SETTLEMENT 101: A Policyholder’s Perspective

By: Jeannine Chanes'

There are two rules for policyholders settling with insurance companies.

Fird, draft the settlement agreement yourself. Unfortunately, settlement
agreements drafted by insurance companies (and their counsel) may not accurately reflect the
ded that the policyholder thought it negotiated. Thisis true even where both parties are well
intentioned, because the party writing the agreement will naturaly resolve any open or unsettled

issuesinitsfavor. The party that drafts the settlement agreement always has the advantage.

Second, never take anything at face value. Every provison of a settlement
agreement must be looked &t in the context of the agreement asawhole. A provision that looks
suspicious on its face may be perfectly acceptable when cross- referenced with the definitions of
the terms used, or in light of the other terms and conditions of the agreement, or under the law
governing the liabilities being settled. Likewise, overly expansve definitions, or the omission of
critical issues, may turn a provison that gppears to be perfectly straightforward into something
far beyond anything the policyholder had ever contemplated. Asaresult, policyholders and their

counsd should not evaluate any part of a settlement agreement by itself.

Thefollowing provisons contain the most common traps for the unwary.
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l. Definitions

The breadth of any settlement agreement is determined by its seemingly
innocuous “ Definitions’ section. Definitions are tricky because they interlock. Generdly,
policyholders want to limit the scope of a settlement agreement by keeping definitions as narrow
and specific as possible. Insurance companies, on the other hand, want the widest, most
comprehensive release they can get for their settlement dollars, which means that they want to

use definitions that contain broad, genera language.

These competing interests do not mean that the only way a policyholder can get a
satisfactory settlement is by indgting that every policy term be defined narrowly. Remember
that settlement is dways about compromise — on both sdes. Fortunately, a definition that on its
face looks overly broad may in fact be sharply limited by other defined terms. As shown below,
the importance of the breadth of one definition in a settlement agreement often diminishesin

direct proportion to the narrowness of the other definitions.
A. TheParties

A policyholder typicdly wantsto release only its own rights as to the specific
insurance company or companiesit is settling with. Insurance companies prefer arelease that
includes the policyholder’ s parents, subsidiaries, affiliates, predecessors-in-interest, principas
and agents — both known and unknown. This definition is generdly not good for the
policyholder. Given the increasing frequency of mergers, acquisitions and spin-offs, arelease
using adefinition this broad can be atrap, particularly if the settlement agreement contains an

equaly broad definition of the clams being released. A policyholder should think long and hard



before reeasing the rights of any other entities, first consdering whether or not it has the right to

sgn such ardease, and then deciding whether it is prudent to do so under the circumstances.

Likewise, insurance companies use equaly expansve definitions of themsalves,
including parents and “sster” companies. This definition is not good for the policyholder ether,
because many insurance companies are parts of consolidated groups or “fleets,” and have parents
or sster companies that are not specificaly named in the settlement agreement. These unnamed
entities could nonetheless be included in the settlement agreement merely because the settling
insurance company was broadly defined. Again, apolicyholder should think about which — if
any — entities other than the named insurance company it iswilling to release under a settlement

agreement.
B. The Policies

A policyholder wants to settle claims under a specific set of policies. Again, the
insurance company prefersto settle any and al policies of dl types, known and unknown (and

preferably including the policies issued by its parent and Sster companies as well).

A broad definition of the policies released creates two problems for the
policyholder. The chief problem is that, unless the policyholder has a smple corporate history
with no mergers, acquisitions, spin-offs, predecessorsin interest, or parent or Sister companies,
the policyholder may inadvertently release unknown policies that provide coverage for other
members of its corporate “family.” When that happens, the policyholder is generdly on the
hook for the coverage it has released (the amount that the policyholder is on the hook for is
determined by the settlement agreement’s “Indemnification” section). The other problem is that

the value of “unknown” policies has not been factored into the settlement amount and, in fact,
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cannot be quantified. If the policies being released are broadly defined, the policyholder is
potentialy accepting substantid exposure to future ligbilities for which it isnot being

compensated.
C. The Claims

The definition of “clams’ in the settlement agreement is perhaps the mogt critica
of al definitions. Asnoted above, a policyholder can confortably accept broad definitions of
the settling parties and the policies released, aslong as the definition of the dlams released is
narrow. However, a settlement agreement with a broad definition of the claims released very
often proves unworkable for the policyholder unless the definitions of the settling parties and the

policies released are limited.

