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Preface

I am honoured to offer a few words to the preface of this book and, indeed,
welcome the extensive coverage on a topic that has elicited much highlighted
attention in the wake of the financial crisis.

The 5th edition comes at a timely moment. Increasingly, governments, pan-EU
and international organisations, regulators and civil society at large are
questioning existing corporate governance principles, their scope, precision and
enforcement. Ac listed companies pursue international growth opportunities and
shareholders hecome more culturally diverse, a study of the appropriateness of
contemporary. corporate governance in the United Kingdom, and in other
jurisdictions, is to be lauded.

The worldwide financial crisis constituted a catalyst in driving corporate
gavernance policy to prominence. The EU institutions have been active in the
past five years in seeking to strengthen corporate governance, much of it focused
on financial firms. There is, however, also a growing awareness of the importance
of corporate governance best practice to all quoted companies, as well as to
smaller companies, public interest entities and many voluntary organisations.

The book is intended as a reference work to guide practitioners in the field of
corporate governance, including company secretaries, lawyers, fund managers,
auditors, NEDs and other directors (actual and prospective). It is much to be
hoped that the book will also assist those in business schools and other
institutions who may guide practitioners through their careers. But, as the range
of specialist authors of this book demonstrate, interest in corporate governance
policy and principles has evolved beyond this traditional circle. A wider
stakeholder interest has emerged since the financial crisis to embrace institutional
shareholders and pension funds, NGOs, and regulators working domestically and
internationally (including on a pan-EU basis).

Although empirical evidence does not seem to show that poor corporate
governance by itself was directly responsible for the financial crisis, the lack of
effective internal control mechanisms, coupled with mis-aligned remuneration
packages, certainly seems significantly to have contributed to excessive
risk-taking on the part of firms. A balance must be struck. Effective risk
management should not necessarily be about eliminating risk-taking, a critical
driving force in its own right in business and entrepreneurship. The aim of
corporate governance, regardless of the sector, is, increasingly, and justifiably,
dedicated to ensuring that risks are understood, managed and, when appropriate,
disclosed. The proper and rigorous application of comply or explain principles
has become rather more than simply a desirable ambition.
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DEFINITION, BACKGROUND AND PURPOSE

other market participants should bear any further burden in respect of the social
and othel.* expectations which may now be cast upon them for better and more
far—reachlr}g governance?'*® Legislative attempts to reduce levels of executive
remuneration and (outside the UK) to promote diversity have not to date been
outs_tar}dmgly successful, but would more prescription in general be helpful in
achieving some of the ends which governance may now seek to achieve?

150 iti ‘e is R i

‘ The position he.le is further _comphcaled by the considerably reduced time frames over which

}};vcstgrs now typically hold investments, a trend exacerbated by the current incidence of
IFT"—high frequency trading, electronically assisted, in which investments may be traded several

times in periods reckoned by seconds or less.
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CHAPTER 2

The Legal and Regulatory Regime in the
United Kingdom

Michael Scargill'

INTRODUCTION

This chapter provides an overview of the regulators and the sources of law and
regulation relevant to companies with equity securities listed or traded in the UK.
The chapter concludes with a brief note on the relevance of corporate governance
arrancements to some unlisted, private or family controlled companies.

Awwimber of the key features of UK corporate governance which are outlined
:n“¢iis chapter are discussed in greater detail elsewhere in this book; and
~ross-references are made to other chapters where appropriate.

This chapter analyses the UK corporate govemance regime by considering
how it applies to:

. different types of companies—whether “premium listed” or “standard
listed”,? or unlisted;

. the different markets on which companies have their equity traded in the
UK?; and

. in different ways to UK incorporated and non-UK incorporated companies.

! Michael Scargill, who graduated from Oxford University with an honours degree in Jurisprudence,
is an English solicitor. He is now Counsel and Head of UK Knowledge Management in the London
M&A Group of Shearman & Sterling LLP, which is based in the US. Before that he was a partner of
Allen & Overy LLP.

Michael has over 30 years® experience in the City of London, advising both UK and international
clients on matters of corporate law and corporate governance, and being engaged in a wide variety of
transactional work. This includes both public and private M&A, privatisation, joint venture and
capital markets transactions, as well as large scale outsourcing and restructuring matters. He is the UK
and EU contributer to his firm’s quarterly Governance & Securities newsletter and has written a
number of articles on M&A developments, as well as having chaired or spoken at a number of legal
conferences.

Michael Scargill has written and contributed this chapter in his personal capacity, not as part of his
role with Shearman & Sterling LLC, and the views expressed in it are his own.

2 For an explanation of the significance of these terms, and the differences between them, see paras
2-011 and 2-024 below.

2 As will be seen below, these differences are mainly relevant in the case of “unlisted™ securities
where the markets on which such securities are traded generally have their own specific corporate
governance requirements. “Listed” equity must be admitied to trading on a “regulated market” and
these sorts of markets do not generally impose corporate governance requirements beyond those
arising under the UK’s listing rules. See para.2-010 below for further details.
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LEGAL AND REGULATORY REGIME IN THE UNITED KINGDOM

THE REGULATORS

There are a number of different bodies or organisations that can be said to have

some responsibility for regulating corporate governance in the UK. The miost
important of these are discussed as follows.

BIS

The Department of Business, Innovation and Skills (“BIS”) has Government
responsibility for UK company law, financial reporting and equity markets
generally. Since the last edition of this book was published in 2010, BIS has
promoted significant changes to corporate governance rules under the Companies
Act 2006 (the “CA 2006) in the areas of director remuneration and narrative
reporting. It also commissioned a detailed review by Professor John Kay of
investment in UK equity markets and its impact on the long-term performance
and governance of UK quoted companies (the “Kay Review”). The final report of
the Kay Review was published in July 2012 and a number of its recommenda-
tions have already been followed up with a variety of developments which are
discussed in paras 2-040 to 2-042 below under “Institutional shareholder
corporate governance” and “The Kay Review”.

More recently, BIS has been consulting about a number of proposed changes
to UK company law, in connection the Government’s June 2013 G8 Summit
announcement of new rules which are designed to enhance transparency in UK
company ownership.® The enhanced transparency proposals are driven more by
concerns to avoid companies (particularly private, unlisted companies with
hidden beneficial ownership structures) being used for illegal activities, than by
corporate governance concerns, However, the BIS consultation alse addresses the
use of so-called nominee directors and the question whether corporate directors
should be banned, as well as whether directors’ statutory duties should e
amended and expanded in certain sectors, such as banking,

The FCA

The Financial Conduct Authority (“FCA”) is a body corporafeestablished under
the Financial Services and Markets Act 2000 (as amended) (“FSMA™)® and has
corporate governance regulatory responsibility when, as the United Kingdom
Listing Authority, it is acting in its capacity as the UK’s competent authority
under the key EU securities markets directives which stem from the EU’s

* Bee the BIS Discussion Paper, “Transparency and Trust: Enhancing the Transparency of UK
Company Ownership and Increasing Trust in UK Business”, published in 2013 and available at
hitps:/iwww. govuk/government/uploads/system/uploads/attachment_daia/file/212079/bis-13-959-
transparency-and-trust-enhancing-the-transparency-of-uk-company-ownership-and-increaing-trust-
in-uk-business.pdf [Accessed April 28, 2014]. For some historical background to this, see Ch.24
{Companies and their Owners—How They Engage: A Historical and Personal Perspective). See alse
Ch.23 (Stewardship and Shareholder Activism).

* See FSMA Pt |A Chs 1 and 3 and Sch.1ZA.
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Financial Services Action Plan—the Transparency Directive,® the Prosgectus
Directive? and the Market Abuse Directive,? as well as the earlier Consolidated
Admissions and Reporting Directive’ (“CARD”). This responsibility extends to
its rule-making powers under FSMA in relation to later directives such as the‘
Transparency Directive or the corporate governance statement requirements of
the amended Fourth Company Law Directive (together, the “EU Directives”™).

The FCA maintains pursuant to FSMA'Y the official list of securities,!
admission to which results in the relevant securities being “listed securities” for
various regulatory purposes. The FCA’S rule-making powers include certain
“Part 6 rules” under Part VI of FSMA..'? The Part 6 rules (which are set out in the
FCA’s Handbook (the “Handbook™)'? include the listing rules (“LRs”),"
prospectus rules,' disclosure rules,'® transparency rules'? fmd corporate
governance rules'® made by the FCA pursuant to various EU Directives under
powers given to it by FSMA. The disclosure, transparency and corporate
governance rules are grouped together and referred to in the Handbook as the
Disclosure and Transparency Rules (“DTRs”). The current Part 6 rules were
largely made by the FCA’s predecessor, the Financial Services Authority, which
the FCA renlacad as from 1 April 2013,

As faras on-going corporate governance requirements are concerned, the most
importent Part 6 rules are:

2 LR 9.8—which sets out certain corporate governance related disclosures
(including with respect to compliance with the UK Code) required to be
made in a premium listed company’s annual financial report (“AFR”);"

. LR 9.2.7—which requires a premium listed company to ensure that no
dealings in its securities, either by the company or its directors, take place
when such dealings are prohibited by the provisions of a prescribed Model
Code of securities dealings (the “Model Code™);

6 Directive 2004/109/EC of the European Parliament and of the Council on the harmonisation of
transparency requirements in relation to information about issuers whose securities are admitted to
trading on a regulated market and amending Directive 2001/34/EC [2004] OJ L390/38 (as amended).
7 Directive 2003/71/EC of the European Parliament and of the Council on the prospectus to be
published when securities are offered to the public or admitted to trading and amending Directive
2001/34/EC [2003] OJ L345/64 (as amended).

8 Directive 2003/6/EC of the European Parliament and of the Council on insider dealing and market
manipulation (market abuse) [2003] OJ L96/16 (shortly to be replaced by a new Market Abuse
Regulation and a Criminal Sanctions Market Abuse Directive). N

9 Directive 2001/34/EC of the European Parliament and of the Council on the admission of securities
to official stock exchange listing and on information to be published on those securities [2001] OJ
L184/1.

10 FSMA s.74.

""" As explained further in para.2-010 below under “Regulated and other markets”.

12 FSMA s.73A.

13 A copy of the Handbook is available online at: http://fshandbook.info/FS/html/FCA/ [Accessed
April 28, 2014).

14 See FSMA s.73A(2).

15 See FSMA s5.73A(4).

'8 See FSMA s.73A(3).

17 See FSMA s5.89A(5) and 73A(6).

"% See FSMA 5s.890(1) and 73A(6).

¥ For more on annual reports, see Ch.20 (Communicating with Shareholders: The Legal and
Regulatory Framework, Ch.21 (Financial Reporting) and Ch.22 (Narrative Reporting).
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LRs 7, 10 and 11—which respectively set out certain general listing
principles and significant corporate transaction and related party trans-
action requirements for premium listed companies;

LR 14.3.24—which requires non-UK standard listed companies to comply
with the DTR 7.2 requirement for UK companies to publish an annual
corporate governance statement;

DTR 7.1 and 7.2—which respectively require UK companies with
securities traded on an EU regulated market, to establish an audit

committee and to publish annually a statement about their corporate
governance.

As is evident from the above, the LRs and DTRs apply differently depending on
whether the company concerned has a premium or a standard listing in the UK,
and whether it is UK incorporated or not. These differences (including between
premium and standard listings) are explained in paras 2-010 to 2024 below.

FCA% disciplinary powers

Any failure by a listed company to comply with the relevant LRs and/or DTRs
would entitle the FCA to exercise its various disciplinary powers under the
Handbook and under FSMA. In the area of corporate governance, it is perhaps
unlikely that a company would fail to comply totally with the relevant rule,
particularly when, as will be explained in para.2-016 below, companies subject to
the UK Corporate Governance Code are at liberty, in the case of provisions under
that Code, to decide not to comply with the relevant provision, provided that they
offer a reasoned explanation for their particular non-compliance. For the FCA to
be able to take disciplinary action against the company, the corporate governance
breach would therefore have to involve a breach of one of the LRs or DTRs,
rather than just non-compliance with the principles of the UK Corporate
Govemnance Code,

Nevertheless, in the case of any serious non-compliance with the LRs or DTKS
the FCA would have power:

to impose a penalty, on the company®® or on any director® W0, at the
material time “was knowingly concerned” in the relevant non-compliance;
or

instead of imposing a penalty, to publish a statement censuring the
company (or director);?? or

(at least technically) to suspend the company’s listing.2?

' FSMA 8.91(1) and (1B).

1 FSMA 5.91(2).

2 FSMA 5.91(3).

2 See LR 5.1.2G(1) as an example where the FCA may suspend a listing when the relevant issuer has
failed to meet its continuing obligations for listing, LR 5.2.2G(3) provides an example of where, afier
being suspended for more than six months, the listing of an issuer’s securities might be cancelled by
the FCA. Needless to say, in view of the other sanctions available to the FCA (including against the

issuer’s directors), in practice suspension or cancellation of a listing for a corporate governance
breach that involved a breach of the Part 6 rules would be most unlikely.
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i = FCA to issue a warning notice to any person yvhom it is
FSD?I:A ?EZS ct?cclejnsurez“ and a decision notice if it does fiec1de. to ta_ke
rO'posﬁg‘ESMA also requires the FCA to publish a statement of its Pohcy with
i imposing fines?® and its procedures with regards to the giving of these
reggrds 2t;)The]'Jse statements are currently contained in the Decision Procec.lure apd
. Manual in the Handbook.2® They need to be read in conjunction with
Pen%lf:;c?rcement Guide which the FCA also publishes as one of the Regulatory
geides in the Handbook and which describes the FCA’s approach to exercising
thlé main enforcement powers given to it by FSMA.

