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Drywall lawsuits will
hit reinsurance hard
DRYWALL is an essential material in the construction industry. It is
made of gypsum-based plaster pressed between two thick sheets of
paper and dried in a kiln. It is light, easy to cut and simple to put up.
Drywall is used in most US homes.

When hurricane Katrina struck in 2005, destroying thousands of
homes, no-one accurately estimated how much drywall would be
needed to rebuild the houses. When homeowners in the southern
states of the US started to rebuild their homes using drywall the need
for it was such that US-manufactured drywall quickly ran out.

The US needed to import drywall from other countries, particularly
China. Some reports indicate 550 million pounds of Chinese drywall
hasbeenoffloadedatUSportssince2006,enoughtobuild60,000aver-
age-sized homes.

Unfortunately, Chinese drywall has quickly become the curse of the
US southern states. The allegation is Chinese drywall emits gases
including carbon disulfide, carbonyl sulphide, hydrogen sulphide and
diethyl sulphide resulting in a “rotten egg” smell. Moreover, these
gasesreportedlycorrodemetal, especiallycopper, thusaffectingpipes,
wiring and air-conditioning equipment.

The long-term health effects of the Chinese drywall are as of yet
unknown, but it is alleged it causes respiratory problems, sleeping
problems, irritation of the eyes and sinuses, and allergies.

It is unclear what component in the Chinese drywall may have
caused the emission of the gases. Some allege it is because Chinese
drywall is manufactured using fly ash from scrubbers on coal-fired
power plants.

Several class actions and significant lawsuits have already been
filed. These are directed against manufacturers, suppliers and install-
ers of the product, alleging they failed to establish proper quality con-
trolandprovideadequatewarnings. It isexpected asignificantnumber
of additional claims will be filed in the near future, touching everyone
involved in thesupplychainorconstruction industry.

A few homeowners have also started actions against their home-
owners’ insurance providers. It is thought builders, manufacturers
and installers also notified their insurers of this difficulty.

So far, there has been little movement on the part of the insurers,
who have yet to take a concerted view on whether to agree or reject
these claims or notifications. There are serious insurance coverage
issues. It appearsmostof thecover providedcontainedpollution,wear
and tear and faulty materials exclusions.

This situation also raises a public policy issue, whereby insurers
declining cover may be severely criticised. Having said that, one
insurer of a homebuilder has already commenced a declaratory judg-
ment action based on the above exclusions.

What are the potential implications for the reinsurance industry?
Clearly, the fact that close to 60,000 houses may be at risk indicates the
total cost of rectifying the problem may be very substantial.

If we assume US insurers will respond to these claims, this raises
aggregation issues on the reinsurance front, particularly whether it can
besaidall theseclaimsarise fromoneeventorseveral.

To this effect what would the event be? The manufacturing of the
Chinese drywalls, perhaps? Their installation? Additionally, there may
be “follow-the-settlement” issues where US insurers may reach com-
promise settlements even though they had possibilities to exclude
these claims.

This issue is one to watch, and we will obviously follow the course of
the various lawsuits and actions in the coming months with interest.

Tanguy de Schwarz is an associate director in the reinsurance and
international risk teamatBarlowLyde&GilbertLLP
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law altered in Germany
THE CREDIT CRUNCH and
resulting need for support of a
numberofbanksandlargecompa-
nies, as well as the German elec-
tion on September 27, have led to
some severe alterations of the law
of remuneration for directors of
publiclyheldcorporations.

The politicians of the coalition
may have been driven to satisfy
so-called “social envy” in Ger-
many, calling for a debate on the
moral code, but they have also
sought to balance the relation-
ship between income and work.

In the 20 years from 1987 to
2007 the average income of work-
ers and employees (blue and white
collar) has increased by 42%,
whereas the income of directors of
DAX-listed companies has
increased by 650%, with top fig-
uresexceeding€10m($14.57m).

Whereas these privileged
directors may refer to the income
of their colleagues overseas, espe-
cially in the US, compared with
which they look poor, a large part
of theGermanpopulation felt this
development did not correspond
to the economic reality. That view
was shared by the politicians,
whose income across the same
period was in line with the “nor-
mal” man in the street.

This situation led to statutory
modifications. One is the Verord-
nung zum Finanzmarktsabilis-
ierungsgesetz, which will try to
revitalise the finance market and
provides for the support of finan-
cial institutions. It limits the
income of directors of banks that
need help from the government
fund to €500,000 a year and the
waiver of any bonus payments.

Commerzbank has paid back the
received help in September, thus
allowing the return to a seven-
digit income for its directors.

