UNITED STATES
SECURITIES AND EXCHANGE COMMISSION
WASHINGTON, D.C. 20549

DIVISION OF
CTORPORATION FINANCE

February 15, 2013

John W. Kauffman
Duane Morris LLP
jwkauffman@duanemorris.com

Re:  Donegal Group Inc.
Incoming letter dated December 27, 2012

Dear Mr. Kauffman:

This is in response to your letters dated December 27, 2012 and January 16, 2013
concerning the shareholder proposal submitted to DGI by Gregory M. Shepard. We also
have received letters on the proponent’s behalf dated January 4, 2013 and
January 23, 2013. Copies of all of the correspondence on which this response is based
will be made available on our website at http://www.sec.gov/divisions/corpfin/cf-
noaction/14a-8.shtml. For your reference, a brief discussion of the Division’s informal
procedures regarding shareholder proposals is also available at the same website address.

Sincerely,
Ted Yu
Senior Special Counsel
Enclosure
cc:  J. Victor Peterson
Lathrop & Gage LLP

vpeterson@lathropgage.com



February 15, 2013

Response of the Office of Chief Counsel
Division of Corporation Finance

Re:  Donegal Group Inc.
Incoming letter dated December 27, 2012

The proposal requests that the board immediately engage the services of an
investment banking firm to evaluate alternatives that could “enhance shareholder value
including, but not limited to, a merger or outright sale of DGIL.”

There appears to be some basis for your view that DGI may exclude the proposal
under rule 14a-8(i)(7), as relating to DGI’s ordinary business operations. In this regard,
we note that the proposal appears to relate to both extraordinary transactions and
non-extraordinary transactions. Proposals concerning the exploration of strategic
alternatives for maximizing shareholder value which relate to both extraordinary and
non-extraordinary transactions are generally excludable under rule 14a-8(i)(7).
Accordingly, we will not recommend enforcement action to the Commission if DGI
omits the proposal from its proxy materials in reliance on rule 14a-8(i)(7). In reaching
this position, we have not found it necessary to address the alternative bases for omission
upon which DGI relies.

Sincerely,

Adam F. Turk
Attorney-Adviser



DIVISION OF CORPORATION F INANCE :
INFORMAL PROCEDURES REGARDING SHAREHOLDER PROPOSALS

The Division of Corporation Finance believes that its responsibility with respect to
- matters arising under Rule 14a-8 [17 CFR 240.14a-8], as with other matters under the proxy
* rules, is to aid those who must comply with the rule by offering informal advice and suggestions
and to determine, initially, whether or not it may be appropriate in a particular matter to_
recommend enforcement action to the Commission. In connection with a shareholder proposal .
* under Rule 14a-8, the Division’s staff considers the information furnished to it by the Company
in support of its intention to exclude the proposals from the Company’s proxy materials, as well
as any mformatlon furmshed by the proponent or the proponent s representatlve

Although Rule 14a-8(k) does not require any commumcatxons from shareholders to the
Comrmssmn s staff, the staff will always. consider information concerning alleged violations of
the statutes administered by the Commission, including argument as to whether or not activities
proposed to. be taken would be violative of the statute or rile involved. The receipt by the staff
of such information, however, should not be construed as changing the staff’s informal
procedures and proxy review into a formal or adversary procedure.

It is important to note that the staff’s and Commission’s no-action responses to -
Rule 142-8(j) submissions reflect only informal views. The determinations reached in these no-
action letters do not and cannot adjudicate the merits of a company’s position with respect to the
proposal. Only a court such as a U.S. District Court can decide whether a company is obligated
. to include shareholder proposals in its proxy materials. Accordingly a discretionary .
. determination not to recommend or take Commission enforcement action, does not preclude a
proponent, or any shareholder of a.company, from pursuing any rights he or she may have against
the company in court, should the management omit the proposal from the company S proxy
material.



LATHROP & GAGE»

VIC PETERSON 155 N. WACKER, SUITE 3050
DIRECT LINE: 312.920.3337 CHICAGO, ILLINOIS 60606
EMAIL: VPETERSON@LATHROPGAGE.COM PHONE: 312.920.3300
WWW.LATHROPGAGE.COM FAX: 312.920.3301

January 23, 2013

VIA E-MAIL ( shareholdemroposals@sec.gov)

Securities and Exchange Commission
Division of Corporation Finance
Office of Chief Counsel

100 F Street, N.E.

Washington, D.C. 20549

Re:  Donegal Group Inc. (“DGI”)
Securities Exchange Act of 1934 (the “Exchange Act™); Rule 14a-8
Stockholder Proposal (the “2013 Proposal™)
Submitted by Gregory M. Shepard (the “Proponent™)

Ladies and Gentlemen:

On behalf of the Proponent, we are responding to the letter dated January 16,
2013 sent to the Staff of the Division of Corporation Finance (the “Staff”) by John W.
Kauffman (“Mr. Kauffman™) of Duane Motris LLP on behalf of DGI. We previously
wrote to the Staff on January 4, 2013 in response to DGI’s no-action request dated
December 27, 2012 (“DGI’s No-Action Request”) relating to the Proponent’s 2013
Proposal.

At the outset, we would like to emphasize the following key points:

e The Proponent has the right to have his 2013 Proposal for an extraordinary
transaction included in DGI’s proxy materials pursuant to Rule 14a-8;

¢ The mere act of submitting the 2013 Proposal does not violate the Change
in Bank Control Act;

e The Proponent incontrovertibly owns less than 10% of the voting power of
DGI;

e The Proponent’s past history as an activist shareholder is irrelevant to the
inclusion of the 2013 Proposal — and it is particularly ironic that Duane

CALIFORNIA COLORADO ILLINOIS KANSAS MASSACHUSETTS MISSOURI NEW YORK
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Morris, the law firm now representing DGI, had extensively represented
the Proponent in some of these shareholder activities;

» DGI’s and Duane Morris’ strategy appears to be to bombard the Staff with
a blizzard of paper over highly-technical federal banking regulations, in
order to create the appearance that something is amiss;

¢ During the first three quarters of 2012, the small community bank at issue
in DGP’s petition had revenues of $11.3 million, in comparison with
$383.1 million in revenues for DGI; and

e DGI’s managers do not like the Proponent and are doing everything in
their power to attack his character and to block his access to the other
long-suffering DGI shareholders.

Mr. Kauffman’s January 16 letter asserts — incorrectly — that several statements in
our January 4 letter are “inaccurate, false or misleading and, if included in any proxy
solicitation material, would violate Rule 14a-9.” As a general matter, we note that none
of these statements appears in the 2013 Proposal or its Supporting Statement submitted
for inclusion in DGI’s proxy materials. In the remainder of this letter, we would like to
respond briefly to Mr. Kauffman’s January 16 letter.

First, DGI attempts to distinguish the First Franklin no-action letter (available
February 22, 2006) on the grounds that, unlike First Franklin, DGI is not an “ultimate
holding company” and thus cannot agree to sell itself without the consent of its
controlling shareholder, Donegal Mutual Insurance Company (“Donegal Mutual”), First
Franklin denied exclusion under Rule 14a-8(i}(7) of a shareholder proposal almost
identical to the 2013 Proposal, because it related to an extraordinary corporate transaction
rather than ordinary business matters. As in First Franklin, the 2013 Proposal requests
DGTI’s Board of Directors to seek a sale or merger of the company. Donegal Mutual’s
control of 66% of the voting power of DGI’s stock does not prevent DGI’s Board from
seeking a sale or merger. Indeed, Donegal Mutual could decide to vote its DGI shares in
favor of such a sale or merger once it knows the terms of the future transaction. In any
case, the 2013 Proposal requests action by DGI’s Board, not by Donegal Mutual, and the
requested action — i.e., that DGI’s Board seek a sale or merger — is an extraordinary
corporate action, which is not excludable under Rule 14a-8(i)(7).

Second, Mr. Kauffman’s January 16 letter purports to correct misunderstandings
of some fundamental points of federal banking law, such as the fact that DGI is a savings
and loan holding company (“SLHC"), which our January 4 letter acknowledged on page
8. Mr. Kauffman’s January 16 letter also maintains that DGI would remain an SLHC,
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and thus the Board of Governors of the Federal Reserve System (“FRB”) would remain
DGTI’s federal regulator, after the planned conversion of Union Community Bank FSB
(“UCB”) from a federal savings bank to a Pennsylvania-chartered savings bank. Clearly,
DGI wants the Pennsylvania Department of Banking to be UCB’s primary regulator. It is
also clear that the OTS has already determined that the Proponent is not in violation of
the Change in Bank Control Act (“CBCA”), and the FRB has stated that it would not
reconsider ownership structures previously approved by the OTS.

We respectfully submit that what is relevant here for the Staff’s purposes is that
the 2013 Proposal may be excluded under Rule 14a-8(i)(2) only if “the proposal would, if
implemented, cause the company to violate any state, federal, or foreign law to which it is
subject....” (Rule 14a-8(i)(2).) Because the 2013 Proposal requests DGI’s Board to seek
a sale or merger of DGI, its implementation would not cause DGI to violate any law.
Thus, DGI’s allegations that the Proponent is in violation of the CBCA and Regulation
LL thereunder are not only false, but irrelevant to the Staff’s determination of whether
the 2013 Proposal may be excluded under Rule 14a-8(1)(2). Mr. Kauffman’s January 16
letter does not identify any law that the 2013 Proposal would, if implemented, cause DGI
to violate; instead, it falsely and irrelevantly alleges that the Proponent is in violation of
the CBCA.

Third, Mr. Kauffman’s January 16 letter argues that the Proponent is no longer a
“passive” investor because “he now actively is seeking to force the sale or merger of
DGIL.” In response, we note that the Proponent first filed a Schedule 13D with respect to
his beneficial ownership of DGI shares on July 12, 2010, after previously filing on
Schedule 13G. We also note that the Proponent is merely seeking to include in DGI’s
proxy materials the 2013 Proposal to be submitted to DGI’s shareholders for their
approval or disapproval, and that the 2013 Proposal is precatory such that, even if
approved by DGI’s shareholders, it merely requests that DGI’s Board seek a sale or
merger of DGI. Given Donegal Mutual’s control of 66% of the voting power of DGI’s
stock and, as a result, its domination of DGI’s Board, the word “force” is inapposite here.
The Proponent is “actively” seeking a shareholder vote on the 2013 Proposal, which
requests DGI’s Board “to actively seek a sale or merger of DGI on terms that will
maximize value for shareholders.” For this reason, the Proponent furnished the 2013
Proposal and its Supporting Statement as an exhibit to Amendment No. 4 of his Schedule
13D filed on November 8, 2012.

Mr. Kauffman argues that the act of submitting a proposal for an extraordinary
transaction, in and of itself, proves that the Proponent is no longer “passive” and is
seeking control. This is nonsense, however, because the Proponent has a statutory right
to avail himself of shareholder proposal initiatives, just as any other shareholder
does. Mr. Kauffman goes on to argue that the Proponent is using a deceptive “stratagem”
to pursue his ulterior motive of taking over the company (again, perhaps because of
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Duane Morris’ previous representation of Proponent during a shareholder activist
matter). Again, this desperate claim is nonsense: A takeover would be impossible,
because Donegal Mutual controls 66% of DGI. We remind the Staff that the Proponent
has invested over $50,000,000 in DGI, and he has every right to closely monitor his
investment. It is the close monitoring that DGI does not like.

DGTI’s basic argument here is to equate not being a “passive” investor in a
securities law sense with seeking “control” of an SLHC — i.e., in a banking regulation
sense. However, being required to file on Schedule 13D does not entail having “control”
of an SLHC under the CBCA and Regulation LL. The ownership threshold for Section
13 is 5%, whereas under Regulation LL the ownership threshold for a rebuttable
presumption of control is 10% (and for a non-rebuttable determination of control it is
25%). The Proponent is an example of a Schedule 13D filer who does not “control” an
SLHC, because any presumption that the Proponent controls DGI is rebutted by the fact
that Donegal Mutual controls DGI.

Regarding DGI’s claim that the OTS never “approved” any ownership structure
involving the Proponent, but merely declined to take action against the Proponent, it is
difficult to imagine how formal an OTS approval would need to be for DGI to be
satisfied. DGI is inappropriately insisting on a higher standard for the Proponent’s
approval from the OTS. We respectfully submit, however, that the determination made
by the OTS staff constitutes sufficient approval, even if DGI does not agree with it.

Finally, Mr. Kauffiman’s notion that the Proponent cannot sell his shares in the
market is also nonsense. Mr. Kauffman’s January 16 letter asserts that the Proponent
may not resell his DGI shares under Section 4(a)(1), because the Proponent is a DGI
“affiliate.” Although the Proponent beneficially owns more than 10% of a class of DGI
shares, it does not necessarily follow that he is a DGI “affiliate,” which depends on
whether he “controls” DGI. However, the Proponent does not control DGI, and thus he is
not an “affiliate,” because Donegal Mutual controls DGI as a result of its ownership of
66% of the voting power of DGI’s stock.

In 1997 the S.E.C. proposed revising the definition of “affiliate” to exclude
persons who are not executive officers, directors, or beneficial owners of more than ten
percent of a class of equity securities of the issuer. Release No. 33-7391 (Feb. 28, 1997).
The release for this proposed rule stated, on page 10, that 10% holders could still contend
that they are not affiliates because they are not in a control position, and that their
affiliate status would be evaluated based on the facts and circumstances.

For instance, in one case, a co-founder, former officer and director of an issuer
owning 9.8% of its outstanding shares was permitted by the S.E.C. to sell his shares
without registration by showing that the issuer’s two principal shareholders owned
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approximately 44% of the issuer’s shares and that management owned approximately
22%, and that he had no involvement in the management of the issuer and no
representative on its board of directors. See Documentation, Inc., S.E.C. No-Action
Letter, 1976 WL 10383 (Oct. 13, 1976). Similarly, DGI’s controlling shareholder,
Donegal Mutual, owns approximately 66% of the voting power of DGI outstanding
common stock, and the Proponent has no involvement in DGI’s management and no
representative on its Board of Directors.

As for DGI’s comment with respect to the so-called “Section 4(1-/2) exemption,”
we note that Mr. Kauffiman’s January 16 letter only stated DGI’s opinion that a resale
under this exemption would likely have to be priced at a discount; the letter did not argue
that this exemption is unavailable. We also note that — even if (arguendo) the Proponent
were a DGI affiliate — he could resell his DGI shares pursuant to the Section 4(1-'%)
exemption. S.E.C. Release No. 33-6188 (Feb. 1, 1980) recognizes (at footnote 178 and
the accompanying text) the availability of the Section 4(1-%%2) exemption to resales of
securities by affiliates of the issuer. Because the Proponent has alternatives for reselling
his DGI shares other than pursuant to a registration statement, Rule 144, or a sale or
merger of DGI, the 2013 Proposal would not further a personal interest of the Proponent
which is not shared by all DGI shareholders, so DGI’s argument that the 2013 Proposal
may be excluded under Rule 14a-8(i)(4) also fails.

If we can be of further assistance in this matter, please contact me by telephone at
(312) 920-3337 or by e-mail at vpeterson@lathropgage.com.

Sincerely,

LATHROP & GAGE LLP

J. Victor Peterson

Ce:  Jobhn W. Kauffman, Duane Morris LLP, via email
Jeffrey D. Miller, Donegal Group Inc., via Federal Express

19792717
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' VIA E-MAIL (shar¢holderproposals@sec.gov)

Securities and Exchange Commission
Division of Corporation Finance
Office of Chief Counsel

100 F Street, N.E.

Washington, D.C. 20549

Re:  Donegal Group Inc. ("DGI")
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Securities Exchange Act of 1934 (the "Exchange Act"); Rule 14a-8

Stockholder Proposal (the "2013 Proposal”)

Submitted by Gregory M. Shepard (the "Proponent")

Ladies and Gentlemen:

On behalf of our client, DGI, we are responding to the letter dated January 4, 2013 sent
to the Commission by Victor Peterson of Lathrop & Gage LLP, counsel to the Proponent. Mr.
Peterson's letter addresses the no-action request we filed with the Commission on behalf of

DGI on December 27, 2012,

DGI believes certain of the statements in Mr. Peterson's letter are inaccurate, false or
misleading and, if included in any proxy solicitation material, would violate Rule 14a-9.

U Page 3 of the letter refers to First Franklin. The First Franklin reference is
inapposite. First Franklin was the ultimate holding company and could
~ therefore authorize a business combination transaction that included its
principal subsidiary; DGI is not an ultimate holding company and cannot agree
to sell itself without the concurrence of its parent which has more than majority

DUANE MORRIS LLP

30 SouTH 17 STREET PHILADELPHIA, PA 19103-4196

PHONE: 215.979.1000 FAX: 215.979.1020
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voting control of DGI. This distinction is obvious and material, but Mr.
Peterson did not note that fact.

Page 8 of the letter evinces a lack of understanding of some fundamental points
of federal banking law. DGI is not an insured depository institution but is
instead a grandfathered unitary savings and loan holding company ("SLHC")
whose federal regulator is currently the Board of Governors of the Federal
Reserve System (the "FRB"). Prior to July 21, 2011, the Office of Thrift
Supervision (the "OTS") was DGI's federal regulator.

* Union Community Bank FSB ("UCB") is the underlying savings bank and a

subsidiary of DGI and Donegal Mutual Insurance Company ("Donegal
Mutual”). If UCB were to complete its pending conversion from a federal
savings bank to a state savings bank, there would be no change in the
regulatory status of DGI. As an SLHC, DGI's current federal regulator is the
FRB, and its federal regulator as an SLHC after the conversion would remain
the FRB. The chartering authority for the underlying savings bank, UCB, is,
and will continue to be, irrelevant to the issues at hand.

Pages 8-9 of the letter state that DGI's legal counsel's December 12, 2012 letter to
the Proponent (Exhibit C to his letter) was "coercive" because it offered to
include the Proponent's 2013 Proposal in DGI's 2013 Proxy Statement if the
Proponent submitted materials to the FRB in compliance with his obligations
under the Change in Bank Control Act (the "CBCA") no later than December 19,
2012. Mr. Peterson also contends DGI's request that the Proponent comply with
the CBCA is "redundant” given the prior ruling of the OTS. Mr. Peterson’s
interpretation of the foregoing events is wrong for two reasons:

) First, when the OTS declined to take action in February 2011, the
Proponent represented that he was nothing more than a passive investor.
See Exhibit E at pages 2-4 to Mr. Peterson's January 4 letter. In February
2011, the OTS did not give the Proponent a clean bill of health for all
time, but rather just made a finding that he was "not in violation of the

~ rules at [that] time." See Ex. F to Mr. Peterson's January 4 letter. Since
February 2011, the Proponent has clearly shed whatever status he may

~ previously have had as a purported passive investor and he now actively
is seeking to force the sale or merger of DGI. The Proponent's current
actions are detailed in the Petition for Enforcement Action (the
"Petition") which we provided to you with our letter dated December 27,
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2012 and in DGI's Supplement to its Petition (the "Supplement”), a copy
of which we enclose with this letter for your information. See the

-Petition at 1 5 and 63 - 69 and the Supplement at 11 - 8.

Second, DGI's actions in seeking to have the Proponent comply with his
obligations under the CBCA now that he is no longer a passive investor
in exchange for including his 2013 Proposal in DGI's 2013 Proxy
Statement was not "coercive" in any way. DGI understands that any
person seeking to avoid a "control” finding under the CBCA for owning

~ 10% or more of any class of voting securities — in this case the
"Proponent's ownership of slightly more than 18% of DGI's Class A

common stock — would be requiired to enter into a passivity agreement
with the FRB. In accordance with DGI's understanding, a typical
passivity agreement would prohibit the Proponent from seeking to force
DGI to engage in a sale or merger and would require the Proponent to .

~ cease any and all attempts to control or influence the business,

operations and activities of DGI. Having obtained such protection from
the Proponent's execution of a typical passivity agreement with the FRB,
DGI would no longer have concern about the inclusion of the
Proponent's 2013 Proposal in its 2013 Proxy Statement. What is relevant
is the course of conduct upon which the Proponent has embarked in

~ seeking to force DGI to engage in a sale or merger which is precisely the

same stratagem that Proponent used as a prelude in the past to try and
take control of three other insurance companies. See the Petition at 11
28 -54. By having the Proponent enter into a passivity agreement with
the FRB, DGI would be protected from all future efforts by the
Proponent to force or influence its sale or merger and the inclusion of
Proponent's 2013 Proposal in DGI's 2013 Proxy Statement would be the
end of his efforts to obtain control of DGI rather than the continuation of
them.

. Page 10 of the letter provides a misleading description of the various OTS
actions and the Proponent's purported passive investor status regarding DGL
Whether the Proponent was in fact a passive investor in DGI at one time no
longer matters because the Proponent now admits in a filing with the
Commission that the Proponent is no longer a passive investor. The OTS did

. not object to the Proponent's holding over 10% of DGI's Class A common stock
two years ago and under the circumstances then prevailing. Those
circumstances no longer prevail. See the Supplement at 11 9 - 14 and the
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Petition at ] 5 and 63 — 69. DGI respectfully submits that anyone
experienced with federal banking regulation would conclude that Mr.
Peterson's description of the OTS history is inaccurate.

. On that same page, Mr. Peterson accuses DGI of "misleadingly” failing to
include in its Petition language from the FRB's Regulation LL regarding
ownership structures previously approved by the OTS. There was no reason
for DGI to include the Regulation LL language to which Mr. Peterson refers. To
begin with, the language is inapposite, because the OTS never "approved” any
ownership structure involving the Proponent and DGI but merely declined to
take action against the Proponent based on the facts then known to the OTS.
Indeed, DGI first became aware of this information when it received Mr.
Peterson's January 4, 2013 letter and its accompanying exhibits. DGI was
previously unaware of any of the Proponent's correspondence with the OTS,
because the Proponent had requested, and apparently obtained from the OTS,
confidential treatment of such correspondence. Now that DGI has become
aware of those facts, it has filed the Supplement to the Petition.

J Page 13 of the letter claims that the Proponent could sell his shares under
Section 4(a)(1) and under the "Section 4(1-1/2)" exemption. DGI believes these
. statements regarding a very complex topic under the federal securities laws are -
not correct and are therefore misleading for the following reasons:

. Because of the Proponent's large share ownership of DGI Class A
common stock and Class B common stock, the Proponent has the status
of an "affiliate” under the federal securities law, making Section 4(a)(1)
unavailable to him; and

. The Proponent would likely have to take a significant discount from the
market price of any DGI shares sold under the "Section 4(1-1/2)"
exemption, because the party purchasing the DGI shares from the
Proponent would receive "restricted securities.”
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If we can be of further assistance in this matter, please contact me by telephone at (215)
979-1227 or by e-mail at jwkauffman@duanemorris.com.

Smcerely,

e

JWK:am :
cc: Donald H. N1k01aus
Jeffrey D. Miller

Frederick W. Dreher, Esq.
Gregory M. Shepard
Victor J. Peterson, Esq.



BEFORE THE BOARD OF GOVERNORS
OF THE FEDERAL RESERVE SYSTEM

In Re Gregory M. Shepard, the owner of more than
10% of the Class A Common Stock of Donegal Group
Inc., a Grandfathered Savings and Loan Holding
Company

SUPPLEMENT OF DONEGAL GROUP INC. TO .
PETITION FOR ENFORCEMENT ACTION

Petitioner Donegal Group Inc., Marietta, Pennsylvania (“DGI”) hereby submits this
Supplement in support of its Petition for Enforcement Action (the “Petition”) filed with the
Board on December2l, 2012. Petitioner files this Supplement because, subsequent to

_December 21, 2012: (i) DGI received documents from Gregory M. Shepard (“Shepard”), for
which he had previously requested and apparently received confidential treatment from the
Oﬁ‘ice of Thrift Supervision (the “OTS”); and (ii) the Court of Appeals for the Second Circuit
decided Gibbons v. Malone relating to the circumstances under which two different classes of
securities of the same issuer cannot be combined or, in the words of the court, “paired.” DGI
believes that these documents and this decision provide further support for its Petition.

A, Starting In Late 2011, Shepard Has Sought To Control And Influence DGI’s
Management, Policies And Business Operations

1, As described in paragraphs 5, 14 and 63-69 of the Petition, starting in November
2011, Shepard has sought to force DGI to merge with or sell itself to another company.
Shepard’s current stratagem is his attempt to place a shareholder proposal in DGI’s annual proxy
statements ﬁat would, if approved by DGI’s stéckholders, require DGI to hire an investment
banking firm to evaluate the sale or merger of DGI, and would further require the DGI Board to

actively seek the sale or merger of DGI.

DMEAST #16187779 vb



2. Shepard’s efforts started with the submission of his 2012 Proposal for inclusion in
DGP’s Proxy Statement for its 2012 annual meeting of stockholders. See Petition at § 64.and
Exh. F. _ |

3. Thereafter, over Shepard’s objection, the SEC granted DGI’s no-action request
permitting DGI to exclude Shepard’s 2012 Proposal from its 2012 Proxy Statement, See Petition
at 1y 65-66.

4, Undaunted, Shepard has now submitted his 2013 Proposal and requested its
- inclusion in DGI’s Proxy Statement for its 2013 annual meeting of stockholders. See Petition at
467 and Exh. G. |

S. Although DGI has again requested that the SEC grant its no-action request,
Shepard has once again opposed DGI’s request. DGI’s request is presently pending before the
SEC. | |

6. However, in the course of opposing DGI’s request, Shepard has revealed to DGI -
certain correspondence between him and his counsel and the OTS which supports DGI’s
- Petition. Since Shepard had éought and apparently received conﬁdentigl treatment for such
-correspondence, DGI only received such correspondence for the first time on January 4, 2013
when Shepard submitted it to the SEC and to DGI as part of his opposition to DGI's .no-action
-request.

7. Significantly, in addition to seeking to have DGI includé his 2012 and 2013
Proposals in its Proxy Statements for its 2012 and 2013 annual meetings of stockholders,
Shepard also filed an Amendment No. 3 to Schedule 13D with the SEC in November 2012 in
which he reserves the right to “communicate with management, the Board, other stockholders,

industry participants and other interested or relevant parties (including financing soiu'ccs and

DMEAST #16187779 v5 2



financial advisors) about [DGI] or propoéing a potential or other transaction involving [DGI] and
about various other matters, including the operations, business, strategic plans, assets and capital
structure of [DGI] . . . [or] requesting or proposing one or more nominees to the Board of
Directors of [DGI].” See Petition at §§ 5 and 68 and Exh. A at page 4 of 6.

8. Simply stated, Shepard is no longer a passive investor in DGI and his previous
representations to the OTS are no longer correct. |
B. Shepard’s OTS Correspondence Supports DGI’s Petition For Enforcement

9.  Shepard’s and his counsel’s correspondence with the OTS is set forth in the
following four letters:

. A letter from the OTS to Shepard dated November 24, 2010 (Exh. H)

o A letter from Shepard’s counsel to the OTS dated December 17, 2010 (Exh. I)

. A letter from the OTS to Shepard dated February 28, 2011 (Exh. J)

. A letter from Shepard’s counsel to the OTS dated March 3, 2011 (Exh. K)

This correspondence resulted from DGI’s request that the OTS find Shepard in violation of the
© Change in Bank Control Act (the “CBCA”). See Exh. H.

10. In order to forestall the OTS’s disapproval of his purchases of DGI Class A
Common Stock in excess of 10% of the outstanding shares of DGI’s Class A Common Stock
without any notice to or approval from the OTS, Shepard made the following repreéentations to
the OTS, inter alia, in his counsel’s letter dated December 17, 2010:

o “Qur client has never proposed a director in opposition to nominees proposed by
the management of DGIC, DFSC or FSB.” ‘

. “Our client has not participated in the solicitation of proxies with respect to any
matter presented to the stockholders of DGIC, DFSC or FSB.”

¢  “[Olur client has not done and has no present intention to. . . [e]xercise, or

attempt to exercise, directly or indirectly, control or a controlling influence over
management, policies or business operations of DGIC, DFSC or FSB.”
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Exh. Iat 3-4, Thus, Shepard sought to portray himself as nothing more than a passive investor in
DGL |

11.  Each of the foregoing representations has been compromised by Shepard’s 2012
and 2013 Proposals and his stated reservation of rights in his November 2012 MenMent No. 3
to Schedule 13D. Shepard’s current course of conduct is the forerunner of the actions he
previously pursued to try and force the sale or merger of three other companies. - See Petition at
f928-54. |

12. It does not require a leap of faith to conclude that the OTS would likely have
viewed Shepard’s CBCA violations in a significantly different light if it knew Shepard would
treat the OTS’s inaction as a license for him to pursue the forced sale or merger of DGI in the
future.

13.  In fact, the OTS never gave Shepard a clean bill of health for all time. On the
contrary, as the OTS stated to him in its February 28, 2011 letter, it “[d]id not concur with the

analysis set forth in [his counsel’s December 17, 2010] letter, but, instead, [blased on the facts as

[the OTS] understood them,” the OTS only “concluded that [Shepard was] not in violation of the -
rules at this time.” Exh. J (émphasis added). |

14.  Given the changed circumstances between February 2011 when Shepard sought to
portray himself as a passive investor and now when Shepard admits he is no longer a passive
investor, there is no reason for the Federal Reserve Boara to cleave to the OTS’s inaction instead
of independently analyzing the facts upon which DGI’s Petition is predicated and addressing

Shepard’s violations of the CBCA.
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C. The Second Circuit’s Decision In Gibbons Suppoerts DGI’s Contention That Its
Class A and Class B Common Stock Should Be Treated As Separate Classes Of
Voting Securities

15.  Regulation LL provides that any party seeking to acquire 10% or more of any
class of voting securities must submit a prior notice to and receive the. prior approval of the
Federal Reserve Board before exceeding the 10% threshold. See Petition at § 18.

16. It is undisputed that Shepard owns more than 18% of DGI’s Class A Common
Stock and that he did not seek or obtain in advance — in fact has never sought or obtained —~ the
Federal Reser‘{e Board’s approval prior to exceeding the 10% threshold. See Petition at 1912,
19-20.

17. DGI’s Class 'A Common Stock ("DGICA") and DGI's Class B Coﬁlmon Stock
("DGICB") are two separate classes of voting securities which should not be combined for the
purposes of avoiding a violation of Regulation LL. See Petition at ] 12-13.

18.  The Second Circuit’s Gibbons decision was decided on January 7, 2013. A copy
of the Gibbons decision is appended hereto as Exh. L.

19. In Gibbons, a case decided under section 16(b) of the Securities Exchange Act of
1934, the Second Circuit had to decide whether sales and purchases of two different classes of
securities of ﬁe same issuer should be “paired” for the purpose of determining whether the short-
swing profits prohibition of section 16(b) had been violated.

20. In Gibbons, the Second Circuit held that the two different classes of Discovery
Communications, Inc. (“DCI”) securities should not be “paired” and hence found there was no
violation of section 16(b) because:

. The two classes— DCI Series A stock and DCI Series C stock— were not
convertible into each other. '

. The Series A stock and Series C stock had different voting rights, since the Series
A stock had one vote per share and the Series C stock had no voting righs.

DMEAST #16187779 v 5



. The Series A stock and Series C stock were registered separately and traded
separately on the NASDAQ.

. The Series A stock and Series C stock traded at separate prices,

Slip Op. at 3, 8-9. Given these differences, the Second Circuit held the Series A and Series C
stocks wer;e not “economically equivalent” and could not be paired for section 16(b) purposes.
Slip. Op. at 8-10." |

21.  The same distinctions that governed the Second Circuit’s decision in Gibbons
apply here because:

] The two classes of DGI’s securities — DGICA and DGICB - are not convertible
into each other.

. DGICA has only one-tenth of a vote per share, whereas each share of DGICB has
one vote per share.

. The DGICA and DGICB shares are registered separately and trade separately on
the NASDAQ.

. The DGICA and DGICB shares trade at separate prices.
Accordingly, for purposes of Regulation LL, the DGICA and DGICB shares should not be

“paired” or combined.
22.  Given the differences between the DGICA and DGICB: shares, Shepard should

not be permitted to evade Regulation LL’s prohibition on owning 10% or more of any class of a
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voting security without prior notiee to.and the prior approval of the Federal Resetve Board.

Dated: January 11, 2013

DMEAST:#16187779 v5

Respegifilly submif

/st David H. Pittinsky

David H, Pittinsky
BALLARD SPAHR LLP

- 1735 Market Street, 51% Floor

Philadeiphia, PA 19103
215:864.8117

pittinsicyibaiards

oA

fs/ __ KeithR. Fisher

Keith R. Fisher
BALLARD SPAHR LLP
1909 K Street, NW, 12" Floor
Washington; DC 20006
202.661.2284
fisherk(@ballardspahr.com

Attorneys for Petitioner
Donegal Group Inc,



EXHIBIT H




) Office of Thrift Supervision
iy Department of the Treasury ) __ Northeast Region

3 Farborside Flnanclal Cénter Plaza Five, Sulte 1600, Jerscy City,‘NJ E3 Michael E. Finn
Telephone: (201) 413-7302 » Fax (201) 413-5842 Regional Director

November 24, 2010 ’ ' ' OTS Nos.: 16137
: H3434
Via Overnight Courier »

Mr, Gregory M. Shepard
*** EFISMA & OMB Memorandum M-07-16 ***

Re; OwnetshlpofDonegaI GroupInc
f Rep

Dear Mr. Shepard:

This notice concerns your ownership of Class A commonstock,parvalue $0.01 per share (“Class A
Shares”) of Donegal Group Inc. (“Holding Company™), which is a savings and loan holding company
for a savings association, Province Bank FSB (“FSB™). Holding Company and FSB are regulated by the
Office of Thrift Supervision (“OTS”). Individuals who invest in the securities of savings associations
and savings and loan holding companies are subject to the Change in Bank Control Act (the “Control
Act"), 12 U.S.C. § 1817(j), which OTS implements through its regulations at 12 C.F.R. Part 574. The
Control Act, asnnp!ememdby OTS regulations, generally prohibits an individual from acquiring’
.contro} of a savings and lean holding company® unless the individual previously has filed & Control
Notice and received written notice of non-disapproval from OTS. See 12 CF.R. §§ 574.3(b) and 574.6.

It appears that you have acquired Holding Company voting stock in violation of 12 C.F.R. § 574.3(b)
and 12 U.S.C. § 1817(G)(1). This is because, pursuant to OTS regulations, you are presumed to have
acquired control of Holding Company prior to May 12, 2010 by virtue of your purchases of Class A

Shares and, prior to such presumptive acquisition of control, your failure to file a notice seeking OTS
non-disapproval. '

You are presumed to have acquired control of the Holding Company due to the operation of 12 CF.R.
§§ 574.4(b) and (c), which provide for rebuttable control determinations. Among other things an
investor is presumed to have acquired control of an savings and loan holding company when: (1) the
investor acquires more than 10% of any class of the company’s voting stock, and (2) the investor is, or
would be, one of the two largest holders of any class of the company’s voting stock. According to the
Holding Company’s Schedule 14A filed with the U.S. Securities and Exchange Comunission on March
15, 2010, you were listed, as of February 26, 2010, as the second largest holder of Class A Shares, with

! The term “acquire” is defined at 12 C.F.R, § 574.2(a).

? The regulations use the tesm “savings association”, However, the term “savings a.ssocmnon” has been defined 10 include-
savings and loan holding companies. See 12 CF.R. § 574.2(p).



Mr. Gregory M, Shepard
November 24, 2010
Page 2

ownership of 8.4% of Class A Shares, based on a Schedule 13G amendment filed by you on February
16, 2010. The Schedule 13D filed by you on July 12, 2010 reported ownersh:p of 15.8% of Class A
Shares and indicates that your ownership exceeded 10% of Class A Shares prior to May 12, 2010.
Publicly available information indicates that you are, and have been, one of the two largest holders of
the Class A Shares,

The OTS currently is in the process ofdctcrminingwhatacﬁonitshouldtakcagainstyonforyom

apparent violation of the Control Act and provisions of 12 CF.R. Part 574. If you have any information

that you would like to submit regarding this matter, please provide it to OTS attomey Gregory Rubis at
this address by Tuesday, December 14, 2010. Your response should describe how you have divested or
will divest yourself of Class A Shares to bnng your level of ownership to, or below, the 10% threshold.

In addition, effectwe xmmedxatcly and until OTS provides you with written notice of resolution of this
matter, you are hereby directed by OTS in the following way:

1) You must refrain from exemsmganyvotmgnghts with respect to more than 10% ofC}assA
Shares; and
2) You must not acquire any additional Class A Shares,

If you have any questions about this matter please contact Gregory Rubis at (201) 413-7382.
Sincerely,

*‘ﬁ«//{.é :{:-v——“

Michael B, Fing

Regiona] Director

cc: Gregory J. Rubis, Esq.

3 i’ublic seourities ﬁlihgs by Holdiiig Company show 2 relatively constant number of outstanding Class A Shares since
December 31, 2009,
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RILEY BENNETT
__& EGLOFF, uip_

ATTORNEYS AT LAW
Answers, Advice and Advocacy

J. MARE MCKINZIE
Direct Fax: (317) 955-7156
i monckivich

CONFIDENTIAL

December 17, 2010

Mr, Michael E. Finn

Regional Director

Office of Thrift Supervision

Harborside Financial Center Plaza Five, Suite 1600 o o
Jersey City, NJ 07311 : -

Re: Ownershlp of Donegal Group Inc. Class A Shares by Gregory M. Shepard
OTS Nos. 16137
H3434
Our file number: 2988.503

Dear Mr. Finn!

Thank you for your November 24, 2010 Notice letter concerning our client,
Gregory M. Shepard’s, ownership of Class A common. shares of Donegal Group Inc.
{*DGIC”"). Please know we are appreciative of Mr. Rubis’ extension of time with Whlch
{o respond. through Friday December 17, 2010.

We have reviewed the applicable citations to the Change in Bank Control Act’
(the “Control Act”), as well as the regulations thereunder, as implemented by the Office
of Thrift Supervision (“OTS”} at 12 C.F.R. Part 574. With respect to Mr. Shepard’s
equity ownership in DGIC, please know that Mr. Shepard's U.S. -Securities and .

Exchange Commission filings have heen truthful and accurate. Any technical

violation which may have occurred was unknowing, involuntary, and ingdvertent. He
looks forward to being in full compliance with all applicable laws and regulations and
to working with the OTS to bring a fair and equitable resolution to this matter. .
Important for consideration towards this goal, our review of the facts reveals the
following: . .

‘. DQGIC describes itself in its public filings as an insuratice holding -
company whose insurance subsidiaries offer personal and commercial
lines of property and casualty insurance to businesses and individuals in
18 Mid-Atlantic, M1dwestem, and Southeastem states; ’

FOURTH FLOOR ¢ 141 B, WASHINGTON STREET 4 INDIANAPOLIS, INDIANA, 46204
TELEPHONE: (317) 636-8000 ¢ FACSIMILE: (317) 636-8027 ¢ WEBSITE: RBRLAW.COM
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Mr, Michael E, Finn
December 17, 2010

Page 2

Describing its organizational structure, DGIC indicates it owns 48.2% of
Donegal Financial Services Corporation (*“DFSC”), a registered savings
and loan holding company that in turn, owns Province Bank FSB
(“FSB*). DGIC indicates that its investment in DFSC is “not material to
our operations” but believes the investment will enhance its property and
casualty insurance product oﬁ’mngs,

FSB is subject to regulation and supervision by OTS, as thc primary
regulator of federal savings banks and the primary purpose. of the
statutory and regulatory effort by the OTS s to protect depositors in
financial institutions and the financial system &8 a whole;

On July 12, 2010, Mr. Shepard filed a Schedule 13D Filing mth u. S
Securities and Exchange Commission (“SEC”) disclosing his ownership of
the Class A shares in question (and including as exhibits his
correspandence of June 25, 2010 and July 12, 2010 to DGIC and its
July 9, 2010 corresponderice to him). In DGIC’s response there is no

- mention of its status as a regulated savings and loan holding company

and the applicable regulatory requirements;

Mr. Shepard acknowledges compliance with the direction ﬁ'om the OTS
that, until written notice of resoluton of this matter has been received by
him from the OTS, he: -

. will refrain from exercising any voting rights with respect to more
than 10% of Class A shares; and _
. will not gequire any additional Class A shares;

As of receipt of OTS’s correspondence of November 24, 2010,
Mr, Shepard’s combined share holdings of DGI represent a voting power
of only 9.2% of the outstanding voting securities of DGIC. When
combined with' DGIC’s ownersh;p of 48.2% of DFSC, Mr. Shepard’
indirect ownership of FSB is approximately 4.4%.

