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he right to rescind coverage under an insurance policy

has always been a powerful tool for insurers to com-

bat alleged insurance fraud. By rescinding coverage, an
insurer not only avoids payment for a particular claim, but also
voids the entire policy, ab initio, as if it never existed. Actions
for rescission of directors and officers (D&O) insurance poli-
cies, though, are fewer and far between in recent years because
the terms of such policies have been highly negotiated and
revised to include certain features that make it much harder
for insurers tosrescind coverage. This article will explore cur-
rent policy. B Lo impact an insurer’s ability to rescind
t case law addressing rescissions under D&O
0 consider when seeking new or renewal D&O
ther legal issues that may impact coverage.
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The Basics of D&0 Coverage

D&O liability insurance was initially intended to pro-
tect the personal assets of directors and officers from
claims alleging breach of their duties and claims arising
out of their status as directors and officers. Additional
coverages were later added to standard D&O programs,
including entity coverage to protect against claims alleg-
ing harm attributable to the insured company itself. A
typical D&O program for a publicly traded company
today includes three types of standard coverage:

e The Side A insuring agreement provides material
coverage for defense costs and losses due to settle-
ments or judgments arising from claims or suits
brought against directors and officers when the
company cannot or will not provide indemnifica-
tion. For example, directors and officers may not
be entitled to or able to receive indemnification
against derivative actions, certain suits brought
under federal securities laws, or when the com-
pany is insolvent, bankrupt, or otherwise unable
to fund an indemnification.

¢ The Side B insuring agreement provides for reim-

bursement to the company of defense costs and

losses incurred in connection with settlements

or judgments arising from claims or suits brought

against directors and officers when the company is

allowed or required to provide indemnification.

The Side C insuring agreement provides cover-

- age for defense costs and losses due to settlements

or judgments arising from claims or suits brought

directly against the entity. Public companies are
typically covered only for securities claims under

Side C, but private companies have access to

broader coverage.

Unless a D&O policy contains terms limiting or
preventing an insurer from rescinding coverage, all
coverage parts may be voided if an insurer successfully
rescinds coverage. However, directors and officers are
naturally most concerned about any threat of rescission
with respect to Side A coverage, which is the last resort
for protection of unindemnified directors’ and officers’
personal assets from a claim or suit.

Legal Standards for Rescission of D&O0 Policies
In recent years, most of the significant court deci-
sions addressing the legal standards for rescission focus
on types of policies other than those providing D&O
coverage. The lack of recent case law regarding rescis-
sion of D&O coverage is due to the evolution of policy
terms discussed below. The legal standards for rescission
of D&O policies, however, are often the same as those
standards that apply to other types of insurance.

Under the law of all states, an insurer may rescind

coverage under a D&O insurance policy where an
officer or executive makes a false representation. Addi-
tional elements required to support a rescission vary by
state. Many states require the false representation to be
material and for the insurer to prove that it relied on
the false representation during the underwriting pro-
cess.! Other states do not require the insurer to prove
reliance because it is not viewed as an element separate
from materiality.? Finally, a minority of states require
proof that the insured intended to deceive the insurer.’
In addition to these general elements of rescission, there
are other issues and differences in the laws of various
states that may impact an insurer’s right to rescind a
D&O policy but which are not covered or discussed in
this article.

Where an insurer seeks to rescind coverage under a
D&O policy, the burden of proof rests on the insurer to
prove all of the essential elements under the applicable
jurisdiction’s law.* The insurer truly bears a heavy bur-
den to prevail in a rescission attempt, particularly in
jurisdictions where the insurer is required to prove the
insured made a representation that was false in material
part, the insurer detrimentally relied on the specific mis-
representation in underwriting coverage, or the insured
made the representation with intent to deceive.’

Evolution of D&O0 Policy Forms and Impact on
Rescissions

D&O policy forms have changed dramatically over the
past 15 years, with many of the major changes occur-
ring in the wake of the Enron scandal, WorldCom
bankruptcy, and subsequent enactment of the Sarbanes-
Oxley Act of 2002 (SOX). Not only did D&O insurers
take action to tighten the market in the wake of the
Enron scandal and other instances of corporate account-
ing fraud, but insurers also increasingly looked for
circumstances that would justify rescission of coverage
based on fraud and misrepresentation.

