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Background

If there is no or little money in the bank when a company goes into liquidation and few
easily realisable assets practitioners and creditors may seek to look elsewhere in order to
recover funds. One source may be claims against directors for insolvent trading or other
breaches of the Corporations Act (Cth) (the Act) or common law duties. Like many
professionals who may be faced with personal liability in the future many directors take
steps to ensure that they have few, if any, assets in their own name. For that reason there
may be little benefit to a practitioner or creditors in successfully pursuing a director unless
the director is covered by directors and officers (D&Q) insurance giving the practitioner and
creditors access to the funds of an insurance company (and hopefully not an insolvent

one).
This paper:

. provides an overview of insolvent trading;
. provides an overview of D&O insurance;
. deals with the key exclusions — the Act and other limitations;

. considers whether D&O insurance can enhance the prospects of recovery in a
successful insolvent trading action;

. considers how a negligence or fraud claim could enhance or interfere with a D&O
recovery; and

. concludes with some consideration of the usefulness of D&O insurance in the
context of insolvent trading.

Overview

2.1

What is insolvent trading?

Section 588G of the Act imposes liability on a director of a company who allows the
company to incur a debt at a time when the company is insolvent where, at the time that
the debt was incurred, there existed reasonable grounds for suspecting that the company

was, or may become as a result of incurring the debt, insolvent. A director will be liable if
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at the time the debt was incurred he or she was actually aware of the existence of
reasonable grounds to suspect insolvency or a reasonable person in a similar position

within a similar company would have been so aware.

A director will commit an offence (under s588G(3)) if at the time the debt was incurred the
director actually suspected that the company was insolvent (or would become insolvent by
incurring the debt) and the director’s failure to prevent the debt being incurred was

dishonest.

One of the main problems directors and liquidators face is being able to identify when a
company is insolvent. The somewhat vague definition of insolvency does not assist. Prior
to 23 June 1993 no statutory definition of insolvency existed. The Act now® contains
section 95A which states that a person (including a company) is insolvent if they are not
solvent. A company is only solvent if it is able to pay all of its debts as and when they
become due and payable. The emphasis is on the ability to discharge all of one’s debts,
rather than merely particular debts. Insolvency is not usually determined merely by looking
at the balance sheet of a company and determining whether there is a surplus of assets
over liabilities. Rather, the emphasis is on cash-flow. Of course companies may

experience both types of insolvency simultaneously.

The Act specifies two rebuttable presumptions of insolvency. The first states that where it

is proved that a company was insolvent at a particular time during the 12 months ending on
the ‘relation back day’ (most often the date on which an application to wind up was filed or
an administrator was appointed) it is presumed that the company was insolvent from that
time until the relation back day. Under the second presumption a company will be
presumed insolvent where it is proved that the company failed to keep proper accounting
records which correctly explain and record its transactions and financial position and which
enable true and fair financial statements to be prepared and audited (s588E(4)). These

presumptions can be rebutted.

! At the time of w riting section 95A had been repealed by Act No 122 of 2001, s3, Sch 1, Pt 2 (329) (effective 11
March 2002). The writer understands that the legislature intends to reintroduce section 95A to have effect from
11 March 2002.
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2.2

The term ‘debt’ has a wide meaning which often varies according to the context in which it
is used. The courts have stated that the terms ‘debt’ and ‘incurs’ are not terms of precise
definition but are to be applied flexibly in a practical and commonsense manner. The Full

Court of the Supreme Court of South Australia considered the key issues of:

. what is a debt;
i when is a debt incurred; and
. what constitutes insolvency

in the 2001 decision of Powell v Fryerz. | have attached as attachment 1 to this paper a
note on that case extracted from the Allens 2001 Annual Review®. The issue of when a
debt is incurred was also considered in 2001 by Mandie J in the Supreme Court of Victoria
in the decision of Harrison v Lewis®. | have also included as an attachment 2 to this paper

a note on that case extracted from the Allens 2001 Annual Review.

Available Defences

A number of defences are available to directors against whom an insolvent trading action is

brought:

i The director had reasonable grounds to expect that the company was solvent and
would remain solvent even if it incurred the relevant debt. This requires a director
to prove that he or she had an actual expectation of solvency as well as the

existence of reasonable grounds for that expectation (section 588H(2)).

. The director relied upon information regarding the solvency of the company which
was provided by another and which led to an expectation of the actual solvency of
the company based on that information. The director also needs to show that he
had reasonable grounds to believe and did believe that a competent and reliable
person was responsible for providing him with information of the company’s
solvency and that that other person was fulfilling that responsibility (section

588H(3)).