As stated above, Mr. Shepard is committed to being in full compliance with the laws
and regulations referenced in your correspondence of November 24, 2010. From our
review of said laws and regulations, we believe that if our client had filed a formal
epplication for Rebuttal of the Presumption of Control Agreement, pursuant to Section
320 of the OTS Application Handbook, he would have qualified for a written notice of

non-disapproval. Spemﬁca‘lly, the facts of this case are aligned closely with those
requirements referenced in 12 C.F.R. § 574.100, the Rebuttal of Control Agreement:

Our client did not acquire the Class A shares in question for the purpose
or effect of changing the control of DGIC, DFSC, or FSB or in connection
with or as a participant in any transaction having such purpose or effect;
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Mr. Michael E. Finn
December 17, 2010 . . '
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Our client has no intention (and no ability} to manage or control, directly
or indirectly, DGIC, DFSC, or FSB. Although our client is nominally
listed as the second largest holder of DGIC stock, the largest holder,

.Donegal Mutual Insurance Company ("DMIC"), holds [66%] of the voting

power of the DCIG shares and dwarfs our client's position. Given the
incontrovertible control position of DMIC, it is mposmble for our client to
ever be in a control position;

Not only does DMIC overwhelmingly control DGIC, DMIC also directly

owns approximately 52% of DFSC. By contrast, DGIC' owns’
- approximately 48% of DFSC. Therefore, DMIC, not DGIC, is in control of

the management and policies of DFSC, and thus also of FSB;

Although the Class A common shares of DGIC are voting stock, each .

Class A share has 1/10 of a vote. By contrast, cach share of Class B
common, stock of DGIC has a full vote, which is ten times the voting
power of a Class A share. .Accordingly, Mr. Shepard's ownership of Class
A shares of DGIC gives him voting power equivalent to that of
approximately 1.6% of the Class B shares of DGIC;

Our client has not sought and does nét currently seek, nor has he .

accepted, any representation on the board of directors of DGIC, DFSC, or

- FSB nor has he sought or currently sceks to serve as the chairman of the

board of directors, or chairman of an executive or similar committee of
DGIC, DFSC, or FSB, or board of directors or as premdent or. chief
executive officer of DGIC, DFSC, or FSB;

Our client has not engaged or proposed to_engage in any intercompany.

- transaction or profit-sharing arrangement with DGIC, DFSC, or FSB or -

their affiliates. Qur client holds no debt or debt-like instruments. in any

‘of DGQIC, DFSC or FSB. Our client has not pledged any asset3 for the

benefit of DGIC, DFSC or FSB, nor have any assets of any of them been

pledged for the benefit of our client. Our. client is not a gua:antor or

surety for and obligation owed by any of DGIC, DFSC or FSB;

Our client has never proposed a director in opposition to nominees,_
. .proposed by the management of DGIC, DFSC, or FSB;

Our client has not participated in the solicitation of proxies with respect
to any matter presented to the stockholders of DGIC, DFSC, or FSB. Our
client does not hold proxies, revocable or otherwise, from any other
party, and no party has granted to our client a proxy, revocable “or
otherwise. Our client has not granted any proxy on his shares to any
other party. Our client is not a party to any voting trust agreement. Our
client is not acting in concert with any other party with respect to any
matter pertaining to DGIC, DFSC or FSB;

Additionslly, our client has not done and has no present m’cenuon to do
any of the following:
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. Influence or attempt to influence in any respect the loan and
credit decisions or policies of DGIC, DFSC, or FSB, the pricing of
services, any personnel declsxons, the location of any offices,
branching, the hours of operation or similar activities of DaIC,
DFSC, or FSB;

® Influence or attempt to influence the dividend policies and
practices of DGIC, DFSC, or FSB or any decisions or policies. of

DQIC, DFSC, or FSB as to the offering or excha.nge of any

. securities;
. Seek to amend, or otherwise take action to change, the bylaws,
articles of incorporation, or charter of DGIC, DFSC, or FSB;

. Exercise, or attempt to exercise, directly or indirectly, controI ora .
controlling influence over management, policies or business -

operations of DGIC, DFSC, or FSB; or
. Seek or accept access to any non-public information concermng

DGIC, DFSC, or FSB (out clent’s relationship with DGIC is at best
arm’s length.. Mr. Shepard has not received, nor expects to ever

_ receive any non-public informatlon from DGIC).

In sum, the facts and circumstances surrounding Mr, Shepards stock

ownership. in. Class A DGIC shares closely aligns with all of the factors listed for a
facmally-based rebuttal of the presumption of control urider 12 C.F.R. Part 574.
‘Mr. Shepard js and always has been in a position of non-control relative to all

measurable factors of confrol as listed under OTS guldehncs In fact, he has not .

controlled and has no ability to control, influence, or in any way be & factor in any
decisions with regard to FSB, directly or indirectly. All relevant facts as deﬁned by
oTs show Mr. Shepard does not have any coritrol whatsoever,

Therefore, we anticipate filing a formal application pui‘suarit to the terms and

requirements of Section 3.20 of the OTS Application Handbook.for consideration by
the OTS to make a determination consistent with these facts for issuance of a letter by

the OTS regarding its acceptance of a rebuttal of control on the part of Mr. Shepard. -

Through the completion of this process, Mr. Shepard looks forward to being in full
compliance with OTS and to maintaining this compliance going forward. .

If you or Mr. Rubis have any addmonal questions about this matter, please feel
free to contact me at my direct dial number (317) 955-7116. Lastly, Mr. Shepard
respectfully requests that this matter be afforded confidential treatment through its
resolution for privacy reasons smd because disclosure might affect the public stock
pncc of DGIC. - :
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RILEY BENNE‘I‘T & EGLOFF, LLP

Mr. Michael E, Finn
December 17, 2010
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Sincerely,
RILEY BENNETI‘ & EGLOFF, 112

on behalf of Gregory M. Shepard "

cé: - Mr. Gregory J. Rubis, Esq.
Mr. Gregory M. Shepard
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) Office of Thrift Supervision
4 Department of the Treasury Northeast Region

; | Tistorids Financial Cenier Finza, Five, Sallo 1600, Jeceey City, T U731L T “NGORTRTE Finn
Telephone: (201) 413-7302 » Fix (201) 413-5842 Regional Director

VIA FIRST CLASS MAIL
February 28, 2011
Mr. Gregory M. Shepard

ok FISMA & OMB Memorandum M-07-16 ***

Re:  Donegal Group Inc. (Donegal) and
Province Bank FSB (Association)

Marigtta, Pennsylvania— OTS Nos, H3434 and 16137
12 C.F.R. Part 574

Dear Mr. Shepard:

The Office of Thrift Supervision (OTS) has considered the letter from your counsel dated
December 17, 2010 and has discussed the matter with the legal department of OTS in
Washington, DC. Based on the the facts as we undexstand them, and while we do not concur
with the analysis set forth in the letter, we have ooncludedthatyouarenotmvmlatmnofthe
rules at this time.

Please direct any questions regarding this matter to Senior Attorney Gregoty Rubis at (201) 413-

7382,
Mi Fion ~
Regional Director

Sincerely,

cc:  J. Mark McKinzie, Bsq.
Riley Bennett & Egloff, LLP
Fourth Floor -
141 E. Washington Street

Indianapolis, Indiana 46204
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J. Marx MCKINZIE
Direct Fux: (317) 955-7156
B-msi].-mmddwc@tbdwm

March 3. 201!

Mr, Gregory Rubis

Office of Thrift Supervision

Harborside Financial Center Plaza Five. Suite 1600
Jersey City, NJ 07311

Re:  Ownership of Donegal Group Inc. Class A Shares by Gregory M. Shepard;
OTS Nos. 16137
H3434
Our file number: 2988.503

Dear Greg:

Thank you for forwarding a courtesy copy of the letter issued by the Northeast
Regional Director of OTS to my client, Gregory M. Shepard, and for your displayed
professionalism and courtesy thioughout this matter.

The conclusion was reached that Mr. Shepard is not in violation of OTS rules.
Please kniow it is his desire to remain in complience on an ongoing basis. Toward this
end, this letter is to confirm and memorialize our discussions that Class A and Class B
shares of Donegal Group, Inc. (*“DGIC") are treated as one “class” of stock for purposes of
applying the provisions of 12 C.F.R. Part 574, (this is consist with OTS opinions found in
1994 OTS Lexis 4, involving composition of a class of voting stock and 1998 FHLBB
(predecessor to OTS) Lexis 316, refere.nmngthecombmedvotmgpowumtheoonmtofa
Tender Offer proposed by an issuer.)

Therefore, aswed:scussed,Mr.ShepardhastheabﬂitytowqtﬁreboﬁAandB,

shares of DGIC to a combined voting power of up to 9.9%, at which time the Change in
Bank Control Act at 12 U.S.C. § 1817(j), which the OTS implements through its
regulations at 12 C.F.R. Part 574 would require Mr. Shepard to file a Control Notice and
recexvemttenNohocquon—DmappmvalﬁomOTSpnorhhspumhamaddmond
shares of either class of stock.

Greg, again, thankyouforyourproieeswnahsmandeﬁmencymbﬁngthmmm
to a conclusion.

Sincerely,
RILEY BENNEIT & EGLOFF, LLp

J. Mark McKinzie
JMM/2988.503 /mcl/00323687
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11-3620-cv
Gibbons v, Malons

UNITED STATES COURT OF APPEALS
| Augus: Term, 2012
(Argued: Septetaber 21, 2012 ' Dedided: Januazy 7, 2013)
Docket No. 11-3620:cv

MICHARL D. GIBBONS,

Jorn C. MALONE,
Defendant-Appeles,
and
Discovery COMMUNICATIONS, INC.,

Nostinal Defsadant Appelee.

Before: LEVAL, CABRANES, and KaTZMANN, Circuit Judges.

Section 16(b) of the Securities Exchange Act of 1934.provides for the disgorgement of
profits that corporate insiders. realize “from any purchase and sdle, or4ny sele anid purchase, of any
equity secufity of {the cotporate}issust . . . within any petiod of less than.six months,” 15 US.C.

§ 78p(b). In this appeal; which follows the disissal 6f the complaint wnder Rule 12(b)(6) in the



WInited States District Court for the Southesn District of New York (Barbara 8. Jones, Judg), the
question presénted is whether this so-called “short-swing profit rule” applies when a coporate
insider sells:shiates:of one typeof stock issued by the luside’s compaiy avid pitchases shazes of 4
diffiremt type of stockin that same compasy. We hold, zbsent any guidance from the SEC, that
§'16(b)-does not apply to transactions of this sort involving separately-traded;, mngonvcrtiblé stocks
with different voting tights.
Affirmed.
DANIEL B. DOHERTY (Chatles . Fiyland, on the brigf), Law
Offices: of Daaiel B. Dobetty, Overland Pazk, KS, for
PlainsfSppetant Michag D.-Gibbons.
ALEXANDRA M. WaLsH (Seth T. Taube and Melissa
Atmstrong, on thr brig), Baker Botts LLP.,
Washmgton, D, and New York, NY, for Dgfmbm'
Apppelles John C. Malsny.
JouN B BaATTER T (Niclan J. Mitchell, on the-brigf, Wilmer
‘Cutlér Pichering Hale and. Dotr, Boston, MA, for
Nominal Defendiant-Apipelise Disoovery Communications, Inc,
Josk A. CABRANES, Clrow? Judge: '
Section 16{p) of the: Securdties Exchange Act o£1934. (thie “1934 Acx”) providesfor the
disgorgement of profits that corpotate insidess' realize “&oaé:any purchase and sale, or any sale and

purchase, of any. equity security of [the corpotate] issuer . . . within any petiod of less than six

months.” 15US.C. § 78p(b). Thé question piesented:is-whether this so-called “short-swing profit

rule” applies when a corporte insider sélls shateirof otie-type ofstock issuéd by the insider's

company 2nd putchases shates of 2 diffrent type of stock-in that same comipany. We hold, absent

1 The! tesm “Insided™ is fregiteqty ysed:in this cofitéitas &short-haod: wayof&cfuﬁgman;{ ;persoh “oro Is
directly or indirectly the benefical.owmer.of eore.than 10 petseqrof itly class of aay equity security (stherthan an.
exempted secumy) which is segistered- pusuant £o section 78/of this-Hile, or who is 4. dircctor or 4n offices of the-issute
of such secndity.” 15U.S.C.§ 78p(a)(1) (“Section 16(5) 6F the 193% Act™).
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any-guaidance from the Securities and Exchange Commission (“SEC”), that § 16{b).does not apply to
transactions of this sott invelving separately traded, nonconvertible stocks with different voting
nights.
BACKGROUND

The facts in this case are straightforward and uncontested. Betweén December 4, 2008.2ad
Decetber 17, 2008, defendant-appeliee Jobn Malone—a director and'large shaseholder.of
Discovery Communications, Inc. (“Discovery”)—engaged I nine sales of Discovery’s “Scm:s od
stock totaling 953,506 shares, and ten purchases of Discovery’s “Sesies:A” stock totaling 632,700
shiates. Justunder two years lates, plintiff-appellant Michael Gibbons brousht this shateholder
suit,” seeking disgotgement of “profits” that Malone realized from these transactions. Gibbors
&Ilegﬁ that Malone obtained “flicit profits in the amoutt-of at least 3313,573” from these trades.
Commplaint § 54.

Discovesy’s Seties A stock and Series C stock are differentequity:securities, ate separately
' zegistered, and are waded sepatadly o the NASDAQ stock exchange under the tickee syiabols
DISCA and DISCK, respectively. The principal difference between e two securities is that
Sexles A stock comes with vbting fghts——one vote pet share—whereas Seties: C stock does not
confer aay voting rights. Seties A stock and Series C stock-ate not-convertible ifta each other, On
the open matket in late 2008 and early- 2009, Sesiés. A stock generally traded at slightly Lighet-prices
than Sedes C stock; though oceasiMy aot. On the nite telévant:dates in quiestion, thie closing
picies of Seriés A stock vatied from sbout four-percetit to eight-petcent higher than the sespective

closing prices of Sedies Cstogk.

2:Awrelewast bere, 15U:S.C. § 78p{b) allows “the owner of-any seouidty of thedssuer” 1o sue for.di
“3f;the issurshull fil o refse to bring such suit” Se gemnally Dosgghie o, Balidos Frvastors Gen. P'ship; 696 F3d 170, 173—
186 (24 Cir, 2012) {desteribing the fosniework of shareholder stits under’§ 78p(h)y-aad: holding that such suits ace
-consistent with Article 1L standing pinciples). Here, Discovesy informed bebons thatitwould ot hiing suit agririst
Malone becavse it.did-mot bélieve thachis trnsactions full within fhe scopeof §.16(5).
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Pollowing 2 metion-to dismiss uader Rl 12(B)(6) of thie Federal Rules-of Civil Procedure,
ct of Newe Yotk (Barbaza 8. Jones, fude)
dismissed Gibbons’s complaiat for failure to staié a visble'§ 15(b) disgoigement claim. The Court

thie United States Districr Court for the Southers Hists

explined that the statut’s use of thie tetm “any equity security” —wtitten in the siogular—
“undermines [Gibbons's] argument, a5 his theory requites the putchase and sale of any equity
securities, ¥ather than of one equity security.” Gibbons-v. Malons, 801 F. Supp. 24 243, 247 (SDN.Y.
2011) {emplhasis. in- original). The Court further pointed out that; unlfke-other finandial insttviments
that are treated as fanctionally equivalent under §:16(b), Discovery’s Seties A stock arid Series C
stock are not-convertible and do not have 4 fiked value relative:to-each other. Sér id at 247-49,
Finally, the Court noted:
{Elhe Court is unpetsuzdcd by lemff’s poliey azpurticsts te,gsu:dmgﬂle likelihood
that “[plermitting short-swing trading between voliig and godkwofing common stock
would mgke evasion of Section 16 trivially-easy.” (PL Br.at 11) Even tftins wege
true, the Supreshe Court has “recognized the atbitrary nature of section 16(b), which
is widely recoghized is. a ‘crulé rule of thumb™ fo. cuih insider trading, Sdhafler =
Dickstrin & Co., L P., 1996 WL 148335]) at *5 S.D:N.Y. Apr. &, 1996) {citing Relignee
‘EBhatric Co. v. Eimerson-Eiectric Go., 404-US, 418, 422 . . . (1972) & Blax v. Lamb, 363

F.2d 507, 515/ {2d.Cit, 1966)). Thie Supreme Goust has 4ls0 noted that “serving the
congressional purpose fof Section 16(b)] does not: zequire resolviag every mabxgmty

in favor-of Liability . .. [[> Foremost-McKesson, Inc. v. Provédeit Secwrstiés Co., 428°US,

232, 252.. . .-(1976). Futthar Plaintiff’s desired result would lead to & blutring of the

bright-ine. rule estblishied by Section 16(b), which was specifically “designed [by

- Compgess] for:easy application” ..... Cumrinigs n CLR., 506 F.2d 449 453 (2d Cir.

1974).
14, at 249. “I'nis appeal followed, wising the same question—natnely; whethier § 16@5) applies when
an insider buys-and 'sells shares of dfferm types of stockin the same company, where those secugities
are separately ttaded, nonconvertible, and come with differesst voitifig rghits.

DISCUSSION
W teview de now o district court's dismissal nnder Rule 12(5)(5), “construing the complaint.

libetally, accepting-all factual dlfegations in the-cofnplaint as trie, and-drawing all reasonable .
inferences in the plaintifFs favor” Chasw Grp, Alionee LLCY. Gty of KLY, D' of Fi, 620 F.3d 145,
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150 (2d Cir. 2010) (internal quotation matls enitted). “To-survivéa motion ta dismiss, 2 complaint
must contain suficient factual matter, accepted:as. true, to state a claim to relief that is plabsible on
its face.” Asheroft v. Igbal, 556 U.S. 662; 678 (2009) (internal quotation marks omitted). “A claim has:
facial plausibility when the plaintiff pleads. factual conteat thist allews the court to drsw the
reasonable inference that the defendant is Higble for the. misconduct: alleg:d.’; 74

A,

Thie-issue presented in this appeal is one of statutory interpretation, so we begin by
examining the-statatory-text, See Sebindler Elivator Corp. v. United States ex rel. Kirk, 131 8. Ct. 1885,
1891 (2011), Section 15(b) of the 1934 Act provides, in relevant pait:

For the putpese of preventig the unfair use of information which may have beea

Gbtained by such beneficial owner, director, or offiger by reason of his relationship

to the issuer,‘any. profitrealized by him fromﬂny purchase and salé, or any sale and

purchase, of any equ&y seciwity.of such issuet .. . withia any pened of less than six

months ... shall mure to and be recovemblc by the issucr, irtespective of any
mtemion on the part of such benefichd owier, ditector, or officer in enhmng into
such transaction .... This subsection shall not be construed to cover ... any
transaction of I:ransacuons which the [SEC] by niles and regulations may cxsm‘.pt as

not compreheaded within the putpose of this subséction.
15US.C. § 78p(h). Notably, although'§ 16(b) is designed ro curbthe use of nonpublic knowledge
by cotporate “insiders,” s ndte 1, anle;the provision offers merely the “prophjlactic” remedy of
disgorgemaent, Blay-v. Likman, 368U.S: 403, 414 (1962); and “operates mischanically, with a0
required showiag 6finteat™ to profit fiom.the use of inside informiztion, ¢ Home Cog. 4. Cox
Commme'ns, Inc., 446 F.3d 403,407 (2d Cir. 2006). ‘The staite, in othet words, “imposes a form of
steict liability.” Credit Swisse See, {USA) TLC . Simmonds, 132.8:-Ct. 1414, ¥417 (2012) (intetnal
quetanon marks omitted).

As we have pteviously explained, “if the conversioh can be paired with another *sale’ or
‘purchase,’ and thie paired thansactions occur within 4.six-month petiod, the paired trznsactions are

.. . the type of insider ativity that Section 16(b) was designed to'prevent,” Blau s, Lamb, 363 ¥.2d



507, 517 (2d Cir, 1966), but transactions of securities that cannot be “paited” dre not within the
scope of § 16(0). Cf Foremost-McKasson, Inc.  Providens-See-Co.,423 0 8. 232, 243-44 (1976) (short-
swing pmﬁx rule:applies to.profits sealized from “a pair” of secusities transacuoas) The question
preseated s whether 2 sale of one secutity and a putchase of a different security issued by the same
company caﬁ'be “paired” under § 16(b).

Congtess’s use of the siagular tefm “any equity secutity” siupposts an inference that
transactions involving djfférent equity securities. cannot be paired under § 16(b). Sez.Ar Home Corp,,
446 F.3d ét 408-09. As the District Coutt explained, cotrectly in our view:

The text-linsits Bibility to profits. realized-fronz “the purchase and sale, or sale and

puzchase, of ay equity. secusity of the jsshet” ‘The drafters spexifically chose to

group “puzchase aad sale” and “salé and purchise” into single compounded units.

This indicates that, to incur-Section 16(b) liability, an insider’s “purchase and sale”

“sale and purchase” must both bedmcted at'the same propositionial object—ic. thc

same eqpity secusty.

Gibbons, 801 F. Supp. 2d at 247; of Am. Siandard, Ins. v. Grane Co., 510.F.2d 1043, 1058 (2d Cit. 1974)
(*The statute speaks of ‘such issuet” in the singnlar: Theze is no room for a grammatical -
construction that would convert the singular into 2 plail ™. The:regulations promulgated by the
SBC implicitly support this understanding of §'16(b) by noting that that the statute covers-the
purchase and sale, or sale :md purchase, of “a security,” and by providiag for an exception when the
purchase and sale-of “such security” meets certain conditions. 17 EFR. § 240,16b-1.

Gibbons focuses on the statute’s use'nf-the word “any,” but that word is unhelpful to his
argument. No one doubts that Discovesj?s Series A stockand Series C staclase equiity secutities?

As we have just explained, however, the teason that the-purchdse and sale of @émthmty secutities

315 US.C. §78¢(11) defines the term “equity security” as:

any stock or similar securily; or any secudty future on say such secwrity; or aqy secudty convertible,
with or without considemtion, into such a secucity, or taccying any wasrant oxright to subserbe to or
puzchase such a securdty; or any such wirrant or dght; or a1y othier $ecurity which the Commission
shall deen to be of siinilar natuce sad consiger necessicy oz appropiate, by such xules andscegulations
as it may preserbe in the public interest or forthc ‘protection. of investoss, to: treaf 48 an. equity
secuty,



falls.outside of the scope of thie; statute is beeqnse the term “equity securdty” is singular—not because
the se'e@itiés at issue; viewed alobe, would not fill within the meaning of the tezm “any equity
secutity.”

Accordingly, as we recently observed in passing, § 16(b) applies to.the purchase and sale, or
sale of purchase, of “the same secuxity.” Anabtioal Surveys, Inc. 9. Tonga Partners, LP., 684 F.3d 36, 43
(2 Cit. 2012). Tndeed, it has been out longstanding view:that alfiongh § 16(5) “might be-resd
literally. to pertuit a-recavery whete stoek of one lass is putchiased anid stock of another clisss sold.”

the likelibood “that Congress intended such 2 result is beyond the realm of judicial fantasy.” Swolwe

2. Delendo Corp., 136 E.2d 231, 237 013 (24 Ciz. 1943) (emphasis supplied).
B. ’
Gibboas atgues that Discovery’s Sefies A stock and Series-C stoek ase “the same security”

for purposes of the-short-swing profit rule because those types of stock are “economically

equivalent™ Though we dé not detide the issue here, we note that&iféj(h) covld-apply to

teansactions where.the sccutifies at issue are aot méaningfly distinguishable. As a texrual matter, it

is settied that § 16(b).is not kmited to “the purchase:and sale-of the same afificates of stotk . . . 2
Smoloms, 136 .28 at 237 0.13 (esophasis supplied). Indéed, being'sble to natch “the patticular
shares bought or seld” is “wholly irrelevant” under § 16{b) becsuse of the “the. fungible nature of
shares of stock.” Graty 2. Clayghion, 187 F.2d.46,51 ¢24 Cir. i%i} HAnid in the related context of
intétpreting § 16(a) of the 1934 Act; seenote 1, anss, we have explained thet “corporate kabels are not
ncogssatily binding on dlecourt,”andma&: we would refise to distinguish'two ostensibly different
securities based on a “sham chamactesization” Ellerin v Mass. Mg, Life Ins. Co., 270 F.2d 259, 265

(2d Cir. 1959).

* We refex to the “types qf;tqck""ﬂnttoint:odaccammofutiﬂtotﬁc seeurities‘law kexicon, bat xather,
to avoid using existing teems of arpsuch as*elass™ o “egies™ Which have vatiéd uses and medsings in secucitios law,

particulady pmong the seversl staies. Sectipn 16{) applits. to-thepurchase and sale: {or-salesnd'prurchise) of “any equity
securty”zor “any equity security within 2 lass,” or“‘any equity secndly withinw series.”
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Recognizing the equivalence of essentially indistinguishable-secugities would also cothpott
with the:purpose of the short-swing profit rule. Aiﬁho.u'gh individinl applications of § 16{b) do not
depend at all on an insifler’s inteat, 4 Hosse Copps, 446 F.5&:at 407, we generilly inteepret ambignous
tecns of § 16(b) in a way “Hhat bestsetves the-congressional purpose of curbing shert-swing
speculation by corporate insiders,” Relianse Elec.-Co: 1 Bmerson Filicy Co.404'US. 418, 424 (1972).
When two types of stock ate not meaningfully differedt, the dsk-of ’shor’t—éi;viggéspec&ﬁqn is likely
to be.much higher than when those stocks ase distingaishable; becanse sharéholders would typically
have little reason to convert holdinigs of one type-of stoel intor holdings-of ancther type that is
effectively the same. ‘

Discovery’s Sexies A stock-atid Seides C stock, however, are readily distinguishdbile. Most
importantly, Series A shares confervoting rights; wheteas Sedes C shares do not® The two
secatities, thercfore, are distinct hot mezely in namebut also in substance, A iasider could casily
‘prefer onie-seciitity over the other for reasons not related to-shortgwing profits.

Nor are Discovesy’s Series A stock and Seties-C stock the same secutity becausé of the so-
called “econoniic.equivalenes” princigle to which we lidve occasipnally-referfed in eardier cases.

* Though hot:fised by the parties, we arc aware of our:comment.in Lawé, 363 F.2d 507, that “the’inereascis
voungpowef’ musud:by&nemumon of the conwestible secusitics atisize in thet pasé:was “irrelevant to the central
question whether the conversion. fasilitgted shoct-swmgmdmg. I at 522: Undesitoodin context, that statement does
pot contradict our reasomng here, InImlt, the secusities ay issue were copvertible-ata fixed ratio,; aad thesefore we
took for granted that the puschaséd amiifibl secudty’ {prefecced stock)y could be paiced with the:sold:emmrrd secusity
(common stock) fBi pirposes of § 16@). 'The quicstion presénted in Lambvss.whethér the conversivn of the prefenced
srock dnto common stock av this figed ratlo constifuted a “sile™ omder § 16(b). 'We agmd that &ewtmgnghts and
dividénd apibuses distinguishing cotnmon.stockfrom pieféreilstoek in Lamb wene “ifrclevant for present phiposes”

hécause those diffesences.did aot present the fsiderwith “the pasibility of reaping.a tmding advantage” by: cxercising
the conVersion sght. &

By contrast, in this case itds vadisputed-that Malone “solé” the Sezies C stock, and we must instead assess
whcthcrﬂzepnmhased security and the sold security canbe “pelred™ s the same equity security under§ 16(). The-
cuestion-fiere, in other words, is sz whether to it the smpcbf”gl@hasad‘on alick of apparent risk of speculative
abuse bux whether the relevant transactions may be paired updes§ $6{b)ii-thefisst place: Firthis context, we have

eaplained that a-risk.of speculative abuse is mmﬂimmtto relgper Nibiticy, Guvgiiginky.o. Zeli{ Chitmark Fund, 1., 156
F3d 305, 310:(2d Cie.-1928). Accoddingly, slthough the presence o voiin aghtswmclemtm deciding whether, in
eertain circumstances, 10 GonsEme & conversion. as not a “sile™ thiss ine g, thie mhmgc from the ambit of Section
16{8).” Lumb, 363 F:2d 507 (emphas!s supplied), the fact that here 1He" vauagn'ghts ‘differ between the two
noatonvertible stocks at issue s highly relevant to whether those/stogks-maybe paired under § 16(b).
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Sety. 08, Laprb, 363 F.2d at 522. Rather, that principle has developed in the context of fixed-ratio

souverfible instrurnents, patti

izly with bespéct to whether exerciing fhe conversion right is a
“puirchase” or-“sale” mthm the meaning of § 16(b). As we explained in Lamb;

[ geaeral, the purchase by-ar indider of his Bsuers.comvertible secutities; followed

in less than six months by: theit conversion, cannot facilitite-short-swing trading for

specilative profits in the convertible securifies becanse normal market activity,

including atbittage trading, will insure that the convertible securitics bave a market

piice at least equivilent to the aggregate price of the securities into which they are

convertible . . ..

Id at 521. In other words, the fized-ratio convertibility féature s what distinguishes economically
equivalent securities. Indeed, we observed:in Lamb, “at the fisk of being-obvious, . . . that ‘economic
equivalence’ bis mio.relevance in 1 sityation where the convertible. security did not trade at 2 price at
least equivalenit to the aggregate price of the secutities into which it wis convertible.™ 14 at 524-25.
Accordiagly, two nonconvertible securities whose prices fluchiate: telative to one anpther do not
qualify as “economically equivilent.”

Our understanding of “economic equivalence” is consistent with the views of the SBC,
which is “uniquely experienced in mﬁ&on&ng%h@n-mq%g;pmﬁ@ﬁng," At Hoing Corp., 446 F.3d
at 409, Baséd on its-authority to interpret the 1934 Act, the SEC has explained that “derivative
secutities” that are 'coﬁsiﬂéréé ah equity secufity under § 16(b) fnclude “any option, warrant,
convertible security . . . ot similar right with an exercise or convérsion privilege:at a price rlated to
an eguity security, or similar secusities with a value derived from the vabie of ‘an-equity secufity,”

17 C.-F.R. § 240.16a-1(c}; but do notinclude “[dliphts with an exerclse or conversion pnvﬂege ata
ptice that is not fixed,” id, § 240.162-1()(6). Unider the SEC reguliitions, 6btaining certain financial

instruments with a fixed-ratio- convetsion feature thugs also qualifies as 2 “purchase” of the secutity

6 We alsonoted that “it isleac that ‘logic’ does Rot.coquire thit econornic equxvnlmee be equally relevant” in
answexing other questions selating torthe iterprotation oF§16(b). Lawh, 363 F:2d ar 524,
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within the meaning of § 16(b).” Seeid § 240.16b-5 (providing rules to determine the relevant
transaction dates and to calculaté. profits with respeet to'transactions invalviig options, detivatives,
and the like). Because the.two secutities-at issue hiere ate not convestible, however; the SEC mles
ave of no hielpto Gibbons’s argument and mierely feinforce ourconchusion that the Series A stock
and Series C stock cannot.be:paized vader.§ 16(b).

C.

Havmgfmlcd to show equivalence between Discovery's Sedes A stock and Series C stock,
Gibbons-asks us to enter uncharted teritory by holding that the toro-securities are sufficienty
“similar™ to be paired under § 16(b). ‘We acknowledge:the: plausibility of this.interpretation. As the.
lesding acadernic text remarks, “§16(b) is not.explicit to the effect that the purchase and sale must be
of thie satnie class, and this section ight be applied to the purchase and sale of different ‘classes’that
wete substantially similar.” Louis LOss & JOEL SELIGMAN, FUNDAMENTALS OF SECURITIES
REGULATION 714 (5th.ed. 2004). Neonetheless, we decline to go dowi this road. dbsent SEC
direction.” |

The “substantial similarity” interpretation-of § 16(8) runs into at least two obstacles. First, as
we explained above, the statutoty text appeafs o réquire sateness, Rot similaxify. Thus, while we.
bave deferred to the SEC’s rules reg_arding.»qo:rvcrtihle'ins&umems, ses, 6.8, Anabilical Surveys, 684
F.3d 204849, in the circumstarices preseated-we axe still reluctaat to venture beyond.a
strightformisd reading of e text. Socond, ithough we genersly give amibiguous terms of § 163
“the censtruction thatbest serves'the cotigressional putpose of cutbing shott-swing spe@on by
cotporate insiders,” Rediance Elee., 404 U.S. at 424; weékiave also. explaicisd ehat §16(b) ereates
“rmechanical tequirements,” Guuzdeinsky #. Zell] Chitmark Fund, L. P, 156 .3 365, 310 (34 Cir.

? By contrast, “{glie acquisition of & floating-price optibn-or convertible security:is.. . ..not & purchase under
§ 16(b)” Amaprioal Sarvgys, 684 .3 at 49 (citing 17C.RR. §240:166-10)(6). :

8:Of cousse, we Have 80 gecusion to-consider sthat effect Sature SEC guidance siightlave on the conclusions
that we reach today.
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1998), and is “‘simple and arbitraty-in its-application,™ At Honre Corp., 446 F-3d at 409 {quoting
Whiting v. Dow Chem. Co.; 523 F:28:680, 68T (2d:Cir: 1975))s-if ForpmostMcKisson; 423 U.S. ar 352
(“[Sjerving the congressional purpose does not tequire resolying every amblgutty in favor of ability
undez § 16(b). . . . [Cjourts should not be quick to determine that, despite an acknowledged
ambiguity, Congress intendéd thie section to cover 3 particular tragsaction.”). As the Supreme Coust
explained in Rafance Bligtrls;, Congress intended for § 16(b) to-be “a telatively athitraty rule capable.of
easy administration,” rather than one thet “reach(es] every ttamsaction in whith-#a investor actidlly
telies on iniside infémufon.?’ 404 UUS. at 422. Gibbons’s invitation to adopt a judsprudence of
“sitnilarity” tuds contraty to this fandamentdl stitutory purpose. The obvions difficulty of
caleulating as insider’s “profits” in this context further nnderscores the agtninistrability conceras
that 2 doctrine of‘“sﬁmﬂzﬁtf’ would create. v

Unéetcm:d, Gibbons argues that § 15(b) should.apply b’ecm.-ise of the heightened degtee of
similasity betoreen thie two sccurities at fssic in “Hir tases” atd that we aéed not grapple with cases
that “muay come along that will require 2 toughet call by this Court.” Appellant’s Reply Br. 4
(emphasis in original). This argument misses the.poigt. Whethier.to:adopt & similasity-based
approach tothe term “equity secutity” i § 16(5) is-a theeshold interpretive question of whether
ingd, § 16(b) is designed not oaly to

§ 16(b) areates rules orstandards. As we havéleady expl
stemn o tisk of insider sbuse—which we readily acknowledge could peeserit itselfin these.
cireiihstances—bist also'to aregte ks that can'bemiecliadiéally applied. G Gruzdzinshy, 156 F.3d
at 310 (explainiog that the potential for speculative abuse i particular-cireutnstatices & insufficient
to trigger liability under § 16(b)). Accordingly, the bettetinterpretation of § 16(b) is that the statute
simply doés not apply to-these nonpairable transactions. A

Nor does the Eleverith Circuit’s opinion in Grind-s. Fiest Florida Bats, I, 726 F.2d 682

(11¢s Cie. 1984): cast-doubt on our cenclusion. That case invebred aa insider’s sle of convertible
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debentures and subsequent purchase of commicn stockusing the proceéds of the sales. 17 at:684.
Guid—the “insider”—asgued that becase of the structure and matket prices of the respective
financial instruments, his teansactions “éonwn[t;,d] 10 poteatial for insider abuse” Id 4t 686. The
Eleventh Circuit found this “pragmatic” argument to be inappasite, explaining that § 16(b) “literally
applies to Gund’s transactions” because Gund had “stipulated to every element of section 16(b) ‘
Liability.” Fd at687. With' “no ambiguity to resalve;” the Court concluded that disgorgement was -
required. Id ‘ '

The Gund decision is shorton analysis, but the holding seems.to relyron the convertibility of
the instrumenits at issue. The Eleventh Circuit poiuted our that:Guad had transacted “convertible
and conversion secusities” id. at 687, and that instead of onvestisy the-débenture, Gund’s
transaction. “involvfed] the sale of a convertible security-and the purchase of thé conversion
security,” 54 at 687 7. As best we can tell, Gand'stands for the peoposition that convertibility
between finantial instriments i5 a siffian condition to-nidke thase instruments matching securities
uadet § 16(t). Whether that proposition s goodHawin this Citcuitds:beside the point here, because

the.question reised m the.present case is-whether conveti by i5-a rikoessary condition for two -

different secutities to be paited nader §:16(), In s0in, Gand'has no bearing on our resclution-of this
case.
CONCLUSION

To summatize, v hold that an insies’s purchase and sale of shates of diffetent types of
stoick i the sumne contpany does not trigges iability usdier § 16(b) of & Serurities Exchagige Act of
1934, 15 UiS.C. § 78p(B), where those securities aze separatély-traded, noacenvettible, snd come
“with different voting rights.

Accordingly, the jadgment of the District Court is AFFIRMED.
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VIC PETERSON , 155 N. WACKER, SUITE 3050

DIRECT LINE: 312.920.3337 CHICAGO, ILLINOIS 60606

EMAIL: VPETERSON@LATHROPGAGE.COM PHONE: 312.920.3300

WWW,.LATHROPGAGE.COM FAX: 312.920.3301 .
January 4, 2013

VIA E-MAIL (shareholderproposals@sec.gov)

Securities and Exchange Commission
Division of Corporation Finance
Office of Chief Counsel

100 F Street, N.E.

Washington, D.C. 20549

Re:  Donegal Group Inc. (“DGI”)
Securities Exchange Act of 1934 (the “Exchange Act”); Rule 14a-8
Submission of Stockholder Proposal (the “2013 Proposal”), attached as Exhibit
A,
by Gregory M. Shepard (the “Proponent™)

Ladies and Gentlemen:

On behalf of the Proponent, we are writing in response to the request for a no-
action letter submitted to the Staff of the Division of Corporation Finance (the “Staff”) on
December 27, 2012, by John W. Kauffman (“Mr. Kauffman™) of Duane Morris LLP on
behalf of DGI (“DGI’s No-Action Request”).

In accordance with Section C of Staff Legal Bulletin No. 14D (November 7,
2008), on behalf of the Proponent, we have emailed this letter to the Staff at
shareholderproposals@sec.gov. Because we have submitted this letter electronically, we
have not enclosed the additional six copies that Rule 14a-8(j) would otherwise require.
We are also sending copies of this letter to Mr. Kauffman via email and to DGI via
overnight delivery. On behalf of the Proponent, we confirm that the Proponent will
promptly forward to DGI any Staff response to DGI’s No-Action Request and the
correspondence related thereto that the Staff transmits only to us.