The FRC

i ial Reporting Council (the “FRC™) is an inde?pendent regulator in the
8; \ljfli?l?l;iimaryprcspoﬁsibﬂity for promoting high qua.hty corpor%‘;% gcgerna;iz
and financial reporting. The FRC au_thors and publishes the orpczmce
Governance Code,” which is the most important source of cm;[())orat?l govern nee
regulation in the UK, as well as the UK Stewardship Code™, an aCrangc (ze
informal guidarica “with respect to various aspects of the UK Corpora

Coas. ‘

GO;ZI:;IEE i:): private company, limited by guarantee, whose d_u'ectorls: are; %512
its only-inembers. It is funded by Government grants and'by llev1es 011:11 1st_e:t :
and g0 UK companies and various pub_hc sector organisations. It has é:g ered
iniz- 1 memorandum of understanding with BIS (a_s well as w1t‘h the };« alglt
rydential Regulation Authority), copies of which are avatla!ale 01211 its
website.>! The BIS MoU helps to explain both the nature of FRC’s mqepen c;alilclc
(while recognising the common interestst }Ellagw Blsfilﬁd the FRC share), and the

i ionship that exists between the two of them. ‘
wofllflizgf?rﬁgngan trIzlce its history back to the Dc—:arinlg Commlttele {(under ]ihe
chairmanship of Sir Ron Dearing) and the report that it produced in Scpten:l er
198832 on accounting standards and the work o_f the then current Ac-coun ]]"ig
Standards Committee (a joint committee of various accountancy bodles).d de
FRC was formed in 1990 with two subsidiaries—the .Accountmg Stan ai 3
Board (which replaced the Accounting Standard_s Committee and was 1&;1_1trus le'l
with statutory responsibility for issuing accounting stanfla.rgls) and th(; 1_nanc1a.d
Reporting Review Panel (charged with statutory responsibility for reviewing an
taking action in respect of defective reports and accounts).

"

4 FSMA 5.92(1).

25 FSMA 5.92(4).

26 FSMA 5.93.

7 FSMA 5.395.

2 See fn.13 above. -

= AiZilable at  hitpsiiwww, ﬁ'c.org.1!ic/Om'—Wbr‘l'(/Cocies-S.fandards/CarpomteAgovermncz,/UK
j ¢ i 014].

C te-Governance-Code.aspx [Accessed April 28, 2 _

3"0!.;;1? ;‘iclzaile at  hips:/ww,fre.org.uk/Our- Work/Codes-Standards/Corporate-governance/UK-

Stewardship-Code.aspx [Accessed April 28, 2014]. ‘ ‘

316363 httpi;/g‘ﬁ'c.org.uk/About—t]?e-FRC/Procedures/Memm-ana‘um—qﬁUnderstandmg.aspx [Accessed

April 28, 2014]. ‘ ‘ o

BEIJ“'["he ’makiu]g of accounting standards: Report of the Rewewi Committee™ (CCAB) 198% Stee

further Atip://www. icaew.com/en/library/subject-gateways/accounnng—standards/.kn.owledge-gm e-to-

uk-accounting-standards, where a copy of the report is available [Accessed April 28, 2014].

]
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In 2012, a major reform of the FRC3? was carried out under which:

° its organisational structure was simplified, resulting in its then seven
operating bodies being replaced by just two key committees—a Codes and
Standards Committee and Conduct Committee—with various sub-
committees or teams working beneath them, and an Executive Committee
to advise the FRC board on strategic issues;

. the regulatory responsibilities previously entrusted to various operating
bodies of the FRC were conferred on the FRC itself:**
. it was given a wider and more proportionate range of sanctions and

procedures to use in its monitoring and enforcement activities (e.g.
additional types of action which may be taken against a statutory auditor’s
professional body for securing that body’s responsibilities properly to
supervise its statutory auditor members®®); and

L its independence from the accountancy professional bodies was strength-
ened.

A useful description of the FRC’s approach to discharging its regulatory
responsibilities is set out in its January 2014 publication: “The FRC and its
Regulatory Approach”® Annex A to that publication lists the various regulatory
responsibilities of the FRC, including those with regards to auditing and financial
reporting conferred on it under the CA 2006 as well as its “non-statutory”
responsibility for the UK Corporate Governance Code and the UK Stewardship
Code.*” Its various guidance notes with respect to the UK Corporate Governance
Code and governance matters,>® while not forming part of the Code and therefore
not having the same regulatory importance as the Code itself, generally carries
great weight in the investment community and is seen as providing best practice
guidance in these areas.

In October 2010, the FRC published a brief description of the UK approach io
corporate governance®® and this gives a helpful overview of the key requireriezits

* See the joint BIS and FRC consultation: “Proposals to reform the Financial Rcpoiting Council”,
October 2011 and the joint response to feedback received on that consultat‘on,. i4arch 2012, both
available  from:  haps://www.gov.uk/sovernment/consultations/financial-repo:ting-council-reform
[Accessed April 28, 2014]; see also the FRC’s “Future Structure and regulatory procedures”, March
2012, available from: hstps:/fic.org.uk/About-the-FRC/FRC-structure/FRC-Reform.aspx [Accessed
April 28, 2014]; the necessary statutory reforms, involving amendments to the CA 2006 and
revocation of various earlier statutory orders were made by the Statutory Auditors (Amendment of
Companies Act 2006 and Delegation of Functions etc.) Order 2012 (SI 2012/1741).

** Or in certain cases the FRC’s Conduct Committee—see Annex A to the FRC publication “The FRC
and its Regulatory Approach™ referred to in fn.36 below.

33 See art.4 of 512012/1741.

3 Available online at:  hfips:/ffic.org.uk/Our-Work/Publications/FRC-Board/The-FRC-and-its-
Regulatory-Approach.pdf | Accessed April 28, 2014].

¥ 1t is the LRs (rather than the CA 2006) that effectively preseribe the UK Code issued by the FRC
as the benchmark for the corporate governance disclosures required of premium-listed companies—
see LR 9.8.6R(5) and (6) and LR 9.8.7R.

3% See the guidance referred to under “FRC Guidance™ below and discussed in fn.71 below.

* See “The UK Approach to Corporate Governance—Qctaber 2010™; hetps.://fre.org.uk/Our-Work/
Publications/Corporate-Governance/The-UK-Approach-to-Corporate-Governance. pdf ~ [Accessed
April 28, 2014].
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of the UK Corporate Governance Code and the thinking behind Ehe UKs (i.e. the
FRC’s) approach. As we shall see in para.2-016 below, the key feature of the UK
approach is “comply or explain”. . .

The FRC’s work is carried out by the three committees mentioned above and
their respective sub-committees or councils. The Executilve Committee is
responsible for advice on strategic issues and general oversight of Fhe FRC’s
work. The Code & Standards Committee has responsibility for the various codes
that the FRC issues, including the UK Corporate Governance Code and the UK
Stewardship Code, and the Conduct Committee focuses on promo’_ting k_ligh—
quality corporate reporting through its monitoring, investigative and.dls(:lphn_ary
work. The focus of this work is largely on compliance with financial reporting
requirements. The FRC publishes, on an annual basis, a report on _the impact ar}d
implementation of the UK Corporate Governance Code and the UK Stewardship
Code.*

ISBs

Various ins’icitional shareholder or representative bodies (“ISBs™), which have
no formdl 1egulatory powers or standing in the UK, issue voting guidelines,
recommendations and reports, which carry weight with companies subject to the
UX. Comporate Governance Code. These bodies include the Association of British
iosurers (the “ABI”), the National Association of Pension Funds (“NAPF”), the
“ensions Investments Research Consultants (“PIRC”), as well as certain
investment fund managers such as Hermes Fund Managers.*' With this group
there should also be mentioned the Investor Forum which the Kay Review (see
para.2—042 below) recommended should be established and is expected to be
operational by June 2014. ‘

The ABI operates an Institutional Voting Information Service** (“IVIS”). This
reviews UK FTSE company annual reports and accounts and AGM and other
meeting notices for their compliance with UK corporate governance best practice,
in the light of the UK Code and the ABI’s own recommended practice. TVIS
reviews are issued with a colour coding that ranges from red indicating the
greatest concern with the company’s report and/or AGM proposals, to aml?er
indicating a lesser concern and blue, indicating that there are no areas of major
concern. A green code indicates an issue that has been resolved.

Where company reports or proposals disregard the various published voting
guidance and principles of other ISBs, such as PIRC or NAPF, those
organisations may publicise their concerns and views as to how sharcholders
should vote on any relevant resolutions required to be passed at the company’s
AGM.

The activities of ISBs clearly play an important part in the maintenance of
good governance, although it is arguable that in some cases they may interfere
unhelpfully in the process of attempts to establish direct engagement between

40 Tts most recent report was published in December 2013: “Developments in Corporate Governance
2013™: https./{frc.org.uk/Our- Work/Publications/Corporate-Governance/Developments-in-Corporate-
Governance-2013.pdf [Accessed April 28, 2014].

41 See n.37 and 51 in Ch.1 (Definition, Background and Purpose of Corporate Governance).

42 See wwwiivis.co.uk [Accessed April 28, 2014].
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investors and investee companies. For more about ISBs and their activities in the
context of corporate governance, see paras 1-013 and 1-019, and also the
concluding paragraph in para.1-037 of Ch.1 (Definition, Background and Purpose
of Corporate Governance).

The Takeover Panel

For companies subject to the City Code on Takeovers and Metgers, the Panel on
Takeovers and Mergers has included a number of provisions in the City Code that
set governance-related requirements with respect to the conduct of a target’s
board in connection with a takeover offer. These include general principles
requiring the board to act in the interests of the company as a whole and not to
deny its shareholders the opportunity to decide on the merits of the offer, as well
as rules requiring the target board to take independent advice, rules addressing
possible conflict situations in the case of MBOs and restrictions and requirements

with respect to management incentivisation arrangements and frustrating
action,®

The European Commission*

Corporate governance in the United Kingdom is still mostly regulated by UK
based law and rules, rather than by EU directives or regulations. However, there
is an increasing focus on corporate governance at the EU level, spurred by the
financial crisis of 2008/09 and the drive to find some international “solutions” to
the problems (e.g. as regards executive remuneration) which have become more
apparent in the wake of the crisis. This increasing focus*® has already manifested

itself in, for example, the following legislation which has been (or will have to
be) implemented in the UK:

. the requirements of the Statutory Audit Directive for most companies:with
transferable securities admitted to trading on an EU-regulated mavket to
appoint an audit committee®® (now reflected in DTR 7.1);%7

. the amendments to the Fourth Company Law Directive*® requiring the
inclusion in annual reports of companies with shares admiited to trading on
an EU-regulated market of a corporate governance statement (now
reflected in DTR 7.2);%

“* A copy of the Takeover Code can be downloaded from the Takeover Panel’s website at:
www thetakeoverpanel.org.uk [Accessed April 28, 2014]; see, in particular, General Principle 3 (B1)
and 1.3, 16.2, 20 and 21. Takeover regulation is not generally discussed in this book.

“1 For a detailed discussion of corporate governance more generally within the EU and the direction
of EU policy in this area, see Ch.3 (The EU Corporate Governance Legislative Environment),

* As discussed in para.]-029 of Ch.l (Definition, Background and Purpose of Corporate
Governance) and generally in Ch.3 (The EU Corporate Governance Legislative Environment).

“ Directive 2006/43/EC of the European Parliament and of the Council on statutory audits of annual
accounts and consolidated accounts, amending Council Directives 78/660/EEC and 83/349/BEC and
repealing Council Directive 84/253/EEC [2006] OJ L157/87.

7 See further Ch.14 (External Audit, Internal Audit and the Audit Commitiee).

*8 Made by Directive 2006/46/EC of the European Parliament and of the Council amending Council
Directives 78/660/EEC on the annual accounts of certain types of companies, 83/349/EEC on
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. the Shareholder Rights Directive®® which has led to changes in certain
shareholder rights with respect to meetings in the CA 2006;”'

. the proposed directive on improving the gender balance among non-
executive directors on listed company boards.*

In addition, the Commission has, from time to time, published various
recommendations, reports or plans with relevance to corporate governance within
the EU, as further discussed in Ch.3. The EU’s role in this area has started to
move beyond simply supporting corporate _governance .devclopments- an.d
initiatives, to propoPremium segment listings:sing new dlrectlves.undt_ar which it
will also be required to carry out a review of the working of ‘Fhe directives and to
consider whether their scope needs to be broadened, etc. This has not, however,
been universally welcomed or supported by some Men.lber States, some_of whom
argue that the role itself is not consistent with the principle of 5l;ub'sld1ar1ty and
that a number of corporate governance initiatives that the Comlmss}on has taken
up should best be left for individual Member States to pursue and fgnple:ment as
they think most appropriate for their own particular circumstances.

