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Abstract:
Following the Sarbanes-Oxley Act of 2002, businesses struggled to comply with new requirements for auditor independence and financial reporting. While the law was burdensome to firms it was a boon to legal professionals, who were granted a longer statute of limitations for fraud claims and more opportunities to pierce the corporate veil. Using a dataset of closed insurance claims against directors and officers, I document a spike in case settlements following Sarbanes-Oxley. In 2003, the expected value of lawsuits against directors and officers jumped dramatically and a flood of cases followed. Using record of case settlements, I find that many of the post-Sarbanes-Oxley cases were of low quality and the chance of a successful plaintiff settlement rapidly declined from 2005 to the present, but the cost of fighting those lawsuits increased. 
I. The Decennial of the Sarbanes-Oxley Act 
The collapse of Enron in December 2001, followed by WorldCom and other corporate governance scandals, created a crisis whose full effects are still being felt today. Congress responded by passing far-reaching reforms of auditor independence, financial reporting, and executive liability in the Sarbanes-Oxley Act of 2002 (“Sarbanes-Oxley” or “SOX”). This law significantly changed how corporate responsibility to shareholders and the general public is enforced.
In a press release on March 7, 2002, five months before he would sign Sarbanes-Oxley into law, President George W. Bush expressed his desire “to provide sound regulation and remedies where needed, without inviting a rush of new lawsuits that exploit new problems instead of solving them.”
 In this paper, I investigate whether those two competing goals have been accomplished. While the soundness of regulation is difficult to test empirically, a wave of lawsuits can be easily observed following the passage of Sarbanes-Oxley. However, it is still an open question whether those lawsuits have helped to improve corporate governance, or simply exploited those problems while leaving the status quo largely unchanged.
Critics of the Act observe that most of Sarbanes-Oxley was not well-tailored to prevent future abuse of shareholders, and instead closely resembled ideas that had been advocated for some time by corporate governance reformers (Romano 2005). The crisis atmosphere following Enron gave an opportunity to implement policies which, in less tumultuous times, had previously been rejected. The result is an expansive, hastily crafted piece of legislation which broadens federal control at the expense of flexible corporate governance between the states (Easterbrook 2009).
In spite of these problems, some scholars are optimistic about Sarbanes-Oxley. It has been argued to enforce better accounting practices and deter fraud through harsher punishments, benefiting stockholders in the long run (Coates 2007; Coffee 2007); give an advantage to “honest” corporations over their unethical competitors (Frankel 2006); and improve disclosure, reducing information asymmetries when hiring executives (Wang 2010). Companies with stronger shareholder rights appear to perform better (Gompers, Ishii and Metrick 2003) so to the extent that Sarbanes-Oxley improved those rights, the results could be positive.
There is a developing literature which measures the impact of SOX reforms. Most studies of Sarbanes-Oxley have focused on outcome variables such as abnormal returns following passage of the law (Chhaochharia and Grinstein 2007; Akhigbe, Martin and Newman 2010); whether firms with managed or unmanaged earnings fared better after SOX (Li, Pincus and Rego 2008) or the decision of small firms to withdraw from public listings and “go private” (Kamar, Karaca-Mandic and Talley 2008). In another line of investigation, researchers observed a drop in foreign filings and bond issuance on U.S. markets following passage of SOX and tested whether this was due to the law’s costly requirements for U.S.-listed companies (Marosi and Massoud 2008; Piotroski and Srinivasan 2008; Doidge, Karolyi and Stulz 2010; Gao 2011).
Much attention has centered on Sarbanes-Oxley provisions regarding auditor independence and higher penalties for white-collar crime. Extending the reach of criminal law in the corporate setting is certainly worthy of study. However, these mechanisms are only the tip of the iceberg when it comes to the law’s effects, as “most securities enforcement continues to take place under a civil regime, through either SEC actions or private litigation” (Harvard Law Review 2002, p. 733). SOX’s effect on civil liability is noteworthy because it has received little empirical study.
Lawyers are economic agents who respond to incentives. Congress often tries to recruit the legal profession to implement its mandates through civil penalties when top-down enforcement is difficult, or divided government weakens their capacity for regulatory measures (Farhang 2008). But, these policies can be fraught with unintended consequences. 
In this paper, I explore the influence of SOX civil liability enhancements on the directors and officers insurance market. I find that following SOX, there was a surge in litigation of questionable quality. It appears that lawyers have pursued cases with a low chance of success, driven on by a few high-profile victories. I find that the chance that a case would be dropped or dismissed before trial increased by as much as 45% after SOX, and the average indemnity payment was half the value of pre-SOX cases. The result has been higher litigation fees from fighting low-merit cases. These findings call into question the efficacy of Sarbanes-Oxley’s enhanced civil litigation in deterring corporate fraud.
II. Incentives for Lawsuits and the Necessity of D&O Insurance

Linck, Netter and Yang (2009) find that Sarbanes-Oxley increased demand for corporate directors and reduced supply, leading to measurably higher executive wages. If SOX had such clear effects on the labor market for corporate executives, it might also spill over into related markets such as directors and officers (D&O) insurance. In this section I briefly review the literature on D&O insurance and discuss specific parts of SOX which influence this specialized insurance market.

a. Why Insure Directors and Officers?

