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Forum for Financial Institution Directors 

• This is the third in a series of four Director Training Sessions. 
– The first addressed regulatory expectations. 

– The second highlighted issues with the upcoming 2014 proxy season. 

• This session addresses how directors prepare for the worst: 
– Securities derivatives litigation,  

– Criminal enforcement, and  

– D&O liability insurance. 

• The fourth session will address information security and privacy issues, and the 
Volcker Rule. 
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These Are Tough Times for Financial Institutions 

• The drumbeat of stories about government enforcement actions against 
financial institutions has been steadily increasing. 
– J. P. Morgan settlement relating to Madoff  

– Overstating value of mortgages being sold 

– Card practices 

– LIBOR 

– Energy price manipulation 

– Mortgage servicing 
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Political Pressure to Pursue Individuals 

• The FDIC’s policy of pursuing individual officers and directors of failed 
institutions. 

• Congressmen and even Federal judges argue for punishment of individuals 
engaged in wrongdoing. 

• No individual executive has been successfully prosecuted in connection with 
the financial crisis; however there have been many settlements. 

• The statute of limitations is winding down. 
• This environment creates a threat to individual officers and directors. 
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Director/Board Concerns and Issues for Today 

• Financial Institution Regulators are incorporating more “directives” requiring 
Board involvement in policies, procedures and actions of financial institutions 
– This creates a larger set of Federal mandates for Boards that must be followed 

– Delaware cases focus on the extent of Board and Director inquiries and staying 
advised on issues 

– Important to understand the environment and what the potential impact may be on 
your institution. 

– Ask Questions 

– Benchmark Practices 

– Set the timeframe for management follow up 

– Stay advised of litigation trends. 
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Robb Adkins: Financial Enforcement against 
Financial Institutions and Boards of Directors 
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What is on the Horizon in Financial Enforcement and 
How Does it Impact Directors? 
• New leadership in second half of second term 
• Greater parallel enforcement 
• Increased emphasis on civil enforcement with potential large monetary 

penalties or recoveries 
– FIRREA 

• Whistleblower bounties impacting compliance and Directors’ oversight 
• Emphasis on holding individuals and gatekeepers responsible 
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New Leadership - DOJ Criminal Division 

 
 
 

 
Eric Holder 

AG 

U.S. Attorney’s Offices  
(94 districts) 

Mythili Raman 
Acting AAG,  

Criminal Division 
Leslie Caldwell  

(pending confirmation) 
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New Leadership - SEC 

 
 
 

 
Mary Jo White 

Chair 

George S. Canellos 
& 

Andrew Ceresney 
Co-Directors 

Asset Management Unit  

Foreign Corrupt Practices Unit 

Market Abuse Unit 

Municipal Securities and Public Pensions Unit 

Structured and New Products Unit 

Office of Market Intelligence 

Office of the Whistleblower 

Regional Offices 
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Increased Parallel Enforcement 

• Department of Justice (DOJ)  
– Antitrust, Civil, Civil Rights, Criminal, U.S. Attorney’s Offices, FBI, ATF, DEA, 

Bankruptcy Trustees 

• Securities and Exchange Commission (SEC) – Enforcement Division 
• Other federal investigators/regulators 

– CFTC, FTC, IRS, Secret Service, Postal Inspector, ICE, DOL, FDA, OCC, FDIC, FRB, 
NCUA, SIGTARP, FinCEN, and the new kid on the block – the CFPB 

• Inspectors General 
• State Attorneys General and local District Attorneys 
• Other State Regulators 
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Financial Fraud Enforcement Task Force 

• Executive Order signed by President Obama 
– More than 25 Federal Agencies 

– Local and State Partners 

– Criminal, Civil, and Administrative Remedies 

• Broad scope of FFETF 
• Equally broad mandate 
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DOJ Approach In Wake of the Financial Crisis 

• The government has been criticized for failing to bring criminal charges relating 
to the recent financial crisis 
– E.g., Judge Rakoff’s article in the New York Review of Books observes that no high-

level executive has been prosecuted in relation to the crisis, despite the widespread 
belief that fraud occurred  

• Stung by that criticism, DOJ has resorted to filing civil fraud charges utilizing 
statutes with the potential for large fines and recoveries, including the Financial 
Institutions Reform, Recovery, and Enforcement Act (FIRREA) 

• Benefits to a civil lawsuit approach include: 
– Lower “preponderance” burden of proof 

– Longer statutes of limitations 

– No “Arthur Andersen issue” 
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Background of FIRREA 

• Passed in 1989 in response to the S&L crisis and the strain on federal deposit 
insurance programs associated with the failure of such institutions 
– Imposed regulatory requirements on covered institutions 

– Set stricter capital maintenance requirements 

– Created harsh civil penalties for violating certain federal criminal statutes, including: 
mail fraud, wire fraud, bank fraud or concealment of assets and other frauds against a 
federally insured banking institution, and violations of § 16(a) of the Small Business 
Act 



© 2014 Winston & Strawn LLP 16 

Purpose of FIRREA 

• Many believe FIRREA was initially intended to protect financial institutions from 
fraud  

• According to the legislative history, one of “[t]he primary purposes of the 
Financial Institutions Reform, Recovery and Enforcement Act of 1989 [was to] 
enhance the regulatory enforcement powers of the depository institution 
regulatory agencies to protect against fraud, waste and insider abuse.” 
– In Wells Fargo, Judge Furman acknowledged that the “legislative history is ambiguous 

at best.” 
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Advantages of FIRREA 

• FIRREA offers the government advantages as a tool for civil enforcement 
actions 
– Longer statute of limitations (10 years after cause of action accrues)  

– Lower burden of proof (preponderance of the evidence) 

– Significant monetary penalties (up to $1.1 million per violation or $5.5 million for a 
continuing violation or up to the amount of the violator’s pecuniary gain or loss caused 
by violator) 

– Administrative subpoena process (can conduct investigation in advance of filing 
lawsuit) 
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Who Can Bring a Claim 