To assist the Staff in its determination, this letter rebuts each argument made in
DGT’s No-Action Request in the order in which they were presented there. We aim in
this letter to convince the Staff that DGI lacks sufficient grounds for excluding the 2013
Proposal under Rules 14a-8(i)(7), -(2), -(4), -(6), and -(3), respectively. Accordingly, we
respectfully request that the Staff decline to assure DGI that it would not recommend
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January 4, 2013
Page 2

enforcement action if DGI excludes the 2013 Proposal from its proxy materials for DGI’s
2013 shareholders’ meeting. ‘

A, The 2013 Proposal Does Not Deal with Matters Relating to DGI’s
Ordinary Business Operations, So DGI May Not Exclude the 2013 Proposal under
Rule 14a-8(i)(7).

This is “Round Two” between the Proponent and DGI for shareholder proposals.
Last year, the Proponent timely submitted to DGI an original shareholder proposal and
later submitted a revised shareholder proposal. In response to a no-action request by
DG, the Staff concluded that DGI could exclude the original proposal under Rule 14a-
8(1)(7) because it related to ordinary business operations, and that DGI could exclude the
revised proposal under Rule 14a-8(¢)(2) because it was submitted after the deadline.

The Proponent’s original shareholder proposal last year requested DGI’s Board of
Directors (i) to appoint a committee to explore strategic alternatives to maximize
shareholder value, including consideration of a merger of DGI’s controlling shareholder,
Donegal Mutual Insurance Company (“Donegal Mutual”), with another mutual insurer,
followed by the sale or merger of DGI, (ii) to instruct the committee to retain an
investment banking firm to advise the committed about strategic alternatives, and (iii) to
authorize the solicitation and evaluation of offers for the merger of Donegal Mutual
followed by the sale or merger of DGI.

In its no-action letter dated February 16, 2012, attached as Exhibit B, the Staff
concluded that there appeared to be some basis for DGI’s view that DGI could exclude
the Proponent’s original 2012 proposal under Rule 14a-8(i)}(7) as relating to DGI’s
ordinary business operations. The Staff noted that this original proposal “appears to
relate to both extraordinary transactions and non-extraordinary transactions. Proposals
concerning the exploration of strategic alternatives for maximizing shareholder value
which relate to both extraordinary and non-extraordinary transactions are generally
excludable under rule 14a-8(i)(7).”

The Proponent’s revised 2012 shareholder proposal requested DGI’s Board of
Directors (i) to engage an investment banking firm to evaluate alternatives that could
enhance shareholder value including, but not limited to, a merger or sale or outright sale
of DGI and (ii) to take all other steps necessary to seek a sale or merger of DGI on terms
that would maximize value for shareholders. The Staff allowed DGI to exclude this
revised 2012 shareholder proposal under Rule 14a-8(e)(2) because it was submitted after
the deadline, as noted above. However, the Staff did not address any other possible bases
for excluding the Proponent’s revised 2012 shareholder proposal, and did not determine
that the revised proposal was excludable under Rule 14a-8(i)(7).
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The Proponent’s 2013 Proposal states?,

“RESOLVED: That the shareholders of DGI, assembled at the annual
meeting in person and by proxy, hereby request that the Board of
Directors immediately engage the services of an investment banking firm
to evaluate alternatives that could enhance shareholder value including,

- but not limited to, a merger or outright sale of DGI, and the shareholders
further request that the Board take all other steps necessary to actively
seek a sale or merger of DGI on terms that will maximize share value for
shareholders.”

The 2013 Proposal, if approved by DGI’s shareholders at its 2013 annual meeting,
would make two requests to DGI’s Board of Directors: (1) To “engage an investment
banking firm to evaluate alternatives that could enhance shareholder value including, but
not limited to, a merger or outright sale of DGI”; and (2) To “actively seek a sale or
merger of DGI on terms that will maximize share value for shareholders.”

The 2013 Proposal carefully follows the precise language of a resolution deemed
not excludable by the Staff in its First Franklin Corporation no-action letter (available
February 22, 2006). The resolution in First Franklin stated:

“RESOLVED: That the shareholders of First Franklin, assembled at the
annual meeting in person and by proxy, hereby request that the Board of
Directors immediately engage the services of an Investment Banking firm
to evaluate alternatives that could enhance shareholder value including,
but not limited to, a merger or outright sale of First Franklin, and the
shareholders further request that the Board take all other steps necessary to
actively seek a sale or merger of First Franklin on terms that will
maximize share value for shareholders.”

The Staff determined that the First Franklin proposal could not be excluded under
Rule 14a-8(i)(7), because it dealt with extraordinary corporate transactions —i.e., a
merger or sale of the company — rather than ordinary business matters. DGI’s No-Action
- Request asks the Staff to disregard its own position in First Franklin and other no-action
letters, which are discussed below.

The First Franklin proposal does not request the board of directors to evaluate
alternatives that could enhance shareholder value including, but not limited to, a merger
or sale of the company. Instead, it requests that the board engage an investment banking
firm to do so, and that the board seek a merger or sale of the company. Similarly, in the
Proponent’s 2013 Proposal, it is the investment banking firm, not DGI’s Board of
Directors, which would be engaged “to evaluate alternatives that could enhance
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shareholder value including, but not limited to, a merger or outright sale of DGL....”
DGTI’s No-Action Request mischaracterizes the 2013 Proposal as making a “general
reference. ..to consider alternatives for enhancing stockholder value, including a sale or
merger,” in order to portray the 2013 Proposal as dealing with ordinary business matters
within the exclusive purview of DGI’s Board of Directors.

The 2013 Proposal fits squarely within a line of no-action letters, including First
Franklin, in which the Staff did not permit the exclusion of shareholder proposals that
specifically requested the board of directors both to engage an investment banking firm to
evaluate alternatives for enhancing shareholder value, including a sale or merger, and to
seek a sale or merger. DGI’s No-Action Request incorrectly attempts to place the
Proponent’s 2013 Proposal in an alternative line of no-action letters, such as Central
Federal Corporation (available March 8, 2010), discussed below, in which the Staff
permitted the exclusion of shareholder proposals that requested the board of directors
itself evaluate alternatives for enhancing shareholder value, including a sale or merger.

As in First Franklin, in Allegheny Valley Bancorp (available January 3, 2001), the
Staff did not concur that the company could exclude a shareholder proposal directing the
board of directors to retain an investment bank to solicit offers for the purchase of the
company’s stock or assets, and to present the highest cash offer to the shareholders for
approval.

In Student Loan Corp. (available March 18, 1999), the Staff did not permit

exclusion of a proposal in which “the shareholders...recommend that the board of
. directors engage the services of a nationally recognized investment banking firm, with

which it or its parent...has minimal current investment banking involvement, to explore
all alternatives to enhance the value of the company, including, but not limited to the
possible sale or merger of the Company, or premium tender share repurchases of the
stock of the Company, and to present to the shareholders within three months of the
scheduled 1999 Annual Meeting a plan for maximizing shareholder value.”

In Temple-Inland Inc. (available February 24, 1998), the Staff permitted a
shareholder proposal recommending “that the board of directors immediately engage the
services of a nationally recognized investment banker to explore all alternatives to
enhance the value of the company, including, but not limited to, possible sale, merger, or
other transaction for any or all assets of the company.”

In Topps, Inc. (available April 2, 1997), the Staff denied no-action relief to a
company seeking to exclude a proposal in which “the shareholders of the Company
recommend and deem it desirable and in their best interest that the board of directors
immediately engage the services of a nationally recognized investment banker to explore
all alternatives to enhance the value of the Company. These alternative (sic) should



January 4, 2013
Page 5

include, but not be limited to, the possible sale, merger or other transaction involving the
Company.”

In MSB Bancorp, Inc. (available February 20, 1996), the Staff refused to allow
exclusion of a proposal requesting that “this corporation engage a qualified, untainted,
independent, investment banking firm to explore alternatives for maximizing shareholder
value including but not limited to the sale of the institution in a tax free exchange of stock
to another financial institution and the Corporation shall promptly make the results of
these investment banking efforts available to all the shareholders of MSB Bancorp.”

In Quaker Oats Co. (available Dec 28, 1995), the Staff rejected a request to
exclude the following proposal: “Resolved: That the shareholders of The Quaker Oats
Company recommend that the Board of Directors immediately retain a nationally
prominent investment banking firm to explore all alternatives to enhance the value of the
Company including, but not limited to, a plan to separate the Foods and Beverages
Businesses into two separate and independent publicly owned corporations, or possible
sale to or merger with another corporation”

Finally, in OHSL Financial Corp. (available October 20, 1995), the Staff denied
no-action relief to a request to exclude a proposal requesting that the board of directors
prepare a written report on a sale or merger of the company. In denying relief, the Staff
noted, “In the staff's view, the proposal is directed at the board undertaking steps that will
lead to the sale or merger of the Company. It appears, therefore, that the object of the
proposal relates to decisions concerning extraordinary corporate transactions rather than
to matters involving the operation of the Company’s ordinary business.”

Thus, in First Franklin and the line of similar no-action letters referenced above,
the Staff has consistently declined to assure companies that it would not recommend
enforcement action if the company excluded a shareholder proposal specifically
requesting the board to engage an investment banking firm to explore alternatives for
enhancing the company’s value including, but not limited to, a sale or merger of the
company. In each of these instances, the Staff found that the proposal could not be
excluded on the basis of Rule 14a-8(i)(7) because it dealt with extraordmary corporate
transactions, instead of ordinary business matters.

DGI’s No-Action Request relies on an alternative line of no-action letters that
generally concern shareholder proposals for the board of directors itself, not an
investment banking firm engaged by the board, to explore alternatives for enhancing the
company’s value including, but not limited to, a sale or merger of the company. In these
other no-action letters, the Staff concluded that the proposals were excludable under of
Rule 14a-8(1)(7) because they dealt with ordinary business matters.
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For instance, in Central Federal Corporation (available March 8, 2010), as DGI’s
No-Action Request notes, the Staff concluded that “the proposal appears to relate to both
extraordinary transactions and non-extraordinary transactions. Proposals concerning the
exploration of strategic alternatives for maximizing shareholder value which relate to
both extraordinary and non-extraordinary transactions are generally excludable under rule
14a-8(i}(7).”

However, DGI’s No-Action Request fails to mention the language of the
shareholder proposal in Central Federal Corporation, which states: “RESOLVED, that
Central Federal Corporation (“CFBK?™) shareholders request that the Board of
Directors (1) appoint a committee of independent, non-management directors with
authority to explore strategic alternatives for maximizing shareholder value,
including the sale or merger of CFBK, (2) instruct the committee to retain a leading
investment banking firm to advise the committee about strategic alternatives, and (3)
authorize the committee and investment banker to solicit offers for the sale or merger of
CFBK.” (Emphasis added.)

The first request here is for a committee of the board, not an investment banking
firm, to explore alternatives for maximizing shareholder value, including a sale or
merger. For this reason, this proposal was excludable under Rule 14a-8(i)(7).

DGI’s No-Action Request also cites First Charter Corporation (available January
18, 2005). In First Charter, the Staff agreed that there appeared to be some basis for
excluding the following proposal under Rule 14a-8(i)(7) as relating to ordinary business
operations:

“That shareholders of First Charter Corporation (the “Corporation™)
request the board of directors to: (1) appoint a committee of independent,
non-management directors (the “Committee™) with authority to explore
strategic alternatives for maximizing shareholder value, including the sale
of the Corporation; (2) instruct the Committee to retain a nationally
recognized investment banking firm, with expertise in advising financial
institutions, to advise the Committee about strategic alternatives which
would maximize shareholder value; (3) authorize the Committee and
investment banker to solicit, evaluate and negotiate offers for the sale of
the Corporation; and (4) in the event that the Committee and the board of
directors of the Corporation determine that any such offer for the sale of
the Corporation will maximize shareholder value, direct management of
the Corporation to work to secure all required approvals, including
shareholder approval, to effect the sale of the Corporation.”
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As in Central Federal, the problematic portion of the First Charter proposal is the
first request, which is for the board to appoint a board committee to explore strategic
alternatives for maximizing shareholder value, including the sale of the corporation. The
Staff noted “that the proposal appears to relate to both extraordinary transactions and
non-extraordinary transactions” and concluded that First Charter could exclude the
proposal under Rule 14a-8(1)(7) as relating to ordinary business operations.

DGI’s No-Action Request also relies on Fifth Third Bancorp (available January
17, 2007), in which the Staff permitted the following proposal to be excluded: “Resolved,
that the shareholders of Fifth Third Bancorp, assembled at the annual meeting in person
and by proxy, hereby request that the Board of Directors immediately engage the services
of a nationally recognized Investment Banking firm to propose and evaluate strategic
alternatives that could enhance shareholder value including but not limited to a merger or
outright sale of Fifth Third Bancorp, and the Board of Directors, within ninety days,
publicly announce its progress.” Although this proposal requests the board to engage an
investment banking firm to evaluate alternatives for maximizing shareholder value,
including a sale or merger, the proposal does not also request the board to seck a sale or
merger of the company. Instead, the proposal requests the board to announce its
progress. Accordingly, the Staff viewed the proposal as a whole as dealing with both
extraordinary corporate transactions and ordinary business matters.

Finally, DGI’s No-Action Request relies on Bristol-Myers Squibb Company
(available February 22, 2006), in which the Staff also allowed the exclusion of the
following proposal: “Resolved: The shareholders of Bristol-Myers Squibb (“BMS” or
the “Company”) urge the Board of Directors (the “Board”) to retain a nationally
recognized investment bank to explore strategic alternatives to enhance the value of the
Company, including, but not limited to, a possible sale, merger, or other transaction for
any or all assets of the Company and report to shareholders on a course of action to
maximize shareholder value.” As in Fifth Third Bancorp, the proposal in Bristol-Myers
Squibb deals with both extraordinary corporate transactions and ordinary business
matters, because it does nothing more than request the board of directors to engage an
investment bank to explore alteratives for maximizing shareholder value, including a
sale or merger. In its successful no-action request letter, Bristol-Myers Squibb
distinguished the proposal it received “from no-action letters where the Staff has found
that the sole object or primary focus of the proposals was an extraordinary corporate
transaction.”

The Proponent’s 2013 Proposal, when read together with its Supporting
Statement, clearly focuses on an extraordinary corporate transaction, a sale or merger of
DGI. As the Staff noted in its Temple-Inland no-action letter, the supporting statement of
a proposed shareholder resolution provides the clearest guide to its interpretation. The
2013 Proposal’s Supporting Statement repeatedly refers to a sale or merger of DGI as the
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way to maximize value for shareholders, and it does not refer to any other transaction. .
Therefore, the 2013 Proposal fits squarely within the line of no-action letters that includes
- First Franklin, whose proposal language is followed verbatim by the Proponent’s 2013
Proposal. Because the 2013 Proposal focuses on the extraordinary corporate transaction
of a sale or merger of DGI, we respectfully submit that there is no basis for DGI to
exclude the 2013 Proposal under Rule 14a-8(i)(7) as relating to ordinary business
operations.

B. The 2013 Proposal Is Not in Violation of, and Would Not Abet a
Continuing Violation of, Federal Banking Laws and Regulations, So DGI May Not
Exclude the 2013 Proposal under Rule 14a-8(i)(2).

DGTI alleges that the Proponent is in violation of the Change in Bank Control Act
(the “CBCA”) and the regulations thereunder, which basically require notice and
regulatory approval before any person may acquire more than 10% of any class of stock
of a savings and loan holding company. Although DGI’s primary business is insurance,
it is also a savings and loan holding company because, together with its controlling
shareholder Donegal Mutual, it indirectly owns a small federal stock savings bank, Union
Community Bank, FSB, with $533.2 million in assets as of December 31, 2011.

This argument is a total “red herring” by DGI. The Office of Thrift Supervision
(the “OTS”) has already ruled in 2010 that the Proponent is not in violation of the CBCA
because the Proponent holds less than 10% of the total voting power of DGI. As a result
of the Wall Street Reform and Consumer Protection Act (i.e., the Dodd-Frank Act), the
Board of Governors of the Federal Reserve System (the “Federal Reserve Board”)
replaced the OTS as Union Community Bank’s regulator. DGI is now trying “Round
Two” with a new regulator to resuscitate the same arguments that the OTS spent
considerable time reviewing and resolving in the Proponent’s favor. Incredibly, DGI has
submitted its Petition (described below) to the Federal Reserve Board even though it is
applying at the same time for a Pennsylvania state bank charter, so it will no longer be
regulated by the Federal Reserve Board. (See footnote 1 to the Petition.)

Perhaps the most telling indication of DGI’s true purpose in filing its Petition with
the Federal Reserve Board came in a coercive December 12, 2012 letter from DGI’s legal
counsel to the Proponent. In that letter, which is attached (without its exhibits) as
Exhibit C, DGI offered to include the Proponent’s 2013 Proposal in DGI’s proxy
materials on the condition that the Proponent submit “requisite materials to comply with
the CBCA to the Federal Reserve Board no later than December 19, 2012.” DGI
threatened in that letter, and has since carried out its threat, to petition the Federal
Reserve Board to bring an enforcement action against the Proponent for allegedly failing
to comply with the CBCA, despite the fact that the OTS has already determined that the
Proponent is in compliance with the CBCA. Now, as another front in DGI’s attack
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against the Proponent, DGI is seeking no-action relief from the SEC even though a few
weeks earlier DGI was willing to include the Proponent’s 2013 Proposal in DGI’s proxy
materials. In other words, DGI was perfectly willing to include the Proponent’s 2013
Proposal, if the Proponent agreed to submit to regulation by the Federal Reserve Board,
which the Proponent believes would be redundant given the OTS’s ruling, as explained
infra.

DGTI has two classes of common stock, Class A (“DGICA™) and Class B
(“DGICB?), both of which are publicly traded on NASDAQ. The principal difference
between the two classes is that the DGICA shares each have one-tenth of a vote per
share, whereas the DGICB shares have one vote per share. There are 20,062,899 DGICA
shares and 5,576,775 DGICB shares issued and outstanding, Thus, the DGICA shares
have a total of 2,006,290 votes, and the DGICB shares have a total of 5,576,775 votes.

The Proponent owns 3,602,900 DGICA shares (with 360,290 votes) and 397,100
DGICB shares (with 397,100 votes). Thus, the Proponent’s DGICA and DGICB shares
combined have 757,390 votes, which is approximately 9.99% of the 7,583,065 total votes
for the outstanding DGICA and DGICB shares. By contrast, Donegal Mutual owns
7,755,953 DGICA shares and 4,217,039 DGICB shares, which together have 4,992,634
votes — approximately 66% of the 7,583,065 total votes for the outstanding DGICA and
DGICB shares.

The Proponent does not control DGI, because Donegal Mutual does. DGI itself
stated, in its December 27, 2012 No-Action Request to the SEC, that “DGI created
DGICA and DGICB in 2001 in order to enable DGI to raise capital as needed in the
public securities markets by issuing DGICA while assuring that Donegal Mutual would
maintain control of DGI through Donegal Mutual’s ownership of DGICB.” DGI’s No-
Action Request also stated that “...Donegal Mutual owns approximately 66% of the
voting power of DGI outstanding common stock and can control the outcome of any
matter submitted to a vote of the stockholders of DGI.”

Now that Union Community Bank has a new — if only temporary — regulator, DGI
attempts to resuscitate the same arguments that the OTS spent considerable time
reviewing, on the premise that the OTS used “fuzzy logic” that DGI does not agree with.
DGI’s No-Action Request uses the pretext of DGI’s own recently manufactured Petition
_ to the Federal Reserve Board as a reason why the Proponent’s 2013 Proposal should be
excluded from DGI’s proxy materials.

Hence, DGI is attempting to use both the Federal Reserve Board and the SEC as
defensive tactics in a shareholder battle, and is wasting the Federal Reserve Board’s
precious time and resources at a time of national banking crisis, as well as the SEC’s
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valuable time and resources, to review a matter that was already vigorously analyzed by
" the OTS and decided in the Proponent’s favor.

The Proponent, an investor in insurance companies, first became aware of such
bank regulatory requirements when he received a letter dated November 24, 2010, from
the OTS informing him of his violation of such requirements. This letter is attached as
Exhibit D. The Proponent’s reply to the OTS through an attorney in a letter dated
December 17, 2010, explained that this violation was inadvertent, promised to comply
fully with any OTS requirements, and explained how the facts and circumstances of his
ownership of DGICA shares satisfied the requirements for a rebuttal of the presumption
of control arising from his owning more than 10% of DGICA shares. This letter is
attached as Exhibit E. In a letter dated February 28, 2011, the OTS concluded that the
Proponent was not in violation of the rules, and in a letter to the OTS dated March 3,
2011, the Proponent through an attorney confirmed his understanding of the OTS’s
determination. These letters are attached as Exhibits F and G, respectively.

On December 21, 2012, DGI submitted a Petition for Enforcement Action (the
“Petition™), attached as Exhibit A to DGI’s No-Action Request, to the Federal Reserve
Board, which has replaced the OTS as the regulator of investments in savings and loan
holding companies under the CBCA. The Petition asks the Federal Reserve Board to
investigate and take enforcement action against the Proponent for his alleged continuing

‘violation of the CBCA and the regulations thereunder as a result of his ownership of
more than 10% of DGICA shares.

The Petition contains, on page 8, a block-quotation of a paragraph from the
Federal Reserve Board’s release announcing the adoption of the applicable rule (i.e.,
Regulation LL) under the CBCA. The upshot of this quotation is that, unlike the OTS
(the former regulator), the Federal Reserve Board does not permit owners of more than
10% of a class of stock of a savings and loan holding company to enter into “passivity
commitments” to avoid filing the notice required under the CBCA.

. However, DGI misleadingly fails to include in its Petition the paragraph
immediately following the one it quotes from the release, which states:

“The [Federal Reserve] Board does not anticipate revisiting
ownership structures previously approved by the OTS. The Board
would apply its rules only to new investments and would only
reconsider the particular structures of past investments approved by
the OTS if the company proposes a material transaction, such as an
additional expansionary investment, significant recapitalization, or
significant modification of business plan” Federal Register, Vol 76, No.
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177 (Sept. 13, 2011), an excerpt from which is attached hereto as Exhibit
H, at page 56,510.

Because (i) the OTS concluded that the Proponent’s ownership of DGICA shares
was not in violation of the rules and (ii) the Federal Reserve Board’s policy it to not
reconsider ownership structures the OTS previously approved, the Proponent is not in
violation of the CBCA or Regulation LL and expects that the Federal Reserve Board will
not bring the enforcement action requested by DGI’s Petition. The Federal Reserve
Board, not DGI, has the authority to determine whether the Proponent is in violation of
the CBCA or Regulation LL, and the Federal Reserve Board has not made this
determination, so the Proponent requests that the Staff not accept DGI’s incorrect
conclusion that the Proponent is in violation of the CBCA or Regulation LL.

In addition, the 2013 Proposal relates to a possible sale or merger of DGI and thus
has nothing to do with the requirements of the CBCA, so the 2013 Proposal could not
itself violate, or abet a continuing violation of, the CBCA or Regulation LL, contrary to
DGI’s assertion. For both this reason and because the Proponent is not in violation of the
CBCA and Regulation LL, DGI may not exclude the 2013 Proposal under Rule 14a-

8(1)(2).

C The 2013 Proposal Is Not Designed to Result in a Personal Benefit to, or
To Further a Personal Interest of, the Proponent, which Is Not Shared by the Other
DGI Shareholders, So DGI May Not Exclude the 2013 Proposal under Rule 14a-

8(H(4). ,

DGI states its belief that “the Proponent’s intent in making the 2013 Proposal is to
provide a personal benefit to the Proponent that the Proponent would not share with any
other DGI stockholder.” This alleged “unique personal benefit to the Proponent” is that a
sale or merger of DGI would enable the Proponent to sell his DGI shares, which DGI
claims that, unlike other DGI shareholders, the Proponent cannot otherwise do.

Rule 14a-8(1)(4) allows for the exclusion of a stockholder proposal if the proposal
is “designed to result in a benefit to [the proponent], or to further a personal interest,
which is not shared by the other shareholders at large.” See Rule 14a-8(i)(4). The Staff
has recognized that Rule 14a-8(i)(4) was adopted in order “to ensure that the security
holder proposal process would not be abused by proponents attempting to achieve
personal ends that are not necessarily in the common interest of the issuer’s shareholders
generally.” See SEC Release No. 34-20091 (August 16, 1983).

The Proponent, like all DGI shareholders, wants to maximize the value of DGI
shares. The Proponent believes that the way to maximize the value of DGI shares is
through a sale or merger of DGI, as the Proponent’s 2013 Proposal and its Supporting
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Statement make clear. The Proponent’s profit on his investment in DGI shares that he
believes would result from a sale or merger of DGI would be shared by all DGI
shareholders, and would not uniquely benefit him.

In the Temple-Inland no-action letter (available February 24, 1998), which was
discussed above in connection with the exclusion for proposals relating to ordinary
business matters under Rule 14a-8(i)(7), the Staff was also unable to concur with the
company’s view that the proposal could be omitted under Rule 14a-8(i)(4) for uniquely
benefitting the proponent. This proposal recommended “that the board of directors
immediately engage a nationally recognized investment banker to explore all alternatives
to enhance the value of the company, including, but not limited to, possible sale, merger,
or other transaction for any or all assets of the company.” Temple-Inland argued that the
proponent, an investment fund, would benefit uniquely from the proposed transaction by
enhancing the fund’s returns and its manager’s reputation, which would help the fund
attract further investments. The Staff was not convinced by this argument and rejected
Temple-Inland’s position that the proposed transaction would benefit the proponent more
or differently than other shareholders.

In Kentucky First Bancorp, Inc. (available August 10, 2001), the Staff also found
that a proposal for the sale or merger of the company could not be excluded for uniquely
benefitting the proponent under Rule 14-a-8(i)(4). Here the proposal stated:
“RESOLVED, that the Corporation’s shareholders do not approve of the Corporation’s
recent financial performance and, believing that the value of their investment in the
Corporation can only be maximized through its sale or merger, hereby strongly urge that
the board of directors immediately take the necessary steps to achieve a sale, merger or
other acquisition of the Corporation as promptly as possible on terms which will
maximize shareholder value.”

The proposal in Crown Central Petroleum Corp. (available February 24, 2000)
similarly stated: “RESOLVED, That, for the purpose of maximizing shareholder value,
the Board of Directors of Crown Central Petroleum Corporation shall take immediate
action to cause the sale, merger or other disposition of the company or its assets as a
whole.” Here as well, the Staff denied no-action relief under Rule 14a-8(i)(4).

Thus, in Temple Inland, Kentucky First Bancorp, and Crown Central Petroleum,
the Staff rejected requests to exclude proposals seeking a sale or merger of the company
on the basis of Rule 14a-8(i)(4). Likewise, the 2013 Proposal seeks a sale or merger of
DG], but this would not result in a personal benefit to the Proponent that is not shared by
all DGI shareholders.

Finally, the Proponent has other paths to liquidity for his DGI shares than selling
them pursuant to a registration statement or the Rule 144 safe-harbor, as DGI’s No-
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Action Request falsely claims. For example, the Proponent could sell his DGI shares
under the Section 4(a)(1) exemption for transactions by any person other than an issuer,
underwriter, or dealer. Alternatively, the Proponent could sell his DGI shares under the
so-called “Section 4(1-%) exemption.” S.E.C. Release No. 33-6188 (Feb. 1, 1980), at
footnote 178 and the accompanying text, recognizes the availability of the Section 4(1-%)
exemption to resales of securities by affiliates of the issuer. Because the Proponent
would not require a registration statement, or to comply with Rule 144, in order to sell his
DGI shares, a sale or merger of DGI pursuant to the Proponent’s 2013 Proposal would
not confer upon the Proponent a personal benefit not shared by other DGI shareholders.
For this reason as well, DGI may not exclude the 2013 Proposal under Rule 14a-8(i)(4).

D. DGI Does Not Lack the Power or Authority to Implement the 2013
Proposal, So DGI May Not Exclude the 2013 Proposal under Rule 14a-8(i)(6).

DGI argues here that implementing the Proponent’s 2013 Proposal depends on the
support of its controlling shareholder, Donegal Mutual, that Donegal Mutual does not
support the 2013 Proposal and that, therefore, DGI lacks the power or authority to
implement the 2013 Proposal.

DGTI’s argument is specious. The 2013 Proposal requests DGI’s Board of
Directors to engage an investment banking firm and to seek a sale or merger of DGI on
terms that would maximize value for its shareholders. The fact that Donegal Mutual
controls DGI would not prevent DGI’s Board of Directors from taking either of these
actions requested by the 2013 Proposal. DGI’s Board of Directors has the power and
authority to engage an investment banking firm and otherwise to seek a sale or merger of
DGI, as the 2013 Proposal requests, so DGI may not exclude the 2013 Proposal under
Rule 14a-8(1)(6).

According to DGI’s last filed proxy statement, DGI’s Board of Directors consists
of eleven members. We are confident that this Board has the power and authority to hire
an investment bank and to seek a sale or merger of DGI. Whether Donegal Mutual votes
for any such transaction is a different issue altogether that is not relevant here.

E, The 2013 Proposal and Its Supporting Statement Do Not Contain
Materially False or Misleading Statements, in Violation of the Proxy Rules, So DGI
May Not Exclude the 2013 Proposal under Rule 14a-8(i)(3).

DGI claims that the 2013 Proposal and its Supporting Statement omit to state two
material facts necessary in order to make the statements therein not false or misleading.
Specifically, these alleged “non-disclosures” are that:
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(1)  “[Clonsummation of the 2013 Proposal” would require the Proponent to
make filings with, and to receive the approval of, the insurance regulators
of seven states; and

(2)  “[Alctions taken against the Proponent by federal and state securities and
industry regulators.”

In response, we again note that the 2013 Proposal, if approved by DGI’s
shareholders, would request DGI’s Board of Directors to engage an investment banking
firm and otherwise to seek a sale or merger of DGI on terms that would maximize value
for its shareholders. Regardless of whether the ambiguous phrase “consummation of the
2013 Proposal” means (i) its approval by DGI’s shareholders, (ii) the requested action by
DGY’s Board of Directors, or even (iii) a sale or merger of DGI, the Proponent would not
be required to make any filing with, or receive the approval of, any insurance regulator.

- Thus, DGI’s claim with respect to the first alleged “non-disclosure” is simply false.

Regarding the second alleged “non-disclosure,” DGI does not specify which
“actions taken against the Proponent by federal and state securities and industry
regulators” it believes are necessary to disclose in the 2013 Proposal and its Supporting
Statement in order to make the statements therein not false or misleading. Nor does DGI
specify how these undisclosed “actions” — whatever they may be — are relevant to the
2013 Proposal or to an assessment of its substantive merits by DGI’s shareholders in
deciding whether to approve it. DGI’s ad hominem insinuations about the Proponent’s
character, whatever they might be, could not be relevant to the merits of the 2013
Proposal, which relate to a sale or merger of DGI. Because these claimed “non-
disclosures™ are irrelevant to the 2013 Proposal, their omission could not make the
statements in the 2013 Proposal materially false or misleading. Therefore, DGI may not
exclude the 2013 Proposal under Rule 14a-8(i)(3) on the grounds that the 2013 Proposal
and its Supporting Statement are materially false or misleading because they fail to
disclose two alleged material facts that are either untrue or, in any case, irrelevant to the
2013 Proposal.

As a practical matter, the Proponent could not make the sort of disclosures that
DGI asserts are needed here, within the constraints of the 500-word limit for shareholder
proposals and their supporting statements. '

Furthermore, DGI is allowed under Rule 14a-8 to provide its commentary and
recommendation about the 2013 Proposal in DGI’s proxy materials. See Rule 14a-
8(m)(1) and Staff Legal Bulletin No. 14B, Section B (Sept. 15, 2004).
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We also note that there is no “bad actor” exclusion for shareholder proposals,
which may be submitted even by convicted felons, provided that shareholder eligibility
requirernents are met.

We separately note that, even if the Staff somehow were to determine that the
2013 Proposal and its Supporting Statement contained materially false or misleading
statements, the appropriate remedy under Rule 14a-8(i)(3) would be revision by the
Proponent, not exclusion from DGI’s proxy materials.

* * *

The Proponent, Mr. Shepard, like any DGI investor, hopes that DGI’s stock prices
increase. Given his personal investment of more than $50 million in DGI, Mr. Shepard
monitors DGI closely. DGI does not like Mr. Shepard because he has been critical of
DGI’s corporate governance, management entrenchment, and lackluster stock
performance. DGI has done everything it can think of to throw roadblocks in Mr.
Shepard’s way to exclude his 2013 Proposal ~ including DGI’s recent manufacture of a
specious claim to the Federal Reserve Board. Thus, we submit that it is time for this to
end, and we respectfully request the SEC to permit the corporate democracy
contemplated by Rule 14a-8 to proceed. ’

If we can be of further assistance in this matter, please contact me by telephone at
(312) 920-3337 or by e-mail at vpeterson@lathropgage.com.

Sincerely,

LATHROP & ‘GAGE LLP

*J. Victor Peterson

Ce: John W, Kauffinan, Duane Morris LLP, via email
Jeffrey D. Miller, Donegal Group Inc., via Federal Express

19731387
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SHAREHOLDER PROPOSAL AND SUPPORTING STATEMENT
Shareholder Proposal:

Gregory M. Shepard, *+% FISMA & OMB Memorandum M-07-16 *+ , who beneficially
owns 3,602,900 Class A shares and 397,100 Class B shares of Donegal Group Inc. (“DGI” or the
“Company”), submits the following proposal:

RESOLVED: That the shareholders of DGI, assembled at the annual meeting in person
and by proxy, hereby request that the Board of Directors immediately engage the services
of an investment banking firm to evaluate alternatives that could enhance shareholder
value including, but not limited to, a merger or outright sale of DGI, and the shareholders
further request that the Board take all other steps necessary to actively seek a sale or
merger of DGI on terms that will maximize share value for shareholders.

Supporting Statement:

You are urged to vote “Yes” for this proposal for the following reasons;

I believe that the Company’s growth plans are outdated, without focus, unrealistic, and
competitively disadvantageous, and have both failed and fallen behind industry norms causing
stock analysts and investors to lose faith and interest in the Company’s prospects, precipitating a
decline that is unlikely to reverse itself without the Company merging or being sold to a larger
insurer with different management, stronger financial resources, a broader spread of risk and a
better track record of providing a reasonable return to shareholders.

DGTI has not been successful in delivering a positive return for its shareholders. On
October 31, 2012, DGI’s Class A and Class B stock prices were, respectively, 36% lower and
4% higher than six years earlier. On October 31, 2006, DGI’s Class A stock price was $20.31 per
share and DGI’s Class B stock price was $17.67 per share.

As the owner of approximately 18.0% and 7.1%, respectively, of the Class A and Class B
shares of DGI, I believe the Company’s shares trade at a substantial discount to their realizable
value if the Company combined with another insurer. Examples of such realization of value
include the 1998 Nationwide-ALLIED combination (74% premium over pre-announcement
share price), the 2001 State Auto-Meridian combination (135% premium over the share price
immediately before American Union’s tender offer, and the 2012 Nationwide-Harleysville
combination (137% premium over share price five business days preceding announcement).

As a commiitted investor in DGI, my focus is for the Company to enhance value for its
investors. Based on the aforesaid examples, no amount of rate increases, fortuitous avoidance of
catastrophic storms, or other operational improvements can unleash realization of the Company’s
shares’ true value as would a merger or sale of the Company to another insurer.

Therefore, I believe that the greatest value to the shareholders will be realized through a
merger or sale of the Company. The Board should take advantage of the market for financial
institution consolidation and low interest rates by immediately seeking out opportunities to
merge into a larger and more competitive insurer or find an opportunity for shareholders to sell
their stock to a larger and more competitive insurer. A vote for this shareholder proposal would

benefit all shareholders.
19475569,
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UNITED STATES

SECURITIES AND EXCHANGE COMMISSION
WASHINGTON, D.C. 20549-4561

DIVISION OF .
CORPORATION FINANCE

February 16, 2012

John W. Kauffman
Duane Morris LLP
jwkauffman@duanemorris.com

Re:  Donegal Group Inc.
Incoming letter dated December 28, 2011

Dear Mr. Kauffman:

This is in response to your letters dated December 28, 2011, January 18, 2012,
January 26, 2012 and February 2, 2012 concerning the shareholder proposal submitted to
DGI by Gregory M. Shepard. We also have received letters on the proponent’s behalf
dated January 13, 2012, January 24, 2012 and January 31, 2012. Copies of all of the
correspondence on which this response is based will be made available on our website at
bttp://www.sec.gov/divisions/corpfin/cf-noaction/14a-8.shtml. For your reference, a
brief discussion of the Division’s informal procedures regarding shareholder proposals is
also available at the same website address.

Sincerely,

Ted Yu
Senior Special Counsel

Enclosure
cc::  J. Victor Peterson

Lathrop & Gage LLP
VPeterson@LathropGage.com
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Response of the Office of Chief Counsel
Division of Corporation Finance

Re: Donegal Group Inc.
Incoming letter dated December 28, 2011

The first proposal requests that the board appoint a committee to explore strategic
alternatives to maximize shareholder value, including consideration of a merger of
Donegal Mutual Insurance Company with another mutual insurer followed by the sale or
merger of DGI; instruct the committee to retain an investment banking firm to advise the
committee about strategic alternatives; and authorize the solicitation and evaluation of
offers for the merger of Donegal Mutual Insurance Company followed by the sale or
merger of DGI.

The second and third proposals request that the board immediately engage the
services of an investment banking firm to evaluate alternatives that could enhance
shareholder value including, but not limited to, a merger or outright sale of DGI and
further requests that the board take all other steps necessary to seek a sale or merger of
DGI on terms that will maximize share value for shareholders. '

There appears to be some basis for your view that DGI may exclude the first
proposal under rule 14a-8(i)(7), as relating to DGI’s ordinary business operations. In this
regard, we note that the first proposal appears to relate to both extraordinary transactions
and non-extraordinary transactions. Proposals concerning the exploration of strategic
alternatives for maximizing shareholder value which relate to both extraordinary and
non-extraordinary transactions are generally excludable under rule 14a-8(i)(7).
Accordingly, we will not recommend enforcement action to the Commission if DGI
omits the first proposal from its proxy materials in reliance on rule 14a-8(i)(7). In
reaching this position, we have not found it necessary to address the altemative bases for
omission of the first proposal upon which DGI relies.

There appears to be some basis for your view that DGI may exclude the second
and third proposals under rule 14a-8(e)(2) because DGI received them after the deadline
for submitting proposals. Accordingly, we will not recommend enforcement action to the
Commission if DGI omits the second and third proposals from its proxy materials in
reliance on rule 14a-8(e)(2). In reaching this position, we have not found it necessary to
address the alternative basis for omission of the second and third proposals upon which
DGI relies. '

Sincerely,

Karen Ubell
Attorney-Adviser
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1735 Marker Suét. sist Floor . David H. Pittinsky -
Philadelphia, PA 19103-7599 Direct: 215.864.8117
TRL 215.665.8500 Fax: 215.864.8999
PAX 215.864.8599 pittinsky@ballardspehr.com:
www.ballardspahr.com

December 12, 2012

By Federal Express

.Gregorv Shepard

o EISMA & OMB Memorandum M-07-16 ***

Re:  Donegal Group Inc.
Dear Mr. Shepard:

Your shareholder proposal and supporting statement (the "Shepard 2013 Proposal")
for inclusion in the Donegal Group Inc. ("DGI") proxy statement for the 2013 DGI annual
shareholdefs meeting (the "2013 Proxy Mate;ﬁals") and your Schedule 13D have been
forwarded to me by DGI for a response. On behalf of DGI,'I advise you that, upon your
compliance with the regulations under the Change in Bank Control Act ("CBCA"), including
but not limited to Section 238.31 of Subpart D, by filing and completing an application with
the Board of Governors of the Federal Reserve System for permission to own 18.04% of
DGI Class A Common Stock, DGI will include the Shepard 2013 Proposal, as you have
proposed it, in its 2013 Proxy Materials.

