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What to Watch Now in the World of D&O

Every fall, we assembile a list of the current hot topics in the world of Directors
and Officers (D&O) liability insurance. As expected, there is much going on in
the world of D&QO, with further changes just over the horizon. The year ahead
could be very interesting and eventful. Here is what to watch now in the world
of D&O:

1. How massive will the total cost of the
Subprime and Credit Crisis litigation
wave turn out to be?: Even though the
subprime and credit crisis-related litiga-
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the current hot topics in the
world of Directors and

tion wave is now well into its fifth year, Officers (D&O) liability
only a small number of the cases have Insurance. As expected, there is
settled. But in recent weeks, a number much going on in the world of
of cases have settled in quick succes- D&O, with further changes just
sion, and these settlements have been over the horizon.

very substantial:

- $627 million Wachovia bondholders

- $208.5 million Washington Mutual

- $125 million Wells Fargo Mortgage Backed Securities
- $168 million National City

- $10.5 million Colonial Bank

- $90 million Lehman Brothers executives

With these latest settlements (many of which are subject to court approval),
there have now been 29 settlements collectively representing a total of almost
$3.4 billion, for an average settlement of $116 million (although skewed upward
by the $627 million Wachovia bondholders settlement and the $624 million
Countrywide shareholders settlement).

As impressive as these cumulative numbers are, there are still many more cas-
es pending. Of course, a certain number of the pending cases will ultimately be
dismissed. But many will not, and eventually those remaining cases will be set-
tled. Although it is impossible to conjecture how large the total tab for all these

cases will ultimately be, the implication from the cases that have settled is that

the total amount will be massive.

Naturally, the possibilities may have meaningful implications for D&O insurers.
Not all of these amounts will be covered by D&O insurance, but a significant
amount will be. Indeed, a number of the recent settlements will be funded en-
tirely by D&QO insurance, including the WaMu settlement, the Colonial Bank set-
tlement and the Lehman Brothers settlement. Interestingly, the Lehman settle-
ment will come close to exhausting what is left of Lehman’s $250 million insur-
ance tower. In other words, the D&O insurers have had some very big bills to
pay and could have some even bigger bills to pay in the months ahead.



2. How extensive will the FDIC’s Failed Bank
Litigation efforts become?: Since January 1,
2008, 392 banks have failed, including 70 so
far in 2011 (as of September 2,

2011). Fortunately, though the closures are
continuing to mount, it appears that the fail-
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failures may finally be starting to
wind down. Since the
current wave of bank closures

ures may finally be starting to wind down.
Since the current wave of bank closures be-
gan, there have been concerns that - just as
it did during the S&L crisis in the late 1980s
and early 1990s - the FDIC will again aggres-
sively pursue claims against the directors and . : .
officers of the failed banks. At least so far, the cf aims against the q/rectors and
FDIC’s litigation activity has been relatively officers of the failed banks.
modest. However, the signs are that the FDIC has merely been gearing up, and
that substantial numbers of failed bank lawsuits could be just ahead.

began, there have been
concerns that - just as it did
during the S&L crisis in the late
1980s and early 1990s - the FDIC
will again aggressively pursue

As of September 2, 2011, there have been a total of eleven FDIC lawsuits against
the directors and officers of failed banks. A number of these were filed in quick suc-
cession in August, raising the possibility that the apparent backlog of FDIC lawsuit
filings may finally be starting to work out. The FDIC’s website states that the agency
has authorized suits in connection with 30 failed institutions against 266 individuals
for D&QO liability with damage claims of at least $6.8 billion. The eleven cases the
FDIC has filed so far involve only 77 individuals. Even just taking account of the law-
suits that have already been authorized, there are many more suits to come, and
undoubtedly even more lawsuits will be authorized. Moreover, the litigation will not
be limited just to cases brought by the FDIC. Many of the failed banks were publicly
traded or otherwise have broad and diverse ownership, and in many instances, the
bank failures have been followed by sharehold-
er litigation. These shareholder suits represent
competing claims for the D&QO Liability insur-
ance policy proceeds. The competing claim-
ants will be vying to secure the dwindling limits,
adding a layer of complexity both for the de-
fendants and for the FDIC.

The signs are that there could be
a repeat of extensive
coverage litigation.

3. Will the Failed Bank Litigation be accompanied by a wave of Coverage Litiga-
tion?: During the S&L crisis, the FDIC was involved in extensive litigation to try to
establish coverage under D&O Liability insurance policies. Many of the leading cas-
es on the Insured vs. Insured exclusion arose out of this litigation, and the Regula-
tory Exclusion was also extensively litigated.