• FIRREA claims may be brought only by DOJ 
– No private cause of action, no claims by securities regulators and state attorney 

generals 

– Many states plan to join under state unfair competition laws 

• Statute allows whistleblowers to recover a percent of the award if DOJ acts on 
their information or bring their own suit if the DOJ fails to act within one year 
– Bank of America (Countrywide) – Edward O’Donnell stands to earn up to $1.6 million 

– While potential awards under FIRREA pale in comparison to those under the False 
Claims Act, whistleblowers can bring claims under both statutes to increase their 
chance of recovery    
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Whistleblower Benefits and Protections 

• In 1990, Congress created the Financial Institutions Anti-Fraud Enforcement Act 
(“FIAFEA”) to allow whistleblowers to bring confidential declarations to DOJ 
regarding potential FIRREA violations 

• Incentives include the confidential nature of the declarations, monetary awards, 
and anti-retaliation protection. 

• If DOJ does not act on a declaration within one year, the whistleblower is 
entitled to a contract to privately pursue the case  
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Old Wine in New Bottles 

• FIRREA was rarely used until DOJ dusted off the statute and brought cases 
against banks and rating agencies in connection with the recent financial crisis 

• The use of FIRREA against banks and financial institutions was largely the 
brainchild of Lee Weidman, a career civil prosecutor in the Los Angeles US 
Attorney’s office 

• This new application of FIRREA has provoked criticism by defense lawyers who 
argue that it is inappropriate to use a statute intended to protect banks against 
those very institutions   
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The SDNY Trio 

• In a trio of recent cases, judges in SDNY have determined that a bank can 
violate FIRREA by engaging in fraudulent activity and harming itself in the 
process 
– U.S. v. Bank of New York Mellon Corp. 

– U.S. ex rel. O’Donnell v. Countrywide Financial Corp. 

– U.S. v. Wells Fargo Bank, N.A. 

• The relevant provision requires the defendant to have “affected” an institution 
under the statute.  The court now says an institution can “affect” itself 
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Pending FIRREA Cases and Awards 

• U.S. v. The Bank of New York Mellon Corp., 11 Civ. 6969 (S.D.N.Y.) 
– Motion to dismiss denied 

• U.S. ex rel O’Donnell v. Countrywide Financial Corp., 12 Civ. 1422 (S.D.N.Y.)  
– A jury found the bank liable for fraud 

– At oral argument last month, DOJ requested an award of $863.6 million, while BoA 
argued that the maximum allowed penalty is $1.1 million   

• U.S. v. Wells Fargo Bank, N.A., 12 Civ. 7527 (S.D.N.Y.) 
– Motion to dismiss denied 

• U.S. v. McGraw-Hill Companies, Inc., No. 13-00779 (C.D. Cal.) 
– DOJ alleges more than $5 billion in losses 

– Currently, parties are fighting over the scope of securities at issue 
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Where Next? 

• The recent spate of decisions denying motions to dismiss FIRREA charges 
likely will pave the way for more such actions 

• Because of the jury verdict in favor of the government in Countrywide, this new 
use of the statute likely will be tested on appeal in the Second Circuit and 
perhaps SCOTUS, so stay tuned 
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SEC: Office of the Whistleblower 

• The Whistleblower Program was created as part of the Dodd-Frank Act to 
provide monetary incentives for individuals to come forward and report possible 
violations of the federal securities laws to the SEC 

• In the wake of the SEC’s embarrassing failure to investigate the Madoff Ponzi 
scheme, Dodd-Frank required the SEC to establish a whistle-blower office, 
which was inaugurated in August 2011 
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SEC’s Monetary Incentives 

• Tipsters can receive up to 30 percent of the money the SEC collects when 
fining a company or its executives 
– Eligible Whistleblower: An individual who voluntarily provides the SEC with original 

information about a possible violation of the federal securities laws that has occurred, 
is ongoing, or is about to occur.  

– The information provided must lead to a successful SEC action resulting in an order of 
monetary sanctions exceeding $1 million.  
• But if that threshold is met, the minimum award is 10%. 
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Eligibility for Whistleblower Awards 

• To receive an award a whistleblower must  
– (1) voluntarily provide the Commission  

– (2) with original information  

– (3) that leads to the successful enforcement by the Commission of a federal court or 
administrative action  

– (4) in which the Commission obtains monetary sanctions totaling more than $1 million. 
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Recent Whistleblower Bounties  

• 9/30/13: $14M bounty awarded to anonymous whistleblower 
• SEC: “Our whistleblower program already has had a big impact on our 

investigations by providing us with high quality, meaningful tips.  We hope an 
award like this encourages more individuals with information to come forward.” 

• 10/30/13: $150,000, maximum bounty awarded to anonymous whistleblower 
• SEC: “This is continued momentum and success for the SEC’s whistleblower 

program that is bringing our investigators valuable and timely information.” 
 



© 2014 Winston & Strawn LLP 28 

SEC Whistleblower Tips Statistics 

• In FY2012, the SEC received more than 3,000 whistleblower tips from all 50 
states and from 49 countries. 

• SEC fields dozens of tips a week and has ramped up its whistle-blower team in 
response 

• 2,507 whistleblower tips originated from the U.S. 
– Highest percentage of tips originated from California with 435 tips (17.4%) 

• Largest number of tips, 547 (18.2%), related to corporate disclosure and 
financial issues. 
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Whistleblower Program in Corporate America   

• SEC agreed to consider providing highest possible awards to employees who 
report fraud at work prior to turning to the government 
– More than 80% of aspiring whistleblowers have reported internally first  

• Some companies now require employees to attest annually that they have 
never witnessed any fraud 
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Effects and Consequences of the Whistleblower Rules 

• Pressure to hire independent counsel for internal investigations has increased.  
It will be more difficult for counsel to conduct the investigation for the audit 
committee or special committee and then also represent the company in a 
regulator’s inquiry. 