Given that the deadline for DGI to submit a letter to the Securities and Exchange
Commission ("SEC") requesting the SEC Staff to grant DGI no-action relief permitting DGI
to omit the Shepard 2013 Proposal from its 2013 Proxy Materials is late December 2012,

DMEAST #16066233 v4

Atlunts | Baltimore | Bethesda | Denver | Las Vegas | Los Angeles | New Jersey | Philadelphin | Phoenix | SaltLakeCity | San Diego
Washington, DC | Wilmington | www.ballardspahr.com
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Gregory Shepard
December 12, 2012
Page 2

DGI hereby requests that you submit the requisite materials to comply with the CBCA to the
Federal Reserve Board no later than December 19, 2012.

For your information, we enclose herewith a draft Petition for Enforcement Action in
substantially the form DGI intends to submit such Petition to the Federal Reserve Board in
the event you do not comply with the CBCA, as requested herein, by December 19, 2012.

Very truly yours,

MM%
David H. Pittinsky

DHP:gpa

DMEAST #16066233.w4
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Office of Thrift Supervision

i Department of the Treasury . oo ... Northeast Region

b/0f ~Harborside Financial Ceriter Plaza Five, Suite 1600, Jersey City, NJ 07311 - T Michael E. Finn

"~ Telephone: {201) 413-7302 « Fax (201) 413-5842 Regional Direcior
November 24, 2010 ' OTS Nos.: 16137
H3434

Via Overnight Courier

Mr. Gregory M. Shepard

*** FISMA & OMB Memorandum M-07-16 ***

Re: Ownership of Donegal Group Inc.

Notice of Apparent Violation of Regulatory Requirements at 12 CF.R. Part 574

Dear Mr. Shepard:

This notice concerns your ownership of Class A common stock, par value $0.01 per share (“Class A
Shares”) of Donegal Group Inc. (“Holding Company™), which is a savings and loan holding company
for a savings association, Province Bank FSB (“FSB”). Holding Company and FSB are regulated by the
Office of Thrift Supervision (“OTS”). Individuals who invest in the securities of savings associations
and savings and loan holding companies are subject to the Change in Bank Control Act (the “Control
Act”), 12 U.S.C. § 1817(j), which OTS implements through its regulations at 12 C.F.R. Part 574. The
Control Act, as implemented by OTS regulations, generally prohibits an individual from acquiring'
control of a savings and loan helding company” unless the individual previously has filed a Control
Notice and received written notice of non-disapproval from OTS. See 12 C.F.R. §§ 574.3(b) and 574.6.

It appears that you have acquired Holding Company voting stock in violation of 12 C.F.R. § 574.3(b)
and 12 U.S.C. § 1817(j)(1). This is because, pursuant to OTS regulations, you are presumed to have
acquired control of Holding Company prior to May 12, 2010 by virtue of your purchases of Class A
Shares and, prior to such presumptive acquisition of control, your failure to file a notice seeking OTS
non-disapproval.

You are presumed to have acquired control of the Holding Company due to the operation of 12 C.F.R.
§§ 574.4(b) and (c), which provide for rebuttable control determinations. Among other things an
investor is presumed to have acquired control of an savings and loan holding company when: (1) the
investor acquires more than 10% of any class of the company’s voting stock, and (2) the investor is, or
would be, one of the two largest holders of any class of the company’s voting stock. According to the
Holding Company’s Schedule 14A filed with the U.S. Securities and Exchange Commission on March
15, 2010, you were listed, as of February 26, 2010, as the second largest holder of Class A Shares, with

T The term “acquire” is defined at 12 C.F.R. § 574.2(a).
? The regulations use the term “savings association”. However, the term “savings association” has been defined to include
savings and loan holding companies. See 12 C.F.R. § 574.2(p).
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ownership of 8.4% of Class A Shares, based on a Schedule 13G amendment filed by you on February
16, 2010. The Schedule 13D filed by you on July 12, 2010 reported ownerslnp of 15.8% of Class A
Shares and indicates that your ownership exceeded 10% of Class A Shares prior to May 12, 20102
Publicly available information indicates that you are, and have been, one of the two largest holders of
the Class A Shares.

The OTS currently is in the process of determining what action it should take against you for your
apparent violation of the Control Act and provisions of 12 C.F.R. Part 574. If you have any information
that you would like to submit regarding this matter, please provide it to OTS attorney Gregory Rubis at
this address by Tuesday, December 14, 2010. Your response should describe how you have divested or
will divest yourself of Class A Shares to bring your level of ownership to, or below, the 10% threshold.

In addition, effective immediately and until OTS provides you with written notice of resolution of this
matter, you are hereby directed by OTS in the following way:

1) You must refrain from exercising any voting rights with respect to more than 10% of Class A
Shares; and

2) You must not acquire any additional Class A Shares.

If you have any questions about this matter please contact Gregory Rubis at (201) 413-7382.

cc: Gregory J. Rubis, Esq.

V"/’Public securities ‘ﬁlinbgsmby Holdmg Company show a relatively constant number of outstanding Class A Shares since
December 31, 2009. )
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RILEY BENNETT L
| &EGLOFF LI‘B‘,;"? | JDucctFax - (317) 955-7156 .,

Zic 1

ATTO RNEYS AT LAW
Answers, Advice and Advocacy

CONFIDENTIAL

December 17, 2010

Mr. Michael E. Finn

Regional Director

Office of Thrift Supetvision

Harborside Financial Center Plaza Five, Suite 1600 :
Jersey City, NJ 07311

Re: Ownershlp of Donegal Group Inc. Class A Shares by Gregory' M. Shcpard
OTS Nos. 16137 : .
H3434
Our file number: 2988. 503

Dear Mr. Finn:

Thank you for your November 24, 2010 Notice letter concermng our chent
Gregory M. Shepard’s, ownership of Class A common shares of Donegal Group Inc.
(“DGIC”). Please know we are appreciative of Mr. Rubis’ extension of tJme with which
to respond through Friday December 17, 2010. L

We have reviewed the applicable citations to the Change in Bank Control Act”
{the “Control Act”), as well as the regulations thereunder, as implemented by the Office
of Thrift Supervision (“OTS”) at 12 C.F.R. Part 574. With respect to Mr. Shepard’s

equity ownership in DGIC, please know that Mr. Shepard's U.S. ‘Securities and . -

Exchange Commission filings have been truthful and accurate. Any technical
violation which may have occurred was unknowing, involuntary, and inadvertent. He
looks forward to being in full compliance with all applicable laws and regulations and
to working with the OTS to bring a fair and equitable resclution to this matter.
Important for consideration -towards this goal, our review of the facts reveals the
following:

» DGIC describes itself in its public filings as an insurarce holding -
company whose insurance subsidiaries offer personal and commercial
lines of property and casualty insurance to businesses and mdmduals n
18 Mid-Atlantic, Midwestern, and Southeastem states; :

'FOURTH FLOOR ¢ 141 E. WASHINGTON STREET 4 INDIANAPOLIS, INDIANA 46204
TELEPHONE: (317) 636-8000 & FACSIMILE: (317) 636-8027 + WEBSITE: RBELAW.COM
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Describing its organizational structure, DGIC indicates it owns 48.2% of
Donegal Financial Services Corporation (*“DFSC”), a registered savings,
and loan holding company that in turn, owns Province Bank FSB
(“FSB”). DGIC indicates that its investment in DFSC is “not material to
our operations” but believes the investment will enhance its property and
casualty insurance product offenngs,

FSB .is subject to regulatxon and supervision by OTS, as the primary
regulator of federal savings banks and the primary purpose: of the
statutory and regulatory effort by the OTS is to protect depositors in
financial institutions and the financial system as a whole;

On July 12, 2010, Mr. Shepard filed a Schedule 13D Filing w1th u. S
Securities and Exchange Commission (“SEC”) disclosing his ownership of
the Class A shares in question (and including as exhibits his
correspondence of June 25, 2010 and July 12, 2010 to DGIC and its
July 9, 2010 correspondence to him). In DGIC’s response there is no

- mention. of its status as a regulated savings and loan holding company
“and the applicable regulatory requirements;

Mr. Shepard acknowledges compliance with the direction from the OTS
that, until written notice of resolution of this matter has been rece1ved by
him from the OTS, he:

. will refram from exercising any voting rights with respect to more
than 10% of Class A shares; and
. will not acquire any additional Class A shares;

As of receipt of OTS’s correspondence of November 24, 2010,
Mr. Shepard’s combined share holdings of DGI represent a voting power
of only 9.2% of the outstanding voting securities of DGIC. When
combined with' DGIC’s ownersmp of 48.2% of DFSC Mr: Shepard’
indirect ownersh1p of FSB is approximately 4.4%.

As stated ab_ove, Mr. Shepard is committed to being in full compliance with the laws
and regulations referenced in your correspondence of November 24, 2010. From 6ur
review of said laws and regulations, we believe that if our client had filed a formal
application for Rebuttal of the Presumption of Control Agreement, pursuant to Section
320 of the OTS Application Handbook, he would have qualified for a written notice of
non-disapproval. Spec1ﬁca11y, the facts of this case are aligned closely with those
requirements referenced in 12 C.F.R. § 574.100, the Rebuttal of Control Agreement: .

Our client did not acquire the Class A shares in question for the purpose
or effect of changing the control of DGIC, DFSC, or FSB or in connection
with or as a participant in any transaction having such purpose or effect;
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Our client has no intention (and no ability} to manage or control, directly
or indirectly, DGIC, DFSC, or FSB. Although our client is nominally
listed as the second largest holder of DGIC stock, the largest holder,

.Donegal Mutual Insurance Company ("DMIC"), holds [66%] of the voting

power of the DCIG shares and dwarfs our client's position. Given the

" incontrovertible control position of DMIC, it is impossible for our client to

ever be in a control position;

Not only does DMIC overwhelmingly control DGIC, DMIC also directly
owns approximately 52% of DFSC. By contrast, DGIC' owns'
approximately 48% of DFSC. Therefore, DMIC, not DGIC, is in control.of
the management and policies of DFSC, and thus also of FSB;
Although the Class A common shares of DGIC are voting stock, each |
Class A share has 1/10 of a vote. By contrast, each share of Class B
common, stock of DGIC has a full vote, which is ten times the voting
power of a Class A share. .Accordingly, Mr. Shepard's ownership of Class
A shares of DGIC gives him voting power equivalent to that of
approximately 1.6% of the Class B shares of DGIC;

Our client has not sought and does not currently seek, nor has he -
accepted, any representation on the board of directors of DGIC, DFSC, or

- FSB nor has he sought or currently seeks to serve as the chairman of the

board of directors, or chairman of an executive or similar comtnittee of
DGIC, DFSC, or FSB, or board of directors or as presndent or. chief
executive officer of DGIC, DFSC, or FSB;

Our client has not engaged or proposed to engage in any intercompany

- transaction or profit-sharing arrangement with DGIC, DFSC, or FSB or -

their affiliates. Our client holds no debt or debt-like instruments:in any

‘of DGIC, DFSC or FSB. Our client has not pledged any assets for the

benefit of DGIC, DFSC or FSB, nor have any assets of any of them been
pledged for the benefit of our client. Our client is not a guarantor or

surety for and obligation owed by any of DGIC, DFSC or FSB; s
Our client has never proposed a director in opposition to .nominees,.

.proposed by the management of DGIC, DFSC, or FSB;
‘Qur client has not participated in the solicitation of proxies with respect

to any matter presented to the stockholders of DGIC, DFSC, or FSB. Our
client does not hold proxies, revocable or otherwise, from any other
party, and no party has granted to our client a proxy, revocable “or
otherwise. Our client has not granted any proxy on his shares to any
other party. Our client is not a party to any voting trust agreement. Cur
client is not acting in concert with any other party with respect to any
matter pertaining to DGIC, DFSC or FSB;

Additionally, our client has not done and has no present intention to do
any of the following:
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. Influence or attempt to influence in any respect the loan and
credit decisions or policies of DGIC, DFSC, or FSB, the pricing of
services, any personnel decisions, the location of any offices,
branching, the hours of operation or similar activities of DGIC,
DFSC, or. FSB;

. Influence or attempt to influence the dividend policies and
practices of DGIC, DFSC, or FSB or any decisions or policies- of
DGIC, DFSC, or FSB as to the offering or exchange of any

. securities; B

. Seek to amend, or otherw:tse take action to change, the by]aws,
articles of incorporation, or charter of DGIC, DFSC, or FSB;

. Exercise, or attempt to exercise, directly or indirectly, controI ora_.

‘ controlling influence over management, _policies or business
operations of DGIC, DFSC, or FSB; or

. Seek or accept access to any non-public information concermng ;
DGIC, DFSC, or FSB (our client’s relationship with DGIC is at best
arm’s length. Mr. Shepard has not received, nor expects to ever

. receive any non-public information from DGIC). :

In sum, the facts and olrcumstances surrounding Mr. Shepard stock
ownership.in Class A DGIC shares closely aligns with all of the factors listed for a
factua]ly-based rebuttal of the presumptlon of control under 12 CJF.R. Part 574.
Mr. Shepard is and always has been in a position of non-control relative to all
measurable factors of control as listed under OTS guldehnes In fact, he has not..
controlled and has no ability to control, influence, or in any way be a factor in any
decisions with regard to FSB, directly or indirectly. All relevant facts as deﬁned by
oTs show Mr. Shepard does not have any control whatsoever

Therefore, we anticipate filing a formal application pursuant to the terms and
requirements of Section 3.20 of the OTS Application Handbook. for consideration by
the OTS to make a determination consistent with these facts for issuance of a letter by
the OTS regarding its acceptance of a rebuttal of control on the part of Mr. Shepard :
Through the completion of this process, Mr. Shepard looks forward to being in full
compliance with OTS and to maintaining this compliance going forward. .

If you or Mr. Rubis have any additional questions about this matter, please feel
free to contact me at my direct dial number (317) 955-7116. Lastly, Mr. Shepard
respectfully requests that this matter be afforded confidential treatment through its
resolution for privacy reasons and because disclosure might affect the public stock
price of DGIC. .
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Sincerely,

EY BENNETT & EGLOFF, LLP .

(.‘. C "'. . ~
é%i r

Mark McKinzie ¢ ;
& on behalf of Gregory M. Shepard "~~~

cc:  “Mr. Gregory J. Rubis, Esq.
Mr. Gregory M. Shepard
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Office of Thnft Supervxslon

Northeast Region

" Michael E. Finn

Telephone (201) 413-7302 » Fax ('201) 413-5842 Regional Director

VIA FIRST CLASS MAIL
February 28, 2011

Mr. Gregory M. Shepard

*** FISMA & OMB Memorandum M-07-16 ***

Re:  Donegal Group Inc. (Donegal) and
Province Bank FSB (Association)
Marietta, Pennsylvania— OTS Nos. H3434 and 16137
12 CF.R. Part 574

Dear Mr. Shepard:

The Office of Thrift Supervision (OTS) has considered the letter from your counsel dated
December 17, 2010 and has discussed the matter with the legal department of OTS in

 Washington, DC. Based on the the facts as we understand them, and while we do not concur
with the analysis set forth in the letter, we have concluded that you are not in violation of the
rules at this time.

Please direct any questions regarding this matter to Senior Attorney Gregory Rubis at (201) 413-
7382.

Sincerely,

MichaeVE. Finn
Regional Director

cc:  J. Mark McKinzie, Esq.
Riley Bennett & Egloff, LLP
Fourth Floor
141 E. Washington Street
Indianapolis, Indiana 46204
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J. MARK MCKINZIE
Direct Fax: (317) 955-7156
E-msik:mmckinzie@rbelaw.com

March 3. 201

Mr. Gregory Rubis

Office of Thrift Supervision

Harborside Financial Center Plaza Five. Suite 1600
Jersey City, NJ 07311

Re: Ownership of Donegal Group Inc. Class A Shares by Gregory M. Shepard;
OTS Nos. 16137
H3434
Our file number: 2988.503

Dear Greg:

Thank you for forwarding a courtesy copy of the letter issned by the Northeast
Regional Director of OTS to my client, Gregory M. Shepard, and for your displayed
professionalism and courtesy throughout this matter.

The conclusion was reached that Mr. Shepard is not in violation of OTS rules.
Please know it is his desire to remain in compliance on an ongoing basis. Toward this
end, this letter is to confirm and memorialize our discussions that Class A and Class B
shares of Donegal Group, Inc. (*"DGIC”) are treated as one “class” of stock for purposes of
applying the provisions of 12 C.F.R. Part 574. (this is consist with OTS opinions found in
1994 OTS Lexis 4, involving composition of a class of voting stock and 1998 FHLBB
(predecessor to OTS) Lexis 316, referencing the combined voting power in the context of a
Tender Offer proposed by an issuer.)

Therefore, as we discussed, Mr. Shepard has the ability to acquire both A and B
shares of DGIC to a combined voting power of up to 9.9%, at which time the Change in
Bank Control Act at 12 US.C. § 1817(j), which the OTS implements through its
regulations at 12 -C.F.R. Part 574 would require Mr. Shepard to file a Control Notice and
receive written Notice of Non-Disapproval from OTS prior to his purchasine additional
shares of either class of stock. '

Greg, again, thank you for your professionalism and efficiency in bring this matter
to a conclusion.

Sincerely,
RILEY BENNETT & EGLOFF, LLP

J. Mark McKinzie
JMM/2988.503/mcl/00323687


mailto:E-mail:'mlll.ckinzie@telaw.com
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12 CFR Parts 207, 215, 223, 228, 238,
239, 261, 261b, 262, 263, and 264a

[Rogulations G, O, W, BB, LL, MM; Docket
No. R- 1428}

RIN 7100 AD-80

Avallability of Information, Public
Observation of Meetings, Procedure,
Practice for Hearings, and Post-
Employment Restrictlons for Senior
Examiners; Savings and Loan Holding
Companies

AGENCY: Board of Governors of the
Federal Reserve System.

ACTION: Interim final rule; request for
comment.

SUMMARY: The Board of Governors of the
Federal Reserve System (“Board”) is
publishing an interim final rule with a
request for public comment that sets
forth regulations for savings and loan
holding companies (“SLHCs”). On July
21, 2011, the responsibility for
supervision and regulation of SLHCs
transferred from the Office of Thrift
Supervision (“OTS") to the Board
pursuant to section 312 of the Dodd-
Frank Wall Street Reform and Consumer
Protection Act (“Dodd-Frank Act”}. This
interim final rule provides for the
corresponding transfer from the OTS to
the Board of the regulations necessary
for the Board to administer the statutes
governing SLHCs. Technical changes to
other regulations have also been made
to account for the transfer of authority
over SLHCs to the Board.

DATES: This interim final rule is
effective September 13, 2011. Comments
must be received by November 1, 2011.
ADDRESSES: You may submit comments,
identified by Docket No, R—1429 and
RIN No. 7100 AD 86, by using any of the
methods below. Please submit your
comments using only one method.

» Agency Web Site: http://
www.federalreserve.gov. Follow the
instructions for submitting comments at
http:/fwww.federalreserve.gov/
generalinfo/foia/ProposedRegs.cfm.

» Federal eRulemaking Portal: hitp://
www.regulations.gov. Follow the
instructions for submitting comments.

» E-mail:
regs.comments@federalreserve.gov.
Include docket number in the subject
line of the message.

o Facsimile: (202) 452—-3819 or (202)
452-3102.

e Mail: Jennifer J. Johnson, Secretary,
Board of Governors of the Federal
Reserve System, 20th Street and
Constitution Avenue, NW., Washington,
DC 20551.

from the Board’s Web site at http://
www.federalreserve.gov/generalinfo/
foia/ProposedRegs.cfm as submitted,
unless modified for technical reasons.
Accordingly, your comments will not be
edited to remove any identifying or
contact information. Public comments
may alsc be viewed electronically or in
paper form in Room MP-500 of the
Board’s Martin Building (20th and C
Street, NW.) between 9 a.m, and 5 p.m.
on weekdays.

FOR FURTHER INFORMATION CONTACT:
Regulation LL: Amanda X. Allexon,
Senior Counsel, {202) 4523818, or Paul
F. Hannah, Counsel, (202) 4522810,
Legal Division; Regulation MM: C. Tate
Wilson, Attorney, (202} 452-3696,
Christine E, Graham, Senior Attorney,
(202) 452-3005, Legal Division; Both
Regulations: Kevin Bertsch, Associate
Director, (202} 452-5265, Kirk Odegard,
Assistant Director, (202) 530~6225, or
Mike Sexton, Assistant Director, {(202)
452-3009, Division of Banking
Supervision and Regulation; Board of
Governors of the Federal Reserve
System, 20th Street and Constitution
Ave,, NW,, Washington, DC 20551. All
other regulatory amendments: Amanda
K. Allexon, Senior Counsel, (202) 452
3818, or Paul F. Hannah, Counsel, {202)
452-2810, Legal Division. For the
hearing impaired only, )
Telecommunication Device for the Deaf
(TDD], (202) 263—4869.

SUPPLEMENTARY INFORMATION:

1. Background

Title INl of the Dodd-Frank Act
transferred from OTS to the Board the
responsibility for supervision of SLHCs
and their non-depository subsidiaries.
The Dodd-Frank Act also transferred
supervisory functions related to Federal
savings associations and state savings
associations to the Office of the
Comptroller of the Currency (“OCC”)
and the Federal Deposit Insurance
Corporation (“FDIC”), respectively.

Specifically, section 312 of the Dodd-
Frank Act provides that all functions of
the OTS and the Director of the OTS
(including rulemaking authority and
authority to issue orders) with respect to
the supervision of SLHCs and their non-
depository subsidiaries transfer to the
Board on July 21, 2011.1 Section 316 of
the Dodd-Frank Act provides that all
orders, resolutions, determinations,
agreements, and regulations,

112 U.S.C. 5412. Section 312 also transfers to the
Boaxd all rulemaking aathority wader section 11 of
the Home Owners’ Loan Act relating to transactions
with affiliates and extensions of credit to insiders

guidelines, and other advisory materials
issued, made, prescribed, or allowed to
become effective by the OTS on or
before the transfer date with respect to
SLHCs and their non-depository
subsidiaries will remain in effect and
shall be enforceable until modified,
terminated, set aside, or superseded in
accordance with applicable law by the
Board, by any court of competent
jurisdiction, or by operation of law. The
Dodd-Frank Act includes parallel
provisions applicable to the OCC and
the FDIC with respect to Federal savings
associations and state savings
associations, respectively.

Given the extensive transfer of
authority to multiple agencies, section
316 of the Dodd-Frank Act required the
Board, OCC, and FDIC to identify and
publish in the Federal Register separate
lists of the current OTS regulations that
each agency will continue to enforce
after the transfer date.2 On July 21,
2011, the Board issued a notice of intent
pursuant to this requirement. The notice
of intent outlines all OTS regulations
applicable to SLHCs and their non-
depository subsidiaries that the Board
has currently identified that it intends
to enforce after the transfer date. The
niotice of intent also advised that the
Board would issue an interim final rule
to effectuate the transition of OTS
regulations to the Board.

II. Overview of Interim Final Rule

The interim final rule has three
components: (1) New Regulation LL
(Part 238), which sets forth regulations
generally governing SLHCs; (2) new
Regulation MM (Part 239}, which sets
forth regulations governing SLHCs in
mutual form; and (3) technical
amendments to current Board -
regulations necessary to accommodate
the transfer of supervisory authority for
SLHCs from the OTS to the Board.

The Board is seeking comment on all
aspects of this interim final rule. The
Board requests specific comment with
respect to whether all regulations
relating to the supervision of SLHCs are
included in this rulemaking.
Alternatively, does this rulemaking
carry over regulatory provisions that
currently do not apply to SLHCs or their
non-dgyository subsidiaries?

Regulation LL. In drafting new
Regulation LL, the Board has sought to
collect all current OTS regulations
applicable to SLHCs (other than
regulations pertaining uniquely to
SLHCs in mutual form) and transfer
them into a single part of Chapter 2 of
Title 12 for ease of locating. Generally,

and section 5{q) relating to tying ar ts. 12
U,S.C. 1461 6t s6q.

" 212 U.S.C. 5414(c).
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the structure of the new Regulation LL
closely follows that of the Board’s
Regulation Y, which houses regulations
directly related to bank holding
companies (“BHCs"), in order to
provide an overall structure to rules that
were previously found in disparate
locations.? In many instances, this
process has involved copying the
current OTS regulations into the new
Regulation LL with only technical
modifications to account for the shift in
supervisory responsibility from the OTS
to the Board. In other situations, where
the requirements or criteria found in the
OTS rules were the same as those found
in the Board's rules; Regulation LL
attempts to conform the language and
format used in the rule to that used by
the Board.

The Board also made several
substantive changes to the OTS
regulations as they were incorporated
into Regulation LL. Additionally, the
Board added or modified regulations to
reflect substantive changes introduced
by the Dodd-Frank Act. These
modifications are discussed separately
below.

Application Processing

Throughout the new regulations, the
Board has replaced the OTS procedures
with respect to the processing of
applications and filings for those of the
Board to the extent possible. These
changes do not alter the thresholds for
filing an application or notice, or the
standards for the Board’s review of an
application, but are intended to promote
uniformity and consistency in the
Board’s processing of applications
across the range of institutions. The
Board will carryover the OTS
applications forms, with technical
changes, for the time being. SLHCs can
find all application and notice forms on
the Board’s public Web site. This Web
site also contains general information
about the most common filings,
publication requirements, and the
Board’s electronic application
submission system.4

Among other things, migration to the
Board’s procedures for applications
processing includes elimination of
requirements in OTS rules for prefiling
meetings and submission of draft
business plans, and formal procedures
for determining an application to be
complete. The Board’s application
processing procedures contemplate both
the collection and review of submitted
information within specified time

R part 225 (Regulation Y).
4 See Application Filing Information at http://
www.federalreserve.gov/generalinfo/applications/

ofi/.

periods. Becauss an application to the
Board in most instances is acted on
within the standard 30 to 60 day
processing periods, the Board expects
that following the Board's applications
procedures will result in applications
processing that is at least as expeditious
as processing under the QTS
procedures.

Control Determinations

Regulation LL modifies the
regulations previously used by the OTS
for purposes of determining when a
company or natural person acquires
control of a savings association or SLHC
under the Home Owner’s Loan Act
(“*HOLA"”)5 or the Change in Bank
Control Act (“CBCA").8 In light of the
similarity between the statutes
governing BHCs and SLHCs, the Board
has decided 1o use its established rules
and processes with respect to control
determinations under HOLA and the
CBCA to ensure consistency between
equivalent statutes administered by the
same agency.

The definition of control found in
HOLA is virtually identical to that
found in the Bank Holding Company
Act (“BHC Act”).” Specifically, both
statutes have a similar three-prong test
for determining when a company
controls a bank or savings association. A
company @ has control over either a
bank or savings association if the
company:

(l}JDiIecﬂy or indirectly or acting in
concert with one or more persons, owns,
controls, or has the power to vote 25

percent or more of the voting securities _

of a company;

(2) Controls in any manner the
election of a majority of the board;

(3) Directly or indirectly exercises a
controlling influence over management
or policies, after reasonable notice and
opportunity for hearing.

Because of this similarity, Regulation
LL includes provisions interpreting the
definition of control under HOLA in the
same manner as that term is interpreted
under the BHC Act, adopts procedures
for reviewing control determination that
are identical for SLHCs and BHCs, and
conforms the filing requirements under
the CBCA for SLHCs to those for BHCs.
As aresult, OTS regulations relating to
control determinations and rebuttals
under HOLA, including the rebuttable

512 U.S.C. 1461 st s8q.

812 U.S.C. 1817(j).

712 U.8.C. 1841(a) and 1467a(a}(2).

8 Unlike the BHC Act, HOLA's definition of
control applies to persons, not just companies.
Additionally, an acquirer will be deemed to control
& company under HOLA if they have contributed
more thar 25 percent of the capital of the company.
12 U.8.C. 1467a(a)(2)(B}.

control factors and process in section
574.4, the certification of ownership in
section 574.5, and the rebuttal
agreement in section 574,100, are not
included in the proposed regulation.

Beginning on the date of approval of
this interim final rule, the Board will
review investments and relationships
with SLHCs by companies using the
current practices and policies applicable
to BHCs to the extent possible. Overall,
the indicia of control used by the Board
under the BHC Act to determine
whether a company has a controlling
influence over the management or
policies of a banking organization
(which for Board purposes, will now
include savings associations and
SLHCs) are similar to the control factors
found in OTS regulations. However,
the OTS rules weigh these factors
somewhat differently and use a different
review process designed to be more
mechanical.

First, the Board does not limit its
review of companies with the potential
to have a controlling influence to the
two largest shareholders. The Board
reviews all investors based on all of the
facts and circumstances to determine if
a controlling influence is present.

Second, the Board does not have a
separate application process for
rebutting control under the BHC Act
and Regulation LL does not include
such a process. Under OTS rules,
investors that triggered a control factor
in section 574.4 could submit an
application to the OTS requesting a
determination that they have
successfully rebutted control under
HOLA. This application resulted in a
rebuttal agreement between the investor
and the OTS in the form found in
section §74,100.

Board practice is to consider potential
control relationships for all investors in
connection with applications submitted
under section 3 of the BHC Act.1¢
Accordingly, the Board intends to
review potential control relationships
for all investors in connection with
applications submitted to the Board
under section 10{e} or 10(0) of HOLA 11
In situations where investors helieve no
application is required, the Board

YRMacussed these indicia in a 2008

policy statement on noncontrolling equity
investments, See http://www.federalreserve.gov/
newsevents/press/bcreg/2020080922¢.htm. The
policy statement outlines in greater detail the
Board's views on certain indicia of control, such as
the size of the voting and total equity investment,
director and officer interlocks, business
relationships, and actions (whether or not they are
based in contract) that may influence or interfere
with the major palicies and aperations of the
beoking organization,

1012 U.S.C. 1842,

1192 U,S.C. 1467a(e} and 1487a(a).
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encourages investors to consult w1th
staff at the appropriate Reserve Bank or
the Board to determine what type of
review is appropriate to confirm that the
Board concurs that no BHC Act or
HOLA filing is necessary. As with OTS
practice, the Board often obtains a series
of commitments from investors seeking
non-control determinations.

The CBCA applies a somewhat
different definition of control to the
acquisition of both banks and savings
associations and their holding
companies by individuals or companies.
The CBCA applies only to acquisitions
of control of a holding company through
the purchase or other disposition of the
company’s voting stock, and an acquiror
is deemed to control the company if the
acquiror would have the power, directly
or indirectly, to direct the management
or policies of an insured bank or to vote
25 percent or more of any class of voting
securities of an insured bank.12

A significant difference between OTS
and Board regulations relating to the
CBCA is the ability to use passivity
commitments or rebuttal agreements to
avoid filing a CBCA notice. Unlike the
OTS, the Board does not allow investors
to avoid required filings under the
CBCA. The CBCA requires only & notice
and background review by the Board
and, unlike the BHC Act or HOLA, does
not impose any ongoing activity
restrictions or other requirements on the
filer. For example, the Board may
determine that a company does not have
control for purposes of the BHC Act (or
in the future, for purpases of HOLA)
and rely on passivity commitments to
support its determination, but that
company would continue to be required
to file a notice under the CBCA if the
size of the investment triggers a filing
under that Act.

The Board does not anticipate
revisiting ownership structures
previously approved by the OTS. The
Board would apply its rules only to new
investments and would only reconsider
the particular structures of past
investments approved by the OTS if the
company proposes a material
transaction, such as an additional
expansionary investinent, significant
recapitalization, or significant
modification of business plan.
Financial Holding Company Activities

Section 606(b) of the Dodd-Frank Act
amends HOLA by inserting a new
requirement that conditions the ability
of SLHCs that are not exempt from
HOLA’s restrictions on activities
(“Covered SLHCs™") to engage in certain

1212 1.S.C. 1817(j)(1) and (}(8)(B).

activities.?3 Pursuant to this new
requirement, a Covered SLHC may
engage in activities that are permissible
only for a financial holding company
under section 4(k) of the BHC Act (“4(k)
Activities”) if the Covered SLHC meets
all of the criteria to qualify as a financial
holding company, and complies with all
of the requirements applicable to a
financial holding company as if the
Covered SLHC was a bank holding
company.14

Section 4(1) of the BHC Act, as
amended by section 606(a) of the Dodd-
Frank Act, provides for the following
requirements for an institution to
qualify as a financial holding company:
(1) All depository institution
subsidiaries and the holding company
itself must be well-managed and well-
capitalized; (2) the holding company
must file an election to engage in
activities available only to financial
holding companies and certify that it
meets the above requirements; and
(3) all depository institution
subsidiaries must have a CRA rating of
“satisfactory” or better.35 Under section
606(b), these new conditions on the
ability of Covered SLHCs to engage in
4(k) Activities took effect on the transfer
date.

Prior to the Dodd-Frank Act, the
authority for SLHCs to engags in 4(k)
Activities was based on subparagraphs
10(c}(9}(A) and (B) of HOLA, which
were added to the statute by the Gramm-
Leach-Bliley Act of 1999.1¢ These
provisions provide that, after May 4,
1999, no new or existing SLHC could
conduct activities except for (i) those
listed in subsection 10(c}(1)(C) or
10{c)(2) of HOLA 17 or (i) 4{k)
Activities. The OTS interpreted this
reference to 4(k) Activities to be an
affirmative grant of authority to all
Covered SLHCs to engage in 4(k}

Activities. Because there was no specific

statutory requirement to do otherwise,
the OTS permitted Covered SLHCs to
engage in 4(k) Activities without having
to satisfy any of the financial holding
company-related criteria in the BHC

* 1312 U.5.C. 1487a(c)(2)(H). HOLA provides an
examption from activities restrictions for cartain
SLHCs that only controlled, or wera in the process
of acquiring, one savings assaciation at the time the
Gramm-Leach-Bliley Act of 1999 was passed and
that mest certain other criteria, Subsections 10{c}{3)
and 10(c)(8)(C) of HOLA operate together to
establish this exemption. Section 606{b) does not
modify the operative provisions of either of these
subsections and therefors should not be interpreted
to modify the exemption. See 12 U.S.C, 1467a(c)(3);
12 U.S.C, 1467a(c)(8).

s1d,

1512 U.S.C, 1843(1}.

1812 U.S.C. 1467a(c)(8)(A)-(B).
1712 U.S.C. 1467(a}{(c)(1)(C}(2).
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Act 18 As a result the OTS imposed
only limited filing requirements on
Covered SLHCs with respect to 4(k)
Activities,1?

In light of Section 606(b) of the Dodd-
Frank Act, the Board believes that
subsection 10(c)(2)(H) is the only grant
of authority in HOLA for Covered
SLHCs to engage in 4(k) Activities,20
Specifically, subparagraphs 10(c)(9)}(A}
and (B) do not grant separate authority
to engage in 4(k) Activities without
having to comply with the standards
applicable to financial holding
companies. As a result, the Board has
concluded that the statute requires
Covered SLHCs that wish to engage in
4(k) Activities after the transfer date to
file a declaration with the Board to elect
to be treated as a financial holding
company and a certification that the
financial holding company criteria are
satisfied for the purpose of engaging in
4(k) Activities.

Accordingly, in subpart G of
Regulation LL, the Board has adopted
regulations outlining the processes
under which a Covered SLHC may elect
to be treated as a financial holding
company. These regulations are similar
to those found in the Board’s Regulation
Y for BHCs. Subpart G also establishes
a process under which Covered SLHCs
currently engaged in 4(k) Activities may
come into conformance with these new
requirements.

After the transfer date, HOLA will
continue to permit SLHCs to engage in
activities other than those implicated by
section 606(b) of the Dodd-Frank Act. In
particular, Covered SLHCs conducting
certain 4(k} Activities may not be
subject to financial holding company
requirements if the activities are
permissible pursuant to HOLA
provisions other than those impacted by
section 606(b).

Section 4(c)(8) and 4{(k)(4)(F} Activities

Sections 4(c)(8) and 4(k){4)(F) of the
BHC Act permit BHCs and financial
holding companies, respectively, to
conduct activities the Board has
determined by rule or order to be
“closely related to banking” (*“section
4{c)(8) Activities’”).2? HOLA also

18 Sgg Notice of Proposed Rulemaking, Authority
for Certain Savings end Loan Holding Companies to
Engage in Financial Activities, 66 ¥Federal Register
56488 (November 8, 2001).

19Prior to the transfer date, in order to engege in
4(k) Activities, SLHCs generally were not required
to make any pre- or post-notice filings with the
OTS. Ses Id.

201n this context, subparagraphs 10(c)(9}(A) and
(B) of HOLA now should be read to act as .
limitations on the activities that an entity that
acquires and holds savings associations may engage
in,

2112 U.S.C. 1843(c}(8) and 4(k){4)(F).
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permits all SLHCs to conduct these
activities.22 Under OTS practice, the
OTS has not required a filing to engage
in section 4(c)(8} Activities.z? After the
transfer date, Covered SLHCs that only
conduct section 4(c)(8} Activities will
not need to submit the declaration
described above. However, any SLHC
that begins a new section 4(c){8)
Activity after the transfer date and has
notmade a declaration and submitted
the appropriate post-notice will need to
comply with relevant filing
requirements in subpart F of this rule.

Insurance Agency Activities

HOLA also allows SLHCs to engage in
insurance and escrow activities
(“insurance agency activities”).2¢ These
activities fall within the scope of 4(k)
Activities. However, because HOLA
provides an explicit grant of authority to
conduct insurance agency activities, the
restrictions on 4(k) Activities will not
apply to Covered SLHCs with respectto
insurance agency activities.
Accordingly, after the transfer date,
Covered SLHCs do not have to submit
a declaration and adhere to the financial
holding company limitations in order to
engage exclusively in this set of
activities.

‘1987 List” Activities

Additionally, HOLA permits SLHCs
to engage in activities that multiple
SLHCs were authorized, by regulation,
to directly engage in on March 5,
1987.25 The OTS identified the
activities that satisfy this section of
HOLA in their regulations (“1987
List”).?¢ Some of the activities on the
1987 List, such as real estate
development, are not permissible for
BHCs or financial holding companies.
The Dodd-Frank Act does not modify or
condition the ability of SLHCs to engage
in these activities. Therefore, the
activities identified by the OTS on the
1987 List remain permissible for
Covered SLHCs, subject to the
requirements in subpart F of Regulation
LL. After the transfer date, Covered
SLHCs do not have to submit a
declaration and adhere to the financial
holding company limitations in order to
engage exclusively in this set of
activities.

2212 U.5.C. 1467a(c)(2)(F){i) {permitting activities
listed in Section 4(c) of the BHC Act); 12 U.S.C.
1467a(c)(9) (permitting activities listed in Section
4{k) of the BHC Act}.

230TS has taken this view because Section 4(c)(8}
Activities are a subset of 4{k) Activities, for which
no 0TS filing has been required.