REGULATED AND OTHER MARKETS

A5 con be seen from the table below and as indicated in para.2—091 above,
curporate governance requirements for issuers of equity ?raded on pubhf; 1ne‘1rk.ets
in the UK differ depending on whether the relevant equity has an official listing
or not and, if it does not, the type of market on which it is traded. There are also
some differences depending on whether the issuer is UK incorporated or not.

The official listing of securities and their admission to trading on a securities
market are two separate things. The FCA deals with applicgtions for hspn_g and
the operator of the relevant market deals with an appl'lcatlon for admission to
trading. The rules for applying for a listing are set out in the LRs; and the rules
for applying for admission to trading will be set out mn the relevant marke’:t
operator’s admission standards rules (e.g. the London Stock Exchange’s
Admissions and Disclosure Standards™).

consolidated accounts, 86/635/EEC on the annual accounts and consolidated accgunts of banks and
other financial institutions and 91/674/EEC on the annual accounts and consolidated accounts of
insurance undertakings [2006] OJ L224/1.

49 See further Ch.20 (Communicating with Shareholders: the Legal and Regulatory Framework) and
Ch.22 (Narrative Reporting). . ‘ ) ‘
50 Directive 2007/36/EC of the Buropean Parliament and of the Council on the exercise of certain
rights of shareholders in listed companies [2007] OJ L184/17. . .
U As discussed particularly in Ch.23 (The Annual General Meecting and Other Shareholder
Meetings). . A

52 §ge further Ch.10 (Gender Diversity on Boards) and para.3-057 of Ch.3 (The EU Corporate
Governance Legislative Environment). . . .

53 See, for example, the discussion in paras 10-011 to 10-017 in Ch.10 (Gender Diversity on
Boards). y
54 Admission and Disclosure Standards April 16, 2013; see: http://www.londonstockexchange.com
companies-and-advisors/main-market/rules/regulations. him [Accessed April 28, 2014].
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CHAPTER 7

The Board: its Role, Structure and
Composition

Mark Cardale!

INTRODUCTION

“If the boatl is not taking the company purposefully into the future, who 822
“It ie-board leadership which generates the drive on which the growth of individual
eompanies and of the economy as a whole depends.”™

The proper functioning of the board remains at the heart of good governance, and
e sentiments underlying these statements, taken from a Department of Industry
Report published in 2004, still reflect the basic premises of the UK Corporate
Governance Code and its key opening Principles. Main Principle A.1 states that:

“Every company should be headed by an effective board which is collectively
responsible for the long-term success of the company”

and is backed by the Supporting Principle that:

“The board’s role is to provide entrepreneurial leadership of the company within a
framework of prudent and effective controls which enables risk to be assessed and
managed*. The board should set the company’s strategic aims, ensure that the
necessary financial and human resources are in place for the company to meet its
objectives and review management performance. The board should set the
company’s values and standards and ensure that its obligations to its sharcholders
and others are understood and met.”

It is easy to say that all boards of directors should comprise a diverse group of
experienced and talented individuals, each of whom espouses and practises the
characteristics and values of good commercial sense, courage, openness and
integrity—an ideal scenario which may not always be readily achieved. The UK

! See “About the Bditor” at the front of this book.

2 Sir John Harvey Jones, quoted in “Building Better Boards™ published by the DTI in December
2004; available at www. berrgov.uki/files/file] 9613 pdf [Accessed April 30, 2014].

3 Sir Adrian Cadbury, quoted in Building Better Boards as referred (o in fn.2.

4 This sentence is repeated verbatim in para.l.l of the FRC's Guidance on Board Effectiveness,
available at Rhutps:/Awww fre.org.uk/getattachment/c9ce281 4-2806-4bca-al 79-e390eched841/
Guidanee-on-Board-Effectiveness.aspx [Accessed June 18, 2014].
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THE BOARD: ITS ROLE, STRUCTURE AND COMPOSITION

Corporate Governance Code, together with the various reviews and reports ang
the earlier versions of the codes which preceded it, supplemented now by the
FRC’s Guidance on Board Effectiveness,’ has sought to provide benchmarlc and
guidance as to structure, process and behaviour which are designed to assist
boards towards the achievement of something like this ideal.

This chapter, together with Ch.9 (The Effective Board), seeks to describe the
relevant benchmarks and guidance in current UK rules® and practice concerning
boards and directors. This chapter looks particularly at the role of the board ang
the functions it performs, the composition of the board and the roles of those who
act as board members, the delegation of the board’s powers and responsibilitieg
through the use of board committees and some related matters (including
recruitment, succession and resignations and retirement). Part 1 of Ch.9 (The
Effective Board) considers procedures used to support and enhance the board’s
performance (induction, training and evaluation), “challenge” and effectiveness,
board information, insurance and other support; Part 2 of Ch.9 discusses some
basic rules for board meetings.

The way of looking at much of all this has evolved significantly over the last
ten years, as the words at the beginning of this Introduction may indicate; and
many changes have been backed by a welter of research and words, both written
and spoken. The financial crisis of 2007/09, as repeatedly remarked, has spurred
changes in attitude, and undoubtedly a much greater degree of professionalism ig
apparent in boardrooms; the extent of structural changes flowing from the crisis
are less easy to identify, and their overall impact less easy to see and foresee,

The requirements for companies to produce corporate governance reports, ag
summarised in Sch.B to the UK Corporate Governance Code,” and the focus they
have given to governance arrangements, particularly in the boardroom, have (in
the author’s view) done much to foster the growth of professionalism noted
above. Points previously taken for granted, or even ignored, now have to be
addressed. Anecdotal evidence suggests, however, that board members now have
too frequent cause for complaint that all of their time and attention as
directors—and it is capable of being a lot of time —is taken up with gevernance

¥ See fn.4 above.

© In this chapter, the discussion is focused on the UK Corporate Governance Cede, and the FRC
guidance surrounding that. As explained in Ch.2, the UK Corporate Governance Code is of required
application only to companies with a premium listing on the London Stock Exchange. But the UK
Corporate Governance Code, and the FRC guidance, will certainly be used as a benchmark by other
companies.

For companies which are not premium listed, see particularly Ch.5 (Delivering Proportionate and
Effective Governance to Small and Medium-Size Quoted Companies) and note also paras 2-019 and
2-024 to 2-029 of Ch.2 (The Legal and Regulatory framework in the United Kingdom).

Much of what is said in this Part 3 of this book about boards and directors is also of application to
boards and directors (or their equivalents) in companies and other organisations in the public,
voluntary and community sectors (including the NIS), which are discussed generally in Ch.27
(Public Sector Governance), Ch.28 (The Voluntary and Community Sector) and Ch.27 (Governance in
the NHS). See also para,12-023 of Ch.12 (Non-Executive Directors).

7 The specific requirements are set out in the FSA Disclosure and Transparency Rules (sub-chs 7.1
and 7.2) which apply to premium and standard listed companies; the FSA Listing Rules 9.8.6R,
98.7R and 9.8.7AR applying to premium listed companies; and parts of the UK Corporate
Governance Code listed in Sch.B set out in Appendix 8 at the end of this book. For more on the

corporate governance report, see para.20-005 of Ch.20 (Communicating with Shareholders: the Legal
and Regulatory Framework).
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d compliance matters, leaving little opportunity for them to 001.151der the prope1:
g f the company, its strategy and affairs. Some mlgm like to rememb‘m
dlre(i:ﬂOD 0a megaton of governance is no substitute for invention, entrepreilleurlal
thgt ev'eninalityg and sheer managerial competence and integrity”® but sen.tlmelllts
?jk}ﬂél}}?;sl gless th:an ten years old, are now hard to find openly expressed in quite

such terms.

THE ROLE AND STATUS OF THE BOARD; DELEGATION OF
THE BOARD’S POWERS

i a board is set out in paragraph
rall ose of the leadership expected of a _ :
"lf};eo?ﬁ: Flglérg Guidance on Board Effectiveness,” which states that:

i y r its collective vision of the company’s
“An effective board develops and promotes 1 _ : :
Qlﬁ-pcose its culture, its values and the behaviours wishes to promote in conducting

its business. In particular it:

. provides direction for management; _ _
. Jemonsirates ethical leadership, displaying—and promoting throuaghf th‘c::l
company—behaviours consistent with the culture and values it has define

for the organisation; _ _ ' o
. creates a ;%erformance culture that drives value creation without exposing the

to excessive risk of value destruf:t:ion; » )
. Ei)aligsa Iirzc:ll-infm‘med and high-quality decisions based on a clear line of sight

into the business; _ _ o ]
. creates the right framework for helping directors meet their statutory duties

under the Companies Act 2006, and/or other relevant statutory and regulatory

regimes; . .
. is gaccountable, particularly to those that provide the company’s captta]l, a;pd
e thinks carefully about its governance arrangements and embraces evaluation

of their effectiveness.”

This principled statement of the board’s role will ﬁnd_ pracn.clal eif(pr;isi:m 1;1 1;111.3
“formal schedule of matters specifically res-er.ved for its decision”, w cb a ;)rate
should prepare pursuant to Code Provision ALl of the UK : ton;p ate
Governance Code.!° This will be reflected in the lcorporate governance ; ]2 emthe
of the company’s annual report, which “should mclqde a statement of owr the
board operates, including a high level statement of which types of dec1'smns z; A
be taken by the board and which are to lbe delegated to manageme 01\;9_
Notwithstanding the aspirations which underpin such statements, some 1rc1iv -

ment with the mundane is probably inevitable. As noted above in the Introduction

(para.7-001), complaints now seem frequent about the amount of compliance

% From J. Charkham, Keeping Better Company: Corporate Governance Ten Years On (Oxford
University Press, 2005).

? See fn.4 above. ] ]
e ::'ailabli Oveat https./Awww.fic. org.uk/Our- Work/Codes-Standards/Corporate-governance/UK

‘ 1 41.
Corporate-Governance-Code.aspx [Accessed April 30, 201 . ‘ -
il éuode Provision A. 1.1 of the UK Corporate Governance Code. See further on this topic, para.9-020

of Ch.9 (The Effective Board).
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work which a board must work through, even if as noted in this para.7-002 beloy,
much “hands-on” work is now dealt with by executive committees.

There is a basic legal principle that the directors should act collectively, ag 5
board'? and not as individuals. Consequently, all directors (whether executive op
non-executive) share equal responsibility for the decisions of the board. T his doeg
not mean that individual directors are unable to express their own reservations o
even disagreements with decisions made by the board as a whole where it has not
been possible to find accommodation for different points of view in some
particular decisions.'> But a director who maintains sustained objection to board
policy or principle, and is unable to reach any accommodation for his or her
views with the rest of the board, should expect to resign, or perhaps to face
dismissal.*

In the absence of express delegation of the board’s powers,'® or except where
the doctrine of “holding out” applies,'® individual directors (or a group of
individual directors) do not normally have power to bind the company. Regular
recourse to the use of delegation to specialist committees by the boards of major
companies is now standard practice, and is indeed required for some purposes of
the UK Corporate Governance Code. This practice is not only perceived as an
effective way to lighten the load of boards as a whole, but ensures proper
specialist consideration to be given to matters which would not necessarily
benefit from the attention of the board as a whole,

In most discussion about the corporate governance of listed UK companies,
attention naturally focuses on the role and effectiveness of board members,
However, the proportion of the board which is composed of executive directors
appears to have declined significantly,'” and much “hands-on” work may be dealt
with by executive committees, really working groups handling specific areas of
the company’s activities (e.g. HR or perhaps IT) or perhaps comprising divisional
heads.

12 Re Hayeraft Gold Reduction and Mining Co [1900] 2 Ch 230. See also, for example, para.5.1 of
Unilever’s “The Governance of Unilever” (2013); available at http:ihwww.unilevercom/images/
1'1*201‘00428TheGoverimnceofUm':’everZOO.iIG[r:m13216301.pdf[Accessed April 30 2Z01<]
Note that in the UK companies operate with a single board: the “unitary” systim, s distinct from
the two-tier system found in parts of continental Europe (including Germany: sce paras 1-029 to
1-031 of Ch.1 (Definition, Background and Purpose of Corporate Governance).
" It should be bome in mind that “An effective board should not necessarily be a comfortable place.
Challenge, as well as teamwork, is an essential feature™ see para.l.3 of the FRC Guidance on Board

Effectiveness. See alse Code Provision 4.4.3 of the UK Corporate Governance Code and para.9-011
in Ch.9 (The Effective Board).

"4 See further in para.7-012 below.

'> Subject to, and in accordance with, the company’s articles of association (see, for example, Articles
5 and 6 of the Model Articles for Public Companies referred to in fn.44 below) and the terms of any
relevant board resolution.

