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WHAT IS D&O INSURANCE?

Directors’ & Officers’ liability insurance – commonly known as
'D&O insurance' – protects companies and those who manage
them from claims of actual or alleged 'wrongful acts' arising from
decisions and actions taken within the scope of directors’ and
officers’ duties.
As set out in the below diagram, the policy will:
(a) cover the personal liability of directors and officers (known
as Side A);
(b) provide reimbursement to the insured company for
expenses the company has incurred in indemnifying the
individuals (known as Side B); and
(c) in some cases, protect the insured company’s balance sheet
from securities claims made against the company (known as
Side C).

Directors of public or large-scale business would also commonly
expect to have a Side A Difference in Conditions (DIC) policy
which affords greater protection to directors’ personal assets by
operating in one of two ways:
(a) providing Excess Side A D&O cover that is triggered once a
company's traditional D&O insurance is exhausted; or
(b) providing DIC cover that fills in gaps in a company's D&O
insurance when any underlying insurer is not liable to indemnify
the directors and officers.
This paper considers the current state of D&O insurance and
risk management for a publicly listed company in Australia and
the resulting challenges that can arise in merger and acquisition
(M&A) transactions.
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2 GENERAL MARKET TRENDS
Since 2017, the soft market in which D&O insurance operated
has hardened, resulting in a tendency towards more cautious
and disciplined underwriting and underwriting reviews. This is
due to a number of developing trends.

2.1 ACCOUNTABILITY AND SCRUTINY
OF DIRECTORS AND OFFICERS
Companies are increasingly subject to heightened scrutiny by
regulators and shareholders for their ability to meet continuous
disclosure obligations, the nature of company culture and
the decisions and actions of a board. Additionally, directors’
and officers’ responsibilities have broadened, now extending
to their companies’ management (or mismanagement) of
environmental, social and governance risks.
The Royal Commission into Misconduct in the Banking,
Superannuation and Financial Services Industry (Hayne Royal
Commission) is just one example of how directors and officers
– as well as companies – face unprecedented scrutiny (and
criticism) of their decisions and actions, even when these
decisions and actions are within the scope of their duties.
Today’s directors and officers are on notice as to their dayto-day duties and responsibilities from a corporate and
financial standpoint. Personal risks for directors have never
been higher. In turn, directors’ and officers’ reliance on D&O
insurance increases.

2.2 CLASS ACTIONS AND
LITIGATION FUNDING
The rise of class actions and litigation funding in Australia over
the past decade is also putting increased pressure on the D&O
insurance market.
Both Chubb and Clyde & Co recently highlighted the need for
reform identified by the Australian Law Reform Commission
(ALRC), noting ‘[l]litigation funding has been critical to the
growth and development of class actions in Australia with
litigation funders supporting 71% of shareholder class actions
filed before 2017 in Australia’.2 Additionally, the ALRC recently
made an assessment that while 'the proportion of class actions
represented by shareholder claims is uncontroversial on its
own, a consequence of this increase is access to the D&O
insurance market.'3
The impact of litigation funding on the Australian D&O
insurance market speaks for itself. In recent years, the
Australian D&O insurance premium pool has been
approximately A$280 million annually. However, the average
settlement of a securities class action in 2016 and 2017 was
between A$50 million to A$70 million.4 Premiums have
simply not kept pace with increased claims settlements. This
is unsustainable for D&O insurers. Consequently, we are
seeing a correction and rebalancing of the market to ensure the
longevity and profitability of D&O insurance products.
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Australian Prudential Regulation Authority, ‘Class actions and the growing importance of Directors and Officers Insurance’, Insight Issue 4, 2018.
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Clyde & Co and Chubb, ‘Securities Class Actions in Asia Pacific’, 2019, p 19.
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Australian Law Reform Commission, ‘Inquiry into Class Action Proceedings and Third-Party Litigation Funders’, 2018, pp 29-30.

Insurance Council of Australia’s response to the request for submissions to the Victorian Law. Reform Commission’s consultation on ‘Access to Justice –
Litigation Funding and Group Proceedings’, 2017.
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2.3 INCREASED USE OF
REGULATORY POWERS

2.4 THE D&O INSURANCE SECTOR’S
RESPONSE TO THESE TRENDS

ASIC’s ‘Why not litigate’ and gatekeeper approach for the
foreseeable future aims to ensure directors and officers
meet the standards required by law. Continuous disclosure
ranks highly on ASIC’s ongoing market integrity matters,
highlighting that directors need to be fully across the M&A
process, disclosure statements, and public comments made
by individuals.

