiary, Banadex S.A.,
apparently began making payments to the United Self-
Defense Forces of Colombia (AUC), a right-wing paramili-
tary group responsible for raping, killing and kidnapping
thousands of Colombians. Public accounts indicate that the
payments were made to ensure the safety of Banadex em-
ployees and property. To avoid detection, “[p]layments were
always disguised as either a check to a third party who
passed the money to the AUC, or as income to a Banadex
employee who paid the AUC in cash.”?

Once the AUC was deemed a “specially designated
foreign terrorist organization” by the US State Department
in 2001, Chiquita could not legally continue to send pay-
ments to the AUC. Chiquita executives, however, claim to
have been unaware of the AUC’s ‘terrorist’ designation and
purportedly continued making payments. The executives
allegedly responsible for approving the payments were
Chiquita’s CEOQ, the chairman of the audit committee, and
Olson, the company’s general counsel.

On five separate occasions between February and March
2003, Chiquita’s outside counsel reportedly warned the
company that the payments were illegal and that Chiquita
“must stop.”?® After initially replying “just let them sue us,
come after us,”*® Olson took outside counsel’s recommen-
dation to the board, which decided to disclose the payments
to the DOJ. After the meeting with Justice Department
officials proved inconclusive, however, Olson purportedly
allowed the payments to continue for another 10 months,
despite warnings from outside counsel that DOJ “officials
have been unwilling to give assurances or guarantees of
nonprosecution ... and cannot endorse current or future
payments”; and the audit committee chairman’s opining that
“we appear to [be] committing a felony.”®'
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the US Attorney’s Office initiated an investigation of the
issue.?” Following extensive negotiations among Chiquita,
the US Attorney’s Office and the DOJ, the government of-
ficial overseeing the case decided not to charge any of the
individual defendants. It appears, however, that this result
was not certain during the course of the investigation.

Nevertheless, with or without the filing of formal charg-
es, the potential for incurring substantial legal fees in the
context of a governmental investigation or other governmen-
tal action—regardless of ultimate legal liability exposure—
exists at a more pronounced level than in the past.

Potential Liability Under the Securities Laws
Remains, but with Some Helpful Clarity

Potential liability also exists for in-house lawyers in
the securities class action context. Plaintiffs’ counsel have
asserted direct securities class action claims against in-
house lawyers, as well as indirect scheme liability claims.
It remains true that lawyers are seldom a principal focus of
such litigation—which instead tends to target one or more
senior executives and members of the board. In the past,
absent either indications of personal gain or a unique role
in events on which the litigation is based, in-house lawyers
have generally been omitted as defendants in securities
class action complaints. But the frequency with which
in-house lawyers appear as defendants seems to be grow-
ing. This has certainly been true with respect to securities
claims filed in the wake of the recent option backdating
scandal.’? Recent examples of suits naming lawyers as
defendants have not been isolated to that context, however.

Classic Securities Fraud Claims

Securities claims filed against Qwest Communications
illustrate in-house lawyers’ vulnerability to ‘classic’ securi-
ties fraud claims.** Securities claims were filed against the
company and certain of its officers and directors, including
the company’s general counsel, after an internal audit led
Qwest Communications to revise its revenue by $2.5 bil-
lion. The complaint alleged that Qwest and the individual
defendants made false and misleading statements regarding
the company’s financial performance, thereby artificially
inflating Qwest’s stock price. The plaintiffs claimed to have
been damaged when the stock price subsequently declined
after the true state of the company’s finances was revealed.

Allegations made against the Qwest general counsel
asserted that he—along with the other named defendants—
was responsible for certain misstatements and omissions in
Qwest’s public filings. The named defendants asked the court
to dismiss all claims at the pleadings stage, which the court
refused to do. In ruling that the case could continue, the
court cited: (i) the scope and magnitude of the accounting
manipulations at issue; (ii) allegations of substantial insider
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stock sales; and (iii) defendants’ executive positions within the
company and routine participation in discussions regarding
the state of Qwest’s finances. Qwest’s general counsel was not
singled out among the named defendants for specific analysis,
but neither does it appear that his role as counsel to the com-
pany caused the court to consider whether he should be given
any different treatment from the other named defendants.>*
No one can predict the future as to whether in-house

lawyers who play a role in their company’s public disclosures
will indeed be more frequently among the individuals named
as defendants in these types of cases. However, the general
trend toward more active pursuit of claims against lawyers in
several other contexts makes this an issue worth considering.