'S Put very simply, this means that where a company, expressly or by implication, holds a director out
as having authority to bind the company in particular cireumstances, a third party dealing with the
director in such circumstances is entitled to rely on the director having such authority. 1t is normally
the case that a “managing director” (or chief executive) will be considered to be “held out” by the
company as having individual power to bind it generally. See, for example Freeman & Lockyer v
Buckhurst Park Properties (Mangal) Ltd [1964] 2 Q.B. 480; [1964] 2 W.L.R. 618,

17 See for example the 2009 study, “Who manages UK ple?”, conducted by the corporate advisory

firm Lintstock and published by the All Party Parliamentary Corporate Governance Group. See
hitp:/fappegg.co.uk [Accessed April 30, 2014].
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As the authority and influence of the executive' committee has grown, fn:ﬁz]if
ies are now making determined efforts to increase the exposure 0 e
compaﬂleﬁﬁve directors not just to the executive committee but to the ig
Bt i the layer below. And, in most instances, these efforts are taking
Otellt%alsl . ontextyof a drive to strengthen the board’s oversight of risk and
el tletli)l by providing more opportunities for non—executive_: dlre?tors to
m;f r'fla ?‘(s);lt feael”yfor the strengths and weaknesses inhereglt 1;1 I:héﬂé b%smesse;i.
i i ir ed by para.1.18 of the uidance
Nou-exeffutlgzeilé:; tOtI: vi;?t,essgﬁaﬂf Wiﬂl),r src)anior and middle managers in thes.e
BOHI;?’.EaIf?dC this in turn should assist those in the “pipe-line” to develop their
areas ;

suitability for a board position:
i i i ternal sources, but companies should
“E directors may be recruited ﬁom ex 1 50 . I )
Ef;gcﬁle\\i]op internal talent and capability. Initiatives might include middle
a

e Ll 4 e
management development programmes, facilitating enga.gemeﬁt fron"ls 1t;me to tir
with non-executive directors, and partnering and mentoring schemes,

l de asue Cadbl-uy RB[JOIt m 1992, concerns had beeﬂ eXpIGSS&d that
1 [ &
AS aIb ) . |
h()a (]S lad auvo ed d501510115 Of a flllldalllelltal klnd tO be taken by eXCCuthe

~ien s without reference to the board.
manAigiTi;Zgly Code Provision A.1.1 of the UK Corporate Governance Code

ren 3o, that:

inc C f how the board operates, including
¥ 1 Report should include a statement o .
;n}l:i:gfllétil staltjement of which types of decisions are to be taken by the board and

»20
which are to be delegated to management.”

BOARD COMPOSITION

General configuration

Compliance with the UK Corporate Governance Code will entail a board
comprised of the following:

. a chairman (Main Principle A.3), whose role is discussed in detail in Ch.11

Chairman); o .
. Echﬁfief e?(ecuti\?e, who will be a different individual from the person who is

chairman (Code Provision A.2.1),' and whose role is discussed further in
para.7-005 below;

18 Paragraph 4.6 of the FRC Guidance on Board Effectiveness. See further para.12-019 of Ch.12

Non-Executive Directors). ince),

?9 %]:ee para.1-014 in Ch.| (Definition, Background ant:il Pur;:tose- hof U};ercsmgg:;t]es S&\;@gﬁ%ﬁw o
endi i i ist of such matters. h

 gee Appendix 5 at the end of this book setting out a lis ( . s

maﬁ;c's rle)sperved for the board, published by ICSA and available at hftps.//www,fr;orf.sziéoii r?;vo; :

Codes-Smndmn’s/Cofpam.‘e-governance/UK-Corpom!e-Governance—Code.aspx [Acce: p 5

2014]. This also contains a suggested list of such matters.

21 See further para.11-007 of Ch.11 (The Chairman).
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. members with “the appropriate balance of skills, experience, independence
and knowledge of the company to discharge their duties and responsibilitieg

effectively (Main Principle B.1);

“an appropriate combination of executive and non-executive directors (and,
in particular, independent non-executive directors)” (Supporting Principle
B.1), and a board appointed “on metit, against objective criteria and with
due regard for the benefits of diversity on the board, including gender”
(Supporting Principle B.2). None of the exccutive directors would have
taken on more than one non-executive directorship in a FTSE 100 company
nor the chairmanship of such a company (Code Provision B.3.3);
at least half the board, (Provision B.1.2) excluding the chairman, would
comprise non-executive directors determined by the board to be “independ-
ent” (defined in Code Provision B.1.1), as discussed further below in this
paragraph. However, a smaller company?® would have at least two
independent non-executive directors (Code Provision B.1.2);

the number of “independent” non-executive directors would be at least
three (except in the case of smaller companies?® when two is the
minimum) in order to comply with Code Provision D.2.1, which requires
that the remuneration committee has at least three independent non-
executive directors, and Code Provision C.3.1, which has the same
requirement for the audit committee The number of non-executives will
however be more than three if a larger number is required to ensure
compliance with Provision B.1.2 noted in the last sub-paragraph;

at least one member of the audit committee would have “recent and
relevant financial experience” (Code Provision C.3.1), as discussed below
in para.7-008 and in more detail in Ch.15 (External Audit, Internal Audit
and the Audit Committee);
a senior independent director from among the independent non-executive

directors (Code Provision A.4.1), whose role is discussed below ify
para.7-005,

The term “independence” in relation to the status of a director is not a te*m of art.
Code Provision B.1.1 of the UK Corporate Governance Code Previcion does
however require the board to state in the annual report each dire~ior it considers
to be independent and in particular why it considers that directors are
independent notwithstanding the existence of relationships or circumstances
which may appear relevant to its determination. A broader discussion of the

meaning of “independence” is contained in para.12-007 of Ch.12 (Non-
Executive Directors).

Size
The UK Corporate Governance Code contains no particular stipulations as to the

size of a board, but a company seeking to fulfil the requirements noted above in
para. 7-003 is likely to have at least seven directors. Larger and more complex

* Le. a company that is below the FTSE 350 throughout the year immediately prior to the
year: fn.6 to the UK Corporate Governance Code.
# See .22 above.

reporting
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i : i Barclays has 13,
i have more*: e.g. Unilever has 14 directors,
Compalilfsmﬁa}];n‘itish Airways 10, although each of these boards has (.mly two
Avwative directors, the chief executive and chief ﬁnz'maal officer (91 ﬁnfi\nie
fi)'(ef;or) Tt generally becomes difficult for a board with too many directors to
irector). :
tively and efficiently. B

Ope;,azzggiim;ep{mciple to Main Principle B.1 (composition of the board) of the
UK Corporate Governance Code states that the board:

“should be of sufficient size that the requirements of the busini'tss can be {)r}ecg::a?eﬁ
S o, .
: d that of its commitices can
es to the board’s composition an : -
:ﬁ?;fut undue disruption, and should be not so large as to be unwieldy”.

ther constraints may also exist. The Walker review?? suggestedz"’ that boall'd:iﬁf
boank% and other financial institutions were being COIlStlT:.ilIlled £ro1'n app«;l; thi
withi isation non-executives of financial experience
B T ot 4 » within the meaning of the Code. Thus,
hey were not “independent” within the g T
e, i larged in order to accommodate additional
might need to be specially enlarge . : :
}(J;;reial) %ind:\nmdent” directors. Walker felt that this was an undesirable side

t of the “Tndependent” director rule.-s. _ .
efﬁ]:?(:al;lce fiay be as important as size: se¢ further in Ch.9 (The Effective

Board’.
i chief executive (and other executive directors)

A e e B il It ma b
;]331'11::;2 tilit ((311331\:'11 1? \ewriting their different roles, and for the board to approve
thisil."i:e chief executive (traditionally referred to 1:1 kjltlhem[:lJIa{ ﬁellls1 ;Lihncientl’:?iiggi
i i i ive i any, wo -
E;Is;i)tr?;i)blliﬂfl(?rsgllflé;gs;legczzzfelgr;jtf %%%21% Oz;r;g ;gei;(;n-;%aig’z Xi:éﬁ}[ie\l};e?;;i
tion of the overall strategy agreed wi . 2 The, ehief | ik o
et o e e i, The it cxcctio il ave e ey
role in managing the company’s executive, setting its tone and values, and 1n

. ; ST ‘ - de
2 In practice, the need for sufficient directors of appropriate skﬂ!s Lmd. (:T.;;(e];entuei;&gmp)al'soevlhe
effective overéight of all its activities, and to people its board co;nm.meei,i 11:3110 We ?iu ?his o
i ‘ But note what is sai
ber of directors on the board of a larger company. j .

1ullx.lﬂtlhe conclusions of the Walker Review on the size of board; in the ﬁnancf{al sec‘itc{ri.ndumy niiics
25 The Walker review of corporate governance in the UK banking and oth_er mffl}nmal Rt
(2009), available at http:/fwebarchive.nationalarchives.gov. uk{+z’ht!p./mm¢. ;m(; (;2 Dfrjéﬁ 4. b
wa!ker, review 261109.pdf [Accessed April 30, 2014]. See particularly para.4- .
Governance of Banks and other Financial Institutions).

25 P 3.2, 3.6 and 3.7 of the review. _ .
2 S:l:lgode Provision A.2.1, noted in para.7-003 above. The separation of these two roles has been

particular issue at ITV over the period from 20062009, and at Marks & Spencer over the period from
2004-2009. o

2% Para.1.13 of the FRC Guidance on Board Eﬂe:?tw'eness.

29 Para.1.13 of the FRC’s Guidance on Board Effectiveness.
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relations with shareholders®; he or she “is responsible for supporting the
chairman to make certain that appropriate standards of governance permeate
through all parts of the organisation” 3! The chief executive should ensure that the
board knows the executive directors’ views on business issues, to improve boarg
discussion and to make known any divergent views before final decisions are
taken.3?

Paragraphs 1.12 to 1.17 of The FRC Guidance on Board Effectiveness addresg
the roles of all executive directors. In larger companies, the executive directors of
the board may comprise only the chief executive and the chief financial officer
(or finance director)**; in medium size and smaller companies, a larger number of
board members, and a greater proportion, will be executives. Among the pointg
made by the FRC Guidance just referred to are:

executive directors have the same duties as other directors on a unita
board, and thus have wider responsibilities than those attaching to their
purely executive roles. They may develop their understanding of the wider
board role by taking up a non-executive position with another board
(although there are obvious constraints on the time they may devote to
another role, and potential conflict issues: the board should have a clear
understanding, perhaps in writing, on the “external” roles its members may
take on);

executive directors have the most intimate knowledge of the company and
its capabilities: they should appreciate that constructive challenge from
non-executives is an essential aspect of good governance, and executives
should encourage their non-executive colleagues to test their proposals in
the light of the non-executives’ wider experience outside the company,3*

The senior independent director

The role which a senior non-executive director might have as “the “enior
independent director” (or “SID”)*5 was first identified in the Hampel \R=port,3¢
and then emphasised by Higgs.>” It will generally be helpful for a conipaity to set
out in writing the particular role expected of the SID.*® Code Provision A.4.1 of
the UK Corporate Governance Code states that:

* See the Supporting Principles in Section E.l of the UK Corporate Governance Code. See
para.20-013 of Ch.20 (Communicating with Shareholders: the Legal and Regulatory Framework),

and note also para.25-003 of Ch.25 (Companies and Their Owners—How They Engage: A Historical
and Personal Perspective).

3 Para.1.14 of the FRC Guidance on Board Effectiveness,

2 Para.1.15 of the FRC Guidance on Board Effectiveness,

** Para.1.16 of the FRC Guidance on Board Effectiveness stales that the chief financial officer has a
“particular responsibility to deliver high quality information to the board on the financial position of
the company”. Enough said|

** See further para.9—008 of Ch.9 (The Effective Board) and para. 12-008 of Ch.12 (Non-Executive
Directors). See also para.7-002 above,

% For a discussion of “independence”, see para.12-007 of Ch.12 (Non-Executive Directors).

3% See paras 1-014 to 1-016 and 1-021 to 1-022 of Ch.1 (Definition, Background and Purpose of
Corporate Governance).

*7 See fn.36 above. The Higgs review is available at hitp:/fwww.ecgl. org/codes/documents/
higgsreport.pdf [Accessed April 30, 2014].

* Para.1.11 of the FRC Guidance on Board Effectiveness.
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“The board should appoint one of the independerlﬁ non-executive dn:]if:t-ors to b;?dt{:g
ior independent director to provide a sogndmg board for the chairman and
e intermediary for the other directors when necessary. The senior
e az El]t] director should be available to shareholders if they have concerns
md?}fﬂ ert]act throueh the normal channels of chairman, chief executive or _othe};
gx]ﬁguti?fzndirectors h:s failed to resolve or for which such contact 1 inappropriate.

