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Implications of Section 11 Claims on
Directors and Officers Insurance
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Newly public companies can miss earnings estimates or
announce bad news shortly after going public. If the resulting
stock drop is significant, a shareholder class action alleging
violation of Section 11 of the Securities Act of 1933 for
misstatements in a registration statement may be filed.
Section 11 claims are currently being tested in the United
States Supreme Courtin Cyan, Inc., et al. v. Beaver County
Employees Retirement Fund, et al. Understanding the

risks —and how Section 11 claims will be litigated in state
and federal courts — can help organizations ensure that
they are adequately protected.

Uniform Standards Act of 1998 — state
courts have concurrent subject-matter
jurisdiction over class actions alleging
solely violations of the Securities Act
of 1933. Thisis a particularly critical
issue for California-based companies
where in recent years there has been
adramatic increase in the number of

Under Section 11, there is strict
liability for issuers for misstatements
and omissions in their registration
statements. Asaresult, directors

and officers who sign the registration
statements can face significant risks.
Atissue in the Cyan case is whether —
pursuant to the Securities Litigation

'For example, approximately five Section 11 suits were filed in California state courtin 2014.
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Section 11 cases filed in state courts.
In 2016, shareholder plaintiffs filed
approximately eighteen Section

11 suits in California state court, a
significant jump over previous years.!

The concurrent jurisdiction issue in
Cyan is being closely watched by the
directors and officers (D&Q) insurance
industry for several reasons. First,
allowing a Section 11 case to proceed
in state court is a cause for concern

for the defendants’ insurers because,
with typically lower dismissal rates,
state courts are generally considered
to be more plaintiff-friendly. A motion
to dismiss is unlikely to be granted in
such instances, meaning that the cases
will almost automatically proceed to
discovery, which is often the most
expensive part of securities litigation.
Federal courts, on the other hand, are
considered to have more experience in
adjudicating securities cases and have
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specific procedures in place to curtail
perceived plaintiff abuses.

Second, in addition to the protections
of the Federal Rules of Civil Procedure,
there is a more robust body of case
law in federal court than in most state
courts. If Section 11 cases are allowed
to proceed in state court, thereis a
concern that the cases will take longer
to defend and the outcome will be less
favorable to the defendants. This may
lead to higher defense costs and the
potential for a costly adverse judgment
or higher value settlement.

Understanding Section 11 risks can
help ensure that organizations are
adequately protected under their D&O
policy. For example, dismissal rates in
California state court are low. California
state courts have more lenient pleading
standards and permissive procedures
than federal courts. Moreover, unlike
other claims, plaintiffs in Section 11
cases do not have to show intent. The
lower standard of liability for Section

11 claims, coupled with low dismissal
rates for California state court cases,
can make the process of placing D&O
coverage especially important for a
company about to undertake an initial
public offering.

While the issue of whether Section

11 cases can be heard in state court
continues to be unsettled, it is critical
that companies considering an offering
ensure that they purchase sufficient
D&O insurance limits to protect the
company and its directors and officers.
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This document and any recommendations, analysis, or advice provided by Marsh (collectively, the “Marsh Analysis”)
are notintended to be taken as advice regarding any individual situation and should not be relied upon as such. The
information contained herein is based on sources we believe reliable, but we make no representation or warranty as
toits accuracy. Marsh shall have no obligation to update the Marsh Analysis and shall have no liability to you or any
other party arising out of this publication or any matter contained herein. Any statements concerning actuarial, tax,
accounting, or legal matters are based solely on our experience as insurance brokers and risk consultants and are not
to be relied upon as actuarial, tax, accounting, or legal advice, for which you should consult your own professional
advisors. Any modeling, analytics, or projections are subject to inherent uncertainty, and the Marsh Analysis could
be materially affected if any underlying assumptions, conditions, information, or factors are inaccurate or incomplete
or should change. Marsh makes no representation or warranty concerning the application of policy wording or the
financial condition or solvency of insurers or reinsurers. Marsh makes no assurances regarding the availability, cost, or
terms of insurance coverage. Although Marsh may provide advice and recommendations, all decisions regarding the
amount, type or terms of coverage are the ultimate responsibility of the insurance purchaser, who must decide on the
specific coverage that is appropriate to its particular circumstances and financial position.
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