Netww York %gm Journal

WWW.NYLJ.COM

An ALM Publication

VOLUME 254—N0. 53

MONDAY, OCTOBER 26, 2015

OUTSIDE COUNSEL

Expert Analysis

Statutory Indemnification of Officers
And Directors: Foresight Is Power

n New York, directors and officers sued for

actions or inactions taken in connection with

their corporate post have another avenue to

seek relief from litigation costs if their corpo-

ration denies them indemnification. Pursuant
to the Business Corporation Law (BCL) and the
Not-For-Profit Corporation Law (N-PCL), courts
have authority to award an advancement of liti-
gation expenses or indemnification to directors
and officers of for-profit and not-for-profit corpora-
tions (collectively, “corporations”).! The court’s
authority extends not just to instances in which
third parties sue directors and officers, but also
to those situations where the corporation itself
has brought suit.

This article focuses on the standard for directors and
officers to obtain an advancement of fees and indem-
nification under the BCL or N-PCL and provides practi-
cal insights for corporations interested in affecting
the scope of the court’s authority to award such an
advancement.?

Pendente Lite

Under BCL §724(c) or N-PCL §724(c), directors and
officers may obtain a court-ordered advancement
from their employer to finance their defense costs.
In particular, the statute provides:

Where indemnification is sought by judicial
action, the court may allow a person such reason-
able expenses, including attorneys’ fees, during
the pendency of the litigation as are necessary
in connection with his defense therein, if the
court shall find that the defendant has by his
pleadings or during the course of the litigation
raised genuine issues of fact or law.

As a result of the New York Nonprofit Revitalization
Act of 2013, directors and officers who seek advancement
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of fees from a not-for-profit corporation under
N-PCL §724(c) must copy the New York Attorney
General on their application to the court.?

Here, the statute uses a seeming misnomer when
it references “indemnification” to signify an advance-
ment of fees. Case law qualifies this term by referring
to “indemnification pendente lite.”* Courts have
held that the statute’s “genuine issues of fact or law”

Courts have authority to award an advancement
of litigation expenses or indemnification to
directors and officers of for-profit and not-for-
profit corporations.

requirement is a lesser standard than that required
to defeat summary judgment.® Indeed, defendants
have met this standard by denying the allegations
against them and asserting that they acted in good-
faith for a purpose reasonably believed to be in the
best interests of the organization.®

Our research has uncovered only one case in which
a court denied advancement of fees on the grounds
that “no genuine issues of fact or law” existed.
In Vacco v. Diamandopoulos, the state court refused
to award an advancement of fees to former trustees
of a not-for-profit university in an action brought by
the New York State Attorney General.” The court’s

decision, however, was premised upon the fact
that prior to that action, the university had paid
for the defendant trustees’ defense during a 27-day
hearing conducted by the Board of Regents.® A
three-member panel concluded that the former
trustees had severely violated their duties, and the
Board of Regents ordered the immediate removal
of the trustees from their post.? Recognizing the
length of the prior hearing and “the scope of the
findings of neglect of duty by the Regents,” the
court in Vacco held an advancement of fees was
unwarranted.!”

In addition to showing that “genuine issues
of fact or law” exist, directors and officers must
also show that they were sued in their corporate
(rather than individual) capacity (i.e., that the
suit concerns actions or inactions taken while
they were corporate employees and acting within
the scope of their employment responsibilities).!!
For those defendants sued both in their corpo-
rate and individual capacities, the court may limit
an award for advancement of fees to the defense
of those claims that concern the defendant’s
corporate conduct.'?

Defendants may obtain an advancement of fees to
defend against claims brought by third parties and by
the entity responsible for paying the advancement.!?
In making such an application, defendants should be
careful to seek an advancement of fees under the cor-
rect provision of the BCL or N-PCL because failure to
rely upon the appropriate provision may result in a
denial of the request.! The court possesses the dis-
cretion to award reimbursement of expenses incurred
prior to the filing of the motion or, alternatively, to
limit an award to future expenses.!®

If defendants are successful in obtaining an
advancement of fees, it is important to note that
this is a preliminary award only. Pursuant to BCL
§725(a) or N-PCL §725(a), a defendant must repay
the advancement to the paying entity if, at the
conclusion of the action, the defendant is found liable
for the claim alleged.
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After Resolution of Action

