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The structure of corporations  
in Australia 
A corporation in Australia is established by the  

process set out in the Corporations Act 2001 (‘the 
Corporations Act’). The effect of incorporation  

is to limit the liability of the corporation, its 

shareholders and those who direct it, manage  

it or are employed by it.

A corporation will be placed into liquidation if it is 

unable to pay its debts as and when they fall due. 

Creditors may only recover against the corporation’s 

assets. The shareholders remain protected from 

liability as do the Directors and Officers (D&Os) of 

the corporation provided they satisfactorily perform 

their duties.

Historically, Australia inherited the common law  

of England at the time of colonisation in 1788.  

It modelled its company law upon English legislation, 

including the English Companies Act 1862 which 

applied for many years. The current legislation was 

enacted by the Commonwealth in 2001 and applies 

in each State and Territory of Australia.

Who are Directors and Officers?
An Australian proprietary company is required to 

have at least one director while a public company 

must have at least three and in many companies 

there is a board of directors who have powers to 

direct the actions of the company by resolution. 

An officer is defined by the Corporations Act to 

mean a director or secretary, a person who makes or 

participates in making decisions that affect the whole 

or substantial part of the corporation, a person who 

can affect the financial standing of the corporation 

or a person whose wishes or instructions are acted 

upon by the directors. It includes liquidators, 

receivers and administrators of the corporation.

Liability of Directors and Officers
Notwithstanding the limited liability of a corporation, 

D&Os carry the risk of personal liability for loss 

suffered by the corporation or by shareholders and 

for loss suffered by third parties in some circumstances.

Liability to the company 
In general, D&Os owe certain duties to the 

corporation, breach of which may cause loss to  

the corporation for which it may claim damages 

against them. 

The essential duties owed include:

•	 a duty to exercise due care and diligence;

•	 a duty to act in good faith and for proper 

purposes; and 

•	 a duty to avoid conflicts of interest. 

These duties are imposed by the general law  

(the common law and equity) and also by statute.

The duty to exercise due care and diligence is 

required under the common law and equity and 

under section 180(1) of the Corporations Act. The 

standard of care and diligence is judged objectively, 

measured by reference to the ordinary prudent person 

in the position of a director or officer and may vary 

depending on the size and business of the corporation, 

its circumstances and the extent of the directors’  

or officers’ responsibilities within the corporation.

This duty is subject to the business judgment rule  

by which D&Os are allowed to make business 

judgments and business decisions in a spirit of 

enterprise – section 180(2).

A breach of this duty may give rise to an action for 

damages by the corporation at common law or for 

equitable compensation or for what is known as a 

‘compensation order’ under section 1317H of the 

Corporations Act. 

The Australian Securities and Investment Commission 

(‘ASIC’) may also bring proceedings for a pecuniary 

penalty of up to $200,000 under section 1317G of 

the Corporations Act.

Similarly, the duty owed to the company by Directors 

and Officers to act in good faith and for a proper 

purpose arises at general law and under section 181 

of the Corporations Act. 
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A breach of this duty where the director or officer 

has done so with intentional dishonesty or 

recklessness, leads to criminal sanctions including 

penalties whereby a maximum fine of A$220,000  

or 5 years imprisonment or both may be imposed. 

Wider equitable remedies may be available including 

avoiding the transaction not entered into in good 

faith or an account of profits.

The third duty owed by Directors and Officers to the 

corporation of avoiding conflicts of interest arises in 

equity as a fiduciary obligation. 

Insolvent trading
Directors also have a statutory duty to prevent 

insolvent trading under section 588G of the 

Corporations Act. In essence, a breach of duty  

occurs where the corporation incurs a debt and  

the corporation is insolvent at that time, becomes 

insolvent by incurring that debt or by incurring at 

that time debts including that debt, and at that time 

there were reasonable grounds for suspecting the 

corporation was insolvent or would become insolvent. 

The courts apply an objective test, according to  

the standard of a director or officer of ordinary 

competence who is expected to have the capacity  

of reaching an informed position about the financial 

capacity of the corporation and whether the 

corporation is able to pay its debts as and when 

they fall due.

The statutory defences to this breach of statutory 

duty include that the director or officer had 

reasonable grounds to believe the corporation was 

solvent at the time it incurred the debt including 

that they relied on a competent and reliable person 

to provide adequate information about whether the 

corporation was insolvent, they did not take part in 

the management of the corporation at the time the 

debt was incurred because of illness or some other 

good reason, or they took all reasonable steps to 

prevent the corporation from incurring the debt. 

A director or officer who breaches this statutory duty:

•	 may be guilty of a criminal offence, subject to a 

declaration by ASIC and pecuniary penalty order 

made under section 1317G of the Corporations 

Act of up to A$200,000 and a disqualification 

order under section 206C; 

•	 a compensation order in favour of the company 

under section 588J or section 1317H at the suit 

of ASIC or the Corporation; 

•	 an order to compensate the company under 

section 588K where a court finds an offence 

committed under section 588G(3); 

•	 recovery proceedings under section 588M 

brought by the Liquidator of the corporation  

or by creditors in circumstances in section 588R 

to 588U.

Prospectus and misrepresentation liability
A director or officer may also be liable to investors 

for breach of obligations from the offering of 

securities and misstatements in or omissions from 

disclosure documents (contained in chapter 6D of 

the Corporations Act). The director may also be 

liable for breach of continuous disclosure obligations 

(under chapter 6CA of the Corporations Act).

A director or officer may be liable for engaging in 

conduct in relation to a financial product or a 

financial service that is misleading or deceptive or is 

likely to mislead or deceive under section 1041H of 

the Corporations Act. For similar conduct in trade or 

commerce, a Director or Officer may be liable under 

the Trade Practices Act 1974 or its equivalent.

Derivative liability
There are also duties owed under various State and 

Federal legislation particularly in the occupational 

health and safety and environmental areas which  

in many cases is imposed as a ‘derivative’ liability.  

A typical feature of such a ‘derivative’ liability is that 

the Director or Officer may be held criminally liable 

for the company’s offence. 

Personal liability
A director or officer may be personally liable for his/ 

her wrongful acts such as defamation, discrimination 

or harassment of other employees, personal 

involvement in statutory breaches such as anti‑trust 

activity under Part IV of the Trade Practices Act 1974.
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Who can sue?
Anyone who suffers a loss as a result of the wrongful 

acts of the director or officer may be a potential 

claimant. However, the law must recognise a cause  

of action to enable such a claim to be made, 

bearing in mind the legal nature of a corporation 

and the protection from liability it affords individuals.

The following is a list of those who can sue but the 

more relevant question is on what basis can any 

liability be established (which is covered in the 

previous section):

1	 The Corporation.

2	 Fellow D&O.

3	S hareholders.

4	C reditors and third parties.

5	 Liquidators, Receivers and Administrators.

6	R egulatory authority.

7	E mployees.

Scope of liability/indemnification

Civil damages
D&Os may be held personally liable for compensatory 

damages either at common law or in equity.

Punitive, exemplary, aggravated damages are not 

common in Australia and the courts take a reasonably 

conservative approach both in relation to whether 

to award these damages and for how much.

Civil penalties
Civil penalties may be awarded against directors or 

officers as compensation orders under section 1317H 

or 1317HA for certain breaches of the Corporations 

Act where damage has resulted. Pecuniary penalties 

of up to A$200,000 may be ordered in favour of 

the Commonwealth. A penalty is a civil debt payable  

to ASIC on the Commonwealth’s behalf. Both 

compensation orders and pecuniary penalties may 

be enforced as a debt due by the person as if it 

were a judgment debt.

Criminal sanctions 
Criminal sanctions are available against D&Os where 

they breach the Corporations Act with liability for 

pecuniary penalties or imprisonment or both. 

Generally these offences are not strict liability but 

require culpable conduct with intent or recklessness 

on the part of the Director or Officer.

Indemnification 
The primary source of protection for D&Os is an 

indemnity provided by the company under the 

company’s Constitution or Deed of Indemnity. 

Certain liabilities however are prohibited from being 

indemnified by the corporation (see section 199A of 

the Corporations Act) and in particular:

•	 liabilities of the director or officer to the 

corporation and its subsidiaries;

•	 liabilities for compensation orders or civil penalties;

•	 liabilities to third parties which did not arise out 

of conduct in good faith; and 

•	 in certain circumstances, payment of costs for 

defending proceedings where adverse findings 

are made against the director or officer.

Procedural issues

Statutes of limitations
The usual limitation period under Australian law is  

6 years from the date the cause of action accrued in 

contract or tort although the period varies from 

State to State. In cases of personal injury and fraud 

this may be extended where the claimant had no 

knowledge or means of knowledge of the 

circumstances giving rise to the claim. Proceedings 

for a declaration of statutory breach, a pecuniary 

penalty order or a compensation order may be 

started no later than 6 years from the date of the 

breach (section 1317K of the Corporations Law).

Class actions
Class actions are available in Australia and in the last 

decade, there has been a large growth in the number 

of shareholder and investor claims against corporations, 

boards of directors and liquidators. In general, they 

may be brought where an event gives rise to a 

common cause of action amongst claimants. 

A breach of the continuous disclosure requirements 

has given rise to a number of these actions 

particularly by shareholders. They often result from 

the corporate collapses of large Australian entities.
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Australian law allows litigation funders to support 

the bringing of a class action on the basis that they 

will pay the claimants’ legal costs and indemnify 

them for any adverse costs orders in return for 

which they are entitled to a share of the proceeds  

of the litigation (usually 25% to 40%). 

Investigations and Royal Commissions 
D&Os are often the subject of investigation before 

regulatory investigators such as ASIC or called to 

appear as witnesses before formal investigations 

such as a Royal Commission. These investigations or 

inquiries can lead to adverse findings against the 

director or officer and can give rise to civil or criminal 

proceedings. As there may be no determination of 

liability, the director or officer may need to be 

legally represented and incur substantial legal costs.

Enforceability of foreign judgments 
Australia is a signatory to treaties such as the New 

York Convention which permits enforcement of 

arbitration awards obtained in foreign jurisdictions 

or has legislation (Foreign Judgments Act 1991) 

which enables recognition of foreign judgments  

for enforcement within Australia (usually where 

reciprocal arrangements are in place).

Relevant insurance law

General background
Australian contractual insurance law is generally based 

on the Insurance Contracts Act 1984 (‘the ICA’). 

Prior to the operation of the ICA, Australian law  

was governed by the common law with certain 

statutory modifications.

The parties are free to contract as they like but the ICA 

overrides breach of certain fundamental insurance 

obligations including non‑disclosure and 

misrepresentation and the failure to comply with the 

terms and conditions of the policy. In general, the 

ICA will look to the prejudice suffered by the insurer 

before allowing an insurer to avoid or restrict its 

liability for claims.

Regulatory issues
The Insurance Act 1973 requires any insurer carrying 

on insurance business in Australia to be approved by 

the local insurance regulator, APRA, and obtain an 

Australian Financial Services Licence (‘AFSL’). An 

exception applies to a Lloyds underwriter. It is 

generally accepted that Directors & Officers liability 

insurance is permissible under Australian law. 

A debate exists about whether Australia should permit 

‘non‑admitted’ insurance in Australia. There is 

legislation under debate about DOFIs, direct 

off‑shore foreign insurers, offering insurance in 

Australia without approval or regulation by APRA. 

However insurers who are not currently deemed to 

be carrying on insurance business in Australia, even 

though they may in fact be covering risks located  

in Australia, are not required or regulated at the 

present time.

Avoidance/Severability 
The rules concerning avoidance (or rescission) of an 

insurance policy are set out in the ICA. In general, 

the ICA will look to the prejudice suffered by the 

insurer before allowing an insurer to avoid liability 

for claims, even in the case of fraudulent 

non‑disclosure.

Insurance of Directors’ and 
Officers’ liability

Claims experience 
D&O insurance was first offered in Australia by AIG 

in 1975. There was little demand for the product 

until National Companies legislation was introduced in 

approximately 1979 and certain directors duties were 

codified. In 1981, Chubb commenced underwriting 

D&O which was soon followed by CE Heath.

Following the stock and property market collapses 

of the late 1980s and early 1990s, there were  

some huge claims made against Directors and 

Officers which emphasised the importance  

of these policies to protect the personal assets  

of the individuals involved. 
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In 2001, one of Australia’s largest insurance 

companies, HIH, collapsed which led to a hardening 

of the D&O market, accelerated by reinsurance 

pricing after September 11. 

Significant claims have continued with much 

publicised claims against Directors and Officers of  

HIH and FAI, One‑Tel and arising from a number  

of other corporate collapses. More recently, some 

financial investment companies have collapsed 

which is likely to lead to claims against the D&Os  

of those companies.

Scope of local coverage 
Current market conditions are soft with extreme 

competition amongst insurers and a particularly 

benign claims environment due to strong equity 

markets and strong economic conditions. Australian 

D&O policies are almost exclusively written on  

a claims made basis.

Common exclusions include Insured v Insured 

(subject to modification), dishonesty/intentional 

acts, major shareholders claims; other forms of 

insurance such as PI; insolvency; geography such  

as USA/Canada claims; unacceptable risks such  

as collusion; known claims and circumstances.

Common extensions, beyond the scope of the 

Insuring Clause, include outside directorships; 

extended reporting period; continuance cover; 

prospectus; investigations/inquiries; crisis containment.

Market overview
There are no official statistics of the size of the 

Australian D&O market. There are a number of 

international players for D&O in Australia including 

ACE, AIG, Chubb, Liberty and Zurich. Domestic 

carriers include IAG/CGU and QBE. 

Patrick George 
Managing Partner

Kennedys (Australasia) Pty Ltd 
Level 31, Citigroup Centre 

2 Park Street 
Sydney NSW 2000 

Australia

Tel: +61 2 8215 5901 
p.george@kennedys-law.com.au
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Structure of Brazilian  
corporate entities
The two most common corporate forms in Brazil are 

the Corporations which are governed by the Law 

6.404 (‘S.A.’) and the Limited Liability Companies 

which are governed by The Brazilian Civil Code 

(‘Limitada’). A basic understanding of the structures 

of both assists in comprehending how officers and 

directors are defined in Brazil.

A Limitada is formed by two or more individuals or 

entities. There is no precise equivalent in the common 

law systems to the Limitada form of organization.  

It is somewhat like a cross between a ‘closely-held 

corporation’ and a ‘limited partnership’, although 

under Brazilian law it has a separate legal identity, like 

a common law corporation. The capital of a Limitada 

must be expressed in Brazilian currency and divided 

into shares (which are called ‘quotas’) of equal par 

value. The number of quotas held by each quotaholder 

is contained in the charter of the company. The liability 

of the quotaholders is limited to their respective 

equity in the company’s capital. The company charter 

also establishes obligations between the quotaholders 

and governs the management of the company. 

The S.A is essentially equivalent to common law 

corporations. Its capital is divided into shares. The 

liability of shareholders is limited to payment of 

subscribed shares. A Brazilian S.A. has just one 

corporate charter, called ‘by-laws’. The by-laws 

establish an S.A.’s corporate capital which must  

be paid in with cash contributions or assets. 

Who are Directors and Officers?
Limitadas have no specific nomination of officers  

or directors. A Limitada is managed by one or two 

‘managers’ whose position is analogous to both an 

officer and a director. Managers usually own quotas 

of a company in which they are elected. Managers 

of Limitada can be natural persons or legal entities. 

Legal entities and non-resident managers must 

delegate their managing powers to a person legally 

resident in Brazil. Hence all Brazilian Limitadas must 

be managed by at least one natural person resident 

in Brazil.

The management of an S.A. may be entrusted to its 

board of directors (‘Conselho de Administração’) 

and its board of officers (‘Diretoria’) or to a board of 

officers only. A board of directors is required only 

for corporations with authorised capital or for 

publicly-held companies. A board of directors must 

have at least three members, all of whom must be 

individuals, shareholders and resident in Brazil. 

Common functions of a board of directors are 

determination of general corporate policy, election 

and dismissal of officers, supervision of officers, 

calling of shareholders’ meetings, and selection of 

independent auditors. A board of officers is 

comprised of at least two officers and is responsible 

for the execution of the corporate policy as 

determined by the board of directors, for managing 

the daily affairs of an S.A. and representing the 

company before courts, tribunals and third parties.

Due to recent modifications on the Brazilian Civil 

Code, the Limitadas, are nowadays allowed to have 

independent administrators, if designated in the 

corporate charter. The administrators responsible  

for the management of the corporation are those 

elected and appointed in accordance with the Law, 

corporate charter and by-laws. Directors, officers and 

managers can assign their managing powers to an 

independent director, officer or manager. In these 

cases, the independent administrator will be personally 

liable for his acts, if he does not observe the Law and 

what is expected from him.

There are no other provisions in the S.A. or Limitada 

laws regarding the names to designate their directors, 

officers or managers. Though, the Brazilian Civil 

Code uses the expression ‘Administrator’ to identify 

those responsible for managing a company, even 

without being a shareholder or a quotaholder.

Legal basis of Directors’  
and Officers’ liability
Personal liability of Directors and Officers is ruled by 

many statutes under Brazilian Law, such as the S.A. 

Law, the Brazilian Civil Code, the Consumers 

Protection Law, the Financial Institution Law, the 

Brazilian Bankruptcy Law, the Banking Intervention 

and Extrajudicial Liquidation Law and the 

Environmental Law.

Directors and Officers of a Brazilian S.A. or Limitada 

must act always with diligence, loyalty, skill and care. 
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The S.A. Law expressly deals with this matter in its 

articles 153, 154, 155, 156 and 157. The principles 

established by the S.A. Law are also applicable to  

the Limitadas managers, if established in contract. 

Directors and Officers must exercise their duties 

with care and diligence as would every honest, 

diligent and active man managing his own business.

Directors and Officers should comply with the law 

and the company’s by-laws with a view to the  

best interests of the corporation and to fulfil its 

corporate purposes. They should further observe  

the public welfare requirements and the corporation 

social function.

Additionally, the administrator (Directors and Officers) 

elected by a group or shareholders representing  

a certain class of shares has the same duties of any 

other director or officer to the company. In other 

words, a director or officer cannot defend the interests 

of those who have elected him in detriment to the 

company’s interest. 

Furthermore, the administrator is expressly prohibited 

from doing the following:

1	 gratuitous act on account to the company;

2	 take loans or assets from the company, or use in 

his own benefit, or in the benefit of a company 

in which he has any interest, or third party 

interest, the corporation services, assets or 

credibility, without the prior authorization from 

the general shareholders meeting or from the 

board of directors;

3	 receive from third parties, without authorization 

from the general shareholders meeting or from 

the by-laws, any kind of, direct or indirect, 

personal advantage as a result of his position  

in the corporation.

Any monies received by directors or officers by virtue 

of their position must be accounted to the corporation.

The administrator cannot use in his own benefit and 

advantage, or in someone else’s benefit, even with no 

detriment to the company, any business opportunities 

that comes to him by virtue of his position.

The administrator is liable to the company if he fails 

to exercise or protect the company’s rights, and lose 

business opportunities, with a view to obtaining 

personal advantages for himself or any third party.

The administrator cannot purchase an asset or 

acquire rights in order to resell them with profits if 

such asset or rights are essential to the corporation 

or if it has interest in acquiring them as well.

In addition to the foregoing, article 158 of the  

S.A. Law establishes the following:

The administrator shall not be personally liable for 

the commitments he undertakes on behalf of the 

company and by virtue of action taken in the 

ordinary course of business; he shall, however, be 

liable for any loss caused when he acts:

1	 within the scope of his authority with fault  

or malice;

2	 contrary to the applicable the law or of the 

corporate by-laws.

Paragraph 1 An officer shall not be liable for unlawful 

acts of other officers, except when acting in 

connivance with them, when neglecting to investigate 

such acts or when, despite knowledge of them, he 

fails to take action to prevent such acts. A dissenting 

officer shall be exempt from liability when he causes 

his dissent to be recorded in the minutes of a meeting 

of the administrative body, or, if this is not possible, 

when he immediately informs the administrative body, 

the audit committee, if in operation, or a general 

meeting about his dissent in writing.

Paragraph 2 Officers shall be jointly liable for  

losses caused by failure to comply with the duties 

imposed by law to ensure the normal operation  

of the company, even when in accordance with  

the by-laws, such duties need not to be performed  

by all officers. 

Paragraph 3 Subject to paragraph 4 below, in  

a public company, liability under paragraph 2 above 

is restricted to those officers who under the by-laws 

have the specific responsibilities for the performance 

of such duties.

Paragraph 4 An officer who is aware of any failure 

by a former officer or by an officer responsible 

under paragraph 3 above to comply with any duty, 

fails to bring such fact to the knowledge of a 

general shareholders meeting shall become jointly 

liable for such failure.
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Paragraph 5 Anyone who concurs in the 

performance of any act contrary to the law or  

by-laws with the intention of obtaining advantages 

for himself or for a third party, shall be jointly liable 

with the officer involved.

Further, article 160 of the S.A Law establishes that 

members of any corporate body created by the  

by-laws with special functions or appointed as 

consultants to the company’s officers are also subject 

to the duties and liabilities established in the S.A. Law. 

Article 245 of the S.A. Law also sets out that 

administrators cannot, in detriment to the company, 

conduct any transaction to the benefit of an affiliated, 

controlling or controlled company. Administrators 

may be liable to the company for any losses and 

damages resulting from acts in breach of this rule.

Duties and requirements of 
Directors and Officers
Directors and Officers must exercise their duties 

with care and diligence as would every honest, 

diligent and active man managing his own business.

Duties of diligence, loyalty and care
These duties of diligence, loyalty and care are 

imperative. The Brazilian Civil Code establishes that 

the administrators act in the performance of their 

assignments the same care and diligences that any 

active and honest man employs in the management 

of his own assets. If the Code demanded from 

administrators just the care of an honest man, 

certainly they would not need to worry about 

increasing the company´s assets and business. 

However, when the Civil Code demands also the 

diligence of an active man, it imposes to the 

administrator the task of expanding the company´s 

business, by taking advantages of the market 

opportunities. Opposing the diligence, there is 

negligence, which means indolence in accomplishing 

with the duties. For instance, the administrator who 

allows delay in the bookkeeping or in presenting  

the financial statements, or, for any reason, acts 

with negligence. Also acts with negligence the 

administrator who, aware of a commercial 

opportunity for the business, fails to act in order to 

take advantage of it. 

Directors and Officers should comply with the law 

and the company’s by-laws with a view to the  

best interests of the corporation and to fulfil its 

corporate purposes. They should further observe  

the public welfare requirements and the corporation 

social function.

Additionally, the administrator (Directors and Officers) 

elected by a group or shareholders representing  

a certain class of shares has the same duties of any 

other director or officer to the company. In other 

words, a director or officer cannot defend the interests 

of those who have elected him in detriment to the 

company’s interest. 

Insider trading
Liability is attached to a director or officer if he takes 

direct or indirect advantage of any confidential 

information obtained in function of his position  

in the company which has not been disclosed to  

the securities market and in such way as to affect 

the shares price in the stock exchange market.  

The administrator must exercise due diligence in 

order to avoid that any confidential information is 

disclosed by a subordinated person or someone  

else of his confidence. 

The administrator is also liable to compensate any 

person for any direct loss and damage suffered by 

that person as a result of a transaction involving 

insider trading unless such information was known 

to that person. 

Conflict of interest
A director or officer is not allowed to participate in 

any transaction where a conflict of interest exists 

with the corporation or with any resolution made  

by the other administrators. A director or officer 

should inform the board of directors or the board  

of officers (diretoria) of the conflicting interest and 

take the necessary measures to have the nature  

and consequences of that conflict registered in the 

appropriate board meeting minutes.

In the event that the administrator does not comply 

with the above mentioned rules regarding conflict 

of interest, the relevant transaction is considered 

voidable and the administrator is required to account 

to the corporation any payment or advantage  

he receives.
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Duty of informing – disclosure
The administrator of a publicly-held corporation 

should, at the time he takes office, inform the number 

of shares, subscription bonus, share purchase options 

and convertible debentures issued by the corporation 

or any controlled company or companies of the 

same group, which he is entitled to.

The administrator is obliged to inform the ordinary 

general meeting, at the request of shareholders 

representing five percent or more of the company’s 

capital, of the following:

1	 The number of securities issued by the 

corporation, controlled companies or  

companies of the same group, which he  

has acquired or sold, directly or indirectly,  

during the preceding year.

2	 The shares purchase options which he  

exercised or acquired in the preceding year.

3	 The benefits and advantages, indirectly or 

complementary, which he has been receiving or 

already received from the corporation and from 

an affiliated, controlled or companies of the 

same group.

4	 The conditions of employment contracts which 

have been executed by the corporation relating 

to the directors, officers and top level 

employees.

5	 Any fact or act relevant to the  

corporation activities.

Administrators of a publicly-held corporation are 

obliged to inform the stock exchange market and 

the press of any resolution made by the board of 

directors or board of officers, or any relevant fact 

occurred in the company’s business which may 

exercise certain influence in the stock exchange 

investors decision as to sell or purchase any security.

Administrators are allowed to refuse to provide  

such information if it is regarded to prejudice the 

corporation interests. The Brazilian equivalent to the 

US Security and Exchange Commission (Comissão  

de Valores Mobiliários – ‘CVM’), at the request of  

an administrator or any shareholder, or at its own 

discretion, should decide whether such information 

must be disclosed and whether the administrator is 

responsible for not disclosing it, if this is the case. 

Duties of Directors and Officers towards 
minority shareholders
Directors and Officers should comply with the law 

and the company’s by-laws with a view to the best 

interests of the corporation and to fulfil its corporate 

purposes. They should further observe the public 

welfare requirements and the corporation social 

function. Duties of Directors and Officers are owed 

to the company itself, and, therefore, to the benefit 

of all shareholders.

Directors and Officers have no special duty versus 

minority shareholders even if they were elected by 

such minority shareholders.

The Business Judgment Rule in Brazil
Although there is no specific definition or expression 

in Brazil for this rule, Brazilian law and the general 

principles of law establish that the management of  

a corporation is exempted from liability in corporate 

transaction undertaken within both power of 

corporation and authority of management where there 

is reasonable basis to indicate that such transaction 

was made in good faith. Obviously, there are exceptions 

for this principle when directors and officers act 

with abuse of their powers and in breach of the 

corporate charter/by-laws or of applicable law, or  

in cases where strict liability is imposed.

Bankruptcy
There is an express provision in the Brazilian 

Bankruptcy Law nº 11.101 of 2005, concerning 

personal liability of directors and officers. 

Article 82 establishes that personal liability of 

administrators shall be verified at the competent 

Bankruptcy Court, and according to the second 

paragraph, the judge may impose a restraining 

order over the administrator’s assets. 

Administrators may be held personally liable in case 

of bankruptcy if they have acted with abuse of their 

corporate authority, in violation of the relevant laws 

and by-laws or corporate charter. They may further 

be held liable if they commit any of the bankruptcy 

crimes with view to prejudice any third parties’ or 

creditors’ rights. 

Previous NEXT contents



14

The most common crimes provided for in the 

bankruptcy law are as follows:

•	 practice any fraudulent act which results or may 

result in loss for a creditor, with the purposes of 

obtaining undue advantage; violate, exploit or 

divulge, with no fair reason, false information, 

business secrecy or confidential data regarding 

operations and services, contributing to the 

debtor’s insolvency condition or bankruptcy; 

withhold or neglect information or give false 

information, during the course of a lawsuit, to 

mislead the judge, the public prosecutor, the 

creditors, the general assembly of creditors,  

the committee or the judicial administrator,  

to name a few.

•	 Directors’ and Officers’ Liability with Respect  

to Mergers and Acquisitions, Tax, Labor and 

Environmental Regulations.

Mergers and acquisitions
There is no express provision in the S.A. Law and  

in the Brazilian Civil Code regarding any special duty 

in case of mergers and acquisitions than the normal 

obligation of the administrators for arranging the 

registration of the relevant corporate documents with 

the local Board of Trade and other competent 

government authorities.

Tax
The administrator is not held personally liable  

for commitments he undertakes on behalf of the 

company and by virtue of action taken in the 

ordinary course of business and in accordance  

with his corporate authority. 

The tax legislation says that directors, officers, 

managers, employees, legal representatives of legal 

entities are personally liable for taxes overdue if 

such administrators have acted with abuse of their 

corporate authority and in breach of law, corporate 

charter or by-laws. 

On the other hand, it establishes that tax execution 

proceedings (enforcement) may be brought against 

those responsible for overdue taxes of legal entities.

In fact, the National Treasury, based on the Tax 

Enforcement Law and the National Tax Code have 

been instituting legal proceedings with a view to 

attach shareholders’ and quotaholders’ personal 

assets when they are also administrators of the 

company. The Judges of the Federal and State 

Treasury Courts have rendered judgments in the sense 

that non-fulfilment of tax obligations is regarded as 

violation of the relevant tax laws, and therefore 

determining attachment of administrator’s assets.

Administrators in general present defences 

challenging these decisions by alleging that the 

simple fact that the company fails to pay taxes  

on time does not necessarily mean that it should be 

construed as violation of the relevant tax laws. If so, 

all and any company’s overdue debts would give rise 

to any claimant bringing legal proceedings against 

administrators. These allegations are based on the 

grounds that the administrators did not act with 

abuse of corporate authority nor in breach of law. 

First Instance (primeira instância) Treasury Courts 

have rejected these allegations, however, some 

decisions by different Courts of Appeal have been 

rendered in favor of administrators when the 

company have sufficient assets to pay the debt  

or bank guarantees are offered. Additionally,  

there are also some decisions which exempted  

D&O from liability if they have acted to the benefit 

of the corporation.

In sum, when the company does not have sufficient 

assets to cover tax liabilities, administrators’ 

personal assets may be attached up to the overdue 

taxes amount if they are unable to prove that they 

acted within the powers granted by the corporation 

and have not breached any rule or law. 

Labor
There are no expressed provisions in the Brazilian 

labor legislation regarding personal liability of 

directors and officers. 

However, there are precedents confirming the 

understanding of some legal commentators in the 

sense that the principle of the disregard of legal 

entity or piercing the corporate veil is applicable  

to labor laws as opposed to the general principles  

of commercial law. For the purposes of applying  

this principle, it is understood that the managers 

quotaholders of a Limitada and directors and 

officers of a S.A. are personally liable for labor 

claims if the company’s assets are not sufficient  

to fulfil all such outstanding labor claims, or if the 

company is irregularly dissolved. However, it is 

necessary to prove that D&O breached their duties, 

by-laws, etc.
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Environment
The Brazilian Federal Constitution of 1988 reserves a 

special chapter to deal with environmental protection. 

The legislator intention was to ensure to the Brazilian 

people an environment ecologically balanced as an 

asset of common use and essential to a healthy 

quality of life. The Federal Constitution confers on the 

federal government, the states, the Federal District 

and municipalities the authority and duty to protect 

the environment, take actions against pollution and to 

protect Brazilian fauna and flora.

The government agencies are allowed to impose 

administrative sanctions against those who have not 

observed the environmental laws, such as fines, 

restrictions on tax incentives and benefits, shutting 

down of commercial establishment, to name a few. 

In addition to administrative sanctions, civil liability 

may attach to directors and officers for damages 

caused to the environment based on strict liability, ie. 

the party who caused the environmental damage is 

considered liable regardless of whether such party 

acted with diligence or negligence. Criminal liability 

may also attach to directors and officers if they are 

personally held responsible for any damage.