Secondary “Scheme” Liability Theory

For the last several years, plaintiffs’ counsel who file
securities class action complaints have pursued a scheme
liability theory against secondary actors based on tradi-
tional aiding and abetting fraud claims previously rejected
by the United States Supreme Court in Central Bank, N.A.
v. First Interstate Bank, N.A.* Until very recently, there
was widespread concern that if such a theory was found
to have survived Central Bank with respect to secondary
actors, in-house lawyers might routinely find themselves
named as defendants in securities class action lawsuits.

One example of this potential exposure appeared in the
complaint filed in In re Enron Corp. Securities, Derivative &
“ERISA” Litigation. There, in addition to naming Enron in-
house lawyers in the shareholder class action litigation, the
plaintiffs alleged that the third-party bank defendants en-
tered into partnerships and transactions that allowed Enron
to temporarily remove liabilities from its books and to re-
cord revenue from the transactions when the company was,
in fact, incurring debt. These third-party bank defendants
allegedly engaged in a scheme to assist Enron in defrauding
its investors and were thereby purportedly liable for aiding
and abetting securities fraud. The lower court granted class
certification based on these scheme liability allegations.>®

On interlocutory appeal, the Fifth Circuit rejected this
scheme liability theory,>” and on January 22 of this year, the
United States Supreme Court denied plaintiffs’ petition for
certiorari,>® an outcome that was widely expected in light of
the Court’s ruling in Stoneridge Investment Partners, LLC
v. Scientific-Atlanta, Inc., just seven days earlier.>

The Stoneridge plaintiffs asserted a similar scheme
liability theory against vendors Scientific-Atlanta and Mo-
torola. In a 5-3 decision, the United States Supreme Court
affirmed the Eighth Circuit’s dismissal, finding that if the
Court were to recognize the theory of scheme liability, a
new class of defendants would be exposed to the threat
of extorted settlements at the hands of plaintiffs asserting
relatively weak claims.*°

Although the Stoneridge decision effectively forecloses
plaintiffs from bringing securities fraud claims against
in-house lawyers on a theory of scheme liability, second-
ary actors, including in-house lawyers, “are not necessar-
ily immune from private suit” under the securities laws
as “the implied right of action in §10(b) continues to
cover secondary actors who commit primary violations.™!
In addition, the SEC retains its authority to bring civil
enforcement actions against secondary actors who violate
the securities laws, and indeed has filed enforcement
actions against in-house lawyers in the past.*> Moreover,
“some state securities laws permit state authorities to seek
fines and restitution from aiders and abettors.” In-house
lawyers thus continue to be vulnerable to suits brought by
both governmental bodies, as well as plaintiffs via state
blue-sky laws and/or other state laws, such as, common
law claims for fraud or breach of fiduciary duty.

Consequently, the Stoneridge decision does not neces-
sarily foreclose secondary actor liability as certain com-
mentators have asserted. In-house lawyers should remain
vigilant against exposing themselves to this liability under
the various state and federal securities and common laws.

And the List of Who May Sue You Continues

Aside from potential liabilities already discussed,
in-house lawyers are also vulnerable to other third party
claims. Although such claims are relatively uncommon, a
recent suit asserting claims against two in-house lawyers
based on their participation in their company’s dealings with
its banks illustrates that the potential for liability exists.

On behalf of a syndicate of commercial banks, JP
Morgan Chase Bank sued various officers and direc-
tors of Global Crossing Ltd., in connection with a series
of loans made to Global Crossing pursuant to a credit
agreement.** The credit agreement authorized Global
Crossing “to draw down funds from a credit facility,
provided a GC officer certified that the company was
in compliance with the covenants and other terms of
the Credit Agreement at the time of each borrowing.”
Global Crossing allegedly engaged in bogus ‘swap’
transactions to artificially inflate the company’s earn-
ings, thereby ensuring that the company would remain in
compliance with its covenants. The lawsuit asserted that
the swap transactions rendered Global Crossing’s com-
pliance certifications false in order to perpetrate a fraud
on the banks. The suit included claims against Global
Crossing’s general counsel and a second in-house lawyer
for aiding and abetting fraud under New York law. The
lawyer defendants moved to dismiss.