2412 U.5.C. 1467a(c)(2)(B).

2512 U.S.C. 1467a(c)(2)(F)(2).

2612 CFR 584.2-1, which can now be found in
section 238.53 of the Board's rules.

Dividends by Subsidiary Savings
Associations

Section 10(f) of HOLA provides that a
subsidiary savings association of an
SLHC must file a notice at least 30 days
prior to declaring a dividend.2? Prior to
July 21, 2011, these notices were filed
with the OTS. However, section
369(8)(K) of the Dodd-Frank Act
provides that such notices are to be filed
with the Board after the transfer date.

Subpart X of the interim final rule
unplements section 10(f) of HOLA. This
subpart is substantially similar to
portions of the OTS capital distribution
regulation, which governed dividends
by subsidiary savings associations of
SLHCs as well as other savings
association capital distributions.
Subpart K of the interim final rule
includes only the portions of the OTS
capital distribution regulation that
implement section 10(f) of HOLA.

In processing notices pursuant to
subpart K, the Board will work closely
with the regulator(s) of a savings
association that submits a dividend
notice. The Board expects for example
that on receiving a dividend notice
pursuant to subpart K, a copy of the
notice will iminediately be sent to the
savings association's regulator(s) with a
request for comment.

Regulation MM. Regulation MM
organizes the current OTS regulations
specific to SLHCs in mutual form
(*"MHCs") and their subsidiary holding
companies into a single part of the
Board’s regulations.28 Previously,
regulations governing MHCs were
largely found in parts 575 and 563b of
the OTS rules. In many cases,
Regulation MM mirrors the current OTS
rules with only technical modifications
to account for the shift in supervisory
responsibility from the OTS to the
Board.??

2712 U.S.C. 1467a(f).

26 The definition of *mutual holding company* in
section 10(0)(10)(A) of HOLA defines an MHC to ha
‘g corporation ad as a holding company
under [section 10{0}].” Thus, the provisions of
Regulation MM do not apply to an MHC that is not
organized under section 10(0) of HOLA. MHGs that
own a bank (that have not elected to be treated as
a saving assaciation pursnant to section 10(1) of
HOLA) remain subject to the BHC Act and related
regulations.

29The Board notes that, in many cases, the former
OTS regulations applied directly to savings
associations and were indirectly applied to MHCs
and their subsidiary holding companies by cross
reference. After the transfer date, the Board is the
primary federal regulator of SLHCs {including
MHCs and their subsidiary holding companies) and
the FDIC and OCC axs the primary federal
regulators of savings associations, As a result, the
Board has transferred the provisions that applied
indirectly to MHCs through cross references inte
Regulation MM and revised them as y to
apply directly to MHCs and their subsidiary
holding companies,
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Regulation MM also reflects several
substantive changes to OTS regulations.
Some of the changes are necessary to
teke into account statutory changes
made by the Dodd-Frank Act, and others
are intended to promote consistent
treatment of BHCs and SLHCs. The
substantive changes are discussed
below.

Application Processing

As discussed above, throughout the
new regulations, the Board has replaced
the OTS procedures with respect to the
processing of applications and filings
with those of the Board to the extent
possible. In general, the Board has
conformed the processing period for
applications and forms filed by MHCs,
subsidiary holding companies of MHCs,
and any other entities that are required
to make a filing pursuant to Regulation
MM with the standard processing
periods currently applicable to BHCs.
The Board’s changes do not alter the
thresholds for filing an application or
notice or the regulatory standards of
review of any filing. The changes are
intended to promote uniformity and
consistency in the Board’s processing of
applications across the range of filings
to the Board.

The Board is aware that certain
conversion applications filed by MHCs
with the OTS pursuant to part 563b
wers processed by the OTS according to
a special six-to-eight week review
period, notwithstanding the application
of the processing periods previously
found in subpart E of part 516. The
Board understands this special review
period was developed because the
review period in part 516 made it highly
unlikely an applicant would receive
approval of a conversion application
prior to the relevant financial
statements’ stale date under apphcable
federal securities law.

The Board will process applications
filed by MHCs to convert to stock form
under the procedures set forth in section
238.14 in Regulation LL. The Board’s
standard 30- or 60-day processing
periods are generally consistent with
past OTS practice of processing
conversion applications within six-to-
eight weeks,30 Howsver, section 238.14
allows the Board to extend the
processing period for a specified period,
and the Board may determine to extend
the review period of a conversion
application beyond 60 calendar days.

" s0Saction 239.55 applies the processing period

from section 238.14 in Regulation LL to conversion
applications. This processing period is consistent
with the processing pericd that has been applied to

-past conversion applications submitted by BHCs in

mutual form applying to convert to stock form.
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Waiver of Dividends

Section 625 of the Dodd-Frank Act
amended section 10(o) of HOLA to set
forth the conditions under which an
MHC may waive its right to receive
dividends declared by a subsidiary of
the MHC. Dividend waivers are
permissible if:

{1) No insider of the MHG, associate
of an insider, or tax-qualified or non-
tax-qualified employee stock benefit
plan of the MHC holds any share of the
stock in the class of stock to which the
waiver would apply, or

(2) The MHC gives written notice to
the Board of its intent to waive its right
to receive dividends (“Dividend Waiver
Notice™) not later than 30 days before
the date of the proposed date of
payment of the dividend, and the Board
does not object to the waiver.3?

With respect to dividend waivers
under (2) above, the Dodd-Frank Act’s
amendment to section 10(o} of HOLA
distinguishes between those MHCs that
waived dividends prior to December 1,
2009 (“Grandfathered MHCs”) and
those that did not (*non-Grandfathered
MHCs”).

For Grandfathered MHCs, new section
10(0}(11) of HOLA provides that the
Board may not object to a waiver of
dividends if: (1) The waiver would not
be detrimental to the safe and sound
operation of the savings association; and
(2} the MHC’s board of directors
expressly determines that a waiver of
dividends by the MHC is consistent
with the fiduciary duties of the board of
directors to the MHC’s mutual members,
The Grandfathered MHC must provide
the Dividend Waiver Notice to the
Board and include a copy of the
resolution of the MHC's board of
directors, in such form and substance as
the Board may determine, which
concludes that the proposed dividend
-waiver is consistent with the fiduciary
duties of the board of directors to the
mutual members of the MHC,32

Section 239.8(d} of Regulation MM
implements the statutory framework for
dividend waivers. To address the
concern with respect to the inherent
conflict of interest created by the waiver
of dividends, section 239.8(d)(3)
requires that the resolution of the
MHC’s board of directors contain certain
elements designed to disclose and
mitigate this conflict of interest. First,
the board resolution must describe the
conflict of interest that exists because of
an MHC director’s ownership of stock in
the subsidiary declaring dividends and
any actions the MFHC and board of

3112 U.8.C. 1467al0)(11)(B).
3212 J.S.C, 1467a{o)(11}(C).
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directors have taken to eliminate the

conflict of interest, such as the directors
waiving their right to receive dividends.
Second, the resolution must contain an
affirmation that a majority of the mutual
members eligible to vote have, within
the 12 months prior to the declaration
date of the dividend, voted to approve
the waiver of dividends. Any proxy
statement used in connection with the
member vote must include disclosure of
any MHG director’s ownership of stock
in the subsidiary. The Board requests
comment concerning the substance of
the board resolution and whether any
additional provisions should be
required to ensure that the fiduciary
duties of the directors have been
satisfied.

HOLA is silent with respect to the
standards the Board should consider
when reviewing a Dividend Waiver
Notice filed by non-Grandfathered
MHCs, and does not limit the Board’s
ability to deny such waivers. Consistent
with the view that dividend waiver
requests raise inherent conflict of
interest issues, section 239.8(d)(4)
would apply to non-Grandfathered
MHCs all requirements applicable to
Grandfathered MHCs’ requests to waive
dividends and would impose additional
conditions that must be satisfied by
non-Grandfathered MHCs before the
Board will approve a request to waive
dividends. These conditions are
designed to highlight for the mutual
members the conflict of interest
inherent in dividend waivers where
MHC directors own shares of the
subsidiary issuing dividends. The
conditions also are designed to employ
certain accounting practices to ensure
that the mutual members’ financial
interests in the MHC are protected in
the event the MHC converts to stock
form or is forced to liquidate.

Specifically, non-Grandfathered
MHCs must submit a copy of the non-
Grandfathered MHC's board resolution
pursuant to paragraph 239.8(d}(2) and
must also satisfy each of the conditions
provided in paragraph 239.8(d)(4).

Non-GranSfathered MHCs need only
satisfy one of the two conditions
provided in paragraph 239.8(d)(4)(v).
Paragraph 239.8(d)(4)(v)(A) requires a
majority of the board of directors of the
non-Grandfathered MHC to approve the
waiver of dividends. Any director wi
direct or indirect ownership, control, or
the power to vote shares of the
subsidiary declaring the dividend, or
who otherwise directly or indirectly
benefits through an associate from the
waiver of dividends, must abstain from
the board vote. Regardless of the
number of director abstentions, a
majority of the entire board of directors

must approve the waiver of dividends—
not just a majority of the directors who
vote. For example, if a non-
Grandfathered MHC’s board of directors
has a total of nine members and four
directors must abstain from the vote, all
five voting directors must approve the
waiver of dividends.

If unable to comply with the
praocedures described above, Non-
Grandfathered MHCs may instead
comply with subparagraph
239.8(d)(4)(v)(B) under which each
officer or director of the MHC or its
affiliates, associate of such officer or
director, and any tax-qualified or non-
tax-qualified employee stock benefit
plan in which such officer or director
participates that holds any share of the
stock in the class of stock to which the
waiver would apply waives their rights
to dividends. The Board notes that for
the purpose of subparagraph
239.8(d)(4)(v)(B) the tax-qualified or
non-tax-qualified employee stock
benefit plans in which an officer or
director of the MHC or its affiliates may
participate that hold any share of the
stock in the class of stock to which the
waiver would apply may include plans
other than those offered or sponsored by
the MHC or its affiliates.

Non-Grandfathered MHCs should
include in the Dividend Waiver Notice
submitted to the Board pursuant to
paragraph 239.8(d)(1)(ii) a description of
the non-Grandfathered MHC’s
compliance with each of the
requirements listed in paragraph
239.8{d)(4). Each of the requirements in
paragraph 239.8(d)(4) should be
addressed individually in the Dividend
Waiver Notice.

The Board requests comment on
whether the conditions sufficiently
address concerns regarding the inherent
conflict of interest with dividend
waivers. The Board also requests
comment with respect to the conditions
that require specific accounting of
waived dividends.

Offering Circulars, Forms of Proxy, and
Proxy Statements

The Board has revised the process for
review of offering circulars, forms of
Pproxy, and proxy statements used in
connection with MHC transactions.
Under part 563b of the OTS regulations,
the OTS declared effective offering
circulars and approved forms of proxy
and proxy statements. MHGCs and their
subsidiary holding companies were not
permitted to conduct a securities
offering or solicit proxies until the OTS
declared effective or approved these
documents, as relevant. .

The Board will continue to require
MHCs and their subsidiary holding
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companies to file offering circulars on
Form OC and proxy statements on Form
PS in the context of an application to
the Board. The Board will closely
review these documents in its review of
an application as a whole and may
comment on the adequacy,
completeness, or accuracy of
information in any of these documents.
However, consistent with the Board’s
current practice with respect to bank
holding companies and state member
banks, the Board will not declare
offering circulars effective and will not
approve proxies or proxy statements.
The Board may require an applicant
make certain changes to any offering
circular, form of proxy, or proxy -
statement.

MHCs and subsidiary holding
companies of MHCs must continue to
abide by all applicable federal and state
securities laws, rules, and regulations.
For instance, the Board expects that all
securities offering documents and proxy
materials provided in the context of a
securities offering will be governed by
regulations and policies of the
Securities and Exchange Commission
(**SEC"), a state securities regulator as
relevant, and the Board. For forms of
proxy and proxy statements provided to
mutual members and not filed with the
'SEG, the Board requires that all
documents comply with all applicable
Board regulations and policies.

The Board requests comment
regarding its review of offering circulars,
forms of proxy, and proxy statements.
The Board requests specific comment on
whether there are circumstances in
which an MHC or subsidiary holding
company’s offering circular would not
be reviewed or declared effective by the
SEC or approved by a state securities
regulator. The Board also requests
comment on whether it should continue
to require MHCs and subsidiary holding
companies of MHCs to file proxy
statements on Form PS for proxies sent
to shareholders, or if the Board should
require only that MHCs and thejr
subsidiary holding companies file proxy
statements that conform to state and
federal securities laws, rules, and
regulations.

The Board also requests specific
comment on whether MHCs or
subsidiary holding companies should be
allowed to submit securities materials
on the appropriate SEC forms, as
opposed to on Form PS or Form OC, if
the securities materials are subject to
SEC review.

Stock Repurchases

The Board has extended the prior
notice period for stock repurchases by a
resulting stock holding company within

the first year of conversion from mutual
to stock form. Under the interim final
rule, a resulting stock holding company
will be required to provide 30 days prior
notice to the Board before engaging in
a stock repurchase, which can be
extended by the Board for an additional
60 days. Under section 563b.515 of the
OTS regulations, resulting stock holding
companies were required to provide a
10-day prior notice.

In addition, the Board expects that
stock repurchases within a short period

‘of time after conversion would generally

constitute a material change from the
business plan considered in connection
with the conversion. In this case, the
resulting stock holding company would
be required to obtain prior approval
from the Board before the material
change to the business plan could be
considered effective,

Technical Amendments. The Board
has made technical amendments to
Board rules to facilitate supervision of
SLHCs, These amendments include
revigions to the interagency rules
implementing requirements relating to
the Community Reinvestment Act, as
well as the procedural and
administrative rules of the Board
including those relating to the Freedom
of Information Act. In general, the
amendments add SLHGCs to the
institutions covered by the rule and
create mirrored provisionsto
accommodate transactions under HOLA.

In addition, the Board made technical
amendments to implement section
312(b)(2)(A) of the Dodd Frank Act,33
which transfers to the Board all
rulemaking authority under section 11
of HOLA relating to transactions with
affiliates and extensions of credit to
executive officers, directors, and
principal shareholders.34 These
amendments include revisions to parts
215 (Insider Transactions) 25 and part
223 (Transactions with Affiliates) 36 of
Board regulations.

1. Section-by-Section Analysis.
Regulation LL
1, Subpart A General Provisions

A. 238.1 Authority, Purpose and Scope
This section sets forth the authority,

purposs, and scope for the interim final

rule.

B. 238.2 Definitions

This section combines definitions
from parts 574 and 583 of the OTS
regulations in one location. Several

3312 U.5.C. 5412.

%412 U.S.C. 1468.
3512 CFR part 215 (Regulation Q).
3612 CFR part 223 (Regulation W),.

definitions that were not used in the

text of the rules were eliminated or
moved to locations that correspond with
placement in Regulation Y. Other
definitions were modified or changed to
those used in Regulation Y.

Specifically, the definition of “bank
holding company,” “person,”
“shareholder,” “stock,” “voting
securities” (including voting and
nonvoting shares) were modified to
reflect the definitions in Regulation Y.
The definition of “‘savings association”
was modified to eliminate the inclusion
of SLHCs within the definition. The
definition of “savings and loan holding
company” was modified to reflect two
new exceptions to HOLA included in
the Dodd-Frank Act. Section 10(a){1)(D)
of HOLA, as amended by section 604 of
the Dodd-Frank Act, now excludes from
the definition of “savings and loan
holding company” a company that
controls a savings association that
functions solely in a trust or fiduciary
capacity as provided in section
2(c)(2)(D) of the BHC Act,as well as a
company, described in section
10(c)(9)(C) of HOLA that would be a
SLHC solely by virtue of such
company'’s control of an intermediate
holding company established under
section 10A of HOLA.

This section also includes definitions
of “well managed” and “well
capitalized” for SLHCs, “Well
managed” takes the meaning provided
in section 225.2(s) of Regulation Y for
BHCs, except that it clarifies that a
“satisfactory rating for management”
may mean either a management or risk-
management rating, whichever rating is
given. The definition of well-capitalized
for SLHCs differs from the similar
standard for BHCs because SLHCs are
not currently subject to regulatory
capital requirements. Instead, a SLHC
will be considered well-capitalized if
(1) all of its subsidiary savings
associations and other subsidiary
depository institutions are well
capitalized, and (iii) the SLHC is not
subject to any outstanding formal
administrative order or enforcement
actions relating to capital.

As discussed in the Board’s Notice of
Intent issued on April 15, 2011, the
Board, together with the other Federal
banking agencies, is reviewing
consolidated capital requirements for all
depository institutions and their
holding companies pursuant to section
171 of the Dodd-Frank Act and the Basel
Committee on Banking Supervision’s
“Basel III: A global regulatory
framework for more resilient banks and
banking systems” report (“Basel III"")., It
is expected that the Basel Il notice of
proposed rulemaking also would
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address any proposed application of
Basel NI-based requirements to SLHCs.
When the rule-making process is
complete, this definition will be
changed to be more closely aligned to
the definition of well-capitalized for
BHCs.

C. 238.3 Administration

Section 238.3 includes two
paragraphs that clarify some
administrative processes of the Board
that are specifically relevant to the
provisions in these regulations.
Paragraph (a) specifies that the Board
has delegated certain functions to
designated Board members and officers
as well as the Federal Reserve Banks.
These delegations can be found in parts
262 and 265 of the Board’s rules, and in
Board orders. In connection with the
issuance of this interim final rule, the
Board has approved an order extending
to SLHCs many of the delegations in
part 265 and in previous Board orders
that are currently applicable to BHCs.

In administering this regulation, the
Board often relies on appropriate
Reserve Banks to take certain actions,
including on applications. Paragraph (b}
clarifies the factors used in determining
the appropriate Reserve Bank for a
particular SLHC or for companies and
individuals filing under the CBCA. If
the standard delegation could impede
the ability of the Federal Reserve to
perform its functions under law, would
not result in an efficient allocation of
supervisory resources, or would not
otherwise be appropriate, the Board may
designate another appropriate Reserve
Bank.

D. 238.4 Records, Reports, and
Inspections

This section combines provisions that
apply to SLHCs from sections 562.1,
562.2, and 584.1 of the OTS rules which
establish basic records and reporting
requirements. Minor changes have been
made to these provisions to reflect
similar provisions in Regulation Y.

All reports required by the Board can
be found on the Board’s public Web
site.37 As discussed in the Board'’s
Notice of Intent issued on February 3,
2011, the Board anticipates transitioning
SLHCs to the Board’s reporting forms.
The Board has considered the comments
received on that Notice and will be
issuing a revised proposal for comment
shortly. Until such time as that proposal
is finalized, SLHCs must still submit all
current reporis on the schedule
prescribed by the OTS. As noted above,
the Board will carryover the OTS

' "37 See Reporting Farms at: hitp://
www.federalreserve gov/reportforms/defauit.cfm.

applications forms, with technical
changes, for the time being.

This section also includes the
registration and deregistration process
provided for in HOLA. This interim
final rule expands the deregistration
process to include situations where a
company no longer qualifies as a SLHC,
in addition to when a company no
longer controls a savings association.
This change is to accommodate
exemptions added to the definition of
“savings and loan holding company" by
the Dodd-Frank Act that are discussed
in detail above.

E. 238.5 Audit of Savings Association
Holding Companies

This section contains the provisions
of section 562.4 of the OTS rules. These
Pprovisions require an independent audit
for safety and soundness purposes for
SLHCs that control a savings
association(s) with aggregate
consolidated assets of $500 million or
more.

F. 238.6 Penalties for Violations

Section 238.6 of Regulation LL puts
SLHCs on notice that section 10 of
HOLA provides for criminal and civil
penalties for violations by any company
or individual of HOLA or any regulation

. or order issued under it, as well as for

making a false entry in any book, report,
or statement of an SLHC. This section
also specifies that the Board may
institute a cease-and-desist order for any
violation of HOLA, the CBCA or this
regulation. The Board has provisions for

BHGCs in section 225.6 of Regulation Y.

G. 238.7 Tying Restriction Exception

Section 312(b)(2) of the Dodd-Frank
Act 38 gives the Board rule-writing
authority with respect to section 5(q) of
HOLA, which contains tying restrictions
for savings associations.?? This section
of the interim final rule contains the
provisions previously found in section
563.36 of the OTS rules. Although the
requirements for savings associations
are comparable to those applicable to
banks under the Board’s Regulation Y,
this section also applies these
restrictions reciprocally to SLHCs. BHCs
are not subject to equivalent restrictions
under current Board rules. In the future,
the Board will evaluate if these rules
should be conformed. Additionally,
following the transfer date, the Board
has authority under section 5{q) to grant
exceptions to these restrictions,
consultation with the OCC and the

FDIC, so long as any exception conforms

“s812 U.S.C. 5412,
3012 U,5.C. 1464,

to section 106 of the Bank Holding
Company Amendments of 1970.40

H. 238.8 Safe and Sound Operations

This section of the interim final rule
states that & SLHC must serve as a
source of financial and managerial
strength to its subsidiary savings
associations and may not conduct its
operations in an unsafe and unsound
manner. Although these are long
standing prudential standards applied
by the Board, section 38A of the Federal
Deposit Insurance Act (“FDI Act”}, as
amended by section 616(d) of the Dodd-
Frank Act, now requires all SLHCs to
serve as a source of strength to their
subsidiary depository institutions.4?

Additionaleip , this section of the
interim final rule specifies that if the
Board believes that an activity of the
SLHC or a nonbank subsidiary
constitutes a serious risk to the financial
safety, soundness, or stability of a
subsidiary savings association and is
inconsistent with the principles of
sound banking, the purposes of HOLA
or other applicable statutes, the Board
may require the SLHC to terminate the
activity or divest control of the
nonbanking subsidiary. This obligation
is established in section 10(g}(5) of
HOLA 42 and BHCs are subject to
equivalent obligations under the BHC
Act and Regulation Y.

2. Subpart B Acquisitions of Savings
Association Securities or Assets

A. 238.11 Transactions Requiring
Board Approval

This section specifies certain
acquisition transactions involving
savings associations and SLHCs that
reguire the prior approval of the Board
under section 10(e) of HOLA.42 These
prior approval requirements were
previously found in section 574.3(a) and
section 584.4 of the OTS regulations. As
discussed above, although OTS
regulations integrated the concepts of
prior approval under HOLA and the
CBCA with respect to companies, the
prior approval requirements found in
subpart B only relate to the
requirements of HOLA,

B.238.12 Transactions Not Requiring
Board Approval

Section 238.12 of Regulation LL
outlines certain acquisition transactions
involving savings associations or SLHCs
that do not require the prior approval of
the Board. These exclusions from prior
notice requirements were previously

4012 U.S5.C, 1972(1).

4112 U.8.C, 183101,
4212 U.S.C. 1467a(gl(5). .
4312 U.8.C. 1467a(e).
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found at sections 574.4(c) and 584.4(c)
of the OTS rules and only include minor
modifications. Because there is a
separate regulatory provision relating to
CBCA, this section does not includethe
exceptions from prior notice for CBCA
filings that were also included in
section 574.4(c). Those provisions can
now be found in subpart D,

Section 10(e) of HOLA requires
SLHGs to request prior approval to
acquire a savings association through
merger. The Bank Merger Act44 also
requires savings associations to seek
prior approval to acquire another
savings association by merger. As a
result, when a savings association
owned by a SLHC acquired another
savings association by merger, the OTS
required both the SLHC and the savings
association to submit requests for prior
approval under the appropriate statute.
This requirement did not lead to
unnecessary duplication because the
same agency and staff processed both
requests concurrently. However, now
that SLHCs and savings associations
will be regulated and supervised by
separate agencies, the Board has
considered whether SLHCs should be
required to submit an application under
HOLA for certain merger and
reorganization transactions. The Board
has determined that SLHCs should be
provided exceptions similar to those
provided to BHCs in Regulation Y. As
a result, paragraph (d) sets forth
regulations governing the conditions
under which certain transactions subject
to the Bank Merger Act and internal
corporate reorganizations would not
require the Board’s approval under
section 238.11 of subpart B.

Paragraph (d) of this section is
intended to reduce regulatory burden in
certain circumstances by eliminating the
requirement to file an application if the
core of the proposal is a merger subject
to the Bank Merger Act. The Board
recognizes that, in such circumstances,
no regulatory purpose would be served
by requiring an application to provide
essentially the same information for a
minor part of the proposal. The Board
retains jurisdiction over these
transactions, however, because it
recognizes that a proposal may have an
effect on financial, managerial, and
other resources of the parent holding
company, which would not be reviewed
by the primary regulator of the
transaction under the Bank Merger Act.
Alternatively, a proposal may raise
other issues regarding factors over
which the Board has primary or
exclusive jurisdiction under HOLA.
Accordingly, paragraph (d) provides

" 412 U.5.C. 1828,

that the Board or Reserve Bank may
inform the holding company that an
application is required if the proposal
presents issues unique to the Board’s
jurisdiction. Paragraph (d) also makes

clear that transactions involving holding .

companies organized in mutual form,
subsidiary holding companies of SLHCs
organized in mutual form, or depository
institutions organized in mutual form
do not qualify for waivers of the Board'’s
approval requirements under section
238.11 of subpart B.

Additionally, paragraph (d) of this
section provides an exemption for
certain transactions performed in the
United States that constitute an internal
corporate reorganization by an SLHC.
The transaction must be solely a
reorganization involving holding
companies and insured depository
institutions that both, preceding and
following the transaction, are lawfully
controlled by the same top-tier holding
company. In addition, the companies
and insured depository institutions
must not have acquired additional
voting securities, and they must have
complied with the other reqnirements in
paragraph (d] of this section.

Paragraph (d) of this section is
substantially similar to section 225.12 of
subpart B of the Board's Regulation Y.
References to SLHCs have generally
been substituted for references to BHCs,
and references to savings associations
have generally been substituted for
references to banks. In addition,
consistent with the overall approach
taken in this interim final rule, the
Board has substituted its procedures for
those of the OTS with respect to filing
and informational requirements. The
Board also will process requests
submitted pursuant to this section in the
same manner as it processes requests
submitted under section 225.12 of
Regulation Y.

C. 238.13 Prohibited Acquisitions

This section of the interim final rule
contains provisions from sections
584.8(d) and 584.9 of the OTS rules,
which prohibit certain types of
transactions by an SLHC related to
uninsured savings associations and
mutual savings associations, The
remaining provisions of section 584.9
have been integrated into Regulation LL
at other locations.

D. 238.14 Procedural Requirements

As discussed above, the Board has
replaced OTS processing requirements
for applications and notices with those
currently used by the Board for similar
transactions. As a result, section 238.13
of the interim final rule replaces part
516 and section 574.6 of the OTS rules.
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The requirements in this section are
similar to those found in sections 225.15
and 225.16 of the Board’s Regulation Y
with respect to applications submitted
by BHCs.

Paragraph (a) of this section indicates
that applications required under section
238,11 must be filed with the
appropriate Reserve Bank on the
designated form. As noted above,
investors can find all application and
notice forms on the Board’s public Web
site, as well as additional information
about the applications process and the
Board’s electronic application
submission system.:5

Paragraph (b) of this section notes that
applicants may request confidential
treatment for portions of their
application under the Board’s Freedom
of Information Act regulations found at
part 261,

Paragraph (c) specifies the public
notice requirements for applications
required under this subpart. Generally,
the newspaper publication requirement
is the same as that previously found in
the OTS rules. However, the Board also
publishes netices of proposed
acquisitions in the Federal Register and
provides interested persons the
opportunity to comment on the proposal
for a period no longer than 30 days. This
paragraph also permits advance '
publication as well as waiver or
shortening of these notice requirements
in the case of a failure or if the Board
determines that an emergency exists
that requires expeditious action.

Paragraph (d) outlines the Board’s
rules with regard to public comment,
including determining when a comment
is timely, when a comment is of
substance, and when the comment
period may be extended.

Paragraph (e) specifies that the Board
may order a formal or informal hearing
or other proceeding on an application
and that any requests for a hearing must
comply with the requirements of part
262 of the Board’s rules. .

Paragraph (f) of this section requires
the Reserve Bank to accept applications
submitted under this subpart for
processing within 7 calendar days of
filing, Substantially incomplete
applications will be returned. The
paragraph also indicates that a copy of
each application will be sent to the
Board and the primary bank supervisor
for the savings association to be
acquired.

Paragraph (g) outlines the processing
timeline for applications submitted
under this subpart. Except as otherwise

" 45See Application Filing Information at http://

www. ¥

afif.

=4 Yadhe ¥
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provided, Reserve Banks may act on
applications under delegated authority
not earlier than the third business day
following the close of the public
comment period, and not later than the
fifth business day following the close of
the public comment period or the 30th
day after the acceptance of the
application. The Board must act on an
application within 60 calendar days
after the acceptance of the application
unless the Board extends the processing
time for a specified period and states the
reasons for the extension. Both the
Board and the Reserve Bank may
request additional information
throughout the processing period if
necessary. An application will be
deemed approved if the Board fails to
act on an application within 91 calendar
days after the submission to the Board
of the complete record. This paragraph
defines when the Board considers a
record on an application to be complete.
Finally, this paragraph creates an
expedited process for certain
reorganizations.

E. 238.15 Factors Considered in Acting
on Applications

This section includes the factors that
the Board will use to review
applications submitted under this
subpart. To the extent that the factors
for review under section 10{e) of HOLA
are the same as those found in section
3 of the BHC Act, the language in this
section has been conformed to that
found in Regulation Y. This section
does preserve the presumptive
disqualifier related to the integrity and
financial factors that were found in
section 574.7 of the OTS rules.

3. SubpartC Control Proceedings

As discussed in detail above,
Regulation LL modifies the regulations
previously used by the OTS for
purposes of determining when a
company or natural person acquires
control of a savings association or SLHC
under HOLA. The OTS regulations
relating to control determinations and
rebuttals under HOLA, including the
rebuttable control factors and process in
gection 574.4, the certification of
ownership in section 574.5, and the
rebuttal agreement in 574.100, will not
be enforced by the Board. In its place,
Regulation LL adopts provisions
equivalent to those found in subpart D
of Regulation Y, These provisions
establish the process under which the
Board may issue a preliminary
determination of control and the
presumptions the Board will use in any
such proceeding.

4. Subpart D Change in Bank Control

Consistent with its views expressed
above, the Board has concluded that it
is appropriate to use its own rules and
processes with respect to application of
the CBCA to ensure consistency
between equivalent statutes
administered by the same agency. As a
result, Regulation LL conforms OTS
regulations relating to control
determinations and rebuttals under the
CBCA with those currently found in
Regulation Y and that are applicable to
BHCs and state member banks.

Accordingly, subpart D of the interim
final rule is substantially similar to the
current subpart B of Regulation Y with
technical and conforming changes. For
example, references to BHCs and state
member banks have been replaced
where appropriate with references to
SLHCs. In addition, section 238.32{a}(4)
and (5), the exemptions have been
modified to refer to the appropriate
provisions of HOLA.

5, Subpart E Qualified Stock Issuances

" Sections 10{a)(4) and (0) of HOLA
pertain to certain issuances of new
voting shares to an unaffiliated SLHC by
an undercapitalized savings association
or by its parent SLHC.4¢ The statute
provides that the acquiring SLHC will
not be deemed to control the issuer so
long as the acquirer will not after the
acquisition own or control more than 15
percent of the issuer, certain other
conditions are met, and the appropriate
federal banking agency for the acquiring
SLHC approves the acquisition,

The OTS implementing regulation
with respect to qualified stock issuances
is located at part 574.8. Subpart E of the
Regulation LL interim final rule is
substantially similar to 574.8, with
appropriate adjustments to reflect the
transfer of supervisory authority for
SLHCs from OTS to the Board, and the
use of Boerd applications processing
procedures instead of OTS applications
processing procedures.

6. Subpart F  Savings and Loan
Holding Company Activities and
Acquisitions

This subpart of this interim final rule
contains provisions that were
previously found at section 584.2
through 584.2-2 of the OTS regulation,
which outline the nonbanking activities
permissible for SLHCs and require prior
approval in order to engage in these
activities in certain situations.
Regulation LL makes appropriate
adjustments to reflect the transfer of
supervisory authority for SLHCs from
OTS to the Board as well as the use of

" 4812 U,S.C, 1467a(a)(4) and 1467alc),

Board applications processing
procedures, Additionally, the Board will
note that, in the near future, the Board
may propose modifying these
application and notice processes in
order to better align them with those
required by BHCs in order to engage in
identical nonbanking activities.

7. Subpart G Financial Holding
Company Activities

As discussed separately above,
section 606(b) of the Dodd-Frank Act
amends HOLA to require SLHCs that
wish to engage in financial holding
company activities to be well-
capitalized and well-managed at both
the holding company and savings
association level.#” Additionally,
HOLA, as amended, requires SLHCs
seeking to engage in financial holding
company activities to otherwise comply
with other financial holding company
obligations, such as providing a notice
to the Board after commencing a
financial holding company activity or
consummating an acquisition of a
company engaged in 4(k) Activities.
Subpart G of the interim final rule
implements these requirements. Subpart
G does not apply to SLHCs described in
section 10{c)(9)(C) of HOLA .48

A, 238.64 Election Required

This section of the interim rule
specifies that SLHCs seeking to engage
in 4(k) Activities must file an election
1o be treated as a financial holding
company and have that election be
deemed effective by the Federal
Reserve. No Covered SLHC may
commence a 4(k) Activity or
consummate the acquisition of shares of
a company engaged in 4(k) Activities
unless it has filed an effective election
to be treated as a financial holding
company. This section also explains
that if a Covered SLHC engages only in
activities otherwise permissible under
HOLA, no election is required.

B. 238.65 Election Procedures

This section outlines the process that
an SLHC should follow to make an
effective election, including the content
of the declaration. This section rule
specifies that the declaration should
contain the following:

* A statement that the Covered SLHC
elects to be treated as a financial
holding company in order to engage in
activities permissible for a financial
holding company;

o The name and head office address
of the Covered SLHCG and of each

© 4712 U.S.C. 1467a{c)(2).
4812 U.8.C. 1467a(c)(9)(C). These SLHCs are
referred to as *‘grandfathered unitary savings and
loan holding companies.”
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depository institution controlled by the
Covered SLHC;

» A certification that the Covered
SLHC and each depository institution
controlled by the Covered SLHG is well
capitalized as of the date the Covered
SLHC submits its declaration;

¢ A certification that the Covered
SLHC and each depository institution
controlled by the Covered SLHC are
well managed as of the date the Covered
SLHG submits its declaration.

An election filed by a Covered SLHC
to be treated as a financial holding
company is effective on the 31st
calendar day after the date that a
complete declaration is filed with the
appropriate Reserve Bank, unless the
Board notifies the SLHC prior to that
time that the election is ineffective. The
Board or the appropriate Reserve Bank
may notify an SLHC that its election is
effective prior to the 31st day after the
date that a complete declaration is filed
with the appropriate Reserve Bank.
Such notification must be in writing. An
election by a SLHC shall not be effective
if, during the 31 day period, the Board
finds that, as of the date the declaration
was filed with the appropriate Reserve
Bank: (i) any insured depository
institution controlled by the SLHC
(except institutions excluded under
paragraph (d) of section 238.65,
including under certain circumstances
savings associations acquired during the
12-month period preceding the filing of
the election) has not achieved at least a
rating of *‘satisfactory record of meeting
community credit needs” under the
Community Reinvestment Act at the
savings association’s most recent
examination; or (ii} the SLHC or any
depository institution controlled by the
SLHC is not both well capitalized and
well managed.

Special Rules for the OTS Transfer Date

This section also contains special
rules applicable to SLHCs that are
engaged in 4(k) Activities on the transfer
date. Prior to the Dodd-Frank Act,
Covered SLHCs were not required to file
with the OTS to engage in 4(k)
Activities. However, given that the
amendment to HOLA establishing these
additional requirements was effective
on the transfer date, the Board expects
all Covered SLHCs wishing to continue
4(k) Activities to provide a declaration
as described above, along with a
description of the 4(k} Activities
conducted by the SLHC, to the Board by
December 31, 2011. These elections will
be effective on the 61st day after the
date'a complete declaration and
description of 4(k} Activities is filed
with the appropriate Reserve Bank,
unless the Board notifies the SLHC prior

to that time that the election is

ineffective.

This section also creates a special
process for those Covered SLHCs
engaged in 4(k) Activities on the transfer
date that are not able to file a
declaration that can be declared
effective. These Covered SLHCs are
required to file an alternate declaration
with the Board by December 31, 2011
that includes (i} a list of the 4(k)
Activities they engage in, (ii) a
description of why the SLHC cannot file
a declaration that can be declared
effective, and (iii) a description of how
the Covered SLHC will achieve
compliance prior to June 30, 2012,

Covered SLHCs that are not able to
file a declaration that can be declared
effective are subject to the same notice,
remediation agreement, divestiture and
other provisions that apply to financial
holding companies that fail to meet the
requirements of section 4(1) of the BHC
Act. These rules are stated in section
4(m) of the BHC Act and the Board’s
implementing regulations, and are
referred to below. However, in
exercising its discretion under these

“processes, the Board will take into

account the fact that previously Covered
SLHGCs were not subject to the new
requirements implemented pursuant to
section 606(b) of the Dodd-Frank Act
and this rule. The Board intends to
review the individual circumstances of
Covered SLHCs and apply reasonable
deadlines in light of those
circumstances.

C. 238.66 Ongoing Requirements

This section outlines the ongoing
obligations of a Covered SLHC that has
made an effective election and the
consequences of failing to meet the
applicable requirements. In general, a
Covered SLHC that has made an
effective election to be treated as a
financial holding company is subject to
the requirements applicable to a
financial holding company under
sections 4(1) and 4(m) of the BHC Act
and the regulations thersunder and
section 804(c) of the Community
Reinvestment Act of 1877 49 as if the
Covered SLHC was a BHC. The language
in this section imposes the notice,
approval and other requirements of
Regulation Y to these Covered SLHCs,
specifically the provisions of sections
225,83 through 225.89, Certain
provisions, as discussed below, will also
be applied to Covered SLHCs
themselves as a result of section 606(a)
of the Dodd-Frank Act.

" 4912 U.S.C. 2903(c),

Notification Requirements

In general, a SLHC that has made an
effective election to be treated as a
financial holding company may conduct
the activities listed in section 225.86 of
Regulation Y subject to the notice,
approval, and any other requirements
described in sections 225.85 through
225.89 of Regulation Y. Section
225.83(a) of the Board’s existing
regulations provides that the Board will
notify a financial holding company if
the Board finds that the company
controls any depository institution that
is not well capitalized or well managed.
After the transfer date, consistent with
section 606(a} of the Dodd-Frank Act,
the Board intends to also notify a
financial holding company if the Board
finds that the company itself is not well
capitalized or well managed. Similarly,
after the transfer date, the Board intends
to notify Covered SLHCs if their
depository institutions or the Covered
SLHC itself is not well capitalized or
well managed.

In addition, in recognition of the fact
that a company may know that one of
its depository institution subsidiaries
has ceased to be well capitalized or well
managed before its regulators will have
access to such data, the Board's current
regulations provide that a financial
holding company must notify the Board
in writing within 15 calendar days of
becoming aware that any depository
institution controlled by the company
has ceased to be well capitalized or well
managed.5° Consistent with section
606(a) of the Dodd-Frank Act, the Board
jntends to require that a Covered SLHC
must also provide such notification
when the company has ceased to be
well capitalized or well managed.
Accordingly, for Covered SLHCs that
file the declaration described above and
thereafter cease to meet the well-
capitalized and well-managed
requirements of section 4(1), the Board
intends to apply a similar 15-day notice
requirement in a rule.

Remediation Requirements

Pursuant to section 4(m) of the BHC
Act and the Board’s existing regulations
for BHCs, within 45 days (plus any
additional time that the Board may
grant) after receiving a notice of
noncompliance from the Board, a
company must execute an agreement
with the Board to comply with
applicable capital and management
requirements.51 Until the Board
determines that all deficiencies have
been corrected, a company may not
engage in any additional activity or

Se12 CFR 225.83(b)(1).