• Outside counsel’s ability to jointly represent directors, individuals, and the 
company in a regulatory investigation may be reduced because the possibility 
of conflicts caused by whistleblower considerations. 
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Anti-Retaliation Protection 

• Lesser requirements apply for a whistleblower to be protected by the anti-
retaliation protections of Dodd-Frank 

• Anyone who has a “reasonable belief that the information [they] are providing 
relates to a possible securities law violation,” regardless of whether the 
information in fact relates to a violation and regardless of whether the individual 
is eligible for an award.  [SEC Rule 21F-2] 
– Creates strong incentives for employees who think their jobs may be in jeopardy to 

seek whistleblower status and protection. 
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Future of Whistleblower Program Uncertain 

• Emergence of a Plaintiffs’ Bar 
– Plaintiffs’ Bar views the whistleblower program as a growth opportunity  

• SEC is enlisting the help of companies to conduct investigation of whistleblower 
tips 
– SEC investigates the “juiciest” tips and filters out baseless tips 

– For all other tips, the SEC may contact the company and request the company to 
conduct an independent investigation and report back on its findings 
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James Smith: Fiduciary Duty Litigation:  Shareholder 
Derivative Suits & Class Actions  
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The Numbers 

• Good News, Bad News 
• Depending on which survey you look at, overall federal securities class action filings 

have been essentially flat for the past several years 
 

• Cases against financial institutions represented 17% of all cases filed through the 
first half of 2013 – second only to the technology industry (19%) (NERA) 
 
– BUT:  This was actually down significantly as a percentage of all cases from financial crisis 

highs (when financial institutions garnered in excess of 40% of  all securities class action 
filings).  (NERA) 
 

– Private securities class action filings against financial sector companies were down 
significantly in 2011 and again 2012, both in absolute number of filings and as a percentage 
of overall filings (Cornerstone/Stanford)  
 

• Q3 ’13 - actions against financial services sector companies and their officers & 
directors accounted for 24% of all new filings, while – continuing a trend that began 
back in Q1 2011 -- the absolute number of filings in the financial services sector 
continued to decline.    (Advisen) 
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The Threat: Fiduciary Duty Litigation 

• Federal securities class action filings are directionally significant to potential 
director liability, but the Board is generally not the primary target in such cases 

• The Board in the Crosshairs: Claims alleging breach of fiduciary duty 
– Shareholder Derivative Suits 

• “Oversight”/”Duty to Monitor Business Risk” claims 
– Allegations, typically precipitated by some “corporate trauma,” that the Board failed to recognize or take action 

in the face of “red flags”   

– Shareholder Class Actions 
• The threat “du jour”: Annual meeting proxy disclosure claims 
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The Climate 

• The stats show that heavily-regulated industries like the financial sector 
continue to be primary targets of securities litigation 

• Private shareholder lawsuits now follow almost inevitably on the public 
disclosure of governmental/regulatory inquiries, investigations and enforcement 
actions, whistleblower suits, settlements and the imposition of fines or penalties 
-- even where there has been no determination or admission of wrongdoing 
– “Alphabet Soup”: SEC, DOJ, USAO, FDIC, CFTC, State AGs, foreign regulators, etc. 

• Most common: 
– Federal securities fraud class actions 

• Generally, the defendants are the Company, the CEO and the CFO 

– Shareholder derivative suits alleging breaches of fiduciary duty 
• Primary defendants are the members of the Board of Directors 
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The Scourge of “Piggyback” Shareholder Derivative 
Litigation 
• The Hook: Public disclosure of government inquiry, investigation, whistleblower 

lawsuit or settlement involving possible corporate misconduct 
 

• The Theory: Company’s board breached its fiduciary duties by failing to 
exercise proper oversight to detect and prevent the alleged legal violations 
 
– Alleged harm/potential damages include the amount that the Company has had (or will 

have) to pay in fines, penalties, settlements and legal fees because of alleged legal 
violations  
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Overarching Issues in Defending “Piggyback” Derivative 
Litigation 
• The Demand Requirement 

– In most jurisdictions, in order to sue derivatively, a shareholder plaintiff must either first 
make a demand on company’s board or establish that such demand would have been 
futile 

 

– To establish “demand futility,” a shareholder plaintiff must plead and prove that a 
majority of directors on the board at the time complaint was filed was not disinterested 
and independent 

 

– Fact that a director is named as defendant is not sufficient; must show that the director 
faces a “substantial likelihood” of liability based on the claims asserted 
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Overarching Issues in Defending “Piggyback” Derivative 
Litigation (con’t) 
• The Caremark Standard 

– To succeed on a “duty of oversight” (or so-called Caremark) claim, a shareholder 
plaintiff must show that the directors knew, or ignored obvious “red flags” indicating, 
that violations of law were occurring and took no steps in good faith to prevent or 
remedy the situation 

– Shareholder plaintiff must show that:  
a) the directors utterly failed to implement any reporting or information system or controls; or  

b) having implemented such a system or controls, consciously failed to monitor or oversee its 
operation, thus disabling themselves from being informed of risks or problems requiring their 
attention. 

– Test is rooted in concepts of bad faith (note D&O coverage implications) 

– Described by Delaware courts as “possibly the most difficult theory in corporate 
law upon which a plaintiff might hope to win a judgment” 
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“Oversight” Claims Against Financial Institution Directors 

• What is the scope of a director’s duty to monitor “business risk”? 
 

• The Goal Posts 
 
– In re Citigroup Shareholder Derivative Litigation, 964 A.2d 106 (Del. Ch. 2009) 

(Chandler, Ch.) 

    VS. 