Unrep, 8 March 2001

Allens Arthur Robinson, 2001 Annual Review of Insolvency & Restructuring Law. The Annual Review is available
online in a fully searchable format go to http://www.aar.com.au/publications/ari/

Unrep, 23 February 2001
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2.3

. The director did not participate in the management of the company at the time the
debt was incurred because of illness or some other good reason. There must be a

connection between the non-participation and the ‘good reason’ (section 588H(4)).

i The director took reasonable steps to prevent the company incurring the debt, such

as appointing a voluntary administrator to the company (section 588H(5)).

The court can also excuse the director from liability if he or she has acted honestly and

ought fairly to be excused (section 1317; section 1318).

What liability is imposed for insolvent trading?

The liability which may be imposed on a director for insolvent trading falls into a number of
categories: civil penalties, criminal penalties, compensation orders (available on either an
application for a civil penalty order (section 588J) or a criminal prosecution (section 588K),
liquidator recovery actions (under section 588M(2) and creditor recovery actions (under
sections 588M(3), 588R, 588S, 588T and 588U). Where a director allows a company to
trade whilst insolvent and this is done knowingly, intentionally or recklessly and was
dishonest (with a view to gaining an advantage or was intended to deceive or defraud
someone) then the director is guilty of a criminal offence. The maximum penalty payable
for such criminal offence is a fine of $200,000 and/or imprisonment for 5 years. A director
who is guilty of a criminal offence is prohibited from managing any company for 5 years.
Under section 588K the Court in criminal proceedings can, whether or not it imposes a
penalty, order the director to pay compensation to the company equal to the amount of loss

and damage.

Civil penalties do not include an automatic disqualification from managing companies. A
director can be made to pay a pecuniary penalty, or a fine, to ASIC. This fine can be for an
amount of up to $200,000. A director can also be ordered to pay compensation to the
company under either of two provisions facilitating the ordering of compensation. Under
one (ss588J(1)) the compensation payable is equal to the loss and damage suffered by an
unsecured creditor. Under the other (s1317H) the compensation payable is equal to the

'damage’ suffered by the relevant unsecured creditor or creditors. Presumably these two
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standards are the same, or at least substantially similar. Finally, a director can be
prohibited from managing any company for a specified period if he or she is not a fit and

proper person to manage a company.

Under section 588M(2) where a director has breached subsection 588G(2) or (3) whether
or not the director has been convicted of an offence or had a civil penalty order made
against him or her the liquidator can recover the amount which a creditor has suffered by

way of loss or damage.

Under section 588M(3) creditors are given some rights to sue directors direct for

compensation for insolvent trading:
. with the liquidator’'s consent (under section 588R);

. with the Court’s leave after giving the liquidator notice under section 588S

(pursuant to section 588T);

i unless the liquidator has already sought orders under sections 588FF or 588M in
relation to the debt or in relation to a transaction under which the debt was incurred

or has intervened in an application for a civil penalty order.

What is directors’ and officers’ insurance and indemnity?

3.1

A policy in two parts

Typically a D&O policy contains two separate insurance components. The first usually
consists of a company reimbursement component which provides for the company to seek
reimbursement for those amounts which it is obliged (or in some cases permitted), under
its Constitution, to indemnify its directors and officers. The second usually consists of a
direct cover component which provides indemnification directly to directors and officers
where the company itself is unable to do so or sometimes where the company otherwise

does not do so.

The definition of ‘officer’ within the Act was expanded in 2000 to include all persons who
have the capacity to significantly affect the company’s financial standing. This definition is

somewhat uncertain in scope and differs from the old definition which listed various roles
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3.2

as falling within the definition. Without careful review by insurers, many D&O policies may
now perhaps unintentionally include a broad range of persons as insureds. The definition
of “director” is also expended by section 9 of the Act. In 2001 both the New South Wales
Court of Appeal5 and the Supreme Court of South Australia® found that persons who were
not formally directors of a company nevertheless were directors under the extended
definitions of ‘director’ contained in section 9 of the Act. | have included as attachments 3

and 4 respectively extracts from the 2001 Allens’ Annual Review on these cases.

Claims made and notified

Most D&O insurance is written on a 12 monthly basis to provide coverage for claims made
or circumstances notified to the insurer during the Policy period. If, when the liquidator is
appointed, a D&O policy is in place and the 12 month policy period is still running, subject
to any available exclusions, the Policy should respond if the liquidator makes a claim
against the director before the expiration of the Policy period. If the claim is made by the
liquidator and the insured director does not actually tell his or her insurer that the claim has
been made on him or her until after the 12 month policy period has elapsed the insurance
policy should still respond. This is because of the operation of section 54 of the Insurance
Contracts Act (Cth) (ICA). Essentially section 54 provides that an insurer will not be able to
refuse a claim if, the only reason the insurer would otherwise be able to refuse the claim, is
an act or omission of the insured. The Courts have found that section 54 will effectively
enable an insured to notify claims late. The insurer can however attempt to have the claim
reduced by the amount that fairly represents the extent to which the insurer’s interests

were prejudiced as a result of the Act. This is normally very hard to do.