D&O insurance is divided into three types. Side A insurance protects executives against personal liability lawsuits; Side B is used to repay the corporation when it must indemnify payments for its executives; and Side C protects the corporation against lawsuits it is involved in as an entity. For-profit firms commonly carry all three forms of D&O insurance (Towers Watson 2011).
While the 2005 class action settlements against Enron and WorldCom resulted in large out-of-pocket payments from directors, such cases are very rare (Black, Cheffins and Klausner 2006). Most D&O suits are handled by an insurance company and settled without direct financial losses to the executive (although non-pecuniary costs such as bad publicity and lost reputation are certainly present). 
As a first impression it would seem directors and officers insurance is counterproductive for shareholders who want to deter executive malfeasance. Personal liability serves as an additional check against unethical corporate behavior (Finch 1994). However, there are several reasons that companies want to insure their directors. For one, it is harder to hire a qualified executive if he or she is worried about tort losses from conduct on the job. Further, Holderness (1990) suggests that D&O insurers serve as another layer of monitoring over executives though extensive checks before underwriting a policy. While shareholder interests are dispersed, reducing the incentive to monitor executive decision-making, an insurance company has a profit motive to cover only reliable firms. This “monitoring hypothesis” is verified empirically by O’Sullivan (1997) in a study of UK corporate structure.
For non-profits the biggest D&O liability risk comes from employee lawsuits (often related to allegations of discrimination) but for publicly- and privately-held corporations, complaints from shareholders are the most frequent cause of claims (Towers Watson 2011). This meshes with the view of insurance companies. Baker and Griffith (2007) conducted detailed interviews with D&O insurance underwriters and found that the highest perceived risk is misrepresentation by corporate executives which spurs a lawsuit by investors. They also describe how underwriters consider financial measures as well as more subjective impressions about corporate governance and “character” when deciding whether to offer coverage. 
D&O insurers compete to provide low premiums without taking unnecessary risks. Their profitability is dependent on screening companies before offering coverage, as well as anticipating the legal climate and the probability of a tort settlement. In the next section, I outline provisions within Sarbanes-Oxley likely to increase the number of D&O cases handled by insurers.
b. Sarbanes-Oxley Increases Liability Risk for Executives

Shareholder lawsuits clearly respond to outside influences. As one example, in 1993 Japan reduced the cost of filing a shareholder lawsuit and the number of derivative suits increased dramatically, from dozens per year to hundreds (West 2001). While Sarbanes-Oxley does not lower the cost of a suit I will argue that it improves the expected payoff, which according to rational litigation models (e.g. Posner 1973; Shavell 1979) would have a near-equivalent effect. 

Various provisions of SOX have increased the obligations of executives, exposing them to greater liability, as well as forcing more transparency within the corporation, giving stockholders more opportunity to observe actionable behavior. Here I discuss sections within SOX likely to increase the number of lawsuits being filed, and correspondingly, increase corporate executives’ demand for directors and officers insurance. For clarity, I divide these into two broad categories. 
i. Increased Transparency
Section 307 of the Sarbanes-Oxley Act requires “an attorney to report evidence of a material violation of securities law or breach of fiduciary duty or similar violation by the company or any agent thereof, to the chief legal counsel or the chief executive officer of the company.” In other words, corporate attorneys are responsible not only for representing their clients but also serving as “gatekeepers” tasked with preventing exploitation of stockholders (Coffee 2003). This erosion of attorney-client privilege makes defending against lawsuits more difficult, because corporate lawyers are concerned with their own liability, not just the clients. Further, this reduces the cost of litigation for the government because lawyers can be recruited as de facto enforcers for the SEC (McLucas, Shapiro and Song 2006). Both factors might lead to a higher volume of tort cases.
Section 406 mandates disclosure of corporate codes of ethics. The intent is to put pressure on companies to create ethical standards and expose insiders to public scrutiny if those codes are not followed. However, this provision also increases legal risks, as “strong internal compliance programs are likely to produce incriminating information that, if given no legal protection, could lead to criminal or civil liability” (Harvard Law Review 2003, p. 2127). If a company discloses their ethical code and then fails to follow it, the risk of a lawsuit is higher because any defense based on innocent or unknowing error is less credible.
Section 806 extends whistleblower protection to any individual who reports fraud within an organization, and entitles them to relief through civil actions. While Sarbanes-Oxley also includes criminal penalties for retribution against reports to law enforcement, the civil provisions are much broader in their application (Bucy 2004). This section creates new causes for litigation as a means of enforcing increased transparency within companies.
Whistleblower protections can be used to protect ethically upstanding employees, but the potential for opportunism exists as well. Imagine a disgruntled worker who expects to be released from employment soon. That person could come forward as a “whistleblower” preemptively, and be shielded from termination by this section of the law. Even if the revelation ends up being incorrect or of no value to law enforcement, all that is required is that the employee “reasonably believe” a cover-up is occurring (Dworkin 2007). Also, as this section adds protection for internal whistleblowers, it is not even necessary for the employee to seek an external authority. Raising an issue higher in the corporate chain is sufficient to be granted civil redress if “retribution” occurs. To defend such a claim, the employer must prove the counterfactual, that disciplinary action would have occurred regardless of the whistleblowing activity. Unlike previous whistleblower statutes, SOX switches the burden of proof to the employer, who must prove that their conduct was not retaliatory rather than requiring the employee to show that they were retaliated against (Stern and Cohen 2007).
Such provisions make litigation upon the conclusion of an employment contract more likely, because what constitutes retaliation might be construed very broadly. In one case, employees alleged that workplace relocations and a higher recorded error rate in their quality assurance records were retaliation against exposure of faulty interest payment calculations in the company’s system (which the employees had been assigned to fix).
 While unsuccessful, this claim illustrates how seemingly normal business operations may be reinterpreted as discrimination under the SOX whistleblower protections. 