– American International Group, Inc. Consolidated Derivative Litigation; AIG, Inc. 
v. Greenberg, 965 A.2d 763 (Del. Ch. 2009)(Strine, VC) (“AIG”) 
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In re Citigroup 

• Reaffirms business judgment rule protection for directors in the face of an 
allegedly negligent failure to monitor business risk 
– Claim that directors ignored “brewing” risk in the real estate and credit markets prior to 

the financial crisis 

– HELD: No liability for “bad business decision” 
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In re Citigroup (con’t) 

• “Extremely high” bar 
• Courts should not second-guess directors’ business decisions, especially where 

doing so leads to personal liability, just because they failed accurately to 
“predict the future” 
– No personal liability for mere breach of the duty of care (negligence) in failing to 

monitor business risk, even where various directors were alleged to have been 
through the Enron crisis and qualify as “financial experts” 

 
• “102(b)(7)” protection under the corporate charter/ Indemnification/D&O coverage 
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In re Citigroup (con’t) 

• Liability requires a showing that the directors “knew that they were not 
discharging their fiduciary obligations or that the directors demonstrated 
a conscious disregard for their responsibilities such as failing to act in 
the face of a known duty to act”  
– A “red flag” isn’t just bad news 

– In addition, “a showing of bad faith is a necessary condition to director oversight 
liability” 

 
• Note overlap with standard coverage/exclusions from D&O policies 

 

• NOTE:  A claim for corporate waste with respect to the CEO’s comp package 
permitted to proceed. 
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AIG 

• Citigroup lays down an extremely forgiving standard, BUT: 
– Where there is evidence of directors’ actual knowledge of potential criminal conduct, 

look out. 

 
– In AIG, then Vice Chancellor Strine determined that plaintiffs’ allegations supported the 

inference that the defendants – who were, significantly, inside directors – were running 
what the Court termed a “criminal organization” 
• In Citigroup, Chancellor Chandler expressly distinguished AIG on this basis 

 

– “Many of the worst acts of fiduciary misconduct have involved frauds that personally 
benefitted insiders as an indirect effect of directly inflating the company’s stock price 
by the artificial means of cooking the books.” 
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AIG (con’t) 

• Complaint sufficiently alleged breach of duty of loyalty against directors for 
“knowingly tolerating inadequate internal controls and knowingly failing 
to monitor their subordinates’ compliance with legal duties” 
 

• The required degree of knowledge/intent on the directors’ part is satisfied by 
allegations that support an inference that the directors were “conscious of the 
fact that they were not doing their jobs” 
 

• Where internal controls exists, but are known to be broken, failure to fix them 
can result in liability 
 

• While it should go without saying, directors who trade in the Company’s stock 
based on material nonpublic information breach their duty of loyalty to 
stockholders 
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“Progeny”  

• EXAMPLE: International Brotherhood v. Kennedy, et al. (Lender Processing 
Services, Inc., Derivative Litigation) (Del. Ch. 2012)(Strine, Ch.)  
– Transcript decision from now Chancellor Strine 

– Counterpoint to AIG 

– Citigroup is the guiding light 

– Specific factual allegations of director knowledge of illegal/improper conduct, and the 
specific role of the board, are necessary. 
• Allegations establishing individual director knowledge of “red flags” needed 

– Facts suggesting board took action to address/remediate the problem “when the 
smoke [was] really in the room” will undercut a claim 

. 
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Additional Strategies for Defending Piggyback Derivative 
Suits 
• Ripeness/No Damages 

– Where underlying government inquiry or whistleblower lawsuit has not (yet anyway) 
resulted in any fine, penalty, judgment or other determination of wrongdoing, has the 
company suffered any cognizable harm? 

 
• What if the company enters into a voluntary settlement with the government that includes no 

admission of wrongdoing? 
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Additional Strategies for Defending “Piggyback” 
Derivative Suits (con’t) 
• The Special Litigation Committee or “SLC” 

– Displacing the shareholder plaintiff through formation of special litigation committee to 
investigate the claims asserted 
• An option at any stage of litigation, but most commonly employed following denial of a motion to 

dismiss 

• Requires at least one independent director 

• Probably requires hiring a new, independent law firm 

• Derivative litigation is generally stayed pending completion of SLC’s investigation 

• SLC, following investigation, can seek dismissal or to take over the litigation from shareholder 
plaintiff 
– Where it “takes no position,” that’s tantamount to allowing the derivative suit to proceed and supports demand 

excusal. (AIG) 

• Considerations: cost; D&O coverage; distraction 
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Shareholder Class Actions 

• As noted, federal securities class action filings against financial sector 
companies appear to be trending down 

  
• But this segment of the plaintiffs’ class action bar knows no end of creativity 

 
• The Flavor of the Month:  Annual meeting proxy disclosure litigation 
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Class Actions: Annual Meeting Proxy Litigation 

• Not to be confused with proxy fights or shareholder activism to advance an 
agenda  

• The brainchild of a single law firm 
• Focus on executive comp disclosures 

– Recall that the one claim in Citigroup that then-Chancellor Chandler allowed to 
proceed was a claim of corporate waste arising out of the CEO’s compensation 
package. 

• Nothing board can do to inoculate against plaintiffs bringing these claims 
– BUT:  Prophylactic steps to maximize chances of defeating them when they come  
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Annual Meeting Proxy Litigation: The Modus Operandi  

• The Faruqi & Faruqi firm has taken a page straight from the playbook of the 
shareholder class actions that now plague over 90% of public company merger 
transactions 
– Those cases typically seek to enjoin the shareholder meeting to vote on a 

merger by claiming, among other things, that the target board breached its 
fiduciary “duty of candor” by misstating or omitting material information 
from the proxy statement regarding the dilutive impact of proposed 
amendments to the Company’s stock plan to increase the number of shares 
available for issuance. 

– Plaintiffs’ goal is to use this threat to extract a quick settlement consisting of 
supplemental proxy disclosure and attorneys’ fees. 

