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Indemnification Agreements under Maryland Law:

Attracting, Retaining and Protecting Qualified Directors and Officers
In the current climate of enhanced scrutiny of directors and officers, especially as a result of the Sarbanes-Oxley Act of 2002 and related corporate governance developments, directors and officers need to understand the protections from personal liability available to them.  This understanding will assist companies in continuing to attract, retain and protect qualified directors and officers. 

Directors and officers of a Maryland corporation (or trustees and officers  of a Maryland real estate investment trust) have four possible levels of protection from liability:  (1) adherence to the applicable standard of conduct for directors (including trustees) and officers; (2) exculpation from liability for money damages for state law claims; (3) indemnification for liability and expenses; and (4) insurance to cover many liabilities and expenses.  Adherence to the applicable standard of conduct avoids the incurrence of a liability; exculpation relieves directors and officers from liability; and both indemnification and insurance assume the incurrence of a liability and/or expenses but provide for reimbursement by the company or an insurer.  

While all of these protections are important and directors and officers should be fully informed of the availability and extent of the protection afforded to them by their particular company, indemnification is of particular importance as it not only provides for the reimbursement for judgments and settlements, but also typically includes the advance of expenses in defending a proceeding against the director or officer.  To insure that directors and officers are receiving the most comprehensive indemnification, we encourage our clients to consider indemnification agreements. 

In Maryland, companies have certain mandatory indemnification obligations and permissive indemnification rights under the Maryland General Corporation Law (the “MGCL”) (which are broader and more protective for directors and officers than the indemnification provisions in Delaware).  Often, a company’s permissive indemnification rights are made mandatory through its charter or bylaws.  An indemnification agreement between the director or officer and the company provides the individual with three specific benefits not typically covered even by mandatory indemnification provisions under the MGCL or a company’s charter or bylaws. 

First, an indemnification agreement provides specific procedures for indemnification and advance of expenses, e.g., (a) specific time frames for a company to respond to requests for indemnification or advancement of expenses; (b) internal corporate procedures for the determination of whether the director or officer is entitled to indemnification; and (c) clarity of remedies available to the indemnified party if the company denies indemnification or expense advance.  Second, an indemnification agreement creates a contract right in favor of the officer or director.  A company’s charter or bylaws may be amended to negatively affect a director’s or officer’s indemnification rights.  An indemnification agreement locks in a director's or officer's protection by contract.  Finally, an indemnification agreement may provide a director or officer protection beyond the indemnification provisions of the MGCL.  For example, an indemnification agreement may remove the MGCL’s rebuttable presumption that a director or officer did not satisfy his or her standard of conduct if the proceeding against the director or officer ends in a conviction or nolo contendere plea.

In addition to these benefits, indemnification agreements provide greater protection of directors and officers than many standard D&O insurance policies, which have some important limitations that may be addressed in an indemnification agreement.  First, a carrier may terminate a policy without the director’s or officer's consent.  Second, D&O policies have dollar limits and do not cover certain types of claims.  An indemnification agreement, backed by the assets of the company, may cover the full amount of all claims, other than the limited prohibitions on indemnification under Maryland law (and subject to the Securities and Exchange Commission’s position that indemnification against certain claims based on the federal securities laws is against public policy – a position that courts have not definitively reconciled with state law indemnification statutes but which Chairman William H. Donaldson and Enforcement Division Director Stephen M. Cutler of the SEC have recently reemphasized in testimony to Congress and in speeches).  Third, unless an insurer agrees to a severability clause, which is becoming increasingly less likely and more expensive, D&O policies often provide the insurer the right to terminate the entire policy if the company did not make full disclosure of all relevant information.  Effectively, the misrepresentation of one director or officer could prevent all other directors and officers from receiving coverage.  Finally, some D&O policies now contain a provision invalidating the policy if the company restates its financial statements, leaving directors without coverage in a situation that is likely to lead to litigation.

In advising many of our clients on protecting their directors and officers against liability, we have developed a form of indemnification agreement, based on Maryland law, that we believe takes maximum advantage of the opportunities discussed above.  Many clients are now using this agreement.  Please feel free to contact either of us if you have any questions with respect to indemnification agreements or the levels of protection available to a director or officer of a Maryland company.
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