Clams rdeased in a settlement agreement are like ripplesin apool — they can be
defined to include an ever-expanding area of liability. For ingance, the hierarchy of

environmenta claim reeases (from mogt redtrictive to most expandve) is

[0 Litigation settlement: only those environmental daimsat issuein
pending litigation;

0 Known daims: dl known environmenta daims (induding any dams
relating to Stesnot at issue in pending litigation);

0 Known sites. dl environmenta daims (known or unknown) at dl known
gtes,

[0 Complete environmental buy-back: al environmenta clams (known or
unknown) at dl sites (known or unknown); and

0 Complete palicy buy-back: dl dams (known or unknown) of any kind
under the policy.

The hierarchy of releases for products ligbility and mass tort settlements (again,

from mogt redirictive to most expansve), issmilar:



[0 Litigation settlement: only those productsmass tort claims currently a
issue in pending litigation;

[0 Known daims: dl known productsmasstort clams (including any
cams not a issue in pending litigation);

[0 Complete products/toxic tort buy-back: al dams (known and
unknown) that would impact the productsmass tort coverage; and

[0 Complete policy buy-back: dl dams (known or unknown) of any kind
under the policy.

In any settlement, adefinition of daimsthat islimited to the damsin the
litigation, or to known dams, isfarly safe for the policyholder (athough the settling insurance
company may try to define “known” to include a mere suspicion on the part of any of the
policyholder’ s employees). The policyholder must carefully evauate — and vdue — dl its
potentid lidbilities before agreeing to a more expansve definition of cdlams, particularly where
the definition would result in a complete buy-back of aparticular coverage line, or of the policy

itsdf.

In addition, specific clams can amost dways be excluded, or “carved out,” of the
Settlement agreement. For ingtance, environmental settlement agreements commonly carve out
bodily injury claims (defined to include mentd injury), employee clams (of any type), asbestos-
related clams, product ligbility claims and Naturd Resource Damage (“NRDA”) clams (if
possible). Likewise, product ligbility and toxic tort settlements may carve out environmenta,
employee and ashestos claims, as well as certain other products or tort liabilities (for instance,
those not a issuein the pending litigation). Findly, a policyholder should explicitly carve out
any potentia claims that were not valued as part of the settlement demand or paid for by the

ettling insurance company as part of the settlement amount.



[I. The Settlement Amount

A. The Settlement Amount is Net

Indl settlement negotiations, make sure that the insurance company understands
thet the initid demand and the final settlement amount are net, and have factored in any
goplicable deductibles, self-insured retentions and retrospective premiums.  Failure to clarify this
from the beginning of settlement discussions could result in the policyholder receiving a
Settlement check substantiadly lower than the amount it settled for or, worse, a check for the full

amount — and a bill for the full amount plus the retrospective premium (say, an additiona 30%).

The best way to address these problemsiis to include a clause in the settlement
agreement that specificaly states there will be no reduction in the settlement amount for
deductibles or SIRs, and/or no charge back to the policyholder (or its parents, etc.) under any
potentidly- gpplicable retrogpective premium agreement. Further, if the policy has an aggregate
deductible or a maximum retrospective premium, make sure the settlement agreement explicitly
provides for erosion of the deductible or retro, as gppropriate, for al amounts not included in the

Settlement amount because they were within the deductible or retro.

B.  Timing

Once a settlement has been reached, the natura tendency isfor policyholdersto
want to be paid immediately. Because settlement agreements are generally executed separately
by the parties, however, settlement monies (whether in the form of checks or wire transfers)
rarely reach the policyholder on the day it Sgnsthe settlement agreement.  Every settlement
agreement must specify when the settlement check will be delivered to the policyholder. Froma

policyholder’s perspective, ten days after both parties have executed the agreement isa
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reasonable period, athough settlement agreements (and insurance company bureauicracy)

frequently set alonger period such as twenty or thirty days.

