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1.
INTRODUCTION 


The soft market has provided not only low premium rates and more participants underwriting professional indemnity and Directors & Officers Liability cover but also a relaxation of the terms and conditions of the policies.  The scope of cover has been broadened, exclusions removed and warranties turned into conditions. 


The insureds, and therefore the brokers, have been anxious to purchase the greatest amount of cover for the smallest amount of premium.  The underwriters have been anxious to enhance their product to make it more competitive.  


The result is that the element of overlap between the pure professional indemnity insurance policy and the directors & officers liability policy has increased.  


Some may say that there is no such thing as too much insurance - but too many layers of protection can be a hindrance!  The insured may feel that despite the depressed premium rates he is still paying out more than he needs.  When a claim is made against the insured and its directors the question of which policy should respond may not be clear.  Notifications can be made to both - but what if there is a dispute as to which responds:  each insurer pointing at the other as a source of indemnity?  Rather than ensuring that claims are dealt with speedily and the insurers and the insured responding effectively in accordance with the new Woolf procedural rules (and the Professional Negligence Pre-Action Protocol which will be finalised in due course) a coverage dispute consumes the energy and the money of the parties. 


The breadth of the scope of an insuring clause in a professional indemnity policy was put into focus in a decision reported in the second half of last year, although it was a decision handed down in November 1996.  When I read the judgment I was struck by the ease with which the Judge concluded that a bank’s professional indemnity policy afforded cover in respect of an act which was a classic breach of fiduciary duty by a director acting in his capacity as a director. 


I thought, therefore, that a useful starting point to a comparison of the two types of cover was this case.  It is an illustration of the overlap between the two policies and is a useful example for the basis of a future discussion.  

2.
CHARTERHOUSE DEVELOPMENT (FRANCE) LTD v SHARP AND OTHERS 1998


This case considered the liability of professional indemnity insurers in respect of a claim made against a merchant bank for the wrongdoing by a non-executive director of the company in liquidation who was in fact an employee of the merchant bank.  In brief, the facts were:  the plaintiffs, Charterhouse, were development capitalists.  They invested in a French company, NASA and indeed, Charterhouse itself became a director of NASA:  by French law a French company can have a director which is itself a company, but that company must designate a permanent representative to act on its behalf.  Charterhouse designated M. Tancrede.  


In September 1986 NASA was in serious financial difficulties.  Charterhouse resigned its directorship on October 17th 1986.  Subsequently, NASA went into liquidation.  The administrator brought an action against those managing the company, including M. Tancrede and obtained judgment against Charterhouse for FF2m.  The judgment of the Court said: 

“... [Charterhouse] has shown a large measure of negligence by not trying to elucidate the problem raised by the financing of the points-of-sale...” 

i.e. the Charterhouse director had failed to fulfil his obligations and duties which he owed to the board as a director. 


The French judgment was confirmed by the French Court of Appeal. 


Charterhouse had a Bankers Blanket, Computer Crime and Professional Indemnity insurance, which they had held for some years, renewing annually.  Charterhouse had completed a proposal form stating that Charterhouse’s business was that of a merchant bank, and in response to a question as to their main activities attached a copy of the Charterhouse brochure.  In that brochure, in the section on development capital it stated: 


“As part of our ongoing support, in most cases, the member of the investment team will join the investee company’s board as a non‑executive director.”

The relevant provisions of the professional indemnity cover provided: 


“This section provides an indemnity to the Assured in respect of the Assured’s legal liability to third parties for any third party claim which meets the following requirements:  


any third party claim must: 

(iii)
be for financial loss caused by a negligent act, negligent error or negligent omission on the part of an officer or an employee of the Assured;  and 

(iv)
arise out of the ordinary course of the provision by the Assured of the financial and associated services described in the proposal form.” 


By Exclusion 7 the policy did not indemnify the Assured in respect of: 


“Any claim by or on behalf of or at the behest of the Assured’s parent company or any subsidiary or affiliate of the Assured or of the Assured’s parent company or any company or other entity in which the Assured or officers or employees of the Assured have an executive or controlling interest.” 


It was held: 

(i)
an underwriter reading the brochure would be aware that Charterhouse might appoint a non-executive director to join an investee company’s board and there was no reason to suppose that that director would not be a corporate entity.  The appointment of such a director was a service described in the proposal form, which service did not finish on the appointment being made:  the director would owe duties to the company as a director.  The Judge therefore concluded that the administrator’s claim against Charterhouse arose out of the ordinary course of Charterhouse’s provision of the service of being a director. 