Federal law has innovated in what concerns strict 

liability of officers, directors, auditors, managers, 

legal representatives. It determines that if any of 

these persons is aware of a wrongful conduct of the 

company or of another person with regard  

to the environment, and does not prevent it  

from happening will also be prosecuted for the 

same crime.

Both the company and the individuals, in this case, 

will be sued on the grounds of the Civil, Criminal 

and Administrative Law. The law goes even further; 

it allows the corporate veil to be lifted if, in any way, 

the company itself offers difficulties to any recovery 

action for damages caused to the environment.

Directors’ and Officers’ criminal liability
Criminal liability in Brazil can only be assessed 

against Directors and Officers if it can be 

ascertained that they acted with malice (dolo).  

Joint and strict criminal liability cannot be imposed 

on anyone under the criminal Brazilian system.

There are various Brazilian statutes which provide 

for criminal liabilities of directors and officers;  

the most important ones are: (i) The Consumer 

Protection Law, (ii) Bankruptcy Law, (iii) Financial 

Institutions and Banking Law, (iv) National Financial 

System Law, (v) Tax and Economic Order law,  

eg., tax evasion, (vi) the Brazilian Criminal Code 

impose sanctions on directors and officers who 

violate copyrights, (vii) Intellectual Property Rights, 

(viii) Employees Guarantee Fund for the Employment 

Period (FGTS), and (ix) Social Security Order, etc.

Statute of limitations
There are many statutes in Brazil establishing  

time-frame in which a suit must be brought. 

Time bar established by Brazilian law is dependent 

upon the nature of the claim, and may vary from 

one to ten years. Therefore, it would have to be 

analyzed on a case by case basis.

The S.A. Law itself provides for different time-frames 

for claims regarding corporate issues, as follows 

(just to name a few):

•	 Action concerning an irregular incorporation  

of a company is time barred one year after the 

incorporating acts are published.

•	 Action to cancel a shareholders resolution 

passed at the general shareholders meeting 

which is irregularly convened or against the law 

or the company’s by-laws, with malice, fraud or 

simulation, is time barred in two years as from 

the date on which the resolution is passed.

•	 Action against experts who irregularly appraised 

the company’s assets is time barred one year as 

from the publication of the general shareholders 

meeting which approved the appraisal.

•	 Action by unpaid creditors against shareholders 

and receivers is time barred one year as from  

the publication of the minutes regarding the  

end of liquidation.
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•	 Action against shareholders, administrators, 

receivers, controlling companies is time barred 

three years as from the following dates:

–	 the date on which the meeting for approval 

of balance sheet relating to the year during 

which violation is verified takes place;

–	 the date on which the first general 

shareholders meeting minutes is published 

following the violation act.

Who can sue?

Lawsuits by corporations against their 
directors and officers
The S.A. Law establishes the procedures for bringing 

a suit against the officer and directors and also sets 

out who is entitled to sue them. By a resolution 

passed at a general shareholders meeting, the 

company may bring an action for civil liability against 

any officer for losses caused to the company’s property.

The shareholders resolution may be passed at an 

annual general shareholders meeting and, if 

included in the agenda or arising directly out of any 

matter included therein, at an extraordinary general 

shareholders meeting.

The officer or officers against whom the legal action 

is to be filed shall be disqualified and replaced at the 

same general meeting.

A judge may exclude an officer from any liability 

when convinced that he acted in good faith and to 

the interest of the company.

Shareholders
Shareholders themselves can bring lawsuits against 

the company’s directors and officers 

•	 Shareholder derivative actions
	 With regard to derivative actions, the S.A. Law 

authorizes any shareholder to bring an action  

if proceedings are not instituted within three 

months from the date of the resolution of the 

general shareholders meeting.

	I f the general shareholders meeting decide not 

to institute proceedings, they may be instituted 

by shareholders representing at least five 

percent of the capital. 

	 Any damages recovered by proceedings 

instituted by a shareholder shall be transferred 

to the company, but the company shall 

reimburse him/her for all expenses incurred, 

including monetary correction (N.B, it is a 

method used to preserve the real value of the 

currency in view of inflation).

•	 Shareholder class action lawsuits
	 There is no express provision in the S.A. Law 

relating to class action. However, the Brazilian 

Procedure Code provides for the possibility of 

two or more people instituting legal suits when 

the interests of these people are common in fact 

and in law, or refers to the same subject matter.

Third parties
The very basic principle of civil liability under Brazilian 

law is established in the Brazilian Civil Code and 

additional sparse legislation. The civil law establishes 

that whoever, by an act or voluntary omission, 

negligence or imprudence, causes damages to third 

parties, is liable for such damages.

Further, article 159, paragraph 7, of the S.A. Law, 

which refers to procedures for bringing a suit against 

the S.A. administrators, says that ‘the action 

permitted under this article shall not preclude any 

action available to any shareholder or third party 

directly harmed by the acts of the administrator’.

Therefore, based on this principle, directors and 

officers are liable to any third party for any damage 

and loss suffered, either by contract or in tort. 

Additionally, various other Brazilian statutes establish 

the principle of strict liability of directors and officers 

(‘responsabilidade objetiva’). 

For instance, although The Financial Institution  

Law impose personal liability on directors and 

officers when they act with fraud, malice or in 

breach of the relevant laws and regulations, The 

Banking Intervention and Extra Judicial Liquidation 

Law have adopted the concept of strict liability  

for directors and officers. It establishes that 

administrators of financial institutions are jointly 

responsible for the total indebtedness of the bank 

until all the bank’s obligations before third parties 

have been fully discharged.
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Moreover, administrative sanctions imposed by the 

Banking Intervention and Extra Judicial Liquidation 

Law are quite severe; they are imposed on former 

officer and directors who left their positions 12 

months prior to a Central Bank intervention being 

announced. Whilst the intervention is conducted to 

ascertain whether there was any violation of the 

relevant banking regulations and/or losses which 

might prejudice any creditor’s rights, the personal 

assets of the officers and directors will be blocked  

(ie., impossible to sell or divest) by the Central Bank 

until a conclusion is reached regarding the facts 

which gave rise to the intervention. 

Government
The Government is always entitled to sue when 

public interest is involved. For instance, in case of 

environmental, anti-trust, and consumer protection 

matters to name a few.

Regulatory bodies/labor 
With regard to environment issues, for instance, the 

initiative for bringing a suit for damages caused to 

the community lies with the General Attorney’s 

Office and also with the foundations, state owned 

companies, autonomous government agencies and 

associations engaged in determined activities.

In case of anti-trust related matters, for example, the 

government can sue through Conselho Administrativo 

de Defesa Econômica-CADE, which is an autonomous 

government entity linked to the Ministry of Justice or 

through the General Attorney’s Office.

Regarding Trade Unions, their influence in this area is 

purely political. Unions do not have any seat or vote 

right in any of the Government administrative bodies 

responsible for anti-trust and anti-takeover activities.

Competitors
Competitors can sue directors and officers for anti-

trust, restraint of trade, cartel and price-fixing 

through the Economic Law Office (Secretaria de 

Direito Econômico- ‘SDE’).

The Brazilian anti-trust law sets out the regulations 

for restraining and preventing infringement of the 

country economic order.

The regulations establish a number of practices which 

are considered violation of the economic order, such 

as, tie-in sales, refusal to sell, price-fixing between 

competitors, market division, combined bids, lower 

price sales, dumping, exclusive publicity requirements, 

imposition of resale prices on distributors, retailers and 

representatives, retaining of products or consumer 

goods, excessive price increases and abusive profits.

The SDE, which is a department of the Ministry  

of Justice, has been assigned to investigate any 

irregularities in the economic sectors and to institute 

administrative proceedings accordingly. The decision 

on the administrative proceedings file by the SDE  

is taken by the Administrative Board for Economic 

Defense (Conselho Administrativo de Defesa 

Econômica-CADE). 

In the event of infringement being assessed, the 

CADE may impose on the violating company a fine. 

If directors or officers are held personally liable for 

such violation, they also may be subject to a fine. It 

is important to note that directors and officers are 

only subject to it if they have acted with abuse of 

power, breach of law and corporate by-laws or 

corporate charter, and tort. The disregard of legal 

entity will also be considered when the company 

goes into liquidation, bankruptcy or inactivity due  

to poor administration.

Additionally, other sanctions may be imposed on the 

companies such as, compulsory licensing of patents, 

cancellation of tax incentives and public subsidies, 

company spin-off, takeover and sale of assets. 

The decision rendered by the CADE in the 

administrative proceedings will be judicially enforced 

by the CADE itself, or at its discretion, by the 

General Attorney’s Office.

In certain cases, the transaction contemplated may 

be approved even if it results in restraint of trade or 

economic concentration, provided such transaction 

will increase productivity, improve quality or 

enhance technological development. The CADE will 

determine the guidelines and basic condition upon 

which the transaction will be approved.

With regard to unfair competition, competitors can 

directly file criminal complaint against directors  

and officers, without prejudice to bringing legal 

proceedings before the civil courts, provided it can 

be ascertained that they have acted with abuse  

of their corporate authority, in violation of law or 

corporate by-laws, fraud, etc.
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Stock exchange
The stock exchange itself cannot bring a suit against 

directors and officers. It is supposed to investigate 

and assess any liability for misconduct or irregular 

activity at the administrative level. 

The Brazilian equivalent to the US Security and 

Exchange Commission, CVM, is responsible for 

determining whether the case will be submitted to 

the General Attorney’s Office for instituting 

pertinent legal proceedings. The basis upon which 

the General Attorney’s Office may bring a suit 

against violators is to defend and preserve the 

public interest and not the interests of a particular 

company or individual.

Customers/Contractors
In general, customers/contractors cannot directly 

sue directors and officers before civil courts for 

breach of contract and misrepresentation if they 

have acted within their corporate authority and  

to the best interest of the corporation.

The Consumer Protection Law enacted in September, 

1990, establishes the principle of disregard of legal 

entity for civil purposes when the administrator has 

acted, in detriment to customers, with abuse of 

power, breach of law and corporate by-laws or 

corporate charter, and tort. The disregard of legal 

entity will also be considered when the company 

goes into liquidation, bankruptcy or inactivity due  

to poor administration.

Employees
The circumstances under which an employee can 

sue directors or officers are very limited on the 

Brazilian law perspective in comparison with other 

legal systems. 

Regarding the liabilities of directors and officers in 

the light of labor legislation, employees cannot sue 

directors and officers for mismanagement, wrongful 

termination or wrongful employment practices. They 

are entitled, however, to bring legal proceedings 

against directors and officers for sexual harassment 

and discrimination. Normally, plaintiffs on these 

cases bring legal suits on the grounds of pain and 

suffering indemnity (‘danos morais’).

In order to determine whether a civil claim for sexual 

harassment has any possibility of being successful,  

it is necessary that the person who suffers sexual 

harassment is subordinated to the one who committed 

the act. 

Further, an employee is entitled to sue for discrimination 

on the grounds of the Brazilian Federal Constitution.

An employee may sue directors and officers based 

on civil liability if it can be ascertained that an 

employee, regardless of the employment relation 

with the company, suffered a damage as a result of 

an act or omission of the administrators, and with 

abuse of their corporate authority or in violation of 

the relevant statutes.

Is the enforceability of  
a foreign judgment on  
Directors and Officers? 
To enforce a foreign judgement in Brazil certain 

procedures must be observed.

The Brazilian Constitution (and other pertinent 

procedural laws), provide that foreign judgements, to 

be enforceable in Brazil must first be confirmed by the 

Brazilian Superior Court of Justice (STJ). The procedure 

of such confirmation is called in Brazil homologação, 

and is basically equivalent to an exequatur.

When reviewing a request for an ‘exequatur’ in 

connection with a foreign judgement, the Brazilian 

Superior Court of Justice will verify the following:

1.	 whether the foreign judgement was rendered  

by a competent court;

2.	 whether it was a final decision (a certificate from 

the court confirming that such a decision is not 

subject to appeal is sufficient and advisable);

3.	 whether the parties were properly served or  

a default occurred; and

4.	 whether copies of the relevant documents  

were presented (that is, whether the judgement 

presented to the Brazilian Superior Court  

of Justice was legalised by the Brazilian 

Consulate and translated into Portuguese  

by an official translator).
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The words ‘properly served’, when used in point ‘3’, 

mean properly served under the procedures of 

Brazilian law because service of process in Brazil is 

considered a matter of public order. Brazilian law 

provides that the only legal means to serve a Brazilian 

party in respect of legal proceedings brought in 

another jurisdiction is through a rogatory letter 

(Carta Rogatória). Pursuant to the internal rules of 

the Brazilian Superior Court of Justice, the rogatory 

letter must be addressed by the foreign court to the 

Brazilian Superior Court of Justice and then sent to 

Brazil through diplomatic channels. 

After receipt of the rogatory letter, the Superior 

Court of Justice will give a notice to the defendant, 

allowing it to present a defence within five days. 

This is the first of four such opportunities given to 

the Brazilian defendant. The General Attorney’s 

Office may also give an amicus opinion 

recommending the denial or granting of the 

‘exequatur’ on the rogatory letter. The only defences 

that may be presented at this stage would be an 

allegation that the service of the rogatory letter 

would violate Brazilian national sovereignty or public 

order or an allegation challenging the authenticity of 

the documents accompanying the rogatory letter.

Overall, therefore, as it can be seen, whilst it is possible 

to enforce foreign judgements in Brazil and that it is 

unlikely that the substance and nature of the dispute 

will be looked at or questioned, ie. whether it refers 

to liability of officers and directors, nonetheless there 

are a number of procedural formalities to be followed.

Under Brazilian law, can the 
Directors and Officers be liable  
for punitive damages?
There are various statutes which provide for civil and 

criminal fines and penalties imposed on directors 

and officers.

For example, in cases relating to anti-trust matters, as 

previously mentioned, in the event of infringement 

being assessed, the CADE may impose on the violating 

company a fine based in its gross revenue accounted 

in the last fiscal year. If directors or officers are held 

personally liable for such violation, they may be also 

subject to a fine. Again, it is important to note that 

directors or officers are only subject to these rules if 

they have acted with abuse of power, breach of law 

and corporate by-laws or corporate charter, or tort.

The basic circumstances under the Consumer 

Protection Law which may result in criminal fines and 

penalties on directors and officers are as follows:

1	 Omit in the packing and publicity of dangerous 

products ostensible wording or signs.

2	 Fail to inform the competent authorities about 

the dangerous products which come to the 

knowledge of the administrator after having 

been placed in the market.

3	 Carry out extreme dangerous services against 

determination of the competent authorities.4	

Misrepresent and provide false and deceiving 

information, or omit important information 

about the quality, origin, quantity, safety, 

performance, durability, price or guarantee of 

products or services.

5	 Promote and cause to be done deceiving 

publicity that administrators are aware of or 

should be aware of being abusive or deceiving,

6	 Promote and cause to be done deceiving 

publicity that administrators are aware of or 

should be aware of being capable of misleading 

a customer to a harming and dangerous 

behaviour to its health and safety.

7	 Fail to organize factual, technical and scientific 

data which give rise to publicity.

8	U tilize in product repairs used spares or 

components without customers’ authorization.

9	U se in debt collection, threaten, coercion, moral 

or body constraint, false statements, incorrect or 

deceiving measures that may expose the 

customers, without justification, to a humbling 

situation in such way as to affect the customer’s 

job and well being.

10	 Deny access to data, registrations and files 

about customers own information.

11	 Fail to correct any information on customers that 

is aware of or should be aware of being incorrect.

12	 Fail to deliver to customers warranties 

certificates duly filed up and with clear 

specification of its contents. 
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Additionally, the Brazilian Criminal Code establishes 

penalties and fines imposed on directors and 

officers who violate copyrights.

Furthermore, the Brazilian Criminal Code combined 

with Decree-Law 7903 of 1945, provide for penalties 

and fines resulting from crimes concerning 

intellectual property rights, which includes 

counterfeiting of trade marks and patents, trade names, 

expression and publicity signs, and unfair competition. 

In general, punitive damages are not considered 

indemnifiable items, since there is no express 

Brazilian legislation regarding this matter, as well 

regarding exemplary, multiple or aggravated damages. 

They are United States concepts that, though well 

known in Brazil, are not practiced.

The New Brazilian Civil Code, however, has embraced 

the concept of Moral Damages, which is grounded in 

a similar basis, when the amount to be paid does not 

necessarily represent the tangible part of the claim. 

Under Brazilian Law, can the 
corporation indemnify its 
Directors and Officers?
Brazilian corporate laws and regulations do not 

specifically address this issue. There are, however, 

legal provisions concerning indemnity to directors 

and officers only when it can be demonstrated that 

they acted within their corporate authority and to 

the best interest of the company. Accordingly, it 

would have to be analysed on a case by case basis.

Contractual indemnification is permitted provided it 

does not go against the public order and in violation 

of law.

There is also no express provision under corporate 

Brazilian law regarding whether the corporation can 

indemnify its directors and officers if they are serving, 

at the corporation request and direction, as a director 

of another company or not-for-profit organisation 

which may or may not be related to the company 

either by a shareholder interest or creditor interest. 

It is understood that the directors and officers who 

are subject to such a request should contractually 

protect themselves before the corporation. There 

are no restrictions on corporations to indemnify 

their directors and officers if they act under its 

instructions and to its best interest.

Is Directors’ and Officers’ 
Insurance legal?
Directors´ and Officers´ Insurance is legal in Brazil. 

It’s a matter that has been demanding concerns, and 

it has been appreciated by the competent entity:  

the Private Insurance Superintendency – ‘SUSEP’.  

It is responsible for regulating the development of 

the local insurance market.

SUSEP has released a report about its understanding 

regarding changes brought by the New Brazilian 

Civil Code, commenting the impacts over the private 

insurance national system. Some rules definitely 

settle the possibility of an administrator (D&O) 

contracts civil liability insurance.

It has also been recognized the validity of the claims 

made insurance policies, as an alternative to those 

of per occurrence. 

Insurance contract formation, 
termination and avoidance

Insurance contract formation
A federal government agency, called 

Superintendence of Private Insurance (or SUSEP – 

“Superintendência de Seguros Privados”), issued  

a communiqué Circular 251/04 dealing with the 

insurance proposal term of acceptance.

Circular 251/04, provides in its article 2, that when 

negotiating an insurance contract, either as a new 

proposal, a renewal or an alteration regarding the 

risk, the insurance company has 15 days to either 

accept or reject the coverage. 

If the proponent is a commercial company, not an 

individual, such regulation provides the possibility  

of documents being requested more than once 

during the aforementioned 15 day period, in order 

to analyze the proposal and the risks involved.  

The insurance company must, however, indicate  

the reasons for such requests. That is a relevant 

point, given that additional requests for documents 

stay the above mentioned period, which starts 

running again from the date the new documents 

are delivered.

After that, it is up to the insurance company 

whether it will contact or not the proponent, in 

order to inform that it was accepted the insurance 
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proposal. Nevertheless, in case the proposal is not 

accepted by the insurance company, it is clearly 

obligated to formally contact the potential insured, 

explaining the reasons of the rejection.

Otherwise, as stated on article 6th of Circular 

251/04, if the insurance company does not proceed 

with that communication, it will be considered as 

having silently accepted the proposal. 

Article 4 establishes that the date of acceptance of 

the proposal will be: a) the date the insurance 

company clearly expresses so; or, b) in case it does 

not do so, in the end of the aforementioned periods.

Moreover, on material damages insurance, the 

rejection of the proposal on the terms of article 2, 

of Circular 251/04, will offer to the insured two 

business days cover, counted as from the date the 

potential insured acknowledges the formal 

communication of the rejection.

Therefore, the situations for an insurance proposal 

to be duly accepted are:

•	 non mandatory formal communication of 

acceptance, from insurance company to proponent; 

•	 silent acceptance, given the lack of manifestation 

of the insurance company about its acceptance 

or rejection, after period for document analysis 

is over. 

Hence, under Brazilian law, once the proposal is 

accepted, the contract is regarded as have been 

formed and could only be cancelled by mutual 

agreement or via judicial proceedings.

Termination and avoidance 
The Brazilian civil code does not specifically mention 

any possibility of avoiding the policy ab initio. It is 

quite clear, however, that the insurance company 

has the right to terminate the contract and not to 

pay the claim upon confirmation of 

misrepresentation or omission in bad faith (article 

766 of the new Civil Code). Apparently, the position 

under Brazilian law is different from in England in 

terms of insurance law provisions. 

Additionally, this same article 766 (sole paragraph), 

says that if the omission has not been done in bad 

faith, insurers may have the right to terminate 

(rescission) the insurance contract, but it may have 

to provide coverage for the previous claim and 

charge any additional premium for that. Legal 

precedents are very clear that insurance companies 

have the burden of proving the misrepresentation  

or the omission in bad faith. In addition, if that is 

indeed proved, the insured may be obliged to pay 

the insurance premium even if the coverage is 

denied and legally lost.

However, general principle of contract establish 

some rules as to when any business or contract may 

be regarded void or voidable. A void contract has ex 

tunc effects, which means ab initio. Voidable 

contracts has ex nunc effects, which means 

onwards effects, ie. after a court decision. In a very 

few situations a contract is void. Simulation is one of 

the possibilities in which a contract may be regarded 

void. The term simulation does not translate directly 

into English but it is not dissimilar to an act of 

deception. Among the few possibilities of 

considering a simulation, the civil code establishes a 

business or contract which has been formed based 

on false information (article 167, item II of the new 

Civil Code). Any simulation must be proved. Further, 

article 166, item VI, of the Civil Code says that a 

business or a contract is null and void if it is aimed 

to violate an “imperative law”. 

It is possible to allege that a contract is null because 

they violated article 765 of the Civil Code which 

requires that all contracting parties in insurance 

matters act with strict good faith. In that situation, 

it would have to clearly prove that they acted with 

bad faith at the time the proposal was put forward. 

However, it is not certain how the courts would 

construe such a theory of considering the contract 

null based on articles 166 and 765 of the Civil Code. 
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Such a theory could be easily challenged as it is 

quite clear in the Civil Code that malice (dolo), for 

instance, results in a voidable contract and not void. 

Hence, a contract terminated as a result of malice 

produces ex nunc effects and not ex tunc (ab initio).

Brazilian law says that the insured should act in 

good faith.

In relation to the old civil code, there are some 

precedents in case of life/health insurance. For 

instance, the courts decided that even if the insured 

did not disclose pre-existing illness, if the insurance 

company accepted the proposal and received the 

premium without making further inquiries, it should 

pay the insurance indemnity. This is because it 

assumed the risks set out in the proposal without 

making further inquiries with the insured. In other 

words, Brazilian courts tend to decide that insurance 

companies should also be diligent in making further 

inquiries on the insureds’ real situation.

On the other hand, there are also some precedents 

which establish that if the insured did not provide 

sufficient information about his real health condition 

or if the insured misrepresented, he is not entitled  

to the insurance cover and insurers are entitled to 

cancel the insurance contract. In this case, the 

insurance company must prove that the omission or 

misrepresentation was in bad faith. Brazilian courts 

tend to take a practical decision of allowing the 

insurance company to deny cover and to cancel the 

contract upon confirmation of a misrepresentation 

or even fraud.

General comments
Directors’ and Officers’ liability insurance is becoming 

rather important in view of Brazilian courts trend to 

render higher awards in legal actions resulting from 

civil liability in general. D&O are nowadays even more 

subject to strict liability issues than ever, mainly as a 

result of the new regulations on damages caused to 

environment and the population awareness of the 

legal consequences for those who breach their 

duties before consumers, shareholders and so. 

Considerable number of IPOs in Brazil in recent 

years have also contributed to the relevant growth 

of D&O insurance market. 

Previous NEXT contents

22



Directors’ and Officers’ liability in Canada
Kim W. West, Thomas R. Cheswick, Tucker Ellis & West LLP

Previous NEXT contents



24

The structure of corporations  
in Canada 
The principal forms of business organization in Canada 

are corporations, partnerships, joint ventures and 

sole proprietorships. Trusts and co-operatives are 

used less frequently to carry on business. 

In Canada, a business can be incorporated under 

either the Federal Canada Business Corporations Act 

(‘CBCA’) or any one of the ten Provincial or three 

Territorial corporations’ statutes. The decision to 

incorporate as a Federal or a Provincial company 

depends on a number of factors, including the nature 

of the business, the area of operations, the share 

structure desired and the reporting requirements. 

According to the Corporations Canada Transactional 

Survey, April – June 2006, there are currently over 

140,000 federal business corporations and over 

19,000 not-for-profit corporations incorporated 

federally. Each month, approximately 1,600 new 

business corporations are incorporated at the federal 

level, along with some 200 not-for-profit entities. 

Corporations Canada is the branch of Industry 

Canada responsible for administering the Canada 

Business Corporations Act and the Canada 

Corporations Act (Part II), the statutes under which 

businesses and not-for-profit corporations are 

incorporated at the federal level.

Federal corporations
Federal corporations are incorporated pursuant to 

the CBCA and have the constitutional right to carry 

on business anywhere in Canada under their 

registered corporate name, subject to registration 

requirements in each province or territory. 

The CBCA does not place restrictions such as 

minimum size on businesses that may incorporate. 

Almost any type of business can incorporate under 

the CBCA. However, banking, insurance, and loan 

and trust companies, as well as not-for-profit 

corporations, are incorporated under different laws. 

While all provinces and territories have substantially 

similar legislation for companies operating within 

their borders, only the CBCA is national in scope. 

Provincial corporations
Provincial corporations are incorporated pursuant to 

the applicable provincial corporate statute, and only 

have the right to carry on business within the province 

or territory of incorporation. However, provincial 

corporations can make an extra-provincial registration 

to carry on business in another province or provinces.

A Provincial corporation must establish its head office 

in the province in which it is incorporated. It must hold 

its annual meeting in the province, and it cannot  

do business in another province unless it becomes 

registered in that province. Therefore, corporations 

that intend to operate in only one province may find 

it advantageous to register provincially. Corporations 

that plan to operate in more than one province or 

on a national level must comply with various extra-

Provincial licensing and filing requirements which 

are usually mere formalities.

Who are Directors and Officers?
The CBCA recognizes three basic bodies governing  

a corporation: the general meeting of shareholders, 

the board of directors, and the external auditor.

Directors
Under the CBCA, a director must be any individual 

who is at least 18 years old, not been found by a 

Canadian court to be of unsound mind and not in 

bankrupt status. Ordinarily, at least 25% of the 

directors of a corporation must be ‘resident Canadians’ 

(as per the definition in the Immigration Act). However, 

if a corporation has fewer than four directors, then at 

least one of them must be a resident Canadian.

In addition, corporations operating in sectors subject 

to ownership restrictions (such as airlines and 

telecommunications) or corporations in certain  

cultural sectors (such as book retailing, video or film 

distribution) must have a majority of resident Canadian 

directors. Finally, the CBCA has a Holding Company 

exception that not more than one third of the directors 

of a holding corporation need be resident Canadians if 

the holding corporation earns in Canada, directly or 

through its subsidiaries, less than five percent of the 

gross revenues of the holding corporation and all of its 

subsidiary bodies corporate together as shown in most 

recent financial statements. 

The CBCA requires that public companies have no 

fewer than three directors, two of whom must be 

independent directors. An independent director is 

any director who is not employed by the corporation 

or one of its affiliates. 
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Directors are usually elected by shareholders at the 

annual meeting. Directors may hold shares of  

a corporation where they are directors. However, 

the directors of a corporation are not required to 

hold shares in the corporation, unless the Articles  

of Incorporation make this a requirement for the 

directors. Directors’ remuneration is usually set by 

the board.

Provincial incorporation statutes provide for different 

standards than the CBCA. For example, under the 

CBCA, 25% of the directors must be Canadian 

citizens. While many Canadian provincial 

jurisdictions require a majority of Canadian residents 

on the board of directors and board committees, 

there are some Canadian provinces that do not have 

any Canadian residency requirements.

‘De facto’ directors
A ‘de facto’ director is one who is held out by a 

corporation as a director, an officer or an agent of 

the corporation who has not been duly appointed or 

has no authority to exercise the powers and perform 

the duties that are customary in the business of the 

corporation or usual for a director, officer or agent. 

The CBCA provides an exception in respect of a 

person who has, or ought to have, knowledge of  

a situation described in that subsection by virtue  

of their relationship to the corporation.

Officers
Under the CBCA, an officer is an individual appointed 

as an officer, the chairperson of the board of directors, 

the president, a vice-president, the secretary, the 

treasurer, the comptroller, the general counsel, the 

general manager, a managing director, of a corporation, 

or any other individual who performs functions for  

a corporation similar to those normally performed by 

an individual occupying any of those offices. Subject 

to the articles, the by-laws or any unanimous 

shareholder agreement, the directors may designate 

the offices of the corporation, appoint as officers 

persons of full capacity, specify their duties and 

delegate to them powers to manage the business and 

affairs of the corporation. A director may be appointed 

to any office of the corporation and two or more 

offices of the corporation may be held by the same 

person. Officers are appointed by the directors. The 

officers’ duties are normally set out in the by-laws.

Auditors
Under the CBCA, shareholders, at a shareholder 

meeting by ordinary resolution, appoint an auditor 

to audit the corporation’s financial statements. 

Shareholders may decide by a unanimous resolution 

not to appoint an auditor.

Duties of the board
Under the CBCA, the following basic duties of the 

board of directors cannot be delegated:

•	 Making changes to the by-laws (which would be 

subject to shareholder approval in any event);

•	 Approving the annual financial statements, a 

management proxy circular, a take-over bid 

circular or directors’ circular;

•	 Issuing securities (except on terms already 

approved by the board);

•	 Declaring dividends; and

•	 Purchasing or redeeming shares of the corporation.

Otherwise, company management may be 

delegated by the Board to the executive directors, 

management and the officers.

General duties of Directors and Officers 
The CBCA imposes two principal duties on directors: 

fiduciary duty and duty of care. Directors must act 

honestly and in good faith with a view to the best 

interests of the corporation in exercising their powers 

and discharging their duties. Directors must exercise 

the care, diligence and skill that a reasonably prudent 

person would exercise in comparable circumstances. 

Provinces have enacted their own corporations laws 

addressing this subject. Barring legislation to the 

contrary, liability in Canada is joint and several.

The business judgment rule
As interpreted in Canada, the business judgment 

‘rule’ was imported from U.S. jurisprudence fairly 

recently. It is now firmly established, having been 

recognized in 1991 by the Ontario Court of Appeal 

in Brant Investments Ltd. v. Keep Rite Inc. and 

applied in several subsequent Ontario decisions. 
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The Supreme Court of Canada endorsed it in its 

2004 ruling in Peoples Department Stores, in the 

course of a thorough review of the statutory duty  

of care. The Court stated:

	 Directors and officers will not be held to be in 

breach of the duty of care... if they act prudently 

and on a reasonably informed basis. The 

decisions they make must be reasonable 

decisions in light of all the circumstances about 

which the directors or officers knew or ought to 

have known. In determining whether directors 

have acted in a manner that breached the duty 

of care, it is worth repeating that perfection is 

not demanded. Courts are ill-suited and should 

be reluctant to second-guess the application of 

business expertise to the considerations that are 

involved in corporate decision making, but they 

are capable, on the facts of any case, of 

determining whether an appropriate degree of 

prudence and diligence was brought to bear in 

reaching what is claimed to be a reasonable 

business decision at the time it was made. 

Peoples Department Stores Inc. (Trustee of) v. 

Wise, [2004] 3 S.C.R. 461.