When negotiating settlement agreements, timing is an area where the parties can
be somewhat cregtive. For instance, timing can be tweaked to provide for an expedited (or
delayed) payment with an eye on the impact of the payments on the party’ s profit or lossfor a
particular year, or even aparticular fiscal quarter. Similarly, a settlement structured so that
payment of the settlement amount is made over an extended period, rather than in one lump sum,

may be advantageous for both parties.
C. Allocation

Another issue that should be addressed is how (and whether) the settlement
amount will be dlocated. Depending on the characterization of the liahilities being settled, the
policy terms, and the current status of the limits (i.e., erosion), the way the settlement amount
will be adlocated between defense and indemnity cogts, or to specific policies, may be of great

importance to one or both of the parties.

Some insurance companies want a provison in the settlement agreement giving
them the sole discretion on dlocation. Even where the policyholder does not care what the
dlocation is, the settlement agreement should require that any such alocation must be disclosed
by the insurance company. Idedly, this disclosure would be made prior to execution of the
settlement agreement, although some settlement agreements merely require disclosure of any

alocation within ten or twenty days of execution of the agreement.

Aswith dl thingsin settlement, each side prefers that any alocation be donein

the way that is most favorableto it. Generdly, insurance companies want to “use up” the
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policies tha provide the best coverage, which are generdly the earliest policiesthat it has on the
risk. (Although in some cases the insurance company may want to assgn the settlement to
policies backed by the best reinsurance.) Policyholders, on the other hand, want to “use up” the
policies that provide the worst coverage, such as those with high deductibles or retros, or those

with the most exclusons.
D. Other |ssues

Not al policies have aggregate limits, particularly for the premises and operations
coverage that is gpplicable to most environmenta clams. The existence (or non-existence) of
aggregate limitsin comprehensive or commercid generd liability policiesis hotly contested
among coverage counsd, insurance companies and policyholders. Asaresult, any reference to
“aggregate limits’ in a settlement agreement should raise ared flag of caution for policyholders.
Clauses gating that the settlement amount will be charged againgt aggregete limits, or will
exhaust aggregate limits, may be treated as an admission that the policies do, in fact, have
aggregate limits. Thisadmisson may be used againg the policyholder. By merdly inserting the
phrase “any applicable’ before any reference to the policy’ s aggregate limits, a policyholder can
protect itself from making such an admission and inadvertently surrendering coverage for future
cdams

[1l. The Release

The scope of the release, as established by the definitions of the parties, the
policies and the claims being released, is the heart of the settlement agreement and demands a
great ded of attention and focus by the policyholder. As discussed above, most of the hidden

dangers in arelease come from the scope of the definitions being used.
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However, where the settlement is broader than arelease of clams under specific
palicies, the policyholder should add a clause that retainsiits rights to sue the settling insurance
company for coverage on behaf of any entity the policyholder acquiresin the future under that
newly-acquired entity’ spolicies. Likewise, the agreement should clearly State that the
policyholder retainsits right to pursue coverage under any policies sold by any other insurance
company that the settling insurance company acquiresin the future under that newly-acquired
entity’ spolicies. An easy way to retain these rights would be to define the policyholder and the
insurance compary to include only those affiliated entities (such as parents, subsdiaries, etc.) as

of the date of the execution of the settlement agreement.

IV. Confidentiality

Confidentidity provisons are part of every boilerplate settlement agreement, and
will be included whether it was discussed or not. To protect itself, every policyholder should
make sure it has the right to disclose the agreement’ s terms to its auditors and as required by law.
Policyholders should preserve some flexibility here, in the evert their securities lawyers decide
that the settlement is materid in connection with the disclosure of the company’ s environmenta
or other liabilities. Further, apolicyholder should consider whether it wantsto reserve its right to
disclose certain terms of the settlement agreement to its other insurance companiesin the context

of confidential settlement discussons.

Often the insurance company has a greater interest in non-disclosure than the
policyholder. In that case, the burden of opposing subpoenas or other requests for disclosure
should be placed on the insurance company. Where the policyholder wants to keep terms of the
Settlement agreement confidentia but the insurance company needsto disclose them to its

reinsurers, the policyholder may want to include a provision requiring that the insurance
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company obtain asigned confidentidity agreement from the reinsurer before any such

disclosure.

V. I ndemnification

Unfortunatdy for the policyholder, typica settlement agreements contain
provisons requiring the policyholder to defend and indemnify the insurance company for any
clam againg the insurance company arisng from ardeased dlam or liability. This
indemnification provisons cover crass-claims for contribution from other insurance companies,
third party claims under direct action statutes and, if the scope of release in the agreement is
expandve, clams by other entities with rights under the policies for the claims or coverage
reeased. (The latter becomes an issue where the policyholder is sttling an entire line of

coverage — such as an environmenta buy-back — or agreeing to afull policy buy-back.)