The VorstAg (Act on the ade-
quacy of the remuneration of
directors)of June18amendedthe
Stock Company Act (AktG) and
the Commercial Code (HGB) to
limit the income of directors by a
number of different measures:

 Previously the total income of
directors (Vorstandsmitglieder)
had to be in relation to their tasks
and the financial situation of the
company. Now, additionally, the
performance of the individual
director and the usual remunera-
tion (of directors of other compa-
nies) are to be considered. The
structure of the remuneration
has to aid permanent develop-
ment of the company. Various
parts of the payment shall be
based on performance across
several years and extraordinary
developments are to be excluded
from the remuneration.

 Undertheoldrules,aunilateral
reduction of income was possible
only in exceptional circumstances.
Now it is permitted if the financial
situationofthecompanyhaswors-
ened – for example, if the company
has to lay off employees, reduce
salaries or cannot pay dividends.
An infringement of their duties by
the directors is not required; it is
sufficientifthedeteriorationofthe
company occurred during the
period of his responsibility as Vor-
stand and if it can be attributed to
him. The reduction does not affect
onlyhisremunerationofhisactive
time but can also hit his pension,
although this is limited to the first

threeyearsafterretirement.
Thequestionremainsif thenew

rules will really lead to higher legal
security, because it has already
been criticised as unclear. The text
of the law lacks concrete definition
of which cases will attract a duty to
decreasepayments.

In addition, the circumstances
around when the continuation of
incorrect payments is connected
with an increased liability has
been challenged, because it is not
clear when the situation for a
reduction occurs.

In order to achieve the contin-
ual positive development of the
company, stock options can be
exercised not after two years as
before, but only after four years.
However, it should be noted that
in reality this may not lead to sub-
stantial changes since in most
contracts the directors could sell
their options at some time
between three and five years.

The previous rules required
the publication of the promised
retirement remuneration for
directors in the annual statement
of account. Now in addition to
this, detailed information must
be given if a director’s term is cut
short for any reason. Further-
more, any alterations made dur-
ing any business year and all
payments made to a director who
retired during the business year
must be published individually.

The supervisory board
remainscompetent todetermine,
negotiate and reduce remunera-
tion. Under the previous rules the
income of the directors did not
have to be agreed by all the mem-
bers of the supervisory board. It

wassufficient if itwasdelegatedto
a committee.

Now it is mandatory the full
board determines and reduces
remuneration, as required. The
idea behind this is to make the
process more transparent. Alter-
natively, the shareholder meet-
ing of listed companies can
approve the directors’ remuner-
ation system, although the
duties of the supervisory board
remains unchanged.

To tighten control on the
behaviour of the members of the
supervisory board and also to
abolish the practice of a retiring
director more or less automati-
cally becoming member of the
supervisory board, the new law
prohibits a director from joining
the supervisory board in the first
two years of retirement from the
management board.

As important is the tightening
of the liability of the supervisory
board members for infringe-
ments of duties. Although under
the old law the liability was
unlimited if the board member
acted culpably, they are also now
liable for damages if they agree an
unacceptably high remuneration
for directors. The balance
between an adequate and exces-
sive amount is the minimum that
has to be indemnified.

Time will tell if this new rule
will succeed in delivering the
promised positive changes. In the
past no cases were ever reported
in which such damages were
claimed. Doubts exist as to
whether this situation will
change as a result of the new
rules, not least because such a
claim must be made by the man-
agement board, which may not
really be too interested in execut-
ing this duty. Therefore, it will be
up to the shareholders to raise the
claim and they will not see any
real advantage since any payment
would go to the company.

This package has been
launched at the same time as a
painful limit in the ability to
insure the directors’ and officers’
(D&O) liability of directors. In the
past, there was no statutory
retention in D&O covers but now,
if there isD&Oinsurance inplace,
the contract has to provide for a
retention of at least 10% of the
damages but is limited to 150% of
the fixed annual remuneration of
the director.

Although this rule could result
in an emphasis on the variable ele-
ments of remuneration most
observers believe the whole struc-
tureof thenewruleswill lead toan
increaseof the fixedsalaries.

DRREINHARDDALLMAYRconsiderstheeconomicdownturn,theelectionsandrecent
amendments that havebeenmade to the lawssurroundingdirectors’ remuneration

DrReinhardDallmayr isa
partner inBach, Langheid&
Dallmayr

Peoplewatch theGermanelection
results at theReichstag: the election
wasoneof theevents that led to the
changes in the remuneration law
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