(ii)
The French Court had used the language of negligence, not breach of fiduciary duty, accordingly the third party claim, as assessed in the light of the judgment was not a mixed claim.  It was a claim for negligence and fell within the terms of the policy. 

(iii)
As to Exclusion 7 - the executive or controlling interest - neither Charterhouse nor M. Tancrede had a controlling interest.  He was not in an executive or managerial position to execute company policy.  He was, as the Charterhouse brochure stated, a non‑executive director.  


The critical point of this judgment is the willingness of the English court to accept the French courts’ characterisation of the claim as one of negligence, when on analysis the complaint against M Tancrede was that he failed to act in accordance with his fiduciary duties in his capacity as a director.  There can hardly be a clearer example of a function exercised solely in the capacity of a director or officer as the undertaking by a non-executive director of his obligations to the Board!


By characterising the provision of a director as a professional service, the Judge had no difficulty in construing the scope of the insuring clause in the professional indemnity policy as sufficiently broad to extend cover to the directors’ liability. 

3.
SCOPE OF COVER 


What is the difference in the scope of cover afforded under a professional indemnity policy and indemnity in respect of directors and officers liability?  No two policies are identical and each contract of insurance will be construed according to its discrete terms and conditions.  A review of a couple of the insuring clauses currently available in the market - and no doubt very familiar to you all - provides an interesting comparison.  

3.1
Professional Indemnity 

3.1.1
Insuring Clause 


“To indemnify the Assured ... for all sums which the Assured shall become legally liable to pay in settlement of any claim(s) first made against the Assured ... for breach of professional duty arising out of the Assured’s activities.” 


There are still some professional indemnity policies which use terminology affording indemnity against claims by reason of any act, error or omission, or as in the Charterhouse case, any negligent act, error or omission.  The majority of policies now available use the broader language which does not automatically exclude pure breach of contract claims (e.g. claims for specific performance of a contract) or claims in respect of deliberate acts.  


The limitation in the scope of the insuring clause, other than by the exclusions, is the scope of the definition of the insured and the insured’s “professional business” or “activities”.  

3.1.2
The Insured 


Unsurprisingly, the first definition of “insured” in a professional indemnity policy often simply refers to the named insured in the Schedule;  but it rarely stops there.  Not only will the insured include predecessors in business but also past and present employees.  Changes of name or structure do not therefore affect the retrospective protection.  The policy affords cover in respect of the actual business which is undertaken by its employees, servants or agents.  


Some policies specifically include directors in the list of insureds.  As an executive director will also be an employee of the company, this addition does not of itself broaden the cover, although it avoids doubt.  The same does not, however, apply to the non-executive director, who ordinarily is not an employee and does not have a service contract.  Some policies exclude cover for the dishonest acts of certain directors, but that limitation is in respect of fidelity extensions to the policy and outwith the topic of discussion here.  


Where the insured is a partnership, (i.e. a firm), the act of one partner will bind the partnership (i.e. all the partners) who will then be liable (Partnership Act 1890).  Nevertheless, as a partner is not an employee a firm will usually require each partner, past and present, to be included in the Schedule of Insured.  


The definition of “insured” will normally include agents and sub‑contractors on whose behalf the insured would be vicariously liable, although there may be a limitation of cover to where those entities have no insurance protection themselves.  There is a distinction between the insured’s vicarious liability for the acts of such agents and the policy affording those entities cover as insureds.  In respect of the latter, as co‑insureds there could be no subrogated right of recovery exercised against such entities.  

3.1.3
Professional Business/Insured’s Activities

Where the policy refers to the professional business of the insured the actual scope of cover is left to a question of what would generally be accepted to fall within the ambit and scope of advice and services performed by professionals of the type of the insured.  For example:  a solicitor, an insolvency practitioner, a surveyor.  Such a definition in itself can be limiting:  if a solicitor is not giving legal advice, but acting as a general commercial adviser or management consultant, would that be covered?  Would acting as a financial consultant, accountant or tax adviser be included within the scope of practice of an insolvency practitioner?  Would a surveyor’s business ordinarily include the activities of an estate agent or vice versa?  


In the Charterhouse case it was the scope of activities of the merchant bank as development capitalists which extended the scope of cover to include liabilities of directors incurred in their capacity as directors.  Merchant bankers are not the only profession who afford such services:  solicitors and accountants have been known to hold non-executive board positions for client companies.  