The signs are that there could be a repeat of extensive coverage litigation. Indeed,
when the FDIC recently filed a lawsuit against the former directors and officers of
the failed Silverton Bank, it included the bank’s D&O insurers as named defend-
ants. The FDIC’s claims against the D&O insurers in the lawsuit involved the insur-



under the Regulatory Exclusion. impact the bounty provisions will

ultimately have, most observers
expect that the substantial
incentives provided by the
whistleblower provisions will
lead to an increased number of
whistleblower reports.

The FDIC may not be the only litigant in-
volved in D&O Liability insurance coverage
litigation. As multiple defendants struggle
with the problems associated with too many
claims and too many insured persons, the
various defendants will want to sort out their
entitlement to the policy proceeds. For ex-
ample, a subsidiary of the failed IndyMac Bank, which is a defendant in a number of
lawsuits arising out of the bank’s failure, recently attempted to obtain a judicial dec-
laration of coverage in order to sort out who was entitled to what under the bank’s
D&O policies. Although the subsidiary’s claims were dismissed for lack of standing,
the case does show that a variety of parties may be interested in using litigation as
a way to establish their rights to the proceeds of the D&O insurance.

4. Will the Dodd-Frank Whistleblower provisions lead to more claims? And how wiill
the D&O Insurers respond?: Among the parts of the Dodd-Frank Act that may have
a significant impact on claims are the Act’s whistleblower provisions. The whistle-
blower provisions include the creation of a new whistleblower bounty pursuant to
which individuals who bring violations of securities and commodities laws to the at-
tention of the Securities and Exchange Commission or the Commodities Futures
Trading Commission will receive between 10 and 30 percent of any recovery in ex-
cess of $1 million.

While it is too early to tell what impact the bounty provisions will ultimately have,
most observers expect that the substantial incentives provided by the whistleblower
provisions will lead to an increased number of whistleblower reports, and that these
reports will lead to investigations and enforcement actions. In some instances, the
revelations in the whistleblowers’ reports will also lead to follow-on civil litigation, as
aggrieved shareholders or others pursue claims for misrepresentation or misman-
agement.

5. What will be the next “hot” litigation target?: From time to time, a sector or indus-
try will find itself as the target of plaintiff securities class action attorneys. For a brief
period last summer, the target was the for-profit education sector. Since then, the
hot category has been U.S.-listed Chinese companies. This year alone, there have
been 32 cases filed against U.S-listed Chinese companies (through September 2,
2011).

This surge of litigation involving Chinese companies arose out of accounting scan-
dals, many of which were first revealed by online analysts, many of whom had short
positions in the companies they were attacking. The Chinese companies attempted
to deflect the assertions of accounting improprieties by charging that the online at-



tacks were merely rumors started by those One of the more interesting
with a financial incentive to drive down the phenomena in the world of
companies’ share price. Fair or not, the corporate and securities
online reports seemed to directly lead to litigation has been the changing

shareholder litigation. In many cases the
shareholder plaintiffs were simply quoting the
online analysts’ reports in their complaints.
For now, the phenomenon shows no sign of
letting up, as the lawsuits involving the U.S.-
listed Chinese companies have continued to
accumulate as the year’s second half has .
progressed. Indeed, between July 1, 2011 lawsuits.

and September 2, 2011, there were a total of

6 U.S.-listed Chinese companies sued in new securities class action lawsuits in the
U.S.

mix of litigation. Advisen has
documented that in more recent
years, class action securities
litigation has represented an
increasingly smaller percentage
of all corporate and securities

The recent litigation outbreak involving the U.S.-listed Chinese companies is a re-
minder of circumstance-specific events that can drive securities class action lawsuit
filings. Many things determine filing levels, many of which cannot be captured or
predicted in historical filing data. As a result, it can be misleading to try to generalize
from short term trends about future filing levels. Simply put, the numbers vary over
time, because, for example, contagion events and industry epidemics happen.

6. Will M&A Litigation continue to surge?: One of the more interesting phenomena
in the world of corporate and securities litigation has been the changing mix of liti-
gation. The insurance information firm Advisen has documented that in more recent
years, class action securities litigation has represented an increasingly smaller per-
centage of all corporate and securities lawsuits. One area that has been growing as
a percentage of all corporate and securities litigation has been M&A related litiga-
tion.

According to Advisen, in 2010, there were 353 lawsuits challenging corporate mer-
gers filed in state and federal courts, which represents a 58% increase over 2009.
As of August 27, 2011, 352 M&A related lawsuits had already been filed, putting
this year’s filings on track to far exceed last year’s.

As discussed in an August 27, 2011 Wall Street Journal article entitled “Why Mer-
ger Lawsuits Don’t Pay”, these lawsuits rarely produce substantial damage awards.
Often, the most they succeed in accomplishing is a delay in the merger or slightly
improved disclosures about the deal’s terms. The reason these lawsuits continue to
be filed, and indeed continue to be filed in increasing numbers, is that these cases
are good business for the plaintiffs’ firms. These firms can collect fees that range
from $400,000 for typical cases to millions of dollars for larger cases.