To demonstrate that the lawyer defendants knew of
the fraud, JP Morgan Chase alleged that its objectives and
mechanics were well-known at Global Crossing, as was
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the relationship between meeting revenue targets and
continued access to the credit facility. As proof, JP Mor-
gan Chase cited emails that the in-house lawyer at Global
Crossing had received from the company’s vice president
of sales which purportedly reflected a “do whatever it
takes” mentality with respect to meeting revenue targets.
As for the general counsel, it was alleged that, “he knew
swaps were being conducted to meet end-of-quarter
revenue targets.”® The general counsel also purportedly
forwarded an email containing a list of potential swap
transactions that would allow the company to meet those
targets. In denying their motion to dismiss, the court de-
cided that these allegations gave rise to a strong inference
of knowledge on the part of the lawyer defendants.

It was also alleged that the in-house lawyer negotiated
and “papered” the swaps, although it was not claimed

that she had any role in designing the transactions. The
in-house lawyer argued that such activities were merely
part of her routine legal duties, but the court disagreed.
“The critical test is not . . . whether the alleged aiding
and abetting conduct was routine, but whether it made a
substantial contribution to the perpetration of the fraud,™’
the court stated, explaining that the type of activity that
can lead to potential liability can take many forms. Most
critical was whether “there is an extraordinary motiva-
tion to aid the fraud.™® JP Morgan Chase’s allegations that
Global Crossing’s in-house lawyer was “directly involved
in bringing about—including negotiating—transactions,
which while not themselves necessarily fraudulent, [were]
alleged to have been carried out solely for the purpose

of inflating revenue™® were ruled sufficient to permit the
claims to proceed past her motion to dismiss.

Framework for Evaluating Whether Your In-house Legal Department

Needs Malpractice Insurance

1. Assess the liability exposures facing your legal department.

o Malpractice Claims—WAhat is the likelihood that
current management or directors would cause the
company to sue you for professional negligence?

o Malpractice Claims Following a Change in Control—
What is the likelihood that current management or
directors will be replaced? Is your company subject
to bankruptcy exposure, potentially exposing you
to claims by a court-appointed trustee, examiner, or
comparable authority?

o Government/Regulatory Exposure—Do you appear and
practice before the SEC? Does your legal work include
other areas of heightened regulatory oversight?

o Securities Litigation Exposure/Third-Party Claims—
Does your legal work include preparation of SEC
filings? Do you issue legal opinions or certifications to
third parties?

2. Determine the scope of your company’s indemnification/
advancement obligations to in-house lawyers.

o Reviewthe applicable state statute governing cor-
porate indemnification. Keep in mind that the parent
company and subsidiary companies may be incorpo-
rated under the laws of different states.

o Review the company’s indemnification grant in its
Articles of Incorporation and Bylaws.

o Review any written indemnification agreements or pol-
icies between the company and its in-house lawyers.

3. Determine the extent to which indemnification is extended
to non-officer in-house lawyers and employees generally.

4. Consider whether any such indemnification is mandatory
or permissive. Is the company required to fund a defense
or settlement short of a final adjudication that the at-
torney did not satisfy the requisite standard of conduct for
permissible indemnification? Or, is the decision whether
to defend and indemnify in-house lawyers left entirely to
the discretion of the board of directors in place at the time
of the claim?

5. Consider scenarios where the company may be legally or
financially unable to fund a defense.

o Financial insolvency—Your indemnification protection
is only as strong as your company'’s ability to pay.

o Derivative claims—Under the law in some states, a
company is legally prohibited from indemnifying settle-
ments or judgments in claims brought by or on behalf
of the company.

o Change in Control—What happens if a new board
of directors wrongly determines that the requisite
standard of conduct for permissible indemnification
was not met? Is the indemnification grant subject to
retroactive amendment?