– No coincidence that the specific lawyer at the Faruqi firm who is 
spearheading this latest wave of executive comp litigation is the driving force 
behind that firm’s merger class action practice. 
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Plaintiffs’ Counsel’s Blueprint 

STEP 1: 
• Upon the filing of the annual meeting proxy, issue a press release announcing 

an “investigation” into whether the board breached its fiduciary duties in 
connection with amendments to its stock plan (e.g., “dilutive” share issuance) 
and the associated disclosures. 
– AKA “Trolling for a Plaintiff” 
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The Blueprint (con’t) 

STEP 2: 
• A few days later, send a letter to the GC providing some further detail and 

demanding a board “investigation” and a laundry list of supplemental proxy 
disclosure within five (5) days—“or else” 
– The “or else” is a threat to sue to block the shareholder vote at the annual meeting 

• Probing to see if the company is a “soft touch” 

• AKA trying to bluff your way to a fee without having to spend much time or money 
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The Blueprint (con’t) 

STEP 3: 
• Enter into settlement negotiations; avoid having to do any serious work; OR 

 
• Watch as the company makes the disclosures you demanded without an 

agreed-upon settlement; ponder whether this “locks in” an attorneys’ fee; OR … 
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The Blueprint (con’t) 

If absolutely necessary - i.e., the Company & the Board call your bluff -- file a 
lawsuit to maintain your credibility; grumble to yourself about having to write a 
complaint. 

– While many, many proxy statements containing proposed stock plan 
amendments to increase the number of available shares (or to adopt a new 
plan) have precipitated “investigation” announcements, just over ¼ of those 
have actually resulted in lawsuits 
 

– Defendants typically include all of the directors -- for allegedly breaching 
their fiduciary duties -- and the Company (on an aiding and abetting theory, 
for alleged violations of Section 14(a) of the Williams Act and/or as a 
“nominal” defendant where a derivative claim is asserted). 
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The Blueprint (con’t) 

STEP 4: 
• Attempt to settle as quickly as possible after filing your case in order to avoid 

having to brief a preliminary injunction motion and go to a hearing (more 
grumbling). 

• If all else fails, go to Step 5.  
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The Dénouement 

STEP 5: 

LOSE 
(with rare exceptions) 

• Rinse. 
• Repeat. 
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The Claim: Breach of the Fiduciary “Duty of Candor”  

• What is a “duty of candor” claim? 
 
– State law fiduciary duty claim based on directors’ disclosure obligations to 

stockholders when asking them to take action (i.e., vote), which are essentially defined 
by the federal “materiality” standard  
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What’s Materiality?  Materiality ... 

IS IS NOT 
“substantial likelihood that a 
reasonable investor would 
consider [the fact] important in 
deciding how to vote.” TSC Indus., 
Inc. v. Northway, Inc., 426 U.S. 438, 445. 

“not every document reviewed by the board 
is material.  Otherwise every book that's 
given to the board and every presentation 
made to the board would have to be part of 
the proxy…That certainly is not the law.” 
Wayne Cnty. Emps.' Ret. Syst. V. Corti, 954 A.2d 319, 332 
(Del. Ch. 2008). 

an omission where there is “a 
substantial likelihood that the 
disclosure of the omitted fact 
would have been viewed by the 
reasonable investor as having 
significantly altered the 'total 
mix' of information made 
available.” Id. at 449. 

 …simply adding more disclosure. Courts 
should not impose new disclosure 
requirements absent "persuasive authority or 
argument why [a court] should expand 
Delaware disclosure requirements beyond 
those presently mandated by Federal law." 
Skeen v. Jo-Ann Stores, Inc., 1999 Del. Ch. LEXIS 193, at 
*22 (Del. Ch. Sept. 27, 1999), aff'd, 750 A.2d 1170 (Del. 
Ch. 2000) 
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Commonly Alleged “Omissions” 

• Failure to disclose a fair summary of compensation consultant advice, counsel, 
and analyses; 

• Failure to disclose the number of shares currently available for future issuance 
under the current stock plan; 

• Failure to disclose why implementing the stock plan proposal would be in the 
best interests of the shareholders; 

• Failure to disclose how the company determined the number of additional 
shares requested to be authorized; 

• Failure to disclose the potential equity value and/or cost of the issuance of the 
additional authorized shares; 

• Failure to disclose the dilutive impact that issuing additional shares may have 
on existing shareholders; 
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Commonly Alleged “Omissions” (cont.) 

• Failure to disclose projected stock grants or any other projections considered by 
the company 

 
• Failure to disclose the specific criteria used by the company in determining to 

implement the proposal 
 
• Failure to disclose how any projected stock grants would affect the company’s 

capital structure 
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Judicial Response to Stock Plan Disclosure Claims 

• Courts have generally focused on the lack of materiality of the requested 
information in rejecting plaintiff’s claims 

 
– “Omitted facts are not material simply because they might be helpful…the failure on 

part of the plaintiffs to demonstrate the materiality of the information sought undercuts 
the required showing of irreparable injury necessary to obtain interim injunctive relief.” 

 
• Morrison v. The Hain Celestial Group, Inc., New York Supreme Court, Nassau County 
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The Preliminary Injunction (PI) Motion 

• Plaintiffs’ primary source of leverage is the threat that they will be able to obtain 
a preliminary injunction to block the annual meeting vote until further disclosure 
is made. 

 
– BUT: Unlike a merger, which is virtually impossible to unwind, a vote to increase the 

number of shares available for issuance under a stock plan can be re-taken later if it is 
finally determined that the stockholders lacked any material information 
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When have PI motions been denied? 

Short Answer:  Almost every time they have been contested 
 

• Mancuso v. The Clorox Co., et al. (Superior Ct. of California, Alameda Co. 
Nov. 2012): The Court distinguished Delaware merger case law with respect to 
both materiality and irreparable harm.   
 

• Wenz v. Globecomm Systems, Inc. (NY Sup. Ct. 2012): Distinguishing 
Delaware merger case law, Court noted that “the most critical factor militating 
against the granting of preliminary injunctive relief includes the notion that the 
movant can be fully recompensed by a monetary award or other adequate 
remedy at law.” 
 