Although D&O insurers have always been entitled to
seek rescission of coverage based on misrepresentations
in insurance policies, the enactment of SOX and subse-
quent litigation highlighting irregularities in corporate
financial statements created a somewhat easier path for
insurers to demand policy rescissions. Among the more
stringent financial responsibility standards imposed by
SOX is the requirement that certain corporate execu-
tives certify the accuracy of all financial disclosures. The
CEO and CFO must certify that the report fairly pres-
ents the company’s financial conditions and, based on
their knowledge, the report does not contain any untrue
statements or omit material facts. Following the enact-
ment of SOX, D&O insurers began requesting copies
of the applicant’s financial reporting, which included
the required certifications, during the application pro-
cess. By reviewing the financial statements, D&O
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insurers could state they relied on
the directors’ and officers’ certifica-
tions in underwriting coverage. If a
financial statement was later found
incorrect or restated, D&QO insurers
could assert that, like sharehold-
ers, they relied on the accuracy of
the insured’s financials in agreeing
to provide insurance and threaten
to bring rescission actions to void
entire policies.

Unsurprisingly, coverage litiga-
tion over D&O policies increased
substantially in the mid-2000s.
Many cases involved insurers seek-
ing to rescind coverage based
on misrepresentations in policy
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applications. At the same time,
insureds stepped up negotiations

of new or renewal D&O coverage
demanding more favorable terms to
protect against the additional risks
to their directors’ and officers’ per-
sonal assets created by the possibility
of civil and criminal penalties being
imposed for violations of SOX.
Some of those more favorable terms
and coverages granted by insur-

ers in the wake of SOX have made
it much more difficult to rescind
coverage.

Nonrescindable terms. For many
years, sophisticated insureds have
negotiated with D&O insurers to
include terms limiting or eliminat-
ing the risk of rescission in some
policies; however, nearly all of the
D&O policy forms coming to mar-
ket today are highly negotiated and
almost always contain a nonrescind-
able feature. Many policies today
are fully nonrescindable, though it is
also common for an insurer to offer
nonrescindable terms only for Side
A coverage.

Securing nonrescindable cov-
erage for the nonindemnifiable
portion of an entity’s D&O pol-
icy is crucial for protecting those
who serve on the board of directors.
Imagine a scenario where you, as
a member of a company’s board of
directors, are named as a defendant
in a derivative action along with the
company. You expect that your com-
pany’s D&O policy will step up to
pay for your defense costs, but learn
that the D&O insurer rescinded the
company’s policy due to a misrepre-
sentation of financial information
in the policy’s application. Non-
rescindable coverage for Side A
provides assurance to individual
insureds that the policy will con-
tinue to exist and protect directors’
and officers’ personal assets, at least
where the corporation cannot or
will not indemnify the individuals.

The following is an example of
a nonrescindable policy provision
included in a current D&O form
that applies to Side A only:

Insured Person Coverage
Non-Rescindable

Under no circumstances shall
the coverage provided by this
Coverage Section for Loss under
Insuring Agreement A. Insured
Person Coverage be deemed void,
whether by rescission or other-
wise, once the premium has been
paid.®

This provision very clearly applies
only to the Side A coverage and is
a stand-alone nonrescindable fea-
ture. As discussed below, sometimes
insurers combine nonrescindable
and severability terms.

Severability. In addition to non-
rescindable terms, most D&O policy
forms on the market today include
severability terms, which also pro-
tect insureds against the possibility
that a rescission will leave direc-
tors and officers without coverage.
Severability terms limit an insur-
er’s ability to impute one insured’s
knowledge or belief to all other
insureds covered under a policy,
essentially saving coverage for
“innocent” directors and officers.

A D&O policy may include either

a full or limited severability clause.
A full severability clause provides
that a policy’s application is a sepa-
rate application for coverage by each
of the insureds and that no state-
ment in the application for coverage
by one insured may be imputed to
any other insured. A partial sever-
ability clause is narrower in that it
provides that no knowledge of infor-
mation possessed by an insured will
be imputed to any other insured
with the exception of material infor-
mation that is known by specified
directors or officers who sign the
policy application.