In another case, an employee was fired for an inappropriate relationship with a union executive she negotiated with as part of her job.
 She filed a case claiming she was terminated for revealing fraud in union-company negotiations. The firm (an airline) lost in the initial hearing because they could not prove a definite separation between her termination and whistleblower status, although they were successful in denying the claim upon appeal. As more claims emerge, Sarbanes-Oxley will also shape the development of common law, leading to more wrongful termination cases in the state courts (Westman 2005).
ii. Expanded Liability and Reduced Capacity for Defense
One of the more controversial provisions, Section 906 demands “[e]ach periodic report containing financial statements... shall be accompanied by a written statement by the chief executive officer and chief financial officer.” In other words, directors are expected to personally certify that each financial statement is correct, and can be held liable for mistakes made by their subordinates or outside agents responsible for preparing those statements. This closes the loophole which allowed Enron to blame their accounting firm for fraudulent restatements of earnings, but it also exposes directors to much higher risk from accounting errors. 
Section 402 prohibits a company from advancing personal loans to its officers and directors. The goal is to prevent abuse of corporate funds, but the statute is written broadly enough that it may also bar the company from advancing payment of legal fees to fight a lawsuit against a director or officer (Black and Boundas 2002). In a legal battle, this may tie their hands of a company without D&O insurance, and force them to accept a settlement. The restriction on funds for a defense might also increase a plaintiff’s estimate of their chance at victory, making a lawsuit appear more worthwhile.
Finally, Section 902 states “[a]ny person who attempts or conspires to commit any offense under this chapter shall be subject to the same penalties as those prescribed for the offense.” The “chapter” referred to here is Chapter 63 of title 18 (United States Code) which covers mail and wire fraud, already one of the most expansively interpreted and easily prosecuted federal offenses. If a director is presumed to have knowledge of the entire company’s operations, he or she might be considered to have “conspired” with nearly any fraudulent action committed by a subordinate, and be exposed to liability.
c. Summary

This section only scratches the surface of new obligations created by Sarbanes-Oxley. From this brief sketch however, it is obvious that in addition to criminal penalties aimed at corporate executives, SOX also creates many new causes for civil litigation. Further, criminal actions or SEC enforcement can generate parallel private suits, which would magnify these effects (Cox, Thomas and Kiku 2003). If an SEC investigation begins, plaintiffs’ lawyers know that they might win a large private settlement against the targeted company even if the formal inquest is deemed a failure. 
Based on this analysis, I predict a large increase in civil litigation against directors and officers following the passage of SOX. In the next section I verify this intuition empirically, and begin to assess the effects of SOX on case quality and settlement amounts, measures which have until now remained unexamined. 
III. Settlement Data and Empirical Strategy
One weakness in prior event studies of Sarbanes-Oxley is that the data sample is limited to just a few years before and after passage. Research designs which capture immediate market reactions to the legislation might not account for unintended effects on the legal system which take several years to manifest. My goal here is to track evolution of the legal landscape in the decade following the law’s passage, and compare the promise of deterring executive misconduct against the possibility that plaintiffs’ lawyers have abused SOX provisions for their own enrichment.
a. The Dataset: Settled D&O Claims in Florida 

Sarbanes-Oxley creates many new causes for litigation but does not establish forums for redress of these complaints, so its enforcement largely falls upon the state courts system (Chandler and Strine 2003). It is this feature of SOX which I will exploit for my empirical strategy. In Florida, state law requires the public disclosure of all settled tort claims against professionals covered by insurance companies and self-insurance funds (Chapter 627.912, F.S.). As a result, records of settled cases for directors and officers are maintained in a searchable online database with coverage from the early 1990s up to the present day.
The dataset consists of 3,937 resolved D&O claims, the earliest closed in 1994 and the most recent in 2012. Measures of interest include: deductible paid by the defendant; indemnity payment made by insurance company; non-economic loss; date of injury, date injury reported, date of final dispensation for case; court decision and stage in court system when settlement is made; county where suit is filed; whether suit filed by an entity or an individual; as well as identifying information for the insured, the injured party, and the insurance company, which are not used in this study. 
Summary statistics for select variables can be found in Table 1, and summary statistics divided by pre- and post-SOX cases in Table 2. All dollar amounts are reported in 2005 dollars. Tables 3 and 4 tabulate the reported court decision and stage settlement is reached, respectively.

From these descriptive statistics, a few observations can be made. Most cases (65%) were settled with no court proceedings; another 26% are reported as “Other” and 8% as “No Response.” Court judgments make up a small minority of cases. Looking at the stage cases settle at, roughly a third are dropped or dismissed, 28% are settled before they reach trial and just one in twenty-five is settled through a court decision. 
These results match the prediction made about tort cases in general: most cases are not tried, because the outcome is often clear from the start and trials are costly. Reasonable estimates for tort settlement rates range from 67% to 90% of cases (Eisenberg and Lanvers 2008) yet it appears that Florida D&O cases are even less likely to reach trial than tort cases in general.

