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May a Company indemnify its directors in Spain?

This is the first question which is asked routinely when an inquiry is made as to whether the Directors and Officers’ insurance is lawful in a country.
At the FERMA/AIDA conference held in Paris on June 3, 2013, the D&O cover was the subject matter of the session in which I participated, and that issue was certainly discussed. However, as we had a comprehensive and full programme for the session there was little time to expand on the topic. I intend to do so in the following lines.

1. Structure of Corporate Entities in Spain
The two most popular business vehicles are the joint-stock corporation (sociedad anónima) and the limited liability company (sociedad de responsabilidad limitada). The sociedad anónima is compulsory for a number of businesses as set out in the relevant law, and it is generally used for companies listed in the stock market. Closely held businesses normally adopt the limited liability form (responsabilidad limitada) due to its flexibility and fewer formal and disclosure requirements than the sociedad anónima. 
The words “shares” and “shareholders” are used throughout for ease of reference only. In the case of limited companies the technical words are “participations” and “partners” (socios), respectively.  They do share however the same liability principles.

2. Governance of corporate entities

Corporate entities are governed by the Capital Companies’ Act, approved by the Royal Legislative Decree 1/2010, of 2 July.  This law consolidated previously scattered companies’ laws.
Regard should also be had to the so called corporate governance codes, in fact reports with recommendations for good corporate governance, namely of listed companies, some of which later became law. These are the Olivencia Code 1998, the Aldama Report 2003 and the Unified Code for Good Corporate Governance (the Conthe report) of 2006. The latter is being revised at present.
3. Directors and Officers in Spain
A distinction should be made between directors and officers at corporate level. Generally speaking, only directors will be subject to the so called corporate liability as established by statute. Officers will be subject to liability under the general principles of the civil law or labour law. Directors and officers do share other forms of liability (administrative, fiscal, criminal). I am confining these remarks to directors only.
4. Directors

The reference to Directors is used throughout for ease of reference and is meant to include any of the various admitted forms of management organization mentioned below.

Directors or administrators are individuals (or companies) appointed by the shareholders to manage the company. There are several admitted forms of management organization: 

· Board of Directors, with a minimum of three members; 

· Single or Sole Director;

· Two joint Directors acting together;

· Two or more Directors acting individually.

If companies are appointed, they must in turn appoint an individual to carry out management functions. 

Those who in fact effectively manage the company without having been formally appointed as directors, i.e., the so called “de facto” directors, shall be deemed to be directors in the liability context.
By statute the Directors have all the powers necessary to implement the corporate object. Any limitations will not be taken into account. 

It is common for joint-stock corporations to set up a Board of Directors, and to delegate its powers partly or totally, save some powers which by law cannot be delegated, to one or more of its members who are known as Consejeros Delegados, an equivalent office to a CEO or Managing Director. Executive committees are fairly common as well. The Board should also appoint a Secretary who can be a director or not, while very frequently this role is entrusted to a lawyer, who usually is not a member of the Board. The main role of the secretary is to draft the corporate minutes, keeping accurate records, as well as to certify corporate resolutions for notarization and registration, if necessary.

5.  
Main duties of Directors

These are the following: 
i) Duty of diligent management: directors are required to perform the job with the diligence of an orderly entrepreneur. Further, each one of the directors must inform himself diligently about the running of the company (Article 225, Capital Companies’ Act); 

ii) Duty of loyalty: directors are required to perform the job as a loyal representative in defence of the social interest understood as the Company’s interest, and must comply with any duties imposed by the law and the bylaws (Article 226, Capital Companies’ Act). This general duty comprises a number of specific duties, the common rationale of which is that the director or certain related persons as defined may not take personal advantage of the company. This includes, among others, the prohibition of insider dealing, the duty to disclose conflicts of interest with the company in the annual corporate governance report, the duty to disclose in the annual report any participation in companies with the same, similar or complementary corporate object, any positions they may have in those companies and the carrying out of any trading activities which are the same, similar or complementary to those of the company; and 

iii) Duty of confidentiality: directors must keep secret all information that may have a confidential nature even after they should have ceased as directors, with certain exceptions. 

6.  
Liability principles and scope of liability

The liability of directors is growingly onerous as the legal evolution proves.
 Formerly,
 directors only answered in case of wilful misconduct, abuse of powers and gross negligence and were not required to take an active stance to prevent the harmful result to the company. Generally it was enough that they save their vote at Board meetings. 