Severability provisions should
protect “innocent” directors and
officers against rescission of coverage
in the event the application con-
tains any misrepresentations. The
insurer should only seek to rescind
coverage for the insured or insureds
who knew of the misrepresentation
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in the application prior to the
effective date of the policy. The
following is an example of a full sev-
erability policy provision included
in a current D&O form:

Severability Of The Application
The Application shall be con-
strued as a separate application for
coverage by each Insured Person.
With respect to the Application,
no knowledge possessed by any
Organization or any Insured Per-
son shall be imputed to any other
Insured Person.

If the statements, warranties and
representations in the Application
were not accurate and complete
and materially affected either the
acceptance of the risk or the haz-
ard assumed by the Insurer under
this Coverage Section, then the
Insurer shall have the right to
void coverage under this Coverage
Section, ab initio, with respect to:

(1) Loss under Insuring Agree-
ment B. Indemnification Of Insured
Person Coverage for the indemnifi-
cation of any Insured Person who
knew, as of the inception date of
the Policy Period, the facts that
were not accurately and com-
pletely disclosed; and

(2)  Loss under Insuring Agree-
ment C. Organization Coverage if
any Insured Person who is or was
a chief executive officer or chief
financial officer of the Named
Entity knew, as of the inception
date of the Policy Period, the facts
that were not accurately and com-
pletely disclosed.

The foregoing applies even if the
Insured Person did not know that
such incomplete or inaccurate dis-
closure had been provided to the
Insurer or included within the
Application.”

This severability provision does not
address Side A coverage because

that particular policy form provides
for nonrescindable Side A coverage
with no exceptions.

Often, insurers will combine
severability and nonrescindable
provisions in one section because
they both act to limit the insurer’s
rights in the event of a misrepre-
sentation in the application. The

(b) an Insured Entity, under
Insuring Agreement (B), to
the extent it indemnifies any
Insured Person referenced . . .
above, and

(c) an Insured Entity, under
Insuring Agreements (C) and
(D), if any chief executive

following is an example of a current
D&O form in which the insurer
combined a Side A only nonre-
scindable provision with a partial
severability provision:

If the Application contains inten-
tional misrepresentations or
misrepresentations that materially
affect the acceptance of the risk
by the Insurer:

(2) [NJo coverage shall be
afforded under this Policy for:

(a) any Insured Persons, under
Insuring Agreement (A), who
knew as of the Inception Date
of this Policy the facts that
were so misrepresented in the
Application, provided, how-
ever, that knowledge possessed
by any Insured Person shall
not be imputed to any other
Insured Person. This shall

be the Insurer’s sole remedy
under this Insuring Agreement
(A). Under no circumstances
shall the Insurer be entitled to
rescind this Insuring Agree-

ment (A).

officer, chief financial officer
or any position equivalent to
the foregoing of the Named
Entity, or anyone signing the
Application, knew as of the
Inception Date of this Policy
the facts that were so misrep-
resented in the Application.’

Recent Case Law
Though litigation and signifi-
cant court decisions addressing the
rescission of D&O coverage have
declined significantly over the past
few years, several recently decided
cases touch on issues that impact
the rescission of D&O coverage.
Insured’s honest belief credited
unless clearly contradicted by fac-
tual knowledge where application
responses are qualified. In U.S.
Liability Insurance Co. v. Kelley Ven-
tures, LLC, the court considered an
insurer’s motion for summary judg-
ment seeking rescission of a D&O
policy on the basis of an alleged mis-
representation by the insured on the
policy application.” The insured,
Kelley Ventures, is a limited liability
company owned in equal shares by
two other entities: Kelley Automo-
tive Inc. (Kelley Auto) and Phoenix
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Motors Inc. (Phoenix). The man-
ager of Kelley Ventures, Kevin
Kelley, is also a principal of Phoenix.
In the fall of 2013, Kelley Auto sent
multiple demand letters to Kelley
Ventures and Mr. Kelley demanding
that Kelley Ventures pay to Kelley
Auto an equal share of a distribution
that was planned to Phoenix."°

In December 2013, Mr. Kelley
completed an application for D&O
insurance to cover Kelley Ventures
in which he was asked: “Is any entity
or person proposed for this insur-
ance aware of any fact, circumstance
or situation which may result in a
claim against the Applicant or any
of its Directors, Officers or Employ-
ees?”!! Mr. Kelley responded “no”
to the question. The D&O insurer
issued a policy covering Kelley Ven-
tures, but not Phoenix, based on the
application, which included language
indicating that the responses were
“full, true and complete to the best of
[the applicant’s] knowledge.”"?

