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Directors & Officers Insurance

Under Georgia Law, Insurers May Not Rescind a
Policy For Falsity in the Application Process Absent
Deliberate  Misrepresentation or Deliberate
Omission during Application Process

Wronglul Rescission By An insurer May Comnstitute
Stetrtory Bad Faith under Georgia Law, Bud Not
Whern the Disurer’s Grounds for Rescinding Are
Reasornable, Albeil Erroneous

Livecutive Risk Indemnity, Inc. v. AFC Enterprises, Inc., 310
FSupp.2d 1308 (ND.Ga. 2007)

Case at a Glance

A directors and officers liability insurer failed to
establish that its insured’s representatives made any
knowing misrepresentations, incorrect statements,
or omissions concerning the insured’s financials
during application process or that any misrepresenta.
tion was material to the Ask, and therefore insurer was
not entitled under Georgia law to rescind the policy,
where (1) the policy conditioned rescission on
knowledge of an untruth in the application; (2) the
insured’s representative stated that, to the “best of

fhis] knowledge and helief” the insured’s prior
publicly-filed financial statements were entirely true
and correct; and the insurer’s underwriters approved
issuance of the policy even afier knowing Tull well of
insured’s intent to restate its carnings, and knowing
full weli that securities claims had been filed against
insured. Nevertheless, even though the insurer's
decision to rescind was a mistake, and even though
all of the grounds upon which this decision was made
were erroneots, the insurer’s attempt to rescind was
not unreasonable under the crcumsianges. Conses
quently, the insurer was not liable for statory bad
faith under Georgia law.

Summary of Case

This case examings the cirgumstances surrounds
ing Exccutive Risk Tndemnity’s (ERTy renewal of 4
divectors & officers liability (&) policy it had issued
10 AFC, which operated, developed and franchised
quick-service restaurants bearing the name “Popeye’s
Chicken & Bisculrs.” AFC's decision to change of akey
acceounting standard and restate its earnings shorily
after the renewal policy issued resulied in a number
of securitics class actons and sharcholder dervative
suits, Although AFC and its auditor were debating the
applicable accounting standard during the renewal
application process, APC neither agreed to the change
nor disclosed the change to ER until after the renewal
policy issued. Thus, the core issue was whether AFC
procured its renewal policy by means of “misrepre-
seniations, omissions, concealment of facts |or|
incorrect statements[.])” ERT sought s declartory
judgment that it properly rescinded the policy, and
AFC counterclaimed for breach of contract and bad
faith.

Mnsurance Application. AFC had bought execu-
dve protection insurance policies from ERL for ar least
a decade. These included policies covering fiduciary
breaches, various comes, kidnap and ransom, and
employment practices, and D&O tiability. Vadous
policies AFC bought had different policy periods,
Before the claim giving rise to this lawsuit, AFC had
nat suffered any losses or made any claims on any of
the policies referred to herein.

The established method of renewing the ERI
policies was 10 conduct renewal applications and
discussions during the three months or so hefore the
policy ended. AFC’s D&Q policy ran annually from
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meeting. At this meering, one or another ol the
underwriters asked the questions found on the st
Question 9 asked the following: “Have there been any
significant changes in accounting practices? Pledase
discuss AFC’s rolationship with s new auditor?”
Some of the questions asked ar the meeting inquired
about whether AFC was considering restating its
earnings. There was nearly general agreement later
that ATC's CPO indicated tha the new auditor was
“checking things out™ and that evervihing was “fine,”
as between AFC and KPMG, Toward the end of the
mecting the intermediary asked if ERI would increase
the D&O coverage to $10M.

On  February 20, 2003, AFC submitted  its
application for [} & O insurance. The CEQ signed the
application on behalf of AIFC and declared 1hay, 1the
statements within the application and in the attached
financial staements were true to the best of his
knowledse and belicf, The finapcial statements
attached included AFC's latest 10-K, 10-Q, 8-Kand 13d
reports filed with the SEC, plus its latest proxy
statement. In the application, the CEO stated that AFC
had changed auditors within the tast three years. The
application itself stated that AFC had a continuing
cuty to inform ERI if there was “any material change
in the answers (o the questions [contained in the
application ] prior to the policy inception date,”

