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Since passage of Section 307 of the Sarbanes
Oxley Act of 2002, and the Securities & Ex-
change Commission’s (“SEC”) adoption of its
Final Rule: Implementation of Standards of Pro-
fessional Conduct for Attorneys,1 there has been
an increased focus on the conduct of attorneys
representing issuers of securities, including in-
house counsel of issuers, and the potential culpa-
bility of such counsel in corporate securities
scandals. As a result, in this environment of
increased scrutiny, it is critical that in-house
counsel not only be aware of potential liability
in SEC enforcement actions, but also in private
securities class actions and derivative actions. In
this context, many in-house counsel have mis-
takenly assumed that they are fully protected by
traditional directors and officers liability insur-
ance policies in the event of an SEC enforcement
action, or a private securities class action. This
article discusses some of the pitfalls of blind
reliance by in-house counsel on traditional D&O
policies, and recommends additional steps in-
house counsel might wish to consider to protect
themselves against an uncovered loss. Given the
many hats warn by in-house counsel, it is impor-
tant for in-house counsel to understand and
appreciate which of his or her many hats likely
will be afforded protection under a corporation’s
D&O policy.

How Real is the Risk to In-House Counsel?

In a post-Enron world, Congress and the SEC
have a renewed focus not only the role accoun-
tants have played in corporate securities scan-
dals, but also on the role lawyers have played
as well. As former SEC Chairman Harvey L. Pitt
stated in 2002:

The public cannot be served if professionals
who serve as gatekeepers merely follow the
letter of the law, but not necessarily its spirit.
We need to move away from wooden, rigid,
literalism, and encourage all upon whom the
present system depends to adopt a bias in favor
of the needs of the investing public . . . Corpo-
rate lawyers represent the corporation and its
shareholders, even though management may
hire or fire them; they must be satisfied that
objectives management asks them to pursue
truly are intended to, and do, further the inter-
ests of the company and its shareholders.2

Confidence in our capital markets cannot be
maintained if the public believes everything is
game to enable corporations to rely on lawyers
and other professionals, who in turn rely on a
literal reading of the law or governing principles
. . . A core issue arising in Enron’s wake is
enhancing existing and planned legal standards
with ethical and competency standards not only
for accountants but also for lawyers, officers
and directors and others.3

Within this regulatory context, President Bush
on July 30, 2002 signed into law the Sarbanes-
Oxley Act of 2002 (the “Act”).4 In Section 307
of the Act, Congress directed the SEC to promul-
gate rules of practice to require attorneys appear-
ing before the SEC to report evidence of material
securities law violations, including up-the-ladder
to a company’s chief legal officer, chief execu-
tive officer, audit committee, independent direc-
tors, and/or board of directors.5 The SEC, in
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fact, then decided to federalize ethical standards
for lawyers appearing before the Commission
and ultimately adopted its Final Rule: Imple-
mentation of Standards of Professional Conduct
for Attorneys, which took effect on August 5,
2003.s

These SEC rules require lawyers “appearing
and practicing before the Commission” to report
“evidence of a material violation” “up-the-
ladder” within the company to the chief legal
officer, or the CEO.7 The reporting attorney also
may report directly to the audit committee, or
the company’s board of directors, if he or she
reasonably believes that it would be futile to first
report to the chief legal officer or CEO.8

Within this context, in-house and general
counsel of issuers have more frequently been
named as defendants in SEC and securities class
actions.® As a result, this changed regulatory and
litigation climate has left “in-house counsel
worried about their exposure to lawsuits and
penalties if their corporate employers run afoul
of securities regulations.”10

“Insurers often argue that coverage is af-
Jorded for in-house counsel who are officers
or directors, but only if the in-house lawyer was
expressly acting in his or her capacity as a di-
rector or officer at the time of the suspect con-
duct, and not as counsel.”

In-house counsel who simply assume that they
are covered under D&O policies, however, can
be in for an unpleasant surprise if and when a
corporate scandal comes home to roost. Many
such policies cover only directors and officers. 11
If an in-house counsel is not also an officer or
director, coverage could be denied. Moreover,
insurers often argue that coverage is afforded for
in-house counsel who are officers or directors,
but only if the in-house lawyer was expressly
acting in his or her capacity as a director or
officer at the time of the suspect conduct, and
not as counsel.12

This distinction — as to whether the insured
was acting as an officer or director, on the one
hand, or as an in-house counsel providing legal
advice, on the other—is a factual and legal

morass, as in-house counsel as a practical matter
frequently wear many hats on a daily basis.
Typically, the “general counsel archetype per-
forms multiple roles, including legal counselor;
business adviser; corporate cop; problem solver;
and cost center manager,” among others.13 In-
house counsel making a claim under a D&O
policy thus will face the difficult task of proving
that counsel was acting as an officer at the time,
rather than as a legal advisor, with respect to the
suspect conduct at issue.14 Thus, even if an in-
house counsel is an officer or director, or even
a named insured under a D&O policy, 5 cover-
age may be at risk if counsel’s actions at issue
are deemed legal advice, as opposed to manage-
ment or business actions.

