Business Litigation

Think Strategically About Indemnification Provisions

By Cory D. Olson

few years ago, I was a presenter
at a leadership seminar for col-
lege students. During one of the
sessions, a friend and co-pre-
senter made the comment to the attendees
that, “it’s a whole lot easier to sit in the back
and take potshots than it is to stand up front
and dodge bullets” I'm not sure who my
friend was plagiarizing when he said it (and
apologies to him if he wrote it). But the line
struck me as both perceptive and accurate,
which is why I recall it after all these years.
I suspect the adage will resonate with
many of your clients as well. Lawyers fre-
quently represent, or at least advise, leaders
of one form or another. Maybe it’s counsel-
ing a board of directors on a difficult acqui-
sition. Or maybe it’s representing an execu-
tive being sued over a business deal turned
sour. In any case, the client often needs the
lawyer to help dodge potshots. And for ev-
ery lawyer helping dodge, there’s usually
another lawyer advising others on how to
take better aim. While the corporate form

and business-judgment rule provide some
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measure of protection, corporate leaders
can nevertheless find themselves personally
named in costly litigation - sometimes in
cases brought by the company itself.

This is where mandatory indemnification
statutes can play an important role. Minne-
sota law generally entitles a person named a
party to a legal proceeding because of his or
her “official capacity” to both indemnifica-
tion and advances, provided the party: (1)
has not been indemnified by another party
(i.e., insurance); (2) acted in good faith; (3)
received no improper personal benefit; and
(4) reasonably believed that the act at issue
was in the company’s best interests. The
term “official capacity” is defined by statute,
but generally includes any time the person
was acting as a director, officer, governor,
manager or other elected or appointed po-
sition with a corporate entity. See Minn.
Stat. § 302A.521, subd. 1(c); 322C.0408,

subd. 1(c). These statutes will even protect

parties named in a criminal matter, pro-
vided the party had no reasonable cause to
believe the conduct was unlawful. While
companies are free to limit or eliminate this
obligation in their articles or bylaws, few
companies do.

It is important to note that indemnifica-
tion and advances are distinct concepts. In-
demnification generally refers to the right
to be reimbursed for all losses incurred
in the legal or administrative proceeding.
A right to indemnification cannot be de-
cided until after a proceeding is complete.
Advancement, however, refers to the right
to immediate payment of out-of-pocket
legal expenses. To qualify for advances, a
party need only provide the company with
a written affirmation of a good-faith belief
that the criteria for indemnification are
met. At that point, the company must pro-
vide indemnification unless it knows facts

that would preclude the person’s right to



indemnification. This is a high threshold.
The company must have actual knowledge
of the fact or facts that preclude indemni-
fication. Suspecting, believing and even al-
leging in a lawsuit against the party seeking
advances are all insufficient.

Attorneys should consider how the in-
demnification statutes could affect the liti-
gation dynamic before pursuing litigation.
Consider, for example, a closely held cor-
poration owned by five shareholders, one
of whom has a falling out with the others
such that litigation becomes inevitable. The
majority may be tempted to bring a lawsuit
against the minority, particularly if they be-
lieve the minority shareholder wronged the
company. But doing so would likely trig-
ger the advancement obligation, thereby
forcing the company to pay the disaffected
shareholder’s legal fees and increasing the
cost of litigation to the corporation. In that
case, it may be better for the company and
majority shareholders to be defendants.
That is, provided they do not goad the dis-
affected shareholder into acting with arbi-
trary, vexatious or in bad-faith conduct,
which can trigger an award of fees under
302A.751, subd. 4 and similar statutes. In
another example, new leadership may be-
lieve that the company’s former directors
and officers badly mismanaged the compa-
ny. There may be temptation, or even share-
holder pressure, to bring claims against the
former regime. But if the former leaders are
entitled to advances and indemnification,
doing so could mean double legal fees to
shift money from one pocket to the other.

Serving as a director, officer, commit-
tee member or some other corporate role
can be a difficult job. Rightly or wrongly,
organizational leaders will sometimes find
themselves named parties to a lawsuit or
other legal proceeding. Whether in advis-
ing a company or representing a party in
litigation, lawyers should consider how
mandatory indemnification provisions may

affect the case and chances for recovery.
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