The business judgment rule does not give directors 

carte blanche to make careless decisions. In its 2006 

decision in Ford Motor Co. of Canada, Ltd. v. OMERS, 

79 O.R. (3d) 81 (C.A.); 79 O.R. (3d) 81 (C.A.), the 

Ontario Court of Appeal refused to defer to a board 

that appeared to rubber-stamp decisions made by the 

company’s majority owner. To take advantage of the 

business judgment rule, there must first have been a 

genuine exercise of judgment. The courts may also 

require that the decision have manifested at least a 

minimal degree of reasonableness. Peoples adopted a 

passage from Maple Leaf Foods Inc. v. Schneider Corp. 

(1998), 42 O.R. (3d) 177 (C.A.), where it was held that 

‘provided the decision taken is within a range of 

reasonableness, the court ought not to substitute its 

opinion for that of the board,’ and ‘as long as the 

directors have selected one of several reasonable 

alternatives, deference is accorded to the board’s 

decision.’ By including this passage, and by referring  

to a ‘reasonable business decision’ in the paragraph 

quoted above, the Court suggests that, although the 

majority of the analysis under the business judgment 

rule is concerned with the process used by directors  

in coming to a decision, courts in Canada will also 

analyze the reasonableness of the directors’ decision 

from the point of view of the directors at the time  

the decision was made.

Liability of Directors and Officers 

Liability under company law
Directors are liable for certain common law breaches 

arising from the actions of the corporation. Directors 

may only be liable if they acted in such a deliberate 

and reckless way that they made the wrongful acts 

their own as distinct from the company’s.

Secondary market civil liability
Each province has government bodies consisting of 

securities commissions or administrators that oversee 

a provincial securities act. Some, but not all provinces, 

have enacted statutes which provide for secondary 

market civil liability.

The Ontario Securities Act imposes liability for public 

issuers to secondary market purchasers for:

•	 misrepresentations in documents released by  

or on behalf of an issuer;

•	 misrepresentations in public oral statements  

by persons with actual, implied or apparent 

authority to speak on behalf of an issuer;

•	 misrepresentations in documents and 

statements by or on behalf of an ‘influential 

person’ (meaning control persons, promoters, 

insiders other than directors and officers and,  

in the case of investment funds, investment  

fund managers); and

•	 failure to disclose material changes in the 

manner required under the Ontario Securities 

Act (Note: confidential material change reports 

are permitted).

Any person may sue who acquired or disposed of an 

issuer’s securities between the time a document or 

a public oral statement containing a misrepresentation 

was released and the time it was publicly corrected. 

In the case of a failure to disclose a material change 

in a timely manner, any person who acquired or 

disposed of an issuer’s securities between the time 

the material change should have been disclosed and 

the time it was disclosed may bring an action. The 

Ontario legislation does not require a plaintiff to 

prove individual reliance on the misrepresentation or 

incomplete disclosure. However, the court must 

grant leave to commence an action upon satisfying 

itself that the action is brought in good faith and 

there is a reasonable possibility of success.

Previous NEXT contents



27

Misrepresentations
Liability exposure exists where there have been 

misrepresentations in documents released by or  

on behalf of an issuer or misrepresentations in 

public oral statements by persons with actual, 

implied or apparent authority to speak on behalf  

of an issuer. Those seeing exposure include:

•	 The issuer (for public oral statements, the  

person who made the statement);

•	 For the misrepresentation of documents,  

all directors are only liable if they  

authorized, permitted or acquiesced in  

the improper disclosure;

•	 Any officer who authorized, permitted or 

acquiesced in the improper disclosure;

•	 Any influential person or director or officer  

of an influential person who influenced the 

improper disclosure;

•	 Any expert whose statement, opinion or  

report was included, summarized or quoted  

in the improper disclosure, with the expert’s  

written consent.

Failure to make timely disclosure
For the failure to make timely disclosure for 

defendants who are directors of the issuer, 

influential persons or directors or officers of  

the influential person are only generally liable  

if they knew of the disclosure violation,  

deliberately turned a blind eye to it or acted with 

gross misconduct.

The Ontario legislation draws a distinction between 

‘core’ and ‘non-core’ documents. ‘Core’ documents 

include prospectuses, takeover bid, issuer bid and 

directors’ circulars, rights offering circulars, 

management’s discussion and analyses, annual 

information forms, and annual and interim financial 

statements. Material change reports are considered 

core documents only for issuers and their officers 

that authorize, permit or acquiesce in the disclosure. 

‘Non-core’ documents would constitute any other 

public documents that would be reasonably 

expected to affect the market price or value of the 

issuer’s securities or are required to be filed with 

certain regulatory bodies, and may include press 

releases, announcements, web postings, brochures, 

marketing materials, emails intended for general 

disclosure and general public communications.

For non-core documents, including public oral 

statements, defendants (other than experts)  

are liable only if they were aware of the 

misrepresentation, deliberately turned a blind  

eye to it or acted with gross misconduct.  

No such limitation applies to core documents. 

Defenses
Numerous defenses are permitted under the Ontario 

legislation, including:

•	 Forward-looking statement ‘risk-disclosures’;

•	 The plaintiff had knowledge of  

the misrepresentation;

•	 The change in share price did not occur as  

a result of the misrepresentation;

•	 The misrepresentation results from a reasonable 

reliance on experts;

•	 The defendant took proper corrective action 

upon becoming aware of the disclosure violation 

(not available to issuers); and

•	 The defendant conducted a ‘reasonable 

investigation’ and had no reasonable grounds  

to believe the disclosure violation would occur. 

The Ontario legislation specifies a number of 

factors the court may consider in determining 

whether ‘reasonable investigation’ occurred, 

including whether a disclosure compliance 

system was in effect and the reasonableness  

of reliance on that system.

Calculation of damages
Damages are calculated according to a formula in 

the Ontario legislation which calculates losses by 

comparing the price for the securities at the time  

of the purchase/sale and the price of the securities 

once the disclosure record has been corrected. 

•	 Matching sale/purchase transaction 
	 within ten days
	I f a plaintiff solidifies their losses within ten 

trading days of the disclosure correction by 

entering into a matching sale/purchase 

transaction, damages are usually calculated 

based on actual price differentials. 
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•	 Matching sale/purchase transaction  
	 after ten days or no matching transaction
	I f the matching sale/purchase occurs after ten 

days or no matching transaction occurs at all, 

damages are calculated based upon a price 

differential using the lesser of the trading price 

of the securities in the ten trading days 

following the disclosure correction and the 

actual transaction price. Plaintiffs do not need to 

actually solidify their losses in order to sue for 

damages since no matching transaction need 

occur at all.

•	 If no disclosure rectification occurs
	I t is unclear how damages will be calculated  

if no disclosure rectification occurs at all.

•	 Damage limits
	 The Ontario legislation states that assessed 

damages shall not include any amount that the 

defendant proves is attributable to a change in 

the market price of securities that is unrelated  

to the misrepresentation or the failure to make 

timely disclosure.

	 The Ontario legislation also limits the amount  

of damages that may be awarded. Damages for 

an issuer are limited to five percent of market 

capitalization or $1 million, whichever is greater. 

Individual defendants generally only have to pay 

their proportionate share of liability except 

where defendants, other than the issuer, 

authorized, permitted or acquiesced in the 

disclosure violation. 

Exceptions where joint and several liability applies 

include where a court determines that a particular 

defendant authorized, permitted or acquiesced in 

the making of the misrepresentation, or the failure 

to make timely disclosure while knowing it to be a 

misrepresentation or a failure to make a timely 

disclosure and in instances where a court has made 

a determination that a defendant is jointly and 

severally liable.

In the case of a director or officer of a responsible 

issuer or an influential person, the liability of limit 

under the Ontario legislation is the greater of 

$25,000 and 50% of the aggregate of the director’s 

or officer’s compensation from the reasonable issuer 

and its affiliates.

Liability for tortious acts
Directors are responsible for their own tortious 

conduct, even if they ostensibly pursue the conduct 

on behalf of the corporation.

Contractual liability
If a director, officer or agent expressly or implicitly 

concludes a contract on behalf of the company, the 

director or officer is not personally bound by the 

contract. Personal liability could arise in cases where 

a director, officer or agent fails to indicate that he or 

she is acting for the company, if this is not apparent 

from the circumstances.

Regulatory law
In Canada, regulation of the securities industry is 

carried out by provincial securities commissions and 

self-regulatory organizations, which include the 

Investment Dealers Association of Canada. Each 

province has government bodies consisting of 

securities commissions or administrators that 

oversee a provincial securities act. 

The securities commissions delegate certain aspects 

of securities regulation to the Investment Dealers 

Association of Canada, the Mutual Fund Dealers 

Association of Canada, Market Regulation Services 

Inc., and the Montreal Exchange. These organizations 

are self-regulatory organizations (‘SROs’). A SRO is 

an organization that has been given the authority 

and the responsibility to regulate its members. The 

Canadian SROs have been delegated responsibility by 

provincial governments to ensure that SRO Members 

meet agreed-upon standards that are written into 

the provincial laws governing securities. 

The provincial securities commissions and 

administrators have formed a national group, the 

Canadian Securities Administration (‘CSA’), to work 

towards making securities regulations consistent and 

harmonized across Canada. The CSA is a forum for 

the 13 securities regulators of Canada’s provinces and 

territories to coordinate and harmonize regulation of 

capital markets. Canadian securities regulators have 

been active in recent years in prescribing certain 

guidelines and rules for corporate conduct. 
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Securities regulators have traditionally interpreted their 

mandate to protect the public interest to include 

ensuring that corporate practice and procedures 

accord with public expectations. Beginning in March 

of 2004, the CSA began enacting policies to impose 

serious new obligations on directors and officers of 

Canadian public companies designed to ensure 

transparency and investor confidence. New rules 

impose prescriptive requirements on Canadian public 

companies, including many of the same restrictions 

on Canadian companies that were imposed by the 

U.S. Sarbanes-Oxley legislation. 

Enforcement actions tend to focus on illegal distribution, 

insider trading, market manipulation and fraud, 

disclosure violations, and misconduct by registrants.

Other statutory violations
Aside from criminal and securities law, there are any 

number of Canadian civil statutes which impose 

direct liability on directors and officers, including:

•	 impairment of capital and corporate solvency;

•	 liability for offenses under the corporate statutes;

•	 environmental legislation;

•	 pension matters;

•	 employee-related matters; and

•	 tax liability.

Insolvency
In a situation involving the insolvency of the 

corporation, the fiduciary duty of the directors 

remains with the corporation and does not shift to the 

creditors. Creditors have available to them the statutory 

oppression remedy which they can use against 

directors to complain about any prejudicial behavior.

Who can sue?
There are several ways for shareholders and other 

interested parties to take action against the directors. 

The first is the oppression remedy, available to 

parties who believe they have been unfairly dealt 

with by a corporation. The second is the derivative 

action, which allows a third party to require the 

corporation to take action against the directors. 

Thirdly, a third party may apply to the court for an 

order compelling the directors to comply with the 

corporation’s articles, by-laws or governing statute. 

Finally, third parties can file a class action lawsuit, 

similar in many respects to a class action suit filed  

in U.S. courts.

Statutory oppression remedy
Oppression is a very broad remedy available to a 

complainant where the corporation, the board or the 

corporation’s affiliate has acted in a manner which was 

oppressive or unfairly prejudicial to, or which unfairly 

disregarded that person’s interests. A complainant 

may be a current or former security holder, creditor, 

director or officer of the corporation or any of its 

affiliates, or any other person who the court agrees 

is a proper person to bring an oppression action. 

The oppression remedy permits parties to protest 

corporate action which they consider unfair. If a 

court finds oppression, it may make any order it 

considers appropriate to remedy an oppressive or 

unfair situation.

No objective definition of oppression is provided in 

the corporate statutes. The courts have developed  

a list which, although not exhaustive, provides some 

guidance about what constitutes oppressive behavior. 

Oppression may be held to exist where there is:

•	 lack of a valid corporate purpose for a transaction;

•	 lack of good faith on the part of the directors  

of a corporation;

•	 discrimination between shareholders that 

benefits the majority shareholder to the 

exclusion or detriment of the minority 

shareholders; 

•	 lack of adequate and appropriate disclosure of 

material information to minority shareholders; and

•	 conflict of interest between the interests of the 

corporation and the personal interests of one or 

more directors.

The court may censure the directors’ decision if the 

court finds them to be oppressive or unfairly prejudicial, 

even though the court may also find that the directors 

acted in accordance with the law, the articles and 

by-laws of the corporation and their fiduciary duties. 

There need not be evidence of bad faith on the  

part of the directors for a finding of oppression. 
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A court will consider the business judgment rule, 

the integrity of the process by which the transaction 

was approved and undertaken and the substantive 

effects of the transaction on the complainant.

Derivative claim
There may be circumstances in which a shareholder 

or creditor wishes to seek redress on behalf of  

the corporation for the directors’ breach of the 

corporation’s rights. Since the shareholder or creditor 

would not be considered an aggrieved party, they 

may still be able to sue the directors on behalf of 

the corporation by way of a derivative action.

A court will not give a complainant leave to bring an 

action unless the complainant first gives the directors 

reasonable notice of its intention to bring a derivative 

action and the directors do not cause the corporation 

to bring and diligently prosecute the action. The court 

must further be satisfied that the complainant is 

acting in good faith and in the best interests of  

the corporation.

The derivative action is used far less extensively  

than the oppression remedy, in part because a 

successful derivative action may result in an award 

of damages or other remedy to the corporation, 

whereas an oppression action may result in an 

award to the complainant.

Compliance orders
If a corporation or a director, officer, employee or 

agent of the corporation breaches its governing 

corporate statute or the articles, by-laws or  

a unanimous shareholder agreement of the 

corporation, a complainant may apply to a court for 

an order directing compliance or restraining breach. 

Most often, petitioners for compliance orders are 

coupled with oppression actions, and the judgments 

have tended to be based on oppression rather  

than compliance.

Class action litigation
Class actions are a more recent, but growing, 

phenomenon in Canada. Class action legislation varies 

from province to province. Nova Scotia and Prince 

Edward Island are the only provinces without modern 

class action legislation in effect; instead they rely  

on their respective representative actions legislation. 

The Supreme Court of Canada has ruled that court 

procedures allowing representative actions can be 

interpreted so as to allow for class proceedings. 

Using Ontario law as an example of a typical provincial 

class action statute, the test for class certification is 

an easier test than it is in the United States. A class 

action in Ontario requires one or more plaintiffs. 

Common issues are required, but they need not 

predominate. A class action merely needs to be  

a preferable but not necessarily a superior means  

of adjudication. The representative plaintiff’s claims 

need not be typical of the claims of the entire class. 

Ontario courts have the flexibility to allow for the 

creation of subclasses at any stage of the proceedings. 

These factors are significant considerations for  

a defendant in a class action and may create further 

incentives for a defendant to settle, particularly after 

class certification.

Class action statutes in Quebec are not typical of class 

action statutes found in other provinces. Quebec has 

been recognized by observers as a haven for class 

actions in Canada due to the low threshold that  

a plaintiff must overcome to obtain authorization to 

institute a class action. Contrary to other Canadian 

jurisdictions, there is no requirement under Quebec 

law the plaintiff establish that the class action is the 

preferable procedure nor that the plaintiff provide a 

plan of proceeding. Another distinguishing feature in 

Quebec is that a decision authorizing the institution 

of a class action cannot be appealed, while a decision 

that denies authorization is subject to appeal as of right.

Pleading standards are also unique in Quebec. 

Previously, an authorization to bring a class action 

suit tended to be granted when the authorization 

suggested a color of right, even when minimal facts 

were alleged. However, in January of 2006, the 

Quebec Superior Court captioned Option 

Consommateurs et al. v. Novopharm Ltée et al,  

C.S.M. #500-06-000192-035, the court dismissed  

a motion for authorization by plaintiffs finding that 

the allegations were not sufficient to demonstrate 

the factual basis and seriousness of the proposed 

class action. In Option Consommateurs, plaintiffs 

filed their motion for authorization claiming that the 

defendant had provided ‘illegal rebates’ to pharmacies 
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which inflated the price of drugs at the expense of 

consumers. According to defendants, the motion 

was based on a short article in a daily newspaper. 

Plaintiffs did not allege any other concrete or specific 

facts in support of their claim, the nature of the 

rebates, or any facts connecting the rebates and the 

prices of drugs under Quebec’s legislative health 

scheme. In its ruling denying plaintiffs’ motion for 

authorization, the Superior Court criticized plaintiffs 

for making vague and imprecise statements and 

noted there were other ‘deficiencies that illustrate 

the frivolity of that motion.’ This case is presently 

under appeal.

Scope of liability/indemnification

Civil damages
Directors and Officers are personally liable for civil, 

criminal, regulatory and contractual claims made 

against them in their capacity as a D&O. Some 

statutes provide a monetary limitation on the extent 

of liability. Joint and several liability applies unless 

otherwise noted in the applicable statute. 

Criminal penalties
Criminal penalties may be imposed on Directors and 

Officers for violations of the penal code, ranging 

from monetary fines to incarceration.

Regulatory enforcement
According to a report on enforcement activities 

issued by members of the CSA for the period of 

October 1, 2006 to March 31, 2007:

•	 65 new enforcement matters were pursued;

•	 32 cases resulted in sanctioning orders;

•	 37 cases resulted in settlements; and

•	 5 cases were withdrawn with no  

contravention found.

During the period, fines levied per infraction were:

•	 illegal distribution: fine: $1,672,445.00; 

disgorgement: $20,000; costs: $216,735; 

•	 insider trading: fine: $150,000; costs: $81,500;

•	 market manipulation and fraud: fine: $35,694; 

costs: $20,000;

•	 disclosure violations: fine: $405,000;  

costs: $102,500;

•	 misconduct by registrants: fine: $60,350;  

costs: $5,600; and

•	 miscellaneous: fine: $60,000; costs: $70,000. 

During the period, two people were convicted of 

Illegal Distribution and sentenced to incarceration 

ranging from fifteen months to two years less a day. 

One person was convicted of eleven contraventions of 

the Alberta Securities Act respecting non-disclosure 

and misrepresentation of documents and was 

sentenced to four years incarceration and a fine  

of $1 million. 

Corporate indemnification
The CBCA provides that a corporation may indemnify 

a director or officer of the corporation, a former 

director or officer of the corporation or another 

individual who acts or acted at the corporation’s 

request as a director or officer, or an individual acting 

in a similar capacity, of another entity, against all costs, 

charges and expenses (including an amount paid to 

settle an action or satisfy a judgment) reasonably 

incurred by the individual in respect of any civil, 

criminal, administrative, investigative or other 

proceeding in which the individual is involved 

because of that association with the corporation or 

other entity. Indemnification is permitted in virtually 

all circumstances where the directors have acted in 

good faith with a view to the best interests of the 

corporation. The statutes also permit directors to be 

indemnified by a corporate shareholder or creditor 

which appointed them to the board.

There are four limitations to indemnity:

•	 Indemnities permitted are limited largely to 

indemnities for negligence. No indemnity will 

cover a breach of a director’s fiduciary duty.

•	 A corporation that is suing a director may not 

indemnify the director for costs without the 

approval of the court and may not, in any  

event, indemnify the director for an amount 

paid by the director to settle the action or 

satisfy the judgment.
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•	 A corporation is permitted to indemnify the 

director for fines in criminal or administrative 

proceedings only if the director had reasonable 

grounds for believing the impugned conduct  

was lawful.

•	 Indemnity is only as good as the corporation’s 

ability to honor it. An insolvent corporation will 

likely not be in a position to provide indemnity.

In addition, many provinces have enacted corporate 

laws which address this subject at the provincial level.

Taxation issues
The question of a personal income tax liability accruing 

to the insured persons due to the benefits afforded 

by a Canadian D&O policy has not been the subject 

of commentary by the Canada Revenue Authority 

(‘CRA’). The CRA’s administrative practices are that 

indemnification of a corporate director will not give 

rise to a taxable benefit for that director, provided 

that such indemnification meets the requirements  

of the corporate statutes. Furthermore, where  

a corporation purchases liability insurance for the 

directors and the risks covered by the policies are 

inherent and normal occurrences in carrying out the 

duties of the insured director, neither the premiums 

paid nor any proceeds that may be payable under 

the policy will generally be considered a taxable 

benefit to the directors. These administrative 

practices are not binding as a matter of law.

Canadian courts generally
Canada has federal and provincial court systems, 

just as the United States has federal and state court 

systems. The vast majority of Canadian commercial 

litigation is commenced in the superior courts of  

the provinces, before federally appointed judges. 

The superior courts of each province have inherent 

jurisdiction over most civil and criminal proceedings, 

including commercial matters such as corporate and 

securities law, breach of contract and products 

liability. The Federal Court of Canada has no diversity 

jurisdiction comparable to that of the U.S. federal 

courts that would permit it to hear matters under 

provincial law. The Federal Court of Canada is  

a statutory court with limited jurisdiction over 

specified federal matters such as maritime law, 

immigration, antitrust, certain intellectual property, 

and judicial review of federal administrative tribunals. 

By way of example, the hierarchy of courts in  

a hypothetical filing of a commercial complaint  

is as follows:

•	 Commercial Litigation is filed in a Provincial/

Territorial Superior Court;

•	 Upon decision, the case is appealed to the 

Appellate level court: Provincial/Territorial Court 

of Appeal;

•	 Upon decision, a leave to appeal must be filed  

in order to have the case heard at the Supreme 

Court of Canada; 

•	 If leave to appeal granted, the case will be heard 

by the Supreme Court of Canada, which 

functions as the national court of last resort. 

Appeals are heard by the Supreme Court of Canada 

only if leave is first given. Such leave will be given by 

the Supreme Court of Canada when a case involves 

a question of public importance, or if it raises an 

important issue of law or of mixed law and fact,  

or if the matter is, for any other reason, of such a 

nature or significance as to warrant consideration  

of the Supreme Court of Canada. Leave to appeal  

to the Supreme Court of Canada may also be given 

by a federal or provincial appellate court.

Procedural issues

Statute of limitations
Each province and territory in Canada has its own 

general limitation statutes. There may also be other 

relevant provincial, territorial and federal statutes 

which apply to different types of claims. Limitation 

periods are usually strictly enforced to ensure certainty 

and finality to the legal process. Generally speaking, 

the limitation period only starts to run when the 

relevant facts have been discovered or ought to have 

been discovered by a reasonably diligent applicant.

For example, the Ontario Limitations Act provides  

a basic limitation period of two years after the 

discovery of a claim applicable to tort and contract 

claims governed by Ontario. The act provides for 

what it calls an ultimate limitation period. Since the 

concept of discoverability has the potential to extend 

the limitation indefinitely, the legislature has capped 

that extension. Regardless of the actual date of 

discovery of the claim, the ultimate limitation period 

prevents a claimant from commencing a claim after 

the fifteenth anniversary following the act or omission. 

Previous NEXT contents



33

However, exceptions apply including where a 

defendant willfully conceals the claim or misleads 

the plaintiff about the claim.

The Federal Courts Act provides that the limitation 

on proceedings that originate in the Federal Court, 

not in a province, with respect to a cause of action 

shall be taken within six years after the cause of 

action arose. If a cause of action arose initially at the 

provincial level, the laws relating to prescription and 

the limitation of actions in force in a province 

between subject and subject apply to any proceedings 

in the Federal Court.

Enforceability of foreign judgments
Traditionally, foreign judgments were only enforceable 

if a resident of Canada was physically present in  

a foreign jurisdiction and served with the proceeding 

there or where the resident attorned to the 

jurisdiction of the foreign proceeding, usually  

by participating in it.

The Supreme Court of Canada’s majority decision in 

Beals v. Saldanha, 2003 SCC 72 (S.C.C.), expanded 

the traditional approach to include the enforcement 

of foreign judgments using the following rationale 

and test:

International comity and the prevalence of 

international cross-border transactions and 

movement call for a modernization of private 

international law. Subject to the legislatures 

adopting a different approach, the ‘real and 

substantial connection’ test, which has until now 

only been applied to interprovincial judgments, 

should apply equally to the recognition and 

enforcement of foreign judgments. The test requires 

that a significant connection exist between the cause 

of action and the foreign court.

While fraud going to jurisdiction can always be 

raised before a domestic court to challenge the 

judgment, the merits of a foreign judgment can be 

challenged for fraud only where the allegations are 

new and not the subject of prior adjudication.

Where material facts not previously discoverable 

arise that potentially challenge the evidence that 

was before the foreign court, the domestic court 

can decline recognition of the judgment.

The defense of natural justice is restricted to the 

form of the foreign procedure and to due process, 

and does not relate to the merits of the case. If that 

procedure, while valid there, is not in accordance 

with Canada’s concept of natural justice, the foreign 

judgment will be rejected. The defendant carries the 

burden of proof.

The public policy defense prevents the enforcement 

of a foreign judgment which is contrary to the 

Canadian concept of justice, and turns on whether a 

foreign law is contrary to our view of basic morality.

Finally, the recognition and enforcement of the 

[Foreign] judgment by a Canadian court would not 

constitute a violation of s. 7 of the Canadian 

Charter of Rights and Freedoms. Given that s. 7 

does not shield a Canadian resident from the 

financial effects of the enforcement of a judgment 

rendered by a Canadian court, it should not shield  

a Canadian defendant from the enforcement  

of a foreign judgment.

Insurance of Directors’ and 
Officers’ Liability
Canadian insurance law is based mainly on  

the Insurance Companies Act (the ‘ICA’) and 

provincial law.

The Canadian corporate statutes permit a corporation 

to purchase insurance against any liability which may 

be incurred by past and present directors and any 

person who, at the corporation’s request, acts as  

a director of another entity of which the corporation 

is a shareholder or a creditor. The corporate statutes, 

except the CBCA, prohibit a corporation from acquiring 

insurance which covers a director’s failure to act 

honestly and in good faith with a view to the best 

interests of the corporation. This prohibition would 

not prevent a director from obtaining individual 

insurance to cover circumstances where the corporation 

is statutorily barred from indemnifying or insuring.

Non-admitted insurance
Non-admitted insurance is permitted in Canada, 

except for automobile liability in most provinces. 

Pursuant to the Excise Tax Act, all Canadian 

residents, including corporations that place 

insurance with a non-licensed insurer or through  

a broker outside Canada must pay a 10% tax on 
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premium to the Canada Revenue Agency. 

Exceptions apply including marine, reinsurance  

and where coverage is not available. Unlicensed 

provincial premium taxes are also applicable. 

Standard D&O policy provisions in Canada
The Directors’ and Officers’ (‘D&O’) insurance policy 

maintained by the Corporation is the standard D&O 

policy currently available in Canada and provides two 

forms of coverage for two distinct insureds as follows:

Coverage A (individual): the coverage is provided for 

all losses for which the individual is not indemnified 

by the corporation for which the individual becomes 

legally obligated to pay on account of any claim first 

made against him/her, individually or otherwise 

during the policy period. The individual is or could be 

any person who has been, now is, or shall become  

a duly elected director or duly elected or appointed 

officer or employee of any insured organization, 

organized under federal, state, or provincial laws  

of Canada or the United States of America, or any 

equivalent executive position under applicable law in 

any country other than Canada or the United States 

of America.

Coverage B (corporate): the coverage is provided to 

pay the insured corporation for all losses for which 

the insured corporation grants indemnification to 

each insured person who by law is required to pay 

any claim first made against the individual during 

the policy period.

D&O insurance is currently available in Canada 

through different insurers. Insurance premiums 

charged in Canada tend to reflect, at least to some 

extent, experience in the United States.

D&O insurance typically covers both the corporation 

(to reimburse it if it is required to pay indemnities) and 

the directors and officers (to indemnify them directly) 

under a single premium, although the premium can 

be allocated between the two types of coverage.  

A policy is usually written on a ‘claims made’ basis and 

will not cover those claims made outside the policy 

period, even though the event that gave rise to the 

claim occurred during the policy period. A policy will 

often cover judgments, settlements, and investigative 

and legal costs. A policy will often not cover fines or 

penalties imposed by law, punitive or exemplary 

damages or matters which the law may determine 

to be uninsurable. Common exclusions include:

•	 Claims arising from the dishonesty of a director;

•	 Claims arising from derivative actions where the 

director received a direct benefit as a result of 

using inside information;

•	 Where the director obtained a personal profit or 

advantage to which they were not legally entitled;

•	 I v. I exclusion;

•	 Regulatory investigations; and

•	 Pollution incidents.

Rescission/Severability
Most Canadian D&O policies provide for broad 

severability in the application, meaning that fraud 

on the part of management may not result in the 

coverage being rescinded against all insureds.

Prior to issuing a policy, the insurer requires that the 

prospective insured submit an application which 

usually includes the company’s financial statements 

as well as representations about past claims history 

and compliance practices. If documentation is later 

shown to be false or misstated, the insurer can seek 

to rescind the entire policy, making it void from the 

outset. This leaves all Directors and Officers under 

the policy without coverage, whether or not they 

knew of the fraud of misstatement.

A policy with severability provisions allows an innocent 

director or officer to retain the benefit of insurance 

protection despite the fraud or wrongdoing of 

another director or officer. Most policies are 

rescindable by the insurer in the event of fraud or 

misrepresentation, especially in relation to the 

proposal form. Severability restricts the rescission 

only to those with knowledge of the fraud or 

misrepresentation, especially treating each director 

and officer as individually insured.

Exclusions in many D&O policies are severable so that 

the knowledge of ‘wrongful acts’ of, for example, the 

CFO or CEO (or other specific named titled individuals) 

are not imputed to another director or officer to 

defeat coverage for that person. This is important, 

as there are often several insured persons named as 
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defendants in the same claim and, typically, they would 

not possess the same knowledge. Depending on the 

terms of the particular policy, these insured persons 

may therefore be entitled to full severability of both 

the application and the exclusions in the policy.

Provincial insurance law generally provides for relief 

from a court determined inequitable forfeiture where 

there has been imperfect compliance with a statutory 

condition as to the proof of loss to be given by the 

insured or other matter or thing required to be done 

or omitted by the insured with respect to the loss 

and a consequent forfeiture or avoidance of the 

insurance in whole or in part. Generally, the court 

may relieve against the forfeiture or avoidance on 

such terms as it considers just. 

However, some provinces have enacted statutes 

regarding misrepresentation and nondisclosure in an 

application or proposal for insurance. These statutes 

provide that a contract under these circumstances is not 

rendered void or voidable unless the misrepresentation 

or failure to disclose is material to the contract.  

In British Columbia, materiality is a question of fact.

Kim W. West 
Thomas R. Cheswick

Tucker Ellis & West LLP 
One Market Street 

Steuart Tower, Suite 1300 
San Francisco, Ca 94105

415-617-2400 
www.tuckerellis.com 

Kim.West@tuckerellis.com

General comments
According to the RIMS Benchmark Survey, the first 

quarter of 2007 reflected a continuation of the 

same commercial insurance pricing trends reported 

in 2006. Directors and Officers (D&O) continues to 

be a highly competitive line. In the first quarter of 

2007, D&O decreased by 7.7 percent and by more 

than 12 percent in the last two quarters of 2006 

combined. RIMS Benchmark Survey for the second 

quarter of 2007 reports show that directors and 

officers liability continued to drop, falling an average 

of 7.29 percent since last year.
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Who are Directors and Officers?

Structure, functions and general obligations 
of Directors and Officers (D&Os) 

Standard structure of board and officer
The board of directors established by a limited 
liability company shall be composed of anywhere 
from three to 13 members. The board of directors 
shall have one chairman and may have one or more 
deputy chairmen. The appointment of the chairman 
and deputy chairman shall be specified in the articles 
of association. For the limited liability company with 
a relatively small number of shareholders or for  
a relatively small limited liability company, it may 
have a sole director and no board of directors. 

