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PERSPECTIVE

Recent decisions provide a roadmap
for securing D&O insurance coverage
for settlements with the SEC

By Jeremy A. Lawrence
and Rebecca L. Sciarrino

have ordered disgorgement as

aremedy in SEC enforcement
proceedings, requiring defendants
to give up any gains attributed to
the defendants’ violation of the se-
curities laws. (See Kokesh v. SEC,
137 S. Ct. 1635, 1640 (2017).

Defendants frequently agree
to disgorgement and other rem-
edies when settling with the SEC
as well. Parties negotiating such
settlements with the SEC should
be mindful of the consequences
for their D&O insurance. While
such settlements typically have not
been viewed as being covered by
D&O insurance, a series of recent
court decisions provide a potential
pathway to coverage for settlements
that involve disgorgement.

In order to obtain coverage for
disgorgement settlements, policy-
holders need to overcome a series
of hurdles. First, the disgorgement
payment might be deemed a “pen-
alty” that is not covered under the
terms of the policy. Second, most
policies prohibit coverage where
the policyholder is found liable for
ill-gotten gains, but many policies
limit this exclusion so that it ap-
plies only where the conduct is
established in a final adjudication
against the insured rather than a
settlement. And third, some juris-
dictions have suggested that dis-
gorgement payments are not in-
surable as a matter of public policy.
A series of recent cases provide
an avenue for navigating each of
these potential lines of argument.

Since the 1970s, district courts

Exclusion for Penalties
One relatively recent hurdle to
securing coverage for settlements

involving disgorgement has been
the argument that such a payment
reflects a “penalty” that is not cov-
ered by D&O insurance. D&O
policies generally cover “loss,”
which is typically defined to ex-
clude “fines or penalties imposed
by law.” (See, e.g., J].P Morgan Sec.
Inc. v. Vigilant Ins. Co., No. 61, —
N.E.3d —, 2021 WL 5492781, at *3
(N.Y. Nov. 23, 2021).

In the Supreme Court’s 2017
decision in Kokesh v. SEC, the
Court decided as a matter of statu-
tory interpretation that disgorge-
ment is a “penalty” for purposes of
the statute of limitations under 28
U.S.C. § 2462. The Court concluded
that disgorgement is a penalty
because it is imposed for violating
public laws, is imposed for purposes
of deterrence, and is not always
compensatory (depending on how
the funds are distributed by the court).
(Kokesh, 137 S. Ct. at 1643-44).

While the Supreme Court de-
cided that disgorgement is a pen-
alty as a matter of certain federal
statutes, it did not address whether
disgorgement is a penalty as a
matter of contract under D&O
policies. This past November, in J.P
Morgan Securities Inc. v. Vigilant
Insurance Company, New York’s
high court addressed that ques-
tion and held that funds disgorged
under a settlement with the SEC
were not a “penalty” within the
meaning of the D&O policy atissue.
In light of that interpretation, the
fact that the insured made a dis-
gorgement payment pursuant to
a settlement with the SEC did not
Morgan Sec. Inc., - N.E.3d -, 2021
WL 5492781, at *3).

That being said, the court did
not hold that disgorgement pay-
ments are necessarily covered per
se. Rather, its reasoning was fact
bound. The court explained that

at the time the D&O policy was
executed, the parties would have
reasonably expected disgorgement
to be a covered loss. The Supreme
Court’s decision in Kokesh was
of limited value in evaluating the
parties’ reasonable expectations
because it was decided two decades
after the parties entered the insur-
ance contract. (Id. at *7). More-
over, Kokesh interpreted a specific
federal statute, whereas the in-
sured’s expectation of coverage
was grounded in New York con-
tract law, which distinguishes pen-
alties from compensatory remedies
and other types of damages that
are based on the harm caused by
the defendants’ wrongdoing. Be-
cause disgorgement has compen-
satory purposes and is measured
with reference to third-party losses
and the defendants’ gains, the
parties would have understood that
disgorgement was not a “penalty”
under state law. (Id. at *4-5). The
court was careful to note that the

parties’ use of the label “disgorge-
ment” to describe the payment was
not dispositive. Rather, the court
was guided by the fact that the dis-
gorgement payment at issue effect-
uated some compensatory aims and
was measured based on the harm
caused by the insured. (Id. at *6).

While the opinion is strong au-
thority that disgorgement is not a
“penalty” as a general matter, the
court’s fact-bound analysis left open
the possibility that certain disgorge-
ment payments may be excluded
from coverage. The decision is
nevertheless a strong precedent
suggesting that a wide variety of
disgorgement settlements might
be covered.

