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Second Circuit Finds “Insured vs. Insured”
Exclusion Ambiguous In a Contract for D&O

Liability Insurance

The United States Court of Appeals

for the Second Circuit has ruled that

the “insured vs. insured” exclusion in a
Directors and Officers (“D&0O”) liability
policy is ambiguous in a case brought by
the legacy entity’s directors and officers
against representatives of a newly formed
corporate entity. Macey v. Carolina

Cas. Ins. Co., ___F3d__ ,2010 WL
2595299 (2d Cir. June 30, 2010).

Background

Community Research Associates
(“CRA-lllinois”) was an lllinois corporation
controlled by directors and officers Doyle
Wood, James Brown and Allen Cole. In
May 2004, CRA-lllinois reorganized and
emerged as a new entity incorporated
under Delaware law (“CRA-Delaware”).
Following the reorganization and pursuant
to a stock purchase agreement (“SPA”),
Sterling Investment Partners (“Sterling”)
became the majority shareholder of
CRA-Delaware. The SPA allowed
Sterling to nominate individuals for the
board of directors and, under certain
circumstances, the chairman of the
board. As a part of the reorganization,
Messrs. Wood, Brown and Cole agreed
to become minority shareholders after
the merger was complete and new

board members were appointed.

CRA-Delaware purchased a manage-
ment liability insurance policy from
Carolina Casualty Insurance Company
(“Carolina Casualty”). Subject to its
terms, the policy provided coverage for
“any Wrongful Act,” including a breach of
fiduciary duty. The policy had an effective
date of October 10, 2004. The policy
also contained an “insured vs. insured”
exclusion, which barred coverage for
claims “by, on behalf of, or in the right of
the Insured Entity, or by any Directors or
Officers.” The policy defined “Director(s)
or Officer(s)” as “any past, present or
future duly elected or appointed direc-
tors or officers of the Insured Entity.”

Following another reorganization, in
August 2005, a merger occurred whereby
CRA-Delaware stock was transferred to
CRA Acquisitions Corp. After the merger,
and after Messrs. Wood, Brown and Cole
had relinquished all ownership interest

in and control over CRA-Delaware, the
three former directors brought a lawsuit
concerning the merger against various
individuals, alleging a breach of fiduciary
duty. That suit was settled for $3 million.

Carolina Casualty denied coverage

for the lawsuit, relying on the policy’s
“insured vs. insured” exclusion. Carolina
Casualty argued that as former officers
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and directors, plaintiffs Wood, Brown
and Cole came squarely within the
scope of the exclusion, which barred
coverage for, among other things,
lawsuits brought by present or former
officers or directors. The district court,
applying Virginia law, held that the
“insured vs. insured” exclusion was
unambiguous and barred coverage
for the suit. Summary judgment was
entered in favor of Carolina Casualty.

Second Circuit’s Decision

The defendants in the underlying
litigation who had sought coverage
appealed the award of summary
judgment and the Second Circuit
reversed. Two competing arguments
were presented on appeal. The
appellants argued that the “insured

vs. insured” exclusion could not apply
because CRA-Delaware, the insured
entity, did not come into existence until
10:00 a.m. on May 3, 2004, after the
closing of the transaction with Sterling.
The appellants contended, therefore,
that they could not possibly have been
directors or officers of CRA-Delaware

at the relevant time because CRA-
Delaware did not even exist. This, the
appellants claimed, occurred at the
same time that Messrs. Wood and
Brown resigned. Carolina Casualty
argued, on the other hand, that CRA-
Delaware had come into being prior
to the resignation by Messrs. Wood
and Brown, thus enabling Messrs.
Wood and Brown to be officers and
directors of CRA-Delaware such that
their suit against the corporate entity
would come within the scope of the
“insured vs. insured” exclusion.

The Second Circuit found that the
policy language could support either
interpretation and was thus ambigu-
ous. Under Virginia law, where a
contract has been found to be ambigu-
ous, the court is free to consider
evidence extrinsic to that contract in
order to ascertain the contract’s true
meaning. The Second Circuit did not,
however, examine any parol evidence
that had been cited by the parties.
Rather, the Second Circuit explained
that it would be more appropriate for

the finder of fact — in this case, the
trial court — to consider that evidence.
Accordingly, the court remanded

the case for further proceedings.

Implications

The Macey decision is noteworthy
because it illustrates the significant
impact that the details of corporate
transactions can have on the applica-
tion of coverage and exclusionary
provisions in contracts for corporate
director and officer insurance. As
illustrated by the decision in Macey,
the precise timing and structure of
such transactions must be understood
along with the decisions that led

to the transaction. The decision

also underscores the importance of
understanding the scope of respon-
sibility held by corporate officers and
directors when analyzing coverage.
Additionally, the decision emphasizes
that resolving the intended meaning
of an ambiguous provision is an issue
of fact that should be decided by the
fact finder based on the evidence.
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