The Provision thus outlines the two primary functions of the SID:

to act as an intermediary between the chairman and thg rest qf th}(: bé)allzd.e 1n
this role, the SID should provide: “support for thle chairman in t g e grs E/
of his or her objectives” and “work _w1th thg Chak,l,‘[;';an and Othz _:ir'ec 4 01-1
and/or shareholders,] to resolve significant issues”*® The FRC Gui dncthat_
Board Effectiveness, from which these quotes are taken goes on to slay : a.l
“Boards should ensure that they have_ a clear undefstandmg. [1];le.l t t11s 1es,ne
two way process] of when the senior independent fh.regtor nélg t in et:; e
in order to maintain board and company stability”, an g_n;es ]I ble.
examples. of occasions when intervention may be necessaq}/1 01h e]s(,j e?S D;
includmg disputes between chairman and CEO and w_hen 5 a_re od ers or
nosexkcutives have expressed concerns that are not being addressed by
chair CEO. ' '
:rﬁgra;:tourlg with the other non-executives, the SID will meet Wltil t}tlflgrl
“at least annually to appraise the chairman’s performance -al‘:ld on s4u; il c% her
occasions as are deemed apprc{)ipriate”“"*per Code Provision A.4.2 0

te Governance Code:

. E)Iic(t: (;gp]c;;?son with shareholders. Walker?! noted that “the S_ID Sh('):ﬁdtlﬁe
accessible to shareholders in the event that commun_lclatlon lWll o e
chairman becomes difficult or inap'prop_nate"’. Code Pl:ovismn- I‘%Th of 'u;
UK Corporate Governance Code states in ltlus connection t}lat. : e sen;oa
independent director should attend gufﬁ_ment meetings with 1a 1§ngel o :
major shareholders to listen to their views in order to ht_a p ;v‘e }?pld_
balanced understanding of the issues and concerns of major shareho

7 42 '
itrlsaadiﬁon to these functions, the SID‘mzla\y be. exp.ected to take a l:alilj;n
succession planning, particularly if this is being ignored, and in taking

3 1 25 43
“responsibility for an orderly succession process for the chairman®.

In some companies, the SID may also act as Deputy Chairman.

39 Para.1.10 of the FRC Guidance on Board E_ﬂ‘ectiveness.
4 See further para.9-005 of Ch.9 (The Effective Board).

41 See fn.25 above. ) _ ‘
i Szz fgrther in this connection paras 12—017 and 12-018 of Chapter 12 (Non-Executive Directors),

and note the Supporting Principle to Main Principle E.1 (D1algguc hwtlth Slia;i};?;g;\i?e :)g Otl‘t;leacitj >
i : ““Whilst recognising that mos

Corporate Governance Code, which states that i rehald :

w?tT]? the chief executive and finance director, the chairman should ensure that all directors understand

their major shareholders issues and concerns"’. .

43 Para.1.9 of the FRC Guidance on Board Effectiveness.
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THE BOARD: ITS ROLE, STRUCTURE AND COMPOSITION

COMMITTEES OF THE BOARD

A board’s authority to establish any committee to which it delegates powers wi|
be set out in the company’s articles of association, to which reference should be
made at the outset to ensure compliance with their provisions, The Model Articleg
for Public Companies* give the board very wide ranging discretions to delegate

any of its powers to a committee. The FRC Guidance on Board Effectivenesg
stresses®>:

the ultimate responsibility of the board itself for making final decisions op
the matters considered by board committees;

the importance of communication between the board and its key
committees and of the committees’ reporting on the content of thejr
discussions and their recommendations on any actions to be taken. Further,
“the processes of interaction between committees and between each
committee and the board should be reviewed regularly™.

It will be desirable when any committee of the board is established for the
relevant board resolution to specify:

how membership of the committee is to be constituted, including the
qualifications or criteria by which any person will be entitlod to be
appointed a member of the committee and the number of people who will
serve on the committee;

the committee’s terms of reference: the matters on which it will be expected
or required to deliberate, and the nature and scope of the decisions which it
will be entitled to make; and

any special rules of procedure which the committee should follow,.

Some committees will be set up for a special purpose, e.g. to oversée'the
company’s participation in a particular transaction in which the continuous
involvement of the whole board will be impractical. Other cosainittees, of
particular importance in the governance field, will be “standing toiomittees”, of

x

essentially unlimited duration to carry out the board’s functions: in relation to
certain of its key functions.*

Compliance with the UK Corporate Governance Code will require that a
company establishes at least three standing committees:

. the audit committee;
. the remuneration committee {or “Remco™); and
° the nomination committee,

* See Articles 5 and 6 of the Model Articles for Public Companies, set out in The Companies (Model

Articles) Regulations 2008 (SI 2008/3229), as amended by the Mental Health (Discrimination) Act
2013.

% Paras 6.1 and 6.2 of the FRC Guidance.
% See also para.7-002 above concerning executive commiltees. They will in any event have a

reporting line through to a board member (probably the CEQ), but will not necessarily be constituted
as a board committee.
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COMMITTEES OF THE BOARD

These may frequently be supplemented by a Risk Committee (whose fﬁncgozsi;
me of whose functions may frequently be supplemented b}_/ the Au

b ittee)’” and sometimes by a Corporate Governance Committee (which

gl(;l}]rm;mongst other things take She lé:ad in preparing the corporate governarnce
; ; i —001 above).

Stat(ejrile: ;’izi;zzrizig.?lps;at.}z’e ([)JK Corpo)rate Governance Code states that “[au]

Com;;ittees should be provided with sufficient resources to undertake their

duties”.
The audit committee

A full discussion of the cmnpositioq and role of thfa audit committee is set out in
Ch.15 (External Audit, Internal Audit and the Audit Committee). .

Code Provision C.3.1 of the UK Corporate Governance Code requires tha :
board should establish an audit committee of at lea§t three or, in the caset' oe
smaller companies,*® two members, who should all be independent nenf-‘e)}clecu 1(\{it
directors. Thehoard should satisfy i?self tl?alt at lea!st O:igmelllbel' of the au

i v ant” tinancial experience.

Coﬂé?éﬁei\ijsisf:gelg;gd ;:lcfl:{i?es that the telgns of reference of the audit
S ,jttec,_so including its role and the authority d'elegat_cid to it by the b(ojal]r)d,
should be “made available”, which the Code indicates® can be satisfied by
sublication on the company’s website.

The remuneration committee

A full discussion of the composition and role of the remuneration committee is
set out in Ch.16 (Directors” Remuneration). N

Code Provision D.2.1 of the UK Corporate Governance Code requires that the
board should establish a remuneration committee of at least three or, in the case
of smaller companies,” two members, who should all be? independent
non-executive directors, but may now include the chaman provided that (s)he
was independent at the time of appointment and provided that (s)he does not
chair the committee.>

47 The establishment of a Risk Committee (separate from Audit) was recommended by the V}\v’a;kclz

Review (for which see fn.23 above). For more on this, see para.17-005 of Ch.17 (Practical Ris

Management). , _ : _ -

18 I.efga ch[}:)any that is below the FTSE 350 throughout the year immediately prior to the reporting
ear. )

31“‘ This provision overlaps with FSA Disclosure and Traﬂsp_arency Bule 7.1.1. See further

para.15-021 of Ch.15 (External Audit, Internal Audit and the Audit Committee). 3

0 See hrip: /iwww.icsa.org.uk [Accessed April 30, 2014] for suggested terms of reference for an audi

committee.

51 See fan.7 and 19 to the UK Corporate Governance Code.

2 See .48 above. _

¥ Under Code Provision D.2.1 the chairman of the board may also bc a member‘of, but not cha_m, the
remuneration committee if (s)he was considered independent at the time of appointment as chairman.
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THE BOARD: ITS ROLE, STRUCTURE AND COMPOSITION

As with the audit and nomination committees, the terms of reference of the
remuneration committee must be “made available”, and publication on the
company’s website will satisfy that requirement.’*

The nomination committee

Code Provision B.2.1 requires that there should be a nomination committee
which should “lead the process for board appointments and make recommenda-
tions to the board”. A majority of members of the nomination committee should
be independent non-executive directors. The chairman or an independent
non-executive director should chair the committee, but the chairman should not
be chair of the nomination committee when dealing with the appointment of a
successor fo the chairmanship.

Code Provision B.2.2 requires that the nomination committee should evaluate
the balance of skills, experience, independence and knowledge on the board and
in the light of this evaluation, prepare a description of the role and capabih'ties,
required for a particular appointment.*

For the appointment of the chairman, the nomination committee should
prepare a job specification, including an assessment of the time commitment
expected, recognising the need for availability in the event of crisis.®® Other
significant commitments should be disclosed both before appointment and
included in the annual report. Changes to such commitment should be reported to
the board, and included in the next anmual report.

The nomination committee should ensure that the terms and conditions of
appointment of non-executive directors are made available for inspection at the
company’s registered office during normal business hours and can be inspected at
the AGM (for 15 minutes prior to the meeting and during the meeting).>’

Code Provision B.2.4 requires that a separate section of the annual report
should describe the work of the nomination committee,> including the process it
has used in relation to board appointments. This section should include «
description of the board’s policy on diversity, including gender,” any measuiable
objectives that it has set for implementing the policy, and progress on acihieving
the objectives. An explanation should be given if neither an exféimal research
consultancy nor open advertising has been used in the appointmen ¥ a chairman
or a non-executive director.

Paragraph 4.7 of the FRC Guide on Board Effectiveness® suggests that good
board appointments should “not depend solely on the nomination committee” and
that prospective directors should carry out their own due diligence to ensure the
appropriateness of their appointment.®’

3 See fn.51 above, and see Anp.//wwwicsa.org.uk [Accessed April 30, 2014] for suggested terms of
reference for a remuneration committee.

f" For more on the balance of a board, see para.9-002 of Ch.9 (The Effective Board).
¢ See Code Provision B.3.1.

*7 Footnote 9 in the UK Corporate Governance Code.

*% This Provision overlaps with FSA Rule DTR 7.2.7 R (see Sch.B to the Code reproduced in App.8
of this book).

*? For more on diversity, see para.7-011 below and Ch.10 {(Gender Diversity in the Boardroom).
% See fn.4 above.

o1 See also para.12-012 of Ch.12 (Non-Executive Directors).
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RECRUITMENT, APPOINTMENT AND DIVERSITY

As with the audit and remuneration committees, the terms of reference of the
pomination committee must be “made available”, and publication on the
company’s website will satisfy that requirement.®

RECRUITMENT, APPOINTMENT AND DIVERSITY

Main Principle B.2 to the UK Corporate 69ve1nance Code (Appointments to the
board) states: “There should be a formal, rigorous and transparent procedure for
the appointment of new directors to the board”. Cafg: should be taken that
appointees have the time available to devote to the job.° o

The Supporting Principles in Section B.2 of the Code make clear that it is for

the board to:

“ggtisfy itself that plans are in place for the orderly succession ‘for appointments to
the board and senior management, so as o maintain an appropriate balance of skﬂis
and experience within the company and on the board and to ensure progressive

refreshing ©F the board.”

But in praciice it will be largely for the nomination f:onmni_ttee _(dis_cussed in
para.7-010 above) to male and implement plans to achieve this objective.

The “progressive refreshing” of the board may not always be easy to achieve.
7 hete may be good reasons for some directors to stay on for longer than others,
and unforeseen and unforeseeable events may disrupt a careﬁl.llyl planned
schedule of retirements and new appointments. But some order, if it can be
achieved, is desirable: it will be difficult for a chairman to manage a board where
several directors are being inducted® at more or less the same time, and a board
full of well-seasoned directors is unlikely to provide the requisite degree of
“challenge”™ in the board’s activities. o

The UK Corporate Governance Code in Supporting Principle B.Z.l speaks of
the benefits of diversity, including gender: the gender reference was mtrodur:'ed
following the 2009 consultation process on the Code and reﬂectefi the growing
impatience with the lack of progress in including more women on listed company
boards. Progress on diversity, whether of gender or in other _respects? seems
disappointingly slow,*® and seems to be impeded by a growing fef:hng thig
relevant professional expertise is a pre-requisite to a boarfi appointment.
Higgs®® was quite clear about this: referring to the assumption that business
experience is important for a non-executive director, he said:

67 See fn.29 above, and see hip:/mww.icsa.org.uk [Accessed April 30, 2014] for suggested terms of
reference for a nomination committee. . . ‘

6 See Main Principle B.3 of the UK Corporate Governance Code and the discussion on time
commitment in para.12-009 of Ch.12 (Non-Executive Directors). _

6 See para.9-004 of Ch.9 (The Effective Board) and para,12-013 of Ch.12 (Non-Execulive
Directors).

65 See para.9-008 of Ch.9 (The Effective Board). o

66 See further on gender diversity, Ch.10 (Gender Diversity in the Boardrolom] '

67 Note, in this connection, para.4.4 of the FRC Guidance on Board Effectiveness, referenced in fn.4
above.

% See .37 above.
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CHAPTER 18

D&O Insurance and Indemnification

Edward Smerdon’

WHAT IS D&O INSURANCE?

Attention on the subject of directors’ and officers’ liability (“D&O”) insurance
has increased in the UK in the last ten years, beginning with its discussion in the
Higgs Review and the subsequent inclusion of provision for it (first) in the
Combined <ode and (then) in the 2010 UK Corporate Governance Code and
[CSA Cuidance, which have been followed by new laws on indemnification and
heichtened interest in executive protection arising out of some notorious
~\rzdition cases. Tt is an insurance policy bought by companies for the benefit of
‘weir directors and officers, insuring them in respect of their potential liabilities as
directors and officers. Some policies also reimburse the companies themselves to
the extent they have lawfully indemmified the directors and officers, and may
provide separate cover to the company in respect of securities claims that are also
brought against their directors.