The board of directors of a joint stock limited company 
shall be composed of five to 19 persons. The board 
shall have one chairman and may have a deputy 
chairman. The chairman and deputy chairmen shall 
be elected by more than half of all the directors.

The term of office of the directors shall be 
provided for by the articles of association, but each 
term of office shall not exceed three years. The 
directors may, after the expiry of their term of 
office, hold a consecutive term upon re-election. If 
no re-election is timely carried out after the expiry 
of the term of office of the directors, or if the 
number of the members of the board of directors 
is less than the quorum due to the resignation of 
some directors from the board of directors prior to 
the expiry of their term of office, the original 
directors shall, before the newly elected directors 
assume their posts, perform the powers of  
the directors in accordance with the laws and 
administrative regulations, as well as the articles  
of association.

A company may have a manager, who is deemed as 

the managing officer of the company. The manager 

shall be hired or dismissed upon decision of the 

board of directors and he shall be responsible for 

the board of directors.

Anyone who is under any of the following 

circumstances shall not assume the post of  

a director or officer of a company:

1	 Being without civil capacity or with only limited 

civil capacity;

2	 Having been sentenced to any criminal penalty 

due to an offence of corruption, bribery, 

encroachment of property, misappropriation of 

property or disrupting the economic order of the 

socialist market and five years have not elapsed 

since the completion date of the execution of the 

penalty; or he has ever been deprived of his 

political rights due to any crime and three years 

have not elapsed since the completion date of the 

execution of the penalty; 

3	 He was a former director, factory director or 

manager of a company or enterprise which  

was bankrupt and liquidated, whereby he was 

personally liable for the bankruptcy of such 

company or enterprise, and three years have  

not elapsed since the date of completion of  

the bankruptcy and liquidation of the company 

or enterprise;

4	 He was the legal representative of a company  

or enterprise, but the business license of this 

company or enterprise was revoked and this 

company or enterprise was ordered to close due 

to a violation of the law, whereby he is 

personally liable for the revocation, and three 

years have not elapsed since the date of the 

revocation of the business license thereof; 

5	 He has a relatively large amount of debt which  

is due but unclear. 

Functions of Directors and Officers
In a company, the board of directors shall be 

responsible for the shareholders’ meeting and 

exercise the following functions:

1	C onvening shareholders’ meetings and 

presenting reports thereto;

2	 Adopting resolutions made at the  

shareholders’ meetings;

3	 Determining the operational plans and 

investment plans;

4	 Working out the company’s annual financial 

budget plans and final account plans;

5	 Working out the company’s profit distribution 

plans and loss recovery plans;

6	 Working out the company’s plans on the 

increase or reduction of registered capital, as 

well as on the issuance of corporate bonds;

7	 Working out the company’s plans on merger, 

split-up, change of the company form, 

dissolution, etc.;

8	 Making decisions on the establishment of the 

company’s internal management departments;

Previous NEXT contents



38

9	 Making decisions on hiring or dismissing the 

company’s manager and his remuneration, and, 

according to the nomination of the manager, 

deciding on the hiring or dismissal of vice 

manager(s) and the person in charge of finance 

as well as their remuneration;

10	 Working out the company’s basic management 

system; and

11	 Other functions as specified in the articles  

of association.

The officer, who is called a manager/vice manager in 

China, shall exercise the following powers:

1	 Taking charge of the management of production 

and business operations of the company, 

organizing the implementation of the resolutions 

of the board of directors;

2	 Organizing the execution of the company’s 

annual operational plans and investment plans;

3	 Drafting plans on the establishment of the 

company’s internal management departments;

4	 Drafting the company’s basic management system;

5	 Formulating specific rules and regulations for  

the company;

6	 Proposing to hire or dismiss the company’s vice 

manager(s) and person in charge of finance; 

7	 Deciding on the hiring or dismissal of the 

persons-in-charge other than those who shall be 

decided by the board of directors; and 

8	 Other powers conferred by the board of directors.

Duties and obligations of the Directors  
and Officers
The Directors and Officer shall comply with the 

laws, administrative regulations, and articles of 

association. They shall bear the obligations of fidelity 

and diligence to the company. No director or officer 

may take any bribe or other illegal gains by taking 

advantage of his powers, or encroach on the 

property of the company. The director is liable/

responsible for all board resolutions.

Based on the company laws in China, no director or 

senior manager may commit any of the following acts:

1	 Misappropriating the company’s funds;

2	 Depositing the company’s funds into an account 

in his own name or in any other individual’s name;

3	 Without consent of the shareholders’ meeting, 

shareholders’ assembly and/or board of 

directors, loaning the company’s funds to others 

or providing any guaranty to any other person 

by using the company’s property as in violation 

of the articles of association;

4	S igning a contract or dealing with another 

company which violates the articles of association 

or is done without consent of the shareholders’ 

meeting or shareholders’ assembly;

5	 Without consent of the shareholders’ meeting  

or shareholders’ assembly, seeking business 

opportunities for himself or any other person by 

taking advantage of his powers, or operating for 

himself or for any other person, or any other 

company in the same line of business as that he 

works for;

6	 Taking commissions on the transactions between 

others and this company into his own pocket;

7	 Illegally disclosing the company’s secrets;

8	 Other acts inconsistent with the obligation of 

fidelity to the company. The income of any 

director or senior manager from any act in 

violation of the preceding paragraph shall belong 

to the company.

The Directors and Officers shall be cautious, earnest 

and diligent to the powers granted by the company, 

to make sure that:

9	 The actions and operation of the company  

follow the laws, regulations, and economic 

requirements of the country and do not  

exceed its business scope.

10	 All shareholders are treated equally.

11	 All commercial and accounting reports of the 

company are thoroughly reviewed, in order to 

control the management condition in time.

12	 The powers of managements are fulfilled 

without others’ manipulation. Such powers must 

not be transferred to others without the approval 

of laws, regulations, or the board resolutions.

13	 The supervision and recommendations of the 

board of supervisors are accepted.

Penalties for the Directors and Officers who 
do not fulfill their duties
Where any director or officer violates any laws, 

administrative regulations, or the articles of association 

during the course of performing his duties, if any 
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loss is caused to the company, he shall be liable for 

compensation. The directors are liable for any loss of 

the company made by the board resolution articles 

of association that breach the laws or regulations, 

unless he shows his/her dissent to the resolution  

in the board meeting and this kind of dissent is 

recorded in the minutes of the board meeting.

A company who commits an act harmful to the 

society shall bear criminal responsibility if the law 

holds such an act as a crime committed by a unit.  

If a company commits a crime, it shall be sentenced 

to financial penalties. The person-in-charge directly 

responsible and other persons directly responsible  

to the company shall be sentenced criminally. This 

provision is usually applicable to the directors and 

officers of the company.

Liabilities of Directors  
and Officers

Securities

Specific liabilities
The information of the directors and senior officers 

is deemed as one of the most important conditions 

of a listed company, which shall be disclosed at each 

stage of operation of the company. The directors and 

senior managers shall disclose relevant information 

on the stocks and bonds of the company when  

this company reaches a listing agreement. 

For the directors and senior officers in a listed 

company whose shares or bonds have been listed for 

the trading shall, within four months as of the end 

of each accounting year, disclose their shareholdings 

of the company to the securities regulatory authority 

under the State Council and the stock exchange. 

The directors and senior managers of a listed company 

shall also publish their opinions for recognition in the 

periodic report of their company in written form. 

The directors and senior managers of a listed company 

shall guarantee the authenticity, accuracy and integrity 

of the information as disclosed by their listed company. 

Where the prospectus, measures for financing through 

issuance of corporate bonds, financial statement, 

listing report, annual report, midterm report, temporary 

report or any other information as disclosed that has 

been announced by an issuer or a listed company 

has any false record, misleading statement or major 

omission, and thus results in losses to investors in 

the process of securities trading, the issuer or the 

listed company shall be subject to various liabilities. 

Any director, senior manager or any other person of 

the issuer, or the listed company directly responsible, 

shall be subject to the joint and several liabilities of 

compensation, except for anyone who is able to 

prove his exemption of any fault.

Any director and/or senior manager of a listed 

company who holds more than five percent of the 

shares of a listed company, shall not sell the stocks 

of the company as held within six months after 

purchase, or purchase any stock as sold within six 

months thereafter, otherwise, the proceeds 

generated there from shall be incorporated into the 

profits of the relevant company. The board of 

directors of the company shall withdraw the 

proceeds. However, where a securities company 

holds more than five percent of the shares of  

a listed company, which are the residing stocks after 

sale by proxy as purchased thereby, the sale of the 

foregoing stocks may not be limited by a term of  

6 months. Where a director or senior manager of  

a listed company violates the above provisions by 

buying or purchasing any stock of the listed company, 

he shall be given a warning and be concurrently 

imposed a fine of RMB 30,000 Yuan up to RMB 

100,000 Yuan.

The directors or senior managers of an issuer who 

have access to any insider information of securities 

trading or who has unlawfully obtained any insider 

information is prohibited from taking advantage of 

the insider information as held thereby to engage in 

any securities trading.

Penalty

The Security Law of PR China
Where an insider who has access to insider 

information of securities trading or any person who 

has obtained any insider information purchases or 

sells the securities, divulges the relevant information 

or advises any other person to purchase or sell the 

securities before the information regarding the 

issuance or trading of securities or any other 

information that may have any big impact on the 

price of the securities is publicized, he shall be 

ordered to dispose the securities as illegally held 

thereby according to law. The illegal proceeds shall 

be confiscated and a fine of 1~5 times of the illegal 

proceeds shall be imposed. Where there is no illegal 

proceeds or the illegal proceeds is less than 30, 000 

Yuan, a fine of 30, 000 Yuan up to 600, 000 Yuan 

shall be imposed. Where an entity is involved in any 
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insider trading, the person-in-charge and any other 

person directly responsible shall be given a warning 

and imposed a fine of 30,000 Yuan up to 300, 000 

Yuan. Any functionary of the securities regulatory 

body that conducts any insider trading shall be 

given a heavier punishment. 

The Criminal Law of PR China
A person knowing inside information of securities 

transaction or a person obtaining illegally inside 

information of securities transaction who, prior to 

the information concerning issue of securities, 

transaction of securities or other information of 

great impact on the price of other securities is made 

public, buys or sells the said securities or reveals the 

information, shall be sentenced to fixed-term 

imprisonment of not more than five years or 

criminal detention and concurrently or 

independently, to a fine of not less than one time 

and not more than five times of the illegal gains 

therefrom if the circumstance is serious and; if the 

circumstance is especially serious, to fixed-term 

imprisonment of not less than five years and not 

more than ten years and concurrently to a fine of 

not less than one time and not more than five times 

of the illegal gains.

If a unit commits a crime under the preceding 

paragraph, the unit shall be sentenced to a fine and 

concurrently, the person-in-charge directly responsible 

and other persons directly responsible of the unit 

shall be sentenced to fixed-term imprisonment of 

not more than five years or criminal detention.

Employment
The Directors and Officers are liable to confidentiality 

provisions in respect of the company’s trade secrets 

and other confidential matters with regard to 

intellectual property. The company has rights to 

contract with the directors and officers to include 

non-competition provisions in the labor contract or 

confidentiality agreement, and agree to pay financial 

compensation to them on a monthly basis during 

the non-competition period after the termination or 

revocation of the labor contract. If a director 

breaches the non-competition provisions, he shall 

pay liquidated damages to the company in 

accordance with the stipulated terms. Such provision 

does not apply to the normal employees who do 

not have the relationship with the company’s trade 

secrets or other confidential matters.

Insolvency
When a company goes into a bankruptcy proceeding, 

the directors and senior managers have an obligation 

to protect the property of the company. Where any 

director, supervisor or senior manger takes advantage 

of his/her power to obtain any abnormal income 

from his/her enterprise or embezzles any enterprise 

asset, the relevant bankruptcy administrator shall 

recover it.

Are directors and officers personally liable 
for civil, criminal, administrative/regulatory 
and contractual claims made against them in 
their capacity as a D&O? Is there joint and 

several liability? Is there unlimited liability 
for the director and officer? What do 
companies in the local country do to handle 
their issues?

Personal liability

•	 The Security Law of PR China
Where the prospectus, measures for financing through 

issuance of corporate bonds, financial statement, 

listing report, annual report, midterm report, 

temporary report or any information as disclosed that 

has been announced by an issuer or a listed company 

has any false record, misleading statement or major 

omission, and thus incurs losses to investors in the 

process of securities trading, the issuer or the listed 

company shall be subject to the liabilities of 

compensation. Any director, senior manager or any 

other person of the issuer or the listed company 

directly responsible shall be subject to the joint and 

several liabilities of compensation, except for anyone 

who is able to prove his exemption of any fault. This 

kind of liability is unlimited. Under certain 

conditions, the investor subject to the loss has the 

right to sue either the company or the responsible 

director or officer for the compensation. In practice, 

the investor would like to sue the company for the 

compensation due to its financial advantage. Then 

the company will require the liable directors and 

officers to recover the lost of the company.
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The Company Law of PR China
Where any director, supervisor or senior manager 

violates any law, administrative regulation, or the 

articles of association during the course of 

performing his duties, if any loss is caused to the 

company, he shall be liable for compensation.

The directors shall be responsible for the resolutions 

of the board of directors. Where a resolution of the 

board of directors is in violation of any law, 

administrative regulation, articles of association, or 

resolution of the shareholders’ assembly and causes 

any serious loss to the company, the directors who 

participate in adopting the resolution shall make 

compensation. However, if a director is proven to have 

expressed his objection to the vote on such resolution 

and his objection was recorded in the minutes, then 

the director may be exempted from liability.

The Criminal Law of PR China
A company, an enterprise, an institution, or an 

organization, which commits an act harmful to the 

society, shall bear criminal responsibility if the law 

holds such an act as a crime committed by a unit. If a 

unit commits a crime, the unit shall be sentenced to 

financial penalties and concurrently, the person-in-

charge directly responsible and other persons directly 

responsible of the unit shall be sentenced criminally. 

Joint and several liability
Directors and Officers can be held jointly or 

severally liable for actions such as false or 

misleading records, disclosure omissions or others 

causing loss to the company. 

The structure of corporations  
in the P. R. China
Corporations in China are established based on the 

Company Law of People’s Republic of China. The 

identification of ‘company’ in the Law is a limited 

liability company or a joint stock company limited 

set up within the territory of the People’s Republic 

of China according to the provisions of the Law. 

There are mainly two types of companies in China, 

named the limited liability company and the joint 

stock company.

The limited company 
The limited liability company is the company of 

which a shareholder shall be liable for the company 

to the extent of the capital contributions it has paid. 

The limited liability company is composed by 

Shareholders’ Meeting, which is the highest 

authority of the company. Also important to the 

structure of the limited liability company is the 

Board of Directors and the Board of Supervisors. 

There are two special types of limited liability 

companies noted in the Company Law

1	 One-person limited liability company.

	 The one-person limited liability company is  

a limited liability company with only one natural 

person shareholder or legal person shareholder. 

A one-person limited liability company has no 

board of directors. When the shareholder make  

a decision on any of the matters that shall be 

decided by the board of directors in the normal 

limited liability company, he shall make it in 

written form, put his signature to it and preserve 

it in the company.

2	S olely state-owned company.

	 The solely state-owned company is a limited 
liability company established through sole 
investment by the state, for which the State 
Council or the local people’s government 
authorizes the state-owned assets supervision  
and administration institution of the people’s 
government at the same level to perform the 
functions of the capital contributor. A solely  
state-owned company has no shareholders’ 
meeting. The state-owned assets supervision  
and administration institution shall exercise the 
functions of the shareholders’ meeting. The  
state-owned assets supervision and administration 
institution may authorize the company’s board  
of directors to exercise some of the functions of 
the shareholders’ meeting and decide on the 
important matters of the company, excluding 
those that must be decided by the state-owned 
assets supervision and administration, such as 
merger, split-up, dissolution of the company, 
increase or reduction of registered capital as  
well as the issuance of corporate bonds. For the 
merger, split-up, dissolution or application for 
bankruptcy of an important solely state-owned 
company, it shall, be subject to the examination  
of the state-owned assets supervision and 
administration institution, and then be submitted 
to the people’s government at the same level for 
approval. The term ‘important solely state-owned 
company’ as mentioned above shall be 
determined according to the provisions of the 
State Council.
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The joint stock limited company
The joint stock limited company is the company of 
which a shareholder shall be liable for the company 
to the extent of the shares it has subscribed to.  
The joint stock limited company is composed by the 
Shareholder’s Assembly, which is the company’s 
organ of power, the Board of Directors and the 
Board of Supervisors.

The listed company is the joint stock limited companies 
whose stocks are listed and traded in a stock exchange. 
A listed company shall have independent directors. 
A listed company may have a secretary of the board 
of directors, who shall be responsible for the 
preparation of the sessions of shareholders’ 
assembly and meetings of the board of directors, 
preservation of documents, management of the 
company’s stock rights, information disclosure, etc.

Who can sue?

Company
Where any director or officer violates any law, 

administrative regulation, or the articles of 

association during the course of performing his 

duties, if any loss is caused to the company, he shall 

be liable for compensation. The company has the 

right to sue the liable director or officer for such 

kind of compensation.

Supervisor
Where a director or officer is responsible for the loss 

caused to the company by its violation of law or 

regulation, the shareholder(s) of the limited liability 

company or joint stock limited company separately 

or aggregately holding one percent or more of the 

total shares of the company for 180 consecutive 

days or more may request in writing to the board of 

supervisors or the supervisor of the limited liability 

company with no board of supervisors to initiate  

a lawsuit in the people’s court on behalf of the 

company. The board of supervisors or the supervisor 

of the limited liability company with no board of 

supervisors shall fulfill its obligation to the company 

to be responsible to the lawsuit.

Shareholder
If the board of supervisors, or supervisor of a limited 

liability company with no board of supervisors refuses 

to lodge a lawsuit after it (he) receives a written 

request as mentioned in the preceding Paragraph B, 

or if it or he fails to initiate a lawsuit within 30 days 

after it receives the request, or if, in an emergency, 

the failure to lodge an action immediately will cause 

unrecoverable damages to the interests of the 

company, the shareholder(s) as listed in the preceding 

Paragraph B may, on their own behalf, directly lodge a 

lawsuit in the people’s court, on behalf of the company.

If any director or officer damages the shareholders’ 

interests by violating any law, administrative regulation, 

or the articles of association, the shareholders may 

lodge a direct lawsuit in the people’s court.

In a listed company, where any director, supervisor 

and senior manager of a listed company or any 

shareholder who holds more than five percent of 

the shares of a listed company, sells the stocks of the 

company as held within six months after purchase, 

or purchases any stock as sold within six months 

thereafter, the proceeds as generated therefrom 

shall be incorporated into the profits of the relevant 

company. The board of directors of the company shall 

take back the proceeds. If the board of directors 

fails to implement the above obligation herein, the 

shareholders concerned have the right to require the 

board of directors to implement them within 30 days. 

Where the board of directors of a company fails  

to implement them within the aforesaid term, the 

shareholders shall have the right to directly file a 

lawsuit with the people’s court in their own names 

for the interests of the company.

Scope of liability/indemnification
The company shall have written labor contracts  

with all its employees, including the directors and 

officers. The employees are obliged to the contract 

they agreed with the company.

According to the relevant laws and regulations,  

in the contract, the company shall truthfully advise  

the employee of the scope of work, the working 

conditions, the place of work, occupational hazards, 

production safety conditions, labor compensation  

and other matters requested by the employee. The 

contract shall offer the rights to obtain remunerations 

for labor, take rests, have holidays and leave, receive 

labor safety and sanitation protection, get training in 

professional skills, enjoy social insurance and welfare 

treatment, and submit applications for settlement of 

labor disputes, and other labor rights stipulated by 

law, to the employees on an equal basis. Based on 
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the contract, the employees shall fulfill their tasks of 

labor, improve their professional skills, follow rules 

on labor safety and sanitation, and observe labor 

discipline and professional ethics.

The directors and officers are liable to confidentiality 

provisions in respect of the company’s trade secrets 

and other confidential matters with regard to 

intellectual property. The company has the right to 

contract with the directors and officers in order to 

include non-competition provisions in the labor 

contract or confidentiality agreement, and to agree 

to pay financial compensation to them on a monthly 

basis during the non-competition period after the 

termination or revocation of the labor contract. If the 

director breaches the non-competition provisions, 

he shall pay liquidated damages to the contract in 

accordance with the stipulated terms. Such provision 

does not apply to the normal employees who do 

not have the relationship with the company’s trade 

secrets or other confidential matters.

Procedural issues

What are the statute of limitations for  
claims – civil, criminal, common law, 
securities, employment, contract and 
administrative/regulatory? 

Civil law 
1	 Except as otherwise stipulated by law, the 

limitation of action regarding applications to a 

people’s court for protection of civil rights shall 

be two years.

2	 The limitation of action shall be one year in 

cases concerning the following:

•	 Claims for compensation for bodily injuries;

•	 Sales of substandard goods without proper 

notice to that effect;

•	 Delays in paying rent or refusal to pay rent; or

•	 Loss of or damage to property left in the 

care of another person.

3	 A limitation of action shall begin when the entitled 

person knows or should have known that his 

rights have been infringed upon. However, in no 

event, shall the people’s court protect his rights if 

20 years have passed since the infringement. 

Under special circumstances, the people’s court 

may extend the limitation of action.

Criminal law 
Crimes shall not be prosecuted if the following 

periods have elapsed: 

1	 Five years if the maximum prescribed 

punishment is fixed-term imprisonment of less 

than five years;

2	 Ten years if the maximum prescribed 

punishment is fixed-term imprisonment of more 

than five years and less than ten years; 

3	 Fifteen years if the maximum prescribed 

punishment is fixed-term imprisonment of  

more than ten years; and

4	 Twenty years if the maximum prescribed 

punishment is life imprisonment or death. 

Where, after twenty years, it is considered that a 

crime must be prosecuted, the matter must be 

reported to the Supreme People’s Procuratorate 

for approval.

However, in a case where, after a people’s 

procuratorate, public security organ or state security 

organ has placed the case on file for investigation or 

a people’s court has accepted the case, a criminal 

escapes from investigation or trial, no limitation on 

the period for prosecution shall be applied.

In a case where, within the limitation period for 

prosecution, a victim puts forward accusation and  

a people’s court, people’s procuratorate or public 

security organ shall place the case on file but fails to 

do so, no limitation on the period for prosecution 

shall be applied.

Common law
Chinese Laws belongs to the Continental Law system, 

which is a different legal system in comparison to 

Common Law systems.

Securities law
There is no specific stipulation under Securities Law 

concerning the statute of limitations for claims. Any 

statute of limitation regarding securities law shall 

comply with Civil Law, Criminal Law and Contract 

Law of PR China.

Employment
Where a labor dispute takes place, the parties involved 

shall go to the labor dispute arbitration committee for 

arbitration first. The party that requests arbitration 

shall file a written application to a labor dispute 
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arbitration committee within 60 days starting from 

the date of the occurrence of a labor dispute.  

The arbitration committee may generally make  

an adjudication within 60 days from the date of 

receiving the application. Where a party involved in 

a labor dispute is not satisfied with the adjudication, 

the party may bring a lawsuit to a people’s court 

within 15 days from the date of receiving the ruling 

of arbitration.

Contract law
The limitation of actions or arbitration for contracts 

of international sale of goods and contracts on 

technology import and export shall be four years, 

computing from the day on which the party knows 

or should know its rights are infringed upon. The 

limitation of actions or arbitration for other 

contracts shall be governed by the provisions of 

relevant laws. Generally speaking, the limitation of 

actions or arbitration for other contracts shall be 

two years from the day on which the party knows 

or should know its rights are infringed upon.

Administrative law
Any citizen, legal person or any other organization, 

who considers that a specific administrative act has 

infringed upon his or its lawful rights and interests, may 

file an application for administrative reconsideration 

within 60 days from the day when he or it knows 

the specific administrative act, except that the time 

limit prescribed in laws exceeds 60 days. Anyone who 

refuses to accept the reconsideration decision may 

bring a suit before a people’s court within 15 days 

from the day of the receipt of the reconsideration 

decision. If the administrative organ conducting the 

reconsideration fails to make a decision by the 

expiration of the time limit, the applicant may bring 

a suit before a people’s court within 15 days after 

the time limit for reconsideration expires, except as 

otherwise provided for by law.

If a citizen, a legal person or any other organization 

brings a suit directly before a people’s court, he or it 

shall do so within three months from the day when 

he or it knows that a specific administrative act has 

been undertaken, except as otherwise provided for 

by law.

Are class actions permissible under local law? 
If so, what are the requirements/limitations?
According to the Civil Procedure Law of PRC, there 

is a legal term named ‘joint lawsuit’ which is similar 

to class actions in common law but not identical.

When one party or both parties consist of two or 

more persons, the object of action is the same or of 

the same category and the people’s court considers 

that, subject to the consent of the parties, the 

lawsuit can be tried together, a joint lawsuit shall  

be constituted.

If the individuals constituting a party to a joint lawsuit 

have common rights and obligations with respect to 

the object of action and the act of litigation of one 

person is recognized by others of his party, such act 

shall be effective for all the other members of his 

party; if the individuals in one party do not have 

common rights and obligations with respect to the 

object of action, then the act of litigation of one 

person shall have no effect on the others of his party.

A joint lawsuit in which the parties are numerous, 

may be brought by representatives selected by and 

from the parties. The act of litigation of such 

representatives shall be effective for all members of 

the parties they represent. However, confirmation, 

modification or waiver of claims of action or 

confirmation of the claims of the other party or 

institution of a compromise by the representatives 

shall be subject to the approval of the party  

they represent.

With respect to a case in which the object of action 

is of the same category and one party is numerous 

and of an uncertain number upon institution of the 

lawsuit, the people’s court may issue a public notice, 

stating the particulars and claims of the case and 

informing claimants to file at the people’s court 

within a fixed period of time.

Claimants who have filed with the people’s court may 

select representatives from among themselves to 

engage in litigation; if such representatives cannot 

be created through selection, they may be decided 

by the people’s court through negotiation with the 

claimants who have filed at the court. The act of 

litigation of such representatives shall be effective 

for the party they represent.

The judgments of orders rendered by the people’s 

court shall be effective for all the claimants who have 

filed at the court. The same judgments or orders 

shall be proceedings during the limitation of action. 
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What is the enforceability of a foreign 
judgment on Directors and Officers?
There are no specific laws and regulations regarding 

the enforceability of a foreign judgment on directors 

and officers. However, according to the Civil Procedure 

Law of PRC, the general principle of enforceability 

of a foreign judgment shall apply to the one on 

directors and officers. 

Court
If a legally effective judgment or order made by a 

foreign court requires recognition and enforcement by 

the people’s court of the People’s Republic of China:

1	 The party concerned may directly apply to an 

intermediate people’s court of the People’s 

Republic of China which has jurisdiction over  

the case for recognition and enforcement or; 

2	 The foreign court may, in accordance with the 

provisions of the international treaties concluded 

or acceded to by the People’s Republic of China 

or on the principle of reciprocity, request 

recognition and enforcement by the people’s court. 

If a people’s court, after its review in accordance 

with the international treaties concluded or acceded 

to by the People’s Republic of China or under the 

principle of reciprocity, considers that the legally 

effective judgment or order of a foreign court which 

requires recognition and enforcement does not 

contradict the basic principles of the law of the 

People’s Republic of China nor violates the State  

and social, public interest of China, it shall render  

an order on the recognition of its force. Where an 

execution is necessary, a writ of execution shall be 

issued and enforced in accordance with the relevant 

provisions of this Law. If it contradicts the basic 

principles of the law of the People’s Republic of 

China or the State and social, public interest of 

China, the people’s court shall refuse its recognition 

and enforcement. 

Arbitration
If an award made by a foreign arbitration agency 

requires the recognition and enforcement by a people’s 

court of the People’s Republic of China, the party 

concerned shall directly apply to the intermediate 

people’s court in the place where the party subject 

to execution has its domicile or where its property  

is located. The people’s court shall deal with the 

matter in accordance with the relevant provisions  

of the international treaties concluded, or acceded 

to by the People’s Republic of China, or under the 

principle of reciprocity. 

Can the Directors and Officers be liable  
for punitive damage, exemplary damages, 
multiple damages or aggravated damages? 
If so, under what type of law, securities, 
employment, etc.?
Under the current Chinese legal system, there are 

no laws and regulations in regards to punitive 

damages, exemplary damages, multiple damages or 

aggravated damages except compensatory damages. 

Namely, the Directors and Officers are only liable for 

actual loss caused by their wrongful acts. 

Procedural issues

Can the company indemnify its directors and 
officers and employees? If so, for defence 
costs; damages, judgments and settlements? 
If so, for what types of claims, what are  
the limitations?
There are no specific laws and regulations for such 

indemnity. Normally, such an indemnity issue may 

be decided by articles of association, decision of  

a shareholder meeting, or resolution of the Board. 

Is Directors’ and Officers’ liability insurance 
permissible or legal under local law? Are there 
limitations in law to what can and cannot be 
covered under a D&O insurance policy?
Although PR China has not had any specific laws 

stipulating director and officer liability insurance, 

according to China Insurance Regulatory Commission 

(‘CIRC’), such liability insurance is permissible in PR 

China. Some Chinese insurance companies and 

foreign-found insurance companies have started such 

business. And according to the Code of Corporate 

Governance for Listed Companies in China issued  

by China Securities Regulatory Commission (‘CSRC’) 

and State Economic and Trade Commission, after 

approval by the shareholders’ meeting, a listed 

company may purchase liability insurance for directors. 

Such insurance shall not cover the liabilities arising in  

connection with directors’ violation of laws, 

regulations or the company’s articles of association.
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Insurance Law of PR China
Liability insurance refers to insurance that makes the 

liability to indemnities of the insured to the third 

party as the object.

Administrative Codes of Listed Companies
Upon approval by the shareholdersí general 

meeting, listed companies are allowed to purchase 

insurance for their directors save for liabilities 

resulting from the directorsí breach of the laws or 

regulations or articles of association.

The guide for establishing the Independent 
Director Institution of Listed Company 
Listed companies are allowed to establish a 

compulsory Independent Directors’ Liability 

Insurance mechanism to reduce the risks associated 

with the ordinary performance of the duties of 

independent directors.

An insurance contract shall contain the 
following:  
•	 Name and domicile of the insurer;

•	 Names and residences of the insurant and the 

insured and the name and residence of the 

beneficiaries of life insurance.

•	 Objects of insurance;

•	 Insurance liability and liability exemption;

•	 Insurance term and the starting time of 

insurance liabilities;

•	 Insured value;

•	 Insured amount;

•	 Premium and the method of payment;

•	 The method of payment of insurance indemnity 

or insurance money;

•	 Liabilities for breach of contract and the 

handling of disputes;

•	 The year, month and date in which the contract 

is signed.

Can an insurer write D&O insurance on a non-
admitted basis? Is a specific license required 
for the insurer to write D&O insurance?
If insurers want to engage in D&O insurance business: 

1	 The business scope of the Insurer shall include 

‘property insurance’;

2	 Such business scope shall be approved by the CIRC;

3	 The terms written in the proposed D&O insurance 

policy shall also be approved by the CIRC.

According to Insurance Law of PR China, the D&O 

insurance shall belong to Property Insurance. 