After Kelley Auto filed suit
against Kelley Ventures, the insurer
brought an action seeking rescission
of the policy and for a declaration
that the insurer did not owe a duty to
defend. With respect to the rescission
claim, Florida law allows for the court
to “credit” an applicant’s belief to the
extent it is not “clearly contradicted
by factual knowledge on which it
is based.””® The insured argued that
Mr. Kelley interpreted the demand
letters as making demands against
Phoenix, not against Kelly Ventures.
The court found that the demand let-
ters contained language that could
reasonably have been construed as
threatening a claim against Phoenix
and that the substance of the letters
did not clearly contradict that inter-
pretation. Finding that a genuine
dispute of material fact existed as to
the applicant’s knowledge or belief,
the court denied the insurer’s motion
for summary judgment on the rescis-
sion issue.'

Though the court denied the
insurer’s motion to rescind the pol-
icy, the court ultimately held that

the policy did not afford coverage
for Kelly Ventures’ claim based on
several policy exclusions, including
the pending or prior litigation exclu-
sion. Unlike the responses provided
by Mr. Kelley in the policy applica-
tion, the pending or prior litigation
exclusion was not qualified by the
insured’s knowledge or belief."

alleging the insured’s advertisements
contained false and misleading state-
ments and omissions of material
information on the safety, efficacy,
and side effects of its products. The
insured, thereafter, sought cover-
age for the underlying lawsuit from
its D&O insurer and ultimately

filed a coverage action. The insurer

Insured not entitled to credit
for reasonable belief where policy
application does not contain such
a qualification. In Hale v. Travel-
ers Casualty & Surety Co. of America,
the insurer did not make a claim
for rescission of the policy at issue,
but the court (and ultimately the
Sixth Circuit in affirming the dis-
trict court’s decision) refused to
apply a reasonableness standard to
an insured’s knowledge of a potential
claim when the insured completed an
application for D&O insurance. !¢

When applying for coverage
under a D&O policy, the insured
responded “no” when asked if, within
the past five years, the insured knew
of any “demands or lawsuits includ-
ing shareholder, creditor, antitrust,
fair trade law, copyright or patent liti-
gation, against any Applicant, or any
person proposed for this insurance,
whether or not such claim or action
would be covered” by the proposed
policy.!” At the time the insured
applied for insurance, the insured
was aware that at least 65 complaints
were filed against it with the Better
Business Bureau, seven complaints
were filed with the Consumer Affairs
Division of the Tennessee Depart-
ment of Commerce and Insurance, a
local news station was investigating
consumer complaints, and a lawsuit
for a refund was filed and dismissed.'8

On October 8, 2012, the Tennes-
see attorney general filed an action
against the insured and its directors

OSE ALL DEMANDS, NO M

filed for summary judgment in the
coverage action on several bases,
including that the insured made
material misrepresentations on the
policy application by not disclosing
its knowledge of allegations in the
consumer demands, complaints, and
lawsuit that mirrored the underlying
complaint allegations."’

In opposition to the insurer’s
motion for summary judgment, the
insured admitted receiving cus-
tomer demands for refunds prior to
completing the policy application
but argued that it was not aware of
“looming lawsuits” or “on notice
that the [attorney general] might
file a lawsuit a year later.”” The
insured also argued that the court
should employ an objectively rea-
sonable standard to determine if the
insured misrepresented its awareness
or knowledge during the application
process: “[T]he ultimate inquiry . . .
is whether or not a reasonable per-
son would be placed on notice that
litigation which would be covered
by the policy is reasonably possible
in the foreseeable future, based on
the presently-known demand or cir-
cumstance.””! The court refused the
insurer’s argument and explained
that the policy’s language was deter-
minative. When a policy application
asks if any demands have been made
against the insured in the prior
five years, the insured must dis-
close all demands no matter how
“statistically miniscule” or if the
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demands were fully resolved prior to
application.”?