On February 28, 2003, ERI bound the new
“Directors and Officers Liability Insurance Policy. It
was to run from March 2, 2003 to March 2, 2004. The
policy contained three coverages: The first covered
claims made during the policy perind against persons
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insured for “Wronghul Acts” for which the insured
company either pays or is committed w pay, The
second coverage was for loss from “Sceuritics Claims™
first made against the company during the policy
period, The third coversge, which is  optional,
extended coverage to the “Offering Underwriter” that
the insured company either pays or promises to pay
pursuant to the terms and conditions of the
applicable “Underwrirting Agreement.” ‘The aggregate
limits stated in the binder were $10 million Tor two of
the coverages and $10 million fora third coverage, for
a total of $20 million,

The Alleged Misrepresentation. This lawsuit was
an indirect consequence of the Enron scandal. AFC's
financial statements had heen audited by Arthur
Andersen. That accounting firm collapsed during the
Enron scandal. AFC chose KPMG as its new outsice
auditor in early 2002, AFC picked KPMG partly
because it had superor experience in the quick-
service restaurant industry; indeed, it audited the
majority of AFC's peer group.

AFC was under considerable pressure o make
sure that it filed its 2002 financial statement with the
SEC ina timely manner. There have heen previous late
SEC filings by AFC, and there was apparenily somue
cdlanger thay “another laie filing would result in the
company being de-listed by NASDAQ—u catastrophic
oceurrence for a public company.” Unforrunately, as
the new audit went forward, there were a large
number of issues that were slowing down the aundit
process.

The moest complicated and serious audit fssuc
pertainged 1o the method AFC used 1w account for the
impairment of long-life assets, specifically, “whether
to record o charge as o result of losses being incurred
at any of AFC's retail outlets,” Previously, AFC had
evaluated such impairments by aggregating all of its
retail outlets within a market. This “market-hased”
approach had been a minority approach in the quick-
serve industry but was formerdy “an accepled
accountng principle and was used by several other
national guick-service restaurant chaing,”

The key word in the previous sentence Is
“formerly” because the Financial Accounting Stan-
dards Board had issued FAS-144, a new standard
entitled "Accounting for the Impairment or Disposal
of Long-Lived Assets,” about a vear hefore AIRC
prepared its 2002 financial statements. The previous
standard on this topic was termed “FAS-121.7 Ong of
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believed that the marker-based approach 1o mpair-
ment valuing was supcericr, and he strongly disagreed
with using FAS-144. KPMG disagreed. There was a
meeting on December 19, 2002 of the AFC Audit
Committee at which the entire matter was discussed,
including the evolving disagreement with KPMG. One
af the reasons for this would be thar if AFC moved
from a marker-hased analysis 1o a unii-bascd analysis,
there would have o be a rovision in the repors of the
previous three quarters in 2002 and of the entirety of
2001, Howcever, when the insurance  meeting
occurred on January 24, 2003, no internal decision
had been reached on how to deal with the
requirements of FAS-144,

AFC’s Audit Committee held a special meering on
February 28, 2003. AFC’s CFQ was there; a senior
audit parines from KPMG was there; AFC's general
counscl was there, No decision was reached. On the
next day, Saturday, March 1, 2003, a group of AFC
officers met to discuss completing the audit, Time,
which was of the essence, was running short given the
filing deadlines. KPM{G had some reluctance about
accepting a market-hased analysis; AFC’s CF() was
firm in his position; KPMG was  requesting
documentation regarding how AFC'S  accounting
department had been thinking about FAS-144., There
wis an outsider present at this meeting. That person
was i partner in another national accounting firm, and
the General Counsel of AFC invired him, since he
apparently believed that there were significant
differences between KPMG and AFC. “AFC personnel
were confused and frusrrared at KPMG's position on

market-lased impairment analysis given that Anders-
en had always approved AFC's use of the approach,”
This outsider explained that there were deamatic
auditing differences berween Andersen and KI'MG.
The former would advise AFC about what methods to
use. In contrast, KPMG would not. Instead, AFC
“needed to make the Jaccounting and reporting)
decisions [without advice from the auditor], ke
them o KPMG, and then KPMG woukd cither agree
or disagree,™

Later on March 1, 2003, the CFQ, the General
Counsel, the CEOQ, and the outsider met tor discuss the
content of the earlier meeting, No decision had been
made in the earlier, larger meeting, and no decision
was made at the later meeting. No one ar gither of
these meetings had authority 1o “decide whether 1o
pursue a re-pudit and possible restatement, as any
such decision was required 10 be approved by AFC's
Audit Committee, and then recommended to and
approved by AFC’s Board of Directors,”

On March 3, 2003, a Monday, the CFO backed-
down and “recommended to ARC's Audit Committes
that AFC re-audit and, as necessary, restate ies financial
statements for 2001 and the fiest three quarters of
2002 period.” The Audit Committee agreed; the
matter was sent to the Board of Tirectors, and it was
approved. This last event took place on March 10,
2003,

Thus, the decision to re-aundit was made more
than a week after the new policy period had begun.
Hence, there was “no evidence that the dutes of
coverage for the D&O policy were a consideration for

anyone at AFC when these decisions were being

n

made.

