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ecent trends in securities class

actions and derivative litigation

demonstrate that corporate coun-
sel should take additional care to edu-
cate and advise board members and
management about the risks in those
cases and how to protect themselves
from liability. While the number of filed
securities class actions has decreased, the
average cost of settling an action has
doubled since the beginning of 2006. In
addition, there have been a number of
cases where portions of the settlement
payments ate being made by directors
personally. Settlements in derivative
actions, which traditionally required
reforming corporate procedures and pay-
ing attorney fees, have, in recent cases,
included substantial payments, some of
which are being made by directors.

These trends suggest that corporate

lawyers need to advise directors and offi-
cers accordingly Lawyers should advise
their board and management to take
proactive steps such as staying informed
about the trends and developments in
those types of cases. They also shouid
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carefully monitor their corporation’s
compliance programs. Counsel also
should keep directors and officers
(D&O) aware of their company’s indem-
nification agreements and D&O insur-
ance coverage. If litigation does arise,
the question of whether directors and
officers need separate counsel should be
fully discussed.

Fewer Securities Class Actions . . .

As widely reported in the press, the
namber of securities class actions filed
in 2006 declined from prior years.
Many attribute this decrease to amend-
ments to the federal securities laws. For
example, the Private Litigation Securi-
ties Reform Act of 1995 significantly
increased the pieading standards in fed-
eral class actions for plaintiffs, while the
Securities Litigation Uniform Standards
Act of 1998 prevented an “end run”
around those standards to state couri.

. . . with Increased Settlement Costs

While the number of cases has
declined in recent years, the cost of set-
tlements has increased. For example, in
2006 there were, for the first time, five
class actions that were settled for more
than $1 billion each. That trend seems
to be continuing. For example, in May
2007, Tyco International, Ltd., reached
a $3 billion settlement with its share-
holders after lengthy mediation, The
lawyers for Tyco described it as the
largest class action settlement ever
reached with a single corporation.

A national consulting firm, Corner-
stone Research, recently released a
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study that revealed that the average
amount of a settlement also has
increased. For example, even when the
$5 billion cases are set aside, the aver-
age settlement of a securities class
action reached an all-time high of $45
million in 2006—more than twice the
2005 average,

Directors Paying for Settlements
Although class action settlements
have traditionally been paid by the cor-

poration and the D&O insurance car-
tier, there have been several recent
settlements in which outside directors
have personally paid a portion of the
settlement. According to an article pub-
lished by the Stanford Law Review, there
have been 13 cases in the last 25 years
in which directors have made out-of-
pocket settlements to resolve securities
class actions. Nine of those cases have
been resolved since 2000.

Some have argued that these are
exceptional cases and should not be of
concern. Nonetheless, the gverage pay-
ment of each director in the World-
com case (12 directors paying a total
of $24.75 million) and the Enron case
(10 directors contributing $13 mil-
lion) is well over $1 million. An
equally eye-opening statistic from the
Worldcom case is that, because the
D&O carriers’ settlement contribution
was only $36 million, the directors
personally funded over 40 percent of
the settlements in that case. If there is
anything to be taken away [rom those
cases, it is the unmistakable point that
counsel needs to keep his or her board
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aware that the cost of setlement in
securities class actions is increasing and
the personal cost to directors may
increase as well.

An Increase in Derivative Actions . . .
Cerporate counsel needs te follow
the trends in recent derivative actions as
well. Traditionally, the filing of a deriva-
tive action {a suit by a shareholder in the
narne of the company against directors
and officers, typically charging a breach
of fiduciary duty) infrequently followed
the filing of a securities class action. In

2006, however, Cornerstone Research
found that approximately 45 percent of
the securities class actions had a “tag
along” derivative suit, a significant
change from prior years.

. . . with Increased Settlement Costs
Settlement trends in derivative suits

also are changing, In the past, those
cases frequently settled for a reform of
corporate governance procedures and a
payment of attorney fees. Recently, how-
ever, the settlement pattern has been
changing, as reflected in the following
examiples:

& In February 2006, HealthSouth
Corporation settled class actions and

derivative itigation in Alabama for $445
million. To settle the claims against the
company and its former directors and
officers, HealthSouth agreed to con-
tribute stock and warrants valued at
$215 million, while the insurance carri-
ers for the company agreed to pay $230
million in cash,

¢ In January 2006, Tenet Health-
care Corporation settled class actions
and derivative litigation in California by
agreeing to pay $215 million in cash,
The company announced that the insur-
ance carriers would contribute approxi-
mately $75 million toward the
settlements—approximately $140 mil-
lion was paid by the company.

s In May 2004, i2 Technologies,
Inc., agreed to pay $84.85 million to set-
tle class actions and derivative litigation
in Texas.