In London, D&Q insurance is provided by commercial insurance companies
and the Lloyd’s market, usually via insurance brokers, either as a bespoke
product or as part of a wider insurance programme. Its availability, scope and
price is ultimately dictated by supply and demand. This has led to periods when
the cover has been cheap to buy and broad in coverage: for instance, the
insurance market was soft between 1996 and 2002, ITn 2003/04, following heavy
losses suffered by insurers during that soft market, when claims exceeded
premiums particularly as a result of D&O claims in the US, the market for D&O
hardened, which meant there were fewer insurance companies providing the
cover and at increased cost. Since 2007 the market has been soft with high levels
of competition and the D&O product had become relatively inexpensive to buy
and broader in scope than ever before. On top of this, the change in the law on

! Edward Smerdon is a partner in the London office of law firm Sedgwick LLP and specialises in
directors’ & officers’ liability and insurance. He is involved in direclors’ and officers” liability
litigation in the UK, EU and US, but also advises directors on their indemnification agreements and
D&O insurance with a view to maximising the protections available should they be targeted. He has
drafted many D&Q insurance policies and advises insurance companies on new products. He has
become a leading authority on the interrelationship between D&O insurance and indemnification,
following the change in UK indemnification laws in 2005, He lectures and has been published
extensively on directors’ & officers’ liability, insurance and indemnitication.
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COVER AVAILABLE
D&O INSURANCE AND INDEMNIFICATION TYPES OF

companies’ indemnification of their directors
tary insurance products that fitted around the
should it fail for some reason,

focused attention on

ide A Cover—the directors and officers
. ; el ;
indemnification, or S

C"mplemen )
i i o : 18-004

whidl Step in licies provide cover to the directors and officers in respect of their personal

H olicies

; 3 s is the
i i “Side A cover™). In the UK this is t
Whilst D&O cover is not generally compulsory, the UK Corporgge Jiabilities (this head is often referred to as
Governance Code? states that all Premium listed companies should buy most widely used cover. § el S yolicg by sefioczerto
provide it for their directors in order to persuade them to take up positiong Which «Directors and ofh_cers a}[fch il o B s o el T
involve more responsibility and potential exposure than in the past. their statutory defmmg]?sth \;\;G;OE = T}}ibrace B Dodioen pistontlumrinsctuns
it irector wi ; ;
deﬁmnor;{l)iisu}‘;;fsz but also any individual who in facthperforms th?elcii a?;
e ; S ill typically include the company s
: regards officers, these will typ :

I . SPURANCE dn:ctor-;;f_\ ;;iigirs but again the emphasis is upon the role actually performed.
and sen

[JK I_[l bOth cases the cover 1s f()r Ilatulal IJEIS()]lb a“(t thelei(,]e [o10) [)()Iae

However, it wag
rarely offered or bought until 5.310 of the Companies Act 1985

Was amended py e e ot (':O?/g rfed-. the directors and officers is typically broad so long as
the Companies Act 1989, now $.233 of the Companies Act 2006 (CA 2006) The cover promfic ) lace: there must be a “Loss” suffered as a result Of
expressly so as to allow companies to purchase D&O insurance fop their four baSi,c o arf t]tllleliiiec-tors and officers in respect of a “Wrongful Act
directors. Even then, take up was slow and the products available extremely “Claims’ m?de B as Directors & Officers”.
restrictive in their scope of coverage, with low limits of the amount of indemmp; Ramitted " gNpeir capacily as i riggered only where all four elements
available, o The Side )t cover of the pollcthln bfkt; 1lgng ;ractice yby reference to different

This was partly because they were based upon the US D&O product, by then exist. S(jm k Sl aﬁj j[ol,ﬁgr ]Itl i;:{ cohapter at para.18-010 below (“What is

mature, which suited the US risks well but did not necessarily address (i BRARX problem, appear
liabilities. Tt was also becauge in the early 1990s the long-established [ay cuveied?”). icy is what is known as a “claims made” policy and so the ﬁn?l
governing directors” duties was such that they were to be judged according tg s D&O policy I.S : E111 Chaqes is that the claims are made during th? poh(?y 5 |
vmysmmMWecmam:mmnwmnﬂth$MWtoﬂwcmmmmy“mmdm rmmwmﬂﬁm“mw‘m?f;ﬁmsmwmmndmﬂmewmwaﬂmﬂmﬂm““
extremely rare. This relatively benign climate changed following the spectacular > period (typllcaﬂly o }_fea; dr ? the policy’s period but not made until ﬂﬁemmfls'
corporate collapses of the early/mid 1990s with the introduction of codes of best where a claim L anﬁcu']a ct 1151 havl; notified the insurer of the potential claim
practice and various cases in which courts began to take a tougher view of s event, ; : t’he d]'reg o subsequent claim will be deemed to have been
directors’ duties. By the end of the 19905 the accepted test for a directr's during the_pohcy s pero apyd
standard of care was that contained in 5.214(4) of the Insolvency Act 19863 which made within the pollcy1§ e érs resent and past directors and anyone who
effectively provides there is a minimum standard of care required to be mct, and Im})ortantl‘y, wig ey C}? N hlé s period. There is no requirement for the
the Companies Act 2006 codified directors’ duties for the first time. becomes a director durlr}g the 1210 oy the policy’s period—only that the claim is

With the soft insurance market and increased demand, D&O insurance has director to have been a dlgec?orth;ltl"m eg}iod (I;s stated above). In this way, directors
become more popular and, with increasing amounts of regulatioi. aad its position made or deemed to be nace 1111 Oﬁt after their retirement. They are potentially
in the UK Corporate Governance Code, it is now fully established, are covered under policies taken

i ithin si st
vulnerable if the company stops buying the insurance within six years (the mo
likely applicable limitation period) of their retirement.

i
; ith the changed laws on
' i r ts have become more prevalent wi t ; .
o COVE AVAILABLEL_WHO % COVEREY i mdiﬁiigcz?ilgnp;ﬁﬁz; arivtzilored to fit around the indemnclli}c?hc;n ﬁ:ﬁ;\féﬁzgtlg
dstep i it fail. This topic is addressed later in .
18-003  Standard form D&O policies all follow a similar format in the basic cover the company and step in should it fai p
provided. There are two heads of cover routinely provided and a third which is : . o rement
provided in addition to public companies. A number of further options existll s Slde B Cover—company reim

brief description of each is set out below,

: i 18-005
Claims that are made against the company are not covered under a D&O policy

ovi i s (see below

unless additional “entity” coverage has been provided by th?ij :}nilgl\‘z”:e‘(j Fand fo

2 Code Pravision A.13 states: “Tho come ; : g 27, ever, the company may !
* Code Provision A.1 .3 states: “The company should arrange appropriate insurance cover in respect for instance “Side C Cover ) How ’

thB exle 1t haS W y 1St e(l e C ectol (I (P[ 5 (51 eCct o their
S an cersinr Sp
( d fu]. h

. S ; . . 3 ; “gj over”.
and other Legal [ssues) for a discussion on directors’ personal risk strategies. ' 1iability_ This head of cover is often referred to as “Side B ¢
* That of: “A reasonably diligent person having both—(a) the general knowledge, skill and

. . . . i )
experience that may reasonably be expected of a PETSON carrying out the same functions as are carred

out by that Director in relation to the company and (b) the general knowledge, skill and experience '
that that Director hag,”

i irec f this book.
* See further Appendix 4 (Glossary of Terms conceming Directors) at the back of this
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D&O INSURANCE AND INDEMNIFICATION

Company reimbursement cover used to be more commonly tri
US, where companies have routinely indemnified their directors, but was legg
frequent in the UK, due primarily to the provisions of Companies Act 1985 $.310
which in relation to directors were replaced by CA 2006 5.232 and 5.234, Section,
310 was a much criticised section, both for its ambiguity and for its effectivgly
prohibiting companies from indemnifying their directors in circumstances where
they are now exposed to much greater threats fr
shareholders. The provisions in CA 2006 5.232 and 8.234 are examined i More
detail later in this chapter but the basic position is that UK companies are noy,
permitted to indemnify their directors in certain situations. Where they do $0, for
example by advancing defence costs, Side B cover i potentially availahje
although it is often subject to an excess, I

ggered in e

om, for instance, Us

Side C Cover—securities entity cover

This head of cover, only needed by public companies, covers
in respect of claims made against it under 5.90 of the Financial
Markets Act 2000 (FSMA 2000) or otherwise, for misleading parti
public offering of shares where the directors are also sued. Such cl
but in principle can be brought against both the directors and the company at the
same time, for the same losses.> In addition, UK companies with US listings will
be exposed to lawsuits from ADR holders under US securities laws, for which
this cover is also provided, Whilst under Side A the directors may be covered
under the D&O policy, the company would not, and so this cover is given to
enable the directors and company to share the responsibility for defending the
claims, using the same defence team. Whilst this is convenient, it may not
ultimately be in the directors’ best interests as costs incurred by the company in

respect of its exposures may reduce the amount of cover available to the direcis»
personally.

the company
Services angd
culars in any
aims are rape

Investigation costs cover

Under the FSMA 2000, the Financial Conduct Authority (FCA} Las sweeping
powers to investigate the affairs of public companies. There have been numerous
other pieces of legislation within the last decade that have produced enhanced
powers for regulators, the Office of Fair Trading and the Data Protection
Commissioner being other examples. Investigations by regulators are therefore
part of the day-to-day life of any company, particularly public and financial
services companies, and are costly where legal representation is necessary.

An investigation by a regulator will usually start out as an investigation of the
company, not of the directors, and without any allegation of wrongdoing on the
part of the directors. The costs of attending an investigation would therefore not
be covered elsewhere in the policy because the investigation, or at least its
preliminary stages, is unlikely to meet the four elements identified above that are

* In 2013 group actions were commenced in London against Royal Bank of Scotland Plc and its
directors in respect of alleged misleading particulars in the prospectus for the 2008 rights issue which

followed the purchase of Dutch bank ABN AMRO. This is the highest profile case of its kind since
FSMA 2000 became law.
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TYPES OF COVER AVAILABLE

i : i iggered (because for instance there is no
quu_irf’fl f(IJ{r Sliiﬁ (i‘:giriﬁerfc)otgonii ttrhigbenef%] of directors (either pergonally
fer ) H(;Iv:lODly, on behalf of the company) being legally repressanted in such
: morg'cos as a claim may follow later. Cover is therefore now given for suc-h
proceﬁ_ u:—iqentatien costs, sometimes without regard to whether the costs a}ll e
fgiilg lglzufred on behalf of the company or the dirfc_:tokrls. z;;s ?n ex:fllzfdotfo tbi

1 ] g ] duct, this head of cov
diff?renfe 2 lio\ijeﬂ?;l]{iit(za‘r‘lsﬁﬁié? ’)ﬂ}c;zglr 2he other heads because it. wlould be
i;lgﬂzcltikgly to be used; it is currently being given without any lower limit.

Qutside board cover

his used to be an optional or very restricted cover but is now starlldal'dt.hlt EOZféz
Tmlsloyees of the company who, at the direction of ﬂlebclqmpany&.slt ?nrs z ; (tJhOSB
: \panies, in ir potential liability as directors o
er companies, in respect of the].l po i | ho
E Oﬂ;m'es Sﬁch cover is popular with venture cgplt_al comparies who ?outuizhy
C(l’rzg nominee directors on the boards of companies in which they have_llnv;ssess.
?t?s a more Tisky cover for the insurers to give because theyhcannot ea;l gznsumrs
i Ha insi details of every such company,
risks.) Rather than insist on thg / : 1 .
i?lsai‘v 'i‘upose restrictions so that it is not automatlcall)y gl\ée:’lll ffih cert;;r;rt{)l;f;
N ith listi US domicile), and that the ¢
£ campany (such as those with llSUngg or :
0: or:;el; ogeg and above (a) any D&O insurance bought by the outside company,

“p -

and (b) any indemnification available from the outside company.

Additional covers

The fundamental heads of cover have now been dealt Wiﬂul but it (115 pos:?[l}:\!e ‘[1(;
. iti i ions the basic policy wording. This
dditional cover via extensions to ‘ba j
ZZ‘;E;?o;ly done either by extensions offered within the pohc{ dg(c):llxz'tczlrlﬂ or :;r)é
E % i hich are added on. In ere
of “endorsements” to the policy, w d on :
:lglerous other extensions offered, too many to set out in this chapter. Below are
xamples of extensions of cover: | .
SOH;n;loyrﬁem Practices Liability (“"EPL") Insura_.nce ctoviiers i m;ofgiilclzc:;
laims made against it that arise out of working s
respect of employment ¢ ; R ol s
g ; ts employees. Examples mig :
adopted by the company or 1 [ untat
i iscrimi I harassment. Such claims
dismissal, discriminatory conduct or sexua : :
saiél.;in otherwise be covered under a D&O policy as the{are geperally;:gg?m”s);t
the company as employer (although see para.18-010 ( What is 'C(géfend.mé
below). The insurance provides defence costs cover for the connpgily 13 -
i i tity coverage it ca :
such claims. There is an argument that as an en »
a\rlnount of cover available for the directors personally and should therefore be
ht separately. _ _ . _
bm};groseczzion gosts Cover covers the costs of a director taking new.plocgefitmtgz
to appeal or overturn or challenge a judicial or gov'ernlmental orqlel agalg:ds of
director. Side A cover will include the costs of brmgmgf(_iefendmg ap};cll o
claims i)ut in certain exceptional circumstances the only nght of tip]fei 1elaim
taking a new and different type of proceeding to the one in Whl;'t' t. ewchere
against them was brought. An example is in the context of extradition ,
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18-010

D&O INSURANCE AND INDEMNIFICATION

once the magistrates’ court has decide

Secret: : d in favour of extradition. it i
ary who decides to allow the extradition and signs the orgz; g) " ﬂtire
T eXira

The on i i
o ‘]ijf: ripj)ﬁzzlt oé ]tl]?latd lies by taking a new proceeding in the High Coyrt
e Gaven mau' ‘s does not fit happily within the traditional polic ’
o o fnd y it should be covered as part of the protection 4
Non_e,;t ecur:fgt}))day has },JBCOH.‘K‘: relatively routinely provided
covey (recutive irectors’ Additional Limit® is a special additional am
L s te;i(pressedlas_ a percentage of the policy limit of ind e
s o Onlyp Oncee 1;}slua1 lmjut of cover which is available to the nn:)n-exmml'ly J
(vl exe,c b de/ policy Iumt_ has been fully exhausted b e
s by eizsagl or non-executive directors and/or the COmpa); claimg
T o Bls I taL the pohlcy 18 more likely to become exhaugt)l(;lTh'a
an non_execuﬁvqut HS ; ¢ executive directors, leaving less cover avail bel -
g pren ;t to de end thgmselves on the less frequent occasion af " f(?r
e m.s uram,:ﬂ 1s in recognition of the heightened interest of non e
e given the fact the liability risks
Iy rewards.