In addition to advancement of fees, BCL §724(a)
and N-PCL §724(a) offer indemnification to directors
or officers of corporations, provided notice for such an
application is given to the New York Attorney General.
New York courts have construed an advancement of
fees and indemnification to be “two distinct corpo-
rate obligations”; whereas an advancement concerns
interim relief during the pendency of the action, indem-
nification is available only after resolution of the action
and only if the defendant is found not liable for the
claim alleged.!® Unlike advancement of fees, however,
indemnification under Section 724(a) is mandatory
if defendants meet the applicable standards. This is
true even when the entity has refused to indemnify
the defendant. In particular, Section 724(a) provides:

Notwithstanding the failure of a corporation to
provide indemnification, and despite any contrary
resolution of the board or of the shareholders
in the specific case under section 723 (Payment
of indemnification other than by court award),
indemnification shall be awarded by a court to the
extent authorized under section 722 (Authorization
for indemnification of directors and officers), and
paragraph (a) of section 723.

In other words, under section 724(a), directors and
officers must be awarded indemnification when they
“ha[ve] been successful, on the merits or otherwise,
in the defense of a civil or criminal action or proceed-
ing” if they are found to have “acted, in good faith,
for a purpose which [they] reasonably believed to
be in, or...not opposed to, the best interests of the
corporation and, in criminal actions and proceedings,
in addition, had no reasonable cause to believe that
[their] conduct was unlawful.”!” In cases where direc-
tors and officers are sued by the corporation to which
they serve, courts are not required to—but may after
considering all of the circumstances—award indem-
nification to directors and officers if (a) the action,
actual or threatened, was settled or otherwise dis-
posed of, or (b) they are adjudged to be liable to the
corporation for any claim, issue, or matter unless the
court in which the action was brought, or any court
of competent jurisdiction if no action was brought,
concludes that they are entitled to indemnification.!

The request for indemnification must be made
either (1) in the civil action or proceeding in which
defendants incurred the expenses or (2) in a separate
proceeding brought in New York Supreme Court. If the
latter option is pursued, then the defendants must set
forth (a) the disposition of any prior application for
indemnification, and (b) reasonable cause why they did
not seek indemnification in the action or proceeding
in which they incurred the expenses. The failure to
establish reasonable cause for seeking indemnifica-
tion in a separate action could result in a denial of
the application.!?

Court’s Authority: Limitations

While Section 724 provides courts with authority
to award an advancement of fees or indemnification,
Section 725(b) sets forth limitations upon that

authority. In particular, courts cannot award an
advancement of fees or indemnification if such an
award would be inconsistent or contrary to (a) the
laws of the jurisdiction in which a (foreign) corpo-
ration was incorporated;® (b) “the certificate of
incorporation, a by-law, a resolution of the board or
the members, an agreement or other proper corpo-
rate action, in effect at the time of the accrual of the
alleged cause of action asserted in the threatened or
pending action or proceeding in which the expenses
were incurred or other amounts were paid”;*! or (¢)
the terms of a court-approved settlement agree-
ment.?” Thus, any corporation seeking to limit the
circumstances in which a court may order advance-
ment or indemnification should do so by amending
its bylaws, adopting a resolution, or executing an
agreement that expressly defines the parameters for
any advancement or indemnification. Courts will not
construe the absence of language permitting certain
forms of indemnification as an indication that the
corporation meant to preclude them.?® Nonetheless,
to be safe, directors and officers would be wise to
obtain by contract a warranty that any efforts by the
company to opt out of its statutory indemnification
obligations shall not apply to them.

Conclusion

The provisions providing for court-ordered
advancement of fees or indemnification under
the BCL or N-PCL operate on a separate track
from any indemnification rights a for-profit or a
not-for-profit entity may wish to bestow upon its
directors and officers. If an entity wishes to limit
the authority of a court to compel it to pay a par-
ticular type of indemnification to an officer or
director (e.g., advancement of legal fees), then it
must expressly limit its exposure to court-ordered
indemnification by amendment to its certificate of

New York courts have construed an advance-
ment of fees and indemnification to be “two
distinct corporate obligations”; whereas an
advancement concerns interim relief during
the pendency of the action, indemnification is
available only after resolution of the action and
only if the defendant is found not liable for the
claim alleged.

incorporation, bylaws, through corporate resolution,
or via contract with its directors and officers before
the right to indemnification has accrued.

Conversely, prudent directors and officers
should obtain contractual protection expressly
affording them statutory indemnification notwith-
standing anything stated to the contrary in the
company’s bylaws or elsewhere. Of course, any
for-profit or not-for-profit entity may offer broader
indemnification than that provided by statute so
long as the directors or officers are not found to
have acted in bad faith or with active or deliberate
dishonesty or to have personally gained a finan-
cial profit or advantage to which they were not
entitled.?*
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