6. Review your existing corporate insurance policies to
determine the scope of coverage already afforded to your
in-house lawyers in their capacities as directors, officers,
or as employees generally.

7. ldentify potential gaps in coverage. Review available
employed lawyers insurance policy forms and endorse-
ments with your risk management department and outside
insurance broker.
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With respect to whether allegations against the gen-
eral counsel sufficiently alleged “substantial assistance”
to permit the suit to continue against him, the court held
that the “[m]ere presence, and passive receipt of email,
cannot, by definition, constitute affirmative assistance.”°
Nonetheless, allegations that he “was actively involved in
the negotiation, facilitation, and approval” of swaps also
proved sufficient for the claim for aiding and abetting
fraud to proceed.

What's a Lawyer to Do?

Now that we have convinced you that the potential for
liability exists, what’s next? What should you do in order to
analyze whether insurance coverage for such claims either
already exists at your company, or is needed? A threshold
issue is whether your company is obligated to indemnify
and to advance defense costs in the event such a claim is
made against you or another of your in-house lawyers.

Generally speaking, issues concerning the indemnifica-
tion of corporate employees are governed by the law of
the state in which the company is incorporated.>' Conse-
quently, first steps should include a review of the relevant
indemnification statute.

Because a majority of the nation’s Fortune 500 compa-
nies are incorporated in Delaware, that state’s indemnifica-
tion statute merits attention. Section 145 of the Delaware
General Corporation Law>? does not focus solely on direc-
tors and officers. Rather, Section 145 addresses indemni-
fication in the context of employees and agents, as well as
directors and officers.

One provision of Section 145, subsection (c), requires
mandatory indemnification where the covered individual
“has been successful on the merits or otherwise in defense
of any action, suit or proceeding . . . or in defense of any
claim, issue or matter therein . . . .” Significantly, however,
the scope of the provision is limited to “present or former
officer[s] and director[s,]”>> making the statutorily required
indemnification of expenses following a successful defense
entirely discretionary as to non-officer employees and agents.

Several other aspects of Section 145 are noteworthy.
First, the indemnitee must have acted in good faith, and
he or she must have reasonably believed that such conduct
was in, or at least not contrary to, the best interests of the
corporation. Alternatively, in the context of a criminal
proceeding, the indemnitee must not have had reasonable
cause to believe that his or her conduct was unlawful. Sec-
ond, unlike in other proceedings, “a Delaware corporation
may indemnify an indemnitee in a shareholder derivative
proceeding only for expenses (i.e., not fines, judgments, or
settlement amounts)” and only so long as the party seeking
indemnification is not ultimately found liable to the corpo-
ration.>* Finally, a parent corporation may not be permitted

or required to indemnify employees of any direct and indi-
rect subsidiaries, unless those individuals were serving in
their respective capacities at the parent company’s request.

Of course, Section 145 and corresponding statutes in
other jurisdictions simply dictate the outer parameters of
what is and is not permissible with respect to indemnifica-
tion. After reviewing the relevant state statute, an in-house
lawyer must also consult the relevant provisions of her
company’s charter and bylaws, as well as any separate
indemnification agreement that may exist, in order to
determine whether indemnification is available and, if so,
under what circumstances.

Malpractice Insurance for In-house Lawyers

In addition to any indemnity protection afforded by
your corporate employer, you should carefully consider
whether the current liability landscape warrants negotiat-
ing further insurance protection. Unless your company
is legally required to fund the defense and settlement of
claims asserted against you, there is no assurance that the
decision-makers in place at the time of the claim will exer-
cise their discretion to do so. As discussed before, a claim
by or on behalf of the company may not be fully indemnifi-
able as a matter of law—and if your company has decided
to sue you, it is highly unlikely it will offer indemnification.

In addition, even if members of your legal department
are entitled to mandatory corporate indemnification, your
personal financial resources will be at risk if the company
files for bankruptcy or otherwise becomes insolvent. And,
of course, to the extent your company is required to fund
defense and indemnity to its in-house lawyers, it may ben-
efit by shifting a portion of that risk to an insurer.