Rei”edD ec RHH—() 0 ¥ 18 1!equenﬂy l)l()\'uie f T No € rem
17 fors f C ve
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- ears’ cover to director .
before e i e 4 . any director who retired ;
l‘ﬁnewadﬁ;l;yre{)tl 1‘.hsii policy’s p;nod, where the policy is subseq;n‘t’loluntgmy
placed by an equivalent policy. The purpose behind the o tne“her

Xlension

is s legiti
to address legitimate concerns of retired directors that D&O insur.

b 1 i Sf 5 p |
(5 alntamed dﬂel the ha\’e left leaV I'llg th@I]l un IOteCtEd E!gB.U lst fl]tllle Cla
1ms

tha:;a Zlittea ;:dtigu‘ _conduct whilst directors of the company.
D&O policies a;?i;ﬁbqj; ftszz!ztj_z and Per Claim Limits are a recent phenomeno
is eroded by every PaJ nlen(‘z . Sglgle segregats Limit for all claims brought Whic?nl
vl el s Some[?j/n }?a e b_y t_he msurer regardless of when made ,and
nilet B itlior e t1e::ht is limit is not sufficient to satisfy losses claimzl}
dopending o fhe reci? ere being mulltlple claims. Where thig happens --\;
ool bic htp cise terms, 'the pohc_y may reinstate itself again fo 3 q:
ught within the policy’s period that is not connected to ﬂnL‘ 10;2;2/

Homg
dil’ion.
againgt
tructure,
afforded ¢,

2 on-executives
Of non-executives outweigh

WHAT IS COVERED?

:;i]; natlure of the liability risks facing directors has chan
bmus&; t]as t_he cover provided by the D&O policy. In
o ag Vaar%::;sto ?Lrectors m.the U_K relatively infrequently. This may have b
et Rinpr: reasons, including, as mentioned above, the more el o
wnder e 121 uct that fo_r s0 logg existed, the limited groups of peo 1";5 a:]fd
e Tl sh law (.:ould bring claims with any prospects of suc s, it
e a}lf enign claims culture in the UK by comparison with the U(:;S:;V a'nd .
gal regime has some considerable way to go before it exposes &ire[:tit ﬂ::e
s to

ged over the last 20 years
practice claims have been

® A typical example of this clause states;
al'l QLAIMS on behalf of any INSURF'
Liability of this Policy Shall be increasé
respect of [Side A and Side B coverage]
the date of the WRONGEUL ACT” (Sou

“In the event of payments in res isi
o el pect of LOSS ari
{ljjﬁ e:;?austmg the le][ of Liability ... then thesfi%n?to;
! -};h. e sum set forth in the [Schedule] in the aggregate in
T the !Jeneﬁt only of NON-EXECUTIVE DIR];CTOR
ree: Axis Specialty D&O Palicy 2006) s
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the liability risks imposed on their US counterparts, a gradual increase in

otential exposure has heightened interest in the D&O policy, and what it in

ractice covers.
As mentioned above, the amount of cover provided may change with time,

according to insurance market conditions. If in doubt about the amount of cover
pmvided under a policy, it is advisable to ask the company’s insurance brokers to

comment.

The policy—general

lem that needs to be notified to the insurers arises it is for the
Is within the cover in the first instance. This is done by
reference to the heads of cover available (see above). The reader is reminded that
gide A cover, which is provided for the directors and officers in respect of their
potential liabilities, requires four basic elements to be in place: there must be a
«0ss” suffered as a result of “Claims” made against the directors and officers in
respect of a “Wiongful Act” committed “in their capacity as Directors &
Officers”.

The definition of “Directors & Officers” has already been discussed above.
The polizy definition of “Loss” will usually be sufficient to embrace
cnmuensatory damages awarded against the directors, settlement payments,

atance costs, and the claimant’s costs where the claim has been successful.

¢
Nafence costs are usually expressed to be payable “as incurred” which means
her than reimbursed at the end via

they are paid by the insurers as they fall due, rat
an “advancement of costs” provision (relevant to the conduct exclusions, below).

The policy definition of “Claims” will usually include pre-action protocol or
other letters threatening proceedings, civil proceedings, regulatory proceedings
and criminal prosecutions. Finally, the policy definition of “Wrongful Act” will
typically be broad, embracing all types of actual and alleged misfeasance; the
crucial element is that there be allegations of wrongdoing.

Importantly, there is no coverage limitation on where claims can be brought,
unless claims in certain territories are expressly exchuded. Directors of companies
with US listings, parent companies or subsidiaries stand a higher chance of being
sued and so a “US exclusion” would be unacceptable to them.

Below, we look at the most common areas of exposure for directors in the UK
and comment upon how Side A of a typical policy might respond.

When a prob
directors to show that it fal

Civil claims brought by the company

Claims by the company are in theory the main source of liability claims for
directors as it is to the company that directors primarily owe their duties, although
in practice such claims are infrequently brought. The situation most commonly
oceurs after the constitution of the board changes significantly and the new board
recommends to the company that it brings proceedings against the retired

directors for mismanagement.
Such claims are for, inter alia, civil damages and will usually make allegations

concerning the management of the company. In this event, the four elements
needed for there to be cover will usually be present. Where the claim contains a
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Derivative claims

Generally the principle of “majority rule” appli
Cher: pplies to compani
;l:lll;(;g(‘[)}lj] Zhe;rieh;)iﬁers'have ah.avays had a theoretical common ?j\iliéh?;wg .
. i hr;i[ 61: du];ectors in th'e name of and on behalf of the company wlllm :
i Ao g S a soh cen majority shareholders and have allegedly been _Pire
b s f? u({l:tt at is mamfest}y against the company’s interests (lqmgL-11 =
o rarelg ' aud on t.hc mmonty"). Practically speaking, however, this riwlTll p
o hm-d)}/ xercised given uncertainty over its applicatio i v
i tOesm tokovlelrcome. Sections _260 to 264 of CA 2006 contain provisj
g ik afe tbe_cupmnstanccs in which such claims may be lzuroug]:rusmHS
o Cla]% gr thrmf_g,mg them, clearer. Such claims will otherwise clz)sal;d
P i i, by the company as described above and for that reaso kel
: ithin the cover. -
Since the law changed there have been a number of “low profile” derivati
ve

aCIZIODS COH]_lnenCed Hﬂdel th aChI[lcly bth iew I ave [)I Cee(le(l t
€ new m. 5 e
0 paSt h

n and the perceived

Claims by shareholders

It is established law that directors do not 5

. generally owe a du indivi
z?;;;l:oellgzins.s;fgl’s has not prew_anted mipority sharelsllolders fromtyu';(i]n]gn?;vlf'iial
e, LEIeCtO‘rS from time to time. Such claims ought to fail, but thg
i eb to incur costs defending the proceedings, at least to "rhe oint
N ;.e : ige ; et St[;UCk-OUt' The four necessary elements for the cover ‘cho s
s ysuc:3 de ﬁlisj:n:;reﬁ;pi for e?«;;mple where a director, whe iz ai:o
a3 ) : apacity as a sharehold i
;111;)1 iﬁplder dispute). Claqns under CA 2006 5.994 for unfair p:jlfrsiyfél . HE ﬁ

18 category, depending upon the particular allegations. N

Claims by third parties

Gener i i ings wi i i
e ilgnm altlhelg iea]:llmgs Wlt_h jnhnrd parties, the directors act as representatives
e hgve Y, an dt erefore it is the company that ought to be liable where the
o Cza{xss othgrs loss :dnd damage. However, where the company has
B Sh);rehablz to ex1st,‘p_arncular1y where the director in question was also
et o d_0. ir apd 'dnvmg force behind the company, a third party may
ek folrl EESO;;; fl:ra:i?i ;)rxllstzzybasés tlt]h?t the director assumed a personal
- ond that assumed by the company.
Woml(lle ;?(e)u; ﬁfgﬁssaily elements for cover may be present, as it is lljike)lfy there
st ifthc 31111.1 for damages glleging a wrongful act. However, it is
iy 'b?lf: aimant succeeds in establishing that the director ass,umed
B & ponsibility, (s)he could not have been acting in their capacity a
or. On the other hand, the crucial factor may be that the clirectolr3 could 15105;
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n in a position to assume personal responsibility had he or she not been
¢ at that time. Coverage may ultimately depend on the precise language

have bee
a directo
used in the policy.

Claims arising out of public offerings

tioned above, claims may be brought against the directors (and the
ading particulars following a public offering of shares. The
liability imposed by FSMA 2000 5.90 is at first sight strict, but the effect of the
statutory defence contained in FSMA 2000 Sch.10 means that the directors are
only likely to be liable where they did not act reasonably, thus introducing the
requirement of fault. In practice few claims under this provision have been
prought, reflecting a benign claims culture and lack of recent significant
corporate failures, but depending on how some high profile cases’ currently
proceeding through the courts are determined, FSMA 2000 5.90 could be used
more frequently in future. UK companies with level 2 and 3 ADR programmes
are much more liksly to face equivalent claims under US securities laws. The
claims are ciyvil.in nature and for compensatory damages, therefore are again
likely to trigges the cover because all four necessary elements are present.

As men
company) for misle

Emnloyiaent practice (EPL) claims

1eually employees with a complaint bring proceedings against the company
employer, which is not covered under the D&O policy. In cases of discrimination
or harassment, a claimant may also join the employee most directly responsible
for the matter complained of. This employee may coincidentally also be a
director, however, the position of director is unlikely to be crucial to the
establishment of the wrongful act alleged, and therefore it could not be said to
have been committed in the capacity as a director. Companies with specific
concerns as to their exposure to employment claims should seek to address them

through EPL insurance.

Insolvency Act claims

A major source of potential claims against directors is after the company has
entered insolvent liquidation, under the Insolvency Act 1986. Liquidators have
broad powers to bring claims against directors for misfeasance on behalf of the
company (under s.212), for fraudulent trading (under 5.213) and for wrongful
trading (under s.214).