Policyholders are understandably reluctant to agree to defend and indemnify their
insurance companies, because agreeing to do so puts the policyholder in the position of acting
like the insurance company for its insurance company. The insurance company, on the other
hand, could not reasonably be expected to pay the policyholder the settlement amount without
transferring at least some of the risk of subsequently being found liable for that amount, or more,

if sued by another party with rights to the settled coverage.

Although defense and indemnification clauses can be crafted many different
ways, the following summearies of the most common agpproaches will help policyholders work

out the best provisions for their particular circumstances.

A. No | ndemnification or Defense
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A policyholder’ s refusd to provide defense and indemnity in a settlement is
generdly a ded-breaker for any settlement. This postion is useful as an opening in any
negotiations, but it is unredigtic and impracticad for any policyholder serioudy interested in

settling.

B. Capped | ndemnity, No Defense

A good compromise position for the policyholder is to agree to indemnify the
ettling insurance company up to afixed amount, but not to agree to provide any defense.
Generdly, the indemnification cap is st a the settlement amount, dthough it could be set higher

or lower depending on the circumstances of an individua settlement.

This gpproach has two main advantages. Firgt, the policyholder has no obligation
for any of the insurance company’ s defense cogts or for any indemnity costs until the litigation is
resolved ether through settlement or judgment. Second, even if the policyholder is eventudly
required to indemnify the insurance company, any such indemnification is cgpped. The
policyholder can obtain further protection if the agreement contains language thet dlows the
policyholder to control settlement of any such daimsto the extent that they fdl within the

policyholder’ s indemnity obligation.

C. Capped I ndemnity and Some Defense (Shar ed, Capped or Uncapped)

Like many policyholders, many insurance companies place as high avaue on the
defense of any actions againg them as they do on the actud indemnity. Depending on the
insurance company it is settling with, a policyholder may get the insurance company to agree to

share this defense obligation, generaly on afifty-fifty bass. Where that is not possible, most
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insurance companies will agree to put the defense obligation within the same cap asthe
indemnity obligation.

Anocther, riskier, dternative, isfor the policyholder to give the insurance company
a capped indemnity with an uncapped defense. Where an uncapped defense is necessary, the
policyholder can protect itsalf using anumber of provisions, such as. (i) the indemnified
insurance company shares in the defense codts (generdly in return for some control over the
defense); (i) the policyholder is informed in advance of any disbursements above a fixed amount
(say, $10,000); (iii) the policyholder has the unilaterd right to settle within itsindemnity

obligation; and (iv) the defense obligation ends once the indemnity cap is reached.

In every case where the policyholder agrees to assume some or al of the defense
costs (whether or not they are capped), the policyholder should retain some control over the
selection of counse and the handling of the defense. Generdly, one of the parties has the right
to select counsdl, subject to the approva by the other party (such gpprova not to be

unreasonably withheld).

D. Uncapped I ndemnity, With or Without Defense

Like the policyholder’ s quest for a settlement agreement with no indemnification
provison, every insurance company wants a settlement agreement with an uncapped
indemnification. Fortunatdy, most are willing to settle for less. The obvious danger for a
policyholder is that and uncapped indemnification agreement (with or without defense
provisions) putsit at risk for more than it recelved in settlement. Under the circumstances,

policyholders must ingst on contral of the defense and settlement of dl indemnified daims.
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Therisk of giving such acomplete indemnification is mogt likely to materidize
where the coverage litigation goesto trid and the policyholder wins ajoint and severd judgment
agang its non settling insurance companies. There is aso a danger to settling policyholdersin
gtates which alow direct actions againgt insurance companies, athough direct actionsrarely
arise where the policyholder is a solvent corporation. Findly, an uncapped indemnification may
cause problems for policyholders who have released other parties' rights to the policies (such as
the rights of sster companies or spun-off entities), particularly when the policies rdleased have
no aggregate limits for the dlams at issue. Policyholders need to have athorough understanding

of their corporate history and their insurance portfolio before agreeing to an uncapped indemnity.