5112 U.8.C. 1843(m)(2); 12 CFR 225.83(c).
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acquire control or shares of any
company under section 4(k) of the BHC
Act without prior approval from the
Board.52 If the conditions giving rise to
a notice of noncompliance are not
corrected within 180 days (or such
longer period permitted by the Board},
the Board may order the company to
divest its subsidiary depository
institutions.53 A company may comply
by instead ceasing to engage in activities
that are permissible only for financial
holding companies.54

As required by section 606(b) of the
Dodd-Frank Act, the Board intends to
apply these processes analogously to
Covered SLHCs. After the transfer date,
consistent with section 606(a) of the
Dodd-Frank Act, the Board further
intends that a financial holding
.company or a Covered SLHC that itself
fails to remain well capitalized or well
managed will also be subject to these
analogous remedial measures.

B. Subpart H Notice of Change of
Director or Senior Executive Officer

Subpart H sets forth regulations
governing the filing of notices with
respect to the service of individuals as
directors or senior executive officers of
SLHCs in troubled condition. These
regulations implement section 32 of the
FDI Act.5s

Subpart H of the interim final rule is
substantially similar to subpart H of part
563, the OTS regulation implementing
section 32, References to the Board or
Reserve Bank have been substituted for
references in the OTS regulations to
OTS. In addition, consistent with the
overall approach taken in this interim
final rule, the Board has substituted its
procedures for those of the OTS with
respect to the filing and informational
requirements,

ubpart H of the interim final rule
also provides for appeals and for
informal hearings to be requested in the

event of dlsapproval of a notice. These
Pprovisions are modeled on the appeals
and hearing provisions of the Board’s
regulations implementing the section 32
requirements with respect to BHCs and
state member banks.58 The QTS
regulation does not provide for hearings
or appeals.

8. SubpartI Prohibited Service at
Savings and Loan Holding Companies

Subpart I of the interim final rule sets
forth regulations to implement section
18 of the FDI Act 57 with respect to
SLHCs. Section 19 prohibits persons
who have been convicted of certain
criminal offenses or who have agreed to
enter into a pre-trial diversion or similar
program in connection with a
prosecution for such criminal offenses
from occupying various positions with
an SLHC. Section 19 also permits the
Board to provide exemptions, by
regulation or order, from the application
of the prohibition. Subpart I is
substantially similar to the existing OTS
prohibited service regulations 58 except
that references to the Board or Reserve
Bank have been substituted for
references in the OTS.

10. Subpart] Management Official
Interlocks

Subpart ] sets forth regulations
restricting meanagement officials from
serving simultaneously with two
nonaffiliated depository organizations
whoere the management interlock would
likely have an anti-competitive effect
unless the service is permitted by
statute or an exemption applies. These
regulations immplement the Depository
Institution Management Interlocks Act
(“Interlocks Act™).5¢

Subpart ] of the interim final rule is
substantially similar to subpart F of part
563, the OTS regulation implementing
the Interlocks Act but makes
appropriate adjustments to reflect the

COMPARISON CHART

transfer of supervisory authority for
SLHCs from OTS to the Board.

11. Subpart K Dividends by Subsidiary
Savings Associations

Section 10(f) of HOLA provides that a
subsidiary savings association of an
SLHG must file a notice at least 30 days
prior to declaring a dividend.8% Prior to
July 21, 2011, these notices were filed
with the OTS. However, section
369(8)(K) of the Dodd-Frank Act
provides that such notices are to be filed
with the Board after the transfer date.

Subpart K of the interim final rule
implements section 10(f) of HOLA. This
subpart is substantially similar to
portions of the OTS capital distribution
regulation, which governed dividends
by subsidiary savings associations of
SLHCs as well as other savings
association capital distributions,
Subpart K of the interim final rule
includes only the portions of the OTS
capital distribution regulation that
implement section 10(f} of HOLA.
Consistent with the general approach of
the interim final rule, subpart K
substitutes references to OTS with
references to the Board, and Board
procedures for OTS procedures.

12. Subpart . Investigative
Proceedings and Formal Examination
Proceedings

This section contains the provisions
previously found in part 512 of the OTS
regulations relating to investigative and
formal examination proceedings. The
Board does not have similar rules but
has followed similar practices for some
time. In the future, the Board will
consider extending these rules to BHCs
and other supervised entities.

The following chart summarizes
where particular parts and sections of
the OTS rules have been placed within

Regulation LL.

Regulation LL

Previous location in
OTS regulations

238 1—Authonty, purpose and seope

Subpart A—General Provisions

238.2—Definitions,

| §574.2, part 583.

2383—Administration

238.4—Records, reports and inspectlon

1 §§562.1, 562.2, 584.1,

1§562.4.

238.8—Safe and sound operations :

5212 CFR 226.83(d).
3312 CFR 225.83(e}(1).
5412 CFR 225.83(e)(2)

“'8512'U.S.C. 18311
5612 CFR 225.73(d) and {e).
5712 U.S.C. 1828,

5812 CFR part 585,
3912 1.5.C. 3201 ot seq.
%012 U.S,C, 1467(D.
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December 27, 2012 BOCA RATON

LAKE TAHOE

MEXICO CITY
ALLIANCE WITH
MIRANDA & ESTAVILLO

VIA E-MAIL (shareholderproposals@sec.gov)

Securities and Exchange Commission
Division of Corporation Finance
Office of Chief Counsel

100 F-Street, N.E.

Washington, D.C. 20549

Re: .Donegal Group Inc. ("DGI")
Securities Exchange Act of 1934 (the "Exchange Act"); Rule 14a-8
Omission of Stockholder Proposal (the "2013 Proposal")
Submitted by Gregory M. Shepard (the "Proponent”)

Ladies and Gentlemen:

~ On behalf of DGI, we respectfully request that the Staff of the Division of Corporation
Finance (the "Staff") of the Securities and Exchange Commission (the "Commission") agree
. with DGI's conclusions as set forth in this letter and grant no-action relief that would permit
DGI to exclude the 2013 Proposal of the Proponent from the proxy materials (its "2013 Proxy
- Materials") DGI will distribute to its stockholders of record in connection with its 2013 annual
meeting of stockholders (its "2013 Annual Meeting").

As we discuss in further detail later in this letter, DGI submits this request for
exclusion of the 2013 Proposal based upon our legal conclusion that DGI may omit the 2013

DUANE MORRIS LLP
30 SOUTH 17" STREET PHILADELPHIA, PA 19103-4196 . PHONE: 215.979.1000 FAX:215.979.1020
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Proposal from its 2013 Proxy Materials on the basis of Commission Rules 14a-8(i)(3), 14a-
8(1)(4), 14a-8(i)(6) and 14a-8(i)(7) under the Exchange Act.

Background

DGI is a publicly traded insurance holding company, organized and existing under
the laws of the State of Delaware, with a principal place of business in Marietta,
Pennsylvania. DGI has property and casualty insurance subsidiaries that conduct business in
22 states, will write approximately $500 million in net premiums in 2012 and had assets of
approximately $1.3 billion at September 30, 2012.

- DGI's largest stockholder is Donegal Mutual Insurance Company ("Donegal Mutual"),
a mutual insurance company that began its insurance business in Pennsylvania in 1889.
Donegal Mutual owns approximately 39% of DGI's Class A common stock ("DGICA"), which
has one-tenth of a vote per share, and approximately 76% of DGI's Class B common stock
("DGICB") which has one vote per share. Accordingly, Donegal Mutual holds approximately
66% of the aggregate voting power of both classes of DGI common stock. Each of DGICA
and DGICB is a class of voting equity security that trades on the Nasdaq Global Select
Market.

Donegal Mutual and DGI jointly control 100% (51 8% and 48.2%, respéctively) of the
stock of Donegal Financial Services Corporation ("DFSC"), which in turn owns 100% of the
stock of Union Community Bank FSB ("UCB"). UCB is an insured depository institution
("IDI") chartered under the laws of the United States. UCB maintains its headquarters and 13
bank branches in Lancaster County, Pennsylvama 1 At September 30, 2012, UCB had
approximately $500 million in assets.

Because of the diverse financial businesses in which DGI and its subsidiaries and
 affiliates engage, the business and operations of DGI and its subsidiaries are subject to
significant supervision and regulation by a number of federal and state bank and insurance
regulatory authorities. This regulation is designed primarily to protect the policyholders of
DGI's insurance businesses and the depositors of UCB, and not the best interests of the
stockholders of DGI. We make reference to DGI's Form 10-K Annual Report for the year

1 Until enactment of the Dodd-Frank Wall Street Reform & Consumer Protection Act of
2010 ("Dodd-Frank"), the Office of Thrift Supervision ("OTS") regulated and supervised
SLHCs. Dodd-Frank eliminated the OTS, and transferred the supervisory and regulatory
authority over SLHCs to the Board of Governors of the Federal Reserve System (the "Board")
in July 2011.
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ended December 31, 2011 for further information on this extensive supervision and

regulation. : '

One incident of this supervision and regulations is that each of Donegal Mutual, DGI
and DFSC constitutes a savings and loan holding company ("SLHC") under Section 10 of the
Home Owners' Loan Act, 12 U.S.C. § 1467a by virtue of its direct (DFSC) and indirect
{Donegal Mutual and DGI) control of UCB. As SLHCs, each is subject to the Change in Bank
Control Act, 12 US.C. § 187 (the "CBCA").

The CBCA, 12 U.S.C. § 1817(j), provides that no person may acquire control? of any IDI
(this term includes DGI) unless the appropriate federal banking agency (the Board in this
case) of the subject institution has received at least 60 days prior written notice of the
proposed acquisition of a greater than 10% interest and has not disapproved the proposed
acquisition (emphasis supplied). In the Proponent's Schedule 13D, the Proponent admits he’
owns a greater than 10% interest in DGICA. DGICA is a separate class of securities under the
. definition of "class" in Reg. LL. DGICA has substantially different voting rights and dividend
rights than DGICB. Furthermore, DGICA is not convertible into DGICB.

DGI created DGICA and DGICB in 2001 in order to enable DGI to raise capital as
needed in the public securities markets by issuing DGICA while assuring that Donegal
Mutual could maintain control of DGI through Donegal Mutual's ownership of DGICB.

Since 2006, the Proponent has, on a consistent basis, engaged in an effort, which DGI
has vigorously contested at all times, to acquire "control” of DGI. As the Proponent's Form 3
and Form 4 filings and several Schedule 13D filings by the Proponent indicate, the Proponent

2 The CBCA itself defines "control" as the purchase or other disposition of voting stock
where the acquirer of the stock would have the power, directly or indirectly, to direct the
management or policies of an IDI or to vote 25% or more of any class of voting securities of
an IDL 12U.S.C. § 1817(j)(8)(B) (emphasis supplied). Pursuant to regulations each of the
federal bank regulatory agencies has promulgated, the federal banking laws create a
rebuttable presumption that "control” exists whenever any person, which the CBCA defines
to include both natural and juridical persons, acquires, directly or indirectly or acting in
concert with one or more other persons, 10% of any class of voting stock of an IDT or its
holding company that has securities registered under Section 12 of the Exchange Act. See 12
C.F.R. §231.31(c)(2) (Board Regulation governing the application of the rebuttable
presumption of control to SLHCs). A person to whom the rebuttable presumption of control
applies has two choices. ' ‘
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has invested approximately $58.6 million in acquiring an 18.04% interest in DGICA and a
7.12% interest in DGICB (the "Proponent Holdings"). '

Under the CBCA regulations, a person whose circumstances fit within the statutory
definition of "control" may either embrace the presumption and file the statutorily required
notice with the Board or the person may seek to rebut the presumption. The Proponent has
done neither. Ignoring the CBCA is simply not an acceptable option, yet that is precisely the
course that the Proponent has followed. ' o

The information the CBCA and implementing regulations require allows the
appropriate federal banking agency to conduct an investigation into the competence,
experience, integrity and financial ability of each person who proposes to acquire or control a
10% or greater interest in the shares of any class of voting equity security of an IDI or its
holding company. DGI believes the Proponent's failure to comply with the CBCA is likely
occasioned by the Proponent's unwillingness to disclose information that a CBCA filing
would require about his previous efforts to gain control of insurance companies for his own
personal interest and benefit, as evidenced by past orders of state regulators in Indiana and
TIowa.

On December 21, 2012, DGI submitted a Petition for Enforcement (the "Petition") to the
Board. We attach a copy of the Petition as Exhibit A to this letter. The Petition avers that the
Proponent is in continuing violation of the CBCA and requests that the Board take
appropriate enforcement action against the Proponent, including, at a minimum, the
execution of a passivity agreement with the Board because of the Proponent's record of
making hostile takeover attempts with respect to a number of publicly traded companies.
The Proponent does not seem to recognize that questions relating to "control" under the
. CBCA are within the exclusive jurisdiction of the Board and are not the subject of self-

determination by a person with an obvious personal interest. . '

On December 12, 2012, counsel to the Special Committee of DGI's board of directors,
‘with the approval of DGI's board of directors at a special meeting held on December 12, 2012,
sent a letter to the Proponent advising the Proponent that if the Proponent makes the filing
with the Board the CBCA requires by December 19, 2012, DGI would include the 2013
Proposal in the proxy statement for its 2013 Annual Meeting. The Proponent has not
responded substantively as to the merits of the December 12, 2012 letter from the Special
Committee of DGI's board of directors. '

For the Staff's convenience of reference, we note that the Proponent filed a stockholder
proposal in November 2011 (the "2012 Proposal") with respect to DGI's 2012 annual meeting
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of stockholders (its "2012 Annual Meeting"). The 2012 Proposal is substantially similar to the
2013 Proposal. Both proposals seek the sale or merger of DGI and the maximization of
stockholder value. By its issuance ofa no-action letter dated February 16, 2012, the Staff
permitted DGI to exclude the 2012 Proposal from the proxy materials (its "2012 Proxy
Materials") DGI distributed to its stockholders of record in connection with its 2012 Annual
B Meeting. We also note that DGI is not the only publicly held insurance holding company as
to which the Proponent has utilized tactics such as the 2012 Proposal and the 2013 Proposal

~ to seek to create value for himself.

We attach a copy of the 2013 Proposal, including its supporting statement, as Exhibit B
to this letter, and the 2012 Proposal, including its supporting statement, as Exhibit C to this
letter.

In accordance with Section C of Staff Legal Bulletin No. 14D (Nov. 7, 2008) ("SLB
14D"), DGI has e-mailed this letter and the exhibits to this letter to the Commission at
shareholderproposals@sec.gov. Because DGI is submitting this request electronically
pursuant to SLB 14D, DGl is not enclosmg the six additional copies Rule 14a-8(j) Would
otherwise require.

; Also, in accordance with Rule 14a-8(j), DGI is simultaneously sending this letter and
the exhibits to this letter by e-mail to the Proponent's counsel. DGI will deliver this letter and
the exhibits to this letter to the Proponent by overnight delivery because the Proponent has
not responded to the request of DGI's special counsel that the Proponent supply the
Proponent's e-mail address to DGI's special counsel.

These deliveries informed the Proponent and the Proponent's counsel of DGI's request
that the Commission issue a no-action letter that would permit DGI to omit the Proponent's
2013 Proposal from its 2013 Proxy Materials unless the Proponent took the actions described
above by December 19, 2012. Pursuant to Rule 14a-8(j), DGI has filed this letter with the Staff
no later than 80 calendar days prior to the date DGI intends to file its definitive 2013 Proxy
Materials with the Commission. On behalf of DGI, we confirm that DGI will promptly -
forward to the Proponent any Staff response to this no-action request that the Staff transmits
to DGI only.

Rule 14a-8(k) and SLB 14D require proponents of stockholder proposals to send
companies a copy of any correspondence that the Proponent submits to the Commission.
Accordingly, on behalf of DGI, we hereby request that the Proponent send a copy of any
correspondence the Proponent submits to the Commission with respect to the 2013 Proposal
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to DGI's attention, c/o ]effrey D. Miller, Senior Vice President and Chief Fmanaal Off1cer,
Donegal Group Inc., 1195 River Road, P.O. Box 302, Marietta, PA 17547.

THE REASONS FOR DGI'S REQUEST FOR A NO-ACTION LETTER
PERMITTING DGI TO OMIT THE 2013 PROPOSAL

DGI requests that the Staff issue a no-action letter permitting DGI to exclude the 2013
Proposal from its 2013 Proxy Materials for the following reasons:

A.  The 2013 Proposal Deals with Matters Relating to DGI's Ordinary Business
Operations, and, Therefore, DGI May Exclude the 2013 Proposal Under Rule 14a-8(i)(7).

Rule 14a-8(i)(7) permits a company to exclude from its proxy materials a stockholder
proposal that deals with a matter relating to a company's ordinary business operations. The
Commission has explained that the "general underlying policy of this exclusion is consistent
with the policy of most state corporate laws: to confine the resolution of ordinary business
problems to management and the board of directors.”" Exchange Act Release No. 34-40018
(May 21, 1998).

“Section 141(a) of the Delaware General Corporation Law, to which DGI is subject,
provides that "the business and affairs of every corporation organized under this chapter
shall be managed by or under the direction of a board of directors, except as may be
otherwise provided in this chapter or in its certificate of incorporation.” Neither DGI's
certificate of incorporation nor its by-laws, each prepared in compliance with Delaware law,
limit the authority of DGI's board of directors to manage DGI. Thus, DGI's board of directors
has the authority to conduct the ordinary business of DGI. Asa part of its ongoing

- deliberations, the board of directors of DGI at least annually reviews DGI's structure and

" DGI's relationships with Donegal Mutual. These periodic reviews have consistently led to
the conclusion by the boards of directors of both Donegal Mutual and DGI that the overall
intercompany strategy Donegal Mutual and DGI have followed since 1986 continues to work
well and represents a successful business strategy for all of the parties involved.

Maximization of stockholder value is one of the fundamental principles that lies at the
heart of corporate law, but it is not a principle that necessarily supervenes other principles.
The board of directors, with the aid of advisers and senior management of a company, is in
the best position to evaluate the long-term business prospects of a company and to assess
what is in the best interests of its stockholders. Thus, the subject matter of the 2013 Proposal,
the sale or merger of DGI and strategic alternatives for maximizing stockholder value, relate
to DGI's ordinary business operations. Because proposals that focus on a company's strategic
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direction are within the province of its board of directors, the Staff has generally determined
that these types of proposals relate to a company's ordinary business operations.

The Staff, however, draws a distinction under Rule 14a-8(i)(7) between proposals that
seek to reinforce management's general obligation to maximize stockholder value, which
proposals are generally excludable, and those that direct management to take specific steps in
connection with an extraordinary business transaction to maximize stockholder value, which
are generally not excludable. '

In Central Federal Corporation (available March 8, 2010), the Staff concluded that "the
Proposal appears torelate to both extraordinary transactions and non-extraordinary
transactions. Proposals concerning the exploration of strategic alternatives for maximizing
stockholder value which relate to both extraordinary transactions and non-extraordinary
transactions are generally excludable under rule 14a-8(i)(7)." The Staff, therefore, stated it
would not recommend enforcement action to the Commission if the company omitted the
Proposal from its proxy materials.

On a number of occasions, the Staff has approved the exclusion of stockholder
proposals under Rule 14a-8(i)(7) as a matter of ordinary business strategy when the
stockholder proposal, like the 2013 Proposal, directs the retention of third party advisors to
investigate strategic alternatives. See Fifth Third Bancorp (available January 17, 2007), in
which the Staff permitted the exclusion of a proposal requesting that the board of directors
immediately engage a nationally recognized investment banking firm to propose and
evaluate strategic alternatives that could enhance stockholder value including, but not
limited to, a merger or outright sale. See also, First Charter Corporation (available January 18,
2005), in which the Staff permitted the exclusion of a proposal to, inter alia, explore strategic
alternatives, including the solicitation, evaluation and negotiation of offers to purchase the
. company. The general reference in the 2013 Proposal to consider alternatives for enhancing
stockholder value, including a sale or merger, does not change the fact that the 2013 Proposal
deals primarily with the enhancement of stockholder value, a matter squarely within the
exclusive authority of DGI's board of directors under Delaware law.

DGI is aware of two Staff decisions in which the Staff found that a proposal that
sought to effect an extraordinary corporate transaction did not constitute ordinary business
matters. See Allegheny Valley Bancorp, Inc. (available January 3, 2001), where the Staff did not
approve exclusion of a proposal to retain an investment bank for the purpose of soliciting
offers for the company's stock or assets and present the highest cash offer to stockholders.
See also, First Franklin Corporation (available February 22, 2006), in which the Staff found that
a proposal to engage the services of an investment banking firm to evaluate alternatives to
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enhance stockholder value and to take all necessary steps to seek actively a sale or merger
was not properly excludable. That situation differs from the circumstances of DGI because
Donegal Mutual, not DG], is the ultimate controlling person. In-contrast, First Franklin
Corporation and Alleghany Valley Bancorp were the ultimate controlling entities. Those
cases are also distinguishable because the Staff found that those proposals involved a request
for the board of directors to cause the company to explore a specific transaction, not just a
request that the company's board of directors explore strategic alternatives including a sale or
merger. The 2013 Proposal requests that the board of directors undertake a course of action
that the DGI board of directors is already obligated to undertake by virtue of Delaware law
as part of its ordinary duties and consider methods by which to maximize stockholder value.
Furthermore, as discussed more fully below, a sale or merger of DGI is not possible without
the participation of Donegal Mutual.

The Staff has also often taken the position that if any portion of a proposal is
excludable because it relates to a company's ordinary business activities, the company may
exclude the entire proposal and the proponent may not revise the proponent's proposal. See
Bristol-Myers Squibb Company (available February 22, 2006), which found that the proposal
appeared to relate to both extraordinary transactions and non-extraordinary transactions and
thus created a basis for the omission of the proposal pursuant to Rule 14a-8(i}(7). Therefore,
because, at a minimum, at least one portion of the 2013 Proposal relates to DGI's ordinary
business activities, DGI may exclude the entire 2013 Proposal under Rule 14a-8(i)(7) as
relating to ordinary business activities.

B. DGI May Omit the 2013 Proposal Under Rule 14a-8(iX2) Because of the Proponent’s
2013 Proposal Is In Violation of the Federal Banking Laws and Regulations Applicable to
Grandfathered Savings and Loan Holding Companies such as DGI and the 2013 Proposal Will Abet
the Continuing Violation of Those Laws and Regulations.

, Section 1817(j)(1) of the CBCA creates a presumption that any person who owns 10%
or more of a class of voting equity securities of a publicly-traded company, such as DGI,
presumptively has "control” of the issuer and must either file a rebuttal statement with the
Board 60 days before the person acquires any of those voting equity securities or reduce the
‘person’s percentage ownership of the shares in question to below 10% of the outstanding
‘shares of DGICA. The Proponent has done neither and is in apparent violation of the CBCA.
The Proponent could have sought a determination from the Board that rebuts the
presumption of control under the CBCA. However, when the Board approves a rebuttal
statement, it is our understanding that the Board typically requires the execution of a
passivity agreement between the greater than 10% owner and the Board. The Proponent's
failure to pursue this option is further evidence that the Proponent is not a passive investor.
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DGI has recently filed the Petition with the Board that requests prompt enforcement action
by the Board. : :

C. DGI May Omit the 2013 Proposal Pursuant to Rule 14a-8(i)(4) Because the Intent of
the 2013 Proposal Is to Convey a Personal Benefit to the Proponent and to Advance His Own Personal
Interests and Not for the Benefit of the Other Stockholders of DGI.

Wholly apart from any requirements deriving from the Pennsylvania Insurance
Company Law of 1921, as amended (the "PA Ins Law") and the Pennsylvania Business
Corporation Law, as amended (the "PABCL"), the 2013 Proposal in effect requests that the
stockholders of DGI vote to sell or merge DGI with a third party. The 2013 Proposal
disregards the fact that Donegal Mutual owns approximately 66% of the voting power of
DGI's outstanding common stock and can control the outcome of any matter submitted to a
vote of the stockholders of DGI. The Proponent knows, based on the outcome of the 2012
Proposal the Proponent submitted in connection with DGI's 2012 Annual Meeting as well as
litigation between the Proponent and a DGI subsidiary in lowa in which the DGI subsidiary
prevailed, the Schedule 13D and amendments thereto Donegal Mutual has filed and the
statements of DGI in its proxy statement for its 2012 Annual Meeting, that Donegal Mutual
intends to vote its controlling shares of DGI against approval of the 2013 Proposal and that
. the 2013 Proposal would therefore not be capable of being approved by DGI's other
stockholders at its 2013 Annual Meeting.

There are other practical reasons, well known to the Proponent whom DGI believes
has been seeking the hostile takeover of DGI since 2006, why the 2013 Proposal will not
prevail. These reasons are:

. Donegal Mutual has had the consistent intent, from the formation of DGI in
August 1986 through the current date, that Donegal Mutual would always
maintain an absolute majority of the voting control of DGI because Donegal
Mutual believed that such control was in the best interest of DGI and its
stockholders as well as the best interest of Donegal Mutual and its
policyholders.

o When faced with the Proponent's 2012 Proposal, Donegal Mutual's board of
directors determined that Donegal Mutual would have voted against the
~ approval of the 2012 Proposal had it been presented as an item of stockholder
~ business at DGI's 2012 Annual Meeting. :

. At a regularly scheduled board meeting on December 20, 2012, the Board of
Directors of Donegal Mutual voted unanimously to:
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e - direct that Donegal Mutual vote all of its shares of DGI, representing
approximately 66% of the total voting power in DGI, against approval of
. the 2013 Proposal if presented at its 2013 Annual Meeting so as to ensure

* that the stockholders of DGI will not approve the 2013 Proposal;.and

. encourage and support DGI in its effort to exclude the 2013 Proposal
from its 2013 Proxy Materials.

DGI believes that the Proponent's intent in making the 2013 Proposal isto prov1de a
personal benefit to the Proponent that the Proponent would not share with any other DGI
stockholder. DGI makes reference to SEC Release No. 34-19135 (Oct. 14, 1982) in which the
Staff recognized that a proposal might be excludable under (i)(4) even if it is "drafted in such
- away that it might relate to matters which may be of general interest to all security holders"
if it is clear from the facts that such a "general interest” argument is a pretense for the
furtherance of personal interest. -

- The gist of the Proponent's 2013 Proposal, as well as the Proponent's 2012 Proposal, is
to sell DGI to maximize the short-term value of DGI for its stockholders. The 2013 Proposal
and the 2012 Proposal represent views dramatically opposed to the views of Donegal Mutual,
DGI's controlling stockholder, and those of the boards of directors of Donegal Mutual and
DGI. Donegal Mutual's board of directors has consistently concluded over the last 26 years
since DGI's formation in 1986 that it is in the best interests of Donegal Mutual and its
policyholders and DGI and its stockholders to maintain the existing relationships between
Donegal Mutual and DGI for the long-term future.

DGI believes that the Proponent's position as DGI's second-largest stockholder is
substantially different from the position of DGI's stockholders other than Donegal Mutual.
. DGI's other stockholders face no similar impediment if any stockholder desires to liquidate
his or her DGI stock holdings. However, the Proponent can sell his holdings in DGI in only
one of three ways. Those three ways are:

. A registration statement under the 1933 Act. However, only DGI can file a
registration statement with the Commission to register the public sale of
securities of DGI and the Proponent does not have the legal nght to do so or
obligate DGI to do so.

. DGI could voluntarily agree to register the DGI shares the Proponent holds for
sale by the Proponent. This possibility seems remote because the Proponent
. would be at market risk, and DGl would at least theoretically be subject to the
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risk of 1933 Act liabilities for in the event of nondisclosures by the Proponent.
It is thus likely that the alternative is also entirely unavailable.

o The Proponent can currently make sales of DGI shares under SEC Rule 144.

- Rule 144 permits the sale of a limited quantity of DGI securities every quarter.
However, it would take the Proponent a number of years to complete sucha -
liquidation because of the volume limitations under Rule 144. The Proponent
would also have to sell in unsolicited brokerage fransactions and would thereby

: mcur brokerage fees.

If DGI were to merge with or otherwise be acquired by a public company, which DGI
believes is the underlying premise of the Proponent's 2012 Proposal and the Proponent's 2013
Proposal, the transaction would either result in the Proponent receiving cash for the
Proponent's Holdings if the acquisition consideration was cash, or if the acquisition
consideration was securities, would entail the filing of an S5-4 registration statement with the
- Commission. Such a registration statement would "sanitize" the Proponent's DGICA and
DGICB shares so that the Proponent would thereafter have the ability to sell all of his DGI
shares or shares of any successor entity received as consideration in the merger without
- restriction. Thus, the Proponent's 2013 Proposal would, if adopted provide a unique
personal benefit to the Proponent.

D.  DGI May Omit the 2013 Proposal Pursuant to Rule 14a-(i)(6) because DGI Cannot
Implement the 2013 Proposal Without the Aﬁ‘irmatwe Action of a Third Party That It Does Not
Control : :

Under the PA Ins Law, in conjunction with the PABCL, Donegal Mutual isan
indispensable party to any acquisition of DGL. DGI is an insurance holding company whose
principal insurance subsidiary is Atlantic States Insurance Company, a Pennsylvania-
domiciled stock casualty insurance company. Donegal Mutual is a Pennsylvania-domiciled
mutual fire insurance company. As such, the PA Ins Law and the PABCL govern various
~ actions either Donegal Mutual or Atlantic States undertake. '

To illustrate the requirements of the PA Ins Law, we reference the May 2012
acquisition by Nationwide Mutual Insurance Company ("Nationwide") of Harleysville
Mutual Insurance Company ("Harleysville") and Harleysville's 54% owned publicly traded
stock subsidiary, Harleysville Group Inc. ("HGIC"). In that transaction, Harleysville merged
with and into Nationwide, while Nationwide purchased all of the outstanding capital stock
of HGIC other than the 54% of the HGIC shares that Harleysville owned. Nationwide
acquired those shares upon the merger of Harleysville with and into Nationwide
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contemporaneously with Nationwide's purchase of the publicly-owned shares of HGIC. The
Harleysville-Nationwide transaction, completed less than a year ago, illustrates conclusive
evidence of the requirements of Pennsylvania law that apply to the acquisition of a
downstream insurance holding company, such as DGI, and its parent, such as Donegal
Mutual, a Pennsylvama—domlcﬂed mutual insurance company.

The corporate structure of Harleysville and HGIC is 1dent1ca1 to the corporate
structure of Donegal Mutual and DGI. At the time of the Nationwide acquisition,
Harleysville owned 54% of the voting power of the outstanding capital stock of HGIC.
Currently, Donegal Mutual owns approximately 66% of the voting power of the outstandmg
capital stock of DGL

The Proponent's 2013 Proposal simply ignores the necessity of Donegal Mutual as a
party to any acquisition of DGL. Assuming, hypothetically, that the stockholders of DGI
approved the 2013 Proposal, nothing would or could happen unless and until Donegal
- Mutual accepted the 2013 Proposal, which it has no legal obligation to do, and became a
party to any such transaction. When faced with the similar 2012 Proposal from the
Proponent, the Donegal Mutual board determined that Donegal Mutual would have voted
against the 2012 Proposal had the 2012 Proposal been presented to DGI stockholders at DGI's
2012 Annual Meeting. '

In éddition, at a special board ﬁleeﬁng of the Board of Directors of Donegal Mutual
held on December 12, 2012, the Board of Directors of Donegal Mutual determined
unanimously to seek the exclusion of the Proponent's 2013 Proposal from DGI's 2013 Proxy
Materials. , '

E. - DGI May Omit the 2013 Proposal Under Rule 14a-8(i)(3) Because the 2013 Proposal is
Contrary to the Commission’s Proxy Rules, Which Prohibit Materuzlly False or Misleading
Statements in Proxy Soliciting Materials.

Rule 14a-8(i)(3) permits a company to omit a stockholder proposal "if the proposal or
supporting statement is contrary to any of the Commission's proxy rules." Such proxy rules
include Rule 14a-9, which prohibits false or misleading statements in proxy soliciting
materials. Specifically, Rule 14a-9 prohibits a proposal or supporting statement, which, at the
time, and in light of the circumstances under which it is made, is false or misleading with
respect to any material fact or which omits to state any material fact necessary in order to
make the statements therein not false or nusleadmg The Proponent's non-disclosures
include the followmg
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. The Proponent has failed to disclose that consummation of the 2013 Proposal
would require the Proponent to make filings with, and the making of
discretionary findings of approval by, the Insurance Commissioners of
Pennsylvania, Maryland, Wisconsin, Virginia, Georgia, lowa and Michigan; and

o The Prdpdnent has failed to disclose actions taken against the Proponent by
federal and state securities and industry regulators.

DGI cannot publish the Proponent s stockholder proposal and supporting statement
without including all material facts concerning the Proponent's role in several hostile
attempts by the Proponent to acquire control of downstream insurance holding comparies.
Therefore, DGI believes that it may omit the 2013 Proposal under Rule 14a-8(i)(3) because the
2013 Proposal is contrary to the Commission's proxy rules that proh1b1t the use of materially
false or misleading statements in proxy soliciting materials.

DGI believes that each of the provisions of Rules 14a-8(i)(2), 14a-8(i)(3), 14a-8(i)(4),
14a-8(i)(6) and 14a-8(i)(7) provides sufficient grounds upon which DGI may properly omit
the 2013 Proposal from its 2013 Proxy Materials. DGI respectfully requests that the Staff,
therefore, advise DGI that the Commission would take no-actlon if DGI were to exclude the
2013 Proposal.

 If we can be of further assistance in this matter, please contact me by telephone at (215)
979-1227 or by e-mail at jwkauffman@duanemorris.com.

Sincerely,

4.

Jokn W. Kauffman, Fsq.

JWK:am
cc: Donald H. Nikolaus
Jeffrey D. Miller

Frederick W. Dreher, Esq.
Gregory M. Shepard
Victor J. Peterson, Esq.
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3 B An Iowa Insurance D1v151on Adnnmstratlve Law Judge (the “ALJ”) has already

o found that; (a) in three other mstances, Shepard started out hy acqun'mg sizable mmonty stock i

e ﬂ:éuposmons m msurance'ho]dmg compames accompamed w1th "statements that h1s acqmsmons:were”

1 each of these three mstanoes hepard subsequently sough tak

As descnbed below (see 111 63-69 infra), Shepard has a]ready launched h1s effo "

to control' DGI and force its sale or merger In fact, m a November 5 2012 Schedule 13D ﬁhng o
- :wﬂ’.h the Secunt:les and Exchange Commlssron (the “SEC”), Shepard has reveahngly telegraphed -
. his plans by statmg hlS mtennon to take mter alia, the followmg actions: -

: '[C]ommumcatmg w1th management, the Board [of Dlrectors],
- other stockholders, industry perticipants and other interested or .
- ..1elevant. -parties.. (including .. ﬁnanemg .sources. and. fimancial . . ... ...
~advisors) about [DGI] or proposmg a potential or other transaction
- involving [DGI] and about various other matters, including the
operations, business, strategic plans, assets and capital structure of
[DGI] . . .; requesting or proposing one or more nominees to the -
'BOard?of Directors of [DGI]; purchasing additional securities of -
- [DGI] in the open market or otherwise; . . .

 See Eth appended hereto at page 4 of 6.
' B. Thel’artres _ ’
‘ 6. ; DGl is a grandfathered unitary savings and loan holding company Which was
regulated as snch by theOﬁice of Thrift Supervision (“OTS”), as of the date of enactrnent of the

- Dodd-Frank Wall Street Reform and Consumer Protection Act of 2010 (“Dodd-Frank™),
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L :pursuant to Section 10 of the Home Owners’ Loan Act (“HOLA”), 12USC. § 1467a. DGlisa

*7;2.c01poratlon ormd under the laws of Delaware with its' principal place of business m; il

= casualty msurance compames that do‘ " "usmess in 22 states Each of DGI’s msurance subs1d1anes .

' an A.M Best Ratmg ofA (Excellent)

DGI isa pubhcly-held corporat:on W1th two classes of common stock, both of{

Exchange Act of 1934 (the “Exchange Act”),-, 7 81mand are thuseqmty secunues or;

= :‘purposes‘of Sectlon 13 of the Exchange Act. DGI Class A Common Stock and DGI Class B

. ’j“DGICA” and “DGICB 2 respecnvely, and wﬂl heremaﬁer be referred to by those symbols

;fManetta, Pennsylvama. DGI is also an msurance holdmg company thch controls property and -

- whlch are votmg equlty securmes and are reglstered pursuant to Sectlon 12(g)»"of the Secunues . k

non Stock each trade pubhcly on the NASDAQ Global Select Market under the symbols, j@ >

o 8 j;; DMIC and DGI ]omtly own. 100% (51.8% and 4. 2%, respectwely) ofthe stock .

i ?*5fof Donegal Fmancial Semces Corporatlon (“DFSC”) Wthh in tum owns 100% of the stock of L 1

. ,Umon Commumty Bank, FSB Lancaster Pennsylvama (“UCB”), a federal stock savmgs bank .

-fformerly regulated and supervised by the OTS and currently regulated by the Oﬁice of the .