Therefore, if the insurer would like to conduct the 

D&O insurance, the Property Insurance, which shall 

be approved by CRIC, shall be covered in the 

business scope of the insurance. 

And then, the D&O insurance shall be approved by 

CRIC, and it will take around one month. 

Generally, the following documents will be required 

for the application of the D&O insurance: 

•	 application Letter;

•	 the forms regarding the effective terms of the 

property insurance and fees rate;

•	 legal responsibility letter;

•	 feasibility study report; and 

•	 other documents to be required by the CRIC.

Are claims made and reported policies 
permissible under local law, or does the  
law require occurrence?
In China, D&O insurance is a relatively new business 

compared to other countries. As a result, there are 

not specified laws or regulations regarding a claims-

made policy or an occurrence policy. However, in 

practice, claims made and reported policy is 

permitted by CIRC, which means that regardless of 

how long ago a wrongful act complained of was 

committed, the policy will respond provided that  

the claim is made during the policy period or the 

extended reporting period, subject to the retroactive 

date stated in the policy schedule.

Can defence costs be covered inside  
the limit of liability?
Yes, the defence costs can be covered inside the 

limit of liability.
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What are the laws on rescission of an 
insurance policy? What are the laws 
regarding providing severability of the 
proposal form and conduct exclusions 
(fraud, criminal acts, intentional acts)?

Rescission of an insurance policy
1	 The insured may terminate the insurance 

contract after the contract is signed except 

otherwise provided for by the Insurance Law of 

PR China or by the insurance contract.

2	 The insurer is not allowed to terminate the 

insurance contract after the contract is signed 

except otherwise provided for by the Insurance 

Law of PR China or by the insurance contract.

3	I f the insured conceals facts deliberately and 

refuses to perform the obligations of making 

true representations or fails to perform the 

obligations of making representations due to 

negligence that would be enough to affect the 

insurer from making the decision of whether or 

not to agree to accept the insurance or raise the 

insurance premium, the insurer has the right to 

terminate the insurance contract.

4	I f the insured or beneficiaries falsify the 

occurrence of an insured risk, which has not 

occurred and has made a claim for compensation 

or insurance payment, the insurer has the right 

to terminate the insurance contract, with the 

insurance premiums not to be returned.

5	I f the insured or beneficiaries deliberately fabricate 

the occurrence of the insured risks, the insurer 

has the right to terminate the insurance contract 

and shall refuse to perform the obligations of 

compensation or insurance payment.

6	I f the insured has failed to perform its due 

obligations concerning the safety of the objects 

insured, the insurer has the right to demand 

additional insurance premiums or terminate  

the contract.

7	I f within the validity period of the contract, the 

risks of the objects of insurance have increased, 

the insured shall notify the insurer in good time 

according to the contract and the insurer has 

the right to claim for additional insurance 

premiums or terminate the contract.

8	I f part of the objects insured sustain losses,  

the insured may terminate the contract within  

30 days after the insurer pays the indemnities. 

Except in the case that the contract may not be 

terminated in accordance with the relevant 

provisions as contained herein, the insurer may 

also terminate the contract. In the case in which 

the insurer terminates the contract, the insurer 

shall notify the insured 15 days in advance and 

return the premiums on the part not sustaining 

losses to the insured after deducting the part 

receivable from the date when the insured 

liability starts to the date when the contract  

is terminated.

Severability of proposal form
No specified Chinese laws or regulations provide for 

the severability of the proposal form, but in practice, 

the proposal shall be construed as separate proposal 

by each of the insured and, with respect to the 

statements made and particulars provided in the 

proposal, no such statements or particulars, and no 

information possessed by the insured, shall be imputed 

to any other insured to determine whether cover is 

available for any claim against such other insured.

Conduct exclusion
1	I f an insurance contract provides for the 

exemption of liabilities for the insurer, the 

insurer shall clearly state in before signing the 

insurance contract. If no clear statement is made 

about it, the clause shall not be binding.

2	I f the insured deliberately refuses to perform the 

obligations of making true representations, the 

insurer shall not undertake to pay indemnity or 

insurance money for insured risks that occur 

before the contract is terminated and shall not 

return the insurance premium.

3	I f the insured fails to perform the obligations of 

making representations due to negligence, thereby 

seriously affecting the occurrence of insured 

risks, the insurer shall not undertake to pay 

indemnity or insurance money for contingency 

that occurs before the contract terminates but 

may return the insurance premium.
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4	I f the insured or beneficiaries deliberately fabricate 

the occurrence of the insured risks, the insurer 

has the right to terminate the insurance contract 

and shall refuse to perform the obligations of 

compensation or insurance payment. 

5	I f, after an insured contingency occurs, the 

insured or beneficiaries are found to have forged 

or fabricated related certificates, materials or 

other evidence to prove the causes of the insured 

risks or for exaggerating the losses, the insurer 

shall not compensate or pay for the part falsified.

6	I f the insured or the beneficiaries deliberately 

cause the death, injury or sickness of the 

insured, the insurer shall not undertake to pay 

the insurance money.

7	I f the contract takes the death of the insured  

as the condition of payment, and the insured 

commits suicide, the insurer shall not undertake 

to pay the insurance, except in the situation 

where the insured commits suicide two years 

after the contract is signed. 

8	I f the insured deliberately commits crimes that 

lead to its own injury or death, the insurer shall 

not undertake to pay out on the insurance. If 

the insurance premium has been paid for more 

than two full years, the insurer may return the 

cash value according to the policy.

If a local company is a subsidiary of a 
foreign parent and such foreign parent has  
a world wide D&O policy which covers the 
local subsidiary, is a separate local D&O 
policy also required to be issued for such 
subsidiary to comply with local law?
The local D&O policy must be issued for and by 

companies incorporated in China. However, for 

companies that provide their D&O cover with  

a non-admitted insurer, such as through a global 

D&O program, a local policy can be arranged as  

a front. Local insurers, such as Ping An Insurance 

Company and the People’s Insurance Company  

of China are available as ‘fronts’ for international 

non-admitted insurers.

What is the local insurance tax for  
a D&O insurance policy?
According to Provisional Regulations of the People’s 

Republic of China on Business Tax, promulgated by 

the State Council, the premium is subject to business 

tax at the rate of five percent (Premium tax = the 

amount of premium x five percent). 

What has been the local claims history for 
D&O insurance.

Case A
A class action lawsuit was filed on May 10, 2004, 

on behalf of purchasers of the securities of China 

Life Insurance Company Limited (‘China Life’)  

(NYSE: LFC) between December 17, 2003 and 

February 3, 2004, seeking to pursue remedies under 

the Securities Exchange Act of 1934 (the ‘Exchange 

Act’). The action was filed before the Honorable 

Colleen McMahon, in the United States District Court 

for Southern District of New York against defendants 

China Life, President and Chairman of China Life, 

Wang Xianzhang, and Directors of China Life, Long 

Yongtu, Chau Tak Hay, Miao Fuchun and Wu Yan. 

According to the complaint, defendants violated the 

Exchange Act by issuing a series of material 

misrepresentations to the market during the class 

period. China Life was founded in June 2003 

through the restructuring of its state-owned parent 

company, China Life Insurance (Group) Co. (‘CLIC’).  

On February 3, 2004, the National Audit Office of 

China (‘NAO’) reported the results of its audit of 

CLIC and that it had found the equivalent of about 

$652 million worth of irregularities involving CLIC. 

On February 4, 2004, the price of China Life’s 

American Depository Shares declined in reaction to 

this news, falling $2.13 or 7.39% per share from  

its previous day’s closing price, to close at $26.67. 

As a result of the defendants’ false disclosure during 

the IPO, the price of China Life’s securities was artificially 

inflated during the class period, causing Plaintiff and 

other members of the class to suffer injuries.

Case B
On Dec 28, 2004, the Yinguangxia Listed Company 

(Shenzhen Stock Exchange 000557) was sued before 

Yinchuan Intermediate People’s Court by the investor 

– Bo Songhua for exaggerating their profits and 

disclosing false annual reports since Aug 5, 2001. 

The investor had purchased 5,500 shares of 
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Yinguangxia from Apr 23, 2001 to Jul 4, 2001. 

However, the price of the stocks had been extremely 

decreased due to Yinguangxia’s false information. 

The judge concluded that Yinguangxia shall  

pay RMB110,000 Yuan to compensate the  

investor’s damages. 

Is the local law influenced by another 
country’s law? 
Generally speaking, the Chinese legal system has been 

deeply influenced by civil law systems (Continent law), 

especially by German, French and Russian Codes. 

Civil law has its roots in Roman law. Codification is  

a defining characteristic of a civil law system. The most 

famous example is perhaps the French Civil Code, 

although the German Civil Code is also an important 

and influential period of legal codification. In China, 

the German Civil Code was introduced in the later 

years of the Qing Dynasty and formed the basis of 

the law of the People’s Republic of China, which 

remains in force in Taiwan.

In China, the legal systems are based around one  

or several codes of law, which set out the main 

principles that guide the law. Therefore, courts base 

their judgments on the provisions of codes and 

statutes, from which solutions in particular cases are 

to be derived. Courts thus have to reason extensively 

on the basis of general rules and principles of the 

code, often drawing analogies from statutory 

provisions to fill lacunae and to achieve coherence. 

In the area of directors’ and officers’ liability, the 

Company Law and the Securities Law, effective on 

Jan 1, 2006, are generally regarded as the legal 

sources for reinforcing the duties of loyalty and  

due diligence towards a company on its directors, 

supervisors and senior executives. In this regard,  

it mostly absorbed experience from the U.S. and  

U.K. legal systems to protect the company, its 

shareholders and any third party from damage by 

the Directors’ and Officers’ wrongful acts. 

What specific coverage grants are being 
provided in the local country and market not 
generally provided (for example certain 
fines and penalties in Italy, defence costs  
for BIDP exclusion in Belgium)?
No specific coverage grants in this regard. 

Are there any special laws or regulations 
with regard to offering an extended 
reporting period/discovery in the local law? 
Discovery period is the date when the claim or 

circumstances are made known to the insured. 

Extended reporting period is the period usually 

granted (either with additional premium or free, 

depending on the length or duration provided) to the 

insured to report the claims to the insurer relating to 

the wrongful acts committed while the policy period 

is still in force. Extended reporting period is usually 

granted when the policy will not be renewed with 

the existing insurer.

There are no specific laws and regulations with 

regard to offering an extended reporting period or 

discovery period in China. However, according to 

the Insurance Law of PRC, the insurer and the 

insured are entitled to reach agreements through 

consultation and negotiation without infringing 

public interests and compulsory standards. 

In practice, when the insurer refuses to renew the 

policy, the insured may upon payment of a certain 

amount of premium extend the cover under the 

policy for a certain period (such as 12 months) 

which shall run from the date the policy expires, for 

any claim first made against the insured during the 

discovery period and notified to the insurer during 

the discovery period, but only in respect of wrongful 

acts committed or alleged to have been committed 

before the date of expiration of the policy period.

What information can you provide on the 
following for the marketplace?
•	 Average amount for US SEC retention.

•	 Average amount for ROW retention.

•	 Average Limits of Liability purchased for accounts 

with US SEC exposure and no US SEC exposure.

•	 Is entity coverage usually purchased.

•	 Average amount for Coinsurance for US SEC.

•	 Average price per million for accounts with  

US SEC exposure and for accounts with no  

US SEC exposure.
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Who are the largest insurers in the  
local market?
Pursuant to China’s WTO accession and commitments, 

as of today, foreign-funded insurance companies are 

permitted by CIRC to engage in the insurance 

business, including property insurance, health 

insurance, group insurance etc. Except health 

insurance, there is almost no restriction and prohibition 

for foreign-fund insurance companies to practice in 

this field. However, the foreign-found insurance 

companies account for much lower market share than 

the Chinese local insurance companies. According to 

the statistics from CIRC, the foreign-found insurance 

companies account for a market share of 1.15% in 

property insurance (AIU ranks first with 0.35%), and 

5.79% in health insurance (AIG ranks first with 1.26%). 

Ping An Insurance Company (Ping An), the People’s 

Insurance Company of China (PICC), China Pacific 

Insurance Company (CPIC) and China Life Insurance 

Company (China Life) are the largest insurers in China. 

Market share ranking (statistic from CIRC)

Property Insurance 	 Health Insurance

PICC	 62.61%	C hina Life	 51.05%

CPIC	 11.87%	 Ping An	 16.93%

Ping An	 9.12%	C PIC	 10.47%

General comments, recent changes in the 
law, pending changes in the law
In 1954, the Constitution Law of PRC was 

promulgated by the People’s National Congress, 

which is regarded as the foundation of the  

Chinese legal system. Since then, China has been 

establishing relevant effective legal framework in  

all legal areas, including constitution law, civil law, 

criminal law, administrative law, commercial law, 

corporation law, procedure laws etc

In recent years, pursuant to China’s WTO accession 

and commitments and with rapid economic 

development, Chinese legislature has promulgated 

sets of new laws and regulations, such as the Property 

Rights Law of PRC, the Company Law of PRC, the 

Securities Law of PRC, the Bankruptcy Law and the 

Labour Contract Law. 

In recent years, D&O insurance has become a core 

component of corporate insurance. However, D&O 

Insurance is a relatively new business in China. Until 

now, there were no specific laws and regulations in 

this field. It was not until Oct 27, 2005 that China 

promulgated the new Company Law, which imposes 

personal liabilities upon directors and officers due to 

their wrongful acts. We believe, with development 

and enforcement of the legal system of directors 

and officers’ liability, there is a critical need for 

directors and officers to protect themselves from 

increasing lawsuits.
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Who are Directors and Officers?
In general, a distinction must be drawn between directors as the statutory body 

of a company, and officers as employees of a company with an employment 

(labor) contract. 

Directors
According to the Czech Commercial Code, directors are considered as the 

statutory body of a company; the conduct of the statutory body is regarded as 

being the entrepreneur’s conduct. The relationship between the company and  

its directors must not be regulated by the labor code; this relationship is strictly 

regulated by the Czech Commercial Code.

Generally, the statutory body (or board) of a company is obliged to exercise its 

post with a due care and in compliance with the interests of the company, and  

its members may not prefer their own interests, the interests of some members 

or the interests of third parties to the interests of the company. Furthermore,  

the statutory body is obliged to seek and take into account in making decisions 

all available information related to the subject of decision; keep silent on 

confidential information and facts, the disclosure of which to third parties  

might be detrimental to the company or threaten its interests or the interests  

of its members.

In particular, the basic obligations and responsibilities of a statutory body, set out 

by the Czech Commercial Code, include:

1	 To execute the post with the diligence of a prudent businessperson (Sec. 79).

2	 To act on behalf of the company (internal restriction on the authority of  

a statutory body to act shall have no legal effect with respect to any  

third party).

3	 To take decisions concerning the company’s management and other 

responsibilities set out in the Articles of Association/Partnership Agreement.

4	 To take decisions on using the reserve fund (the establishment of a reserve 

fund is mandatory), unless this power is not vested in the general meeting.

5	 To comply with the relevant provisions of the Czech Commercial Code (or 

extending Articles of Association) regarding the ban on competitive conduct.

6	 To make arrangements for due keeping of the records and accounting books 

prescribed by the law, the list of company shareholders and to present to the 

general meeting for approval closing books and a proposal on distribution of 

profits or settlements of losses.

7	 To inform the shareholders on the company matters.

8	 To notify the Commercial Register of all changes in the company and to 

deposit applicable documents into the collection of deeds kept by the 

Commercial Register; to notify other respective Czech authorities of relevant 

information determined by the law.

The particular duties involve:

1	 To ensure the management of a company (duty of care; Sec. 134 and 192).

2	 To ensure due keeping of mandatory records and accounting.

3	 Adherence to the ban of competitive conduct without the consent of  

others (duty of loyalty; Sec. 136 and 196 Czech Commercial Code) and 

discretion duty.

4	 To file a proposal for declaration of insolvency without undue delay when 

legal conditions for the declaration have been fulfilled (Czech Insolvency Act).

Officer/Managers
Although corporate statutes generally provide that the business activities and 

affairs of a corporation are to be managed by or under the direction of directors, 

the day-to-day responsibility for the management of the corporation rests with 

executives and full-time employees, called usually officers or managers 

(hereinafter the ‘officers’). 

Previous NEXT contents



53

In the Czech Republic, officers do not form a statutory body of the company. 

Unlike directors, officers are generally employed by the company (i.e. have a labor 

contract under the Czech Labor Code), and their relationship with the company 

must not be regulated by the Czech Commercial Code but the Labor Code. 

Hence, the board of directors essentially serves a two-fold function consisting of 

the formulation of corporate policy and supervision of management. However, 

under certain circumstances, a statutory body/a member thereof and the 

company may enter into a labor contract for exercising other responsibilities 

beyond the post of the statutory body (if possible).

Officer’s responsibility covers mostly some selected areas of working processes  

in the company (financial officer/manager, production officer/manager etc.);  

i.e. the area of their duties and responsibilities depends on the internal 

organisation structure (and internal division of responsibilities) of the company.

Standard board structure
Generally, the standard board structure consists of a board of directors (statutory 

body) and a supervisory board. The supervisory board has to be mandatory 

established in the Joint-Stock Company only. 

With regards to the officer structure, this is not determined by law and depends 

on a focus of a company and its internal organizational scheme. The usual officer 

structure consists of a general manager, financial manager, production manager, 

HR manager etc.

As mentioned above, a ‘manager’ or a ‘senior manager’ refers to a position 

similar to a position of an officer, e.g., a person responsible for some areas of 

operation of the company. Since the managers are not a statutory body or 

members thereof, they are generally in a labor relationship with the company.

Titles of the members of the statutory body or supervisory board depend on the 

specific type of company, in particular:

An individual title depends on the type of company:

•	 Limited Liability Company (společnost s ručením omezeným):  

Managing director (statutory body) = jednatel 
Supervisory board = dozorčí rada

•	 Joint-Stock Company (akciová společnost): 
Board of directors (statutory body) = představenstvo 

Supervisory board = dozorčí rada

Liabilities of Directors and Officers
In accordance with the Czech Criminal Code, Directors and Officers may, in 

certain cases, face criminal charges (up to 15 years of imprisonment) for specific 

economic crimes they commit acting on behalf of the company or in the course 

of the exercise of their function for the company (e.g. fraud, misrepresentation of 

the information of commercial and business evidence etc.). 

Generally, if a company breaches some obligations determined by law due to a 

misuse of responsibilities of a director/officer/manager or as a result of breach of 

their duty of care, the company (and not a specific director or officer) as such 

shall be the subject of an administrative fine or penalty. 

Generally, Directors and Officers are not personally liable for the non-fulfillment  

or violation of administrative laws and regulations by the company. Unless a 

statutory exception applies, the company is itself liable for the breach of a 

particular obligation determined by law as a result of the failure of a director or 

officer (manager). Subsequently, the company is entitled to claim indemnification 

of damages caused by the non-fulfillment or violation of administrative laws 

against its Directors and Officers.
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Specific liabilities of Directors and Officers under 
local laws regarding:

Securities
An informed person (including D&Os) must not disuse internal information 

(regarding financial instruments) which, after its publication, could significantly 

influence the rate or proceeds of this instrument. (Sec. 124 Czech Stock Market 

Enterprise Act).

Furthermore, members of the board of directors are obliged to sign  

certificated shares.

Employment
Employment decisions involving hiring, termination, pay and benefits and 

conditions of employment might be subject of some form of personal liability  

of D&O. Generally, Czech Labor Code refers to the Czech Civil Code. Fraudulent 

acting is judged pursuant to the Czech Criminal Code. 

Breach of contract
Similarly, the Czech contract law does not contain any direct liability of directors 

or officers for the breach of contracts. However, the possibility of the company 

and (under certain circumstances) the creditors to assign indemnification claims 

on behalf of the company against its statutory body remains unaffected hereby. 

Environment
Apart from the above mentioned criminal liability of D&Os for environmental 

crimes pursuant to the Criminal Code and their liability for misdemeanors, the 

applicable environmental provisions do not include any special provisions 

regarding direct liability of D&Os. Generally, the company itself is being held 

liable according to the applicable environmental provisions and can be imposed 

with an administrative fine or other sanctions in this respect. Subsequently, the 

company is entitled to claim indemnification of damages caused by violation of 

environmental laws against its D&Os. 

Insolvency 
D&Os are obliged to file a proposal for declaration of insolvency without undue 

delay when the legal conditions for such declaration have been fulfilled (Sec. 98 

Czech Insolvency Act) or to summon a general meeting when the losses of the 

company reached a certain limit (Sec. 193 Czech Commercial Code).

Are D&O personally liable for civil, criminal, administrative/
regulatory and contractual claims made against them in their 
capacity as a D&O? Is there joint and several liability? Is there 
unlimited liability for each director and officer? How do Directors 
and Officers limit their liability? What do Companies in the local 
country do to handle these issues?

Liability vis-à-vis third persons
D&Os are generally not personally liable for administrative/regulatory and 

contractual claims of third persons arising out of breach of their duties. The 

company on behalf of which they acted is the subject of such claim and can, 

under certain circumstances, claim compensation for damage from the D&Os. 

Liability vis-à-vis the company
A statutory body of the company/members thereof who have breached their 

obligations are jointly and severally liable for damage incurred by their company 

as a result of this breach (Sec. 131 Czech Commercial Code). The statutory body/

members thereof shall not be liable for damage if they can prove that they have 

carried out their post with due care and in good faith and were acting in the 

interests of the company. Neither are the statutory body/members thereof liable 

for the damage caused to the company through actions during which they 

executed a resolution of the general meeting (with exception of a case where 

such resolution is contrary to legal regulations or the Articles of Association); on 

the contrary, the approval of an action of the statutory body/members thereof 

does not exempt them from the liability for damage.
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Liability limits
Furthermore, unlike in an employment relationship between the company and  

the officers/managers where the liability for damage is generally limited to 4  

and a half monthly average salaries, there is no such limitation in commercial 

relationships between the company and the statutory body/member thereof.  

The extent of damage is generally unlimited. The statutory body/members  

thereof are liable with their assets for all foreseeable damages caused during the 

execution of their posts, including a loss of profit (Sec. 379 Czech Commercial 

Code). The court has also no power to reduce the damages. 

Any contract between D&O and a company limiting or precluding their liability 

would be null and void. In addition, neither the Memorandum of Association nor 

the Articles of Association may limit or exclude the liability of the statutory body/

member thereof. Based on our experience, few D&O liability cases lead to the 

declaration of liability of a certain person even though the burden of proof lies 

with D&Os. 

Liability for damage in respect of officers with employment contracts is limited to 

the amount that is equal to 4 and half times their monthly salaries. 

With regard to the above-mentioned limits of liability of the employees with 

employment contracts under the Czech Labor Code, there is a provision, 

although its application is unclear, in Section 66 (6) of the Czech Commercial 

Code since 2001, stipulating that provisions of the Czech Commercial Code 

establishing liability of the board of directors (joint-stock company) or managing 

directors (limited liability company) can be applied to individuals or entities that 

are not members of the mentioned bodies, but after all can fundamentally affect 

the acts of the company. Their influence has to be firstly, intensive enough to be 

able to affect the acts of the company; and secondly, long-lasting. However, an 

unrepeated interference can also qualify as fundamental influence in case it is 

essential and its effect will be affecting the acts of the company for a longer 

period in the future. The influence will generally be attributable to the members 

of the board of directors or managing directors. The reason causing the influence 

is absolutely irrelevant. However, basically, shareholders could bear liability for 

influencing the acts of the company. Furthermore, an agreement could serve as 

the basis for the influence. The Commercial Code states explicitly that the final 

influence disregarding the real connection between the company and the 

individual or the entity affecting the company is substantial for the coming into 

existence of the liability. 

This provision seems to extend to officers with labor contracts and limited liability 

under the Labor Code. It is also indicated in the current commentary on the 

Czech Commercial Code: 

“1By acts of the company we understand the conduct of a person who acts on 

behalf of the company. The grounds for that influential behaviour can be various 

types of contractual relationships with the company, e.g. controlling contract or 

credit contract. However, it is not a consultant contract because in this case a 

company has a free will to decide whether or not it will follow the advice of the 

consultant/advisor. Also, in exceptional cases, there could be no legal grounds for 

such behaviour – e.g. family members, employees or even strangers regardless of 

their relationship with the company.” 

The structure of corporations in the Czech Republic
The Czech Commercial Code recognizes four basic corporate structures 

corresponding to the following types:

Limited Liability Company (společnost s ručením omezeným, also s.r.o.  
or spol. s r.o.) is a capital company whose registered capital consists of 

predetermined contributions pledged by its members and as such the most 

widespread form of a business company in the Czech Republic. The company can 

also be established by one person; the number of shareholders is limited to 50.

•	 Minimum value of registered capital: CZK 200,000.

•	 Minimum amount of a shareholder’s contribution into the company:  

CZK 20,000.
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•	 Liability: the company is liable for any breach of its obligations with its entire 

property; the shareholder’s liability for the company’s obligations is limited to 

the outstanding sum part of his pledge contribution registered in the 

Commercial Register.

•	 Company bodies: general meeting (the supreme body), managing director/

directors (executives) (statutory body), supervisory board (if stipulated by the 

Memorandum of Association).

Joint-Stock Company (akciová společnost, also a.s.) is a capital company 

whose registered capital is divided among a certain number of shares with a 

certain nominal value. This type of company can be established as a private joint-

stock company or a public joint-stock company. The joint-stock company can be 

established by a single founder, provided that the founder is a legal entity; 

otherwise, two or more founders are necessary. 

•	 Minimum value of registered capital: CZK 2,000,000.

•	 Liability: the company is liable with its entire property for any breach of its 

obligations. The respective shareholder shall not bear any liability for the 

obligations of the company.

•	 Company bodies: general meeting (the supreme body), board of directors  

(the statutory body), supervisory board.

General Commercial Partnership (veřejná obchodní společnost, also veř. 
obch. spol. or v.o.s.) is an entity in which two or more persons carry on business 

under a common business name and are held jointly and severally liable for the 

obligations of the partnership with all their property.

•	 Minimum value of registered capital: not determined by the Czech 

Commercial Code. 

•	 Liability: general commercial partnership is liable for all its obligations with all 

its assets and rights; the respective partners bear joint and several liability for 

the partnership’s obligations with all their property.

•	 Company bodies: Each partner of a general commercial partnership  

is considered as a statutory body, unless the partnership agreement stipulates 

that all the partners shall act jointly; when only some partners are authorized 

in this way to act in all matters on behalf of the partnership, then only those 

partners shall constitute the statutory body thereof. 

Limited Partnership (komanditní společnost, also kom. spol. or k.s.). is an 

entity in which one or more partners bear limited liability for the partnership’s 

obligations up to their outstanding pledged contributions registered in the 

Commercial Register (limited partners, or ‘komandisté’) and one or more  

partners bear unlimited liability with their entire property (general partners, or 

‘komplementáři’). Generally, provisions of the Czech Commercial Code governing 

a general commercial partnership apply mutatis mutandis to a limited partnership, 

and the provisions of the Czech Commercial Code governing a limited liability 

company apply mutatis mutandis to the legal status of limited partners, unless 

the Partnership Agreement stipulates otherwise.

•	 Minimum contribution to the limited partnership: CZK 5,000.

•	 Company bodies: the statutory body is/are the general partner/s. In addition, 

only the general partner is entitled to manage the limited partnership; other 

matters are decided jointly by the general and limited partners by a majority 

of votes, unless the partnership agreement stipulates otherwise. 
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Who can sue? 
Company (derivative actions) – what are the requirements for bringing  1.	

a derivative action against the D&Os on behalf of the Company.

Fellow Directors and Officers.2.	

Shareholders.3.	

Bond/Debt holders.4.	

Creditors.5.	

Employees.6.	

Third parties7.	

Government.8.	

Receiver, liquidator.9.	

Generally, all listed subjects have, under certain circumstances, the statutory right 

to sue directors or officers, in particular: 

Any member in a LTD (a person having his/her shares/ownership interests  1.	

in a company) is entitled to file an action for damages against its directors  

(Sec. 131a Czech Commercial Code).

A supervisory board appoints one of its members who can sue a director on 2.	

behalf of the entire company (Sec. 199, Subsec. 2 Czech Commercial Code).

At the request of minority shareholders (see definition in Sec. 181, Subsec. 1 3.	

Czech Commercial Code), a supervisory board will sue company directors for 

damages (Sec. 182, Subsec. 1 Czech Commercial Code).

If a bankruptcy proceeding is commenced in respect of the property of  4.	

the company, the bankruptcy receiver is entitled to lodge named claims  

of creditors against the company against the statutory body.

or anyone else, on conditions that are generally determined by law.

The requirements and limitations of bringing the types  
of law suits below:

Company (derivative actions) – what are the requirements for bringing  1.	

a derivative action against the D&Os on behalf of the Company.

Fellow Directors and Officers.2.	

Shareholders.3.	

Bond/Debt holders.4.	

Creditors.5.	

Employees.6.	

Third parties.7.	

Government.8.	

Receiver, liquidator.9.	

According to the Czech Civil Procedure Code, a legal action must include  

precise identification and specification of the party filing the action, the matter 

and the demand. 

As far as claims for damages are concerned, the breach of an obligation, 

damages and causality between them must be proved. Generally, in case of 

claims for damages, real damage and a loss of profit can be sought. In case of 

breach of the duty of loyalty by a member of the board, a plaintiff may demand 

that any person in breach of such duty shall relinquish any profit generated  

from the business transaction that resulted in the breach or transfer the rights 

ensuing from such a transaction to the company as well as claims for damages 

arising hereof. 

As for derivative actions in the Czech Republic, they are not common in Czech 

law. There has never been filed any derivative action pursuant to Sec. 182 Czech 

Commercial Code, which enables the shareholders to protect interests of the 

company when the director has not voluntarily compensated the damage he/she 
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caused to the company and the other directors do not claim the damages. If such 

an action was filed, the shareholders would be entitled to seek (as it is in the UK) 

damages on behalf of the company, i.e. the damages would be payable to the 

company and not to the shareholders who filed the respective action. Last, but 

not least: there is no formal sign (as e.g. a certification order in Canada) that 

would identify the action as a derivate action under Czech law from the very 

beginning. The actions are dealt with by the relevant court as regular actions.

To date few group actions have been filed and a majority of them was 

concentrated in the area of consumer law. One of the most famous of derivate 

actions is the action of building owners against the Czech Republic, and the 

action of consumers against CSOB (a Czech bank) due to its bank fees.

What is the contractual relationship between the Company  
and its employees, including the Directors and Officers?
Relations between the company and the officer must be (unlike in the case of a 

statutory body) governed by the Czech Labor Code. A conclusion of a commercial 

contract with the officer, which contract is governed by the Czech Commercial 

Code, would be considered law evading. 

As opposed to relationships between the company and officer, the relations 

between the company and the statutory body or supervisory board are 

considered as commercial relations governed by the relevant provisions of the 

Czech Commercial Code (Sec. 66 (2)); a contract for the execution of a post of a 

statutory body must not be regulated by the Czech Labor Code. However, under 

certain circumstances the statutory body/member thereof and the company could 

conclude an employment contract for exercising other responsibilities beyond the 

function of the statutory body (if possible).

Statute of limitations

Civil law 
Generally, the prescription (limitation) period is 3 years since the day when a right 

could have been exercised for the first time (Sec. 101 Czech Civil Code), unless 

stated otherwise. For some special cases:

1 	 The period of 2 years is valid in case of claims for damages and unreasonable 

enrichment (however never more than 3 years from the occurrence of the 

damage); and 

2 	 The 10 years’ prescription period is valid in case of claims for damages and 

unreasonable enrichment provided that damages were caused deliberately, 

and in case of claims for rights granted by a court or other public authority.