To account for the above risks and trends in the face of a
hardened insurance market, insurers have started to include the
following in their D&O insurance policies:

As demonstrated in the table below, ASIC’s enforcement
regime as at 1 July 2019 continues in its drive to use its powers
to hold directors and officers accountable. We expect that the
number of enforcement matters against directors will continue
to climb and in turn, define the D&O insurance market over the
coming years.

(b) 'Royal Commission Exclusions' or other exclusionary
language, to 'ring fence' any exposure to alleged executive
misconduct arising from or related to any commissions that
arise, including the Hayne Royal Commission. These exclusions
are broadly drafted without reference to a certain fact scenario.
As such they work to limit coverage and unsurprisingly,
are often directed towards directors of financial services
companies; and

Table 1: Corporate governance enforcement matters awaiting a
court decision as at 1 July 2019
Misconduct type

Criminal

Civil

Action against liquidators

0

0

Action against directors

6

5

Misconduct related to
insolvency

1

0

Other corporate governance
misconduct

2

3

Total

9

9
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(a) increased premiums, higher deductibles and higher
thresholds for accessing excess insurance as well as lower limits
of indemnity per risk;

(c) a reduction in underwriting value, reflecting the insurers
reduced appetite for those industry sectors that have incurred
heavy claims – again, one example being the financial
services industry.
Beyond changes to D&O insurance policies themselves, the
response to the hardening market has come in more drastic
forms. Underwriters are now increasing the scrutiny of
submissions that are presented to them, requesting additional
information to maximise transparency and expecting key
executives to be heavily engaged throughout a lengthier drafting
and negotiation process. Some insurers have also started to
withdraw from the D&O insurance market altogether. As a
result, there is less capacity within the total market, despite a
constant demand.
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3 D&O INSURANCE IN M&A
3.1 M&A-RELATED AREAS OF D&O
INSURANCE CLAIMS

3.2 THE IMPACT ON CHANGE OF
CONTROL TRANSACTIONS

In 2018, there were five broad categories of claims notifications
for Australian D&O insurance policies, two of which are driven
by M&A activity:

Heightened regulatory scrutiny, intensified shareholder activism
and the increasingly popular pursuit of class actions – amongst
other factors – have changed the dynamics involved in a change
of control transaction.

(a) errors or misstatements in reporting and disclosure
documents. Such errors and misstatements can find the
company and its directors facing legal action by disgruntled
shareholders. As of late, the increased number of proceedings
related to disclosure has been more discerning given the
increasing settlement amounts being awarded; and
(b) regulatory inquiries and investigations brought by ASIC,
APRA or the ACCC. It is expected that an increased use of
regulatory powers by ASIC, APRA, and the ACCC in relation
to M&A activities will focus on governance processes, reporting
timeframes and exposing M&A parties to increased risks of
investigations and penalties.

(a) Run-off insurance and the importance of terminology
Every D&O insurance policy has a transaction clause which is
triggered by a change of control transaction and which states
that the policy will not cover wrongful acts alleged to have been
committed post-transaction.
Run-off cover extends the period in which claims arising
from pre-transaction wrongful acts can be notified under
the old policy. D&O run-off coverage is required following a
change of control transaction to ensure that the target and its
directors and officers are still protected for past acts following
the transaction.
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Wrongful Act

Claim Notification

Target Company
D&O Cover

This claim would be
notified to the run-off
insurer as the alleged
wrongful act occurs priors
to transaction close.

Target Company
Run Off Cover
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Claim Notification

This claim would be
notified to the posttransaction D&O insurer
as the alleged wrongful
act occurs priors to
transaction close.

Post Transaction D&O (either the Buyer's
policy or a new standalone policy)
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(b) Notifying your broker of a change of control transaction
Prior to the hardening D&O market it would have been
acceptable to ensure that your insurance broker had notified
your insurer in writing within 30 days after the change of
control date, to request the 84-month run-off cover. We
would suggest that the after the event timeframe has the
potential to put directors and officers at significant risk of not
securing the best cover. Earlier negotiations with the insurer
are likely to result in better outcomes with respect to overall
premium pricing.
(c) Negotiating a change of control transaction
In the past, provisions relating to D&O run-off coverage were
rarely – if at all – negotiated between a target and bidder.
Rather, an accepted pro-forma provision would expect the
target to act in good faith to enter into arrangements for
run-off insurance that would remain in place for a seven-year
period. This is changing. These provisions are becoming a point
of negotiation between parties; giving the bidder increased
negotiation strength in the transaction.
We have seen lengthy provisions on the topic of run-off
coverage which require the target to:
++ undertake a specific tender process;
++ engage bidder approved independent consultants to run the
tender process;
++ attain certain premium caps;
++ seek a certain number of proposals from reputable insurance
brokers; and
++ keep the bidder reasonably informed at several times
throughout the tender process.