Comptroller of the Currency (“OCC”) pursuant to Dodd-Frank § 31 l(b)(2)

9; : As a result of then' control of UCB each of DGI, DMIC and DFSC is subJect to

regula'oon by the Board as a savings and loan holdmg company (“SLHC”)

1 UCB has filed an application to convert to a state savings bank charter, wh1ch wouldbe

.- regulated by the Pennsylvama Department of Banking and the FDIC, Whether or not that
~charter conversion is consummated will have no beanng on the issues presented by this
Petition. _

2 DGIL DMIC and DFSC are grandfathered umtary SLHCs and each entity currently has
- the Board as its pnmary federal regulator Such status will not change if UCB converts
to a state-chartered savings bank.
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: - 10. Currently a resident of Flonda, Shepard has charactenzed hrmself as an “mvestor” Foaeiin
in the Schedule 13D he filed with the SEC on July 12, 2010 with respect to his stockholdmgs m
. par (the “Imtra] Schedule 13D”) See Imtral Schedule 13D appended hereto as Exh B, Item 2

e (prmcrpal occup ""fon is mvestmg in secuntles")

e 11. In hrs Imtral Schedule 13D Shepard reported that he owned 15. 77% of DGICAE»:}:@ |
o and 6. 46% of DGICB Thus, Shepard admrtted that he owned more than 10% of DGICA more L
::gthantwoyearsaso S o e

S f-t: 12 I hrs most recent Schedule 13D ﬁled w1th the SEC on. November 5, 2012, B
Shepmd admlts that he now owns 18 04% of DGICA and 7. 12% of DGICB (the “Current-’»vff-r‘;n;:,. i
"*';'fSch edule 13D”) See Current Schedule 13D appended hereto as Exh A Thus, Shepard has o

j mereased h1s ownershlp of DGICA by more than 14% ’ : ; .

| iy ""” 1:3. The shares of DGICA and DGICB should not be deemed shares of the same elassrz-,‘ii v -
»7 v for the followmg reasons Fnst, each share of DGICA has only one-tenth of a vote per share and; pl i

a 10% dividend preference over DGICB whereas each share of DGICB has one vote per share :
o Second, althovgh each share of DGICA and each share of DGICB vote together on sl common

. matters, the shares of. DGICA vote. separately on matters whlch would umquely affect the nghts.r
o 'of holders of DGICA ‘ ; ’

| 14, o In adchnon, as deseribedk below (see Y *63-65;,inﬁa), Shepard is seeking to use

| hrs ownershipof DGICA to force the sale or merger of DGI. Clearly, Shepardrrbelieves his

: | ‘ ownershlp of DGICA has empowered him in hls endeavor to force the sale or merger of DGL

| 15. Moreover, calculatmg Shepard’s aggregate ownershlp mterest in DGI based upon

the actual number of shares owned in each class with 25,639,674 shares of DGICA and DGICB

DMEAST #15986843 v7 ‘ 4



" ﬁf’fj ""‘:ﬁomstandmg at October 31, 2012, Shepard’s combined ownershlp of 4, 000 000 shares.of DGICA‘%'J»*;F G

e "(3 602 ,900) and DGICB (397, 100) constitutes more ‘than 15% of stich outstandmg shares

,¢~:1¥5, ' Shepard is DGI’s second largest sha.l'ehOlder

| :,.i'aggregate votmg power of DGI Common Stock

z..;._.,;:In connectxon w1th these transferred functlons and responsﬂ)ﬂmes, the Board has promulgatedlj_a
e ::.;:;Regulahon LL, 12 C F.R. § 238, l et seq (the “SLHC Control Regs ’) Included as part of the o

. SLHC Conu'ol Regs isa rebuttable presumptlon of control whlch provxdes as follows

: The Board presumes that an. acqtusmon of votmg securities of a
 savings ‘and loan holding company constitutes the acqmsmon of
- control under the Bank Control Act, : requiring prior notice to the
 Board, if, mmedlately after the transaction, the acquiring person

~(or persons acting in concert) will own, conu'ol, or hold with power

‘to vote 10 percent or more of any class of votmg securities of the

... institution, and if: (i) The institution has registered securitiesunder . - _’ ;

section 12 of the Securities Exchange Act of 1934 (15 U.S.C. 781); -
or (ii) No other person will own, control, or hold the power to vote

-a greater percentage of that class of voting securities immediately
-after the transaction. ;

12 CF.R. § 238.31(c)(2) (italics added)
19. Shepard has triggered this rebuttable presumptlon of control masmuch as he

“own[s], control[s], or hold[s] with power to vote” 18.04% of DGICA, a class of voting equity

3 This is the same rebuttable presumptxon of control that the Board has traditionally applied
with respect to bank holding companies in Regulation Y. See § 225.41(c)(2).
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»; 17’, ‘ DGI’s largest shareholder is: DMIC whlch currently owns appronmately 42% of

i iDGICA and apprommately 75% of - DGICB thereby glvmg DMIC approxmately 66% of the:“

8 Pursuant to Dodd-Frank § 312(b)(1), all of the OTS’s regulatory functxons and

e responsnbrhtles for SHLCs, mcludmg DGI were tansferred to the Board eﬁ'ectlve July 21 2011 a;?i e ;




_securities registered under Section 12 of the ,ErrchangefAct,uand, as noted above, more than 10% -

- of DGICA and DGICB combined.

S 20 . Shepard did not provrde any pnor notrce to the OTS or the Board of h1s mtennon
to acqurre more than 10% of DGICA or hlS subsequent addmonal pln'chases of DGICA andi‘ =
-a‘;;DGICB nor. has Shepard ever prov1ded any notlce to the OTS or the Board even after h1s
{acqursrtlon of more than 10% of DGICA Shepard has never provrded any submrssron to the‘;-j
' OTS or the Board setl:mg forth any facts and crrcumstances whrch he beheves would rebut the. :

resumpuon of control applymg to hxm

: o : 21. The Board, as the appropnate Federal banlnng agency for SLHCs under 12 usc. o
o g 1813(q)(2)(G), hasJunsdrctron to enforce the CBCA pursuant to12 u. s c § 18170)(15) That S
js{' "enforcement authonty mcludes the power to apply to a Umted States Dlslnet Court for nljtmcuve:lf{i? ‘.
'Vxland other eqmtable rehef and to assess c1v11 money penaltres because of Shepard s contmurng;.
- ‘violations of the CBCA 1 § 1817@)(15)—(16) : o .
" . 2 om his Initial Schedule 13D, Shepard drsclosed that he had acqtured 15, 77% ofk .
DGICA and 6 46% of DGICB ’I‘hrs acqmsmon made Shepard the second largest holder of | 7
;-’A,.:-.«;DGICA. -Shepard had.. not filed & pnor notrce ‘with the OTS. and, therefore, was already i S
| vrolauon of the OTS’s Aequlsmon of Control Regulatrons, speclﬁcally 12 C.F R. § 574 4 (201 0) |
~Pursuant to that regu.latlon, the combmatron of (a) exceedmg the threshold requlrement of -
ownership of 10% or more of any class of voting stock, plus (b) any. “control factor” (one of
~which was being the second largest holder of DGICA shares) necessrtated pnor OTS acceptance
) : - before exceedmg that 10% threshold -- of a rebuttal agreement conformmgto the reqmrements
of the agency’s regulations: | S

(¢) Procedures for rebuttal — (1) Rebuttal of control
determination.  An acquiror attempting to rebut a

. DMEAST #15986943 v7 ' 6
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- determination. of control that would arise under subsecnonf

(b) of this section shall file a submission with the Office
‘ :jsettmg forth the facts and circumstances which support the
 acquiror’s contention that no control relationship would = ...~
~ exist if the acquirer acqmres stock or obtains a control -
~factor with respect to a savings association. The rebuttal =
. must be filed and accepted in accordance with this sectlona-;:»; e
- befbre the acquiror acquires such stock or control factor

" 12 c FR. § 574 4(e)(1) (2010) (ltahcs added) 'Ihe cross-l‘efefen"“ S“bm“m (b) pmwdes

S p(b) Rebuttable control determmations €)) Except as -
~ provided in § 574.8, an acquiror shall be determined, -~
- subject to rebuttal, to have acquired control of a savings -
 association if the acquiror directly or mdlrectly, orthrough
one or more subsidiaries or transactxons or actmg in concert =
~with one or more companies: :

O Acqmres more than 10 percent of any class of"-*f-‘-‘ Gty
voting stock of the savings ‘association and is subject to a
control factor, as deﬁned in paragraph (c)of this sectlon, L

12 CFR. § 574, 4(b)(1) (2010) (rtahcs added) The cross-referenced paragraph (c) in turn
prov1des

. (¢)  Control factors. For purposes of paragraph (b)(l) of -
this section, the followmg constitute . control - factors. -
References to the acquiror include actions taken directly or
‘indirectly, or through one more subsidiaries or transactions
or acting in concert with one or more persons or

. .companies: , i i
(1)  The acquiror would be one of the two Iargest

~holders of any class of voting stock of the savings
association,

. 12CFR. § 574 4(c)(1)(2010) (italics added).

23. For purposes of the above-quoted OTS regulatmns, DGI, an SLHC, is mcluded
: 'flwﬁhm the regulatory deﬁmtxon of “savings association.” 12 C.F.R. § 574.2(p) (2010). - | ’
24. :;,In 2011, DGI reported Shepard’s violation of the CBCA to the OTS. The OTS

- never forx,rrallyfapproved Shepard’s ownership of the DGICA or DGICB. The OTS informally
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itk vﬁdeclmed, however, to take any enforcement action against Shepard, relymg on an mterpretatronfzi-f-

hat was plamly mcompatrble w1th the language of its own Acqmsrnon of Control Regulatrons

"”"I'he OTS predrcated 1ts erroneous mterpretatron on two old “no actro letters, ‘one by the-

Federal Home Loan Bank Board dated August 29 1988 (attached hereto as Exh. C) and another’

, -'by the OTS dated January 7 1994 (attached hereto as Exh D) By followmg these two no-actr '
'etters’ as an mformal “pragmattc solutlo to the problem, the OTS effectrvely transformed the:

unamblguous phrase “10 percent of any class of votmg stock” m 1ts own regulatlons mto “10°/ i:

‘f the'aggregate‘ votmg power of the combined classes of votmg stock.” (Itahcs added) Smce.

. .Shepard ’s combmed ownershrp of DGICA and DGICB amounted at that trme to 9 9% of the :
aggx'egate "vvotmg power of DGI’s outstandmg common stock, the OTS dld not pursue the matter
f‘évfiyﬁmher, notwrthstandmg Shepard’s ownershrp of more than 10% of DGICA Accordmgly, thei\,f |

.' ,;'VQOTS d1d not make any formal or ofﬁcral decrsron on this matter | : '

» ’25 The Board is: not bound by the OTS’s i mcongruous failure to take formal actlon m . -

. athrs case or by the OTS’s procedures in general Asnoted in the Board’s Release announcmg thef e
| adoptlon of Reg'ulatron LL, the ﬁhng requrrements under the CBCA are not drscrehonary

A srgmﬁcant drfference -between OTS. and Board regulatlons
- relating to the CBCA is the ability to use passivity commitments or
rebuttal agreements to avoid filing a CBCA notice. Unlike the
,OTS, the Board does not allow investors to avoid required
filings under the CBCA. The CBCA requires only a notice and
background review by the Board and, unlike the BHC Act or
HOLA, does not impose any ongoing activity restrictions or other
requn'ements on the filer. For example, the Board may determine
that a company does not have control for purposes of the BHC Act
_ (or in the future, for purposes of HOLA) and rely on passivity
~ commitments to support its determination, but that company would: -
~continue to be required to file a notice under the CBCA if the size
of the mvestment triggers a filing under that Act. R

Board of Governors of ~the Federal Reserve System, Availability of ‘Inforrnation, Public

Observation of Meetings, Procedure, Practice for Hearings, and Post-Employment Restrictions
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s "~for Semor Exammers, Savmgs and Loan Holding Compames, 76 Fed. Reg 56,508, 56 510‘f~‘ .
‘ (Sept 13 201 l) (emphas1s added) Shepard’s obhgatlon to submrt the requ131te ﬁhngs to the,
,_?Board cannot be ﬂouted wnth 1mpun1ty and, accordmgly, DGI requests that the Board take,:

appropnate actnon w1th respect to Shepard’s vmlatlon of Regulatton LL

,26”. i Moreover, smce the OTS’s fmlure to take formal actlon, Shepard has. embarked»‘: f
| :.J'on a course of conduct descnbed m detatl below, presagmg an attempt to seek control of DGI,
‘i ":jthe very same nght wluch he arrogated to htmself durmg the IOW& msurance proceedmgs ;'::»
ir{descnbed in deta11 below ‘

‘27.'; Shepard’s wolatlon of the CBCA is not & mere techmcal vmlatton Shepard
- f"f'b’}knows that 1f he were to submlt the personal lnformatlon reqtm'od in the statutory 8dV311°° n0t1°°{':-g e
both by the language of the statute 1tse1f and by the regulatlons thereunder, the Board would ; | -

b - ;5hkely dlsapprove his acqulsmon of more than 10% of DGICA based on his estabhshed record of ’ :

: ff‘dealmgs not only with DGI but w1th other insurance holdmg compames

71) Shepard’s Past Hlstog_lethThreeOther Companm iR
L Mendlan Insurance Group, Ine. - :

28, Inthe late 1990s, Shepard and his brother each owned 50% of American Umon,. i
Fmanclal Corp. (“AUFC”) Shepard, while President of Umon Automoblle Insurance Company f - o
- (“Umon Auto”), a wholly-owned subs1d1ary of AUFC engaged in an. attempt to acqun'e control- ,7
of Meridian Insurance Group, Inc. (“MIGI”) that forced MIGI to ﬁnd a “whlte kmght” to prevent
Shepard from acqumng addltlonal MIGI common stock and mﬂuencmg 1ts affarrs to its
detriment, | |

29. For this purpose, Shepard used two of AUFC’,s second-tiersubsidiaries to acquire

- 9.9% of MIGI’s common stock. Union Auto reported this acquisition in December 1996. By

February 1998, Shepard, his brother, and the AUFC-related entities increased their collective
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"“]v'_ownershrp of MIGI’s ‘common stock to 12. 8% Later that same year, Shepard purchasedf;f,: s

'::addltlonal MIGI common stock usmg AUFC—related compames that he controlled In August i

1998 Shepard reported that he owned 14. 98% of MIGI’s common stock. He also stated that, -

'p‘although he had aeqmred the MIGI shares for mvestment purposes, he reserved the nght to.

i . ‘pursue an acqursmon of MIGI

30'.,‘ In April 1999 Shepard reported that he had mcreased hrs ownershrp of MIGIQ L

e lcomrnon stock and that hrs company, AUFC had announced a tender offer to purchase up to an!::ﬁ: .

,_éf;raddmonal 482% of MIGI’s common stock through a “Dutch auction” Leter in 1999, AUFC

purchased addrtlonal MIGI common stock, whrch Shepard then acqurred ﬁ'om AUFC Shepard'-’;,‘ T

. . 'iﬁnanced his acqmsmon with-a lcan agreement and promrssory note w1th hrs own company

. 31. o In August 2000, Shepard reported that he then owned 20.23% of MIGI’s common 7

& stock and that he mtended to seek ownershlp and control of MIGI through a tender offer for all v

1~ of 1ts outstandrng common stock for $20 per: share Shepard condltloned h1s tender oﬁ'er on the i e

- tender ofa mrmmum of 50 1% ofthe outstandmg votmg shares ofMIGI At the time ofthe s

o ]e-._oﬁ’er, Mendran Mutual Insurance Cornpany (“Mendxan Mutual”) owned 48.5% of MIGI’s..

| outstandmg common stock and Shepard owned 20 2%
32.  MIGI recommended that 1ts. shareholders refrain ﬁ'om»tendering any shares in-

response to Shepard’s tender oﬁ'er znter alza, because (a)its mdependent investment banker

: had rendered ‘an opinion that the price was- madequate, ) Shepard’s requrrement that at least
- 50.1% of the voting secuntles be: tendered could not be satlsﬁed because Meridian Mutual and -
MIGI’s duectors and officers together owned more than 50.1% of the stock and had determined

not to tender; (c) Shepard could not, in-any event, raise the necessary financing to consummate
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ffthe offer; and (d) Shepard had recently been mvolved in the msolvency of: Illmols HealthCare,:

Lo ’Insurance Company (“llhnms HealthCare”), rwhrch the Illm01s Department of Insurance::z;:,,

Dj—f{s-hqurdated (see 9 55 inﬁ'a) For these reasons, MIGI’s Board had determmed that Shepard’

 tender oﬁ‘er was “ﬂlusory

.33'. ; Shepard subsequently mcreased his tender offer pnce to $25 per share but drd notrféry:; e

S ralter the condmon (whrch was numencally 1mp0331b1e to sansfy) that 50 1% of the votmg

’ secuntxes be tendered before he ‘was obhgated to consummate hrs offer MIGI agarn’

recommended that its- shareholders reﬁ'am ﬁ'om tendermg shares pursuant to Shepard s tcnderz

: 34.": Dunng Shepard’s eﬁ’orts to: acqurre control of MIGI the SEC and the Indlana

'Hk;-&fiSecm'rtles Dmsmn filed complamts agamst Shepard and his compames On September 20 :

32000 the SEC entered a: consent Cease and Desist Order agamst Shepard for purchasmg MIGI S |

S ‘:common stock on the open market durmg hrs “Dutch auc’aon” tender offer. Snmlarly, the

ol Indrana Securmes D1v1s1on commenced an action agamst Shepmd and AUFC on September 21,

- 2000 arising out of thelr purchase of MIGI common stockon the open market durmg Shepard’ -

o ‘Dutch auction”. tender oﬁ'er An. addmon, ‘on. that same day, the. Indiana. Secunnes Dmsmn': bt b

‘ "commenced a second actlon agamst Mendlan Insurance Group Acqmsmon Corp (“MIGAC”); r .

- Shepard’s acqulslnon vehicle for his tender ,offer, for farlmgj-adequately to disclose MIGAC’ s .

. sources of funding for its tender oﬁ‘er. On October.4, 2000, after a hearing, the Indiana

: ‘*Securities Commissioner made ﬁndmgs of fact and entered a final order, inter alia, prohibiﬁng |

‘Shepard and MIGAC from proceeding with their tender offer for MIGI common stock without 'i

 first providing MIGI’s shareholders with “an adequate description of the source of the funds and

- consideration to be used to finance the takeover offer.”
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L : '.agreement provrdmg for State Auto Mutual to acqun'e all of MIGI’s common Stock for $30 perf

. was consummated

. he filed. the papers w1th the SEC to commence his tender oﬁ‘er for MIGI common stock -
- _fthe Southern Dlstnct of Indlana contendmg, inter alia, that the dlrectors farlure to approve hJsft .

% ifvwlatron of the Indiana secuntres laws In December 2000 Shepard ﬁled an amended complaurt

made tender offers for the same stock at $20 and $25 per share :

| re_]udlee and his clarms for monetary rehef were dlsmrssed for lack of Junsdlcnon.
2, State Auto -Financial Corporation
38. Havmg lost out to State Auto Mutual on hls ﬂlusory bid to acqmre control of

- MIGI, Shepard launched a new equally 1llusory effort to gain control of State Auto Fmanc1al

Corporation (“*SAFC”), the insurance holding, companyv ;for ; State ‘Auto ‘Mutual, which "had

“merged with MIGI.
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35, As'aresult of Shepard’s conduct and his pnor record, MIGI Mendlan Mntual f:s:-

and State Automobile Mutual Insurance Company (“State Auto. Mutual”) entered into a merger .

- ishare Thereaﬁer, Shepard w1thdrew h1s tender offer, and the State Auto Mutual-MlGI merger

360 Desplte the 1llusory nature of his tender offer Shepard 1mt1ated a campargn of Gy

e baseless htrgatlon agamst MIGI and State Auto Mutual In August 2000 —on the same date that e .

Shepard ﬁled a complamt agamst MIGI and its d1rectors in the Umted States Dlstnct Court for -

tender oﬁ‘er would constrtute a breach of fiduciary duty to MIGI’s shareholders and constrtute a";;-::;

o agamst MIGI and its dtrectors seekmg to enjom the State Auto. Mutual-MIGI ‘merger on, the s

Gl ground that State Auto Mutual’s oﬁ'er of $30 per share was inadequate, even though Shepard had r -

37, Shepard s baseless clarms aga.mst MIGI and its du'ectors were. dismissed with. . .



39, In December 2002, Shepard drsclosed that he had acqmred 5.13%. of SAFC’s i*;~s i

- o common stock, because he beheved the ‘lrue value” of the acqun'ed SAFC shares exceeded therr .

5 ~-f:ithen-current market pnce He also stated that he had submrtted a proposal to SAFC’s Board to
»ij'"be voted on at SAFC’s 2003 annual meetmg of shareholders wlnch, 1f adopted, would requrre the

" 'f;',;'nfSAFC Board inter alia, to explore “strategrc alternatlves mcludmgthe Lmerger of SAFC’s:68% -

= owner, State Auto Mutual with another mutual msurance company followed by the sale or:;«-.,,;;:-

. merger of SAFC

In May 2003 Shepard reported that he had engaged Jeffenes & Company, Inc t

. eva]uatron of hlS strateglc altematwes concermng SAFC : | _
s 4l. ’ Shepard’s and Jeﬁ‘enes plam as set forth in . Jeﬂ'enes so-ealled “hlghly e
confident” letter was that Shepard would ﬁnance the merger of SAFC with his. newly formed
and owned mutual insurance company, Mrd-West Mutual Insurance Company, by having State

k@ Auto Mutual i 1ssue $400 mrlhon of two-year notes secured by the stock of State Auto Mutnal s

; msurance subsrdlanes In short, Shepard mtended to. acqmre SAFC by using State Auto' .

[ ’Mutual sown assets

42, In August 2003, Shepard filed wrth the SEC papers to commence a tender offer
-"for 8,000,000 shares of SAFC -comrnon stock for $32 per share. To finance his proposed
= acdu}isition cost of $256 million (excludingjexpenses), which was beyond his financial capability
L based upon his reported net fwworth, Shepard secured a‘second “highly conﬁdent” letter, from
 Jefferies with respect to the availability of financing. |
» 43.  The second Jefferies letter also proposed to finance Shepard’s acquisitionof

SAFC common stock from State Auto Mutual’s own assets. The proposal was for State Auto
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S common stock

o Mutual to issue up 10 $300 million of surplus notes to fmance Shepard’s purchase of SAFC e

.‘ﬂig i;_lSAFC recommended that 1ts shareholders refram from tendermg any shares m;

esponse 0 the Shepard tender offer because, mter alia, State Auto Mutual s Board and a Spec1 :

"'_"z;oﬁ‘er; (b) not to 1ssue State Auto Mutual S surplus notes or to provrde any other ﬁnancmg fmei{ S
: | ,'_'State Auto Mutual s assets to ﬁnance Shepard’s tender offer; and (c) to vote State Auto Mutual’ e
s jﬁ}i_68% ownershlp of shares of SAFC agamst approval of Shepard’s tender oﬁ‘er at s any SAFC
5_::shareholder meetmg called to conmder the same SAFC’s Board of D1rectors and Speelal
f:jComrmttee concluded that Shepard s tender oﬂ'er ‘was “lllusory” because nerther Shepard’ -
L i, ffﬁnancmg condmon nor his change of control condrtron could be satlsﬁed. |

s 745: : In May 2004 after AUmMErous extensrons and equally numerous reJectlons of

s Shepard’s tender offer, Shepard announced the termmatlon of lns tender oﬁ‘er Meanwhlle, as he

o "i : ', had done wrth MIGI Shepard had commenced mentless hugatron agamst SAF C and State Auto' f
L Mutual in an effort to coerce them into supportmg hlS 1llusory and unﬁnanceable tender offer In
- & complaint Shepard filed in the United States District Court for the Southern District of Ohio ... RO

- against SAFC,;State Auto Mutual, and SAF.C’s and State Auto :Mutual sBoards, . Shepard

alleged,that SAFC’s rand State Auto Mutual’s Boards had breached their fiduciary duties by

~ failing to support his»tender offer. The court dismissed Shepard’s complaint for lack of subject

. matter jurisdiction.

3. 21" Century Insurance Company

46. In the mid- to late 1990s and early 2000s, Shepard, then serving as a director of

21* Century Insurance Group (“21* Century”), engaged in conduct adverse to the interests of .
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mmlttee of mdependent d1rectors had unammously determmed (a) to oppose and reject the;:. S




21 Century. In 1“994 215tf.Centm'y,, centered. into an'~investment agreement :with»' American,, -

Internatronal Group, Inc. (“AIG”), whrch provrded for AIG to purchase 213t Century preferred . i

- "'f‘fastock convertrble into common stock and. warrants to. purchase addrtronal shares of common
stock If AIG converted the preferred stock and exercrsed the warrants AIG would own
. = -'approxrmately 40% of 21st Century s common stock ' k - " |
| 47. In May 1995 Shepard reported that hrs company, Umon Auto together wrth its
wholly—owned subs1d1ary, AU'LIC owned 9 42% of 213t Century s common stock. Shepard
stated that Umon Auto and AULIC purchased their 2lst Century shares “for mvestment;e»
»fpurposes and that he hadno. present plans to seek control of 21 st Century | | :
. 48 In 1995, as a result of cumulatwe votmg, Shepard in essence, elected hrmse]f to. . : :, -

C the2lst Century Board.

49, Tn 1998, AIG reported that it vnad oge than 50% of 215t Century s
i ~ stock. In September of that year, the 21% Century Board reconstrtuted itself so that AIG would
Sk have seven of the thlrteen seats on the Board of Du'ectors Shepard remamed as one of the six- S
non-AIG mernbers of the Board of Directors. , | ’
50, InMay 1999, AIG reported that it owned 60.5% of 21st Century’s common stock.. . . .
- Later that year, Shepard reported that hrs company, Amencan Umon, owned 6. 3% of let
W Century s common stock. Despite the fact that AIG’s ownershrp of 21" Century dwarfed his
' ownershlp, Shepard decided to challenge AIG’s management by urgmg it “to explore,
extraordmary corporate actrons such as a merger, reorgamzatron or hqurdatron of the Company.”

51, Shortly thereafter, Shepard 1ssued a press:release offermg to serve as the Chief
"i*E)':ecutive Officer of ZI“Century.‘ Instead, 21% Century’s Board elected Bruce Marlow, an

. . experienced insurance executive, as its president. Mr, Marlow had been President, Independent-
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i Operating Ofﬁcer of Progressrve Corporatlon.

: Agency Markets, and Senior Vice Presrdent, of Allstate Corporatron and before that Chrefi%l

52. Shepard also reported that he had submrtted a proposal for melusron m 2‘ =
Century 8 2000 annual proxy for 21* Century to retam an mdependent mvestment banker ‘to

i explore strategtc altematlves mcludmg a possrble sale or merger | e

| 53, The 21" Century Board recommended that shareholders vote agamst Shepard’

‘ ‘proposal statmg, inter alia, that (a) the dlrectors had concluded that the processShepardf

i proposed would be expensrve, drsrupnve, and would create: uncertamty in the market, (b) 21"t .

- Century was operatmg proﬁtably followmg a strategy agreed 1o by its. ma_]onty shareholder, . o

5 ~(c) 21"t Century ] stock already had a superior valuatron relatlve to other eompames in the same i‘;‘

. hne of busmess and @ Shepard’s proposal would take the drrectors trme and attentron, and 21";: »' e

Century’s resources, away ﬁ'om 1mprovmg its earnmgs and enhancmg shareholder value. ' 7
54, In April 2004 after ehmmattng cumulatwe votmg, 21* Centnry reported that 1ts :',’ - -

Nominating and Corporate Govemance Commrttee declded not to renommate Shepard for .

| ‘electlon to the Board of D1rectors.

- Shepard’s Operation of Ilinois HealthCare

| 55, Shepard was the Chairman, CEO, and majority sharcholder of Illinois HealthCare,
.-an Illinois life, accident, and health msurance company with HMO authority, from its ‘foundin‘g .

in 1997 to June 30, 2000. On June 30, 2000, the Tlinois Department of Insurance entered an
order of liquidation of Illinois HealthCare. The liquidation left 26,000 policyholders without

4 msurance coverage and required guarmty funds mthree states to cover the health claims owed ﬁ’to :

policyholders.
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| 56 k Pnor to 2006 DGI had acqun'ed an msurance company domlclled in Iowa makmgg.f:_ i
i ;;?.DGI subject to the Junsdrctron of the Towa Insurance Dlvrslon In 2006 Shepard apphed to the v
Iowa Insurance D1v131on for a dlsclalmer of control permmmg hnn to acqune up to 14 99% of
the aggregate voung control of DGI w1thout ﬁlmg the Form A requrred by Iowa for shareholders‘
‘owmng 10% or ‘more of an insurance company s votmg stock. 'I'he Iowa Insurance D1v1s10n,

i like vrrtually all state msurance departments requlres the ﬁlmg of a Form A before any party can = i

acqune lO% or more of the aggregate voting control of an insurance company or: 1ts holdxng»’.»;;_ .

o ,;,‘.,compmy e i o v
' i \57 The Form A reqmres ﬁve years. of detalled ﬁnanclal and personal mformatlonl_:_;f;,t;«

' from an apphcant before approval can be glven for such an acqulsmon Shepard’s apphcatron ”
. ‘ fora dlsclan'ner was an obv10us gamblt on hrs part to evade provrdmg such mformatron |
58, Ultrmately, ALY Jeffrey D. Farrell (“.Iudge Farrell”), on behalf of the Iowa

e Insurance-Dlvrsmn, scheduled a heanng on‘Shepard’s apphcauon.on October 27 _and 28, 2008. L
A Shepard tesnﬁed at the hearing in support of his apphcatlon. |
59.. The questron before Judge Farrell is. substannally similar to the issue. wlnch the.,‘,‘,,
. Board’s enforcement actlon should address ' '
: 'Mr Shepard has the heavy burden of proving by clear and

convincing evidence that his purpose for purchasing up to. 14.99

percent of the stock of Donegal will not be for the mtentlon of
changmg or mﬂuencmg control T

: Proposed Decrsmn at 14, appended as Ex E Although entltled a “Proposed Dec1s1on sub]ect to |
: appeal to the Commrssroner of the Iowa Insurance Dmsxon, the “Proposed Dec1s1o became

final when Shepard decided not to appeal it.
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60 In concludmg that, “[b]ased on the evidence as a whole, Mr Shepard cannot meet
hrs burden ofproof’ (Proposed Decision at 14), Judge Farrell found that: ‘ |

-The most compellmg evrdence regardmg Mr. Shepard’s purpose is
_his  prior conduct w1th similar companies. There are close parallels
- with each of the companies discussed at hearing: Meridian, State.
~ Auto, and 21" Century. In each instance, Mr. Shepard initially
i "bought relatively sizable minority blocks of stock. In each -
~ instance, Mr. Shepard certified that his intent was investment
_purposes, but that he might purchase additional stock in the future,
‘In each instance, he later sought to purchase the companies, and/or |
- submitted proposals to be voted on by the shareholders: seekmg e
~ dramatic changes in the ownership and control of the companies. -
- He took such action in. each instance, notwithstanding that a. smgle;
shareholder (or small group of shareholders) held a majonty :
,mterestmeachcompany BT

. His 1mt1al conduct in this case follows the same pattern
. Mr, Shepard has purchased approximately four percent of Donegal SR
* and wants authority to purchase up to a total of 14.99 percent, He
- has asserted that his ownership is for investment purposes only, but- :
- he has not made any definitive commitments. Donegal Mutual
owns a majority share of Donegal Group, but large majority
- shareholders have not previously deterred Mr. Shepard’s (sic) from
~ attempting to seek out control. Mr. Shepard himself testified
_during the hearing. that he could change his mmd about bemg a
?passwe mvestor tomorrow : -

Proposed Declslon at 14-15 Shepard’s recent conduct descnbed below — all of whlch has
o joccurred subsequent to Judge Farrell’s Proposed Decision and to the OTS’s mformal dec1s10n o s
7 only serves to. underscore Shepard’s transparent eﬁ’orts to control DGI , :
3 61 . S1gmﬁcantly, Judge Farrell addressed the purpose of the Form A requlrement in
;words whrch apply wrth equal emphasm to the CBCA’s rebuttable presumptron of control
o regulatrons | ‘
: The‘Form’ A process is ‘mercly a means [to] ensure :the protectron -
of the policyholders, the shareholders, and the public. Mr. Shepard
 is free to purchase up to 9.99 percent of the shares without being
required to file the statement required in section 521A.3(2). He

~ may be able to purchase additional shares, but would need to file
the statement and meet the conditions of the statute. Assuming he
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~can meet the statutory requirements, the Commrssmner could
approve purchases beyond the ten percent ~

E ,’ ’Proposed Declsron at 15

' 642‘.‘:' Here, the Regulatton LL rebuttable presumptlon of control process is demgned
{ a means to ensure the protectlon of the deposxtors, the banks and the pubhc Shepard is ﬁ'ee toi
) ‘ v,purchase up to 9 9% of any one class of shares w1thout bemg requlred to comply w1th the,

. | ;‘;.,CBCA’S regulatlons However, he is not free to ﬂout those same regulatlons and purchase more_;_

fthan9-.9%v of any one class of stock of an SLHC as he has undemably done in thrs case

- Shepard Has Launched The Fu'st Stage Of Hls Eﬂ'orts To Control DGI By Forcmg
Its SaleOrMe[ge L Bt

5 63 Justeshedid with SAFC (see 939, supra) and 21*‘t Century (see 152 swra)

: Shepard has launched his eﬁ‘ort to control Dal by seekmg to force its sale or merger

| 64 Thus, on November 14 2011, DGI received the followmg Proposal from Shepard >
T ~’f(“Shepard’s 2012 Proposal”) for inclusion in DGI’s Proxy Statement for its 2012 annual mecting
P of stockholders (the “2012 Proxy Statcment”) | '

, ,‘Resolved, that the shareholders of Donegal Group Inc. (“DGI”)
hereby request that the Board of Directors (1) appoint a committee TR
_.of independent, non-management directors who are authorizeand .
- directed to work with Donegal Mutual Insurance Company
(“DMIC”) to explore strategic alternatives to maximize -
- shareholder value, including consideration of a merger of DMIC
with another mutual insurer followed by the sale or merger of DGI
(2) instruct such committee to retain a leading investment banking
~firm to advise the committee with respect' to such strategic
alternatives and (3) authorize the committee and  investment -
. banking firm to solicit and evaluate offers for the merger of DMIC
followed by the sale or merger of DGI.

L Shepard Notrember?, 2011 letter at 2, appended hereto as Exh, F.
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65. Thereafter, DGI requested that the SEC grant no-action rehef and concur wrth;:; G

DGI’s conclusron that DGI could properly om1t Shepard s 2012 Proposal from its 2012 Proxy:f"-:;f,_;-:‘«, .

fStatement

’ ~' 66. » By letter dated February 16 2012 the SEC Staﬁ' granted DGI the requested no-
acuon rehef and agreed wrth DGI that it need not mclude Shepard’s 2012 Proposal in its 2012
'Proxy Statement |

‘67 Undaunted in hlS desrre to force DGI to sell or merge ltself Shepard onf

| November 5 2012, subrmtted the followmg Proposal (“Shepard s 2013 Proposal”) for mclusroni

in DGI’s Proxy Statement for 1ts 2013 annual meeung of stockholders (the “2013 Proxy

= Statement”)

’RESOLVED That the shareholders of DGI, assembled at the._
annual meeting in person and by proxy, hereby request ‘that the
Board of Directors immediately engage the services of an
investment banking firm to evaluate alternatives that could

 _enhance shareholder value mcludmg, but not limited to, a merger
or outright sale of DGI, and the shareholders further request that

 the Board take all other steps necessary to actlvely seck a sale or

~ merger of DGI on terms that w111 maxmnze share value for
' shareholders g

Shepard November 5,2012 letter at 3, appended hereto as Exh. G.

' 68 -j DGI’s Board of Drrectors has decrded to agam request no-actlon rehef ﬁ'om theif g

.SEC thh respect to Shepard’s 2013 Proposal However whether or not the SEC grants the

o requested rehef is n'relevant to this Petrtlon because 1t is obvmus that Shepard has embarked ona . .-

~course of conduct to force'DGI to sell itself to or merge 1tself v‘vlth‘the :hnghestn brdder. As

‘Shepard revealingly disclosed just last month in his Schedule 13D filed with the: SEC on

NoVember v5‘, 2012, he'now reserves the right to “communicate w1th management,_the Board,
other stockholders, industry participants and other interested or relevant parties (including

financing sources and financial advisors) about [DGI] or proposlng a potential or other

DMEAST #15886943 v7 20
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. in large measure he made in vrolatton of the CBCA

50 transactlon mvolvmg [DGI] and about various other matters, mcludmg the operatlons, busmess,;
"strategle plans, assets and capital structure of [DGI] [or] requestmg or proposmg one or more sl

: | nommees to th vBoard of Duectors of [DGI] ? See Bxh A appended hereto at page 4 of 6

k : . ‘4 Slmply stated Shepard’s past is Shepard’s prologue Just as. Shepard soughti:;rt
ﬁ.ieontrol of MIGI SAFC and 21" Century he has now embarked ona transparent course ofk

conduet to control DGI by forcmg its sale Or merger.. Shepard’s reason for domg th18 1s obv:ous E i

o 1t 1s the only way he can reap any reward for hrs $6O mrlhon mvestment in DGI an mvestment o

CONCLUSION AND REQUEST FOR ENFORCEMENT AC’TION
Shepard has wﬂlfully dlsregarded his legal responslbrlmes in connectlon with his - 3':’

many attempts 1o gam control of i insurance compames, mcludmg DGI an SLHC for hrs own;?r:k:

1 personal ﬁnanelal gam In addmon to vmlatmg (and havmg been found to have vmlated) the .‘ f l:

o ederal kand state secuntles laws, Shepard has wolated the requlrements of the CBCA in that he

. "not ﬁled a prior notice of hls intent to acquire over 10% of DGI’s Class A e L
Common Stock or over 10% of its Class A and Class B Common Stock =~

. never provrded any notlce or submrtted any rebuttal statement to the Board
~ concerning his ‘ownership of more than 10% of DGI’s Class A Common
- Stock and more than 10% of its Class A and Class B Common Stock
‘combined; :

never rebutted the presunmtron of control applymg: to his 'ownershrp of .

| -‘,more than 10% of DGI’s Class A Common Stock and more than 10% of
its Class Aand Class B Common Stock combmed and S

acqulred more than 10% of DGI’s Class A Common Stock and more than

10% of its Class A and Class B Common Stock combined without giving

~any federal bank regulatory agency the opportunity to investigate his
character and background and possibly disapprove his acquisition.

21




DGI respectﬁllly submlts that the Board should consrder compelhng Shepard to: (l) reduce hrs‘;i o

- tDGI stock holdmgs below 10%, and (2) enter mto a typxcal passivity agreement w1th the Boardf»% S

: i prohrbmng h1m fmm seekmg to control or mﬂuence DGI without prior Board approval
B As a result of Shepard's wrllful mrsconduct, DGI ‘has been forced to expend o

consrderable ume and resources of 1ts”d1rectors and semor management, as well as. srgmﬁ ant.

attomeys fees, m combatmg Shepard’sftransparent eﬂ'orts to control DGI and force rts sale or . -

- -merger m order or hlm o reahze a srgmﬁcant gam on hlS DGI stockholdmgs

, s ) ful y requests that- the Board conduct an mvesugatlon of
. Shepardand s acﬂVItleS as the Board may deem appropnate and take such enforcement actron“r
L 'as 1t deems necessary to address Shepard’s wﬂlful v1olat10ns of the CBCA and agencyf o

& ’regulatrons thereunder in order to rectrfy hrs past wolatlons and deter h1s future vrolahons

s/ DavrdH Prthnskv
s David H. Pittinsky -
 BALLARD SPAHRLLP
1735 Market Street, 51" Floor
- Philadelphia, PA 19103
.215.864.8117 .. ... ...
y@ballardspahr.com

/s/._ Keith R, Fisher
Keith R, Fisher
 BALLARD SPAHRLLP * '
1909 K Street, NW, 12 Floor
" Washington, DC 20006
202.661.2284 ~
fisherk@ballardspahr.com

Attorneys for Petitioner
Donegal Group Inc.

Dated: December 21, 2012
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: mmornmmamzsons
i o mmmommwxmammmoncnounsmmncnm
o £ 2 :(l) ' : o
Lt 'sac,vsl:om.v. :

4 mmo“mtsmmsmucnoum
5 ok “’Dm.osm OFURE OF LEGAL FROCEEDINGS 1S REQUIED FURSUANT TOTEMS 20 OR 2 |-+
6

i %cmzeusmponmcsoroumumuou e

b UnlmdSmmlofAmeﬂca
e 7 SOLE VOTING POWER
?N,U‘MBH?OP' o cxmAs,aoz,yon;cnmnw.loo S :
dgl s UM b
o ;sox.smsposmvepowna

1 Class A 3,602.900; Class B 357,100 :
- |, .| SHAREDDISPOSITIVEPOWER -

1o£ e '
» .fAmmmomnmmmvommmcumomcmsoN., e,

Class A 3.602,900; Class B 357,100
CHECK IF THE AGGREGATE AMOUNT IN ROW (1 1) EXCLUDES CERTAIN SHARES (SBB]NS'I‘RUCTIONS)

=5 L
‘PBRCENTOFCLASS RBPRBSENTH) BYAMOUNTIN ROW (Il)

Class A 18.04% ; Claas B 7.12% .
TYPE OF REPORTING PERSON (SEE INSTRUCTIONS)
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. GrosorvM.Sheosd
.+ FISMA & OMB Memorandum M-07-16 **
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Ez%zcxnoxmnmomormmommssmm;qummmnsumronm«sz(d)on
g1 () e : : : L e v

: m ORPL&CBOF ORGANIZATION
Uni‘ Smot'Amadu ‘

NUMBEROF | | Class A3,140,000; Class B 360,000
SHARES »*8' "smxmvormarowm‘ e
OWNEDBY | _ Dol .
EACH . 9 sommsrosmvnrowm
PERSON | | Class A3,140,000; Class B 360,000
WITH  |1().| SHARED DISPOSITIVE POWER

%‘:7,_»; somvormerowm

i TSR

AGGR.EGATB AMOUNT BENEFICIALLY OWNED BY EACH REPORTING PBRSON

Class A 3,140,000; Class B 360,000

12.