Where the cover is defined by reference to a list of activities and entrepreneurial professional who expands his business into new areas during the course of the policy period may find that he strays into uninsured pastures.  A list can therefore be far more limited in its scope.  

3.2
Directors & Officers 


D&O cover invariably affords indemnity to both the directors and officers of the company in respect of loss for which the individuals are not indemnified by the company and to the company itself in respect of its lawful indemnity to the director and officer.  The latter is otherwise known as company reimbursement cover.  A company is restricted from indemnifying its directors in respect of all acts of negligence.  Section 310 of the Companies Act 1985 states that any provision in a company’s Articles or in a director’s contract of employment which exempts him from his fiduciary duties and duties of care imposed by general law is void. 


The indemnity afforded under D&O cover is in respect of the insured person/entity’s legal liability in respect of a claim for a “Wrongful Act”.  It is the definition of “Wrongful Act” which limits the scope of the cover.  Whereas the Wrongful Act would be the equivalent of the professionally negligent act, there is only cover insofar as that negligence or breach of duty is committed by the individual acting in his or her capacity as a director or officer.  

3.2.1
What are those duties?  


Directors owe a number of duties to the company at common law: 

· To exercise due skill, care and diligence in carrying out duties 

· To act bona fide in the best interests of the company 

· To exercise their powers for their proper purpose 

· Not to make a secret profit. 



These are owed to the company as a body corporate, not its shareholders (cf USA). 


There are also a number of statutory restrictions which directors must observe: 

· restriction on length of service contract (s319CA) 

· restriction on carrying out substantial transactions with the company (s320 CA) 

· restriction on accepting loans from the company (s330 CA) 

· duties in relation to keeping proper accounts (s221 CA) 



In carrying out these duties, directors are: 

· Expected to exercise such a degree of skill and care as would be the amount of reasonable care which an ordinary man might take in the circumstances.  A director is not automatically liable for mere errors of judgment (Re City Equitable Fire Insurance Company Ltd).  


· Expected to judge what is in the “company’s” interest by looking at the interest of current and future shareholders.  


· Meant to take decisions in what they consider to be the company’s best interests - the courts will not impose their view of what is reasonable.  


· The test is objective - see Bishopsgate Investment Management (in liquidation) v Maxwell and Pre D’Jan of London Limited: Copp v D’Jan). 


· Justified in trusting other company officials to perform their duties honestly. 


· Expected to take into account the interests of employees in general (s309 CA) - although as there is no mechanism for anyone to enforce their responsibility it is difficult to see how a breach of it might give rise to a claim against a director. 


· Expected to make decisions in the interests of the existing creditors if the company is insolvent, or doubtfully solvent (Brady v Brady 1987).  

NB1 - can be judged with benefit of hindsight 
NB2 - solvency of subsidiaries can be a trap for the unwary. 


· Not expected to give continuous attention to the company’s affairs. 



These duties would significantly limit the scope of cover afforded under such policies.  Although it would obviously include the breach of duty by the Charterhouse director, what about a director’s responsibility as a manager of the business?  Would a failure to monitor or supervise which resulted in loss and liability on the part of the company be included within the scope of cover?  


To analyse the scope of the indemnity afforded by these policies one therefore has to consider who falls within the definition of a director or an officer.  

3.2.2
Definition of Director/Officer 


Section 741(1) of The Companies Act 1985 defines a director as “any person occupying the position of director, by whatever name called”.  


The position is equally unclear when one comes to consider the definition of officer which is defined in section 744 of The Companies Act 1985.  This provides that when used in relation to a body corporate it includes “a director, manager or secretary”.  The inference to be drawn from this is that Parliament intended that the test should be a flexible one and in general this is the route that the courts have followed.  Nowadays there appear to be a host of different types of directorships that exist.  For example:  


A de jure director.  Such a director can only exist as a result of a formal appointment.  This therefore covers the positions of executive directors, non-executive directors and nominee directors.  


An executive director is one who in addition to being a director is also a full time employee of the company.  


A non-executive director has a valuable function in trying to promote policies geared more towards the interests of shareholders than managerial rewards.  Such directors are also viewed as ones who try to guard against internal corporate wrongdoing.  


A nominee director is one who will ordinarily be appointed to the board of the company by a major shareholder or creditor in order to keep an eye on the way in which the company is run.  So far as the law is concerned, however, it does not recognise any difference in the duties owed by such a director. 