Assessing Coverage Under Your Existing
Corporate Insurance

At this point, you may think to yourself, “I'm sure we are
covered for malpractice claims.” After all, your former law
firm provided coverage for all attorneys before you went in-
house. Surely your in-house legal department enjoys similar
protection? You call your director of risk management and
ask for a copy of the company’s current E&O and D&O
liability policies. You are told that your company has con-
sidered purchasing employed lawyers professional liability
insurance in the past, but has not yet done so. You send the
current policies to outside coverage counsel for review. The
analysis you get back may look something like this:

E&O Coverage

It is highly unlikely that your corporate E&QO coverage
affords protection for your legal department’s profession-
al negligence. Corporate E&QO policies often include all
employees as covered insureds. However, coverage under
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such policies is typically limited to claims for errors or
omissions committed solely in the performance of profes-
sional services the company provides for others for a fee.
Any coverage extended to in-house lawyers as corporate
employees is intended to respond to corporate E&O
exposures generally, rather than to the unique exposures
facing your legal department.

The “professional services” definition, for example, is
typically tied closely to the nature of the company’s business
rather than the roles played by individual employees. The
definition for a software developer might include the devel-
opment, design, manufacturing, creating and licensing of
computer software. For an investment advisor firm, “profes-
sional services” may be defined as financial advice provided

Excerpt from the Delaware Business Code

The pertinent provisions of Section 145 are as follows:

¢ A corporation shall have power to indemnify any person
who was or is a party or is threatened to be made a party
to any threatened, pending, or completed action, suit, or
proceeding, whether civil, criminal, administrative, or
investigative (other than an action by or in the right of the
corporation) by reason of the fact that the personis or was
a director, officer, employee, or agent of the corporation,
oris or was serving at the request of the corporation as a
director, officer, employee, or agent of another corporation,
partnership, joint venture, trust, or other enterprise, against
expenses (including attorneys’ fees), judgments, fines,
and amounts paid in settlement actually and reasonably
incurred by the person in connection with such action, suit,
or proceeding if the person acted in good faith and in a man-
ner the person reasonably believed to be in or not opposed
to the best interests of the corporation, and, with respect to
any criminal action or proceeding, had no reasonable cause
to believe the person’s conduct was unlawful.

e A corporation shall have power to indemnify any person
who was or is a party or is threatened to be made a party
to any threatened, pending, or completed action or suit
by orin the right of the corporation to procure a judgment
in its favor by reason of the fact that the person is or was
a director, officer, employee, or agent of the corporation,
or is or was serving at the request of the corporation as a
director, officer, employee, or agent of another corpora-
tion, partnership, joint venture, trust, or other enterprise
against expenses (including attorneys’ fees) actually and
reasonably incurred by the person in connection with the
defense or settlement of such action or suit if the person
acted in good faith and in a manner the person reasonably
believed to be in or not opposed to the best interests of the
corporation and except that no indemnification shall be
made in respect of any claim, issue or matter as to which
such person shall have been adjudged to be liable to the
corporation unless and only to the extent that the Court
of Chancery or the court in which such action or suit was

brought shall determine upon application that, despite the
adjudication of liability but in view of all the circumstances
of the case, such person is fairly and reasonably entitled to
indemnity for such expenses which the Court of Chancery
or such other court shall deem proper.

e Tothe extentthat a present or former director or officer of
a corporation has been successful on the merits or other-
wise in defense of any action, suit, or proceeding referred
to in subsections (a) and (b) of this section, or in defense
of any claim, issue, or matter therein, such person shall be
indemnified against expenses (including attorneys’ fees)
actually and reasonably incurred by such personin con-
nection therewith.

¢ The indemnification and advancement of expenses pro-
vided by, or granted pursuant to, the other subsections
of this section shall not be deemed exclusive of any other
rights to which those seeking indemnification or ad-
vancement of expenses may be entitled under any bylaw,
agreement, vote of stockholders or disinterested directors
or otherwise, both as to action in such person’s official
capacity and as to action in another capacity while holding
such office.