Waiver and estoppel are not
applicable to an insurer’s coverage
defense of rescission. In SavaSe-
niorCare, LLC . Beazley Insurance
Co., the court was asked to decide
whether an insurer was entitled
to amend its answer in a coverage
action to assert a claim for rescis-
sion.”? The insured brought an action
against its excess D&QO insurer seek-
ing coverage for costs incurred in
defending its former directors and
managers in an underlying litigation.
The excess insurer issued a D&O
policy to the insured based on an
application completed by the insured
for the primary D&O policy prior to
the effective date of the policy, which
provided claims-made coverage
from December 31, 2009, to Decem-
ber 31, 2010. The insured stated in
the policy application that it had
“no knowledge of any facts or cir-
cumstances or any actual or alleged
acts, errors, or omissions that might
give rise to a future claim that would
fall within the scope” of the primary
D&O policy.

A real estate investor filed an
underlying action against the insured
and directors of the insured on
June 23, 2010. The insured provided
a defense for the directors and sought
coverage under its D&O policies.
The excess insurer initially agreed
to provide a defense to the insured,
but not the directors, and received
defense invoices in the course of liti-
gation. After receiving the invoices
purporting to show that the insured
retained counsel with respect to cir-
cumstances indicating a dispute
with the underlying plaintiffs prior
to December 31, 2009, the excess
insurer moved to amend its answer
to include affirmative defenses and
a counterclaim for rescission. The
insured advanced several arguments
in opposition to the excess insur-
er’s motion including that allowing
amendment to include a counter-
claim would be futile because the
excess insurer waived its right to

claim rescission by failing to cite
rescission as possible grounds for
denial in its coverage letter.?’

Under Georgia law, an insurer’s
defenses to coverage may be cat-
egorized as either “policy defenses”
or “coverage defenses.” A “policy
defense” is one based on the insured’s
alleged failure to fulfill a condition
precedent to coverage, whereas a
“coverage defense” is based on the
insurer’s argument that the asserted
injury does not fall within the pol-
icy’s scope of coverage. The court
held that, under applicable law, pol-
icy defenses may be waived but the
doctrines of estoppel and waiver
may not be asserted against an insur-
er’s coverage defenses. The court
explained that an insurer’s right to
rescission was “better understood” as
a coverage defense. To bring a claim
for rescission, an insurer must argue
that “it would not have provided
coverage . . . had it received all the
information known” at the time of
application.?® Accordingly, the court
refused to conclude that the insurer’s
claim for rescission was futile due to
waiver or estoppel.

Building a case for rescission
based on alleged misrepresentation.
Suppose the insured is a regional
bank that applied for D&O coverage
with a national carrier. The insured’s
chief financial officer (CFO) com-
pleted the policy application, which
included making representations
regarding the insured organization.
The application asked a number of
questions regarding the insured’s
organization and financial position.
One question to which the CFO
responded “no” asked whether, in
the next 12 months or the prior 12
months, the insured had “under con-
sideration” any “acquisition, tender
offer, merger, consolidation, or dives-
titure.” The signature section of the
application explained that the indi-
vidual completing the application
represents in pertinent part:

After reasonable inquiry, that the
statements and representations set

forth herein are true and accurate.
... Any policy that [the insurer]
may issue to the applicant would
be issued in reliance upon the truth
of all such statements, representa-
tions and attachments and will be
the basis of, and deemed attached
to and incorporated into, any pol-
icy that may be issued.

During the policy period, a share-
holder of the insured filed a class
action alleging that certain directors
of the insured breached their fidu-
ciary duties with respect to a tender
offer by a separate entity proposing to
acquire a majority controlling inter-
est in the insured. The class action
complaint alleged the insured held
two meetings just prior to the effec-
tive date of the policy to discuss the
transaction. Based on the allega-
tions in the complaint, the insurer
sought additional information from
the insured suggesting the insurer was
testing possible bases for rescission of
the D&O policy based on the CFO’s
response in the application regarding
the consideration of acquisitions or
tender offers.

