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Insurance: Cover Me

by John Gray
Corporate liability insurance is a must. But will it be there for you when you need it the

most?

If ever there was a company in need of directors and officers liability insurance,
it's Nortel Networks Corp. Such insurance--which pays the millions of dollars in legal
fees and penalties associated with a class-action suit, as well as a host of other costs
that could bankrupt company managers or directors--has become a must in the post-
Enron world. It's protection Nortel desperately needs as the Brampton, Ont.-based
technology giant faces police and regulatory investigations in Canada and the United
States, as well as class-action lawsuits seeking more than $3 billion in damages in
connection with its much-publicized financial restatements.

But Nortel isn't just fighting angry shareholders. It's also duking it out with its
own insurer, Chubb Insurance Co. of Canada, which attempted to walk away from its
coverage of the beleaguered tech firm. According to Nortel's most recent management
proxy circular, Chubb informed Nortel it was rescinding a portion of its insurance
covering the time of the financial restatements. The insurer tendered US$1.7 million of
the US$13.6-million premium but later amended its rescission claim and cut that
amount to just US$545,651. Nortel, which would not comment on the dispute, has rejected Chubb's offers and has
taken its insurance carrier to court in an attempt to force it to honour the policy. "This is a worst-case scenario," says
Elan Pratzer, CEO of Executive Risk Insurance, a Toronto-based company specializing in underwriting directors and
officers liability and fiduciary insurance. "You do not want to be arguing with your insurance carrier as you walk up the
courthouse steps."

But Nortel is not alone. In the past, insurance carriers have threatened to revoke coverage of infamous companies
such as Livent and YBM Magnex. "Threatening to rescind a policy is sometimes used by carriers as a negotiating tool
to cut their losses and urge a company to settle more favourably,” says Pratzer.

Directors and officers liability insurance policies, called D&Os, are supposed to be a corporate safety blanket to
protect managers and directors against the worst boardroom disasters. Without the insurance, managers and directors
could be forced to personally pay legal costs and any legal judgments, taxes or penalties levelled against a company.
Recent changes to Canadian securities regulations will soon make it easier for shareholders to sue company
managers and directors. That makes it even more important for companies to have adequate insurance coverage. But
despite paying millions in premiums, many directors may be surprised to learn that policies without a non-rescindable
term can be revoked with little or no warning.

Nortel is an extreme example of how the relationship between a company and its insurance carrier can sour. It
is also an example of how costly the insurance has become. A Canadian Business survey of liability insurance
premiums disclosed in companies' annual proxy circulars, shows that Nortel pays the highest premium in Canada--
more than US$13.8 million for about US$100 million in coverage. Not only is it the most expensive coverage, Nortel
receives the smallest bang for its insurance buck. For every dollar spent by the company, Nortel receives only about
US$7 in coverage. Of the 150 companies we surveyed, the median rate was about US$100 of coverage for each dollar
spent. At the other end of the spectrum is ATCO Ltd., the Calgary-based energy and manufacturing company that pays
just $60,000 for $175 million in insurance coverage. That works out to about $2,900 in coverage for each dollar spent.

The figures aren't exactly comparable. After all, how much a firm pays for insurance can vary greatly based on
company risk, what the policy covers, the deductible and other factors. But a history of litigation--or run-ins with
securities regulators--all but guarantees a company will be paying higher premiums.
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With premiums skyrocketing, many companies are looking to reduce those costs by reducing their coverage. By
focusing too much on the bottom line, however, those companies may be risking inadequate coverage, says Eric
Slavens, a chartered accountant and retired partner with PricewaterhouseCoopers who now sits on three public
company boards. For that reason, it is vital that the board of directors takes an active role in picking the company's
D&O insurance. "When it comes to choosing insurance, the interests of management and the board may not be
completely aligned," says Slavens. "It's easy for management to focus too much on the cost and not enough on the
cost-benefit."

Ensuring a company has the right coverage is not as easy as it seems, says Executive Risk's Pratzer. D&O
liability insurance is complex, and subtle changes in the policy can make a huge difference to the effectiveness of the
coverage. But when presenting the competing insurance options to a company, insurance brokers often boil them
down to a simple grid that often fails to highlight important distinctions among the competing insurers. "Unless a
director specifically asks probing questions about the different policies, they may not be getting the best coverage,"
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extensive review of the potential client's individual risk profile, including a
detailed assessment of its corporate governance practices. The review goes beyond mere compliance with legal
governance requirements and includes background checks on company directors, and an examination of CEO
compensation practices and the overall effectiveness of the board. In the past, Pratzer has declined the business of
companies that do not meet those rigorous standards.

Ultimately, it is up to the directors and officers of the company to ensure they are getting the best value for their
insurance buck. Otherwise, they are faced with the nightmare scenario of finding that they have paid millions for
coverage that disappears when they need it the most.
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