Today, any degree of fault could make a director liable and they are required to take action to prevent such harmful result. Further, not only actions but also omissions may give rise to liability and the directors must comply with a full catalogue of duties, as set forth above. It should also be noted that the prospects that the liability of directors is characterized as strict have increased substantially. The law no longer only makes directors liable for those actions carried out “without the diligence with which they are required to perform their job” as the former wording of Article 133 of the then in force Consolidated Text of the Joint-Stock Corporations Act of 1989 provides. The law now makes them liable for those actions carried out in breach of the duties which are inherent to the performance of the job. It would seem that the law is departing from the fault principle, except perhaps where the duty of diligent management is concerned which is still subject to the old standard of diligence (“an orderly entrepreneur”).

a) The directors shall be liable to the company, the shareholders and the company’s creditors for any damage they may cause for any actions or omissions that are contrary to the law or the bylaws or for those actions carried out in breach of the duties outlined above (Article 236, Capital Companies’ Act). This rule is extended to those who in fact effectively manage the company without having been formally appointed as directors, i.e., the so called “de facto” directors;

b) The general rule is that each director will be individually liable for his share in the damage, i.e., liability will be assigned or apportioned on a several basis. There are some very important exceptions to this rule in which case directors will be liable on a joint and several basis:

(i) Where the allegedly damaging act or resolution was approved by the Board of Directors (see c. below);

(ii)     Where a company subscribes its own shares, in violation of the relevant prohibition, the directors will be jointly and severally liable to pay out the new shares;

(iii) Where the company is not dissolved as required by the law because the directors do not comply with their duty to (a) call the shareholders in two months time so that a decision is taken on the subject, or (b) request the dissolution to the court or in the event the insolvency of the company, then the directors are jointly and severally liable for the company’s debts incurred after the cause for dissolution arose; 

c) Should the company have a Board of Directors, all the members of the Board that carried out or passed an unlawful action or resolution shall be jointly and severally liable. This rule does not apply to those that prove that did not participate in the approval and implementation of the damaging action or resolution and further ignored its existence, or that being aware of it, did all that was in their power to prevent the damage or at least opposed it explicitly (Article 237, Capital Companies’ Act);
d) The approval or ratification of the damaging act or resolution by the shareholders will not exempt the directors (Article 236.2, Capital Companies’ Act). Further, the approval of the annual accounts shall not prevent the company from bringing the relevant corporate liability action against them nor it will imply the waiver of the action that may have been approved or exercised by the company (Article 238.4, Capital Companies’ Act);  

e) The liability of the directors, as a general rule, was based on the principle of fault. Actions carried out without meeting the standard of diligence (“an orderly entrepreneur and loyal representative”) would trigger liability. Also, actions in breach of the law could trigger liability there being in this regard some room for strict liability, i.e., irrespective of fault. A well known case is the failure, under certain circumstances, of the directors to convene the shareholders meeting in order for it to resolve the issue of the dissolution of the Company, or to apply for the declaration of insolvency
 or request from the relevant court that the Company be dissolved. In this case the directors shall be jointly and severally liable for the Company’s debts incurred after the cause for dissolution arose. Although with qualifications this liability is deemed to be strict
.
7.
Company indemnification of Directors
Under the general civil rules, indemnification is legally viable if an individual’s liability arises out of fault or negligence, but not of fraud, malice or wilful misconduct. Liability arising out of fraud or gross negligence may not be waived (Article 1102, Civil Code). 

A company may agree to indemnify or hold harmless a director from any and all liabilities and responsibilities stemming from fault or negligence. In principle, this agreement would be valid in respect of personal claims brought by individual shareholders and other third parties in their own right
. 
The question is less clear in respect of claims brought by the Company itself or, derivatively, by the shareholders or creditors on behalf and for the benefit of the Company
. As stated above, Directors will not be exempt from liability by the approval, ratification or adoption of the damaging act or resolution by the general meeting of shareholders. Bearing this in mind, the common legal opinion is that an indemnification agreement of damages arising out of a corporate liability action signed ex ante facto would equate to an anticipated discharge of liability and would likely be null and void and thus unenforceable, even if approved by the general meeting of shareholders. 
Except in case of wilful misconduct or gross negligence, the shareholders assembled in meeting may decide not to institute the corporate liability action, or may settle or waive it, thus holding the director effectively harmless in whole or in part. However, shareholders representing at least 5% of the share capital have the right to oppose the proposed settlement or waiver, and also to institute the corporate liability action in the name of the Company in certain events.    

8.
Who can sue the Directors? Requirements
Directors may be sued by the company itself, the shareholders, the creditors and any other third parties, as follows:
8.1 Types of civil actions

(i) Corporate liability action: it may be brought by the company itself; failing it, derivatively, by the shareholders (representing at least 5% of the share capital) and failing the shareholders, derivatively, by the creditors provided the company’s assets are insufficient to cover their credits. Both the shareholders and creditors would sue on behalf and for the benefit of the Company, such that any proceeds would belong to the Company;

(ii) Individual liability action: any shareholders and third parties have also the right to sue the directors in pursuit of indemnification for the actions or omissions of the directors that may damage their interests directly. Any proceedings would belong to the claimants.
(iii) Claims for company’s debts: if directors breach certain duties in connection with the potential dissolution of the company, creditors may sue them for the Company’s debts incurred after the cause for dissolution arose.
  