b. Distribution of Cases over Time

Figure 1 shows the frequency of injuries being reported to insurance companies which result in a D&O claim. There is a spike in the early 1990s, a dip, and then a rapid increase from 2004 to the present.
 This closely tracks the occurrence of national and state legislation throughout that time, and it can be inferred that effects were not limited to Florida: according to a Tillinghast-Towers Perrin (2005) survey of for-profit firms, the average premium for D&O insurance doubled between 1999 and 2005.
The first spike seen in Figure 1 coincides with Congress passing the Civil Rights Act of 1991, which expanded civil remedies against employers who engage in discriminatory conduct. This law allowed employees to collect back pay with interest along with punitive damages, and is thought to be a prime cause of large settlements throughout the 1990s (Tillinghast Towers-Perrin 2002). Then, in 1999, Florida passed The Tort Reform Act. While primarily aimed at restricting product liability cases, it also increased the standard of proof for applying punitive damages and capped their amounts in relation to compensatory damages. This gives some context for the dip in cases between the late-90s and early-2000s: the expected tort payoff was lower because punitive damages were harder to acquire.
Sarbanes-Oxley was signed into law on July 30, 2002. The reader might wonder why there is a delay of several years between passage of SOX and the current spike in D&O cases. Two explanations are available. First, the SEC did not finish its rule-making process for SOX until January 26, 2003 and repeatedly extended the deadline for full compliance, especially for smaller companies. Lawyers might have bided their time until the requirements for SOX were fully cemented. The effect of the law may have been delayed yet further by time required to understand and assimilate all of the new regulations.
Second, Sarbanes-Oxley extends the statute of limitations for fraud to two years after its disclosure (from one year) and to five years after occurrence (from three years). Buckberg et al (2005) note that “plaintiffs’ attorneys could have responded to the passage of SOX by filing additional suits for cases on which the pre-SOX statute of limitations had expired—perhaps cases with weaker merits that had not ranked as high on their priority lists…” After controlling for concurrent factors, this possibility is confirmed by the dataset: post-SOX cases have a longer span between injury occurring and final dispensation
 and a lower chance of being successful. The next section, discussing expected value of a lawsuit after SOX, also sheds some light on this delay between passage of the Act and the flood of lawsuits to follow.
c. Expected Value of Litigation
A revenue-maximizing plaintiff or lawyer cares about both the size of the settlement and the chance of a successful suit. These two measures multiplied together are the expected value of litigation. In a given year t, the expected value of a D&O suit is the probability of receiving an indemnity payment, multiplied by the average payment received that year assuming success.
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Figure 2 shows the expected value of a D&O case in each year from 1994 to the present (blue line) and the probability of a successful case in each year (red line) with labels on the points to indicate how many cases were dispensed with in each year. 
In every year up until 2003 the expected value of a case is low, reaching a maximum of $50,700 in 2001 (in 2005 dollars) and the highest chance of winning a settlement is around 50%, observed in the year 2000. In this time period, the number of cases filed per year never rises above 100. Then, in 2004, there are several very large, successful settlements which push the expected value of a case up to $958,000. In the years that follow, the number of cases goes up drastically, but the probability of winning drops to below 10%. This takes the expected value of cases below pre-2004 levels but the number of cases rises rapidly, up to 769 cases in 2011, more in that single year than in all the years together before SOX.
From a rational litigation perspective, this result seems mysterious. If the expected value of a case from 1994 to 2002 only incentivized a few dozen cases per year, and the expected value from 2005-2012 is roughly the same or lower, why are we seeing many hundreds of D&O cases per year instead of dozens? Even though few cases are successful in receiving settlements, the number of claims attempted continues to go up.

Of course, lawyers and plaintiffs deciding whether to file a D&O suit do not have the benefit of a detached, ex post view of how every other similar case has settled. Their estimate of the expected value will be based on the lawyer’s experience, or cases that have recently been in the news (representativeness or availability bias). The occasional successful settlement is more likely to be talked about and remembered than the many lost cases in between.
It appears that a few windfall settlements immediately following Sarbanes-Oxley opened the floodgates of litigation, as lawyers and clients grew more optimistic about their own chances at winning a D&O claim. Combined with the extended statute of limitations provided by SOX, cases that previously did not seem worthwhile began to enter the system. These effects should also show up in settlement amounts, which I turn my attention to next.
d. Settlement Amounts

I expect to see lower average settlement amounts following Sarbanes-Oxley, in part due to the much lower success rate for claims. However, it is also helpful to separate out the effect into two parts: first, the probability of success, and second, the payout for a successful case. To accomplish this, I specify two stages of regressions.

In the first stage, I test whether the probability of success for D&O cases changed post-SOX, using a binomial logit model. I specify regressions as:
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For case i at time t, the dependent variable “Paid” returns a “1” if the indemnity payment for the case is greater than zero and a “0” otherwise, indicating the case was unsuccessful. The variable of interest, SOX, is an indicator variable which is equal to “1” if the injury leading to the claim occurred in 2003 or after and “0” otherwise. Individual is an indicator which is equal to “1” if the claim is filed by a person, and equal to “0” if filed by a legal entity. If there are systematic differences between individually-filed versus corporate cases, this control will account for those.

The success of a settlement may be driven by regional or national economic conditions, so I control for those as well.
 X is a vector of economic indices coincident with the time that the case is resolved. Litigation is generally thought to be correlated with the business cycle, as “when many firms are losing money, lawsuits blossom” (Ronen 2010, p. 196). To control for cyclical effects on indemnity payments, the following measures are used: Dow Jones Industrial Average (DJIA) on the date the case’s dispensation; the unemployment rate in Florida, measured in monthly increments; the monthly leading index for Florida, which is an aggregate measure intended to predict the state’s 6-month growth rate using housing permits, unemployment claims, and interest rate spread, among other measures; and county-level unemployment rate, calculated yearly. These encompass the business atmosphere at the time of the case’s settlement as well as the near-term economic outlook, to control for the bargaining position of lawyers, plaintiffs, and the insurance company when negotiating settlements.
Table 5 shows the results from the logit specifications. Both show post-SOX cases are less likely to be successful, a result that is strongly statistically significant. In the first, I include national- and state-level economic controls but omit county-level fixed effects and unemployment levels. The marginal effect from moving pre- to post-SOX status is that a case is 21.5% less likely to succeed in receiving an indemnity payout. In the second specification, I include county-level controls as well, and find an even larger effect from SOX: cases are 33.5% less likely to be successful. County-level controls increase the size of the coefficient but also reduce degrees of freedom, because county where case is tried is omitted in many of the data points. If there is a pattern within the cases which lack county status, it could be causing bias in the second specification. 

In both logit specifications, the only economy control with a significant coefficient is the Florida leading index. A one-point increase in the leading index makes a case dispensed with in that month about 2% more likely to succeed. The Florida leading index has range [-4.57, 3.17], so making the (unlikely) assumption that the marginal effect remains constant, I predict that in a month with the worst economic outlook a case will be 15.5% less likely to succeed than in the best month. The DJIA coefficient also shows a significant positive coefficient, but it is too small to be of economic importance.
Post-SOX, there are fewer successful cases. To avoid having this effect dominate estimated settlement amounts, I restrict the sample in my second regressions exclusively to cases which received a payout greater than zero. To estimate the effect of SOX on successful settlement payouts, I specify a multiple linear regression model of the form:
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Indem is the indemnity payment made by the insurance company for case i at time t, measured in 2005 dollars. I apply a logarithmic transform make widely dispersed dollar amounts more comparable. Time is a daily time trend based on the day that the case’s final dispensation is made. All else being equal, one would expect indemnity payments to increase over time. When deciding on how much to award, the reference point is not likely to be zero but instead anchors on the amount of other recent tort awards. If any sympathetic plaintiff is judged to deserve an above-average award, this “tyranny of small steps” will drive up awards as cases accumulate (Tullberg 2006). The variable Individual and vector X of economic indices are defined in the same way as above.