Contract law
The prescription period is 4 years since either the day when a right could have 

been lodged with a court (Sec. 397 Czech Commercial Code) or since the day 

when a right could have been executed (depending on a nature of the right).  

This period can be lengthened by up to 10 years by a written declaration of the 

person against which the claim/right is/can be asserted. The statute of limitations 

discontinues when a claim is lodged with a court or arbitral authority. Regardless 

all provisions, the statute of limitations expires after 10 years (objective period) 

since the day when it started for the first time (Sec. 408 Czech Commercial Code).

Criminal law (Czech Criminal Code) 
Based on the Czech Criminal Code, the Directors and Officers can face liability for 

crimes they personally commit, as well as for crimes they aid and abet or, at 

times, for crimes they failed to prevent. The Czech Criminal Code defines specific 

offences which relate to corporate activities. Criminal liability can also be based 

upon violations of the environmental laws, tax law or social security law. 

The penalty is 20 / 15 / 10 / 5 years of imprisonment depending on the gravity  

of the crime.
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Administrative law (corresponds to torts) 
Prosecution for an administrative tort can only be commenced within 1 year  

of being committed (Sec. 20 Czech Administrative Torts Act).

Are class actions permissible under local law, if so, what are the 
requirements/limitations?
Class actions are permissible pursuant to Sec. 83 (2) and Sec. 159a of the Czech 

Civil Procedure Code. These provisions, determined generally for the protection  

of consumers, are effective since 2003 and determine that legitimate ruling is 

binding on the other person too, providing this person raises the same demands 

resulting from the same doing or state. This ruling is binding even on people just 

entitled to file an action with the same demands although they have not 

executed their right to file an action at all. 

Based on the current experience in the Czech Republic, there are a few problems 

in these provisions. First, the first plaintiff in a dispute does not even have to 

know that he/she is participating in a class action and has no liability to the other 

plaintiffs. There is no official decision of court which declares an action to be a 

class action. Next, there is no protection of the other plaintiffs for cases when the 

dispute is settled by the first plaintiff. Finally, there is no duty to publish 

information about opening a case or about its ruling.

What is the enforceability of a foreign judgment on Directors  
and Officers?
According to the EC regulation2 the decisions of Member States’ courts are 

recognized without any need for further formal confirmation by the court in the 

Czech Republic (Article 33 Brussels I Regulation. Article 34 lists exceptional cases 

when a decision is not recognized); however, such decisions have to be declared 

enforceable by the Czech court. The Czech court declares a decision enforceable 

upon the application from any interested party (Article 38 Brussels I). 

All other foreign judgements can be only recognized on the basis of an 

international treaty. 

In respect of arbitral awards, the Convention on the Recognition and 

Enforcement of Foreign Arbitral Awards (1958)3 applies. This Convention  

requires courts of contracting States to give effect to an agreement to arbitrate 

when seized of an action in a matter covered by an arbitration agreement and 

also to recognize and enforce awards made in other States, subject to specific 

limited exceptions.4

Can the Directors and Officers be liable for:

1.	 Punitive damages – punitive damages are money the defendant in  

a lawsuit is sometimes ordered to pay when the behaviour at issue is held  

to be especially egregious.

2.	 Exemplary damages – damages awarded in addition to actual damages 

when the defendant acts with particular recklessness, malice, or deceit.

3.	 Multiple damages – multiple damages are money the defendant in a  

lawsuit is sometimes ordered to pay when the behaviour at issue is held  

to be especially egregious. The money damage is usually determined by 

taking 2x or 3x the total compensatory damage award. 

4.	 Aggravated damages.

Generally, the Czech law does not contain the above-listed categories of liability.

Damages are not supposed to serve as punishment in private law. Their objective 

is to compensate and satisfy the party injured. The compensation should be 

monetary; the entitled party can, however, ask for restitution if possible. 

Generally, the party harmed can seek for both real damage and lost profit. The 

court has no power to moderate the damages regardless of the financial situation 

of the offending party. 

Damages pursuant to the Czech Commercial Code are generally based on a mix 

of principles of strict liability, i.e. a person has to fully compensate all the damage 

regardless of his/her fault; and subjective liability, i.e. a person has no obligation 
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to compensate damage that occurred without his/her fault (e.g. Sec. 66 (3) of the 

Commercial Code). Nevertheless, even strict liability might be excluded if a person 

proves that the damage was caused by unpredictable circumstances and that he/

she did not neglect or breach any of their duties.

In commercial relations, if several persons are found liable, their liability is joint 

and several.

In employment relations, the employer is liable for damages caused to  

the employee: 

1 	 during the performance of employment duties or in connection with  

them or deliberate conduct contra bonos mores; and

2 	 by another employee when breaching his/her employment duties.

In addition, as regards the eventuality of an enforcement of a foreign judgment 

against Czech D&O (stating the duty to settle the above special types of claims), 

it is uncertain whether such judgement would be enforceable in the Czech 

Republic, having in mind the reservation of ‘public order’ of the Czech Republic, 

which could preclude the enforcement of such judgements.

Can the Company indemnify its Directors and Officers and 
employees, if so for (1) defense costs; (2) damages, judgments  
and settlements

If so, for what types of claims, what are the limitations?
Legislation authorizing statutory indemnification has not been enacted in the 

Czech Republic, but there is also no statutory ban on indemnification of 

company’s D&Os. Unfortunately there are no applicable court decisions regarding 

such indemnification.

Insurance of Directors and Officers liability

Is directors and officer’s liability insurance permissible or legal under 
local law? Are there limitations in law to what can and cannot be 
covered under a D&O insurance policy? 
D&O insurance is legal without any further limitations. There is no special 

regulation related to D&O insurance policy (Insurance Act No. 363/1999 Coll.  

and Insurance Contract Act No. 37/2004 Coll.), all the limitations and exclusions 

from insurance are included in the insurance contract conditions. 

Is a D&O policy considered a benefit in kind to the Directors and 
Officers, and if so, are there personal tax repercussions for the 
Directors and Officers if a D&O policy is purchased?
The tax treatment of a D&O policy depends on its structure. In cases where the 

company purchases the D&O policy on behalf of the director or officer to cover 

their risk (i.e. the director/officer is ‘the policy holder’) the contributions are 

considered as taxable benefit in kind for the Directors and Officers. The amount 

of the contributions is added to the remuneration for the purpose of income tax 

withholding and social security/health insurance contributions. The costs of the 

policy tax are non-deductible for the company.

However, it is possible to structure the D&O policy in such a way that the 

contributions do not constitute taxable income for the director/officer and are 

recognized as a tax deductible expense for the company. The basic requirement 

for this is that the company is the ‘policy holder’.

Can an Insurer write D&O insurance on a non-admitted basis?  
Is a specific license required for the Insurer to write D&O insurance? 
Only an insurer from EU states can provide insurance services without a local 

licence, but only on a temporary basis (within the frame of the European Free 

Movement of Services) pursuant to Sec. 5a, (4) Act No. 363/1999 Coll. However, 
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such an insurer is always obliged to provide his domiciliary supervision authority 

and the Czech National Bank with information specified in the above-mentioned 

Act (extension of insurance policy, confirmation of solvency, etc). 

Other insurers from EU states (within the frame of the European Freedom of 

Establishment) and all insurers from non-EU states need to obtain a licence issued 

by the Czech National Bank and are only allowed to provide insurance services 

through their established affiliates (Sec. 5c Act No. 363/1999 Coll.). 

No specific licence for D&O insurance is required in the Czech Republic. 

Relevant insurance law

Are claims made and reported policies permissible under local law,  
or does the law require occurrence? 
There are no special laws or regulations referring to claims made policies and/or 

occurrence based policies. It depends on the insurance contract and how its 

conditions for reporting periods are determined. Usually both insured losses  

as well as the breach of duty which led to the loss have to happen before the 

validity of insurance expires. Some insurers permit even a retroactive effect of  

the contract. Every insured loss has to be announced to an insurer as soon as  

the insured discovers the loss. 

The statute of limitations is the same for all kinds of insurance contracts pursuant 

to the Czech Insurance Contract Act: three years after elapsing one year after the 

rise of the insured accident (i.e. 4 years altogether). The ‘rise (or occurrence) of 

the insured accident’ is considered by the insurers not as the actual moment 

when the damage was caused, but only the final judgment establishing the 

liability for damages of a certain D&O. 

It is up to insurance companies if they apply claims-made or occurrence policies. 

Mostly it is the claims-made policy even though an occurrence-based policy can 

be stipulated in the insurance policy. 

Can defense costs be covered inside the limit of liability?
Yes, defense costs are usually covered within the limit of an insurance policy.

What are the laws on rescission of an insurance policy? What are the 
laws regarding providing severability of the proposal form and 
conduct exclusions (fraud, criminal acts, and intentional acts)?
There are no laws regarding possibility of conduct exclusion. The standards  

for rescinding a D&O policy vary from insurer to insurer. Usually, insurance 

companies in their contract conditions distinguish when liability can be severed 

and when not. e.g. if one member of the board acted deliberately and the 

company suffered loss, he will be excluded from insurance coverage and the 

liability to the other members remains unaffected. However, in case of suppressing 

important information or providing false data during the negotiation of the 

contract, the insurer will normally be able to apply a general exclusion (on all 

members of the board regardless of their own fault) for such misrepresentation.

Before entering into an Insurance Contract, a company director is asked to fill in  

a questionnaire relating to the company structure, financial figures, etc. The filling 

in and submission of this questionnaire does not oblige the company to enter into 

the Contract. However, once the company signs the Contract, the Questionnaire 

becomes an integral part of the entire Contract.

Sec. 14 of the Act on Insurance Contracts determines, that ‘Insured is obliged  

to answer fully and truly all written questions of Insurer related to negotiated 

private insurance policy…’ Sec. 23 of the same Act then states that if the Insured 

failed to fulfill this obligation (no matter if wilfully or by negligence), the Insurer 

has the right to rescind the Contract providing that if the questions had been 

fully and truly answered, the Insurer would not have entered into the Contract. 

This right has to be executed within 2 months from the day the Insurer learnt 

about such failure. 
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The Insurer is also allowed to refuse to provide insurance proceeds if such 

suppressed or false information led to an insured accident. The Insurer has  

the same right in case that the company, which announces the insured accident, 

has provided the Insurer with false or misrepresented information or has 

suppressed vital information. 

A general exclusion, which would be invoked by the Insurer, would be specifically 

set out in the policy as one of the insurance terms based on the Act on Insurance 

Contracts (see above). 

If a dispute arises and is submitted to a Czech court for resolution, the court will 

have to prove whether or not the information suppressed is important (or 

material). Due to the missing decision-making practice in respect of the D&O 

liability in the Czech Republic, it is very difficult to determine criteria that would 

be considered decisive by the Czech court. The court decision would very likely 

depend on the fact whether the information suppressed had influenced the 

Underwriter when issuing an insurance policy. It applies also to the consequence 

if no such question has been asked. Since there is no precedent law in the Czech 

Republic and the decision-making of Czech courts is often unpredictable, so it 

would probably depend on the specific nature of the case involved.

If a local company is a subsidiary of a Foreign Parent and such 
Foreign Parent has a world wide D&O policy which covers the local 
subsidiary, is a separate local D&O policy also required to be issued 
for such subsidiary to comply with local law?
A D&O policy applied on a local subsidiary has always to comply with local law.  

If a worldwide policy does not comply, then a special policy has to be issued for 

the local subsidiary.

What is the local insurance tax for a D&O insurance policy?
There is no tax on insurance in the Czech Republic. 

What has been the local claims history for D&O insurance, please 
include a reference to US claims (securities, EPL, etc.) as well as  
non-US claims, securities, employment, insolvency, etc.
There is no significant local claims history for D&O insurance since only the  

recent two amendments of the Czech Commercial Code (years 1996 and 2001) 

led companies to find the D&O insurance useful. 

The first amendment in 1996 (No. 142/1996 Coll.) introduced personal liability  

of members of statutory body for harms caused by breach of any of their duties 

related to their functions. At the same time, this amendment also disallowed  

any contractual limitations of liability. Before this amendment was enacted, there 

had been no possibility of claiming damages caused by company’s D&O; when 

such D&O did not compensate the harm voluntarily and the rest of the Board  

of Directors did not claim it, the only solution used to be the recall of the  

whole Board. 

The second amendment of 2001 (No. 370/2000 Coll.) refers to the burden of 

proof in claims against the company’s director or officer, raised by the company. 

The harm can be caused not only directly to the company, but also to a third 

party in the name of the company. D&Os have to prove not only that they have 

not caused the damage but also that they have not breached any of their duties, 

which can often be very difficult and these cases can last very long. Therefore the 

position of D&Os covered by insurance is without question very advantageous.

Is the local law influenced by another country’s law – common law  
of the UK, Spain, Portugal etc.
Some provisions of the Commercial and future Civil Codes (not yet enacted) have 

been inspired by German regulation. 

The Czech Republic, as a member of EU, is also subject to European Law. 
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What specific coverage grants are being provided in the local country 
and market not generally provided (for example certain fines and 
penalties in Italy, defense costs for BIDP exclusion in Belgium)
Since the D&O insurance product is relatively new on the Czech market, there is 

presently no stable practise or usage as with regard to specific coverage grants.

The covering of costs for clearing one’s name (reputation) could be determined  

as a specific Czech coverage grant.

Are there any special laws or regulations with regard to offering an 
extended reporting period/discovery in the local law?
There are no special legal regulations regarding the offering of extended 

reporting periods and/or discovery. These issues can be amended between the 

parties, of course, subject to the following statute of limitations.

Pursuant to the Czech Commercial Code, all claims have to be filed with court 

within 4 years since the party harmed discovered the damage caused (this is so 

called ‘subjective period’). However, after the lapse of 10 years’ time since the 

occurrence of loss, a claim becomes unenforceable (so called ‘objective period’). 

In its Section 8, the Czech Insurance Contract Act sets out that the right to 

receive performance (proceeds) under a contract of insurance becomes statute-

barred in 3 years at the latest; the period of limitation applicable to the right to 

receive performance under a contract of insurance commences 1 year after the 

insured event occurs.

The above applies to a case when the damaged party became directly entitled to 

insurance proceeds from the insurer, as well as to a case when the insured 

requests indemnification from the insurer for the amount paid by the insured to 

the damaged party as compensation of damage for which the insured is liable.

The statute of limitations is the same for all kinds of insurance contracts pursuant 

to the Czech Insurance Contract Act: three years after elapsing one year after the 

rise of the insured accident (i.e. 4 years altogether). The ‘rise of the insured 

accident’ is considered by the insurers not as the actual moment when the 

damage was caused, but only the legitimate judgment establishing the liability for 

damage of a certain D&O. 

It is up to insurance companies if they apply claims made or occurrence policy. 

Mostly it is the claims made policy even though occurrence policy can be (above 

standards) stipulated in the insurance contract. 

What information can you provide on the following for the marketplace:
1.	 Average amount for US SEC retention.

2.	 Average amount for ROW retention.

3.	 Average Limits of Liability purchased for accounts with US SEC exposure  

and no US SEC exposure.

4.	I s entity coverage usually purchased.

5.	 Average amount for Coinsurance for US SEC.

6.	 Average price per million for accounts with US SEC exposure and for  

accounts with no US SEC exposure.

N/A in the Czech Republic.

Who are the largest insurers in the local market please include 
percentage of market share?
The largest providers of D&O insurance in the Czech Republic:

5Kooperativa (Vienna Insurance Group)	 32% (results for year 2007) 

Česká pojišťovna a.s. (Generali PPF Holding)	 29% 

Generali pojišťovna	 9%	

The largest providers of insurance overall in the Czech Republic:

Česká pojišťovna a.s.	 38% (results for year 2005) 

Kooperativa	 17% 

Allianz pojišťovna a.s.	 9%
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General comments recent changes in the law, 
pending changes in the law.
There is a semi-finished draft of a new Czech Civil Code, which comes  

into effect in 2010.
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The structure of corporations 
in France
In France, an industrial or commercial enterprise may 

carry on business through a host of corporate forms 

providing either for the unlimited or for the limited 

liability of shareholders. While special attention 

should, when considering taking out/underwriting 

D&O insurance, be applied to the legal status of  

the specific corporate structure(s) concerned, the 

following will focus on the stock corporation 

(‘société anonyme’) which, despite the rise of  

a concurrent, much more flexible kind of company 

(‘société par actions simplifiée’), still constitutes the 

most common vehicles adopted by enterprises of  

a significant size, including because shares may be 

floated on the stock exchange.

Who are Directors and Officers?
The terms ‘Directors and Officers’ might not 

adequately reflect the situation under French law.  

A distinction must be made between:

1	 corporate organs in charge of the management 

of the company and/or its legal representation 

vis-à-vis third parties, specifically:

a	 the board of directors, including its chairman;

b	 the general manager who is the French 

equivalent of a CEO (and need not be a 

director) plus; possibly

c	 additional deputy general managers.

	 French corporations may also adopt the alternative, 

German-style management structure comprising 

a directorate and a supervisory board, with the 

position as CEO being held by the chairman of 

the directorate.

	 A legal entity may be appointed director or, as the 

case may be, a member of the supervisory board. 

In that case, it must designate an individual as 

‘permanent representative’ who shall incur the 

same liability as if appointed in his own name, 

jointly and severally with the director.

2	 high-ranking managers holding their position 

under a mere employment contract (for example 

the CFO if not a director).

Different rules apply to each category. Despite their 

being called ‘corporate agents’ (‘mandataires sociaux’), 

the legal relationship of the individuals referred to in 

Point 1 above is statutory rather than contractual. 

They are not employees of the corporation and French 

company law provides indeed for strict conditions for 

one same individual to combine a tenure as director 

and an employment contract with the corporation  

(a director may not be hired as employee as this is 

viewed as likely to thwart the principle that directors 

may be dismissed at any time without cause by the 

general meeting of shareholders).

Liability of Directors and Officers

General duties bearing on directors
The directors and the general manager(s) must in  

all circumstances act loyally, in compliance with the 

company’s articles of association, its corporate purpose 

and with a view to promoting the corporation’s best 

interests. The latter is a rather uneasy concept, which 

does not boil down to the shareholders’ interests  

or decisions.

Illustratively, no clause in the articles of association 

may exclude or limit the right for the corporation  

to seek the liability of its directors/general manager, 

for example by requiring prior authorisation by a 

general meeting of shareholders; similarly, no 

deliberation by the general meeting of shareholders, 

albeit unanimous, may bar or terminate liability 

action. It is submitted, however, that a liability claim 

may nevertheless be settled out of court.

Liability under company law
The directors and the general manager of a stock 

corporation are liable, jointly or severally, for the 

damages caused to the corporation and to third 

parties as a result of:

1	 a violation of laws and regulations dealing with 

stock corporations;

2	 a violation of the corporation’s articles of 

association; or

3	 a management fault (art. L.225-251 of the 

Commercial Code).

In most reported cases, the liability of the directors 

is sought on the basis of the ‘catch-all’ notion of 

management fault, which is very broad and left to 

the court’s appreciation (the standard being the 

‘reasonable’ or ‘prudent’ director having the 

company’s best interests in mind).
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Criminal liability
The general manager and the directors bear a host 

of specific statutory obligations concerning the 

operation of the corporation which, in some cases, 

may carry criminal sanctions in case of violation 

(although recent legislation has had a tendency to 

limit the instances of criminal liability; the current 

French Government recently announced that it 

intends to go further along that road, specifically 

concerning listed companies).

In addition, several specific offences deserve a 

mention in view of the frequency with which they 

are prosecuted in practice. These include misusing 

the corporate assets to the benefit of a director  

or a related third party or enterprise; submitting 

inaccurate or false accounts; distributing fictitious 

dividends to the shareholders or, for public companies, 

disseminating false or misleading financial 

information on the market.

Importantly, the victim of a criminal offence may not 

only take action in the civil or commercial courts, 

but may also claim damages as civil plaintiff before 

the criminal court where the offence is prosecuted. 

The only condition is that the plaintiff be the direct 

victim of the offence, namely the party that the 

incrimination seeks to protect (art. 2 of the Code of 

criminal procedure). Thus, an insurer acting by way 

of subrogation after indemnifying the victim may 

not seek compensation in the criminal courts.

Claiming damages in the criminal courts is an option 

frequently resorted to by plaintiffs, particularly in 

securities disputes. One of the significant advantages 

being that the collection of evidence is then carried 

out by a criminal magistrate vested with strong 

investigating powers whereas French law provides 

for limited investigation measures in civil disputes 

(no pre-trial discovery of evidence).

Employment related liability

Employer liability
French employment law provides for strict 

obligations bearing on the general manager vis-à-vis 

institutions ensuring the collective representation of 

the company’s personnel within the enterprise, 

whenever work conditions are likely to be affected 

(for example in case of merger or takeover). Virtually 

any violation of these obligations constitutes a crime 

prosecuted by the state administration in charge of 

controlling work conditions. The general manager 

may usually avoid criminal liability by delegating his 

duties to another, typically to the head of human 

resources. To be valid, a delegation must be specific, 

ie. limited to certain duties and responsibilities.

Damages for unfair dismissal are awarded against 

the employer, ie. the corporation, not against the 

directors or officers. However damages might be 

imposed on a hierarchical superior held guilty of 

moral or sexual harassment.

If the victim of an occupational accident or disease, 

an employee may claim extra-damages on top of 

the benefits payable by the social security under the 

mandatory work accidents compensation scheme,  

if the accident or disease was caused by some 

‘inexcusable fault’ on the part of the employer (which, 

in current case law is more or less presumed). 

Although the law provides that the faulty person 

shall be personally liable, a reversal of case law 

occurred in March 2003 to the effect that only the 

employer, ie. the company, may be held liable.

Employee liability
The principle laid down by case law a few years ago 

is that vis-à-vis third parties, an employee, whatever 

its rank or freedom of action, incurs no liability for 

damages caused to third parties while acting within 

the scope of his contractual tasks as employee. Only 

the corporation may be held liable, on a vicarious 

basis and whether it may then turn in contribution 

against the employee is not altogether clear.

This rule does not apply however, where the 

employee, though acting within the scope of his 

contractual tasks, committed an intentional offence; 

this exception was recently extended in case of  

a characterised negligence constituting a crime and 

what remains of the employee’s immunity towards 

third parties is uncertain, at least where the 

employee’s fault qualifies as a criminal offence.

An employee incurs no liability with respect to 

damages caused to his or her employer, save in the 

event of a particularly serious fault involving malice, 

ie. intent to harm the employer.

Administrative liability (listed corporations)
The French market regulator (‘Autorité des Marchés 

Financiers’ or ‘AMF’) is empowered to issue rules 

concerning the transparency of the regulated markets 

and fair treatment of investors (content of prospectuses, 
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dissemination of false financial information, insider 

dealing, etc.). It is also in charge of enforcing same 

and actively does so in practice. In case of violation, 

the AMF may impose administrative fines up to  

€1,500,000 or ten times the profits unlawfully 

derived from the infraction, if any.

In addition to being held liable administratively by 

the AMF, the defendant may also face criminal 

proceedings in the criminal courts with respect to 

the same violations if these also constitute a crime 

(subject to quantum), the rule ‘non bis in idem’ 

notwithstanding. The French Government recently 

hinted that it might try to change that as part of its 

objective to reduce white collar criminal exposure.

Directors liability in a bankruptcy context
French law provides for an unusual and rather severe 

system of liability where a company is adjudicated 

bankrupt and its assets prove insufficient to cover  

its outstanding liabilities. If some management fault 

may be held to have somehow contributed to the 

insufficiency of assets (by causing an increase in the 

liabilities or, conversely, a reduction of the assets), any 

de jure or de facto manager may be held personally 

liable, jointly or severally, to cover the company’s 

liabilities if he participated in the management fault 

(art. L.651-2 of the Commercial Code).

De jure managers comprise the general manager and 

the directors (including the permanent representative 

where a director is a legal entity). A de facto manager 

may be, for example, a majority shareholder/parent 

company, or possibly a creditor (eg. a bank) 

interfering with the day-to-day operation of the 

company. The notion of management fault is very 

broad. In practice, virtually any damageable conduct 

is likely to be qualified as such in retrospect. Typical 

instances of management fault include failure by the 

directors to exercise adequate control over the CEO 

(including by failing to attend board meetings), letting 

a chronically loss-making company carry on doing 

business, failure by the CEO to file for bankruptcy 

within the period of time prescribed by law 

(currently 45 days), etc. ; the list is, in fact, endless.

A striking feature of this type of liability is that its 

application is left to a large extent to the bankruptcy 

court’s discretion: thus, legal action may be instituted 

against some directors and not some others, liability 

may be ordered on a joint or on a several basis, etc. 

More importantly, a director may be held liable for 

the full amount of the insufficiency of assets even 

though his fault only had a minor causal impact 

thereon: the only legal requirement is that the fault 

somehow ‘contributed’ to the insufficiency of assets. 

Thus in a famous Nasa Electronique precedent 

(1995), the permanent representative of a legal 

entity director holding five percent only of the share 

capital was held liable to pay for the whole 

insufficiency of assets (about € 61 million), 

regardless of the fact that his fault had admittedly 

caused only a modest portion of the damage.

Conversely, it was held that the bankruptcy court may 

validly decide to impose no damages on a director, 

although found to have contributed to the insufficiency 

of assets through his management faults.

In practice, the application of this type of liability  

is often viewed as rather arbitrary. Where the 

defendant director is also a shareholder, it frustrates 

the principle of limited liability. It seems fair to say 

that liability proceedings of this kind constitute the 

most important instance of directors liability in 

France, both in terms of frequency and quantum.  

It certainly is the most unpredictable.

Tax liability
Under the French Code of Tax Procedure (art. 266  

& 267), the individual in charge of the actual 

management of a company, whether de jure or de 

facto, may be held jointly and severally liable with the 

company for the tax evaded and related fiscal penalties 

in case of fraudulent manoeuvres or of serious and 

repeated violations of applicable tax obligations.

The manager’s personal liability is only residual, if 

collection of the eluded tax against the company itself 

proves impossible (for ex. in case of bankruptcy).

Who can sue?

Directors liability to the company
Compensation of a damage caused to the company 

by a director or by the general manager may be 

sought either by the company itself (usually by the 

new management for obvious reasons, or by an  

ad hoc trustee appointed in court in case of conflict  

of interests) or by any shareholder acting by way of 

derivative action on behalf of the company. Derivative 

action requires the holding of no minimum number of 

shares though several shareholders holding a certain 
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percentage of the share capital may vest one of them 

to bring the action on their common behalf. Case 

law admits ‘2nd degree derivative action’, whereby 

a shareholder of the parent company will take action 

against a director of a subsidiary for compensation 

of that subsidiary.

Directors liability to third parties
For a liability claim made by a third party (typically a 

creditor) to succeed, case law requires that the fault 

complained of be ‘detachable’ or ‘separable’ from 

the director’s functions as director/general manager. 

The rationale is that a ‘corporate agent’ is presumed 

to act on behalf of the company, hence his fault, 

unless ‘detachable’, is deemed to be that of the 

company itself. This primarily applies to liability 

incurred by contract but it was also applied in a tort 

context in several instances.

As a result of this judge-made condition, most 

reported case law used to set aside director’s liability 

to third parties. However, in 2003, the Supreme Court, 

while upholding the personal liability of a director 

(in fact the general manager of a limited company 

or ‘SARL’, but the decision may be transposed to 

stock corporations), went on to provide a definition 

of what is a ‘detachable’ fault: it is a fault:

1	 committed intentionally:

2	 of a particular seriousness; which

3	 is incompatible with the normal discharge of the 

defendant’s duties as director.

Although this definition remains rather unclear (if not 

tautological), several Supreme Court decisions have 

since upheld the liability of directors to third parties 

and it seems likely that this trend will develop. 

However, some recent decisions have shown some 

reluctance at admitting that a fault was ‘detachable’ 

(ex.: 20th June 2006 Elitt : no personal liability for the 

chairman of the board who promised to guarantee 

the debts incurred by a subsidiary and deceived the 

creditor as to the solvency of the parent).

It is noteworthy that criminal case law refuses to 

apply the ‘detachable’ fault condition. In keeping 

with the punitive purpose of criminal law, any crime 

causing a damage triggers the defendant’s liability to 

compensate the victim. In contrast, a recent decision 

by the civil divisions of the Supreme Court have held 

that the perpetration of what constitutes a criminal 

offence is not per se a ‘detachable’ fault. The 

‘detachable’ fault requirement rests on no statutory 

provision and is much criticised by legal scholars.

Directors liability to shareholders
Liability action by a shareholder against a director of 

the company faces some legal obstacles, as regards 

the nature of the fault alleged and the nature of the 

damage sustained.

Concerning the director’s fault, two prominent 

courts of appeal (Versailles and Paris) decided a few 

years ago that shareholders must be viewed as ‘third 

parties’, so that the success of a liability claim 

requires proving a ‘detachable’ fault on the part of 

the director. The correctness of this case law was 

disputed by some commentators and this position 

remains seemingly isolated.

Concerning the damage, it is established case law 

that a shareholder may only claim the liability of the 

company’s directors with respect to a damage that 

is distinct from the loss generally sustained by the 

company itself. Thus, for example, the fact for a 

director to have misused, ie. misappropriated the 

company’s assets or credit is deemed only to cause 

damage to the company and only the company  

may claim compensation therefor. Similarly, a drop 

in the value of the plaintiffs shares as a result of 

mismanagement of the company does not 

constitute specific personal damage warranting 

compensation to the shareholder.

The result being that the losses that may be claimed 

by shareholders are traditionally rather limited  

(eg. unjust deprivation of dividends, violation of  

the shareholder’s voting rights, provided this caused 

a damage).

Criminal case law arrives more or less at the same 

result, though through a different approach: only 

the direct victim of a crime may take civil action in 

the criminal courts; where this direct victim is the 

company, shareholders may not claim compensation 

in the criminal courts. Also, criminal case law usually 

took a narrow approach of the kind of losses for 

which a shareholder may claim compensation: he 

could claim damages for having acquired shares at 

an artificially inflated price, but not for having kept  

a portfolio of shares acquired prior to the director’s 

wrongful acts.
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By a recent decision (12 September 2006, Sidel)  

the criminal court of Paris adopted a more flexible 

approach of both the admissibility of shareholders’ 

action and the nature of the damage that may be 

compensated. No distinction was made according to 

whether the shareholders had acquired their shares 

or simply kept them as a result of the deceitful 

practices of the defendants (filing of false accounts/ 

dissemination of false price-sensitive information in 

the market). Rather, the court awarded each plaintiff 

€ 10 per share held, based on the doctrine of ‘loss 

of an opportunity’ (as a result of the defendants’ 

misrepresentations, the shareholders were not in  

a position to freely appreciate whether it was 

advisable to acquire or sell shares). The case is 

currently on appeal and most commentators favour 

the new, more flexible and shareholders-protective 

approach adopted at first instance.

Scope of liability/indemnification

Damages
French law only admits compensatory damages. 

Theoretically, their assessment must be equal to  

the magnitude of the loss, irrespective of the 

seriousness of the fault or of the profits derived  

by the defendant. Whether this principle is strictly 

adhered to in some specific matters (unfair 

competition, moral damages) is questionable.