The companies and the insurance
carriers are not the only ones paying for
the higher settlement costs. For exam-
ple, in April 2007, five former outside
directors of Just for Feet paid a total of
$41.5 million to settle a bankruptcy
trustee’ state court breach of fiduciary
duty suit. Just for Feet had previously
declared bankruptcy and then settled a
securities class action lawsuit (alleging
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“We're requesting a delay so my client can appear on lots of talk shows.”
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accounting fraud) for $24.5 mitlion. In
2001, the bankruptey trustee for the
compary {iled a claim in Alabama state
court against the outside directors and
the company’s cutside auditor, alleging
conflicts of interest, misrepresentations,
breach of fiduciary duty, and bad faith.
Due to the prior class action settle-
ment, only $100,000 rernained avail-
able from the company’s insurance,
and, as a result, the former outside
directors could not draw on the insur-
ance when they agreed to the $41.5
million settlement.

Executives in other companies have
made individual contributions to settle-
ments, too. For example, when Oracle
Corporation settled a derivative action
in California in November 2005, its
founder, Larry Ellison, agreed to make
payment of $100 million to a charity In
the Tenet Healthcare litigation described
above, two former executives paid a
total of $1.5 million, while a total of
$1.25 million was paid by individual
defendants to settle litigation involving
Weststar Energy, Inc., in April 2005.

Steps for Corporate Counsel

What should corporate counsel do
to help his or her beard and manage-
ment avoid these sorts of problems? No
checklist is foolproof, but you should
constder taking the following steps.

1. Stay abreast of developments in
class actions and derivative cases.
Look at it this way—the lawyers for
plaintiffs are watching the trends and
may assert the latest theory, argument,
or strategy against your company. The
developments described above—par-
ticularly the increasing costs of settle-
ments and the fact that directors and
officers have paid portions of the
settlements—may be used as a bench-
mark in the next case.

The legal developments are also
important—Supreme Court cases such
as Stoneridge Investment v. Scientific-
Atlanta, Inc. (scheduled to be heard and
decided in the next Supreme Court
term) may have a significant impact on
who can be sued for securities fraud.
On a practical level, the case will pro-
vide guidance in situations such as
where a third-party vendor engages in a
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business transaction with a public com-
pany that was structured by that com-
pany to facilitate a financial fraud.

2. Remind your board to monitor
the company’s compliance programs.
Every company should have an existing
compliance program—creating an
awareness of commitment and stan-
dards, developing a risk assessment
process, maintaining a monitoring pro-
gram for misconduct, implementing a
reporting systern, and enforcing stan-
dards of conduct. You should discuss
with your board whether te adopt writ-
ten standards establishing the company’s
expectation that management and
employees alike will act in accordance
with laws, regulations, and applicable
company policies. While maintaining a
culture that promotes prevention, detec-
tion, and the swift resolution of poten-
tial violations of law or company policy
does not prevent securities fraud claims,
it can prevent potential problems and,
when difficulties occur, aid in reaching a
speedy resolution. In short, watchful
vigilance is required.

3. Review your indemnification
agreements to assure proper coverage.
As New York District Court Judge
Kaplan explained in the KPMG tax-shel-
ter case, indemnification is a necessary
part of corporate existence. Indeed, in
his July 2007 decision, Judge Kaplan
described how the government used
the threat of prosecution against KPMG
to strip individuals of their right to
counsel:

The government threatened to
indict, and thus to destray, the giant
accounting firm, KPMG LLP
(*KPMG™). It coerced KPMG to limit
and then cut off its payment of the
legal fees of KPMG employees.
KPMG avoided indicement by yield-
ing to government pressures. Many
of its personnel did not. They now
await trial, four of them deprived of
counse! of their choice and most of
the others unable to afford the
defenses that they would have pre-
sented absent the governments
interference.

The prosecutors denied the alleged
conduct, but the court found otherwise;
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Having heard testimony from
KPMGS5 general counsel, some of its
outside lawyers, and government
prosecutors, the Court concludes
that the KPMG Delendanls are
right. KPMG refused to pay because
the government heid the proverbial
gun to its head. Had that pressure
not been brought to bear, KPMG
would have paid these defendants’
legal expenses.

Those who comumit crimes regard-
less of whether they wear white or
blue collars must be brought to jus-
tice. The government, however, has
let its zeal get in the way of its judg-
ment. [t has violated the Constitu-
tion it is sworn to defend.

While much of the media attention
has focused on the judges sharp criti-
cism of the government, a valuable les-

payments since 2000:

Bernard Black, Brian Cheffins, and Michael Klausner, Outside Director Liability,
58 Stan. L. Rev. 1055 (2006).

son for corporate counsel to take
away from the case is the importance
of the indemnification rights for
directors and officers. Many outside
directors would not consider taking
such a position without that protec-
tion described by Judge Kaplan.
Thus, while every company has
indemnification and insurance, key
questions that counsel will need to be
prepared to discuss with directors
and executives include: What is cov-
ered? What is not? Who will pay the
defense costs?