“Even if an in-house counsel is an officer
or director, or even a named insured under a
D&O policy, coverage may be at risk if coun-
sel’s actions at issue are deemed legal advice,
as opposed to management or business ac-
tions.”

A recent example of the distinction between
legal advice and business actions is found in
Hunt v. National Union Fire Insurance Com-
pany of Pittsburgh, PA.16 In Hunt, plaintiff John
Frazier Hunt, an officer, director and attorney
for Lifetime Corporation (‘“Lifetime”) filed suit
against National Union Fire Insurance Company
of Pittsburgh, PA (“NUFIC”) seeking a declara-
tory judgment that NUFIC had a duty to defend
and indemnify him in an underlying lawsuit. In
response, NUFIC filed a motion for judgment
on the pleadings, and argued that Hunt was sued
as an attorney in the underlying action, and not
in his capacity as a director of Lifetime. NUFIC
argued that because claims against Hunt as a
director earlier had been dismissed in the under-
lying lawsuit, and the only remaining claims
related to his actions as counsel, no coverage
was afforded under the policy. After examina-
tion of the Malpractice Exclusion in the D&O
policy, the Court granted NUFIC’s motion and
held:
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Even if NUFIC may have had a duty to pay
some defense costs early in the proceedings,
that does not mean that NUFIC has a duty to
continue to do so. Nor does it mean that NUFIC
has a duty to indemnify Hunt in the Underlying
Action. Once the claims made against Hunt in
his capacity as a director of Lifetime were
dismissed, so that the only counts remaining
against him involved acts he undertook in his
capacity as an attorney, any duty NUFIC had
to pay defense costs and to indemnify Hunt
evaporated. That stage was reached in the Un-
derlying Action some time ago. The only claims
remaining against Hunt in the Underlying Ac-
tion are for legal malpractice and possibly also
for breach of fiduciary duty. Coverage for such
claims is excluded under the Malpractice Exclu-
sion in the Policy, so NUFIC has no duty to
indemnify Hunt in the event that a judgment is
entered against him in the Underlying Action. 7

The Hunt case thus illustrates the very real
risks in-house counsel face when named as both
an officer and director, as well as in their capac-
ity as counsel, in a securities class action. Hunt
shows that courts are willing to parse the particu-
lar claims made against counsel, and to decide
which claims do or do not relate to their actions
as counsel, as opposed to an officer or director,
even in the midst of on-going underlying litiga-
tion. D&O policies thus do not provide a blanket
protection for in-house counsel, but at best,
provide some moderate level of protection to
those in-house counsel who are officers or direc-
tors, and who are sued for their actions as
officers or directors, as opposed to those in-
house counsel who are sued for their actions as
corporate counsel.

“It is critical that in-house counsel become
involved in the procurement of their company’s
D&O policy, closely monitor and participate in
the negotiation of policy terms, and if needed,
hire and retain professions who can assist in
the procurement and negotiation of such poli-

cies.”

In addition to coverage risks, there also may
be practical reasons why a company may affir-
matively decide to exclude in-house counsel
from D&O coverage. For example, the addition

of in-house counsel as an insured under the
D&O policy may dilute the coverage available
for the corporation’s other officers and directors,
who are the primary beneficiaries of such poli-
cies.18 A corporation thus may decide for policy
reasons that coverage should only be afforded
to the officers and directors involved primarily
in management, as opposed to in-house counsel
who provides more legal, as opposed to business
advice, to ensure that officers and directors have
the maximum benefit of the coverage amounts
available under the policy.

Given these multiple risks, it is critical that
in-house counsel become involved in the pro-
curement of their company’s D&O policy,
closely monitor and participate in the negotiation
of policy terms, and if needed, hire and retain
professions who can assist in the procurement
and negotiation of such policies.