On March 24, 2003, APC publicly announced that
it would commence the worlt to restate earnings,
Wwithin sixteen hours of that announcement, several
securities class action lawsuits and shareholders’
derivative actions were filed in various courts. Those
“underlying actions” sued not only AFC, bur also
current and former officers and directors, and the
“Offering Underwriters of [both] AFC's initial and
secondary public offerings, [namely,] Goldman Sachs,
Credit Suisse, and Deutsche Bank.” Thus, haoth of the
independent coverages were triggered and the entire
$20 million was in play

The Insurance Claim. After LRI received notice
of the lawsuits Iis claims adjuster “concluded—hased
upon the timing of the restatement in relation (o the
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AFC settled the securites cases. On july 1, 2005, AFC
settled the derivarive cases. These seiticments were
approved by another judge siving in the Northern
Districtof Georgia, AFC’s total costs in the underlving
cases owas $25,507,464, This number  incuded
settlement costs, attorneyvs’ fees, and expenses. In
addition, the setdements contained contingent
obligations of up to #6M, depending upon he
outcome of the case under discussion here.

ERI's declarmtory judgment action and AFC's
breach of cortract and bad faith claims were
interrelated and turned on whether AFC's made
misreprescntations, incorrect statements, and omis-
sions justifying rescission of the policy. There were no
substantive coverage issues. The entire matter was
controlled by three principles of Georgia law: First,
the insurer bears the burden of prool with respect to
its alfirmative defenses; second, “[i]n order for
misrepreseniptions to void  the coverage, such
statements must be [1] made for the purpose of
procuring insurance [2] not otherwise procurable,
must be [3] material to the acceptance of the risk,
[4] must be false, and [3] [must be] made with intent
to defraud.” tnsurance Co. of West v Dills, 24% 8. E.2d
349, 352 (Ga. 1978); and third, the insurance contract
itself can limit the insurer’s right to rescind, Undlerthe
policy ERT issued to AFC; (A) an application is part of
a policy only if it is actually attached to the policy when
it is issued. (B) AFC—the applicant for insurance—
did not provide any warranties in connection with its
answers to the questions on the application or the
attachments. (C) Theapplication itself stated tharthe
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signatory thereto only declares that the propositions
therein are true (o the best of his knowledge and
belicf” S/he does not assert that there arc aceually by
God!™ true. (D) A condition of the policy states that
each insured had represented that the “particulars
and statements” contained in the application are
“true, accurate and complete, and agrees that this
policy is issued in reliance on the truth of thap
representation | j7 Fowever, “no knowledge  or
information possessed by any Insurcd will be imputed
to any other ipsured except for materdal facts or
information known to the person or persons who
signed the application.”

‘I'hus, a policy can be voided with respect 1o this
person but not that person, that person hut not yel
another person, and so forth. ERL “generally cannon
rescind coverage for insureds that did not possess
knowledge of material misstaterens on the
application,” In addition, the BRI “contract specifically
requires Enowledge 4s @ pre-requisite to rescission.”
Mistakes based on mere ignorant beliefs are not
enough. Thus, ERI's burden of proof to jusiify fudl
and complete rescission involves at least one of the
following two: “(1) that every insured ‘&new of [un)
untruh’ in the application; or (2 that [the CEO who
signed  the  applicaion} &nerw of a4 material
misstatemoent in the application,” (Emphasis added.)