In addition to these de jure directors, however, a class has also arisen who are known as de facto directors.  Perhaps the most common of these are what are known as shadow directors.  The statutory definition of this category describes them as “a person in accordance with whose direction or instruction directors are accustomed to act.”  The most obvious example of a shadow director is a majority shareholder who does not sit on the board but tells the directors what to do which instructions are then acted upon by those directors.  The case of Hydrodan (Corby) Ltd (1994) sets out a four step test for identifying potential shadow directors.  This test is:  

(a)
Who are directors of the company, whether in fact or in law? 


(b)
Were they directed how to act by the alleged shadow director? 

(c)
Did they act in accordance with those directions? 

(d)
Were they accustomed to acting in that way? 


To be a shadow director the whole Board has to be accustomed to act in accordance with the direction or instruction of the relevant person before that person becomes a shadow director. 


A very recent case regarding whether or not a person is a de facto director is the case of The Secretary of State for Trade & Industry v Tjolle (May 1997).  In this case the issue was whether a Mrs Kenning was a de facto director in which case she would have failed to comply with her statutory duty to ensure that audited accounts were filed with the Registrar of Companies.  Perhaps it was inevitable that the court decided that postulating any one decisive test for de facto directorship was difficult and that it was very much a question of degree in that factors to be taken into account included at least:  

(a)
Whether or not there was a holding out by the company of the individual as a director. 

(b)
Whether the individual used the title. 

(c)
Whether the individual had access to proper information such as management accounts upon which to base decisions. 

(d)
Whether the individual had to make major decisions. 


Having taken all of these into account one then had to ask whether the individual was part of the corporate governing structure.  On this case, as Mrs Kenning had no right to access matters of vital company concern such as its financial state, she was not regarded as in substance a director. 


An alternate director may be permitted by the Articles of the Company.  Normally such a person represents for all purposes the director to whom he is an alternate during the absence of that director from board meetings.  Whilst the alternate is acting as a director he stands in a fiduciary position in relation to the company.  He certainly owes all the same non-statutory duties owed by a director and it would appear that he is subject to the statutory obligations imposed on directors. 


Associate directors:  some articles provide for the appointment of such persons.  The object appears to be to allow the person concerned the standing of a title which includes the word director without conferring upon him the full authority and duties of a director.  However, there is a possibility that by the use of such title the company might be considered to have held out the person as having a degree of authority to act as the company’s representative.  It is a question of having to look at the circumstances of each particular case to determine whether or not such person incurred the liabilities of a director.  

3.2.3
Are Managers included within the scope of insured? 


A number of D&O policies within the market extend cover to employees to the extent that they are acting in a managerial or supervisory capacity.  This is consistent with such cover extending to the representation costs incurred in respect of regulatory inquiries, investigations or disciplinary proceedings, as many regulatory bodies, in particular those set up under the Financial Services Act, pursue such investigations against non‑director employees who hold managerial or supervisory positions.  


Given the wide range of employees, directors and/or officers covered under a D&O policy it is evident that the scope of D&O cover is extremely wide.  It is perhaps easier to think in terms of the breadth of that cover by considering who is not covered i.e. the shopfloor worker, the person without any formal appointment and those who have no managerial or supervisory function. 

4.
GENERAL THIRD PARTY COVER 


There are obviously a lot of similarities with the extended professional indemnity cover and the CGL or commercial general liability policies issued.  Professional indemnity cover for computer consultants will probably come the closest, as they will require cover not only for advice and services, but also for software, and for the full circle computer consultant, hardware products which they supply.  Nevertheless, from the review of the insuring clauses referred to above it is quite clear that professional indemnity and directors and officers liability products are themselves significantly limited in cover in respect of the types of legal liability for which cover is afforded.  It would be wrong to imagine that because of the expansion of the scope of cover every civil liability claim would be covered.  For example, it is doubtful whether a professional indemnity policy or a D&O policy would afford cover for a claim of breach of contract seeking specific performance where the professional had sought to abandon that contract simply because it was proved to be uncommercial.  Only the very broadest of insuring clauses would extend that far.  


PI and D&O cover is a third party liability cover, however.  It does not provide (subject to any specific extensions e.g. in respect of loss of documents) to first party loss cover.  


It should be noted, however, that where there are mixed claims i.e. a claim in respect of civil liability which would not be included under the policy, and a claim which is covered, then the policy will afford indemnity (see Charterhouse).  Hence the need for banks and financial institutions to purchase composite BBB and professional indemnity and D&O cover.  