* For purposes of this section, references to “the corpora-
tion” shall include, in addition to the resulting corporation,
any constituent corporation (including any constituent of a
constituent) absorbed in a consolidation or merger which,
if its separate existence had continued, would have had
power and authority to indemnify its directors, officers,
and employees or agents, so that any person who is or was
a director, officer, employee, or agent of such constituent
corporation, or is or was serving at the request of such
constituent corporation as a director, officer, employee, or
agent of another corporation, partnership, joint venture,
trust, or other enterprise, shall stand in the same position
under this section with respect to the resulting or surviv-
ing corporation as such person would have with respect to
such constituent corporation if its separate existence had
continued.
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ACC Extras on...Insurance

ACC's 2008 Annual Meeting

Protect yourself! At ACC’s 2008 Annual Meeting,
October 19-22, in Seattle, WA, you can attend sessions
including “702: Personal Liability Risks Facing In-house
Counsel” and “907: Attacks on In-house Counsels’ Ethics,”
both of which could help you earn CLE ethics credits! Visit
http://am.acc.comtoday to register.

ACC Alliance

Coverage Questions? Chubb is ACC's Alliance Partner
for liability insurance. Chubb offers ACC members Employed
Lawyers Professional Liability insurance to provide compre-
hensive coverage for in-house counsel. For more informa-
tion, visit www.acc.com/alliance.

ACC Top Ten

Top Ten Steps to Making a Successful Transition:
A Former Litigator’s Guide to Going In-house (2008).
Read ACC’s top ten tips on how to make a successful
transition from the courtroom to an in-house operation.
www.acc.com/resource/v9284

ACC Docket

Ten Issues to Consider When Negotiating Your Com-
pany’s D&0 Coverage (2007). Directors and officers need
to be concerned with the terms and conditions of their
company’s D&O liability insurance. Company heads are
demanding that in-house counsel ensure that the broadest
coverage available is in place, and this article will help you
review the scope of protection for your company.
www.acc.com/resource/v8567

Program Materials

Wearing Two Hats: Liability and Insurance Issues Fac-
ing Corporate Counsel (2007). The aim of this paper is to
assist those who maintain a foothold in each of the legal
and business worlds. This paper explores the boundary
between legal and business advice provided by in-house
counsel, analyzes the potential liability and insurance
ramifications associated with these two kinds of advice,
and examines how the rules of ethics and changes in
procedures may help in-house counsel in maintaining a
balance. www.acc.com/resource/v8060

ACC has more material on this subject in our Virtual
Library®M. To create your personalized search, visit www.
acc.com, click on the “Research” pull-down menu button,
then select Virtual Library. Type in your keywords and
search to see the other resources we have available.

to a customer for a fee. With the possible exception of the
staffing industry and outside placement of legal counsel and
contract attorneys, the “professional services” definition
does not typically extend to in-house lawyers in their legal
capacities. Nor would in-house lawyers typically provide
legal services to the company’s customers for a fee, as would
generally be required by the E&O insuring agreement.
E&O policies also frequently exclude claims made against
insureds arising out of the rendering of professional services
to any other insured entity, affiliate or individual; thus, tradi-
tional malpractice claims asserted by your corporate “client”
or its constituents would be excluded in any event. Other
governmental, regulatory, and criminal exposures, such as the
SEC and DOJ examples discussed above, likewise do not fall
within the scope of many standard E&O policies. Still other
E&O policies expressly exclude exposures typically covered
elsewhere such as securities claims, employment-related expo-
sures, ERISA exposures, and/or intellectual property claims.

D&O Coverage

You may have some coverage under the D&O policy, but it
is likely limited in scope. Initially, you should review how your
policy defines “insured persons.” Some policies extend cover-
age only to duly elected or appointed directors and officers.
Therefore, under such policies, only in-house lawyers who also
serve as “duly elected” directors or “duly appointed” officers
qualify as an “insured,” and coverage may be limited to claims
asserted against such individuals solely in those capacities.

Some, but not all, policies expressly include the general
counsel position within the definition of insured persons.
Many policies also extend some coverage to all employees
generally. Private company D&O forms, in particular,
often include broader coverage to corporate employees
generally than do their public company D&O counterparts.
Public company D&O policy forms, on the other hand,
frequently extend coverage to all employees solely in con-
nection with securities claims, or only when sued jointly
with other director or officer insureds.