CHECK BOX IF THE AGGREGATE AMOUNT IN ROW (11) EXCLUDES CERTAIN SHARBS

=]

13.

PERCENT OF CLASS REPRESENTED BY AMOUNT IN ROW (i1

Class A 15.77%; Class B 6.46%
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.‘ Rory

;IntheMatteroftheApplication of
 Gregory' M. Shepard for
o chlaimerofContmlRelatmgto

. ﬁConn'olhongyofLeMars
. m._.y__[InsuranceCompany‘ .

"i"f:'ofDonegai’a associated attorneys, ﬁ-om'parﬂmpaﬁngmﬂzecase. Donegal’s. ethbits'l- o
11, 18, 21, 23-26, 28, 34, 36, 46-56, 60-61 65 70 78 86, 91, 101 113 120, 129, l34» .
142, 157-160vme adxnitted. Lo e - S ;:,: S

B The parties requeated the oppornmny to ﬁlepost-hearmg briefs I allowedto December . e
~5,2008, to file briefs. Both filed briefs on or prior to the deadline.- -Donegal. provxded B v i
: transcrlpt of the proceeding that was used in the preparation of thxs decmon.

STA] or ' C. and some ﬁndin g offact

‘Procedural back Igal Group Inc. isan insurance holdmg company i
pnmanly based in Pennsylvama. Donegal Mumal Insurance Company owns amajonty, ,
interest in Donegal Group. Donegal Group owns Le Mars Insurance Company, :
insurance company based in Jowa. Except as needed to identify one of these busmess ,

entities, Donegal Group, Donegal Mutual, and Le Mars Insurance will be jointly refened

- to as “Donegal” tbronghout this decision. (Transc. I, pp. 83-84; Exhibit A) : e

1 Donegal Group is actually incorporated i in Delaware, but there is no dxspute that the businessi is..
primarily operated in Pennsylvania. , ,



 CaeNo, osnocmom
Page‘No 2 :

“:GrcgoryShepardhasownedsharesofDonegale\xpmcelammryofzoos Asofﬂle |
~ hearing date, Mr, Shepard owned approximal ‘fourpercentofthecombmcdvoting
- f”secuﬁtiasofDonegaIGroup (Transc‘l,pp 85,03). .

‘,Onoraronndeh’l,ZOOﬁ Mr Shepard’sattomeysﬁlodarequestwiﬂ:melo_
_ Insurance Division (the Division) to allow M. Shepard to acquire up to 14.99 percent of
~ the voting securities of Done; FGroupwiﬂxoutthepnrchascboingdeemedan_\_”fﬁ_ i

‘ f-ofoontolofDoneganroup m

, Donegalhasactnvelyrmsteer Shepard’srequestforanuempﬁonineachstate. The
L Dwision considqringgranﬁngaconditi ’nalvexemptxoninlowa,andaproposedconsgpt

LR ed the propo *bmtheorderwasneverexecutedhythc
o fCommisaionerofInmmce. Instead, the Commissionersetthcmatterforahéaﬁngto
- determine whether to grant the exemption (referred to in the order as an application by .
_ Shepard for disclaimer of control). On April 4, 2008, the Commissioner transmitted the

"fcasetoﬂ:elowaDWofhspecﬁommdAppedswusignmadminismnvclaw
~ judge to act as the presiding officer in the hearing. The original hearing datewas - e
" continued and I ruled on & number of preheaﬁng:ssuesbeforethehearingon October 27,00
and28 2008 (Exhibits A-J, R-V) -

- Moﬂogtoexelud therally on the eve of the heanng.Mr Shepardﬁledamononto
 disqualify William Dreher III and any attorneys associated with his law firm, Duane
‘Morris, LLP. Irecewedanemailwxﬁxﬁxcmoﬁonattachzdlateon?riday,October24
- 2008. Donegal did not have the opportunity to respond until the start of the hearing on
f,fOctober27 IWasablctobﬁcﬂyreviewtheﬁhngsandsomeoftheeaselawbefore :

2 The letter itself was listed as a proposed exhibn, but was not offered at hearing. However, itis
referenced in other exhibits,

"3 Iowa Code section 521A.1(3). .
4 See Towa Code section 521A.3; 191 JAC 45.4.



Mr ShepudmhcananeMmisﬁomappro:dmameZOOOmZODSMassisthmwith
 the proposed purchase of Maridian Insurance Group. Thercpresentaﬂonincludedgenml

~ counsel work, transactional work, and litigation. The relationship ended in 2003 after
-'~DuaneMorriswithdrewitsrepresmtanonmthependinglingaﬁon. Mr. Shepmdstmd e
: MwithMr Drehetandmoreﬂmnznoﬁxerattomaysﬁ'omthe i S

Donegal reaiated the motion on mulnple grounds. mcludmg that the claimwas waxved i
‘ 5 itwasﬁledlatemdthatﬂwpﬁorrepresentaﬁonwasnotmbmﬁallynhtedm g
 the current case. Additionally, Mr. Pittinsky, who is not with Duane Morris, stated that
- his cross-examination of Mr. Shopardwonldbebasedsolalyonpnblicrecords,andnoton i
lanyinfonnaﬂonreceivedﬁ'omDumMmis (Transc I.p. 33-34) S L

~,Myﬁrstconccmwasthhthetimmgoftbemoﬁon. Mr Dreherﬁledanappbcaﬁmfor

~ pro hac vice in this matter on Jaruary 23, zoo&thhcopytoMr Shepard’s attorney. Mr.

- Dreher listed his law firm as Duane Morris. Mr. Sheparddidnotﬁleamistaneetothe

 application, and I granted the application on April 21, 2008. Mr. Dreher p¢ .

~ participated in prehearing conferences on April 18 and July 3, 2008, and Mr. Sheparddid :

' not raise any concerns about his participation. 'Iherevisedscheduhngorderﬁledonluly

~ 14, 2008 set non-dispositive motion deadline of August 8, 2008. Both parties filed -

_ motions, but Mr. SheparddidnotraiseanyquesﬂonabomMr Dreher’s prior SRAHE

~ representation. 'I‘heregulabonsreqnﬁremouonstobeﬁledaxleastmdayspriortothe , :
‘hearing; Mr. Shepard did not meet the motion deadline.’ Mr. Shepard, throughcounsel,

 knew by at least June 27, 2008, that Donegal planned to produce evidence regarding the

Meridian transaction, because Donegal had filed an exhibit list for the hearing (which had

been previously scheduled for July 14, 2008). There cannot be: avalxd complaintthatthc :

freferencamMendianwaresurpnsing. e

It would have been fundamentally unfir to disqualtfy Mr. Dreher at that point in time. -

* Mr. Dreher did not personally participate in the hearing, but he presumably consulted
with the attorneys who did. His disqualification would have drawn into question whether
Donegal’s trial attorneys should have been disqualified through knowledge imputed to :

- 5191 IAC3.154).



'mem(althoughthemoﬁondidno:makemamquest) Thatcouldhaverequiredﬂm
continuance of a hearing that had been twice continned already, and wasted cor
ﬁme,mq:cnseandcﬁ‘mtc:qmdedtoprepmthccasafortheombeﬂ? 2008;_

Addiﬁonauy Mr. Shepard did not prove disqualification based on the meris of the clsim.
ificatios jyis x;ot favorcd, inrecognition ofthe nghts ofparties to hirethdrchoice

& n ncitha'Mr Drehernorhisﬁ:mpravidedadviceregardingﬂle
,pmhmofDonegalshamsorﬂ:erequestfor xemption in this case. Duane Morris
 represented Mr. Shepnrdinacomplmlyscparate transaction involving a different
- insurance company. DuaneMormmdeditsrepresentaﬁonofo Shepardmoretban
' twoyears before the commencement of this actxon. andapproxhnntely twoyeam beforc
' 'Mr.szpardpmhasedanyshamofDonegal. e

Also itisnumbleﬂ:atDonegal’smss-exanﬂnaﬁonoer Shepardcouldbcperformed i e
: f‘;basedsolelyonpublicdocumenta.lmchedaconditxontomymlmgﬂmtlwould
~entertain an objection by Mr. Shepard to any question that could elicit testimony that o
* . could have been gained through a confidential attomey-client relationship, Mr. Sheperd’s -
- attorney raised an objection on that ground during the hearing, and that objection was
- sustained. (See Transc. 1, pp. 124-26). Whﬂeﬂxecourtsgenerallydonotrequuea :
. movant to prove that a particular piece of evidence was discnssad(hmngﬂmattomey- :
- client relationship, this case was unique in that the cross-examination of Mr. Shepnrd
 could be based entirely on documents that are within the pubhcrealm.' _

6 Richersv. Marsh & MecLennan Grmp. 459 N.W.2d 478 481-82 (Iowa 1990).

7 Daoctor John's Inc. v. City of Sioux City, 2007 WL 5788 (N.D. Iowa 2007).
8 I note that this point begs the question whether Donegal could have made its case based on
submission of the public documents without any or a minimal examination of Mr. Shepard. As



,hchassonghtontmolofotherghsmmin‘ﬂwpastevmaﬁuagredngmdmﬂgr
cpnditions,andz)hedoanotamenevw eek out control. In response, Mr. Shppard
teshﬂedﬂmthehadmchabadupﬁmceinfhispnorammpntopmchaseinsmanw
~  compenies, that he has no desire go through such a costly, tin
f;processagain. Heassemdmathispurposeismbcapassminvestor. Thih

M o dta s ‘-m ’.a’endes{ Asstatedearlier Mr
- Shepardhasreceivedconditional disclmmersﬁomﬂierelevantregulatoryagendeamthc

states of Pennsylvania, Virginia,andMaryland,whichmﬁwotherstatesDonegal ;
opuatesins\n'aneecompaniea : , =

o ’Pennsylvania approved Mr. Shepard’s request for a disclaimer of control on February 16,

-~ '2006. This decision was reaffirmed by letters dated May 15, 2006, and September 10,
~2007. Pennsylvania’s agreement provides that Mr. Shepard cannot acquire more than a

1499 percent voting interest in the company. Pennsylvania conditioned its approval on.

the accuracy of the repraentations in Mr. Shepard's submissions; the agency stated it

would refer the matter to its enforcement bureau if it found any representations to be =

“untrue. Pennsylvania informed Mr, Shepard that he must comply with Insurance Holding

. Compnnies Act, including complying with the Form A procedure before making a tender -
offer, seeking election to the board of d:rectors. or any. other qnnhfymg conditions in the

o -suggested duringthehemng. this could have been an option. However, it is also unde:standable ‘
why Donegal’s attorneys would elect to conduct an examination of Mr. Shepard on the question

of his purpose for purchasing the shares of stock.

. fs. andsh‘easﬁ:l o



,f;consentorderﬂxatwassentbytheDivxsiontoMr, Shepard’s attors ' 'Ihedraﬁ 5 k, .
,ordu-containedthefollowingshmondiﬁons,whicharemosﬂyﬁxesamoorsxmﬂarto ,

2

.3)

/ _agreementswiththcothu-states N
D *Applioautoranymtxtywhxchxsownedorotherwiaecomrolledthe
e Applicmtextherd:reotlyormdxrecﬁy shallnotactivelypartic;patemtho
' ,,managementofDoncgal = L

- Applicant or any enmy which is owned or otherwxse controlled by the .
’ Applxcant shall notify the Division; prior to exercising any vote, if such vote
i contrary to the Donegal Board of Directors® recommendation for such

voto

Applicant or any entxty whxch is owned or otherwxse controlled the

Apphcant either directly or indirectly shall notify the Division whenhe =
acquires 8%, 12%, and 14% of the total combmed votes of the Class A and



. CaseNo. 08DOCIDO007

~~ PageNo.7 L , ; Lo
s ’:,ClassBshareaofDonegal.nndshaﬂmthintendaysofsa:daoq\ﬂsiﬁon
' : noﬁfytheDMsionandaﬁxminwdﬂngtotheCommissionertbatﬂwy .
 +information set forth in the ariginal disclaimer and subsequent -
‘ 27"j«‘fﬁcorrespondmcg,remaimtucandtothcmmmatanysuchmfomauonm
S };Iongcris'truemdoomct,AppHcantshaureﬂectthecmectedemnaﬁm

: jf,inthcafﬁnnatmnwhenﬁled, . |

‘ch is wngd or othexwisc controlledthe

L Ol :::APPhcam“anyenﬁty whichxs owned orotherwisecontrolled bythe
S Applicaxﬁeithaduecﬂyorindn'ecﬂyag:eestoprovidethemvxsionany
o commmxicatxoneithusenttoorreceivedﬁ'omDonegaL -

”(Exhibxts L 'r-v 158-60)

: OnFebmary26 2008,Mr Shepardsignedtheproposedconsentorduandremmeditto
_the Division. The Division did not execute the agreement, thus leading to the hearing. = G
‘Mr. Shepard testiﬁedthathcwouldabxdeby cach term of the agreement ifthe Division =~~~
;,ultimatcly approved the disclaimer in this action. He testified that he has abided by the
~agreed-to conditions, Mr. Shepard did not definitively state that he would neverincrease =~
;hxsstakeinﬂiecompm nordidhestatehewmﬂdneva'takeanyactxonthatwould :
. mpactcontrolofthecompany He testified that he has “no present plans or proposals™ n
. which would result in or relate to any transactions described in paragraphs (a) through ()
 of Item 4 on a Schedule 13D. (emphasis added). Mr. Shepard further testified that he
“ would “continue to review [his] investment in Donegal,” and that he might purchase or
sell additional shares of stock depending on various market factors. Many of the.
_ conditions are notice provisions that would require him to provide information to the
_ Division if he purchases more stock ar takes action that nnpacts control. (Transec. I, pp.
- 85-87, 99-105, Exhibit V), .




f five forms, Mr. Shepard certified that the tn was . anging
";,,_'*-‘orinﬂnencingcontroloftheoompany AsoftheAugustSI 1998,Mr Shcpardrepomd T
o thatUnitedAutoawned 14 98percentofthcoutstandingvoﬁngshmofMuidinn. s

- (Bxlibita 2-6).

OnApnll 1999 Mr Shepard ﬁledaSchedulc lSDstatmgﬂmtAmerichnion :
* Financial Corporation (American Union),acompany within Mr, Shepard’s control,had .
’,amouncedatenderofferfor.'isoooonharuofMuidian(4.82perccntofﬂ1eoompany) G
.. onMarch'5, 1999. Hestatedﬂmthewaspurchasingshmfortheputposeofinvesunent,‘ G
end that he and American Union would evaluate various factors before decidingto -~ oo
‘purchase additional shares. He stated that * ., [n]eitherShepardnor[AmencanUnion];g,f
hasanypresentplnnsorpmpoaalsthatwouldresnltmmmlawmanymnncnons
 described in paragraphs (b) throngh (j) of Item 4 of Schedule 13D.” Hestatedhe
reserved the right to adopt such plans or proposals in the future. Mr, Shepard filed at
~ least three other amendments to the August 31, 1998 Schedule 13D between May 19,
-~ 1999 and June 30, 1999. lneach,herestmdthepurposesetfmhmtheApxﬂl 1999

: ﬁling (Exhibxts 7-10).
~ On August 30 2000, Mr. Shepard, on behalf of Amencan Union, ﬁled a Schedule 13D

 announcing a tender offer to purchase all shares of Meridian. Mr. Shepard stated that his
plan changed from his earlier purchases and transactions. (Exhibits 11,60,70).




S f;if,j: CGSONO 08DOCID007
~"~P83°N°~ S

: P ~have‘no snch.plans:today‘ I eannotprcdicttheﬂmzre, andIdon’t
*knowwhatl’mgoingtodotunon‘ow o ,

Q: | Yon’re reservmgyournght subjecttoﬂmse condxtions, youre ,
Areservingyournghtstoadoptanyplansorproposalsmtheﬁmn'ewhich
fyouthmkareappro‘pmte coxrect? ,

Ihzvenoplanstoday butlconldchangemynundtomorrow
'“"You mright. e ;
(Tnmc I,pp 150-51) T e
 Mr. Shepard’s conduct regarding State Auto: On December 13 2002 Mr. Shepard o
 fileda Schedule 13D reporting that he owned two million shares of State Auto, which
_ 'was approximately 5.13 percent of the outstanding shares. He reported his purpose for
acquiring the shares as his belief that “their true value exceeds their current market price.”
_ Atthe same time, he reported he had submitted a proposal to be presented and voted on at
the State Auto annual meeting. The proposal asked the shareholders to explore a sale or
merger of State Automobile Mutual Insurance Company (State Auto Mutual), which .
owned 68 percent of State Auto, to another mutual insurance company, which could then ,
merge with or be sold to another company. (Exhibit 23; Transc I, pp. 237-38).



http:resulting.in

(Exhibitszs 28,34, 36, 47; Transc, I, pp. 9-11, 26-28).

Txansc.l.pp. 7-55) |

“:M.ShapardsoldonemillionofhissharesinStateA 'toCarlIcahnfor$13petaharc. i

M. Shopard reflected on his attempts to gamer control of Meridian and Stete Auto 25

amajor,majorwaste of time, effort, and money[.]” Hetcshﬁudthathcregretagomg

J*forwardwiﬂxtheattempwdpnrchase,andthattheexpcriencewassonegutxvethatheis“f L

~ ..never going to do that again,” Mr. Shepardesnmatedthatthefaﬂedattemptmcontrol e
ae fStnteAutocosthtmﬁvemﬂhondollars. ('I‘ranso.ll PP 31.35 94).. Bl

”.InsuranceGroup(nlklaZl"CentmyInsmance)’

M ShepardmnouncadmtheSchedule 13DthatUnionAntomobileInmanceCompany~ ~

(Union Auto), along with a wholly owned subsidiary of Union Auto (American Union
Life), had purchased 4,850,000 shares in 21* Century. Mr. Shepard was presidentof

~ Union Anto, and he and his brother each owned 50 percent of the company. The 32
purchase amounted to 9.42 percent of the outstanding shares. Mr. Shepard stated thatthe
pmposeofthotransacuonwasformvmmtpmposa, andtbatUmonAutowonld o

1 21" Centu OnMays 1995msn=pardﬁleda,.

 continuously review its investment to determine whether to buy additional shares, Mr,

Shepard joined the board of directors at some point after this pm'chm (Bxhibxt 48;
Transc. I, pp. 36-37). :

- 920™ Century will be referenced as 21* Century in this decision.



,, _},anturyhireVdaCEOwhownsaformq
- was supportive of the new CEO after mes but )
‘,\g»",proposal Theproposalwasvoteddown,andM:jShepardlatcrlosthisposmonasa,

. Regu IowaCodachapterSZlAgovezmthewgnauonofinsurance
= 'holdingaystexmmlowa.An “insurance holding system” is defined as two or more e
 v_:Evaﬁ'iliatadpermns’,ofwhmhatleastoneisacompmyqualiﬂedandhccnsedtottansactthe, L T

& tender offer for, tmmtoanagreementtoexchangesecunuesfor,orseekstoacqmre
,anyvotmgsecmtyofndomesnc:nsmerifthepersonwoulddxrectlyormdnecﬂybem e
contro! of such inisurer."! ’I'hestaunegmerallydeﬁn&u“domesucmsurer”axanmsm«@ e
' organized or created under the laws of Iown."* Section three adds that a domestic insurer .
' sha!lincludcanyperson controllingadomesticinsurer unless thepersonxs pnmxmly :

10 Jowa Code sections 521A.1(5), (6).
11 Jowa Code section 521A.3(1).
12 Towa Code section 521A.1(4).



- hmmmmm (referredto it i

;w,’Exeaptian.v Thcprovxsionsofthissecﬁonshallnotapplymanyoﬁ‘er
~ request, invitation, agreement or acquisition which the Commissionerby
' *ordetshalloxemptthcrcﬁ'omforoneofthefollowingrmom

| q. Ithasnotbeenmadeorentercdmtoforthepmposeanddo&snothave ;

“the effect of changing or influencing the control of a domestic insurer. ... P

b. Itxsotherwiscnotcomprebendadwiﬂﬂnthepurposes ofthxssectxon.

Aspermyorderoflune4 2008 thequestmnwhetheer Shepnrdshouldbegrantedan, Sl

exemption was determined after allowing for a contested case hearing per Iowa Code
. chapter 17A. As per my order of September 10, 2008, Mr. Shepardhadthebmdenof
. pmofbyclmandeonvmcmgevidencemshowthatanmemptionshouldbegmnted

| grant defuenceto thc decision made by Pennsylvania to grant an exemption. The

13 lownCode section 521A.l(3).
14 Jowa Code section 521A.3(4).

oplication of 191 TAC 4S.4(4) Mr. Shepard first argued that the Division’ sregulanons e



. _‘ks, model act, and Pemnsylvamahas granted a disclaima'. .

’""f"?th conclusion that section 45.4(4) doca not apply in this case, The statuts sets forth a

~ CaseNo. 08DOCID007
PageNo,13 ; S - .
argmnentxs'basedonwl IAC4S 4(4), wlﬂchprovxdutheifollcvnng exemptxonto the : =

ever, a deeper rcview ofthe intentbehind the statute and the regulation leads meto o ;

onthatanacquiringpartymustcomplymththemeArcquimnentsif

 acquiring ten percent or more of the voting securities. The statutory presumption -

';evidencesthelegislaﬁvemwnttorequireanacquirlngpm'tymeomplywithﬂreﬁhng

rements in the usual case. 'I‘hconlyexemptioninthestatuteiswhenthelowa U

, qpqrofmmmoohascnteredanorder ranting anexunpﬁonforoneofthetwow R
reasons cited in Jowa Code section 521A.3(5). Thisprcsmnes that the Commissionerhas

: lookedatﬂleproposedtransacﬁonaudmadeadetennmatxonmatoncofthegronndsfor .

- exemption applies, mereisnoﬂmginthcstamtetoindicmthatthelegxslannemtended G

: _todeferwadecisronbyanothersme. ' T '

: 'I‘he regulaﬂon appears to be directed toward an acqmsinon in which the acqu:ring party

‘has already gone throughthh aFormAprocwding in the state mwhxch the insurance
~ holding company is domiciled. This intelpretauon appears more consistent withthe
" wording and the intent behind the statute and the rules. The rule specifically refers to the
“statement” required by section 521A.3(1) and (2); this is a referencetothe Form A .
requirement. Further, the rule states that no “approval by the commissioner” is reqmred
this refers to the exact language used in section 521A.3(4), governing the Commxssioner s




5deciéionon aFonnAstatunent. 'Ihervision_may_h_ave in;endedto’oxemptva purchasu'

ﬁ‘omgoingﬂrOﬁghasubsequentFonnA' ; : V
thgsametypaowproceedingmthedonﬁcﬂem TheFonnAproceas

, approvnl TheDiviaiondidnotbehevethemleapplied,asitiniﬁauysetﬁmcasefora
: f,fpubhchcaringbqqujetheComissioner,andlatartransnﬁttedﬂxecasetomyoﬁceto T '

- ‘Evaluation | Bothparﬂesfommedonthcmunpnonm ;
section 521A.3(5)(a) concerning whetherthe acqmsiﬁonismadcorenteredintoforthe
" purpose and whether it has the effect of changing or influencing control. The critical
~ termis “purpose.” “Purpose” isdeﬁnedas“somethingsampasanobjectorendtobe
 obtained - intention.”'* On this question, Mr. Shepard has the heavy burden of proving
- jbyclearandconvmmngevidanccthathispmposeforpmchamgupto1499pmentof
_ﬂaestockofDonegaIwﬂ!notbeforthemmnﬁonofchangmgormﬂuwmngconkol i
. Based on the evidence as a whole, Mr. Shepard cannot meet his burden of proof.

 The most compelling evidence regarding Mr. Shepard’s purpose is his prior conductwith . . .
. similar companies. There are close parallels with each of the companies discussed at s
~heering: Meridian, State Auto, and 21® Century. In each instance, Mr. Shepard initially
- bought relatively sizable minority blocks of stock. In each instance, Mr. Shepard certified
that his mtent was investment purposu, but that he might purchase additional stock in. the -

15 Merriam-Webster OnLine Dictionary.
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fmure. Ineach mxtancc.‘hc late:soughttppnrchasathecompgnics, audlor mbmitted

: ’:»asingleshareholder(orsmallgmupof shareholders)held amajorityinl:erestinench

:f;"fmsinxﬁalconductinthiscasefollowsthesamepattem M. Shepardhaspmehased e
fompercentofDonegal andwantsauthm'itytopurchueuptoatotal of .

M;;Rishnpommmrememberthutthequesﬂoninmiscaseonlyommsm Shepard’ L e
*tf;:zpmpose itdoeanotconcemtheproprlety of any prior actions. IdonotquestwnwhyMr;,:;ﬁ S
8 have. to purchase or control of the other thres
or enhance his investments, Likewise,ldonotqn!éﬁionwhyheisunwﬂlingtomakean
 unequivoeal statement that he will never seck tg effect or influence control of Donegal;
o ' hgs,alargeinveaunmtinthecmnpanyanditmnndmtandablewhyhemaynotwishto
 make an absolute commitment. Mr. Shepard testified with some credibility whenhe -~ -
: ~“spokeofhisregretwiﬂnhetime,eﬁ'on,andmoneywaswdinhisattempwdpmchmof -
, State Auto. He spent several years and five million dollars with that failed endeavor,
~However, I must weigh this testimony against his prior conduct in regards to thres other
. insurance companies. 1 must also weigh his testimony that he intends to be a passive.
~ investor, agninsthmownwordswbxchhemakwnocommiunmtastowhathewﬂldom
thcfuture. ;

“The Form A process is mcrely a means ensure the protectxon of the polxcyholdem, the
sharcholders, and the public. Mr. Shepard is free to purchase up to 9.99 percent of the :
shares without being required to file the statement required in section 521A.3(2). He may
be able to purchase additional shares, but would need to file the statement and meet the
. conditions of the statute, Assummghecanmeetthemmtmyrequirements, the

~ Commissioner could approve purchases beyond the ten percent. .

Mr Shepard has offered to abxdahyanumberofcondmons that he believes to show that

- his stock purchases are not for the purpose of changing or influencingcontrol of Donegal.
- The conditions provide some protection, in that Mr. Shepard must notify the Division and
provide information if certain events occur, such as the purchase of additional sheres,
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15"":{§munlshal'ehnldm ‘meeting of Donegal Group Ino. (the *Company”) to be held in April 2012,

" [ISMA & OMB Memorandum M-07-16 ***

"fmmaammmmumdmm;mmwmmmmﬂummmm S
e leknawitiamyinmmpreamt&amnhedahmholderpmpow atﬂwCompaqy’sannml
shmhuldm’meeﬁng. ’

: ”Emmmmpyorasmdnmsnmbemedwimmmudﬁumdmhmpcommm Ea
- November 9, 2011 indicating that I am the beasficial owner of 3,602,900 Class A shares and 397,100 Class

... B gheres of the common stock of the Compeny, As required by Rule 142-8 prommlgated nnderthe . .
SamﬂﬂuActoflMI(i)haveoonﬁmmmlyhnldalmuwﬁhumarketvnhmofatleatﬂ,ﬂﬂﬂﬁxlmgu S

‘ thmﬂmpruvhmym,mdﬁi)hhndwhommmwmdmdﬂmmmpmy’smd
ahm'choldm'maaﬁng. . ; ,




firm to advise the committee with respect to sn v_m:asinmmwmmmmm
ﬁmmmbmﬁngﬂmmaolioitmdwalm ﬂimﬁrﬂmmwgaroﬂ)wcmwwedbymmleur

’ml@-

- A-ﬁemdwadmmuzsmmazmofmapmmmmnmmmnml
;banmﬂ:ammpmysmmmmmmnofm‘mmo%mmmmifmm

DGI.itismyfumforﬂnCompanyﬁumMevﬂmforﬁshWa. Basaduponﬂ:nfmuaid
mlmmmmdmmmmﬁmofmphhmwnﬁmnpm
improvements can unloash realization of DGI's shares’ mvalucaswinnmergu'ofDMCwiﬂxanoﬂw
mutual insurer, fonnwedbyﬂxepmuhmofDGPspubﬁcahm ;

Hmmmmmmmmmomumnﬂmmmmmmmm
‘board and management of DGI'have an obligation to taks sieps to realize the shares’ true valus. Theboard -
mdmmagunentofDGiunbmdoﬂﬁsbyangmcﬂnummdmmeMdmluﬂm (o
gddedbythudmofanhdapendminvesnnm






- 1195 RiverRoad

. proxy statement. I mention this to avoid unnecessary

S EISMA & OMB Memorandum M-07-16 %%,

| DonegaleupInc.
0Box302

Attennon. bonamH.Nikoxaus,PmdentandCEo' |
a0 % N ShenD Smtth,CmporateSectctary

- ‘ﬁ:Re: | ShateholdeerposalandSupporﬁBSStatament b
fDeaer NikolausandMs Smith: };a:;?l; -

“M‘)tobeheldmApanOlB _ . |
o Pleasehknow itis mymtent'to'present the attached shareholder pmpom atthe

‘Cd'mpany's annual shareholders’ meeting. The language ofmy proposal is based on that

“ofaproposalsubmﬁwdtoFlrstFrankhnCoxporahon,whichtheS.E.C Staff (inaNo-

Action Letter dated February 22, 2006) did not permit the company to exclude from its
delaysw:thmspecttopomﬂess

i f e Bnclosed:s a shateholderproposal md snpportingstatement for mclusxon mthe * g ‘_:,: e
. proxy statement for the annnal shareholders' meeting of: Donegal Gronp Inc (the T

) challenges to xncludmg the attached proposal from thc Company's pmxy statement. R

: InFirstF)‘anHmandsimﬂarmmatlons,thcpmposalsat _ unequivocally
sought to effect extraordinary corporate transactions and did not:-'mclude ordmary
business matters. See Allegheny Valley Bancorp, Inc. (No-Action Letter dated January 3,

- 2001, declining to approve exclusion of proposal to retain investment bank for purpose of

soliciting offers for the company's stock or assets and prwent ‘highest cash offer to
shareholders) and First Franklin Corporation (finding that a proposal to engage the
services of an mvalmentbanlnngﬁnnto evaluate alternatives to enhance shareholder
~value and to takeallnecessarystepstoacnvelyseekasale ormergerwasnotproperly
excludable). ey

. Also enclosed is a copy of a Schedule 13D Amendment ﬁled with the Securities
and Exchange Commission on November 9, 2011 indicating that I am the beneficial
owner of 3,602,900 Class A shares and 397,100 Class B shares of the common stock of
the Company. As required by Rule 14a-8 promulgated under the Securities Exchange Act
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SHAREHQEDER PROPOSAL AND SUPPORTING STATEMENT

: Shateholder l’roposal.

L GregoryM 'Shepard, e FISMAb& OME‘: Memolr‘a‘ndum‘ M- 07;’16’ ,who beneﬁmauy L
 owns3 ,602,900 Class A shares and 397,100 Class B shares ofDonegal Group lnc (“DGI”’or
G “Compmy”), submtsthefoﬂowmgpmposal. . s , P

RESOLVED 'I’hatﬁeshareholdmofDGLammbledattbeannualmeehnginperson’
- and by proxy, herebquuestthattheBoardofDnectomnnmedimlyengagethesemcesofan
- investment banking firm to evaluate alternatives that could enhance shareholder value including, .
' but not limited to, & merger or outright sale of DGI, and the sharcholders further request thatthe -~ =~
Boardtakeallothersbepsnecessarytoactivelyseek saleormergerofDGIontermstbathll i e
'Qma:umizcahmvaluefmhmholdm | « e

g Snpporﬁng Statement: ; e ,
- Yon areurgedtovote “Yes” forthlsproposalforthe followmg reasons,

IbehevetheCompany sgrowthplansare ;utdated,withoutfocus,unreahsu and
~‘-i,competmve1y disadvantageous, and have bothfaxledandﬁtllenbehmdmdusn'ynormsoatmng
8 and investors to lose faith and interest in the Company’s prospects, precipitatinga
~','dechne;thatxstmlikelymreverseltselfthhouttheCompanymergmgorbemgsoldtoalm'ger :
: f”msmerm&dxﬁmeﬂmanagmnmgs&onguﬁmmﬂmomahmadaspteadofmkmda
fbettertrackrecordofprovxdmgareesonablerennntoshareholders.

- DGIhasnotbeenmmcessﬁﬂmdehvenngapomhveremformshareholders. On

 October 31, 2012, DGP's Class A and Class B stock prices were, respectively, 36% owerand | o
4% higher than six years earlier. On October 31, 2006, DGI’sClassAstockpneewas$20.31 perg
shareandDGI’s Class B stockpncewasSI767pe.rshare. :

L Astheownerof, roximately 18. O%and’l.l%,respechvely, oftheClassAandClassB BT
o 'sharesofDGI, IbehevetheCompany s shares trade at a substantial discount to their realizable -

_ value if the Company combined with another insurer. Examples of such realization of value

include the 1998 Nationwide-ALLIED combination (74% premium over pte-annotmcement :

share price), the 2001 State Auto-Meridian combination (135% premium over the share price -

immediately before American Union’s tender offer, and the 2012 Nationwide-Harleysville

,combmauon (137% premmm over share price five busmess days precedmg announcement)

, AsaeommlttedmvestormDGI,myfocuslsfortheCompmytoenhancevaluefor:ts e
investors, Based on the aforesaid examples, no amount of rate increases, fortuitous avoidance of .

catastrophic storms, or other operational improvements can unleash realization of the Company s

shares’ truevalueaswouldamergerorsaleoftheCompanytoanmhermsurer e :

Gl Therefore, I believe tbat the greatest value to thc shareholders will be reahzed throngh a
merger or sale of the Company. The Board should take advantage of the market for financial =
institution consolidation and low interest rates by immediately seeking out opportunities to
merge into a larger and more competitive insurer or find an opportunity for shareholders to sell
their stock to a larger and more competitive insurer. A vote for this shareholder proposal would

benefit all shareholders.
19475569




EXHIBIT B
SHAREHOLDER PROPOSAL AND SUPPORTING STATEMENT
Shareholder Proposal:

Gregory M. Shepard, *** FISMA & OMB Memorandum M-07-16 *** . who beneficially owns
3,602,900 Class A shares and 397,100 Class B shares of Donegal Group Inc. ("DGI" or the
"Company"), submits the following proposal:

RESOLVED: That the shareholders of DGI, assembled at the annual meeting in person and by
proxy, hereby request that the Board of Directors immediately engage the services of an
investment banking firm to evaluate alternatives that could enhance shareholder value
including, but not limited to, a merger or outright sale of DGI, and the shareholders further
request that the Board take all other steps necessary to actively seek a sale or merger of DGI
on terms that will maximize share value for shareholders.

Supporting Statement:
You are urged to vote "Yes" for this proposal for the following reasons;

I believe that the Company's growth plans are outdated, without focus, unrealistic, and
competitively disadvantageous, and have both failed and fallen behind industry norms
causing stock analysts and investors to lose faith and interest in the Company's prospects,
precipitating a decline that is unlikely to reverse itself without the Company merging or
being sold to a larger insurer with different management, stronger financial resources, a
broader spread of risk and a better track record of providing a reasonable return to
shareholders.

DGI has not been successful in delivering a positive return for its shareholders. On October
31, 2012, DGI's Class A and Class B stock prices were, respectively, 36% lower and 4% higher
than six years earlier. On October 31, 2006, DGI's Class A stock price was $20.31 per share
and DGI's Class B stock price was $17.67 per share.

As the owner of approximately 18.0% and 7.1%, respectively, of the Class A and Class B
shares of DGI, I believe the Company's shares trade at a substantial discount to their
realizable value if the Company combined with another insurer. Examples of such realization
of value include the 1998 Nationwide-ALLIED combination (74% premium over pre-
announcement share price), the 2001 State Auto-Meridian combination (135% premium over
the share price immediately before American Union's tender offer, and the 2012 Nationwide-
Harleysville combination (137% premium over share price five business days preceding
announcement).



As a committed investor in DGI, my focus is for the Company to enhance value for its
investors. Based on the aforesaid examples, no amount of rate increases, fortuitous avoidance
of catastrophic storms, or other operational improvements can unleash realization of the
Company's shares' true value as would a merger or sale of the Company to another insurer.

Therefore, I believe that the greatest value to the shareholders will be realized through a
merger or sale of the Company. The Board should take advantage of the market for financial
institution consolidation and low interest rates by immediately seeking out opportunities to
merge into a larger and more competitive insurer or find an opportunity for shareholders to
sell their stock to a larger and more competitive insurer. A vote for this shareholder proposal
would benefit all shareholders.



EXHIBIT C
SHAREHOLDER PROPOSAL AND SUPPORTING STATEMENT
Shareholder Proposal:

Gregory M. Shepard, ** FISMA & OMB Memorandum M-07-16 *** , who individually
is the beneficial owner of 3,602,900 Class A shares and 397,100 Class B shares of common
stock of the Company, submits the following proposal:

Resolved, that the shareholders of Donegal Group Inc. (“DGI”) hereby request that the
Board of Directors (1) appoint a committee of independent, non-management directors who
are authorized and directed to work with Donegal Mutual Insurance Company (“DMIC”) to
explore strategic alternatives to maximize shareholder value, including consideration of a
merger of DMIC with another mutual insurer followed by the sale or merger of DGI,
(2) instruct such committee to retain a leading investment banking firm to advise the
committee with respect to such strategic alternatives and (3) authorize the committee and
investment banking firm to solicit and evaluate offers for the merger of DMIC followed by
the sale or merger of DGL

Supporting Statement:

For many years, I have invested in publicly traded subsidiaries of mutual insurance
companies. For example, in the past I owned 20% of Meridian Insurance Group, Inc.
(“MIGI”) and was the catalyst who provided the opportunity for State Auto Mutual
Insurance Company’s merger with Meridian Mutual Insurance Company, followed by State
Auto Mutual’s purchase of MIGI's publicly traded shares. My efforts helped to deliver the
shares’ true value to MIGI's publicly traded shareholders, with a 135% premium over the

valuation of those shares prior to State Auto Mutual’s purchase.

DGI, as a public company, has several advantages compared with being a mutual
company: the ability to raise capital; additional flexibility to restructure; and the ability to
provide incentives to management, employees, and agents. However, DGI has not been
successful in delivering a positive return for its shareholders. DGI’s Class A and Class B stock
. prices today are respectively 33% and 5% lower than five years ago.

As the owner of approximately 29.5% and 28.9% of the publicly traded Class A and
Class B shares, I believe the Company’s shares trade at a discount of more than 200% to their
realizable value if combined with another mutual insurer. Examples of such realization of
value include the Nationwide-ALLIED, State Auto-Meridian, and recently announced
Nationwide-Harleysville transactions. As a committed investor in DGI, it is my focus for the



Company to enhance value for its investors. Based upon the aforesaid examples, no amount
of rate increases, fortuitous avoidance of catastrophic storms, or other operational
improvements can unleash realization of DGI’s shares’ true value as will a merger of DMIC
with another mutual insurer, followed by the purchase of DGI’s public shares.

If other shareholders also believe that the value of DGI is not reflected in current share
prices, then the board and management of DGI have an obligation to take steps to realize the
shares’ true value. The board and management of DGI can best do this by taking the three
steps contained in the aforesaid resolution, guided by the advice of an independent
investment banker.