In the past, these types of cases have not represented a significant claims expo-
sure for D&O insurers. However, now that so many more of them are being filed,



and now that individual merger deals are now If the D&O market were to turn,
attracting multiple claims, these cases are be-  the D&O insurers might require
coming a much bigger problem for the D&O higher self-insured retentions for
insurers, particularly those that are the most these types of claims, on the
active as primary insurers. A basic assumption

of the DBO insurance ndusty s that DEO 1o 19t (hey really represent
claims represent a low frequency, high severity RGrIGh e i DGy Gy
threat. But these M&A claims are exactly the

opposite — they represent a high frequency, €xposure.
low severity exposure, for which the D&QO in-
surers likely did not price and almost certainly cannot underwrite. And even if the typi-
cal case settles for relatively modest amounts, the claims costs including defense fees
are now in the aggregate becoming an issue for the D&O insurers. If the D&O market
were to turn, the D&O insurers might require higher self-insured retentions for these
types of claims, on the theory that they really represent a cost of doing business, ra-
ther than a true third-party liability exposure.

7. Will the U.S. Supreme Court continue its inexplicable willingness to take up securi-
ties cases?: Years from now, when the history of the Roberts Court is finally written,
perhaps the historians will be able to explain why during the second half of the first
dozen years of the 215 Century, the Court was so eager to take up securities cases.
The Supreme Court is just coming off a term in which the Court heard three different
securities cases, and it has already agreed to take up one more case in the term that
is about to begin.

The case that the Court has already agreed to hear next year is the Credit Suisse Se-
curities case, and it involves statute of limitations issues arising in connection with
Section 16(b) claims for short-swing profits. This narrow, technical issue is unlikely to
have widespread significance - but what is significant is that — yet again — this Court
has taken up a securities case. There does not L :
seem to be any particular member of the Court tht s 5/g{7/ﬁcant is that — yet
that is driving the Court’s interest in securities again — this Court has taken up
cases, but for whatever the reason, the Court’s @ Securities case. There does not

docket increasingly includes these types of cas- seem to be any particular

es. member of the Court that is
driving the Court’s interest in

The overall cumulative impact of the Court’s in- securities cases, but for

terest in taking up securities cases has been fa- ~ whatever the reason, the Court’s

vorable to companies and unfavorable to plain- docket increasingly includes

tiffs. There is some speculation that the in- these types of cases.

creased difficulty of successfully maintaining a

securities class action lawsuit through the motion to dismiss may be one reason for
the shift in the mix of corporate and securities litigation away from securities class ac-
tion lawsuits and toward other types of litigation (like the M&A litigation, discussed
above).



8. Will the implementation of the U.K Bribery The Bribery Act is broader than
Act mean increased Anti'Bribery Enforcement the U.S.’s Foreign Corrupt
Activity?: On July 1, 2011, the U.K Bribery Act  prgctices Act, reaching a broader
became effective. The Act has abroad reach,  1qnge of prohibited activities and
regulating prohibited conduct that takes place
within the U.K. or that involves a company or
person that carries on business in the U.K,, re-
gardless of where the prohibited activity takes
place. The Bribery Act is broader than the
U.S.’s Foreign Corrupt Practices Act, reaching
a broader range of prohibited activities and
providing for greater possible liabilities for those at companies involved in these activ-
ities - even if not directly involved in the prohibited conduct.

providing for greater possible
liabilities for those at companies
involved in these activities - even
if not directly involved in the
prohibited conduct.

From the time the Act received Royal Assent, one of its features that has been the
focus of particular concern has been Section 7 of the Act. Section 7 creates a new
offense which can be committed by commercial organizations that fail to prevent
persons associated with them from committing bribery on their behalf. Commenta-
tors have been concerned that this provision would seemingly subject any firm—
even non-U.K. companies that have operations in the U.K. — to liability under the Act
for violative conduct taking place any where in the world.

Because the Act has only just become effective, it is not yet known how aggressively
it will be implemented or what its overall impact will be. At a minimum, it seems likely
that the Act will lead to an increase in enforcement activity.

As companies confront these developments, among the issues that are likely to arise
are questions concerning coverage for these proceedings under their D&O insurance
policies. The Act’s fines and penalties are not likely to be covered under typical poli-
cies. Whether investigative costs and defense fees will be covered will depend on a
large variety of circumstances, including who is the target of the investigation. How
serious these problems will turn out to be will depend a ot on the Act’s implementa-
tion, a development that will be worth watching.