At the time the policy applica-
tion was completed, the CFO was
not a member of the insured’s board
of directors and was not privy to any
confidential communications with
respect to asset, equity, or offering
information. The CFO responded
to the policy application questions
to the best of his knowledge; how-
ever, the application’s representation
imposed a “reasonable inquiry” stan-
dard. The fact pattern of this case
study raises important questions
including: (1) whether the “reason-
able inquiry” standard would have
required the CFO to inquire with the
board for information on confidential
discussions regarding a subject matter
raised in the application; (2) whether
the board would be required to dis-
close such information despite the
confidential nature of such discus-
sions; and (3) whether the phrase
“under consideration” in the policy
application should be interpreted to
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include exploration discussions but
no concrete plans.

Rescission-Related Considerations
for Insureds Negotiating D&0
Coverage

The process of negotiating cover-
age under D&O policies continues
to become more sophisticated with
directors and officers, general coun-
sel, and risk managers taking an
active role to ensure that the D&O
program meets all of the insureds’
needs. The negotiability of terms in
D&O coverage depends on many
factors, including but not limited
to the insurer, the size and scope

of the risk to be insured, and the
company’s claim history. Smart
negotiation of terms resulted in the
current crop of D&O policies that
severely limit or entirely preclude
insurers from rescinding coverage.

To the extent not already

included in an insured’s D&O pro-
gram, directors and officers should
push for the following key fea-
tures in future coverage to protect
against rescission risk:

e Fully nonrescindable cov-
erage. Insureds should
negotiate for fully nonre-
scindable coverage that
applies to Sides A, B, C, and
any additional coverages that
are part of the program.

e Full severability. Insureds
should negotiate for sever-
ability of the application and
exclusions. The policy should
construe the application
separately for each insured
and not allow imputation of
knowledge from one insured
to another. With respect to
exclusions, the wrongful acts
of one insured should not be
imputed to any other insured.

¢ Broad Side A coverage.
Where possible, an insured
should purchase a stand-
alone Side A “difference
in conditions” policy that
provides broader cover-
age, including where the

primary D&QO insurer refuses
to provide coverage, where
exclusions in the primary
D&O policy bar coverage,
or where the primary D&O
policy cannot respond due to
exhaustion or rescission.
Although insurers are not mak-
ing rescission demands with as much
frequency as in the past, insureds
should still be mindful of the con-
siderations discussed here to help
prevent rescission issues from arising

under future D&O policies. B

Notes

1. See Home Ins. Co. of Ill. (N.H.)
v. Spectrum Info. Techs., Inc., 930 E
Supp. 825, 835 (E.D.N.Y. 1996) (hold-
ing under New York law that insurers
were not entitled to rescind D&O cov-
erage where insurers failed to establish
insured’s misrepresentation was mate-
rial to their underwriting decisions).
But see Kiss Constr. N.Y., Inc. v. Rut-
gers Cas. Ins. Co., 877 N.Y.S.2d 253,
255 (App. Div. 2009) (holding under
New York law that to sustain its bur-
den of showing it is entitled to void
or rescind policy, insurer is required
to prove that insured made material
misrepresentation with an intent to
defraud).

2. See Shapiro v. Am. Home Assur-
ance Co., 584 E Supp. 1245, 1250 (D.
Mass. 1984) (“Massachusetts common
and statutory law is such that any state-
ment that is shown to be material is
one so central to the risk being insured
that the insurer would be expected to
take it into consideration in making
the underwriting decision.”).

3. See Cutter & Buck, Inc. v. Gen-
esis Ins. Co., 306 E Supp. 2d 988
(W.D. Wash. 2004) (holding under
Washington law that a false statement
knowingly made by insured is presumed
to have been made with intent to
deceive in absence of insured present-
ing credible evidence otherwise); Mt.
Airy Ins. Co. v. Millstein, 928 E Supp.
171 (D. Conn. 1996) (holding under
Connecticut law that insurer may not
rescind coverage if insured’s misrepre-
sentation was innocent).

4. See, e.g., Douglas v. Fid. Nat’l
Ins. Co., 177 Cal. Rptr. 3d 271,
283-84 (Ct. App. 2014) (explaining
that insurer bears burden of proving
material misrepresentation or con-
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