Anafysis of the Applicaiion. The court found that
the CEG's answers to the questions in the application
were not false or incorrect, and no evidence of any
kind was offered to establish that [he] knoew of any
false maner associagd with the application,” ERT's
principal  contention was  that the CEQ “had
knowledge that the company’s financial statements,
which were deemed to constitwte part of the
application, were incorrect,” According to the court,
however, “ithe evidence does not establish a
mistepresentation or incorrect statement by [the
CEQL" The important date where this kined of proof
has to he found is February 20, 2003, the date upon

~which the CEQ compleied the application, Tn

acddition, he was not involved in the dav-to-day
process of AFC's audit; he was “not primarily
responsible for dealing with KFMG"; and he relied
upon the CFO “to let him know about any siginificant
issues involving the audit.” On the day the CEO signed
the application for D&C insurance he had never heen
“Informed that AFC's financial statemenis were not
true and correc, and, as of February 20, 2003, he fully
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by someone with substanttal audit experience as
“professional,” and there was no reason to believe the
retationship was anything but “fine” as of January 24,
2003, In addition, although internal accountants at
AFC were considering what a change in its public
reports from FAS-121 1o FAS-144 would ook ke, “the
evidence failed o establish that AFC had made any
‘significant changes in accounting practices™ as of
January 24, 2003, Significantly, “thc market-based
approach in consultation with Andersen. . .had been
fully disclosed in AFC’s previous financial statements
and had been submitted to the SEC—which [had)
lodged no complaint [as] to the method.” Indeed,
“the changes were not made until AFC filed s
restated financial statemenis on December 15, 2003,
The mere fact that internal asccountants were
discussing accounting issues does not rise to the level
of establishing a basis to rescind the Policy” Lury to
Lpedate. The judge found that the defendants did not
violate any duty to update information o R81 The
court assumed that there was such a duiy, hut
indicated that this “duty could be no broader than the
contract of insurance.” The application stated this; “IF
there is any material change in the answers o the
questions, prior o the policy inception date [AFC]
will natify the company in writing and any outstanding
(uotation may be modified or withdrawn.” Thus, if

there was a duty to update, it was restricted to answers.

to the questions the insurer had actually asked in the
application. The insured had no durty 10 provide
information on topics not actually asked about
explicitly, directly and (presurmably) clearly There was

no evidence in support of any such breach of dury
and the court relied upon evidence from a variety of
sources, including “an attorney with substantial
expertise in the area of corporate government and a
member of AFC™S Board of Direcrors].]” “Finally, to
the extent that AFC's decision 10 commence the
Process Lo restate certain financial statements could
b considered a ‘materizl change in the answers to the
questions, despite the fact that no such question was
asked, the court finds that any such change did not
occur prior to the inception date of the Policy,”
Material Misrepresentation. The judge held that
ERT did not prove any mulerial misrepresentations,
Prool of metleriality, of course, is crucial, Under the
applicable Guorgiy statute (O.C.GA. § 33-24-7(01(5)),
the following is the applicable rule, The insurer must

establish that it “in good faith would either not have

issued the policy or coatract[,] or would not have
issued a policy or contract in as large an amount|[,| or
at the premium rate as applied|,| or would not have
provided caverage with respect to the hazard
resultingin eheloss],| ifthe crue faces had been known
to the insurerf,] as required either by the application
for the policy or contract or otherwise.”

Not only did the court hold that ERI had not
proved its case, it held that the evidence “establishes]
that the wvery facts thar [ERI]. . .claimed were
misrepresented  were nor material to the dsk”
(Emphasis added ) ERT did novask AFC whether itwas
planning o restste its carnings either in the
application or at the Januvary 24, 2003 imeeting.
“Under Georgia law, ‘[a]n insurance company ¢annot
assert that a factor is material to the risk about which
it neither made inquiry [n}or apprised its prospective
insured.” CGeorgia farm Bureaw Mutual Insurance
Co. 0. First Federal Savings & Loan Association, 262
S.E2d 147, 149 (Ga App. 1979). “If [ERI] truly
considered the prospect of o possible restatement of
carnings to be materdad, it could have easily included
a question in the application inquiring about the
subject, but [it] chose not to do s0." Interestingly, ERI
sold some D&O policies o others based on an
application that asked whether the applicants knew
of any facts which mght result in a restatement of
earnings.” (Emphasis added.) Morcover, the evidence
showed that Uy and 17, “approved issuance of the
Policy cven after knowing full well of AFC's intent to
restate its carnings, and knowing full well that
sceurties claims had been filed against AFC" U; even
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expenses but those of the other defendants as well,
‘These were almost $8.8M, and all attorneys’ fees and
litigation expenses were reasonable, according to the
court. There was coverage for all of these types of
cxpenditures.  Conscguently, the court found that
AFC was duc $20 miltion from ERI by virtue of ERI's
breach of contract. In addition, there was prejudg-
ment interest which the court found t be
accumulating at nearly $4,000 a day.