Z is a vector of dummy variables for stage that settlement is reached, court outcome, and county that the suit is filed in. The purpose of these is to control for the merit or other unobservable characteristics of a D&O case. Even though all cases in this sample received some indemnity payment, a claim which is settled through arbitration, for example, might be different from one resolved through a directed verdict. The county fixed effects control for time-invariant differences between local court systems. Judges employed in county courts tend to be constant over time, and if some judges are either more generous or parsimonious in awards given then the fixed effects will capture that variation.
The variable of interest is highly significant under this specification. Pre-SOX cases have between two to three higher indemnity payments than post-SOX cases. The state unemployment rate is also significant: if the unemployment rate increases by one percentage point, indemnity payments in that month will be about 20% lower. The leading index and DJIA measures are not statistically significant.
The causal relationship from unemployment levels to D&O liability payments is not immediately obvious. One would expect to see fraud discovered more often when firms are losing money (e.g. Bernie Madoff’s investment scheme was not suspected until the housing crisis caused his payout system to collapse). However, conditions which influence current and future business profitability are not significant. Settlements tend to be larger when the labor market is tight, which suggests some other factor is driving indemnity payments other than corporate conduct. 
e. Frivolous Litigation

So far, we know that there are many more cases after SOX and they tend to have lower indemnity payments as well as lower probability of success. The interpretation of these findings is unclear, however. A defender of SOX might say that its transparency provisions have brought to light fraudulent activity that was undetected before (perhaps because of its small scale) and that fraud is now being found and punished more often. Perhaps insurance companies have been more aggressive in fighting lawsuits, resulting in a lower win rate. Alternately, a critic of SOX would argue that lower payments suggest weaker cases are being brought forward. 

It is impossible to evaluate the social desirability of a policy based solely on the number of lawsuits; what matters is the proportion of those which are meritorious rather than frivolous (Choi 2007). Fortunately, the richness of the D&O dataset makes such a test possible. Following Helland and Tabarrok (2003), I use whether a case is dropped or dismissed without trial as a measure of low quality. With that strategy in mind, I specify a linear probability and then a logit model of the form:
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Variables and controls are defined in the same way as above, except Z can only include county fixed effects and not court or settlement stage, as those would be redundant with the dependent variable. Results for this regression are shown in Table 6. 
The findings here are dramatic. In the linear probability specification, post-SOX cases are from 12% to 45% more likely to be dropped or dismissed, results which are consistent and statistically significant. The largest estimated coefficients occur in specifications with the most control variables included (county fixed effects and economic indices) so the lower estimated coefficients might be attributed to omitted variable bias, which is attenuated in the more thorough specifications. The logit model has results consistent with the above, but the estimated marginal effect is that a post-SOX case is 15%-20% more likely to be dropped or dismissed.
Cases filed by individuals are significant in both the linear and logit specifications, and are between 5% to 7% more likely to be dropped. One way to interpret this finding is that an individual plaintiff is more subject to cognitive bias than a corporate entity due to lack of experience with other similar suits, or might pursue a weak case out of personal animosity toward a company (“it’s not about the money, it’s about sending a message”). Intuitively, an individual’s case is also more likely to be employment-discrimination related, and while I have no reason to believe such cases are more or less likely to succeed, a selection effect may be at work here.

Positive economic conditions tend to reduce the chance of a frivolous case being filed, although the coefficients are small. One interpretation of this finding is that when companies are doing badly, investors feel angry and pursue cases with little merit. Alternately, courts might be hesitant to punish local businesses when the economy is already down, leading to more dismissals. How the economy affects case quality cannot be fully determined from these results, although it is an interesting area for further study.
IV. Discussion

As a starting point, observing that many more D&O insurance claims were settled after Sarbanes-Oxley is an ambiguous effect. One might argue that this is desirable because executives are being held to task for violations of investor confidence they had previously hidden behind the corporate veil. However, after examining the characteristics of cases pre- and post-SOX, this interpretation quickly falls apart.
Following SOX, the indemnity payments made for D&O liability decline. If courts award payments commensurate with the damage caused, this suggests that cases are being filed for less serious offenses than before. SOX improved corporate transparency, so all else being equal one would expect more cases to be successful because better information on wrongdoing is available. But, the empirical evidence contradicts this story, because the chance of a successful case declined sharply after SOX even as the volume of cases was increasing.
The intended goal of SOX was to deter fraud and improve executive conduct. The results here suggest one of two possibilities. First, executives may have improved their behavior, but the provisions for civil litigation under SOX led to many new lawsuits regardless. The result is a transfer of wealth away from shareholders and investors, as corporations purchase stronger liability insurance, and redistribution toward law firms. This also imposes costs on the economy as a whole, because “[u]nnecessary civil or criminal liability diminishes the return to, and increases the cost of, capital” (Winter 1993, p. 948). The incentive to invest productively is reduced when more is taken through rent-seeking litigation.
The second possibility is that executive conduct remained basically the same before and after SOX, but now bad directors are noticed more due to greater transparency. In this case, the deterrent aspect of the law has failed. Punishing fraud may be morally desirable in and of itself, but if those punishments do not reduce the incidence of fraud then society is not tangibly better off than it was before. In this case, the high costs of complying with SOX might exceed the benefits (although there is not enough evidence from this paper alone to make that comparison directly).
If not society as a whole, who has benefited from the surge of litigation following SOX? Law firms are the obvious winners. Regardless of whether a case reaches a settlement, an attorney working at an hourly rate will make money. The few high payoff cases immediately following SOX may have distorted plaintiff views about their own chance of success, leading to many claims with a very low probability of receiving a settlement. If plaintiffs are not fully rational actors and are subject to cognitive biases when deciding whether or not to litigate, the result can be unnecessary and frivolous litigation (Guthrie 2000). This certainly appears to be the case after SOX, as D&O cases are much more likely to be dropped or dismissed than they were before. Ideally, lawyers would help to mitigate their clients’ biases, but that does not appear to be the case here.