9. What impact will the changing Corporate Governance Requirements have?:
Largely due to the 2010 enactment of the Dodd-Frank Act, we have entered a wa-
tershed period of corporate governance reform. Processes now afoot have wrought
a transformation in the relations between corporate boards and shareholders. These
changes have not only created additional burdens on affected companies, but they
have at times resulted in a change in the corporate litigation environment as well.

Among the changes the Dodd-Frank Act implemented is the requirement for an advi-
sory shareholder vote on executive compensation. As a result of Section 951 of the
Dodd Frank Act and the requirements of SEC rules that went into effect January 25,
2011, all but the smallest public companies had to put their executive compensation



practices to an advisory shareholder vote this The requirement for a

past proxy season. As it turns out, about 40 shareholder “say on pay” is only
companies experienced a negative sharehold- one of many current corporate
er vote. In some cases the negative “say on governance reforms under
pay” vote has been followed by shareholder discussion.

litigation — by activist investors seeking to re-
form executive compensation practices.

The requirement for a shareholder “say on pay” is only one of many current
corporate governance reforms under discussion. Other areas include the
question of proxy access — that is, the question whether shareholders can
have their board candidates listed on the annual proxy form. The D.C. Circuit
recently struck down the SEC’s rules requiring proxy access, but the issue is
not likely to go away.

Other current corporate governance issues include reforms such as board
declassification and majority voting. Additional issues that loom ahead as oth
er provisions of Dodd-Frank go into effect include requirements that compa-
nies disclose the ratio between total annual compensation of their CEO and
the median annual compensation of their employees (rules implementing the-
se provisions are required to be adopted before the end of 2011).

Another provision of the Dodd Frank Act requires the SEC to direct the na-
tional exchanges to impose new listing standards requiring public companies
to implement compensation clawback provisions. Under Section 954 of the
Dodd Frank Act, companies making accounting restatements of prior finan-
cials must recover from any current or former officers all incentive-based
compensation paid during the preceding three-year period above what would
have been paid without the misstated finan-
cials. These provisions are to be implement-
ed by this year-end.

Companies that resist these
governance developments may
face heightened levels of
scrutiny, both from shareholders

These various provisions will affect compa- )
and from the media.

nies in different ways. But it is clear that the-
se changes are here to stay. As such, com-
panies and their management are operating in a challenging environment.
Companies that resist these governance developments may face heightened
levels of scrutiny, both from shareholders and from the media. Moreover, as
corporate governance standards change, boards will be held to standards of
conduct reflecting the changed governance norms and expectations. Further,
in an era of growing shareholder empowerment, that reality may translate into
increased judicial expectations for boards to address shareholder initiatives.

Taken together, these changes in the corporate governance environment
mean heightened scrutiny, changing shareholder expectations, and even an



increased litigation risk. The extent of these changes will ultimately remain to
be seen as the additional provisions of Dodd Frank are put into effect in the
months ahead.

10. What does all of this mean for the D&O Insurance marketplace?: Given all
of these trends and developments, an outside observer might reasonably ex-
pect that the marketplace for D&O insurance would be becoming more re-
strictive. And certainly with respect to certain categories, such as U.S.-listed
Chinese companies and commercial banks, the marketplace for D&O insur-
ance is challenging. However, outside of those particularized categories, the
marketplace for D&QO insurance remains generally competitive.

There is nothing specific to suggest that the generally competitive environment
is about to change - at least immediately. But there are a number of consider-
ations that could lead to change. The first is the cumulative impact of the
year’s catastrophic losses. The various natural disasters this year, from the
earthquakes in New Zealand and Japan to Hurricane (and tropical storm) Ire-
ne, have had an impact on the insurance industry’s collective balance sheet. If
there are significant events in the remaining months of the year, the accumu-
lated losses could be enough to force a pricing increase or to cause carriers
(or at least some of them) to pull back.

Given the catastrophe events that have already occurred this year, carriers are
likely to be scrutinizing their books. Many of the developments discussed
above will undoubtedly lead the various carriers to take a close look at their
D&O portfolios. The mounting losses from the subprime meltdown and the
credit crisis; the looming impact of the wave of failed banks; litigation and the
difficulties and uncertainties associated with a changing legislation and legal
environment are all likely to raise concerns. These concerns inevitably lead to
questions about pricing adequacy, risk selection, and scope of coverage.

In light of all of these considerations, it would be very rational for the D&O in-
surance marketplace to enter a more restrictive phase. But as long as capaci-
ty remains ample and competition active, most companies outside of the most
troubled sectors will continue to enjoy the benefits of a competitive market-
place for D&O insurance. The question is how long these conditions will con-
tinue. Time will tell of course, but if the wind blows or the earth shakes again,
among the consequences could be a harder market for insurance generally
and for D&QO insurance in particular.
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