Coverage of misfeasance claims is likely to be subject to similar considera-
tions as for claims by the company (see above). Claims for fraudulent trading are
likely to present additional considerations for the cover (see para.18-023 (“What
is excluded?”) below). In respect of wrongful trading, the directors may have to
contribute to the assets of a company if they continued trading in circumstances
where they knew or ought to have known there was no reasonable prospect that
the company would avoid going into insolvent liquidation. The claim is civil in
nature and involves an actual or alleged wrongful act. A possible doubt is over

7 See fn.5.
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Disqualification claims

Under i i
com;la 11S}',6W(])3£ ct}]:{;} Cobmpany Directors Disqualification Act 1986 directors of
as become insolvent will i i i - s
et ot 0 s o be disqualified if their conduct makeg
Liquidators file a confidential “D R ” wi
] : : . eport” with the Government’s D
[;); E;Isnmeis Innovat?on & Skllls_ on the directors’ conduct, and ﬂler:};;trtr_nent
recgurse Z]il, di?lgil bl’](_;‘lg Iﬁroceedmgs for disqualification. There is no e:)tflh 5
rec tvallable under the Act. This procedure i i 3
In increasing numbers in recent years. PRSERAIRG hos Tomen.aned gsinat Gt
andhl én;ictlcel the“dlre?,tors inlcur substantial costs defending these proceedin
Sjn]_ii o er§‘1s a _loss _ notwithstanding the absence of any award of dam -
“C]aim”y, 1squa11ﬁcat1(_)n_ proceedings usually fall within the definiti m
even though this is not a civil claim for damages. An allegﬁtiox? - fOf
; of a

“wrongful act in the capacity of a director” i i i
| ful | ctor” is obvi i
disqualify is based upon the director’s conduct. e e

Criminal proceedings

;F;llfl,]réla t;g; rillllz:.:ny crnmr}al offences for which directors may be charged. The
o ‘=1OSSliriE?;Z?:;}l,lzu?bStgngil costs defending themselves in a cr.irm'na{
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inVOIV.e nmin Sroceedn}‘gs will 1101‘m5}11y constitute a “claim” and obviously
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o 3(/1 ' e triggered. Due to uncertainty whether extradis n
£s, and 1n particular, the appeal of an order of the Home Secratar, aj'e
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1 113 4an 2 1' 1 < F
covered as a Clal“l 2 [,0 icies are gﬁnera] y glV]]lg EX[JIGSS cover [} Ilﬁ [”[)CGSS
.
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FSMA 2000 proceedings, fines and restitution orders

Di ; ; . .
; ilrreeccigorsl 1nCL:;1mg costs In co-operating with the FCA in an investigation of the
. (ris conh uct will be covered f_or such costs if the circumstances amount to a
Coam th.e.lw cre th.ere are allegations of a wrongful act). In the absence of a
oaim ltefnzif‘estlgatmn Costs cover (above) is likely to apply. Once the FCA
procee:j :n gutl mg;‘ and mlakes an order, the directors can appeal by taking a new
0 a Financial Services and Markets Tribun i
_ : / al. The taking of
:gg:gll 5; gs::;izlngd nﬂ;ay 1;6 subject to the same coverage doubts as thg extfggi]:ioag
; erefore some policies ivi 5 '
Cm:;r i b o o policies are giving broader “prosecution costs”
owever, whether the remedies are cov
t e _ ered by the D&O policy i
bore(géehitmnf 1I:andel FSMA 2000 5.91, the directors may be ﬁﬁed gylfhlél%régrg)?
s of FSMA 2000 for “such amount as it considers appropriate”, The fines
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are not “criminal” in nature and therefore in theory are capable of coverage under
insurance. However, the FCA outlawed the possible coverage of such fines under
insurance policies from January 1, 2004 on the basis that insurance removes the
incentive for compliance. In any event, it is doubtful whether a “loss” has been
incurred: typical definitions do not embrace fines of any nature.

Under FSMA 2000 5.382, the FCA may impose restitution orders upon the
directors. Another new area of exposure for directors, a restitution order may
attract cover depending on which type of restitution order it is. An order for
repayment of any profits that have been earned by the directors as a result of, for
example, a breach of the Listing Rules, is unlikely to be embraced by “loss”.
However, an order requiring payment by the directors of a sum equivalent to the
loss or other adverse effect of the breach that has been caused to others, such as
shareholders, could be a “loss” because it is essentially compensatory in nature.

Conclusions

From the above/ i can be seen that in respect of the major areas of potential
claims that caa be brought against directors in the UK, the losses incurred by
those direcfors are likely to be within the cover under the D&O policy. This is
not, however, the only consideration, as coverage is also subject to the other
terms. conditions and exclusions of the policy (see below).

WHAT IS EXCLUDED?

Assuming the problem notified to the insurers by the directors has engaged the
cover outlined above, the losses will be presumed covered under the policy unless
otherwise excluded. At this point if the insurers assert the loss is excluded, then it
is their responsibility in law to demonstrate that a relevant exclusion applies, not
the directors’ responsibility to demonstrate that an exclusion does not apply.
When the D&O policy was in its infancy, mainly because the nature of the
exposures was not fully understood and insurance capacity was scarce, it
contained a long list of exclusions. Now, the product has matured and insurers are
using more targeted exclusions for specific matters not intended to be covered.
This has effectively reduced the number and breadth of the standard exclusions
used. However additional exclusions may be added on a bespoke basis by way of

endorsement.
In this section, there is brief consideration of the standard exclusions.

Dishonesty, unlawful gain, deliberate breach of rules

These are known as “conduct” exclusions as they relate to the directors’
behaviour. Losses arising from dishonest acts are always excluded; indeed the
policy is unable to cover those guilty of dishonest acts as a matter of public
policy. Losses arising from unlawful gain, such as the receipt of remuneration to
which the director was not entitled, and losses as a result of a deliberate breach of
rules are also excluded. However, importantly, the exclusion is usually severable,
which means that it should be considered separately for each director and applied
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only to a director guilty of the relevant misconduct. The effect of this, for
Srxample, is that directors who may be the subject of a claim which involves the

dishonesty of another director will be covered so long as they were not dishonegy
themselves,

As to how the exclusion is applied, the usual Tequirement is that congyceg be
“actual” and, practically speaking, that means the exclusion only biteg if 5 court
finds that a director was guilty of the relevant excluded conduct. For instance, gp

Costs provision in the policy.
In the event of an ultimate finding of excluded conduct, any damages awarded

against the guilty directors would be excluded and the insurers may be entitled to
claim reimbursement of their outlay for defence costs from them,

Civil claims brought by the company

been no claim against them at all,

This concern gave rise to what is known in the industry as the “Asgured v
Assured” exclusion. In the early days in its most basic form (now relatively rare),
the exclusion prevented there being Coverage of any claims brought by the
company.

Despite the insurers’ legitimate concern, the clause Wwas seen as a blunt ten! 1
circumstances where the company, under English law, is the primary soutcs of
claims against directors, Consequently, over the years, the clause has beén refined
i ” claims that are brought by e company,
Common examples of arm’s length claims that are Now commozily.covered age
claims brought by an administrator or liquidator of a company, claims brought by
the company at the recommendation of a new board of directors against former
directors (Equitable Life being an cxample), derivative actions and claims
sanctioned by the shareholders in a vote.

In a further dilution of the detrimental effect of the clause for directors, the
exclusion frequently does not now affect the Coverage of the directors’ defence
costs, therefore, even if the claim itself falls foul of the exclusion, the directors
would have their defence costs paid. This removes the incentive for the artificial
formulation of a clajm.

In many recent policies the exclusion has been removed altogether for non-US
claims but with the insurers retaining the right to take over and control the
defence of such claims rather than leave the directors to do so (the latter being the
usual position—see below). This seems to be the most effective way to remove
the risk of “abusive” claims and ensure the cover is given for legitimate claims,
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Personal injuries, physical damage, pollution, professional liability
and other insurance

i e
ims brought directly for personal inju_ly, physical damage, polluhg:i ;;_c; dﬂ:()
Clau:In. f professional services are routinely excluded as they are co e
oo S riately covered under other types of insurapce_ purchased yth i
| R a%)l?%ovetails with another routine exclusion/limitation, for losses" ta
e o d bS other insurance policies taken out by the company (the nor.rrll is c::
EIetcot\iflearte they D&O policy is to sit in excess of more spec%ﬁcaélsferrioivg?e
o i i : ignificant gap in ¢
i s does not mean any sign ,
m's-ul?élr(;e)l-a\e]?allj;:(:tslﬁihﬂilaims should be covered by EL/PL, property and
duef? ssional liability insurance also pu.rchase(ﬁ by. th§ company. .
pmHiivever claims against directors that arise mgxifectly from peerjlc;n - éred,
i , i rofessional liability are norm :
e dalmatier, 65(2111111;112.]1 a i[llz?m:}[) for losses based on mjsmanageme-nt brougth;f
e sors because its business was adversely affected by environmen af
: thzd(;:J(ilgT;pﬂ()I?'y for loss of business as a result of a high profile class action o
proce 5

personal injucy claims, will usually be covered.

Pre-exisuing claims

it 15 routine for claims arising from (1) matters notified ur&der g prevliogderﬁfe)
- itigati i licy period to be excluded.
I ation that existed before the policy -
i algi (tzh)i;]t;sgdth(:t] previous D&O policies should be applicable to such
on :
;ii‘?ters and so the current policy should not also apply.

Pension trustee liability

’ i olic
Directors may also be trustees of .the company’s pension ﬁl]'loch 1;1111; tEf:.OTF;ﬁ : i)sf
will exclude liabilities incurred in thelll' capac_lty as pensi e oL
because it is essentially a different kind of risk to dl.re'ctors . enSion,thtee
assessed separately, and a bespoke policy purchased for it (a “p

liability policy™).

EVENTS THAT AFFECT THE COVER

. . . . it
There are some important additional clau;*.es in the policy witllt(;lh dl;:ltii? Il)i;\;; B
reacts to certain events that take place during and at the end of the p

Acquisitions/new subsidiaries

i i ic iod
Directors of companies acquired by the insured company duru}g th;c poohc:)l/iger 5
mlar;cbe covered automatically under the insured c,?ompanjl/ 8 ;as thgc; qulfmed
i : isition, so lon
i ising from matters post-dating the acquisition, -
CIalmZnaniS;n Eot listed, nor domiciled in the US, anc_l does not hav; tt}citai ni::; ;
Compd'y a cerlain percentage of the newly consolidated assets of the s
exrcr?;al?}lfg If any of these provisos are not met then there will be no auto
co ;
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coverage and the insurers will have to be gri
& inst ¢ approached to a t th
acquired company’s directors on terms to be negotiated hnpoﬁa‘;ilyoai(c)lv?r ;
: ) In any

event, the cover only applies to clai isi
8 ms arising from fz : ¥ :
after the date of acquisition. ¢ e ol matters e

Takeovers/mergers

Where the insured com is i

: pany 1s itself taken over or mer
where the other entity is the survivor then the polic e
cover, and from the transaction date unti] policy expiry will onl

of pre-transaction facts and matt ims i
ers, as claims in r
covSered under the acquirer’s D&O policy. FE
ome policies automatically go into “rur "1
. Some p : atically 1-off” in the event the com
;;1;‘,10 adm]glstratlon or ]1qu1_d.at10n, on the basis that the rigk changes 51?11(11); e
Yy once insolvency practitioners are appointed. Such policies would still cuol\e/:;

m re [) C gt Y 5 11 S‘.
ClalHIS respe t Of pIe 11 lSOI\:e[]C faCES alld Hlattels uIlt]I X I

NON-RENEWAL OF THE POLICY

It . .
a; ;sthue]:rﬂﬂ(ely thlc-: Dé&O policy would not be renewed without being replaced b
Howevereqlt;\(;i ent one, otl;er than when the company becomes insolvenf
; : payment of an additional premium, an « ;
period” will be provided by the insurer. This al s divectons To 0
T iy s DAL ot 1 1s allows the directors to report, up to
policy has expired, claims which arise %
. ; ired, out of iacy
ma’t‘ters which occurred prior to pohgy expiry, and coverage will e lproiiggg

1'u111-0ff }::()ver via one of the extensions in the Policy.
pra:’:jtit) ];aerixif:liﬂ ?Itcclmstolvency, ﬁle company (via the relevant insolvency
: °ly to renew the policy, and so the dj 'S Wi
either approach the insurer for « , it
ither run-off” cover, or notify “circumsta i
. o 1-0] er, nces likely t
give 1ise to a claim” before the existing policy expires (see para. 18-004 abf)vg

(Side A Cover), and ! : .
CifCllrnStances)),) para. 18-040 below (Notification of claims and/or
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Finding the right cover

A D&O policy can be purchased through the company’s insurance brokers either
as a bespoke cover or as part of the company’s wider insurance programme. If the
latter it may be possible to achieve savings in overall premium paid but there may
be sacrifices made in terms of the policy’s “fit” with the directors’ precise needs.

It is usually the risk management department of the company which handles
the purchasing of D&O insurance, along with the other insurances the company
needs to buy. Often directors do not have any involvement in the purchasing
process, but it is advisable that they take an interest given it is for their benefit.

Given the relatively complex nature of the cover, and the potential expense
involved, it is also important to seek advice from the brokers on the most suitable
product for the directors’ particular circumstances. There is arguably a conflict of
interest between what the directors want cover for, and what the company is
prepared to buvy. but as the company pays the premium this issue is rarely
explored. This iz another reason why the directors would be well advised to ask
questions-avout the cover available during the purchasing process.

The brukers will then need the directors to provide accurate information about
the cernpany’s business in order to obtain quotations from the various insurers
approached by them. Tt is possible the insurers’ underwriters will invite the
drrectors to meet with them to answer any additional questions they may have.
Where there are legitimate concerns over disclosure of sensitive information the
underwriters are usually prepared to sign a confidentiality undertaking. This also
provides an opportunity for the directors to ask the underwriters any questions
they have about the policy they may be buying.

Ultimately, the main buying criteria for the directors will be price, the amount
of coverage provided, and the quality of the security.

Policy limits

An important issue to consider with the insurance brokers is the amount of cover
to purchase. A standard level of cover for small/medium sized companies is up to
£10 million but for large public companies limits of say, £200 million or more
can be bought. Such limits are usually expressed to be “in the aggregate”, which
means that once payments by the insurers in respect of claims notified in that
policy period have reached that sum, the cover is exhausted. Put another way, the
policy limit will be eroded by every payment made under the policy, regardless of
on whose behalf it has been paid. This can mean that the cover is severely
depleted by one claim against a director, leaving the others exposed. This may be
of particular concern to non-executive directors who are less exposed to claims
than their executive counterparts but will be concerned about their position in the
event of corporate collapse, by which time the limit of cover might have been
considerably eroded by costs incurred by the executives in respect of other
matters (hence the possible provision of extra non-executive director cover as

mentioned above).
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