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Directors & Officers Insurance

Parent  Corporation’s  Indemnilication  of
Subsidiary’s Directors’ and Olficers’ Defense Costs
and Settlement Expenses Did Not Preclude
Coverage under D&O Insurance Policy

“Loss” Inclided Indemmnification Petd by Third Party

ATET Corpi. v Clarendon American suremce Co,  A2d
2007 WL 1892240 (Del., July 2, 2007)

Casc at a Glance

ATE1 was the largest sharcholder in the At Home
Corporation,  The fonner appointed  its OWN
employees directors of the lacer. Ac Home declared
ankruptey. Both ATET and the Ar Home Directors
were sued for several billion dollars in damages. The
D& insurers refused o advance defense costs for
the directors.  The dircotors asked ATET to pay
defense costs, any scrtlemenis, and any judgments, It
agreed and did so. AT&T sued the D&O insurers both
as an assignee and as 2 subrogee, afrer it paid
substantial monics for defense and settlement, Tha
trial-level  Supcrior Court  granted  the  insurers’
motion to dismiss on the grounds that (1) the
directors had sullered no loss, since AT&T paicl all the:
bills and 2y thar AI&Y had no valid cquitable
subrogation claim since it acted as a “voluntcer” and
was hence not @ subrogee. The Supreme Court of
Delawarc reversed, holding that ditectors and officers
incur g “loss” within the meaning of a D & O insurnce

poticy, thereby wiggering the insurer’s obligation to

provide  coverage, when g rhirclparly  parent
corporation pays the aitorneys' lees and settlement
amount  arising  from  the  claims  against  the
subsidiary’s directors and oflicers.

Summary of Decision

Fects: Non-Litigation., AT & T Comoration was
the conrrofling shareholder of u subsidiary, At Home
Corporation. A1' & T designated ten of its employees
to serve as directors of AL Ilome. At Home



experienced  financial  difficulties  that  eventally
resulted inits bankrupoey.

{nderlying Liigation.  Tao suits underlie the
insurance  dispute, In March 2002, At llome
shareholders filed three security class actions against
At Home dircetors and officers. Those cases were
consolidated, As usual, the plainifls alleged securities
violations, fraud, and breach of fiduciary duties. In
March 2006, the: consolidated case was dismissed in
its entirety, ancl currently is on appeal, in the Second
Circuit of the federal system,

The second underlying case weni differently. [n
May 2002, the Bankruptcy Court createdd the At Home
Bondholders' Tiquidating  ‘Hust  (“RHIT, In
November of that year the BLHLIMTasiee hrought a
damage suil aginst the Ar Home dircctors and
officers in state court in California. 1t atleged various
breaches of fiduciary duty, In May 2005, the RHIT
Trustee settled for approxinately $400m.

Tnclemmnity  and  Assigroment Agreement.  Tn
conneetion with both these cases, the At Llome
direciors haed applied for advances to defense costs,
and indemnity from various D&O carriers, but these
claims were denied. AT agreed o pay both defense
cosls and  sertlement  costs, so  the  direciors
themselves were not actually out any money. AT&T
made #is payments pursuant 1o the indemnity ancd
assignment agreements between the directors anc
ATET. The: insurers alleged e the use of these
agreements made ATET a “volunteer” andd hence not
really 2 subrogee. ‘

Misuvance Litipations, AT&T therefore suedl the
insurcrs. (The D& insurers are Genesis Insuranoe
Company, Clarendon America lnsurance Company,
North American Specialty Insurance Company, XI
Specialty Insurance Company, and Faraday Capital
Timited. The last of these appeared indivicuatly and
a5 the representatives of Certain Underwriters at
Lloyds of London.)

The: pivotal question was whether the insured 1s
& Os at AL Home suffered o “loss” as that term was
defined within the relevant policics,  Although the
relevant policies were different 10 some degree, they
were also substantially similae. They alt obligated the
insurers 1o " pay, on behall of (he Directors and
Ofticers, Loss arising from Claims first made . against
the Directors or Officers, individuatly ar collectively,
for a Wronglu! Act, execept for sich Lass which the
Comperny [At Home] peys to or on bebadl of the
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Lirectors and QOfficers” (italics added). ‘the wrm
“Loss” was delincd in each of the policies, and iumeant
amounts for which the Ns and/or the Qs were either
“financially liable” or “legally obligatcd” o pay,
inchuding defense costs, The definition of “Loss,”
however, excluded “ any amount for which the
Tnsureds are not linancialty liable or which are without
logal recourse to the Insureds,” Thus, the policies
cxpressly excluded coverage i AE LHome indemnified
its dircctors and officers. The policies did not,
however, expressly exclucle coverage if a thind party
indemnifies them. AT&T was o third party.