6

Provisions like these have the potential to alter the relationship
between the bidder and the target by allowing the bidder
to place increased pressure on the target. This in turn may
demonstrate that the bidder lacks confidence in the target’s
management of arranging such insurance and ultimately arm the
bidder with greater control over the insurance sought and more
broadly, the negotiation process.
While unlikely to be a hurdle to the overall success of a change
of control transaction, these developments have the potential
to extend the time taken for parties to reach agreement during
the negotiation process. Additionally, it also places extensive
pressure on the target to seek appropriate coverage so that
it complies with its obligations and what the bidder deems
appropriate.
During the negotiation period directors need to ensure that
their own risks are considered. Directors could adopt the
following process:
1.

establish if the bidder or the target will be paying the runoff premium early on in the process;

2.

notify the insurance broker or adviser as early as possible;

3.

engage with the insurance broker or adviser to determine
the directors’ risk appetite;

4. agree with co-directors the limit of indemnity that will be
required; and
5.

prepare a specific risk report with a transaction timeline to
enable underwriters to fully understand the risk.
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4 MAXIMISING COVERAGE AND
MINIMISING COSTS
Over time D&O insurance policies have evolved to include
many more ‘optional extras’, extensions, and additional benefits,
but the fundamentals remain the same: a D&O insurance
policy is there to protect the personal assets of the directors
and officers should an allegation of wrongdoing be made against
them.
Minimising cost for run-off insurance is difficult but not
impossible. It is now common practice for insurers to initially
apply a standard rate of 3 to 3.5 times the current annual D&O
insurance premium. Additionally, the M&A process produces
underwriting variables from the transaction itself including the
extent of the transaction’s hostility, and the behaviour and
activities of the directors and shareholders. The biggest risk
for insurers comes from shareholder action around incorrect
disclosures or wrongful acts during the due diligence and
transactional processes. Providing the insurer with director-led
thought and reporting can assist in negotiating a lower premium
multiple for a run-off premium. Face-to-face meetings or
teleconference calls with insurers are also considered beneficial
in this process.
In the context of a change of control transaction, both the
buyer and seller must have a clear strategy of how the D&O
run-off cover is going to be approached. Current board
members should consider the following:
(a) be familiar with their current D&O insurance policy
including its definitions, conditions, and exclusions. By way of
example, terminology such as ‘Event’, ‘Transaction’, ‘Change

in Risk’, ‘Merger or Acquisition’ or ‘Change of Control’ may
be used for a change of control transaction and should
be considered by the board to ensure there is appropriate
coverage;
(b) determine who is paying for the run-off cover early on in the
negotiation process;
(c) review the current Deeds of Indemnity for each director to
ensure alignment with the run-off scope;
(d) confirm the current D&O insurance premium and expiry
date. If the change of control transaction and expiry date are
within a one to two month period of each other this could create
additional underwriting work; and
(e) review the board’s risk appetite in the early stages of the
transaction. This may entail creating a timeline of events and
activities explaining any adverse media commentary or actions
of specific board members in the lead up to the transaction and
asking questions such as:
(i) is a like for like run off cover required?
(ii) do we require a full 7-year run-off, or could a shorter
period be tolerated?
(iii) do we require the same program structure in the
run-off period?
(iv) is our limit of liability adequate?
(v) what is the deductible?

5 A FINAL NOTE
Historically the global insurance market has experienced a 'hard' phase every seven years or so, but the current hard market was
preceded by over 10 years of soft rates and abundant capacity. Business technology, big data analysis, and new risks have all
developed exponentially over this period and the insurance industry has not been able to keep pace. Many brokers and underwriters
working today have not experienced a hard market and are struggling to communicate the challenges to their clients.
In the context of today’s D&O insurance market, the potential for director and officer wrongdoing is vast. However, the legal basis
of directors’ and officers’ duties has not changed. What has changed are the risks facing directors, and the scope of D&O insurance
being offered to them. As such, directors and officers should take a genuine look at their own personal risk appetite and align these
risks to appropriate D&O insurance policies.
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