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% To sit or not to sit

Lawyers who act as directors or officers on corporate boards

need to be aware of the risks involved.

By Lester Lee

nce upon a time, if a lawyer was asked to sit on a board
of directors, the answer would have been a simple and
immediate “Yes.” In the year 2001, however, a lawyer
asked the same question, after a moment’s hesitation,
would probably respond, “Thank you, I'd like to think about it.”

There are many compelling reasons for a lawyer to agree to
sit on a board of directors, including business, professional or
personal motivations. And from the clients’ perspective, lawyers
possess the unique combination of legal skills, experience and
sound judgment that a board requires.

A board of directors includes both “inside” (employees of the
company) and “outside” (non-employees) directors. The latter
type are often considered to be “watchdogs” for the shareholders
of the company. The vast majority of directors on Canadian
boards are outside directors.

Not surprisingly, a significant number of these outside directors
are members of the legal profession. Indeed, an independent study
conducted by the Toronto Stock Exchange in 1999 found that
lawyers constituted 32% of all outside directors in Canada, a signifi-
cantly greater representation than any other professional group.

So why the reluctance to make an immediate commitment?
Because lawyers are realizing that the risks associated with taking
on the role and responsibilities of a director. Moreover, it’s quite
possible that a lawyer director may be held to a higher standard
of care than a non-lawyer director.

Re Cartaway Resources Corporation, a decision of the Alberta
Securities Commission (ASE) in August 2000, underscores this
point. Cartaway had issued press releases, indicating misleading

test results from a mining project, that caused the stock price to
rise significantly. The ASE charged two directors with breaches
of Alberta’s Securities Act. One was an “inside” director, the com-
pany’s CEO. The other was an “outside” director — a lawyer
whose firm also did work for Cartaway.
While the lawyer director was wholly exonerated, the ASE did
say this:
Even though [the lawyer director] was not involved in the man-
agement of Cartaway, his dual role as director and lawyer gave
him access to more information regarding Cartaway’s affairs than
an outside director ... would normally have. That was especially
true in relation to Cartaway’s material change, because [the
lawyer] dealt with almost every detail of the transactions
involved. Because of this dual role, [the lawyer| was an inside director,
and assumed a higher degree of responsibility, in relation to
these transactions. [Emphasis added]

This decision implies that if a lawyer sits as a director and per-
forms legal services as a lawyer (which, it is suggested, is the
norm rather than the exception), then he or she will be held to
a higher standard of care than other “outside” directors.

A wide array of provincial and federal statutes impose myriad
responsibilities on directors. In some circumstances, directors
can be held responsible for the payment of company debts
(including the unpaid wages of employees), have fines imposed
on them personally and, in a worst-case scenario, face imprison-
ment if a serious corporate offence has taken place.

In addition to the sanctions that can be imposed under
statute, there is also the ever-present spectre of the civil lawsuit
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An insurance solution

he Canadian Bar Insurance Association
(CBIA) recognized that a potential “gap”
exists in the protection for lawyers who sit as
directors, by reason of a lack of insurance
coverage or the possibility that there is no
valid indemnity available from the company.
As a result, in 1989 CBIA introduced an
insurance program for lawyers who serve as
outside directors. Today, the CBIA-spon-
sored Outside Directorship Liability (ODL)

Program, underwritten by certain syndicates
at Lloyd’s, insures over 15,000 directorships
held by over 6,000 lawyers across Canada.

The policy is designed to sit above the com- :
: pany's primary directors’ and officers’ liability :

insurance policy and the company’s indemni-

fication, if any.

In many cases, the ODL program will
cover a lawyer's activities as director of a
company in the absence of any directors” and

officers’ insurance coverage, or under cer-

¢ tain circumstances: for example, if no com-

pany indemnity exists, or if the company
does not have the financial resources to
honour its indemnity.

The CBIA's ODL insurance provides cov-
erage of up to $3 million for sole practition-
ers and law firms of six or fewer lawyers,
and up to $10 million for firms of six lawyers
or more.

— class actions are currently the most chilling prospect facing
any company’s officers and directors.

Lawyer-directors often assume that since they are using their
legal skills while sitting as a director, their professional errors and
omissions insurance policy will cover them if they’re sued. This is
a mistaken assumption. Such policies” definitions of “profession-
al services” do not include the lawyer’s activities as a director.

Many companies carry directors’ and officers’ liability insur-
ance, but this coverage is often narrowly drafted. A recent study
conducted by Tillinghast Towers Perrin determined that in
Canada, 26% of all claims reported to directors’ and officers’
insurers either were denied or faced uncertain coverage. An
additional 19% of claims were only partially covered.

Some companies’ bylaws contain indemnity clauses for their
officers and directors. But if a company is experiencing financial
difficulties, the indemnity may have little or no value. When a

company’s finances come into question, shareholders start look-
ing for someone to blame. Inevitably, the lawyer may be looked
upon as a “deep pocket.”

Lawyers will continue to play an important role in their client
companies’ affairs, providing good legal services in all venues. If
asked to sit as a director, they will continue to exercise sound
judgment and wisdom in the boardroom.

However, as lawyers dispense advice to their clients about the
risks arising from their actions, so too should they understand
the nature of the risks they themselves take as directors, and
ensure they are protected. ©
Lester D. Lee is a lawyer and consultant with Dion Durrell + Associates
Inc. in Toronto. In addition to consulting to the insurance industry, he
is involved in the management of a number of professional liability
insurance programs, including the CBIA-sponsored ODL program.
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