• Morrison v. The Hain Celestial Group Inc., et al. (NY Sup. Ct., Nassau Co. 
Nov. 2012): Court states that “significantly, the plaintiffs failed to meet their 
burden of showing that the information sought to be disclosed is material.” 
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Motions Denied (con’t) 

• Phillips, et al., v. La-Z-Boy (Mich. Cir. Ct., Jackson Co., 2013) 
• Greenlight Capital, L.P., et al. v. Apple, Inc. (SDNY) (Feb. 2013): Two 

aspects to the decision:  (a) the much-publicized “unbundling” ruling; 
and (b) the denial of plaintiff’s motion for a PI pursuant to Section 14(a) 
and Dodd Frank based on the SOP proposal. 
– Court denied PI on the SOP proposal, noting the advisory nature of the vote and 

stating that nothing in the SEC rules required Apple to be more specific in its 
disclosures. 

• Rice v. Ultratech, Inc., et al. (Superior Ct. of California, Santa Clara Co. Feb. 
2013): Court denied PI. 

• Gordon v. Symantec Corp. (Superior Ct. of California, Santa Clara Co.): 
(No written opinion). 

• Noble v. AAR Corp. (N.D. Illinois) (No written opinion). 
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When have PI motions been granted? 

• Short Answer:  Rarely 
• In Knee v. Brocade Communications Systems (April 2012), the Superior 

Court of California, Santa Clara County, concluded that analyses and 
projections of future stock grants and planned share repurchases, and their 
dilutive impact, which had served as basis for the Board’s decision to seek 
shareholder approval for issuance of 35 million additional shares, were material 
and should have been disclosed. 
– Relies on Delaware merger cases for this proposition and irreparable harm 

– The Brocade court was one of the first to ever consider this sort of disclosure claim 
and mistakenly concluded that disclosure requirements in connection with merger 
transactions somehow extend to projections of future stock grants in the executive 
compensation context.  That premise has since been roundly rejected. 

 



© 2014 Winston & Strawn LLP 68 

When have PI motions been granted? (con’t) 

• In St. Louis Police Ret. Sys. v. Severson, et al. (Abaxis) (Oct. 2012), the 
Northern District of California held that the proxy statement did not “accurately 
depict the purposes or effects of the proposed amendment to the 2005 Plan” 
and that the threat of an uninformed stockholder vote constituted irreparable 
harm.  
 
– Company had admittedly issued shares in violation of its stock plan and faced delisting 

unless this was corrected; disclosed on an 8-K, but never mentioned in the proxy 
seeking shareholder approval of the ensuing proposed amendment to the plan. 
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Case Dismissed!  

– Mancuso v. Clorox Co., No. RG12-65165, at 7 (Cal. Super. Ct. Alameda 
Cnty. Aug. 21, 2013). 
• “The Proxy contains a wealth of information….  Additional information is available in the 

Company’s other SEC filings and those of its peers.  What Plaintiff has done is simply discovered 
what additional information was presented to the [compensation committee] and not included or 
summarized completely in the Proxy and then described why such information would be ‘helpful.’  
Were this court to find on this record that material information was withheld, it would be a license 
to file suit where anything was withheld, for any information can always be labeled as potentially 
‘helpful.’ 

 
– Morrison v. Hain Celestial Group, Inc., Index No. 602074/12, at 5-6 (N.Y. 

Sup. Ct. Nassau Cnty. July 2, 2013). 
• Granting motion to dismiss on grounds that there was no duty to disclose dilution and other 

analyses regarding stock incentive plan 
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Case Dismissed! (con’t) 

• Gordon v. Symantec Corp., No. 1-12-CV-231541, at 7 (Cal. Super. Ct. Santa 
Clara Cnty. Mar. 4, 2013).  

• Dismissing complaint and holding that “burn rate” and “overhang” analyses were not material 

• Plaintiffs must bear the burden of showing how the allegedly missing information “would have 
been viewed as significantly altering the total mix of information already made available” to 
shareholders.  Furthermore, the court referred to information requested by the plaintiffs as 
nothing more than “minute details.” 

• Wenz v. Globecomm Sys. Inc., 2012 WL 5832319, at *4 (N.Y. Sup. Ct. Suffolk 
Cnty. Nov. 14, 2012)  
– Plaintiffs failed to show that allegedly omitted information regarding stock incentive 

plan would have altered “total mix” of information. 

 
• Phillips v. La-Z-Boy, No. 13-0034877CZ (MI Cir. Ct., Jackson Co., Dec. 3, 

2013).  
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How Much in Tribute? 

• SEC filings indicate that in Brocade, after the PI was issued, the 
Company agreed to make additional disclosures as well as pay 
$625,000 in attorneys’ fees   

 
– Obviously, the company was over a barrel at that point, so this is not 

indicative of the “going rate” for a settlement before taking an adverse 
decision, when plaintiffs face a 70-80% risk of losing. 
 

• The trend seems to be so-called “disclosure only” settlements, i.e., 
defendants pay attorneys’ fees; all the shareholders get is additional 
(non-material) disclosure.   
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The Next Frontier 

• So, what’s next? 
• As mentioned, this segment of the plaintiffs’ bar is Darwinism in action:  Adapt 

and Survive. 
• Now that their class action lawsuits are not only failing to secure injunctions, but 

are being dismissed in droves, plaintiffs’ counsel appear to be returning to the 
vehicle of derivative suits challenging board approval of executive comp 
awards. 
– The difference this time is that the basis for the claim is not, as it was in a previous 

wave of such lawsuits, that the award is at odds with a failed “Say on Pay” advisory 
vote, but that it violated the Company’s stock plan itself 
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Other Recent Trends & Developments 

• FDIC Litigation Against Directors of Failed Financial Institutions 
– Through Sept. 2013, at least 32 FDIC D&O lawsuits filed 
– Rate of filings in Q2 and Q3 ‘13 exceeded any equivalent period in prior 3 

years 
• Final year-end numbers could double total filings for 2012 

• Expiry of 3-year statute of limitations/tolling agreements a driver 

– Outside directors have been sued in 75% of cases 
• Claims of gross negligence, negligence and breach of fiduciary duty 

– Average damages claimed: $53MM 
– 41% of directors and officers of financial institutions that failed in ‘09 have 

been sued or settled  
• 25% of directors and officers of institutions that failed in ‘10.* 

• Other 
________________ 

*Cornerstone 
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Scott DeVries: Getting The Most Out Of Directors and 
Officers Coverage 
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Overview of Coverage Issues   

• What does Directors and Officers Insurance cover? 
• How much coverage is enough? 
• Is dedicated coverage available just for the directors and 

officers? 
• When does the insurance policy start paying? 
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Scope of Coverage 
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What is Insured?  