Bad Faith. 'The court held that FRI was not guilty
of insurer bad fatth. Even though it was “not entirled
to rescind 1he Policy, the court conchudes thay |ERT|
had ‘reasonable and probable crose’ for its coverage
decision,” Under Georgta law, [#f there s any
reasonable ground for contesting the claim there is
no bad faith and it is error to reward penalty and
attornevs' fees.” Commercial Urion insurance Co. v
ERE Co., 322 8.E.2d 915, 921 (Ga. App. 1984). The
reasonableness  of  insurer  decisions  regarding
coverage must be determined on the basis of “the
facts appearing to [the insurer} at the time of s
decision.” Bad faith causes of action cannot be based
upon facts which occurred afrer the claimants filed
their lawsuit against the insurer. Downer v, Georvia
Farm Bureau Mutual Insurance Co., 337 S.E.2d 422
(Ga. App. 1983). :

The court based s decision on four consider-
atiuns,  First, the uming of the restlement
announcement, with its proximity o the initation
date of the policy, at least suggests that AFC “might
have known more about the possible restatement
than it disclosed to [ERI] before the inception of the
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Policy{.]” Second, ERI “promptly initiated  and
conducted an investigation of the circumstances
surrounding  the issuance of the Policy, which
reasonably led it to conclude [falsely] that the policy
had heen procured on the basis of material
misrepreseniations.” Third, “AFC’s lack of coopera-
tion in that investigaion reasonably added o [ERTs)
belief that AFC had boen [ess than fortheoming in the
negotiztions for the policy” Fourth, various bits of
testimony appear to be inconsistent with each other.
These tensions and testimony led to the conclusion
that there were disputed issues which would
reasonably lead an insurer to the conclusion thar iy

was (b leust) entitled w i erial.

Comment

The court’s report of this case is a marvelous
teaching ool It is a virtual encyclopedia of how and
why an insurer should acrually investigaie and think
carcfully about whether o rescind an insurance
policy, at least on the grounds of insurer misrepresen-
tation in the application process. Detailed inquiries
into both empirical matters and relevant state law
must be conducted and attended to, #n advarice of
rescigsion]  Thus, the court’s decision is  also
tanlamaounl o 2 learned essay for lawyers about how
rescission litigation should notbe handled, and what
rescission advice should be prepared and what it
should be. ‘

Insurer Error, If an insurer hypothesizes fraud in
policy renewal, it should begin with substantial
doubis aboutits own hypothesis. It should investigate
the maner carcfully. It should schedule as many
“Examinations Under Qath” as possible, assuming
that it has the right under the policy wo do this, (Even
if it doesn't actually have the right to do this, it should
try to do ity Obviously, its own underwriters should
{and should be required to) tell the whole truth in the
internal investigation. At all times, the insurer should
keep i mind the wisdom of Sir Karl Popper w the
effect thar objecrive studies begin with hypotheses
and proceed by trying to [alsify them. Sze Karl Popper,
THE LOGIC OF SCIENTIFIC DiSCOVERY (1959) It might be
a good idea for the insured to keep in mind how
influential this idea has been even in today’s financial
circles. Consider the outlook of George Soros. See
Michael T, Kaufiman, SOroS: THE LIFE AND 'ITMES OF A
MESSIANIC BILLIONAIRE (2002).



response to ERTs inguiries as “half-hearted at hest.”
AFC’s response to the tnvestigation should have heen
cooperative, prolonged, and fully-hearted, performed
in (at least the appearance) of enthusiasm. From the
explicit prose in the court’s opinion, it docs not
appear thar AFC pursued consequential damages as
part of its casc. To seems likely chat if the insurer had
not rescinded the policy and had responded o the
class actions quickly, cverything could have been
done for less than §20 million, IF that were provable,
then AFC's damages in excess of policy limits would
be provably a consequence of ERI's breach of
contract. With the right strategy AFC's damages in
excess of policy lHmits would be provably a
conseguence of ERI's breach of contract. With the
right expert witnesses, this case could be established
by a preponderance of the evidence. TF Georgia law
permitted the recovery of conscquential damages
resulting from an insurer's breach of an insurance
contract, all of AFC's damages could have becn
recovered, even if it could not win the bad faith case,
A/ Quinn
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