How economically significant are the litigation costs arising from SOX? Obviously we can never know how lawyers and insurance companies would have behaved without passage of SOX, and the cost of lower capital investment by firms is even harder to estimate. However, the estimates of increased low-merit litigation can generate a rough counter-factual of how many cases would not have been filed had SOX not passed. 
According to the linear probability model, SOX resulted in 12% to 45% more dropped or dismissed cases being filed and 3,500 cases were filed in the time period after SOX, so suppose that from 420 to 1,575 of those cases were low-merit lawsuits resulting from SOX. The mean deductible paid by the insured in a case that is dropped or dismissed is $84,751 (in 2005 dollars). Deductibles are a reasonable estimate for the cost of defending a claim, because legal expenditures incurred by the insurance company in fighting the settlement are typically included in the deductible (up to some maximum value). The estimated cost of defending frivolous cases post-SOX then ranges from $35.6 million to $133.5 million in the state of Florida. Making the heroic assumption that Florida is representative of the nation as a whole and D&O cases are proportional to population, the minimum national cost of SOX solely from fighting frivolous lawsuits is from $583.5 million to $2.2 billion. 
These estimates should be taken with a grain of salt; however, they represent the very lowest possible bound on total litigation costs from SOX. If the cost of fighting a claim is above a policy’s deductible it would be capped at the deductible amount in the dataset (e.g. if the policy deductible is $100,000 and the insurance company spends $150,000 on legal representation, my cost estimate would only show $100,000) which understates litigation costs. Further, money spent by plaintiffs in pursuing the case is not recorded, which could easily double the estimates given. 
Hiring lawyers to fight a D&O claim is a transaction cost incurred to prevent a transfer from occurring, and represents a pure economic loss. If we expand the measure of transaction costs to all cases before and after SOX, not just frivolous ones, an even more stark comparison can be made: in Florida D&O cases from 1994 to 2002, each year approximately $550,000 in deductibles were paid, while from 2003 to 2012, each year $14.5 million in deductibles were paid, a 26-fold increase in yearly transaction costs of D&O litigation. The economic losses from litigation enabled by SOX are indeed significant.
V. Conclusion
Sarbanes-Oxley lowered the bar for civil litigation against corporate directors, hoping to deter executive misconduct through stricter penalties. In spite of the many advantages that SOX gave to plaintiffs, the data on directors and officers insurance payouts show that lawsuits have become less, rather than more effective. In this regard, SOX has not achieved its stated goals.

I find that indemnity payments for claims against directors and officers declined following Sarbanes-Oxley, suggesting that suits are arising for less serious offenses. Further, while the number of lawsuits has increased dramatically, so has the probability that a case will be dropped or dismissed before trial, indicating that many of the new cases are lacking in merit. The cost of fighting these lawsuits has likely reached into the billions on a national level, and the unmeasured impact on capital investment is even higher.
In crafting Sarbanes-Oxley, lawmakers hoped that attorneys would act as enforcers to stop corporate fraud. What was ignored, however, is that lawyers are themselves economic agents who respond to profit opportunities. As a result, the post-SOX legal climate has been exploited, enriching lawyers at plaintiffs and shareholders’ expense. While this paper contributes to the literature on incentives for attorneys in relation to political economy, more research is still needed to determine whether the goal of preventing corporate fraud can be accomplished without incurring such high transaction costs from litigation, and if indeed such a goal is worth the price.
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Figure 1: Distribution of D&O Cases over Time by Date Reported. Each bar represents 90-day period. Light gray is pre-SOX, dark is post-SOX rulemaking period which concluded January 26, 2003.
[image: image6.png]Year offinal dispensation for D&O Case.

2010

2008

2000

1995

(pay) 18 A U223 Ul UAAJO BOUELD
9 [ Ty 0
i A+

000000} 000008 000009 00000F 00000Z O

(anig) J23 A 40 'UONEBN1JO aNleA paladxd

01jan2008

26jan2003

01jan1995




Figure 2: Expected Value in 2005 dollars [Blue, left y-axis] and Win Rate [Red, right y-axis] for D&O Cases. Labels in red show number of cases filed each year.
Tables
Table 1: Summary Statistics

	Variable
	Obs
	Mean
	Std. Dev.
	Min
	Max

	
	
	
	
	
	

	Indemnity Paid
	3937
	22,754
	294,495
	0
	8107609

	Deductible Paid
	3937
	38,018
	824,982
	0
	2.87E+07

	Suit by Individual?
	3937
	0.669
	N/A
	0
	1

	 Non-Economic Loss
	3937
	187
	2,796
	0
	80000

	Paid Off? (Indem>0)
	3937
	0.142
	N/A
	0
	1


Table 2: Summary Statistics, Divided Pre- and Post-SOX

	Pre-SOX

	
	
	
	
	

	Variable
	Obs
	Mean
	Std. Dev.
	Min
	Max

	
	
	
	
	
	

	Indemnity Paid
	437
	52,149
	421,452
	0
	8107609

	Deductible Paid
	437
	11,422
	73,315
	0
	1033282

	Suit by Individual?
	437
	0.769
	N/A
	0
	1

	 Non-Economic Loss
	437
	568
	4,527
	0
	70000

	Paid Off? (Indem>0)
	437
	0.33
	N/A
	0
	1

	Post-SOX 

	
	