Superior Court Decision, The parties apparently
agrecd Calitornia law would govern the underlying
dispute,  The D&O carriers arpued thal under the
governing law “the AL 1Tome dicectors sullered no
‘Loss” because they never patd, never did or will incur
any obligaion or fiability to pay, |cither] their defense
costs orany judgment or setilement in the Underlying
Litigation.”  The Superior Court agreed with his.
argument and held that “[blecause the At Home
directors had no claim against the D&O insurers for
coverage, AT&T, as their assignee, had no dicect
rights. . .. Now, (the Superior Court held did AL&T
had a legally cognizable claim  for equitable
sulnrogatim‘l, because under California law, the
subrogee (AIE1) must not have actec us a volunteer,
but in indemnifying 1he At Home direciors AT&T had
acted as a volunteer.”

Tihe Supreme Courl of Delaware disagrecd with
both ol these holdings anclrejected them. The courg
rejecied the first holding—- (the one perraining 10
whether the directors had susiained a “loss™—for two
separate: (ypes of reasons, and cach of those reasons
contained parallel arguments, One of them was (1)
haserl on coneract language, while the other was (2)
hased on how the California cusc law is and shoulit be
read.

(1) Comtrawct Language, (2) With respect to policy
language interpreded straightforwardly and by itself,
there s no coverage il the company being directed
indemnifics the direcinrs. However, there is “[n]o
similar exception 8 created for ‘Logses’ thar are
inclemnified by a pacty other than 1he Compeany, The
D&O insurers could casily have whiled o sceond
exception for caverage 1o ciiprure losses indemnified
by third parties, but they did not,”

(h) The insurers also argued dhar the definition
of the werm “Loss” found in the policies by itself
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invalidates the idea tha indemnification by a third
party is covered. The insurers maintained that
directars and ullicers cannot be “fingncially liable” and
“legally obligateet 1o pay” within the definition of
“Lags™ iF o thind party pays the Loss. The Delawarc
Supreme Courl rejected this proposition on the
grounds that it would have been entirely unnecessary,
if this argument were correct, (0 add special and
“specific language regarding indemnifications by the
directod companies. ‘

‘Morcover, in vindicating  #s holdings,  the
Delaware Supreme Courl poines out that if AT&T
rencged onits agreements with its employees who

where directors of At Homge, those direetors would
stifl have been liablte for paying attorneys fees and
damages, if any were proved.  What would have
happenedd, the court asks isell, if AI&T had never
undertaken o indemnify these directors of iF it had
breached its undertaking? Here 18 the court’s answer
to s question: “The D&O msurers would never have
heen ina position to argue that the At Home directors
incurred no ‘Toss’ that trigger[ed| 1240 coverage.”
The carriers were able to make argument only
hecause AT&ET honored the agreemenis it made,

(2) A broader legal question, said the court, was
this ane: “under California law  [does| ATE&ETs
commitment—without which the AL Tlome directors
would have heen entitled to coverage of their defense
and settlement costs under the N&Q policies—divest
those dircectors of that entitlement [to coverage]?”
‘The Supreme Court determined that no California
case answers this question in the negative, T read
California law not to suppon. the insurers’ vicw,

The closest case, says Wlie court in jes discussion
of several cases, was PIM, Ine. 0. National Urdar Fire
Inswrance Compary of  Pitisburgh,  Ta, 1988
W S8031, 848 F2d 1243 (h Cir 1988) (Table).
Pillshury had sucd PIM. Some of its dircciors and
officers had akso been sucd. The “PLM dircelors had
individually  guarantced some of the  promised
seulement payment.” When PLM sought reimburse-
ment from National Thidon for the amonnts i paid, the
insurer denicd coverage hased on the guarantee just
discussed. The Ninth Circuit held that the “execution

of the guaranties created only o contingent obligation
to pay on the part of the dircctors and officers. lowas
not an obligation to pay[,] and L never became an
obligation i pay. Hence, there was no loss as defined
hy the D& provision{.]”
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Fairly clearly, the Supreme Court implicdly
distinguishes the guarantee agreement in PLM from
the AT&T1's indemnification and subrogaion agree-
ments. PLM’s guarantee agreemoent docs not actually
create legal lability or financial responsibility.  In
contrast, the AT&T indemnification and subrogation
agreements do not destroy or undérming precisely
those, In addition, this court poines ool that 2L is

~an unpublished ruin, it s issued by a federal court

interpreting stawe law.  Under the applicable rules
unpublished opinions cannot be ciled a8 precedent
i1 this sort ol sithation. And finally, the PLA opinion
cites no California cases supparling its view,

In refusing 1o follow the PEM case, The Delaware:
court pointed out that under Xebec De Partners, Licd
v, National Tion Fire Ins, Co,, 15 Cal.Rpee.2d 720
(Cal. App. 1993), if the AtHomc officers” and directors’
settlement had been structurcel 1o include the entry
of a consent jndgment, which was then paid by AT &
'L the seotlement would be considered a “Loss.” The
fact that the settlement was not structured in this
manner was a mete formality that did not affee the
ceonomic substance of the transaction. Therclore, a
consent judgment was not essential to a finding of
(_'(L‘JV(_’TI'}]QE.