5.
Overlap between PI and D&O covers 


I started by the reference to the Charterhouse case which at first blush could lead one to conclude that the D&O policy had had its day and it was now a cover which is subsumed within the broadened scope of professional indemnity cover.  Analysis of the scope of the insuring clauses, however, demonstrates that that is not the case.  There are significant differences:  

5.1
Professional indemnity cover affords cover in respect of liabilities arising from the insured’s professional business or his activities.  D&O cover, on the other hand, is limited to afford indemnity in respect of wrongful acts committed by a director or an officer acting in his capacity as a director or an officer.  Claims against a company, even if a director is named, which are claims in negligence and/or for breach of contract will ordinarily fall within the scope of the professional indemnity cover and there would only be consideration that there would be a liability under the D&O cover if the claim made allegations of failure to manage or supervise.  That “if”, however, is becoming an increasingly common allegation in negligence claims which are being brought.  PI underwriters may therefore wish to raise the issue of whether or not there is another policy which would also respond in respect of certain elements of a claim, or question whether or not double insurance has been provided.  

5.2
Although some professional indemnity policies afford cover for representation costs in respect of regulatory inquiries, investigations and disciplinary proceedings, that does not apply to all of the policies in the market.  Some professional indemnity underwriters have taken the view that they would expect such cover to be found under D&O cover and they are concerned to broaden the scope of professional indemnity cover, particularly in respect of professions who have seen a lot of increased activity in the regulatory field e.g. IFAs and insurance brokers.  Regulatory representation costs can be very high and underwriters are concerned that such cover can be a blank cheque for a professional’s compliance costs.  


D&O cover, on the other hand, ordinarily includes representation costs for the directors in respect of regulatory proceedings.  

5.3
Professional indemnity will afford indemnity to the insured entity for the acts of the employees etc.  In essence affording indemnity in respect of the insured’s vicarious liability.  The D&O policy does not ordinarily extend to employees other than directors and officers, unless they are managers or supervisors.  


The Charterhouse case has shown that if professional services to a client include the provision of a director then the professional indemnity cover could extend to D&O liabilities.  It would not, however, seem to be the case that the current breadth of cover afforded under D&O policies would extend to the range of liabilities covered under a PI policy. 

6.
POTENTIAL CONFLICT BETWEEN INSURERS AND INSURED 


Apart from the Big5 accountants, who are no doubt influenced by the American approach to legal representation, it is usual for one firm of solicitors to represent both the insured’s and the insurers’ interests when defending the professional negligence claim.  It is only where there is a coverage dispute that the insured and the insurers are separately represented.  Historically, E&O underwriters have often required an insured to appoint their own lawyers at the same time as retaining insurers’ representatives to advise on policy coverage as the claim develops.  This may be the influence of the US approach, from which many of the insurers draw their experience.  In recent times, however, I have seen more D&O insurers prepared to adopt the same approach as the professional indemnity insurers and have one firm of lawyers representing the common interests of the insured and the insurer.  


Where one firm represents the insured’s and the insurers’ common interest - whether in proceedings or regulatory matters - it is not possible for those lawyers to advise either the insured or the insurers in respect of policy coverage matters which may arise by reason of the information which has come to light in the course of the proceedings. 

7.
CONCLUSIONS 

7.1
We have seen in the Charterhouse case that the scope of professional indemnity cover can be so broad as to include liabilities which would ordinarily fall solely within the ambit of the insuring clause in a professional indemnity policy.  Insureds whose professional business does include the provision of directors as a service to their clients should take special note of the impact of this decision and the scope of their professional indemnity cover, as should their PI and D&O underwriters.  

7.2
Professional indemnity claims can include allegations which fall within the scope of D&O cover, for example, failure to manage or supervise.  If that is the case then insurers may have a question of double insurance, and insureds may wish to ensure that all responding insurers have been properly notified.  

7.3
Nevertheless, the products presently available in the market do not (yet) overlap completely.  Several insurers are looking at the question of provision of a composite policy.  I believe that more professional indemnity insurers will follow that route.  

7.4
The difficulty for the insured, the brokers and the insurers will be with the mixed claims, where there are allegations of breach of fiduciary duty on the part of a director as well as allegations of negligence.  In such circumstances the first question will be:  who has to be notified and ensure that such notification is timeous.  Both professional indemnity and D&O policies are claims made policies and the consequences of late notification or non-disclosure at renewal can be extremely serious to the insured.  Mixed claims also give rise to the question of double insurance, which insurers may at times when claims are on the increase, wish to explore if the D&O policy is written by a separate market. 
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