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Derivative Lawsuits in Israel

Assaf Hamdani, Kobi Kastiel, Maayan Weisman

The use of the derivative suits in Israel has increased in the past decade. Does this
development serve the interests of public investors? We examine this question
through an empirical study encompassing all the derivative suits filed on behalf of
public companies in Israel over the past decade. We find that the majority of the suits
that raise a conflict-of-interest claim result in out-of-pocket compensation paid by the
defendants, thus fulfilling the main purposes of the derivative lawsuit—compensation
and deterrence. By contrast, the majority of the suits that raise a duty of care or
"failure of oversight" claim usually result in a settlement approved by the court at an
early stage of the legal proceeding, in which the insurer, almost exclusively, pays the
settlement amount. In most cases, the settlements are approved without the court
making any meaningful factual or legal determinations related to the defendants'
conduct that would have the power to produce deterrence. We explain how the
incentives of the involved parties lead to the equilibrium described. This situation
may give rise to an increase in insurance premiums and a reduction in insurance
coverage, neither of which benefit public investors.

Contrary to the prevailing view, we argue that public investors who hold
diversified portfolios do not benefit from compensation paid exclusively by the
insurer and that is not accompanied with any judicial determinations about the
defendants' conduct. Finally, we propose several policy reforms that aim to strengthen
derivative lawsuits' ability to protect public investors. These reforms are especially
vital given two significant trends in the last decade: the transition of public companies
from concentrated to dispersed ownership and the rising power of institutional

investors.
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