Subrogation.  Alternmively, the Delaware high
court held that AT & T had standing to suc as the
directors’ equitahle suhrogee. The supreme court
rejected the trial court’s determination that AT & T
acted as a “volunteer” when it provided indemnifica-
ton and therefore was not equitably surrogated 1o the
divectors’ and officers’ claims for coverage. The
supreme court reasoned that AT & T was not acting
as a “volunleer” because it was protecting its own
intercsts when it provided incdennification to the
directors anc officers. Aithough AT & T was not legally
obligated to provide indemnification, it did not act as
a “volunteer™ in doing 50 because v had a legally
cognizable interest it was entitheel 1o protect. The At
Home directors served at AT & T's request, and they
were sucel hased on their conduct in managing an AT
& T subsiciary. In order for AT & T to protect s
interest in having other employees serve ag directors
of it other subsidiarics, AT & T had w provido
proteciion from liability.

According to California Iaw, gaid the Delaware
Supreme Court, it is new the case that a subrogee
needs o have a legat obligation to indemnily
subrogor in order forthar subrogee to have an interest



worthy of prowection for subrogation purposes.
Indecd, California courts tend to give a very liberal
interpretation to the concept of baving an fnlerest
when i is distinguishing a porson who may e a
subrogee from a person who is 2 volunteer, Under
California law, if one acts in good faith in making such
a payment and if this person is acting under a
reasonable  belief hal it is necessary for  his
proteciion, then he is entitled to subrogation, cven if
he is mistake Ned aboul his having an interest,
inclecdd, Cadifornia law defines 4 “voluntecr” as a
“stranger or intermeddler who has no inlerest o
protecy and is under no legal or moral obligation 1o
pay under the: circumstances.” Tence, even though
AF&T was not legally obligated o indemnify the Al
Home dircctors, the AT&T complaint in this casc
alleges a number of significant facts, which—if fruc.—
establish an interest that AT&T, as a reasonable
member of the business community, was entitled (o
protect.” After all, it was a majority shareholder of At
Home; it had asked its employecs to serve as
directors, and they probably would not have devoted
their time o this iF AT&T hacl not assured them that
they would themsclves be exempt. from having to pay
damages.

Comment

As the Delaware Supreme: Court admits, it never
had o reach che subrogation issuc, because the
indemnity are b assignment agrecments considerad in
the context of the Comtract Issue resolved the case.
Nevertheless, there are two inlcresting  features
regarding the Srebrogation.

First, virtually all staces and notjust California have
a liberal interpretarion of what does nat count as
being a volunteer. Legal encyclopedias say the same
thing, Any reasonahle belicf that the subrogec really
myay he liable for a clainm of 4 certain amount defeats
the: application the dea not-a-subrogee. Nowice that
this upplies both to amounts and to whether there s
any liability at all. Thus, paymeats made in
reasonable, good-faith belief in liability are no
volunteertil, See COUCIT ON  TNSURANCLE 3
BH223:26-27 (2009).

Secorwl, there i a subsiantial inconsistency
between the lepal elements for subrogation in
California and 1he way in which subrogation is
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explained in speeé:ht:s, law school classrooms, and so
forth. (This is not suggest that the four elements of
California taw are inconsistent with a pattern found in
most subrogition cases.)

In virtually all quick explanations of subrogation,
the account is that the subrogec is someone who has
“stepped into the shoes” of the subrogor. Asa general
rule;, in this brief explanation there is virally no
requireent that the subrogee not be a vilunteer.,
Frequently, one of the explanatory nacratives that is
used 0 explain subrogation is the Good Samaritan
story frono the New ‘lestament. Fairly clearly, the man
who takes care of the injured person in that story is o
volunteer, hut i is virtually always indicated in CLE
speeches, and so forth, that the Good Samaritan
would have a cause of action against the ruffians and
brigands who left their victim o wounded taveler
lying ina ditch,

Lurthermaore, the “Volunteer Doctrine” does not
apply to convention or contractual subrogaiion,
Robert H. jerry I, UNDERSTANDING TNSURANCE
LAW §96[e] at 611612 (2d Bd. 1996). Clearly the AT
& T subrogation rigle was contraciual subrogation.
Maorcover, at least in insurance congexts, the
“Volunteer Daoctrine” probably does not apply when
a liabikity insurer pays a claim and does not know that
the facts do not support the plaintft’s case againse the
insurcd defendant. Robert F. Keeton and Alan 1
Wicliss, INSURANCE LAW §3,10(d)(3) an 249-50
(1988),

That suggests thae it might bhe interesting o
compare and contrast the elements of subrogation
from siare to state. ‘1o be sure, most subrogation
actions invalve plaintiffs who are not volunteers.
Often, it i§ insurance companies that meee all four of
the elements. Nowice that this Commoent concerns
how explanations of subrogation are given in various
contexts, not how it often works in the context of
insurance litigation,

Last, the Supcrior Court read the clemerits
utilized by the Delaware Supreme Court more licerally
that the high court did.  Clearly, given the other
California cases invoked by the supreme court, the
clements of the vight of subrogation are not correctly
in Elements (1)-(4).  There is no reference 10
reasonable belief in that quote, yet other Calilorniz
courts use i, and 50 now does Delaware. / Quinn
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