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The Covid-19 pandemic has contribured to the
banlruptcy of ar least 133 companies since the crisis
gained naticnal attention in March.! Companies
secking bankruptcy protection include houschold
names like Hertz and J.C. Penny; along with dozens
of small and mid-size businesses.? Observers predict
that 2020 will see “more bankruptcies than in any

businesspersons lifetime.™

The expected deluge of bankruprcy filings prompred
a committee of the Bankruptey & Covid-19 Working
Group to urge Congres to add capacity to the
bankruptcy court system.® The group of academics
warned thar "2 significant fraction of viable small
businesses will be forced to liquidate,” giving rise to
fears that banknptey courts will be “overwhelmed by
this flood of cases.”
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In a business bankruptcy, D& O insurance is likely to
be a key asset — sometimes the main asset from which
the bankrupt entitys creditors seck to recover on their
claims. Hewever, directors and officers of a distresed
or defunct company may assume that insurance was
put in place to protect them against claims: to pay or
advance defense costsand to settle claimsifa reasonable
sertlement can be reached.  Policrhalder bankruptcies
can present insurers with muoltiple constitmencies of
claimants, insureds and trustees wrestling over limited
policy proceeds in an unfamiliar procedural context.
Below are six steps insurers can take to stay on top of
bankroptey claims situations.




1. Know the players.

Chapter 7 of the Bankmupicy Code addresses the
liquidaticn of assets and, in the case of an individual, the
dischargeof a debtor’s liabilitics. Chapter 11, on the other
hand, addresses reorganizations and is used by businesses
to restructure equity and liabilities after emerging from
the B.unlu:upncy Court’s protections.

In a Chapter 7 case, the Office of the United States
Trustee appoints an interim Chapter 7 trustee upon
the commencement of the Chapter 7 case. At the first
mecting of creditors, 30 to 45 days after the case is
commenced, the companys unsecured ceditors have
the right to clect a trustee. If the creditors do not cect
a trustee, the interim truster becomes the permanent
trustes. Upun their appointment, the trustee aceguires
control over all the debtar’s property of every type and
in every location and determines whether to ].'lquidatc
such assets and pay the praceeds to the debtor’s creditors
after paying administrative costs.

In a typical Chapter 11 case, the bankropt company
remains in possession and control of its assets and affairs
and is referred to asa “debtor-in-possession.” Typically,
the debtor-in-possession operates its business and
conducts ies affairs in ti'icor\dinar]r course of its business
without special permission from the bankruptcy court
until a Chapter 11 plan reorganizing the company is
confirmed and substantially consummated, a sale of
substantially all assets is approved, the case is converted
to Chapter 7, ora Chapter 11 trustee is appointed. The
appointment of 2 Chapter 11 trustee is not commaon
and is often the result of some malfesance |:|}' the
debtor-in-possession after the bankrupecy filing.®

In both Chapter 7 and Chapter 11 cases, a Creditors'
Committee reprosents the interests of the debrors
unsecured creditors.  Creditors’ committees  can
investigate the debtor and potential claims that might
be brought to recover more money for the estate and its
creditors and may seck snmcling to assert claims against
the debtor’s directors and officers or other third parties.

A plan of liquidation under Chapter 7 or reorganization
under &a.pu::r 11 may also create a qul.l.idlting

0 HI0PLUS Joumal R

Trustee or a Litigation Trustee, which is sssigned
claims belonging to the hankmpr company to pursue
recoveries on behalf of a trust that benefits creditors.
These trustees are trustees of the trusts created by the
]:nnkmptqp |:||:.n to process claims and distribute assets;
they are not trustees of the company itselflike a Chapter
7 trustee or a Chapter 11 trustee.

2. Recognize likely claims.

Claims against a debtor thar existed before the debtor
filed bankruptey are automatically stayed with respect to
the debtor entity iself. Litipation may proceed against
ather partics, induding the debinr’s directors and officers.
A plainuff whose lawsuit against the debtor 5 stayed
ma}'ﬁlcadaim ]nﬂ'ﬁ:bﬁnkrup‘tcyplmding itself.
Alternatively, the plaintiff may seek to lift the stay apainst
suing the debtor to pm-cmd outside of the bmlkrup‘tcy
process only to the extent that the debror has insurance
for the suit.