4. Carefully consider the com-
pany’s D&Q insurance. As corporate
counsel, you need to help the boaxd
fully understand the type of D&O
coverage that exists. For example, it is
important to determine if the cover-
age is tong-term (locking your com-
pany into a price) or short-term. You
also need to know what will happen if

, 10 of them have resulted

twelve outside directors paid $24.75 million to settle 35 separate class
actions regarding Worldcom, Inc., in 2005;

a group of directors and officers of Fuqua Industries paid a portion of
$7 million in 2005;

a settlement in 2005 involving Lone Star Steakhouse resulted in a
$54,000 payment, plus options repricing;

ten outside directors contributed $13 million to a $168 million
settlement to settle a series of class actions against Enron, Inc., in 2004,

a group of 11 Enron directors contributed $1.5 million to settle a suit
based on ERISA issues in 2003;

directors and officers from Independent Energy Holdings paid a portion
of a $2 million settlement in 2003;

a payment of $22.5 million was made by one outside director to resolve
SEC and criminal enforcement actions against Tyco in 2002;

several outside directors paid a total of $300,000 to $400,000 to settle a
case in the last few years (the information was provided to the authors
on a no-names basis);

a group of outside directors contributed something in the low millions
around the year 2000 in a case that the authors said was provided on a
confidential basis; and

a group of directors paid approximately $50,000 in a third confidential
case around the year 2000.
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the companys risk profile changes—wiil
your insurer accommodate that risk?

The amount of coverage is obviously
important, especially if the trend of
increasing settlement costs continues. As
discussed above, the five outside direc-
tors of Just for Feet learned the impor-
tance of that issue the hard way when
they paid $41.5 million to settle a breach
of fiduciary duty claim against them
after discovering the company’s settle-
ment of a class action had exhausted all
but $100,00¢ of the company’s insur-
ance Coverage.

1t is also important to understand
who controls the process—the carrier
or the insured—and other related
questions. Who handles the claims
process? What if there is a dispute
betweer: company and carrier? What
happens during settlements—does the
policy give the insurance company
leverage to force a settlement by cap-
ping coverage if the company (or direc-
tor or officer} does not agree to a
settlement?

Another specific element of cover-
age to be reviewed is the question of
severability. For example, if the insur-
ance company seeks to rescind a policy
because someone failed to disclose
material facts, who loses coverage: the
company, the individual responsible
for the nondisclosure, or everyone?
Similarly, many polictes have a
crime/fraud exception. To what type of
conduct would exception apply? When
can the insurer deny coverage—is it
before the resolution of the case? Does
the policy cover punitive damages?

Remember, insurance, like indemni-
fication agreements, is there to protect
the directors and officers. As counsel,
you need to make sure they fully under-
stand the extent of that protection.

5. Consider whether directors and
officers need separate counsel. An
internal investigation (or a government
action) may be a precursor to a private
action—the class acticn bar is watch-
ing not only the trends, but the cases,
too. In many situations, a director or
executive will believe the company’s
lawyers also are representing them
individually as well. You, as corporate
counsel, should identify those situa-
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tions when the individual should
retain his or her own counsel.

For example, when lawyers hired by
the audit committee conducting an inter-
nal investigation <all a board member or
officer and say, “We just have a few ques-
tions . . .,” those individuals need o
know that the lawyers represent the
audit committee and do not represent
them individually. You also should advise
them that what they say to those lawyers
may not be privileged. When those
lawyers communicate with the govern-
ment or a regulator, they will act in the
companys interest, which may not be in
the best interest of individual directors or
executives. Moreover, the plaintiffs’ bar
will be equally interested in that informa-
tion if any class actions or derivative liti-
gation [ollows those investigations.

If the matter has reached a stage that
the company or the SEC is examining
things very closely, corporate counsel
should make sure that the directors and
officers are fully aware of the need to

have their own coursel and to ask them-
selves: Who is watching out for my
interests? If a board member or officer
does not have his or her own lawyer, the
answer is probably “no orne,” and serious
thought needs to be given to rectifying
that problem. This can be particularly
true in view of the trend toward “deputi-
zation,” under which witnesses in inter-
nal investigations are charged criminally
with obstruction and making false state-
ments during interviews conducted by
private lawyers because they knew the
interview notes would be turned over to
the government.

The trends make it clear that coun-
sel for a publicly traded corporation
should consider these steps in order to
guard against the prospect of litigation.
Moreover, if such litigation does arise,
counsel needs to ensure that not only
is there adequate protection for the
company, but also that directors and
officers are fully advised regarding
their individual issues as well.
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the following cases:

A 2d 125 { Del 1963)

Tvfovmation and Repovtitg Pregyams—

Over time, the courts in Delaware have reviewed the issue of directors’ obliga-
tions, including developing a standard regarding compliance programs, through

¢ In 1963, the Supreme Court of Delaware held that “directors are entitled to
rely on the honesty and integrity of their subordinates until something
occurs to put them on suspicion that sommething is wrong .
for suspicion there is no duty upon the directorsto install and operaté a cor-
porate system of espionage to:ferret out wrongdoing which they have no
Téason o suspect exists.” Graha vy, Allis-Chalnier Manufactunng Co 188

. [Albsent cause

BUSINESS LAW TODAY




