














Directors and O

By Bijan Khosrowshahi

It is a common misperception
that directors and officers (D&O),
including trustees of a nonprofit
organization, do not have a
meaningful exposure to personal
liability. The fact is that damages
recoverable from D&Os of even a
relatively small nonprofit can easily
exceed the net worth of many
individuals.

The primary role of nonprofit
D&Os is to maintain financial
stability and provide the necessary
resources and environment to
accomplish its goals and objectives.
Nonprofit D&Os generally are subject
to the same standard of conduct that
applies to their for-profit
counterparts—often with fewer
resources. Because of this exposure, it
is incumbent upon those D&Os to
maximize the financial protection
available to them in the event that a
claim is asserted.

There are two methods by which
a nonprofit can provide financial
protection to its D&Os: indemnifica-
tion and insurance. These protections
usually go hand in hand.

® Indemnification: Every statute
permits nonprofit corporations to
indemnify their D&Os against loss
incurred from certain types of claims.
However, such indemnification does
not provide protection in all
instances. For example, it may not be
available to the director and officer if
the organization becomes insolvent or
has insufficient resources to pay the
losses and expenses incurred by the
D&Os. Furthermore, state statutes
may not provide any protection
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against claims made under federal
law, a major source of liability of
nonprofits and their D&Os.

The composition or attitude of
the board of directors may change so
that the board is no longer
sympathetic to the prior officer or
director and thus does not make the
necessary determinations to
authorize the indemnification. Or as a
matter of policy, the organization may
deem it inappropriate to use
contributed funds for such
indemnification. The defense of
directors' and officers’ claims can be a
significant and continuing drain on
an organization’s cash flow, and those
claims for which the organization
cannot indemnify its members or
officers could result in catastrophic
personal consequences for the
individuals involved.

Reliance upon state statutes
limiting liability can also prove a
costly mistake, since these laws may
not provide complete protection.
These statutory protections often only
apply to non-compensated directors,
leaving officers, employees and
volunteers unprotected against the
cost of defending themselves.

B Insurance: D&O insurance can
provide essential protection to the
directors, officers and trustees for all
of the above nonindemnifiable
exposures, thus offering them more
comprehensive financial protection.
In addition, D&O insurance transfers
to the insurer the organization’s
financial risk of funding its
indemnification obligation by
reimbursing the nonprofit for the
indemnification.

D&O insurance thus provides
financial protection for both the
nonprofit as well as its directors,
officers and trustees. D&O insurance
generally provides coverage against
claims brought against directors,
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officers and trustees for alleged or
actual breach of duty, neglect,
misstatements, errors and omissions.
This coverage will cover defense,
judgments and settlements arising
out of such claims. In many instances,
it can be amended to include other
employees and volunteers.

To protect the nonprofit and its
cash flow, the entity also can be
covered by the D&O insurance policy
as an additional insured party. In
many cases, the D&O policy will
include advancement of defense costs
on all covered claims.

The degree of specialization
among many nonprofits has required
D&O policies to address specific needs
of these entities by providing special
packages such as hospitals, colleges,
universities and various group
programs. These packages provide
basic D&O liability protection and
enhance the terms and conditions of
the D&O policy to tailor coverage for
the specific and unique nature of D&O
exposure for such entities.

As an alternative or supplement,
directors who are serving the
nonprofit at the request of another
corporation may obtain insurance
coverage through the D&O insurance
policy purchased by the requesting or
sponsoring corporation. This
coverage provides protection for the
person who has been requested to
serve the nonprofit organization.

D&O insurance is somewhat
unique in nature and creates complex
legal underwriting and management
issues which are difficult to identify
and analyze without the assistance of
knowledgeable experts. This
important product should be
obtained from insurers who have
significant nonprofit underwriting
and claims experience and who are
likely to remain a viable D&O insurer
into the foreseeable future. ®
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