In-house lawyers, as corporate employees, should receive
the benefit of any such coverage granted to all corporate em-
ployees; nevertheless, D&O policies are not typically crafted
with in-house lawyer liability exposures in mind. Most poli-
cies exclude claims brought by the company or other insured
persons, eliminating any potential coverage under the D&O
policy for direct claims of legal malpractice. Securities claims
filed by a court-appointed bankruptcy trustee or examiner—
similar to the examples discussed above—may or may not be
covered depending on the scope of your policy’s grant of cov-
erage to employees, as well as the wording of your “securities
claim” definition and “insured vs. insured” exclusion.

Other D&O policies expressly exclude claims arising out of
the rendering of professional services (E&O claims), or other
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claims for which the insurer affords coverage under a different
policy form (such as Employment Practices Liability, ERISA/
Fiduciary Liability, Patent/ Trademark/Intellectual Property ex-
posures, etc.). And while in-house lawyers employed by public
companies may find employee coverage for claims within the
policy’s definition of “securities claim,” other liability expo-
sures to third parties may be left uninsured.

In the past, some D&O insurers agreed to add in-house
attorneys as covered insureds by endorsement to the D&O
policy, either by amending the policy definition of “Directors
and Officers” to include in-house attorneys or by specifically
listing by name those in-house attorneys the insureds wished
to include as “additional insureds” under the policy. While
doing so expands the scope of D&O insurance protection af-
forded to in-house lawyers, certain exposures—such as direct
malpractice liability and/or pro bono work—remain unin-
sured with this approach. Moreover, with the introduction of
new insurance products specifically tailored to meet the claim
risks faced by in-house lawyers, fewer insurers are willing to
permit modification to their D&O program in this manner.

Nevertheless, a few insurers today will agree to pro-
vide a separate, sub-limit of liability coverage for in-house
lawyers via endorsement to the D&O policy. Such endorse-
ments vary significantly and should be closely scrutinized.
“Employed Lawyers” sublimit endorsements to D&O poli-
cies do not typically extend to all in-house lawyer liability
exposures. For example, direct claims of legal malpractice
brought by the company or other insured persons are fre-
quently excluded. Nor do such endorsements typically ex-
tend coverage to pro bono work for others, or to paralegals
or other non-attorneys within the legal department. Many
such endorsements further exclude coverage for in-house
lawyers unless other director or officer insureds are and
remain named defendants alongside the in-house lawyer.
And, some endorsements fail to address how the sublimit of
liability granted to in-house lawyers in the endorsement will
apply in the context of claims where employee coverage may
already exist. Finally, any coverage extension for employed
lawyers under the D&O policy is likely subject to a very
large corporate retention to the extent indemnification is
legally and financially permissible (whether or not granted),
and your directors and officers may be uncomfortable shar-
ing their D&O limits with legal malpractice exposures.

Employed Lawyers Professional Liability
Insurance Coverage

Fortunately, many insurers today now offer a separate
liability insurance policy specifically designed for in-house
lawyers called employed lawyers professional liability
insurance (ELP). While a few insurers still only offer the
coverage via endorsement to an E&QO or D&O policy, a
number of leading insurers today now offer a stand-alone

ELP policy form. Such policies typically provide a separate,
dedicated limit of liability to in-house lawyers from that
available in the corporate E&O or D&O program, and cov-
er the company’s indemnification obligation to its in-house
lawyers, as well as afford coverage to in-house lawyers
individually when corporate indemnification is unavailable.

A principal advantage of purchasing separate ELP
coverage (rather than obtaining an endorsement to the
company’s existing E&QO or D&O policy) is that the ELP
policies were specifically designed to address the unique
exposures facing in-house lawyers. For example, several
new ELP policy forms or endorsements expressly include
as covered “claims” bar proceedings and claims or charges
arising out of the “up the ladder” reporting obligations is-
sued pursuant to Section 307 of the Sarbanes-Oxley Act.