U.S. and Canadian-style class actions are not permitted in Spain. Collective redress for indeterminate groups of consumers of products and users of services is available exclusively through representative consumers and users associations. 
It is important to note that the third parties injured by the conduct of the directors are also entitled to bring a direct action against the D&O Insurer (Article 76, Insurance Contract Act 1980, hereinafter ICA).
8.2 Requirements
According to case law
, the elements of civil liability under current Articles 236 and 241 of the Capital Companies’ Act
 are:

(a) an action or omission of the director, contrary to the Law or the Company’s bylaws, or performed without the required diligence. The specific standard of diligence is the diligence of an orderly entrepreneur and loyal representative
;
(b) damage caused by the said action or omission; and 

(c) causation or the relation between the negligent action/omission and the harmful event and the damage, which following existing case law, the claimant has the burden to prove.

Where a Board of Directors is involved the claimants need not prove each director’s fault, rather the directors would have to prove the circumstances mentioned in section 6(c) above in order to avoid being held jointly and severally liable. Proof of the breach of the standard of diligence, i.e., of fault, would not be required in cases where liability is deemed to be strict [see, for example, 6(e) above].

9.  
Liability and indemnification in the event of the Company’s insolvency

Law 22/2003, of 9 July, on Insolvency, effective since 1st September 2004 has toughen the liability of directors.
The court must classify the insolvency as fortuitous or guilty in the following events: (i) if the agreement with the creditors entails a reduction of more than one third of their credits or the postponement of payment for more than three years, or (ii) when failing that agreement the liquidation of the company should be commenced..

The court will classify the insolvency as guilty when it was originated or aggravated by wilful misconduct or gross negligence of the directors (Article 164.1). Further, it will be presumed that the directors acted in bad faith or with gross negligence if they failed to apply for the declaration of insolvency as prescribed by law, or did not cooperate with the court and the receiver. The directors may destroy that presumption by evidence to the contrary. 
The court will pass judgment in due course classifying the insolvency either as fortuitous or guilty. In the latter event, the court will examine the position of the various persons involved in the insolvency and will characterize their behaviour. If any of those persons were deemed to be the directors (formal or factual), the court will have to reason why it reaches that conclusion. The judgment can order the forfeiture of any rights those persons could have as creditors, the return of all assets they would have obtained unlawfully and the payment of damages. In the event that the liquidation of the insolvent company were opened, the judgment could also order any director that occupied the position within the two years immediately preceding the declaration of insolvency, to pay the creditors any amounts owed which would not be covered by the insolvent company’s assets. Directors’ assets can also be seized by the court in the course of the insolvency proceedings.
Considering that Directors can be made liable in the events of wilful misconduct or gross negligence, indemnification on the part of the Company would not be legally feasible.      
10.
 CONCLUSIONS
a) 
A Company may indemnify its directors for any damages the directors would inflict upon the shareholders and other third parties as a consequence of their negligent acts or omissions in the framework of their services to the Company.  
b) 
In that same framework Company indemnification would not be legally feasible for actions or omissions of the directors arising out of wilful misconduct or gross negligence. An agreement purporting to indemnify the directors in those cases would be null and void, and unenforceable against the Company.

c)
An agreement signed before, or in anticipation of, the damaging event purporting to indemnify the directors for damages inflicted upon the company itself would not be legally feasible, irrespective of whether liability arises out of fault or wilful misconduct.   

d)
After the damaging event has occurred the shareholders assembled in meeting may decide not to institute the corporate liability action, or may settle or waive it, thus holding the director effectively harmless in whole or in part. Shareholders representing at least 5% of the share capital can challenge those decisions and institute a corporate liability action against the directors on behalf and for the benefit of the Company. 

------------------------------------

Jorge Angell
L.C. RODRIGO ABOGADOS,
Madrid

October 18, 2013
� In the drive for transparency and accountability we should also note the so called corporate governance codes, mentioned above.


� Prior to the then in force Joint-Stock Corporations of 1989 (in itself a consolidated text and later consolidated with other companies’ laws resulting in the current Capital Companies’ Act).


� Decision of the Supreme Court of 14 March 2008 (RJ\2008\4052).


� Introduced by the Insolvency Act of  9 July 2003, effective since 1 September 2004.


� Decisions of the Supreme Court of 1 March 2004 (RJ\2004\802) and 23 July 2008 (RJ\2008\4623).


� An “individual liability action”, as explained under 8.1 (i) below.


� A “corporate liability action”, as explained under 8.1 (ii) below


� See 6 b (iii) above. This action has largely been rendered ineffective by the Insolvency Act (discussed below). 


� Among many others, Decisions of the Supreme Court of 8 October 2007 [RJ\2007\6806]; 14 February 2008 [RJ\2008\2926], 23 July 2008 [RJ\2008\4623] and 12 February 2010 [RJ\2010\533] which equally apply to the current Consolidated Text of the Capital Companies’ Law.


� Formerly Articles 133 and 135 of the Consolidated Joint-Stock Corporations Act of 1989.


� Articles 225 and 226 of the Capital Companies’ Act.


� This should be taken with caution: the Decision of the Supreme Court of 14 March 2008 (RJ\2008\4052) makes a subtle distinction between negligent actions or omissions and infringements of the bylaws, and seems to endorse the position of the lower court which “presumed” fault on the part of the director (for the mere contravention of the bylaws) and therefore reversed the burden of proof, thus forcing the defendant to prove he had been diligent..
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