There are no punitive, multiple or aggravated 

damages in French law. This might change in the 

future, however. A substantial modification of French 

law of civil obligations is currently discussed in the 

legal community, introducing punitive damages in 

the event of a ‘manifestly deliberate’ fault, including 

where the fault is lucrative. No draft bill has been 

submitted to the French Parliament yet. Under the 

current proposal, the court might decide that part of 

the punitive damages shall be payable to the Treasury. 

Also, under a draft bill introducing class actions in 

consumers matters, the court, in case of undue 

refusal by the defendant to compensate the 

consumer out of court after its liability has been 

established by a declaratory judgement, may award 

the consumer an additional penalty of up to 50%  

of the damages otherwise awarded.

Indemnification
As explained above, French company law prohibits 

clauses limiting or excluding the directors liability to 

the corporation. With respect to third parties, the 

validity of indemnification and like ‘hold harmless’ 

agreements remain untested in case law and these 

are not common in French corporate practice. It is 

usually considered that using the corporate funds  

to indemnify the liability incurred personally by  

a director or by an officer constitutes the crime  

of misuse of corporate assets.

Defence costs
The foregoing comment applies to defence costs 

incurred by directors. It is generally considered that 

indemnification by the corporation would constitute 

the offence of misuse of corporate assets.

The situation might be different as regards officers 

qualifying as mere employees. By a recent decision 

(18 October 2006), the French Supreme Court held 

that the employer must indemnify his employee  

for the expenses incurred in connection with the 

discharge of his contractual tasks as employee  

(an insurance underwriter was charged with forgery 

by an insured, but was thereafter cleared by the 

investigating magistrate; the Supreme Court held 

that the employer must indemnify the employee  

for his defence costs, albeit incurred in a criminal 

context, as a matter of good faith and equity in  

the performance of the employment contracts).

Whether this obligation would stand, had the 

employee’s criminal liability been upheld, is  

arguable and the value of this decision as precedent 

remains uncertain.

Procedural issues

Statutes of limitation
Legal action against a director or the general manager 

of a stock corporation, whether by the company, by 

a shareholder or by a third party, is time barred after 

three years from the date of the wrongful act, 

alternatively from the date of its disclosure if concealed. 

This only applies to de jure directors; where the 

defendant is a de facto director or a deputy general 

manager, the limitation period is of ten years.

The same three-year limitation period applies in most 

cases where the victim of a crime brings its civil claim 

in the criminal courts. With respect to listed companies, 
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a three-year limitation period also applies to 

administrative proceedings instituted by the AMF  

in case of violation of its rules.

In a bankruptcy context, the liquidator’s action 

against de jure or de facto directors seeking 

compensation for the company’s insufficiency of 

assets is also time barred after three years from  

date of the judgment ordering the liquidation  

or the rescission of the reorganisation plan.

As against a mere employee, the limitation period 

applying to the action by a third party is of ten years 

from the date of occurrence of the loss.

Class actions
There is no such thing as class actions under French 

law, which prohibits any legal action on behalf of an 

indeterminate plaintiff and limits the res judicata 

authority of a court decision to the parties to legal 

proceedings giving rise to that decision.

The Monetary and Financial Code does provide for 

some kind of collective action by shareholders acting 

through specific no-profit entities (art. L.452-1). 

However, the conditions are particularly drastic 

(minimum of 200 members, requirement of 

administrative approval; no right to seek potential 

plaintiffs in the media unless with the prior 

authorisation of the court; requirement of a written 

power of attorney from any and each plaintiff in 

order to claim damages) and this form of action  

is never used in practice.

In November 2006, the French government tabled  

a draft bill introducing collective actions by consumers 

against professional suppliers of goods or services. 

This bill met fierce opposition from the industrial 

lobbies and did not reach discussion in Parliament 

before the May 2007 general elections; however, 

the new government has declared that it intends  

to go ahead with the project.

Pursuant to the 2006 draft bill, the procedure would 

go through four successive steps:

1.	 legal action is brought in court by a no-profit 

legal entity defending consumers’ interests 

approved by the administration as representative 

on a national level, with the sole purpose of 

having the court hand down a declaratory 

judgment concerning the professional supplier’s 

liability to consumers;

2.	 the court then orders the advertising of its 

declaratory decision on liability, if any, at the 

defendant’s expenses, in any media deemed 

appropriate, in order to inform potential plaintiffs;

3.	 any consumer claiming a damage caused by the 

goods or the services concerned may then turn 

to the defendant and claim compensation out  

of court;

4.	 failing for the defendant to make an offer, or 

failing for the consumer to accept the offer made, 

the consumer may apply in court for liquidation of 

his or her damages. Where no compensation 

offer was made out of court or if the offer made 

is deemed blatantly insufficient, the court may 

award the consumer, at the plaintiff’s request or 

even ex officio, punitive damages on top of 

compensatory damages; the amount of these 

punitive damages may not exceed 50% of the 

compensatory damages awarded.

The 2006 draft bill is only aimed at protecting 

consumers in case of property damage and loss  

of enjoyment, up to a certain amount only  

(possibly € 2,000). It was not devised for large losses 

and should not apply to shareholders. It is also 

questionable whether this type of class action, 

aimed in principle at professional suppliers of goods 

or services, might support liability claims against 

their directors or officers.

Enforceability of foreign judgments
Foreign judgments entered against a director  

or officer are enforceable in France in the same 

conditions as any foreign court decision. If handed 

down in a country which entered into no enforcement 

treaty with France (eg. the USA), enforcement must 

be applied for inter partes and the French court 

must verify:

1	 the jurisdiction of the foreign court (note: 

following an important recent reversal of  

case law in May 2006, the fact that the 

defendant is a French national is longer an 

obstacle to enforcement);

2	 conformity with French public policy; and

3	 absence of fraud.
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Enforceability under the above test of US judgments 

awarding punitive or treble damages is uncertain. 

Some academic authorities submit that this would 

be against French public policy. However, as 

explained above, introducing punitive damages into 

French law is currently considered, making the 

public policy argument less convincing. In a decision 

dated 20th February 2007 (Cornelissen), the French 

Supreme Court upheld enforcement of a US 

decision imposing treble damages on the director of 

a Columbian corporation. However, whether treble 

damages awards violate French public policy was 

not the question referred to the Supreme Court, 

which accordingly did not rule on that point.

Where the judgment was entered in a member  

State of the EU, enforcement will be applied for  

ex parte in accordance with EC Regulation 

No.44/2001. Similar provisions apply pursuant  

to the 1988 Lugano Convention where the 

judgment originates from a country member  

of the EFTA (for example Switzerland).

Insurance of Directors and  
Officers liability

General background
There is no specific D&O insurance law in France. 

The applicable principles are those provided generally 

in the Insurance Code (‘IC’).

D&O liability is insurable under French law, including 

where incurred in a bankruptcy context (insufficiency 

of assets) although it may in some respect be 

characterised as a sanction, the liability incurred by 

de jure or de facto directors is viewed as a particular 

instance of ‘civil’ liability.

It is admitted that the insured organisation may 

lawfully pay for the premiums although the 

insurance is taken out in favour of its directors  

or officers (no misuse of corporate assets).

Admitted/Non-admitted insurance
French law prohibits non-admitted insurance  

(art. L.310-2 & L.310-10 IC). A foreign carrier may 

not offer insurance in France if not licensed to do so 

by the insurance regulatory authority and a French 

resident may not seek coverage from a non-admitted 

carrier for a risk located in France (unless no insurance 

may be obtained locally, but subject to administrative 

approval). Violation of that rule carries imprisonment 

up to three years plus a criminal fine of up to € 75,000 

for the foreign carrier / a fine of up to € 4,500 for 

the insured. It also makes the policy null and void, 

subject to the insured having acted in good faith.

Whether this affects the lawfulness or validity of 

‘master’ or ‘umbrella’ policies taken out abroad by  

a foreign parent on behalf of the D&Os of a French 

subsidiary, was seemingly never addressed by case 

law. This frequent scenario does not seem to raise 

much concern in practice.

The Insurance Code contains specific provisions 

allowing the supply of direct insurance by EU carriers 

pursuant to the applicable EC directives concerning 

free supply of non-life insurance services. There also 

are provisions with respect to carriers licensed in 

member States of the European Economic Area and 

in Switzerland acting through French branches.

Taxation
Where the risk is located in France (which is 

presumed where the policyholder is domiciled in 

France), the D&O insurance premium bears a nine 

percent annual insurance tax. Where the risk is 

located abroad, no special tax is payable; however, 

the policy may not be relied on in court unless after 

paying the special insurance tax. Where the risk is 

located both in France and abroad, the nine percent 

special tax only applies to that part of the premium 

relating to a French risk (art. 1000 of the Tax Code).

As regards deductibility, the tax status of D&O 

insurance is rather unclear. The position expressed 

by the tax authorities is the following:

1	 where paid for by the company, the premium  

is tax deductible for the company; it may also  

be deducted from the latter’s taxable income  

in certain conditions; it cannot be deducted 

where his liability is incurred with respect to acts 

or omissions contrary to the company’s best 

interests. Whether this applies where D&O 

insurance is taken out by the company to the 

benefit of an indeterminate number of unnamed 

D&Os, including D&Os of subsidiaries, is uncertain;
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2	 the indemnity paid by the insurer to the insured 

does not constitute taxable income. On the 

contrary, the insured may deduct from his 

taxable income the difference between:

a	 the damages paid to the third party plaintiff 

(including to compensate the company’s 

insufficiency of assets); and

b	 the indemnity received from the insurer, 

provided that both payments take place 

during the same fiscal year.

Claims made/occurrence
Claims made insurance was formerly banned by 

French case law, following a series of Supreme 

Court decisions handed down in December 1990. 

The Supreme Court took the view that limiting 

coverage to claims made during the contract period 

would deprive the premiums paid during that same 

period of any consideration. The rule was that 

coverage must be appreciated with reference to the 

insurance contract in force at the time of the wrongful 

act and coverage must be afforded whenever the 

wrongful act had taken place during the contract 

period, whatever the date of the claim. Insurance 

policies could not limit the insurers’ obligation to  

a duration shorter than the period of time during 

which the insured’s liability could be sought by  

third parties and no additional premium could  

be validly charged with respect to any extended 

reporting period.

This has dramatically changed with the enactment 

of the Financial Security Act of August 2003 

(otherwise reinforcing corporate governance in 

French company law following the US Sarbane-

Oxley Act). The parties are now offered an option 

between wrongful act occurrence and claims made 

(but not loss occurrence). Where coverage is 

stipulated on a claims made basis, the insurer must 

cover claims:

1	 made during the contract period and/or a 

mandatory five-year extended reporting period  

(ten years in certain professions) and

2	 irrespective of the date of the wrongful act (no 

possibility to exclude wrongful acts which 

occurred at any time prior to underwriting).

No coverage is available where the insured knew of 

the wrongful act at the time of underwriting (lack of 

fortuity). In D&O insurance, where the policy is usually 

taken out by the company while the insured directors 

and officers are not privy to the underwriting 

process, a literal application of this principle would 

impose coverage where the policyholder, but not the 

insured, knew of the wrongful act.

The Financial Security Act generally applies to insurance 

contracts taken out or renewed as from 3 November 

2003. However, it contains some unclear provisions 

supporting the view that it might apply retroactively 

and this question is much discussed. When ruling in 

an important case concerning asbestos liability in 

which this question arose, the Supreme Court 

unfortunately failed to seize the opportunity to make 

its position known on that point (14 June 2006, Everite).

Direct action
Under French law (art.L. 124-3 IC), a party suffering  

a damage is entitled to bring direct action against 

the liability insurer of the defendant. The plaintiff 

must show:

1	 the insured’s liability to compensate the loss; and

2	 that the damage is covered under the policy. 

The insurer may defend the direct action by 

raising all the defences that it might have 

against the insured under the contract (for 

example exclusion clauses, limits of insurance, 

etc.), except

a	 statute of limitation; and

b	 forfeiture of the policy based on the 

insured’s conduct after the occurrence of 

the damage. Subject to those exceptions, 

the plaintiff enjoys no more rights against 

the insurer than the insured himself.

However, direct action presents some original 

features from a procedural standpoint. Thus, for 

example, it may be exercised against the insurer 

without naming the insured as defendant or, where 

the insured is in bankruptcy, without filing the 

plaintiffs’ claim with the trustee in the insured’s 

bankruptcy; in some cases where the insured  

enjoys some statutory or contractual immunity  

vis-à-vis the plaintiff, the latter may nevertheless 

take direct action against the insurer.

In international litigation, the French Supreme Court’s 

position is that the admissibility of the direct action 

is governed by the law of the place of the damage, 
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not by the law of the contract (which only governs 

the merits). Thus, direct action will be admissible 

whenever the damage occurs in France (which allows 

direct action) even though the law governing the 

contract permits no such legal mechanism.

This will change, at least in extra-contractual liability 

matters, when Regulation (EC) No.864/2007 of  

11 July 2007 comes into force (11 January 2009). 

Under article 18 of the Regulation, direct action  

will be permissible if either the law applicable to the 

insured’s non-contractual obligation (in principle, the 

law of the country in which the damage occurred, 

art. 4) or the law of the contract, so provides.

Avoidance and exclusions
Under French law, the insured/policyholder is only 

required to respond to specific questions regarding 

the risk put by the insurer in the underwriting 

questionnaire. He cannot be sanctioned for having 

failed to volunteer any information that was not 

requested or for having made an ambiguous 

response to a vague or ambiguous question.

Avoidance for non-disclosure is only available where 

the insured/policyholder acted in bad faith, knowing 

that his answer was false or misleading (art. L.113-8 

IC). Good faith is presumed and the onus lies on the 

insurer. In case of bad faith, the insurer may claim 

the avoidance of the policy if the false answer 

adversely affected its appreciation of the risk, even 

if the false information bears no relation to the loss 

reported by the insured. In that case, the insurer is 

entitled to keep all the premiums already collected 

and claim all further due and payable premiums  

as damages.

Where the insured/policyholder provided inaccurate 

or false information in good faith, the policy cannot 

be avoided. If the inaccuracy is discovered prior to the 

occurrence of any loss, the insurer may either terminate 

the contract or choose to maintain it, subject to an 

increased premium. Where the inaccurate information 

in the insured’s response is discovered after the 

occurrence of a loss, under the ‘rule of 

proportionality’ the insurer is entitled to reduce the 

indemnity by applying a ratio equal to:

1	 the premium rate actually applied in the contract 

divided by

2	 the premium rate which should have been 

applied had the insured accurately declared the 

risk (art. L.113-9 IC).

Similar principles apply where the insured fails to 

inform the insurer of circumstances occurring while 

the insurance contract is in force, aggravating the risk 

covered or giving rise to new risks, so as to render 

the replies made in the underwriting questionnaire 

inaccurate or no longer valid.

Exclusions
To be valid, exclusion clauses must be drafted in 

very conspicuous print in the policy, so as to attract 

the attention of an average insured. Furthermore, 

they must also be ‘formal and limited’, meaning that 

they must have a precise and definitive scope, so  

as to enable an average insured to realise at first 

glance what is covered and what is not. Wording like 

‘for example...’, ‘such as...’ or ‘including but not limited 

to...’ is banned. All this usually means that exclusion 

clauses must be drafted in French (24 November 1993, 

Allianz), at least where the risk is a French one.

Under current case law, an exclusion clause is 

automatically null and void whenever it is ambiguous 

or requires any interpretation. The same applies where 

the exclusion, alone or in conjunction with others, 

de facto makes the coverage pointless.

Defence costs
Coverage of defence costs is lawful, including when 

incurred in criminal or administrative proceedings.  

It is also lawful for D&O policies to provide that the 

insured’s defence or appearance costs shall be 

covered inside the limit of liability and French D&O 

policies usually provide to that effect.

Fines and penalties
Criminal fines are uninsurable under French law as  

a matter of public policy, as passing the burden of 

criminal sanctions on to an insurer would frustrate 

the deterrent purpose of criminal law. This also 

applies to pecuniary sanctions imposed by courts  

in customs or taxation matters, or by independent 

administrative authorities like the AMF in case of 

stock exchange violations.

There are also a host of ‘civil’ fines in French law, 

notably in the Code of civil procedure (eg. for abuse 

of process: max fine of € 1,500) or in the Commercial 

Code in case of discriminatory or restrictive practices 
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vis-à-vis a commercial partner (max. fine of € 2 million). 

These civil fines are not insurable either.

The question is more uncertain as regards punitive, 

treble or exemplary damages such as those granted 

by some US courts in civil matters, in relation to the 

portion of the damages exceeding the compensation 

of the actual damage. French policies usually deal 

with this question. The current draft project of 

modification of the French Civil Code concerning 

obligations (see 5.a) provides that punitive damages 

thereunder are uninsurable.

A statute dated 26 July 2006 brought substantial 

changes to French bankruptcy law, including by 

creating a new ‘safeguard’ procedure similar to the 

US Chapter 11. This law subjects the directors who 

committed some specific faults evidencing fraud or 

dishonesty (for example using the company’s assets 

as his own/concealing some assets or fraudulently 

increasing its liabilities) to an obligation to pay for 

the company’s liabilities (not simply the insufficiency of 

assets), where said faults contributed to the company’s 

insolvency (art. L.652-1 of the Commercial Code).

The legislator’s intention was clearly to create a new 

kind of civil sanction and whether liability in that 

context is insurable remains to be seen.

Recent and expected developments
A new statute was passed on 21st August 2007 

concerning ‘golden parachutes’ paid by French 

companies to their directors or CEOs upon their 

departure. The validity of the grant of this type of 
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compensation is now subject to very strict and formal 

procedural requirements, both at the time when the 

compensation is agreed upon and at the time when 

it is paid, with the mandatory vote of the board of 

directors, the confirmation by the general meeting 

of shareholders and mandatory disclosure to the 

shareholders and third parties. It is also subject to  

a substantial condition, namely no severance pay  

or compensation may be validly granted unless as  

a counterpart for the a particularly valuable 

performance of his or her duties by the recipient, 

providing an actual benefit to the company.  

The criterion warranting the grant of a ‘golden 

parachute’ must be objectively determined in 

advance and its actual achievement must be verified 

at the time of the departure prior to payment.

The most salient developments that may be 

anticipated in French legislation concern the possible 

introduction of punitive damages in the Civil Code 

and French-style class actions in consumers disputes.

Also, some attention should be paid to what will 

become of the French Government’s recent 

announcement of its plan to rid business law of  

some of its criminal aspects, including by preventing 

‘double penalty’ in stock exchange matters 

(administrative sanctions by the AMF, thereafter 

criminal sanctions in the criminal courts).

As for case law, the decision that the court of appeal 

of Paris will issue in the Sidel case will certainly be 

of importance as regards the admissibility of 

individual claims made by shareholders, the nature 

of the losses that may be compensated and the 

assessment of the damages.

The commentators of the first instance decision 

pointed out that the judgment of 12 September 

2006 in Sidel, where damages were awarded to 

over 700 plaintiffs, might have some relation with the 

announced introduction of class actions in France.
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The aim of this paper is to provide an overview on 

the liability regime for Directors’ and Officers’ (D&Os) 

and the respective insurance issues under German 

law. This paper is not intended to substitute any 

comprehensive legal advice on its subject matter.

The structure of corporations  
in Germany

Corporate landscape
The majority of German commercial companies are 

incorporated as limited liability companies 

(Gesellschaft mit beschränkter Haftung – GmbHG). 

This holds namely true for the large number of small 

and medium-sized companies forming the backbone 

of the German economy. The reason is that the law  

on GmbH is by far more flexible than the pertaining 

law on stock corporations (Aktiengesetz – AktG) as 

it gives the owners more latitude in forming 

company structures made to measure their 

respective needs.

German law on limited liability companies is currently 

undergoing substantial changes. The legislator aims 

to facilitate the forming of limited liability companies 

in order to enhance its competitiveness within the 

European Union. The reform is envisaged to come 

into force as of the beginning of 2008.

In view of these on-going amendments of the law 

on limited liability companies, this paper will focus 

on the corporate structures of stock corporations 

(Aktiengesellschaft – AG). 

It is furthermore understood that (most) principles as 

developed in German case law on stock corporations 

can be transposed mutatis mutandis on limited 

liability companies when it comes to issues of the 

directors’ personal liability.

Corporate bodies and their functions
German law on stock corporations provides for  

a so-called two-tier board system with

•	 the Board of Executive Directors (Vorstand); and

•	 the Supervisory Board (Aufsichtsrat).

A stock corporation is represented in and out of court 

by the Vorstand which consists of one or several 

members. The Board of Executive Directors defines 

independently the business strategy and carries out the 

day to day business; it is not bound by resolutions of 

the shareholders’ meeting (Gesellschafterversammlung) 

in respect of general business decisions whereas 

shareholder resolutions are only binding in restricted 

areas affecting the core business of the corporation 

(so-called Holzmüller-Entscheidungen). 

In addition to the Board of Executive Directors,  

the AG has a supervisory board, which controls  

and supervises the management of the Vorstand. 

Again, the members of the supervisory board are 

not bound by the shareholders` instructions. 

The supervisory board appoints and removes the 

members of the Vorstand. A member of the 

Vorstand can only be removed for an important 

cause, namely in cases of a gross violation of duty 

or the inability to manage the company properly. 

Corporate liability regime within  
the Aktiengesellschaft
The German Government’s 2002 Action Plan to 

enhance Corporate Integrity and Shareholders’ Rights 

impacted substantially on the liability regime for 

directors and officers under German corporate law. 

Indeed, at a substantive level directors’ personal 

liability was identified as a means to strengthen 

corporate governance. Whereas at a procedural level 

shareholders’ rights to bring claims against directors 

were strengthened. 

In practice, most D&O cases under German law are 

based upon the violation of certain duties vis-à-vis 

the company represented by the director whereas 

third-party-claims (in tort) remain the exception. 

In the following, we will present a short overview  

of the duties and liabilities of the various board 

members vis-à-vis the stock corporation (so called 

first-party-claims).

Liability of Directors and Officers

Duties and liabilities of the  
Board of Executive Directors
Members of the Board of Executive Directors are 

liable vis-à-vis the AG for any damage resulting from 

a breach of their respective duties. According to the 

act, the burden of proof lies with the board 

member to show that it has used the legally 

required due care in fulfilling its obligations. 
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Apart from specific duties which only arise in special 

circumstances, the members of the board of 

executive directors have to fulfill several general 

duties, namely to:

•	 keep proper accounts;

•	 provide the shareholders’ assembly with full  

and complete information on the company’s 

current status;

•	 inform the supervisory board continuously about 

all relevant issues affecting the core business of 

the AG;

•	 implement an adequate internal risk 

management system to identify dangers to the 

(financial) standing of the company in an early 

stage; and

•	 to pay taxes and social security contributions  

on time. 

The act expressly states that the management board 

members are liable for damage if inter alia:

•	 capital of the AG is paid back to the shareholders; 

•	 dividends are paid out without  

shareholder authority; 

•	 shares of the AG itself or of affiliated companies 

are acquired or subject to similar transactions 

unless permitted by the specific rules;

•	 shares are issued before full payment of the par 

value and premium;

•	 assets of the AG are distributed;

•	 payments are made after insolvency of the AG;

•	 remuneration is paid to the supervisory board 

without approval of the shareholders;

•	 credit is granted or extended to members of  

the supervisory board without approval of the 

shareholders assembly; or

•	 shares in connection with a conditional capital 

increase are issued, other than for the 

determined purpose or before full contribution  

of the consideration has been given. 

In any event, the board members have to exercise 

their duties in a diligent and prudent manner. The act 

provides in this respect for an explicit safe-harbor-rule 

as the German legislator was of the opinion that the 

business-judgment-rule as developed in German case 

law was to be incorporated in the act. 

Any board member is obliged to maintain the 

confidentiality of company secrets, the breach of 

which leads to claims for damages and eventually  

to a fine for a criminal offence.

In the case of financial distress of the AG, the 

management board must immediately call  

a shareholders’ meeting if losses have reduced  

the stated capital by more than half. In case of 

insolvency the management board must apply 

without any delay for bankruptcy or compulsory 

composition proceedings.

The liability of the management board is mandatory, it 

cannot be waived in advance and discharged thereafter 

only under certain caveats. Under corporate law, the 

liability is joint between the board members.

Duties and liabilities of the supervisory board
The main duty of the supervisory board is the 

control and supervision of the management board. 

The management board is obliged to provide 

information to the supervisory board on a regular 

basis. Additionally, the supervisory board or any 

member of the board may ask specific questions 

concerning the development of the AG at any time. 

The supervisory board is entitled to examine the books 

and records of the AG at any time. The supervisory 

board has to call shareholders meetings whenever 

necessary in the interest of the AG. Frequently, the 

articles of incorporation demand the consent of the 

supervisory board in specific types of transactions. 

The supervisory board must approve the annual 

accounts of the AG, and examine the annual financial 

statements and report the results in writing to the 

shareholders’ assembly. 

The supervisory board is held to the same standard of 

care as the management board. Especially it must: 

•	 keep trade secrets confidential;

•	 survey constantly the management board; and

•	 survey the specific obligations of the 

management board in the case of a financial 

crisis of the corporation. 
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In its leading case on the business judgment rule, 

the Federal Court of Justice (Bundesgerichtshof – 

BGH, NJW 1997,1926) clearly stated that the duty  

of the supervisory board to control the Vorstand 

includes its obligation to examine if the corporation 

has valid claims for damages against the Vorstand 

for the violation of its duties and to pursue such 

claims, if necessary, by way of litigation.

Again, in the case of non-compliance with the 

above mentioned duties, the members of the 

supervisory board may become personally liable.

Liability of officers other than board 
members or directors
In all companies the day to day management 

functions are also carried out by corporate officers 

other than board members. The main duties arise 

out of their employment contracts and not their 

corporate function. As a result, liability with regard 

to such officers is covered by general employment 

law and does not fall within the specific subject of 

company law. This means they are only liable for 

intentional or extremely gross negligent acts, and 

even then the courts limit their liability normally to a 

three months´ income. Liabilities to third parties are 

only conceivable if these officers commit a tortuous 

act while acting as officers of the corporation.

Procedural issues

Claimants
As mentioned earlier, members of the supervisory 

board are legally bound to initiate proceedings 

against the management for alleged violations of 

directors’ duties. Accordingly, they have to claim 

damages against the management in order to recover 

any (financial) losses incurred by the company. Only 

in very exceptional cases they may refrain from 

doing so due to valid reasons in the interest of the 

company’s well-being (gewichtige Gründe des 

Gesellschaftswohls). In ARAG v. Garmenbeck, the 

BGH held that this would be the case where on 

balance the reasons for waiving the claim would 

outweigh the reasons for pursuing such claims. 

Relevant reasons would be, inter alia, the negative 

impact on the company’s business and its image  

in the general public, or the interference with the 

management’s work. Furthermore, it appears that 

the question whether claims made would indeed be 

recoverable would also be one consideration to be 

taken into account prior to the initiation of legal 

proceedings against the management. Accordingly, 

the existence of a D&O coverage may favour claims.

Statutes of limitation
Claims for damages against a member of the board 

of executive directors are time-barred under s. 93 (6) 

AktG within a delay of five years as of knowledge  

of the existence of such claim. The same holds true 

according to s. 116 AktG for such claims against 

members of the supervisory board.

Class actions
German procedural law does not provide for 

American-style class actions. However, in the case 

of closely-related claims such claims may be joined 

together. Moreover, German procedural law provides 

for security-related actions so-called exemplary 

actions under the 2005 Act on Exemplary Civil 

Proceedings on Shareholders’ Rights (Kapitalanleger-

Musterverfahrensgesetz – KapMuG).

Enforceability of foreign judgments
Foreign judgments rendered in other Member States 

to the European Union are enforceable in Germany 

under the rules of the Brussels Regulation. Furthermore, 

Germany is party to the Lugano Convention.

Relevant insurance law

General bases of German insurance law
German insurance law is stipulated in the Insurance 

Contract Act (Verscherungsvertragsgesetz – VVG) of 

1908 (as amended). Driven by European legislation, 

namely regarding consumer protection, substantial 

amendments are envisaged coming into force as of 

1 January 2008. These amendments will namely 

affect the mode of the conclusion of insurance 

contracts; the abolition of the all-or-nothing-principle; 

and the introduction of certain (continuous) 

information obligations on the insurer and the 

intermediary prior to the inception and for the 

duration of the insurance contract. 
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Insurance of Directors and 
Officers liability

Analysis of the German D&O insurance market
An analysis of the D&O insurance market has to 

distinguish between the coverage for small and 

medium-sized enterprises (SMEs) and large risks. 

This holds true for both premiums and the 

(individual) scope of coverage. Due to considerable 

competition for SMEs it appears that this market 

segment is quite soft at the moment whereas the 

market for large risks is favourable for insurers.

On the whole, a certain consolidation can be noted 

after the bonanza of the early days of the German 

D&O insurance market. This holds true for both the 

number of insurers and the scope of insurance 

coverage offered. In the past, the coverage offered 

on the market appeared to be rather wide in scope. 

This has changed significantly in the meantime –  

at least when it comes to the high-end-market.  

To gain market shares in a competitive market, 

insurers did not adopt the 1997 model policy 

wording (Allgemeine Versicherungsbedingungen für 

die Vermögensschadenhaftpflichtversicherung von 

Aufsichtsräten, Vorständen und Geschäftsführern – 

AVB-AVG) proposed by the Association of German 

Insurers (Gesamtverband der deutschen 

Versicherungswirtschaft e.V.). The same holds true 

for the most recent new model wording proposed by 

the GDV. Hence, policy wordings differ considerably. 

In the meantime however, due to growing liability 

exposures for directors and the first high profile 

cases, coverage has been (drastically) cut down by 

expanding exclusion clauses. Accordingly, market 

standards are getting closer to the 1997 model 

policy wording with its widely drafted exclusion 

clauses. Moreover, it appears that in the meantime 

insurers have become rather reluctant in their 

underwriting. This holds true for certain industries, 

such as financial services, insurance companies 

themselves, the construction industry, or start-ups. 

As shown, directors’ liability arise namely in connection 

with the violation of duties vis-à-vis the company 

itself (first-party-liability) whereas third party claims 

remain the exception. Against this background,  

the common practice in some countries to adopt  

a US-American-style D&O coverage excluding first-

party-liability would not safeguard a comprehensive 

insurance coverage under German law worth its 

name. At the same time, providing coverage for 

first-party-liability without any limitations facilitates 

abuses. Such ‘friendly claims’ (freundliche 

Inanspruchnahme), where the company and its 

management collude at the expense of the insurer, 

are further enhanced by German procedural law.  

It is indeed for the director to prove that he or she 

has not violated any duties. Accordingly, due to the 

existence of D&O coverage and respective allusions 

by the company, a director may opt not to defend 

the claim with all due endeavours, eventually leading 

to the assumption of liability.  

Strategies to mitigate risk exposure
Against this background, insurers try to mitigate their 

exposure by stipulating widely drafted exclusion 

clauses namely in regards of:

•	 first-party-losses;

•	 claims for damages to the environment;

•	 directors’ personal liability for the non-payment 

of contributions to the social security; or

•	 claims arising out of or in connection with the 

(imminent) insolvency of the company.

In order to minimise the risks of abuse due to 

‘friendly claims’, payments are made subject to:

•	 the initiation of court proceedings;

•	 the dismissal of the director having committed 

the wrongful act; or

•	 (substantial) deductibles. 