After bankrupicy has been filed, litigation against the
debtors’ directors and officers is common.  Thes: claims
may be hmug;bt ]:nr the dd:mr—in-Pussa:i.un itself or |:|y
a trustee on behalf of the debtoe. Creditors’ committees
cn also petition the court for :ta.n.d]ng o |:|ring such
claims. The siits often allere mismanapement by the
directors and officers or breaches of Educia.r}r duties that

purportedly cansed the company to fail.

Some courts have held that whea acompany is in nesaring
insolvency—in the “mwne of insolvency™ —the company’s
directors and officers owe Aduciary duties directly to the
company’s creditors as well a5 w s sharcholders.  In
those jurisdictions, there may be a canse of acion for
“decpening insohency™—that &5, prolonging the life of
the corporation and causing it to take on additional debe.®
In other states, significantly including Dielaware, there is
no cause of action for deepening insolvency, and srustees/
creditors can bring a breach-offiduciary case against a
debtor’s executives only as a derivative case on behalf of
the company when the company is :u:nn]h; insohvent—
not merely in the “wone™ Other states meognize
“deepening insolvency” only as a theory of damapes for
breach u&-ﬁdlria.ry dur}s not 5 a standalone caumse of



action.* Repardless of the theory, when the company has
become insolvent, alleged damages to the corporation
caused by the directors’ and officers” Aduciary breaches
can be significant.

Oherclaims that can be madeagainst directorsand offizers
of th= debtor—or other third parties—revolve around the
debtar made shordy before fling for bankruptcy. Urder
federal bankruptcy law, cerain “preferential” transfers
can be recovered if they were made within 90 days of the
bankruptcy petition {or within one year for payments to
insiders).* To be recoverable, the debtor must have been
insolvent at the time of the payment, and the payment
must have allowed the creditor to receive more than its
proportionate share of the debtors assets. A trustee can
recorer “fraudulent” transfer—which include payments
mad: within two years of the bankruptey filing if the
payment was made in order w delay or defrand credimrs,
or ifthe debtor received less than a reasonably equivalent
value in exchange—if the debtor was insolvent at the

timeof the transfer or was readered insolvent on account

of the transfer.”

3. Pay attention to the automatic
stay before paying defense
costs or settlements.

Undzr the Bankmupocy Code, an automatic stay bars any
effort to collect on property of the debior’s bankruptcy
estat="! Most courts around the country consider D& O
policies property of the debtors estare? The more
significant issue for the bankrupt company and insurers,
however, is whether the D80 policy procesds—rather
than the policy itself—are the property of the estate. This
issue rypically arises when ar insurer is asked w advance
defense costs or make other payments under a palicy
issued to a company in bankruptey.

MNumcrous courts have held that, where the debeor
company does not have a “direct interest” in the proceeds
of a D&0 policy, the proceeds are not property of the
bankruptcy etate.® For emmple, in Lowisana World
Expasition, the Fifth Circult reasoned that the D&O
policy benefited only the directors and officers by

providing esther direct coverage for clams made agamst
them or indirect coverage by mimbursing the corporation
for its indemrification of the directors and officers.™
Because the ddbtor did not have a direct interest in the
policy’s proceeds, the court determined that the proceeds
were not the poperty of the bankruptoy estate.

Other courts have found, howerer, thar where there
are claims for indemnification coverape under Insuring
Agrecment B or “B-Side Coverape” of 2 D8O policy,
the D&OQ poicy proceeds may be property of the
bankruptcy estate.’ These courts reason that payments
for directors’ and officers’ defense coss would deplete
the policy limits, thereby increasing the debtor’s exposure
to indemnificstion claims in other l.tig:.tiun.“ -.|.'.|'|.|.|s_.
according to these courts, the debror’s interest in being
reimbursed by the insurer for the :mounts it must
indemnify its directors and officers is aufficient o make
the policy’s proceeds an asset of the bankruprcy estate,

Courts have hed that the proceeds of D8O policies that

provide entity coverage are the property of the bankruprey
estate.”” These courts reason that the existence of direct

coverage for the corporation makes the policy a wehicle
for both individual and corporate protection.  Because
the proceeds of the policy are “commingled.” one court
found that the debtors interest in the policy proceeds
is sufficient to bring all of the policy proceeds into the
bankruptcy estate.’® Moreover, where 1 single appregate
limit of lishilicy applies to both the D&O coverage
and entity coverape, depletion of the aprepate limit by
payment of corered loss to the directors and officers will
affect the amount of coverage available to the debtor and
thus to the debeor’s estate.