Conduct Exclusions

That being said, typical D&O
policies contain other language
that could be invoked to try to
limit coverage for disgorgement
settlements. In particular, D&O
policies’ “conduct exclusions” typ-
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ically include a provision barring
coverage where the insured has
gained a profit or remuneration to
which the insured was not entitled.

To decide whether such an
exclusion applies in a particular
case, attorneys should evaluate the
policy’s language carefully. D&O
policies typically require that the
prohibited conduct must be es-
tablished by a “final adjudication.”
(USA Gymmnastics v. Liberty Ins.
Underwriters, Inc., 27 F4th 499,
517 (7th Cir. 2022) (citing Larry
Spector, “Insurance Coverage for
Business Tort Claims Alleging In-
tentional Wrongdoing,” 51 Tort
Trial & Ins. Prac. L.]. 91, 95 (2015)).

In arecent high-profile decision
involving Larry Nassar, the doctor
who sexually abused numerous
young woman at Michigan State
University and on the USA Gym-
nastics team, the Seventh Circuit
underscored the importance of
the final adjudication requirement
in connection with USA Gymnas-
tics’ effort to secure coverage for
various lawsuits and investigations
under its D&O policy. Under his
plea agreement with state prose-
cutors, Nassar pled guilty to ten
counts of criminal sexual conduct
while the prosecutors agreed not
to prosecute over 100 other cases
againsthim. (Id.at521) . Theinsurer
denied coverage for subsequent
civil claims on the ground (among
many others) that Nassar’s con-
duct implicated the policy’s “willful
violation of law” exclusion, as the
criminal proceeding had “finally
adjudicated that such conduct in
fact occurred[,]” as required by
the policy. (Id. at 521).

The court rejected the insurer’s
argument for all but the ten spe-
cific counts to which Nassar pled
guilty. (Id. at 530). The court ex-
plained that the final adjudication
provision “is an important and of-
ten bargained-over feature of D&O
policies” and should be “strictly
construed.” (Id. at 517, 525).

Under the prevailing approach
that has been adopted across the
country, “[i]f an underlying claim
is settled, rather than adjudicated,
then the exclusion does not apply.”
Id. at 517 (citing Pendergest-Holt
v. Certain Underwriters at Lloyd’s
of London, 600 F3d 562, 572-73
(5th Cir. 2010)).

Because the vast majority of

Nassar’swrongful conducthad not
been resolved through a final ad-
judication, the insurer could not
rely on its conduct exclusion to
deny coverage. (Id. at 520-22).

The Seventh Circuit’s decision
strongly supports the notion that
a D&O policy’s “final adjudication”
requirement opens the door to
coverage for an insured’s settle-
ments with the SEC. Following
the same principles that drove the
Seventh Circuit’s decision, one
court has concluded that an SEC
administrative order is not a final
adjudication for purposes of a D&O
policy’s illegal profit and fraudu-
lent act exclusions because an
SEC order is not “a judicial deter-
mination regarding the legality of
the conduct” underlying the order.
(Twin City Fire Ins. Co. v. SLRA
Inc., No. 19-CV-06131-JSC, 2020
WL 3035793, at *3 (N.D. Cal. Jun.
5, 2020). And, another court con-
cluded that a consent decree that
neither admitted nor denied liability
was not a final adjudication of the
insured’sdishonestacts. (/. PMorgan
Sec.Inc.v. VigilantIns. Co.,126A.D.3d
76, 83 (N.Y. App. Div. 2015).

That being said, some policies’
exclusions are triggered “by a final
adjudication in the underlying ac-
tion or in a separate action or pro-
ceeding.” Gallup, Inc. v. Greenwich
Ins. Co., CA. No. N14-C-02-136
FWW, 2017 WL 420160, at *5 (Del.
Super. Ct.Jan.30,2017) (quotingthe
insurance policy at issue; italics
added by court).

Courts hold that a coverage ac-
tion qualifies as a “separate action
or proceeding.” (Id.; Twin City
Fire Ins. Co., 2020 WL 3035793,
at *5 (“This declaratory judgment
lawsuit is indisputably a separate
action or proceeding”).

As a result, where the policy in-
cludes this type of language, the
insurer might bring a coverage
suit seeking to determine the law-
fulness of the conduct underlying
the insured’s settlement with the
SEC, causing more costs to the
insured and potentially resulting
in no coverage.