Additionally, many ELP policy forms provide defense
costs coverage for direct malpractice claims brought by
corporate employers against in-house lawyers, while such
claims are likely excluded (including coverage for defense
costs) in most E&O and D&O policy forms by the insured
vs. insured exclusion. Other potential benefits of ELP cover-
age, not provided by typical E&O or D&O policy forms,
include coverage for claims arising out of moonlighting,
pro bono, or other legal services provided by the in-house
lawyers at the request of their corporate employer (where
the legal department maintains an active company pro bono
initiative for example), as well as coverage for “personal in-
jury” claims such as false arrest or imprisonment, malicious
prosecution, defamation, and/or violation of the right to
privacy. Additionally, if your circumstances in-house require
you to render personal legal advice to various corporate con-
stituents (directors or members of senior management, for
example) and the more stereotypical role of rendering legal
advice solely on behalf of your corporate entity employer,
ELP forms can be structured to afford coverage for certain
limited personal malpractice exposures as well.

As with other lines of insurance, not all policy forms are
created equal and you get what you pay for. ELP coverage
has historically been relatively inexpensive. A $1 million
ELP policy with basic coverage might have been obtained
in recent past for as little premium as $2,000-3,000 per
in-house lawyer. As limits of liability and the size and ex-
posure of your legal department increase, so does the cost
of ELP coverage.

Whether you address in-house lawyer liability exposure
under the company’s D&O program or choose to mitigate
the risk by purchasing a separate ELP policy, in either case,
coverage enhancements to the existing policy forms may
be desirable. For example, as previously noted, in-house
lawyers today face greater liability exposure in the bank-
ruptcy context. Insureds may accordingly wish to negotiate a
carve out to any insured vs. insured exclusionary language,
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such as that claims brought by bankruptcy trustees or other
parties standing in the shoes of the debtor client find cover-
age both in terms of defense costs, as well as settlement and
other loss. Moreover, important coverage issues in struc-
turing a D&O policy, such as severability as to application
defenses and exclusions, as well as trigger language in per-
sonal conduct or fraud exclusions, deserve equal attention
in negotiating ELP coverage. In light of the lower premiums
typically associated with ELP coverage, substantial coverage
enhancements may be difficult to achieve. Assuming you are
able to convince the underwriter to extend further coverage,
keep in mind also that there may be an additional premium
cost associated with manuscripting coverage enhancements.
You will also want to pay careful attention to how your
ELP coverage may interact with other existing D&O cover-
age. Some ELP policies will limit securities claim coverage
to a designated sublimit of liability. Other ELP policies are
expressly in excess of any coverage afforded in-house law-
yers under the company’s existing D&QO program. It should
be noted that certain coverage issues, such as the lack of
coverage for disgorgement, fines, or penalties, might remain
without an insurance solution. Many insurance policies,
for example, exclude coverage for disgorgement or restitu-

tion, as well as criminal and most, if not all, civil fines and
penalties. ELP coverage may nevertheless be structured to
afford a legal defense to in-house lawyers facing exposure
to regulatory or criminal investigations or proceedings.
Finally, even if despite recent examples, you still believe
that your legal department faces minimal exposures, ELP
coverage can nevertheless serve as a valuable recruiting tool
to attract high quality lawyers to your team. B%

Have a comment on this article? Email editorinchief@acc.com.

NOTES

1 J&B Indus., Inc. v. Abood, No. L-02-1062, 2002 WL 31420110
(Ohio Oct. 25, 2002).

2 See, e.g., Shadwick v. Butler Nat’l Corp., 950 F. Supp. 302 (D.
Kan. 1996) (sued former assistant general counsel for legal
malpractice); J&B Indus., Inc. v. Abood, No. L-02-1062, 2002
WL 31420110 (Ohio Oct. 25, 2002) (corporation filed action
against former in-house lawyer for breach of fiduciary duty, legal
malpractice and theft after corporation entered into transactions
allegedly approved or caused by lawyer); Dash v. Chicago Ins.
Co., No. Civ. A. 00-11911-DPW, 2004 WL 1932760 (D. Mass.
Aug. 23, 2004) (in prior suit, company sued former in-house
for legal malpractice, breach of fiduciary duty, and other claims
based on assistance allegedly provident to company competitor).
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