If the liquidator does not even make a claim against the director until after the Policy period

of the relevant D&O policy has expired the D&O policy might still respond if the director
was aware during the Policy period of circumstances which might lead to a claim. This

result flows from section 54 as interpreted by the High Court in FAI v Australian Hospital

In Natcomp Technology Australia Pty Limited v Graiche (unrep) 30/4/01

In Perkins v Viney (unrep) 1/11/01

mcqgs S0110874573v1 150520 13.3.2002 Page 6



Allens Arthur Robinson

3.3

Care [2001] HCA’. This case found that section 54 will effectively enable an insured to
notify circumstances late if the Policy itself expressly provides for coverage of claims made

or circumstances notified during the Policy period.

Some D&O insurance policies only expressly cover claims actually made during the Policy
period. Even if this is what the Policy language provides, pursuant to section 40 of the ICA,
notwithstanding the Policy wording, if an insured gives notice before the expiration of the
Policy period, of circumstances that might give rise to a claim, the insurer will still have to
pay the claim. Whilst there will no doubt be further litigation on this point it appears that if
the Policy itself only expressly covers claims made during the Policy period and does not
include an extension to also cover circumstances which might lead to a claim notified within
the Policy period and all that occurs during the Policy period is that the director becomes
aware of circumstances which might lead to a claim, section 54 will not interact with section
40 to enable the director to make a notification, after the expiration of the Policy period, of

circumstances which might lead to a claim.®

The Liquidation Extension

Some companies include in their Constitution an indemnity of their directors — the

indemnity may be:

(@ mandatory (ie if a claim or inquiry by ASIC or examination by a liquidator etc) is
made against a director the company (subject to any Act limitations) will indemnify

the director; or

(b) permissible or discretionary (ie the company may indemnify the director . . .).

Obviously enough if the company is in liquidation when the director wants to seek to rely on
that indemnity (which clearly enough will always be the case when a liquidator wants to

bring an insolvent trading claim against the director) that indemnity will not provide the

attached as Attachment 5 is an extract of the report at pages 13 to 16 on this case from the Allens Arthur
Robinson Annual Review of Insurance Law 2001.

see CA & MEC Mclnally Nominees Pty Ltd & Ors v HTW Valuers (Brisbane) Pty Ltd & Ors [2001] QSC 388 per
Chesterman J. Attached as attachment 6 is an extract of the report on that case contained in the Allens Arthur
Robinson Annual Review of Insurance Law 2001 at 17-18.

mcqgs S0110874573v1 150520 13.3.2002 Page 7



Allens Arthur Robinson I

director with much comfort. However a D&O policy with a liquidation extension may assist.
Some D&O policies provide that if a claim (or if circumstances which might lead to a claim)
is notified during the Policy period for which the company would be required or permitted to
indemnify the director but the company is unable to do so because at the time the claim
was first made or the circumstances were first notified the company was in liquidation, the

insurer will pay the director the amounts which the company is unable to pay.

Key exclusions —the Act and other limitations

4.1

The Act
A number of changes were made to the Act, which came into effect on 13 March 2000,

which substantially modified provisions directly impacting D&O insurance and indemnities.

Sections 199B and 199C of the Act now provide that a company (and a related body

corporate) is prohibited from paying, or agreeing to pay, the premium for insurance of an
officer (including a director) or an auditor of the company against a liability (other than for

legal costs) arising out of:

. conduct involving a wilful breach of duty in relation to the company; or

. a contravention of section 182 or 183 (which relate to directors’ use of position and

use of information).

Provided that these matters are excluded from the cover under the D&O policy, which they
usually are, there are no restrictions on the ability of a company to pay for an insurance

premium for their directors and officers.

As well as paying a premium for D&O insurance, a company can indemnify a director or

officer for certain liabilities incurred. The provision which deals with the indemnification of
directors and officers (s199A) deals separately with when an indemnity for liability for legal

costs, and one other than for legal costs, will be allowed.

A company, or related body corporate, is prohibited from providing an indemnity, other than
for legal costs, in a number of circumstances. This prohibition applies to an indemnity

against liability incurred as a director, officer or auditor of the company which is:
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. owed to the company or a related body corporate;

i for a pecuniary penalty order or a compensation order for a breach of
certain provisions ; or

. owed to someone other than the company (or related body corporate) and
arose out of bad faith.