	
	
	

	Variable
	Obs
	Mean
	Std. Dev.
	Min
	Max

	
	
	
	
	
	

	Indemnity Paid
	3500
	19,084
	274,416
	0
	7749836

	Deductible Paid
	3500
	41,339
	874,544
	0
	2.87E+07

	Suit by Individual?
	3500
	0.656
	N/A
	0
	1

	 Non-Economic Loss
	3500
	140
	2,495
	0
	80000

	Paid Off? (Indem>0)
	3500
	0.119
	N/A
	0
	1


Table 3: Tabulating Court Decisions

	Court Decision
	Freq.
	Percent

	No Court Proceedings.
	2,550
	64.77

	Other
	1,017
	25.83

	No Response
	298
	7.57

	Summary judgment for the defendant.
	27
	0.69

	Judgment for the defendant.
	18
	0.46

	Directed verdict for defendant.
	9
	0.23

	Directed verdict for plaintiff.
	6
	0.15

	Judgment for the plaintiff.
	6
	0.15

	Judgment for the defendant after the appeal
	2
	0.05

	Judgment for the plaintiff after appeal
	2
	0.05

	Judgment notwithstanding the verdict 
	1
	0.03

	Summary judgment for the plaintiff.
	1
	0.03


Table 4: Tabulating Stage Settlement is Reached

	Stage Settlement Reached
	Freq.
	Percent

	Claim Dropped or Dismissed
	1,335
	33.91

	No Response
	1,176
	29.87

	Suit Filed but Settlement Reached Before Trial
	1,107
	28.12

	Court Verdict
	156
	3.96

	As a Result of Arbitration
	59
	1.5

	Settlement Reached Prior to Pre-Suit Period
	51
	1.3

	During Trial, but Before Court Verdict
	35
	0.89

	Settlement Reached After Verdict
	9
	0.23

	Settlement Reached After Appeal was Filed
	9
	0.23


Table 5: Success of Case in Receiving Payout as Dependent Variable (Binomial Logit Model)
	
	(1)
	(1)
	(2)
	(2)

	
	Raw
	MFX
	Raw
	MFX

	
	
	
	
	

	SOX (d)
	-1.365***
	-0.215***
	-1.856***
	-0.335***

	
	(0.218)
	(0.0447)
	(0.334)
	(0.0805)

	
	
	
	
	

	Individual (d)
	-0.00203
	-0.000222
	0.307
	0.0311

	
	(0.104)
	(0.0114)
	(0.170)
	(0.0165)

	
	
	
	
	

	DJIA
	0.000104**
	0.0000114**
	0.0000441
	0.00000466

	
	(0.0000321)
	(0.00000347)
	(0.0000625)
	(0.00000659)

	
	
	
	
	

	Florida
	0.0171
	0.00186
	-0.115
	-0.0122

	Unempl.
	(0.0198)
	(0.00215)
	(0.106)
	(0.0112)

	
	
	
	
	

	Florida
	0.206***
	0.0224***
	0.186***
	0.0197***

	Leading Index
	(0.0384)
	(0.00404)
	(0.0526)
	(0.00547)

	
	
	
	
	

	County
	--
	
	0.0772
	0.00816

	Unempl.
	
	
	(0.111)
	(0.0117)

	
	
	
	
	

	County Fixed Effects
	No
	No
	Yes
	Yes

	
	
	
	
	

	N
	3792
	3792
	1708
	1708

	
	
	
	
	
	
	

	
	
	
	
	
	
	


Marginal effects; Standard errors in parentheses

 (d) for discrete change of dummy variable from 0 to 1

* p < 0.05, ** p < 0.01, *** p < 0.001
Table 6: Log of indemnity payments as dependent variable. Sample limited to successful cases (Linear regression)
	
	(1)
	(2)
	(3)
	(4)

	

	SOX
	-1.866**
	-2.325**
	-2.445**
	-1.522

	
	(-2.90)
	(-3.23)
	(-3.23)
	(-1.34)

	
	
	
	
	

	Time Trend
	0.000270*
	0.000628**
	0.000652*
	-0.000449

	
	(2.11)
	(2.65)
	(2.28)
	(-0.74)

	
	
	
	
	

	Individual
	0.453
	0.322
	0.430
	1.055

	
	(1.50)
	(1.04)
	(1.40)
	(1.73)

	
	
	
	
	

	DJIA
	--
	-0.0000680
	-0.0000311
	0.000241

	
	
	(-0.82)
	(-0.38)
	(1.11)

	
	
	
	
	

	Florida
	--
	-0.211*
	-0.188*
	

	Unemp.
	
	(-2.46)
	(-1.99)
	

	
	
	
	
	

	Florida
	--
	0.00520
	-0.0356
	

	Leading Index
	
	(0.05)
	(-0.37)
	

	
	
	
	
	

	Court and
	No
	No
	Yes
	Yes

	Stage FE
	
	
	
	

	
	
	
	
	

	
	
	
	
	

	County
	
	
	
	0.201

	Unemp.
	--
	--
	--
	(1.11)

	
	
	
	
	

	County
	
	
	
	

	FE
	No
	No
	No
	Yes

	
	
	
	
	

	Constant
	5.421**
	2.036
	3.377
	17.78*

	
	(2.99)
	(0.78)
	(0.93)
	(2.14)

	R-squared
	0.022
	0.033
	0.077
	0.078

	N
	559
	529
	529
	257


t statistics in parentheses. Standard errors robust to heteroskedasticity.