Public Policy

The final potential barrier to cov-
erage involves questions of public
policy. Certain jurisdictions pre-
clude coverage for restitution of
an ill-gotten gain or coverage for

intentional misconduct as a matter
of public policy. (See, e.g., Unified
Western Grocers, Inc. v. Twin City
Fire Ins. Co., 457 F.3d 1106, 1115
(9th Cir. 2006) (applying California
law); Bank of the West v. Super. Ct.,
2 Cal. 4th 1254, 1266 (1992) (hold-
ing that insurable damages do not
include disgorgement under Cali-
fornia’s Unfair Competition Law);
Level 3 Commc’ns, Inc. v. Fed. Ins.
Co., 272 F3d 908, 911 (7th Cir.
2001) (holding that there is no
coverage for remedies that seek
to “deprive the defendant of the
net benefit of the unlawful act”);
but see J.P Morgan Sec. Inc. v.
Vigilant Ins. Co., 992 N.E.2d 1076,
1082 (N.Y. 2013) (holding that
public policy does not necessarily
bar coverage for disgorgement
payments). Those courts reason
that “an insured incurs no loss
... by being compelled to return
property that it had stolen, even if
a more polite word than ‘stolen’ is
used to characterize the claim for
the property’s return.” (Level 3
Commc’ns, Inc., 272 F3d at 911).

Other jurisdictions, however,
do not implement a public policy
bar against coverage for disgorge-
ment payments. Delaware law is
particularly favorable for insured
directors and officers. This past
year, the Delaware Superior Court
explained that “in Delaware, losses
are uninsurable as-against public
policy only if the legislature so pro-
vides.” (Sycamore Partners Mgmt,
L.Pv. Endurance Am. Ins. Co.,C.A.
No.N18C-09-211 AMLCCLD, 2021
WL 761639, at *11 (Del. Super. Ct.
Feb. 26, 2021).

Because the Delaware legisla-
ture has not enacted a prohibition
against covering disgorgement,
Delaware courts do not bar cov-
erage as a matter of public policy,
regardless of whose profits are
disgorged. (Id). The court also
pointed to the policy’s ill-gotten
gains exclusion as a further rea-
son not to apply a sweeping pub-
lic policy rule: “Insurance com-
panies are free to sell insurance
that expressly excludes coverage
for cases in which restitution or
disgorgement damages or settle-
ments are obtained. In fact, that
is what the Insurers tried to do in
these Policies, but they cabined
the exclusion to cases in which a
claimant obtained a ‘final, non-ap-

pealable’ decision in the underly-
ing litigation...” (Id. at *12).

This Delaware holding is par-
ticularly significant in light of the
Delaware Supreme Court’s recent
pronouncement that Delaware law
should govern the construction of
insurance policies for all entities
incorporated in Delaware. (RSUI
Indem. Co. v. Murdock, 248 A.3d
887, 901 (Del. 2021). In that case,
the court also confirmed that
public policy prohibitions (in that
case, a proposed prohibition on
coverage for intentional wrong-
doing) need to be created by the
legislature, not the courts. (Id.
at 904). Ultimately, the court ex-
plained, it aims to “defer[] to the
parties’ contractual choices and
to the legislature’s prerogative in
matters of public policy.” (Id). In
light of these two Delaware deci-
sions, many D&O policyholders
may end up benefiting from the
Delaware courts’ refusal to adopt
a public policy rule against cover-
ing disgorgement.

Conclusion

In short, recent decisions suggest
that, notwithstanding the Supreme
Court’s Kokesh decision charact-
erizing SEC disgorgement actions
as involving a “penalty” for certain
statutory purposes, insureds may
be able to obtain coverage for
restitution and disgorgement pay-
ments they make as part of their
settlements with the SEC. Attor-
neys evaluating such settlements
will need to consider the con-
struction of the term “penalty” as
a matter of insurance law in the
governing jurisdiction. They will
also need to examine the specific
policy language addressing cover-
age for disgorgement of wrongfully
obtained property, particularly
with respect to whether such an
exclusion applies only if there is
a “final adjudication” against the
insured and whether the final
adjudication can occur in a sepa-
rate proceeding. Finally, they will
need to evaluate the relevant public
policy rules concerning disgorge-
ment in the governing jurisdiction.
While there are no guarantees
that any particular settlements will
be covered, policyholders currently
have a stronger set of arguments
to make than they did just a year
or two ago.
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