• “Loss” arising out of a “claim” made against the insured based on any “wrongful 
act” by an insured officer or director acting in their respective capacities. 
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Who is Insured? 

• Individual Directors and Officers - Side A 
– May cover shareholder derivative suits for breach of fiduciary duty (e.g., wasting 

corporate assets, usurping corporate opportunity). 

– Only applicable if corporate entity unable to indemnify (by insolvency or operation of 
law such as shareholder derivative action). 

– Additional Side A coverage can be purchased: Side A “DIC” coverage. 

• Corporation for reimbursement of indemnity paid on behalf of officers and 
directors - Side B 
– Insures corporate indemnification obligation for directors and officers. 

– Not cover claims against company. 

• Entity Coverage - Side C  
– Created because courts had required insurer to bear full expense where claims made 

against individuals and corporate entity.   

– Covers joint liability of individuals and corporation for securities claims. 

– Potential issues if corporate insolvency (assets of the estate?) or limits unavailable to 
cover all obligations (can be avoided with priority of payments endorsement).  
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Amount of Coverage and Retentions  

• Appropriate amount of coverage varies by company. Broker will benchmark 
• Premiums tend to decrease as layer of coverage being purchased increases. In 

other words the first $5 million in coverage is more expensive than for $5 million 
excess of $10 million 

• Additional Side A Coverage may be desirable 
• Typically no retention for claims against individuals 
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“Loss” arising out of “claim” based on “wrongful act” by 
insured officer or director 
• Defined to include damages, judgments, settlements, and defense costs. 

– Insurers may argue that disgorgement is not a covered “loss.” See Ryerson Inc. v. 
Federal Ins. Co., 676 F.3d 610, 612-13 (7th Cir. 2012); Bank of the West v. Superior 
Ct., 2 Cal. 4th 1254 (1992). 
• Policyholder response:  Not seeking restitution or value at time of purchase, or amounts that 

insured wrongfully acquired from plaintiff; instead, seeking damages in form of difference 
between value at time purchased and time of trial. See J.P. Morgan Securities Inc. v. Vigilant  Ins. 
Co., 21 N.Y.3d 324, 336 (2013) (coverage not barred where “the disgorgement payment was (at 
least in large part) linked to gains that went to others”).  

– Typically exempts civil or criminal fines or penalties. 
• But some policies permit recovery in some states where, for example, punitives are triggered by 

finding of gross negligence.  
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“Loss” arising out of “claim” based on “wrongful act” by 
insured officer or director 
• Definition may include any/all of the following:  

– written demand for monetary or non-monetary relief  

– “civil, criminal, administrative, regulatory or arbitration proceeding for monetary or non-
monetary relief” 

– regulatory investigations against individual insureds 
• May be important if claim by SEC, Justice, NASD, IRS, etc.  

– Nature of proceeding may affect availability of coverage.  For example, what if board is 
asked to investigate?  What if individuals are fact witnesses?  Is a document subpoena 
enough  to trigger coverage? 
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“Loss” arising out of “claim” based on “wrongful act” by 
insured officer or director 
• “Wrongful act” frequently defined as ”any actual or alleged error, misstatement, 

misleading statement, act, omission, neglect or breach of duty” committed or 
attempted in capacity as a director or officer.  
– Insurer might argue that allegations involve individual acting to advance interest as a 

shareholder, or that not acting in capacity of D/O of insured entity (e.g., acting in 
capacity of more junior employee, or in capacity of D/O of uninsured entity.)  But see 
Raychem Corp. v. Federal Ins. Co., 853 F.Supp. 1170, 1184 (N.D. Cal. 1994) 
(definition of wrongful act not limited to misleading statements made "solely" in the 
capacity as D/O). 

• Some recent policies use term “negligence.”  Issue whether only modifies “acts 
and omissions” or entire provision. Forest Meadows Owners Ass’n v. State 
Farm Gen. Ins. Co., 2012 WL 1205204, at *6 (E.D. Cal. Apr. 11, 2012) (finding 
latter). One court applied this language to bar coverage for intentional options 
backdating. Oak Park Calabasas Condominium Ass’n v. State Farm, 137 
Cal.App.4th 557, 563-564 (2006).  Even then, may be differential application to 
officer who allegedly acted intentionally, and to board which allegedly violated 
standard of care. 
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Claims Made Against Insured During Policy Period 

• Policy requires “claim” made against insured during policy period. 
• "Wrongful act" must occur after “retroactive date” specified in policy. 
• Issues: 

– Does it apply to particular claims or to facts/circumstances, whether or not subject of 
this particular claim.  Broad language may be enforced to encompass both. See ,e.g., 
ML Direct, Inc. v. TIG Specialty Ins. Co., 79 Cal.App.4th 137, 142-6 (2000). 

– What is the applicable “incident” 

• All related later claims covered under initial policy period —viz., coverage under 
multiple policies typically not available where claims involve related wrongful 
acts.  

• Also can give notice of potential claim (a “cicumstance”0 which locks in 
coverage under that policy if claim later arises.   
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Submission of Claim to Insurer (“Notice”) 

• Some policies provide firm time period (e.g., 15 days) for providing notice after 
receipt of claim.  Some courts strictly enforce; others apply prejudice standard.  