* p < 0.05, ** p < 0.01, *** p < 0.001

Table 7: Case Dropped or Dismissed as Dependent Variable (Linear Probability Model)

	
	(1)
	(2)
	(3)
	(4)
	(5)

	SOX
	0.280***
	0.118
	0.380***
	0.421***
	0.455***

	
	(5.84)
	(1.91)
	(5.29)
	(6.34)
	(6.46)

	
	
	
	
	
	

	Time Trend
	-0.00000674
	-0.000000433
	-0.000126***
	-0.000137***
	-0.0000807*

	
	(-0.67)
	(-0.02)
	(-3.96)
	(-3.60)
	(-2.18)

	
	
	
	
	
	

	Individual
	0.0502**
	0.0469**
	0.0613**
	0.0629**
	0.0666**

	
	(3.18)
	(2.93)
	(3.14)
	(2.75)
	(2.83)

	
	
	
	
	
	

	DJIA
	
	0.0000112
	-0.0000228*
	-0.0000264*
	-0.0000577***

	
	
	(1.53)
	(-2.52)
	(-2.32)
	(-5.98)

	
	
	
	
	
	

	Florida
	
	0.00494
	0.00249
	0.0123
	

	Unemployment
	
	(0.82)
	(0.31)
	(0.96)
	

	
	
	
	
	
	

	Florida Leading
	
	-0.0370***
	-0.0284***
	-0.0346***
	

	Index
	
	(-6.59)
	(-4.00)
	(-4.18)
	

	
	
	
	
	
	

	County Fixed
	
	
	
	
	

	Effects
	NO
	NO
	YES
	NO
	YES

	
	
	
	
	
	

	
	
	
	
	
	

	County 
	
	
	
	-0.00895
	-0.0219*

	Unemployment
	
	
	
	(-0.91)
	(-2.38)

	
	
	
	
	
	

	
	
	
	
	
	

	Constant
	0.176
	0.0342
	3.253***
	2.581***
	1.532**

	
	(1.26)
	(0.15)
	(7.14)
	(5.08)
	(2.92)

	N
	3937
	3792
	2434
	1727
	1727


t statistics in parentheses. Standard errors robust to heteroskedasticity.

* p < 0.05, ** p < 0.01, *** p < 0.001

Table 8: Case Dropped or Dismissed Before Trial as Dependent Variable (Logit Model)
	
	(1)
	(2)
	(1)
	(2)

	
	Raw
	MFX
	Raw
	MFX

	
	
	
	
	

	SOX (d)
	0.783***
	0.151***
	1.226***
	0.198***

	
	(0.214)
	(0.0350)
	(0.345)
	(0.0382)

	
	
	
	
	

	Individual (d)
	0.218**
	0.0472**
	0.357**
	0.0740**

	
	(0.0754)
	(0.0161)
	(0.121)
	(0.0244)

	
	
	
	
	

	DJIA
	0.0000666*
	0.0000146*
	-0.000244***
	-0.0000519***

	
	(0.0000266)
	(0.00000583)
	(0.0000437)
	(0.00000928)

	
	
	
	
	

	Florida 
	0.0274
	0.00603
	0.00928
	0.00198

	Unempl.
	(0.0149)
	(0.00328)
	(0.0724)
	(0.0154)

	
	
	
	
	

	Florida
	-0.171***
	-0.0377***
	-0.122***
	-0.0260***

	Leading Index
	(0.0249)
	(0.00545)
	(0.0366)
	(0.00780)

	
	
	
	
	

	County FE
	No
	No
	Yes
	Yes

	
	
	
	
	

	County
	
	
	-0.161*
	-0.0344*

	Unempl.
	
	
	(0.0763)
	(0.0163)

	
	
	
	
	

	N
	3792
	3792
	1707
	1707

	
	
	
	
	
	
	


Marginal effects; Standard errors in parentheses

 (d) for discrete change of dummy variable from 0 to 1

* p < 0.05, ** p < 0.01, *** p < 0.001

� Press Release, “President Outlines Plan to Improve Corporate Responsibility.” March 7, 2002. Remarks by the President at Malcolm Baldrige National Quality Award Ceremony. URL: http://georgewbush-whitehouse.archives.gov/news/releases/2002/03/20020307-3.html


� Allen v. Stewart Enterprises, Inc., ARB No. 06-081, ALJ Nos. 2004-SOX-60 to 62 (ARB July 27, 2006). URL: http://www.oalj.dol.gov/PUBLIC/ARB/DECISIONS/ARB_DECISIONS/SOX/06_081.SOXP.HTM


� Platone v. FLYi, Inc., ARB No. 04-154, ALJ No. 2003-SOX-27 (ARB Sept. 29, 2006). URL: http://www.oalj.dol.gov/PUBLIC/ARB/DECISIONS/ARB_DECISIONS/SOX/04_154.SOXP.HTM


� A weakness in this dataset is that it only includes D&O cases against insured parties; if a corporation is not insured, any settlement made would not be apparent. One might speculate that following SOX, more companies decided to purchase D&O insurance, causing an upward bias in the observed number of suits. However, this is unlikely to account for the full increase in observed litigation: national surveys find that 85% of corporations responding had D&O insurance in 1994, up to 97% in 2003 (Tillinghast Towers-Perrin 2003). While the prevalence of D&O coverage has certainly increased, this effect alone is not enough to explain the meteoric rise in D&O settlements made.


� Looking at a simple comparison of means, it appears that D&O cases from 2003 onwards have been settled much faster than those from 2002 and before. However, there have been changes in the state court system over time: the number of judges in Florida increased from 719 in 1990 to 982 in 2012, so cases are cleared more expeditiously; further, Congress allocated funds to all the states in 1993 to improve court efficiency, and the program expanded in 2005 to allow online processing of court data. To account for this, I regressed the time from injury to dispensation on post-SOX status while controlling for the year of injury, and found that post-SOX cases had 493 extra days between injury and closure of the case. After adding controls for court outcome and stage of settlement, I found that post-SOX cases took 264 days longer than pre-SOX; both results were statistically significant (robust standard errors). 


� Data Sources Used: Bureau of Labor Statistics, Local Area Unemployment Statistics; Federal Reserve Bank St. Louis (FRED) Economic Data; Florida Office of Insurance Regulation, Professional Liability Tracking System.  
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