Dr. Reinhard Dallmayr

Bach, Langheid & Dallmayr 
Rechtsanwälte 
M ü n c h e n  

Maximilansplatz 5 80333 München 

Telefon: +49 89 545 877 0 
Fax: +49 89 545 877 77 

E-Mail: dallmayr@bld.de
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What are the duties and obligations of the Directors 
and Officers (or equivalents) in the country, under civil, 
criminal, contract, administrative/regulatory and 
common law? Please include with this a description of 
the specific liabilities that the D&Os may have – breach 
of fiduciary duty, duty of care, duty of loyalty, etc.
Hungarian law does not have any broad standards regarding Directors and 

Officers duties and obligations such as the duty of care or the duty of loyalty. 

Instead, the Hungarian Business Companies Law (Law IV of 2006, hereinafter 

referred to as ‘Gt.’) lists explicitly the specific duties and obligations of Directors 

and Officers. Hungary is not a common law jurisdiction.

Rights
Directors and Officers exercise employer’s rights on behalf of the company, and 

they may represent the company before the courts, administrative agencies, the 

company’s bank and all other parties. D&Os can also appoint others to exercise 

these rights or any portion thereof on behalf of the company (Gt. 28-29. §§).

Obligations under the ‘duty of care’ standard
Directors and Officers have a general duty of care towards third persons, identical 

to the general duty of care in ordinary tort actions for negligence (Gt. 30. §, 

referring to 339. § of the Hungarian Civil Code, Law IV of 1978, hereinafter 

referred as ‘Ptk.’). The company (i.e. the members/shareholders) can later demand 

that the director or officer repay the company for all the damages that the 

company had to pay to the injured third party. Directors are responsible for the 

submission and contents of all reports to the authorities required by law. 

Directors are liable to the company for any misrepresentations of fact or law 

given to the authorities on behalf of the company, regardless of intent (Gt. 26. §).  

If the company has more than one director who is authorized to sign on behalf  

of the company then pursuant to the Hungarian civil code they will be held joint 

and severally liable for any damages caused which are attributable to joint action. 

If a resolution of an internal decision making body is responsible for damages 

incurred then an individual who opposed the resolution or did not take part in  

it will not be held liable.

Obligations within the ‘duty of loyalty’ standard
Directors and Officers are statutorily forbidden from acquiring shares in (except 

for publicly traded shares) or taking a D&O position at any other company in the 

same line of business (Gt. 25. § (1)) as the company they act for. They are similarly 

prohibited from usurping corporate opportunities (Gt. 25. § (2)), and this extends 

to close relatives and life partners as well. D&Os’ close relatives/life partners 

cannot be elected to the supervisory board of the same company (Gt. 25. § (4)). 

They may however serve in other capacities. D&Os have to preserve trade secrets 

(Gt. 27. § (1)).

The Criminal Code contains provisions with respect to the breach of fiduciary 

duties. Violation of fiduciary duties is a criminal offence under 298/A. § of the 

Hungarian Criminal Code (hereinafter referred to as ‘Btk’.). If the director or 

officer misleads members or shareholders of the company by giving false 

information about the financial standing of the company, its director or officer,  

or any asset of the company, or concludes feigned contracts, he can be found 

criminally liable. The Btk. also prohibits, under threat of criminal sanction, the 

illegal reduction of registered capital (Btk. 298/B. §), unlicensed financial activity 

(Btk. 298/D. § – includes the unlicensed operation of a banking, investment or 

insurance business), money laundering and failure to report suspicious activity  

of money laundering (Btk. 303-303/B. §§), the violation of economic secrets (Btk. 

300. § – includes trade secrets, bank secrets, insurance secrets and securities 

secrets), investment fraud (Btk. 299/B. §), insider trading (Btk. 299/A §), and the 

misreporting or non-reporting of data on business companies that is required by 

law (Btk. 299. §).

Embezzlement (Act IV. of 1978 on the Criminal Code, hereinafter referred to as 

‘Btk.’ 317. §) and grossly negligent handling of fiduciary assets (Btk. 319-320. §§) 

are also subject to criminal liability.

As of 2001 it is possible for a company to be found liable for the commission  

of a premeditated crime by the D&Os for the benefit of the company (Law CIV.  

of 2001). Sanctions (termination of the company, fine and the restriction of  

the activity of the company) are to be imposed only against the company in  

such cases.
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The structure of corporation in Hungary
Corporate structure depends on the type of company created: the two main 

types of companies existing under Hungarian law are the ‘korlátolt felelősségű 
társaság’ (Limited Liability Company, hereinafter: LLC) and the 

‘részvénytársaság’ (Joint Stock Company, hereinafter: JSC.).

In both cases, the members’ or shareholders’ meeting is entrusted with making 

strategic decisions regarding the company, creating bylaws and voting for the 

officers and directors. D&Os are responsible for the day-to-day management of 

the company and the making of business decisions (Gt. 21.§).

The LLC structure is composed of the members’ meeting, which makes general 

decisions (see Gt. 141. §), and one or more directors responsible for running the 

company. The JSC structure consists of the shareholders’ meeting and a board of 

directors acting collectively. The JSC may also appoint a single director to exercise 

all the rights of the board (Gt. 247. §).

A supervisory board can generally be established, or must be established if the 

company: a) has publicly traded shares; b) if at least 5% of voting shareholders/

members so desire; or c) if specific legislation calls for the compulsory establishment 

of a board for the protection of public assets or the public good. A supervisory 

board has 3-15 members and is entitled and obligated to call for a members’/

shareholders’ meeting if it believes the directors’/officers’ actions are illegal or  

are contrary to the members’/shareholders’ interests. 

The members’/shareholders’ meeting not only votes for the director or board  

of directors, but 5% of the voting members/shareholders can call for a general 

meeting of members/shareholders, at any time, for an express purpose.

Who are Directors and Officers?
Senior managers are comprehensively called ‘vezető tisztségviselők’ (roughly 

translates as ‘leading officers’), with separate titles for different company types. 

The title for the LLC is ‘ügyvezető’ (translates roughly as ‘leader of affairs’); the 
title of the board of directors of a JSC is ‘igazgatótanács’ (translates roughly as 

‘council of managers’). If a single person is leading a JSC, s/he is called the 

‘vezérigazgató’ (translates roughly as ‘chief manager’). In English translation,  

the standard titles of ‘director,’ ‘officer’ or ‘CEO’ are used.

What are the penalties for the directors and  
officers if they do not fulfill their duties –  
(for example criminal charges, fines and penalties?)
Directors and Officers are generally liable to the company only for non-

performance of their corporate duties, and third persons may generally only sue 

the company for injuries caused to them by D&Os acting within their capacity  

as directors or officers. The company (i.e. the members’/shareholders’ meeting) 

generally has no other penalty it can impose on a director or officer, other than 

to relieve them of their office and force them to indemnify the company for the 

damages it had to pay to injured third parties. 

Liability of Directors and Officers

Securities
Under Law CXX of 2001 on Financial Markets (hereinafter: Tptv.), Directors and 

Officers of issuing companies, of companies having a certain number of shares in 

the issuing companies, or of the issuing companies’ banks, can be held liable for 

insider trading and the release of insider information.

Only persons having the requisite university degree, at least 3 years of relevant 

experience, and no criminal history may become directors or officers in financial 

institutions. [Persons with a history of being the subject to disciplinary measures 

by the State Supervisory Authority for Financial Organizations (PSZÁF) or who 

have previously led a financial institution into bankruptcy or state conservatorship 

are not permitted to become directors or officers in a financial institution. (Tptv. 

356-357. §§).]

Employment
Directors and Officers have no special liabilities beyond those of regular 

employees, but do lack a number of rights that are accorded statutorily to other 

employees. For example, they do not benefit from collective labor agreements, 

their definite employment contract is not limited to a maximum time span of  
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5 years, and the employer bears no vicarious liability for damages caused by  

them (Law XXII of 1992 on Labor and Employment, 188-192/B. §). A corporate 

executive whose negligence causes damages to be incurred can be held liable for 

an amount equal to 12 months of his average salary. The D&O of a venture 

capital firm must have at least 5 years’ experience and no criminal history, and 

cannot be employed at more than 3 different venture capital firms at any one 

time (Tptv. 296/B. §).

Breach of contract
Under privity of contract rules, Directors and Officers can only be held liable for 

contracts they have signed in their own name; for all contracts signed as officers, 

directors or employees of the company, only the company can be held liable.

Environment
Directors and Officers who take part in corporate actions that they knew or could 

reasonably have known would damage the environment can be held joint, and 

severally liable, without limitation, for all damage arising from their actions and 

the cost of restoring the environment. D&Os therefore are responsible for 

environmental damages and cannot become the director or officer of another 

company that requires a governmental permit of environmental compliance to 

carry on its activity (Law III of 1995 on the General Rules of the Protection of the 

Environment, 102. § (5)-(6)). 

Insolvency
Upon the risk of imminent insolvency becoming apparent, the D&Os must run the 

company in such a manner as to give primacy to the interests of the creditors. 

Otherwise, the courts may find the directors liable for all amounts that the 

company, upon actually becoming insolvent, is unable to pay to the creditors  

(Gt. 30. §). In addition, anyone in control of corporate assets is criminally liable 

for hiding, destroying or transferring them if and when a bankruptcy or 

insolvency petition is or should be filed by or against the company (Hungarian 

Criminal Code, 290-291. §§).

Under the Act XLIX of 1991 on Bankruptcy Proceedings and Liquidation 

Proceedings, any creditor or the bankruptcy trustee may bring an action during 

the proceedings for the court to establish that the former executives failed to 

properly respect the rights of creditors during the previous three years prior to 

the opening of liquidation proceedings in the wake of any situation carrying 

potential danger of insolvency (including the clean up of environmental damages), 

in consequence of which the company’s assets diminished to the extent specified. 

Any executive who is able to demonstrate having taken all reasonable measures 

upon the occurrence of a situation carrying potential risk of insolvency so as to 

reduce the creditor losses, shall not be held responsible. Where an executive 

failed to meet the requirement prior to the opening of liquidation proceedings  

of having to deposit and publish the debtor’s annual report (consolidated annual 

report) in accordance with other specific legislation, injury to the creditors’ 

interest shall be presumed. Any person with powers to influence the decision-

making mechanisms of the business entity shall also be considered an executive 

of the business entity. (Act XLIX of 1991, 33/A§).

The risk of law suits being brought pursuant to the above mentioned Act is fairly 

theoretical given the fact that, so far, there are no final judgments to date, which 

have established the liability of D&Os.

Are Directors and Officers personally liable for civil, criminal, 
administrative/regulatory and contractual claims made against them 
in their capacity as a D&O? Is there joint and several liability? Is there 
unlimited liability for the each director and officer? How do Directors 
and Officers limit their liability? What do Companies in the local 
country do to handle these issues?
Directors and Officers are not personally liable for actions taken in their  

capacity as D&Os; instead, the company is to be held liable for all such actions. 

D&Os are answerable, in turn, to their company, to which they have caused 

damages (including injuries to third persons who have gained compensation  

from the company). 
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D&Os are jointly and severally liable to the company for any failure to  

properly and timely report information with respect to fact or law (including  

the correctness of company accounts – Gt. 26. § (2)).

Company bylaws can require that the members’/shareholders’ meeting evaluate 

annually the D&Os’ performance and vote on granting a ‘discharge’ 

(‘felmentvény,’ Gt. 30. § (5)) that attests to the D&O’s fidelity to company 

interests. This can be declared null and void by courts only if the information 

upon which the shareholders’/members’ decision was based are proven to  

be false. 

Such methods of limiting liability are not used in actual practice in Hungary, not 

even the yearly granting of a discharge, due to the absence of punitive damages 

and the breadth of protection offered by the business judgment rule.

What is the corporate structure in the local jurisdiction – 
incorporation, LTD, partnerships, etc.)?
Partnerships have no legal personality, but are interpreted simply as a contract 

among the parties to engage in common activity and share profits and losses. 

This is called the ‘polgári jogi társaság’ (roughly translates as ‘Civil Law Company;’ 

hereinafter CLC). As the CLC has no legal personality, any assets given by the 

parties for the common effort are collectively owned by the parties as a tenancy 

in common. Voting rights are equal unless agreed to otherwise, and neither 

dividend rights, nor voting rights are necessarily linked to the share of assets 

contributed to the common cause. CLCs may not be established for primarily 

business (i.e. profit-earning) ventures. The liability of the parties towards third 

persons is joint and several (Hungarian Civil Code, 668-578/A. §§). 

There is also a form of partnership with a quasi-legal personality, the ‘közkereseti 

társaság’ (roughly translates as ‘Common Earning Company;’ hereinafter CEC). 

The CEC can be established for primarily business motives, has to be registered  

in the official Company Registry, can sue and be sued, can own property  

under its own name, and has most every indication of legal personality.  

The members’ liability for the company’s debts is unlimited, and also joint  

and several (Gt. 88-107. §§).

Who can sue? 

Company (derivative actions) – what are the requirements for bringing 
a derivative action against the D&Os on behalf of the Company?
Derivative actions are limited to the shareholders’ or members’ meeting bringing 

a claim on behalf of the company on the basis of 30. § of the Gt. against the 

director/officer for having caused harm to the company. A minority of members/

shareholders cannot start such an action; instead, the minority is entitled to 

request that the business association’s supreme body is convened.

Fellow Directors and Officers
Fellow Directors and Officers cannot be sued in their official capacity. 

Nevertheless, upon discovering an action that is contrary to the law or the 

interests of the company, Directors and Officers are obliged to immediately  

report it to the board of supervisors.

Shareholders
Shareholders may not sue Directors and Officers directly, but may petition  

the Companies Court to review corporate decisions that violate the law  

or the company’s articles of association. The opposing party in such a lawsuit  

is the company itself (usually represented by a director or officer).

Bond/Debt holders
Bondholders and debt holders qualify as creditors, and thus have standard recourse 

only against the company, not against the directors or officers individually.

Creditors
Creditors may only sue the company for debts owed to them, and not the 

directors or officers.
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Employees
Employees of the company may only sue the company, as they are only in privity 

of contract with the company. This applies even to discrimination or harassment of 

employees; in this case, the employee has a separate claim against the employer 

(the company) for violation of Law CXXV of 2003 on Non-discrimination and 

Equal Opportunity, and another one against the director/officer in his/her 

personal capacity for the violation of rights attaching to one’s person (Ptk. 76. §). 

Third parties
Third parties cannot sue Directors and Officers, but must sue the company for 

harm inflicted upon them by official actions of D&Os.

Government
The Government may only commence criminal actions against D&Os for violations 

of criminal law; such violations may nevertheless have an effect on the company 

as well if the crime was committed to further corporate ends or interests (Law 

CIV of 2004, 2. §). Regulatory or administrative actions may only be commenced 

against the company, and not the directors or the officers. Exceptions to this rule 

include fines meted out by the PSZÁF against directors for violations of specific 

duties listed in the Law on Financial Markets (Tptv. 406. §); or fines for 

employment offences for directors acting in their capacity as exercisers of 

employer’s rights (218/1999. (XII. 28. Korm r. 93-100. §§)).

Receiver, liquidator
Receivers and liquidators may only hold those Directors and Officers liable, who:

1 	 controlled the company during the three years prior to liquidation proceedings; 

2	 if they ignored their obligation to govern the company in the interests of 

creditors in a situation carrying the risk of bankruptcy or liquidation; and 

3  	 only to the extent that this led to the diminution of company assets. If this  

is the case, the directors who brought the actions leading to the loss of 

corporate assets are jointly and severally responsible (Law XLIX of 1991  

on Bankruptcy and Liquidation, 33/A. §).

What is the contractual relationship between the Company  
and its employees, including the Directors and Officers?
The rights and obligations of Directors and Officers are governed by the 

provisions of the Civil Code relating to agency (in this case the relationship must 

be deemed to be a company law relationship), or by the rules for employment 

(Gt.22.§(2)). The parties are free to choose between the above two solutions.

Unless otherwise provided for in the articles of association, a member of a single-

member business association, or any member of a general or limited partnership 

with individual entitlement to manage and represent the partnership, may not 

serve as an executive officer under contract of employment.

Otherwise the rights and obligations of the Directors and Officers are stipulated 

in detail in the Gt. 

The contractual relationship between the Company and its employees is governed 

by the Labor Code (Law XX of 1992 on Employment and Labor Relations), and 

deemed to be a labor relationship. 

Gt. 8. § (1) stipulates that the provisions of the Labor Code apply in respect  

of the rights and obligations of employees employed by a business association,  

as well as to labor relations. The employees of a business association in management 

positions must give priority to the interests of the business association when 

carrying out their duties. Should the risk of insolvency present itself, the D&Os must 

run the company with the interests of the creditors taking primacy.
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Statute of limitations
According to 324 § (1) of Ptk. the statute of limitation for civil claims is 5 years, 

unless otherwise stipulated by the law. If the principal claim lapses, all of the 

dependent collateral claims lapse accordingly. The principal claim remains when 

independent collateral claims lapse. The lapse of a claim does not prevent 

satisfaction from the pledge placed in security thereof. 

In the case of ownership and proprietary rights, claims are never barred by the 

statute of limitations and never lapse. (Ptk. 115.§)

Employment claims lapse after three years. (Law XX of 1992, 11. § (1)). Liability 

for damage caused by a criminal offence expires upon the lapse of time equal  

to the highest sentence which could be imposed, but, in no case, less than  

five years.

The statute of limitation for criminal liability expires after twenty years if the 

crime is punishable by life imprisonment. Any other crime expires upon the lapse 

of time equal to the highest sentence prescribed, or not less than three years 

(Btk. 33§(1)). Where a violation of a fiduciary duty has occurred the statute of 

limitations is three years.

Pursuant to 150. § (1) of Law CXL of 2004 on the General Rules in Administrative 

Proceedings and Services, the right to enforce administrative resolutions and 

rulings terminates five years from the operative date of the decision conferring an 

obligation, or if the resolution provides a deadline or time limit for performance, 

from the last day of this deadline or time limit. A shorter term of limitation may 

be established by legal regulation.

Scope of liability/indemnification
Class actions do not exist under Hungarian law.

However there are some legal procedures in Hungarian civil law that –  

to a limited extent – resemble this Anglo-Saxon procedure. 

According to 51. § of Law III of 1952 on Civil Procedure (hereinafter referred  

to as Pp.) a number of plaintiffs may bring action together, or a number of 

defendants may be sued in one action (1) when the object of the lawsuit is  

a collective right or obligation on which the court can only decide jointly,  

or the judgment brought in the case otherwise would affect the co-plaintiffs  

or co-defendants not participating in the lawsuit; or (2) when the claims arise  

from the same legal relationship; or (3) when the claims arise from similar  

factual and legal ground and the same court has competence over all of the 

defendants.This procedure is called the joinder of parties.

Another form of joinder is defined by Pp. 64. § (3): when a person is not able  

to assert its right for a particular reason, the public prosecutor or other person  

or organization authorized by legal rules may bring an action in favour of such 

person. This person is deemed be a party to the lawsuit. 

A person can enter into a lawsuit which was brought by someone else before the 

adjournment of the first instance hearing, when that person is entitled to bring 

the lawsuit by law or by Pp. 51. §.

What is the enforceability of a foreign judgment on Directors  
and Officers?
Pursuant to 205. § (1) of Act LIII of 1994 on Judicial Enforcement, the judgment 

of foreign courts and foreign arbitration tribunals must be enforced in Hungary 

pursuant to law, international convention or principles of comity.

An exhaustive list of the relevant international conventions would be outside the 

scope of our mandate, but we can provide as an example the enforceability 

between EU member states. 

According to the relevant Regulation of the EU (Council Regulation No 44/2001 

of 22 December 2000), a judgment given in an EU member state is to be 

recognized automatically, no special proceedings being necessary, unless 

recognition is actually contested. A declaration that a foreign judgment is 

enforceable is to be issued after purely formal review of the documents provided.
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Late in 2007, a convention was signed on jurisdiction and the recognition and 

enforcement of judgments, with the objective of achieving the same degree of 

reciprocal enforceability of judgments between the EU member states and 

Switzerland, Norway and Iceland.

With regard to reciprocity, the Ministry of Justice and Law Enforcement is 

responsible for providing the relevant information when requested. 

Can the Directors and Officers be liable for:
1.	 �Punitive damages – (punitive damages are money the defendant in  

a lawsuit is sometimes ordered to pay when the behavior at issue is held  

to be especially egregious.)

2.	� Exemplary damages (damages awarded in addition to actual damages 

when the defendant acts with particular recklessness, malice, or deceit.)

3.	� Multiple damages – (multiple damages are money the defendant in  

a lawsuit is sometimes ordered to pay when the behavior at issue is held  

to be especially egregious. The money damage is usually determined by 

taking 2x or 3x the total compensatory damage award). 

4.	 �Aggravated damages.

If so, under what type of law, securities, employment etc.
No such categories of damages exist under Hungarian law.

Generally, compensation must be made for any loss in value of the property  

of the aggrieved person (damnum emergens) and any pecuniary advantage  

lost as a consequence of the original damage (lucrum cessans) as well as the 

indemnity or costs necessary for the attenuation or elimination of the material 

and non-material losses sustained by the aggrieved person. Compensation under 

Hungarian law must include both special and general damages. 

If the full extent of damage cannot be precisely calculated, the court may compel 

the person responsible for the damage to pay a general indemnification that would 

be sufficient for providing the aggrieved person with full financial restitution.

Can the Company indemnify its Directors and Officers and 
employees, if so for (1) defense costs; (2) damages, judgments  
-and settlements

If so, for what types of claims, what are the limitations?

Hungarian law does not expressly prohibit the indemnification of Directors and 

Officers by companies for defense costs, damages, judgments or settlements.  

As a side note it should be mentioned that pursuant to Hungarian law the losing 

party is required to pay the costs of the other party.

Is Directors and Officers liability insurance permissible or legal under 
local law? Are there limitations in law as to what can and cannot be 
covered under a D&O insurance policy?
Under Hungarian law, D&O insurance is not prohibited. However, it cannot be 

considered as being generally wide-spread. 

Although liability insurance as such is regulated under the Ptk., this refers to types 

of liability enumerated in separate laws (i.e. legal and medical malpractice and 

auto insurance). Under this statutory liability insurance structure, (as regulated by 

§ 559 (2) of the Ptk.), the insurer can only pay the damages awarded to the 

injured party; however, the injured party can not enforce his/her claim directly 

against the insurer. 

Due to the fact that it is not widespread and is untested in the courts within 

Hungary it would seem that it would be much more practical to apply a world-

wide D&O policy to directors in Hungary. This is clearly possible in accordance 

with Hungarian rules on private international law.

The D&O insurance consists in most cases of the following areas of coverage:

The insurance company compensates damages, the costs of legal protection that 

results from claims made during the insurance policy period by the company, 

third persons (shareholders, employees, liquidators, business partners, etc.) 

against the insured person for those unlawful and injurious acts that the insured 

person committed in his capacity as a D&O.
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The type of insurance coverage can also be extended to cover the following claims: 

1 	 Official investigation costs.

2 	V arious penalties from different authorities.

3 	C osts incurred in connection with the recovery of reputational damages.

4 	C ost of legal defense in criminal actions.

5 	C laims made within three years of the resignation of the D&O.

Is a D&O policy considered a benefit in kind to the Directors and 
Officers, and, if so, are there personal tax repercussions for the 
Directors and Officers if a D&O policy is purchased?
Insurance premiums paid by the company for the benefit of the directors  

or officers under the D&O policy are regarded as benefits in kind if the D&O 

policy defines the range of insured parties on the basis of position, job 

description or other common criteria. Insurance premiums paid by the company 

will be regarded as taxable income for the Directors and Officers. The tax is 

payable by the company. If these criteria are not fulfilled, then the taxation of  

the income depends on the legal relationship (e.g. employment) between the 

company and the Directors and Officers.

Please take note, that this holds true only when the D&O insurance is a liability 

insurance purchased separately from any other insurance product, like life insurance.

Can an Insurer write D&O insurance on a non-admitted basis?  
Is a specific license required for the Insurer to write D&O insurance?
Under Hungarian law it is possible for the D&O insurance contract to be structured 

so that coverage extends to insured events that occur in a country where the 

insurance company has neither a branch office nor a representative office.

D&O insurance, like all insurance coverage in Hungary, is subject to the regulatory 

authority of the PSZÁF and they can only be offered by companies with a specific 

corporate form. Insurance companies whose business seat is in another member 

state of the European Union enjoy an exemption if they offer their services in a 

manner that is covered by the ‘free movement of services’ in Hungary. Otherwise, 

any offer of policy coverage by an insurer for events in Hungary requires that the 

insurer be licensed by the PSZÁF.

Are claims made and reported policies permissible under local law,  
or does the law require occurrence?
Under Hungarian law, the type of insurance known as ‘claims made and reported’ 

is allowed and common in practice. Accordingly, insurance contracts can provide 

coverage only for those claims for damages that were caused, detected and 

claimed during the insurance period.

Can defense costs be covered inside the limit of liability?
Under Hungarian law it is not prohibited to offer coverage for the costs of court 

proceedings. According to our survey made amongst local insurers, the defense 

costs are as a matter of course covered inside the limit of D&O insurance.

What are the laws on rescission of an insurance policy? What are  
the laws regarding providing severability of the proposal form and 
conduct exclusions (fraud, criminal acts, intentional acts)?
The insurance company has the right to terminate the contract in two cases:

1 	I f the insurance company, after signing the insurance contract,  

becomes aware of material circumstances affecting the agreement  

or if a material change in the circumstances of the agreement occurs  

after signing the agreement and the risk was not assumed pursuant to the 

general terms and conditions.

2 	I f the other contracting party is delinquent with the payment obligations. 

If the insurer becomes aware of any circumstance of significance regarding a 

contract only after the contract has been concluded and, if the insurer is notified 

of such changes in any of the material circumstances specified in the contract, 

the insurer shall be entitled to make a written proposal, within fifteen days, to 

amend the contract or, if it cannot undertake indemnification according to the 

general terms and conditions, it may terminate the contract with thirty days’ 
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notice. If the insured party does not accept the proposed amendment or fails  

to respond to it within fifteen days, the contract may be terminated on the 

thirtieth day following the day on which the proposal for amendment was 

communicated. The insured party must be warned of this consequence when  

the proposal for amendment is made. If an insurer does not exercise these  

rights, the contract will remain in force on the original terms. (Ptk. 541§)

The contract may be terminated on the thirty-first day following the premium 

payment due date if the overdue premium has not been paid and the insured  

has not received a deferment, or if the insurer has not filed for court action 

regarding the premium payment. Insurers shall be entitled to postpone termination 

of a contract and the time limit for filing court action by an additional thirty  

days, if they issue the insured a written payment notice by communicating this 

circumstance within the aforementioned thirty-day period. (Ptk. 543.§).

The occurrence of an event triggering the insurance must be reported to the 

insurer within the period specified in the regulations of the contract. The required 

information must be provided, and the contents of the report and the 

information must be made available for inspection. The insurer’s obligation shall 

not take effect if the insured party fails to perform the obligations referred to 

above and, as a consequence, important circumstances become undetectable. 

(Ptk. 540.§).

There exists an exception to this rule; if the contracting party proves that the 

concealed or unreported circumstance was known by the insurer at the time of 

the conclusion of the contract or the circumstance did not have any influence on 

the insurance event.

If a local company is a subsidiary of a Foreign Parent and such 
Foreign Parent has a world wide D&O policy which covers the local 
subsidiary, is a separate local D&O policy also required to be issued 
for such subsidiary to comply with local law?
Hungarian law does not prescribe any obligation to conclude a special local D&O 

insurance contract for Hungary. Furthermore, the law applicable for the insurance 

of the parent company, may be set forth in the ‘worldwide D&O policy’ of the 

parent company. According to §24 of Law-Decree 13 of 1979 on Private 

International Law, the parties can choose the law applicable to their contract.

What is the local insurance tax for a D&O insurance policy?
The company must pay personal income tax at 54% on benefits provided in kind. 

In addition, the company must pay social security contributions (29% at present) 

on the combined amount of the insurance premiums and the 54% tax paid. 

Employer’s unemployment fund contribution is payable depending on the legal 

relationship between the company and the Directors and Officers.

Please take note that this is true only where the D&O insurance is separate from 

any other insurance product, like life insurance.

What has been the local claims history for D&O insurance,  
please include a reference to US claims (securities, EPL, etc.)  
as well as non-US claims, securities, employment, insolvency, etc.
In Hungary there is no significant court decision in connection with  

D&O Insurance. 

Is the local law influenced by another country’s law – common law  
of the UK, Spain, Portugal etc.
Hungary is a civil law jurisdiction and formally non-Hungarian legal sources have 

no official role. However, the courts are of course unofficially influenced by the 

law of other jurisdictions. The constitutional court does occasionally invoke the 

law of foreign jurisdictions as a basis for its decisions. 

What specific coverage grants are being provided in the local country 
and market not generally provided (for example certain fines and 
penalties in Italy, defense costs for BIDP exclusion in Belgium)?
Please see our answers above.
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What information can you provide on the following for the marketplace:
1.	� Average amount for US SEC retention.

2.	� Average amount for ROW retention.

3.	� Average Limits of Liability purchased for accounts with US SEC  

exposure and no US SEC exposure.

4.	�I s entity coverage usually purchased.

5.	� Average amount for Coinsurance for US SEC. 

6.	 �Average price per million for accounts with US SEC exposure  

and for accounts with no US SEC exposure.

The competent authority for insurance companies in Hungary is the State 

Regulation Authority of Financial Organizations (Hungarian abbreviation: ‘PSZÁF’).

Insurers in Hungary are obliged to accumulate underwriting reserves in 

accordance with Section 117 of the Act Nr. LX from the year 2003 (in the 

following: ‘Insurance Act’). The underwriting reserve has to be accumulated  

in a way that permits for coverage of the obligations of the insurance company 

for all risks, which were not given into a re-insurance.

Insurance companies are also obliged to create a liability capital, which is the 

capital of the insurance company after corrections, to be able to fulfill the 

obligations, even if the collected fees and the underwriting reserves would not 

provide enough coverage.

The minimum security capital, which is equal to the security capital, is EUR 

3,200,000.00 for insurance companies with permits to deal with general liability 

insurances –like the D&O insurance- according to Sections 125 and 126 paragraph 

1 subparagraph b) in connection with Annex 1 Nr. 13 of the Insurance Act.

We cannot determine average limits of liability, as there is no official information 

about the liability limits of the insurance companies, which deal with D&O 

insurances in Hungary.

Largest insurers in the local market
Please note that the following data is unofficial. We were not provided with any 

official data, neither from the insurance companies, nor from the State Regulation 

Authority for Financial Organizations.

According to non official evaluations, the number of D&O insurance policies in 

Hungary is between 100-500.

According to non-official information sources, the only insurance companies  

with a branch office in Hungary that deal with D&O insurances are the Hungarian 

daughter company of the Allianz Group and the Hungarian Branch Office of  

the AIG Europe S.A. According to non-official information, many of the target 

companies have D&O insurances with other insurance companies from other 

member states of the EU. These insurance contracts are mostly offered pursuant 

to the ‘free movement of services’ in the EU.

There is no official data about the percentage of market shares of the insurance 

companies. Hungary differs from many other countries in that the data of the 

insured companies is handled very confidentially. 

Please also be aware that even if there would be official data, for the reasons 

described above, those could not be representative for the description of the 

whole market situation in Hungary.

Previous NEXT contents



92

General comments recent changes in the law, 
pending changes in the law.
A broad reform of the Ptk. is pending, which also contains the regulations  

on the insurance contract. The reform is planned for the coming years. 
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