Other courts have held that the proceeds of 2 D&:D
_l.I'UJi.L:r we ot e prapeily wl the LM.uls.l.upl.L]r caladlic,
even if the policy includes entity coverage, particularly
where there are no actual claims against the debtor entity
that would be covered.™ For example, in Firee Cememal
Financial Corg., 3 New York bankmuptcy court found
that “[i]f [the] entity coverage is hypothetical and fails to
provide some palpable benefit to the estate, it cannot be
used by a trustee to lever himself into 2 position of first
entitlement to policy proceeds.™
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To avoid the possibilicy that a2 D&O insurcr might be
found to have violated the automatic stay by paying
defense costs or sertements in claims against the deboor’s
directors and officers, cither the directors and officens
or the insurer often seck 2 “comfort order.” A comfort
court find that the automatic stay does not apply to the
D& policy proceeds or that cawse exists w life the sty
to permit payment of the defense costs or senlement.
Substantial hardship to the debtors” direcrors and officers
in the absence of a comfort order is often sufficient cause
E}rlltmunmpmtamutimm]lﬁﬂ!cﬂmmm}”

4. Keep an eye on
indemnification rights.

Many D& O policies are subject to self-insured retentions
that are excused if the insured company is unable w
indemnify its executives due to financial insolvency.
And Side A-only policies may not be triggered at all
if indemnification is available. In cortain cases, an
executive’s indemnification claim apainst a debror
myl): p"ﬂ:nplinrityasana:lministmﬁ\tuqxnm—
increasing the likelihood that indemnification will
actually be available—but generally only if the conduct
for which they seek indemnibication ocourred after the
bankruptcy fling.®

Indemnifcation claims by dimctors and officers

typically are based on pre-bankruptey conduct. In
such circumstances, even if the indemnification daim
was made against the policyholder after the bankrupecy
filing, the claim will not be given administrative expense
priority and instead will be treated a5 3 peneral unsecured
daim. General unsecured claims often receive nothing
in bankrupecy. However, if the bankruptey has enough
asscts, there may be some recovery by the holders of
unsecured claims, induding directos and  offices
secking indemnification. Such indemnification claims
may be subjoct i other defenses and could be disallowed
or subordinated—moved to a lower level of priority in
the bankrupicy payout—hecause of misconduct by the
exccutive or because the indemnification daim relates
to a claim that itself has low priority.
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MNevertheless, insurcrs may roquest thar dircctors and
officers file claims in the bankruptey for indemnification
o protect the ability 1o recover amounts within a resention
or that may be advanced under a Side A-only policye.

5. Consider potential coverage
issues.

Bankruptcy caims may raise unique coverage ssucs that
skl b commincd cachlly i beht of the spocib pobicr
language and circumstances.

Non-Recourse Agreements: Some bankruptoy plans
contain provisions limiting the ability of a litigation or
liquidation trustee to recover on daims against or officers
af the debtor challenging their pre-bankrupecy conduct.
Such “non-recourse” agreemenits may require the trustee to
recover only from available insurance, rather than against
the individuals directly. D8O policies commonly contain
exceptions or carve-outs from the definition of covered
*Loss™ for "amounts for which an Insured is not financially
linble or which are without legal recourse © an Insured”
or "any amount for which the Insured Person is absolved
from payment by reason of any covenant, agreement or
court order” So, 2 non-recourse agrrement contained in 2
bankruptcy plan may prochude coverage for a sctbement or
judgment in a mustee daim.

Insured v Insured Exclusion: The wrms of insured «
insured exclusions vary. The exclusions often bar coverage
"brought by or on behalf of " an insured entity,.  Most
modern insured v, insured exclusions contain carve-outs
for actions by a bankruptcy trustee or other limitations on
applicability, In any event, the first issuc in the bankruprcy
context is whether the claimant—be it the debtor-in-
posscssion, bankrupecy trusice, aoditors’ commitiee or
assigniee of the debtor’s or creditors’ rights—stands in the
shoes of the insured entity such thar daims they bring
Insurers have maintined thar, because a bankruprey
trustee stands in the debror’s shoes for purposes of asserting
claims against its directors and officers, the insured v
insured exclusion bars coverape for a trustee’s claims, just



as itwould bar coverape for daims brought in the name of or
by the debtor itsdlf They have also arpued that a claimant
that receives a claim by assipnment from the insured entity—
such as a liquidation trust established by a bankmnupicy

ings that daim “on behalf of ™ the insured entity
for purposes of the insured v. insured exdusion