Practical Steps In-House Counsel Should
Take to Maximize their Insurance
Protection:

An obvious first step in-house counsel should
take to protect themselves is to advocate that the
company obtain a D&O policy that includes “in-
house counsel” in the definition of officers and
directors. If there are multiple in-house lawyers
who report to a single general counsel, in-house
counsel also might want to negotiate policy
language that includes all in-house counsel, not
just the general counsel who may be the only
in-house counsel that is an officer of the corpora-
tion. For example, subordinate in-house counsel
potentially might be identified in a corporation’s
by-laws as assistant officers of the corporation.
If the D&O policy definitions are then negoti-
ated to afford coverage to assistant officers as
well as officers, such subordinate in-house coun-
sel potentially might also be afforded coverage
under the policy.

Another approach is to amend the corpora-
tion’s by-laws to define the corporation’s offi-
cers to include the general counsel, or all in-
house counsel. Such a change not only has the
benefit of picking up the benefits of D&O poli-
cies that afford coverage to a corporation’s
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“officers”, but also may result in statutory in-
demnification for in-house counsel under state
law indemnification statutes if coverage under
the D&O policy is not available. Such state-law
based indemnification statutes typically allow
for advancement of defense costs and for settle-
ment payments under certain defined circum-
stances. 1® Indeed, in-house counsel may want to
negotiate a written indemnification agreement
with the company to define specifically what
types of acts the corporation will or will not
indemnify counsel for within the context of
applicable state law. In such cases, in-house
counsel may want to negotiate for indemnifica-
tion even after the date counsel ceases employ-
ment with a company, if claims relate to acts
committed while counsel was with the corpora-
tion, particularly given the fact that in times of
corporate crisis, officer and directors frequently
lose their jobs.

“While at first blush it might seem that in-
house counsel who also is an officer of a corpo-
ration would be afforded coverage under his
or her employer’s D&O policy, the reality is
that given the difficulty in separating out the
lawyer’s legal role from his or her business
role, there is a substantial risk that an in-house
counsel may wind up in a coverage battle with
a D&O carrier about which hat the lawyer was
wearing at the time of any alleged bad acts.”

Another approach is to negotiate to broaden
the definition of “wrongful act” to include any
wrongful act committed by a covered officer or
director (including an in-house counsel) to pro-
vide for coverage, regardleSs of whether such
wrongful acts are intermingled with non-covered
acts, i.e., the practice of law. In other words, to
the extent feasible, in-house counsel negotiating
the procurement of a D&O policy should attempt
to narrow the scope of the malpractice exclusion,
and to broaden the definition of wrongful acts
to help reduce potential factual arguments about
which hat in-house counsel was wearing at the
time of an alleged bad act.

Finally, although beyond the scope of this
article, there are numerous issues having to do
with the negotiation of D&O policies in general

with which in-house counsel should be familiar,
including priority of payments provisions, sever-
ability, rescission, final adjudication language
and other related issues.2° If in-house counsel
is not familiar with these issues, he or she should
consult professionals who can assist counsel in
negotiating such provisions.

An additional protection available for in-
house counsel is an Employed Lawyers Profes-
sional Liability Insurance Policy (“ELP policy”).
Such policies are designed for in-house counsel,
and many include a separate limit of liability
from that available under D&O policies, to
afford coverage to in-house counsel for non-
indemnifiable claims, as well as provide for
coverage for the company to the extent it indem-
nifies its in-house counsel.21 Many ELP policies
cover defense costs for direct malpractice
claims, which are typically excluded in D&O
policies.22 Such policies potentially also might
cover claims arising out of moonlighting, pro
bono, or other legal services provided by in-
house counsel, as well as personal tort claims,
such as false arrest, malicious prosecution, or
defamation. 23

Conclusion

While at first blush it might seem that in-
house counsel who also is an officer of a corpo-
ration would be afforded coverage under his or
her employer’s D&O policy, the reality is that
given the difficulty in separating out the law-
yer’s legal role from his or her business role,
there is a substantial risk that an in-house coun-
sel may wind up in a coverage battle with a D&O
carrier about which hat the lawyer was wearing
at the time of any alleged bad acts. Accordingly,
when in-house counsel are negotiating and pro-
curing D&O policies, they should carefully con-
sider and evaluate specific policy language so
that they can broaden coverage, and minimize
the risk that they will be left without coverage
in the event of a corporate crisis. In-house coun-
sel also should consider the purchase of an ELP
policy to fill in the gaps left uncovered by the
company’s D&O policy, as well as negotiating
to be included as officers within a corporation’s
by-laws to maximize the potential for statutory
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indemnification under state law indemnification
statutes.
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