Having sad that, however, there are some circumstances where policyholders
may prudently agree to uncapped indemnity and defense provisons. First, where the
policyholder has agreed to a“buy-back” or commutation of an insurance policy (or a particular
line of coverage under the palicy), the policyholder has effectively given a complete
indemnification of that policy (or of those clams). In the event that the settling insurance
company is sued, it would almost certainly tender the settlement agreement to the court and the
clamant, which would undoubtedly result in the insurance company’ s dismissa from the action.
Thus, giving an uncapped indemnity and defense in this context does not increase the
policyholder’srisk. (Obvioudy, however, policyholders should think twice and consult coverage

counsd before agreeing to a policy commutation or any type of coverage buy-back.)

Giving an uncapped indemnification and defense is Ao less risky where the
policies being released are high-level excess and the law governing the action would be likely to
preclude coverage entirely (based on policy exclusons) or dlocate the indemnification and

defense obligations in such afashion that the policies would never be pierced.
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Findly, therisk of uncgpped indemnification diminishes as an increasing number
of the policyholder’ sinsurance companies sttle (assuming that each settlement agreement
contains awaiver of cross-clams for contribution by the settling insurance company, as
discussed below). The closer the policyholder comesto resolving its coverage dispute with al of
its insurance companies, the less anxiety it should fedl about giving broader indemnification and

defense provisions.

V. Waiver of Cross-Claims

Another provison thet is becoming increasingly sandard in settlement
agreementsiis the requirement that the settling insurance company waive its rights to cross-daim
for contribution againgt any of the policyholder’ s other insurance companies for the ligbilities
being settled. (Therisk, of course, isthat a settled insurance company would sue another settled
insurance company for contribution, thus triggering the policyholder’ sindemnification and
defense duty under the settlement agreement.) In order for both partiesto be fully protected, the
policyholder needs to agree to use its best efforts to obtain smilar waivers from dl of the other

insurance companiesiit settles with.,

VI. Choiceof Law

Some insurance companies insart achoice of law provison into settlement
agreements that pecifies which state’ s law will govern any agreements under the dispute. In
generd, apolicyholder that is unfamiliar with the law in the potentidly gpplicable jurisdictions
should take the choice of law provison out. However, if the policyholder is clearly associated
with one state (for instance, where it isincorporated, has its principa place of business and the
Settlement was executed in the same state and that state has a reasonable connection with the

liabilities being settled), the choice of law provison may not be worth fighting over.
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VII. A Word About Cover age-in-Place Agreements

One of the frequent roadblocks to settlement occurs when a policyholder’ s future
ligbility cannot be quantified, often because it is contingent upon some event beyond the control
of either the policyholder or the insurance company (for instance, where a pending lawsuit could
increase the palicyholder’ sliability by millions of dollars). In these cases, the parties may agree
to a*“coverage-in-place’” agreement to resolve their dispute and avoid litigation costs. Typicdly,
coverage-in-place agreements include a lump sum payment by the insurance company for past
cogts, and provisions for payment of future defense and/or indemnity costs under a pecified

formula.

Unfortunately, not every insurance company that entersinto a coverage-in-place
agreement iswilling or ableto live up to its end of the bargain. Before even considering a
coverage-in-place agreement, a policyholder should check the insurance compary’s current
solvency datus and itsrating in A.M. Best’s. In addition, the policyholder should dso find out
whether, in fact, the insurance company it is negotiating with has actudly paid out under
previous coverage-in-place agreements or whether it has a history of reneging on such dedls.
Only by completing this due diligence can a policyholder enter into a coverage-in-place

agreement with any degree of confidence that the disputed claims have, in fact, been resolved.

Conclusion

Every settlement agreement isunique. Therefore, there can be no “absolute” rules
of settlement for policyholders, only guideines to help craft the best possible settlement
agreement given the particular facts, circumstances, claims and policies being settled. Further,
settlement islike diplomacy in that the end result is the compromise that both parties fed they

can live with.
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Hopefully, the issues discussed above have shed some light on the areas that most
often trgp the unwary policyholder. Asfor those issues policyholders may face that were not
discusd, the guiddinesare smple: stop, think, consder dl the implications of the language or
terms being proposed, and then consider every possible negative impact of the proposed terms
and the likelihood that those events will come about. If the risk is worth the settlement amount, a

policyholder can reasonably agree to assumeit. If not, keep negotiating.
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