• In absence of firm time period, Insured should promptly report claim to insurer.   
• Notice should be provided during policy period or, where permitted by policy, 

within specified time thereafter. Courts will strictly construe. 
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Exclusions 
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Personal Profit Exclusion 

• Typically exclude coverage for claims of “gaining of any profit or 
advantage to which the insured was not legally entitled.” TIG Specialty 
Ins. Co. v. PinkMonkey.com, Inc., 375 F.3d 365, 371 (5th Cir. 2004).   
– Not render coverage illusory as may cover other claims against Ds and Os as well as 

the company (in theory).   

– There, because of policy wording, improper conduct by any insured defeated coverage 
for all.  

• Key issue may be whether exclusion requires “final adjudication” or 
“wrongdoing in fact.”  
– “Final adjudication” requires judicial determination. 

– “Wrongdoing in fact” can be something short of this. See, e.g., Nicholls v. Zurich 
American Ins. Group, 244 F.Supp.2d 1144, 1160 (D. Colo. 2003)  where court weighed 
evidence.   Insurers may argue that any allegation suffices. Wintermute v. Kansas 
Bankers Sur. Co., 630 F.3d 1063, 1071-2 (8th Cir. 2011) (noting split of authority). 

– Some policies contain compromise language (e.g., nolo claim) 

• Insurers also argue that return of these benefits constitutes disgorgement 
which is uninsurable as matter of law. 
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Fraud/Dishonesty Exclusion 

• Typical policy language provides: “arising out of, based upon, or 
attributable to the committing . . . of any deliberate criminal or deliberately 
fraudulent act by the insured.”   

• Some policies extend to monies paid without requisite approvals. 
• Barred coverage in Serio v. National Union Fire Ins. Co., 795 N.Y.S.2d 529, 

530 (N.Y.App.Div. 2005); Unencumbered Assets, Trust v. Great Am. Ins. 
Co., 817 F.Supp.2d 1014, 1032-34 (S.D. Ohio 2011).  

• Key issue may be whether exclusion requires final adjudication or 
“wrongdoing in fact.” Nat'l Bank of Cal. v. Progressive Cas. Ins. Co., 938 
F.Supp.2d 919, 932 (C.D. Cal. 2013). If former, settlement at any time 
before final appellate determinator may preserve coverage. 
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Insured v. Insured Exclusion 

• Most policies exclude coverage for claims asserted by insureds against other 
insureds, including claims brought by or against the company. 

• Insurers may argue that excludes coverage where companies sue 
officers/directors for recovery of profits. 

• Exceptions to insured v. insured exclusion typically made for derivative actions. 
• Wording is critical—Does it bar claims brought “on behalf of” insured as well as 

claims “brought by” insured?  
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Misrepresentation and Recission 

• What is the application?  Just the present one or prior ones too?  SEC 
application? Submissions to regulators? Financial statements?   
– Some courts hold misstatements concerning financial condition are material as a 

matter of law. Shapiro v. American Home Assurance Co., 584 F. Supp. 1245, 1249 (D. 
Mass. 1984); Unencumbered Assets, supra at 1025. 

– Others hold policy language controls. National Union Fire Ins. Co. v. Continental  
Illinois Corp., 658 F. Supp. 775, 779 (N.D. Ill. 1987).    

• States vary on whether misstatements must be intentional.  Some specify in 
statutes like Cal. Ins. Code §359.  Others in cases: Illinois requires 
knowing/intentional false statement (National Union v. Continental Illinois Corp, 
supra at 778, 779) while California does not (Superior Dispatch, Inc. v. 
Insurance Corp. of New York, 181 Cal.App.4th 175, 191 (2010)). 
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Misrepresentation and Recission (cont’d) 

• Materiality - “whether the information would have caused the underwriter to 
reject the application, charge a higher premium, or amend the policy terms.”  A 
subjective test.  See e.g., West Coast Life Ins., Mitchell v. United National Ins. 
Co., and Superior Dispatch, Inc. v. Ins.Corp. of New York, supra. 
– After submitting application, best practice is to ask insurer in writing to advise in writing 

whether it needs any additional information. 

• Duty to defend continues until determination that insurer has right to rescind.  
See, e.g., In re WorldCom,  Inc. Securities Litigation, 354 F.Supp.2d 455, 465 
(S.D.N.Y. 2005); Federal Ins. Co. v. Kozlowski, 792 N.Y.S.2d 397, 402 
(N.Y.App.Div. 2005); Continental Cas. Co. v. Marshall Granger & Co., LLP, 921 
F.Supp.2d 111, 130 n. 22 (S.D.N.Y. 2013). 
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Severability 

• Does wrongdoing by one director/officer affect coverage for others? 
• Depends on whether policy contains “severability” provision and if so, scope of 

provision. 
– Full severability - Separate application for each individual 

– Limited severability – Knowledge of the signer or of specified executive is imputed to 
all. 

• Where severability provision present, wrongdoing of one not affect coverage for 
others.  Wedtech Corp. v. Federal Ins. Co., 740 F. Supp. 214, 218 (S.D.N.Y. 
1990). 

• But where no severability provision, can bar coverage for all.  TIG, supra at 371; 
Continental Cas. Co. v. Marshall Granger & Co., LLP, 921 F.Supp.2d 111, 121-
22 (S.D.N.Y. 2013). 
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Allocation 

• Insurer may seek to limit coverage by seeking apportionment between covered 
loss and non-covered loss– as when individuals are covered but the entity is 
not, or as between covered and non-covered claims. 

• Policy often ambiguous as to how allocation should be made and policyholders 
can often negotiate a better percentage share. 
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Personal Undertakings 

• Insurer may request “undertaking” as condition for providing defense--only 
provide defense if director/officer agrees to reimburse if no coverage. 

• Questions: 
– Should there be any undertaking? 

– Who should provide the undertaking—the individual or the corporate entity?  
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Questions? 
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Thank You 
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