Trustess, creditors’ committess and insuredsarpue, however,
that the debtor and the trustee or other claimant are lepally
scparate entitics and that the purpose of the insured +
insured  exclusion—purportedly o prevent  collusive
litigation—is not implicated in the bankruptcy contest
because the suits by tustees or creditor’ committees arc
niot collusive

Preference Actions and Fraudulent Transfers —
Definitions of “Loss™ and “Wrongful Act™: Preference
actions may not allepe 2 “Wrongful Act™ under a D&O
policy. Thedefinition of “Wrongful Act™ under most D80
policis indudes any act, emon, omission, misstatement,
neglect or breach of duty by an insured. To prevail in a
preference action, the debtor-in-possession or trustee must
prove that the transfer was made: (1) “to or for the beneht
of a crediton™ (2) "for or on account of an antecedent
debt;™ (3) "while the debtor was insolvens™ (4) within 90
days or, in the csc of an insider, one yeas and (5) thar
it resulted in the creditor receiving a greater distribution
than it otherwise would have in a hypothetical Chapter 7
distribution. See 11 US.C. § 547(b). Accordingly, there
is no requirement that the creditor have done anything
improper other than receive a payment within the specified
time prior to the bankmpecy filing, As such, preference
litigation against directors or offices may not involve any
emor, omission, misstatement, neglect or breach of duty,
and may not be covered under a DEO policy. Insureds
often mspond thar the roeipt of money itself is an “act”
under the definition and, in some instances, that the
operative alleged wrongful conduct of the debtor in paying
the money was undertaken by the various directors and
officers at issue. Morcover, usually preference counts are
asserted in the same complaint as breach of fdudiary duty
counts, which the insured arpues supplics the relevant
"Wrongful Act”

Insurers commonly arpuc that preference and fraudulent
transfer actions do not seek covered “Loss™ within the

meaning of a 80 policy. In these lawsuits, trustecs and
debtors-in-possession seek to set aside, disporge, avoid,
rescind or recover as restitution either preferential or
fraudulent pre-bankrptoy payments to which the directors
or officers allepedly were not entitled. ™ Several courts have
held that an insured may not seck rimbusement under a
liabilicy policy for 2 judgment or sertlement that requires
the insured to disgorge or make restitution for wrongfully
acquired funds.™

6.Seek protection in settlement.

Various bankrupecy-relared  procedural and  statutory
protections may be available to insurers and other non-
debtor third parties when settling claims apainst a debtor
entity or its directors and officers. Scitlement agreements
or bankruptcy plans may incorporate a release, injunction,
andlor bar order pertaining to potential claims against the
debtor or its insurers, incleding contribution daims and
claims regarding the insurer’s handling of the settlement.
even in the absence of consent by the enjoined party:

Such a release or injunction can be highly benehcial
to insurers and settling insureds arttempting to secure
finality and avoid futre dlaims. The Eleventh Circuit, for
example, permits bankruptcy courts to approve relcases and
injunctions protecting non-debtors (including insurers)
from claims by non-debtors in limited circumstances and
despite objections from enjoined creditors.® Bur the law
concerning a bankruptey cours authority to grant these
injunctions varis across jurisdictions.

Settling insurers in bankmptoy court may also seck good
fith findings in conjunction with the approval and
ratification of scttlements with the debtor or a trustee or
creditors’ committee. Bankruproy Rule %019 provides that
“[o]n motion by the trustee and after notice and a hearing,
the court may approve a compromise or scttlement.”
Fod. B Bankr. B 9019(a). Serding insurers may seck a
determination by the bankruptcy court of pood faith
by the insurer in the order approving and enacting the
settlement between the partics, a5 well as an order lifing
the automatic stay to permit payment of the settlement.

Although the Covid-19 crisis presents novel challenges on
many fronts, some view the United States’ “high quality
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bankruptey law” as a *key comparative advantape for the
United States in this unprecedented pandemic™ Insurers
should remain conscious of the competing interests
in any bankrupecy process that may look to a debtors
insurance policies as a source of value. Bur there are alo
unique opportunitics and protections available within
the bankruptcy process that will continue o provide
the framewodk for a significant volume of daims apainst
distressed companies and their executives.
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