A company must not indemnify a director, officer or auditor for legal expenses incurred:

. in defending proceedings in which the person is found to have a liability for
which the company could not indemnify the person;

. in defending or resisting criminal proceedings in which the person is found
guilty;
. in defending or resisting proceedings brought by ASIC or a liquidator for a

court order if the grounds for making the order are established; or

. in connection with proceedings by the person for relief under the Law
which are denied by the court.

In all other cases the company is able to indemnify the director, officer or auditor for his or

her legal costs.

Interestingly, these provisions allow an indemnity for legal costs to be provided before the

outcome of the proceedings is known. If an indemnity is advanced but an adverse decision
is given by the court the costs already paid must be refunded. In addition, a company can
provide a loan or advance to a director, officer or auditor in respect of legal costs. Again, if

an adverse decision is reached such a loan or advance must be repaid.

As discussed above, sections 199B and 199C of the Act provide that a company must not

pay an insurance premium of the company against a liability arising out of conduct
involving a wilful breach of duty. So long as the D&O policy excludes such claims from its

ambit a company is able to take out effective D&O insurance for its directors and officers.

As indicated earlier, there are a number of sanctions which may be imposed on a director
by the court for insolvent trading. These fall into a number of categories: civil penalty
provisions, criminal penalty provisions and compensation provisions enabling recovery by a
liquidator or creditor. Basically a criminal offence is committed by insolvent trading where it

is done with wilful deceit.
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Section 199A of the Act prevents a company from indemnifying a director against liability
incurred for a pecuniary penalty order under section 1317G or a compensation order under
section 1317H. This is because such a fine or compensation is payable to the company as
a result of wrongs committed against it. It might be thought to be against the policy of the
Act to allow a company to indemnify a director or officer in such circumstances. As a result
it might be thought that a company would be prohibited from indemnifying a director or
officer for liability incurred for insolvent trading and to then seek reimbursement itself from
its insurer under its company reimbursement policy. However this is not necessarily the
case as compensation orders for insolvent trading are normally made under section 588K
(in connection with a criminal prosecution) or section 588J (in connection with a civil
penalty) rather than under section 1317G or 1317H which are the sections singled out for
mention in section 199A of the Act. An indemnification of a director from insolvent trading
claims brought by a liquidator may however be prohibited by section 199A(2). This section
prohibits a company from indemnifying an officer from a liability owed to the company or a
related body corporate. Although a liquidator brings an insolvent trading claim under
section 588M(2) that section makes it clear that the amount of loss or damage is to be
recovered “as a debt due to the company”. An indemnity for a debt due to the company is

therefore probably barred by section 199A(2).

As D&O policies must not cover a director or officer for liability incurred as a result of a
wilful breach of duty (s 199B), a D&O policy will not cover a director or officer for liability
incurred for insolvent trading where such a contravention is a criminal offence. This is
because a criminal offence is committed as a result of a wilful breach of duty, or wilful

deceit.

Accordingly, D&O policies could only, in compliance with the limitations set out in the Act,
cover the liability of directors or officers which is incurred under a civil penalty provision,
such as an imposition of a fine, or the requirement to pay compensation to the company or
a claim for compensation by a liquidator or creditor. In fact as will be discussed further
below most D&O policies not only exclude coverage for criminal acts but also exclude

coverage for civil penalties. Whilst this could be seen to restrict the effectiveness of D&O
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policies in the context of insolvent trading, a criminal offence is difficult to prove and thus
will rarely be made out. Most insolvent trading actions will be claims for compensation by a
liquidator or creditor and would thus, subject to any other limitations in the policy be

covered under the direct cover component of a D&O policy.

4.2 Other Limitations

There are a number of standard exclusions from D&O policies which significantly restrict

the ambit of their operation. These include:

. prospectus-type liability exclusion which will often be of importance to directors

of companies who propose to embark on a public offering;

i professional indemnity exclusion which excludes cover for claims alleging a

breach of duty other than the professional duties owed by a director;

. improper profit exclusion which excludes coverage for any claim based on,
attributable to or in consequence of any director having gained in fact any personal
profit or advantage or receiving any remuneration to which that insured was not

legally entitled;

i insured versus insured exclusion which excludes claims brought by one person
covered by the insurance against another, including by the company against a
director. This is to prevent the manufacturing of a claim for example by the
directors of a company breaching a duty and voting to sue themselves to get
damages for which the company is insured. This is a significant exclusion because
a director’s duties are owed to the company itself and actions thus brought by the
company are a significant potential source of liability. D&O policies normally
include an exclusion to extend cover to claims brought in the name of the company
against a director:

() as a shareholder derivate action;

(i) by ASIC; or

(iii) at the instigation of a receiver, administrator or liquidator.
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4.3

Unless the policy contains such an exception, a D&O policy is unlikely to provide
relief for an action brought by the company/liquidator against a director for
insolvent trading as the action would be brought on behalf of the company to
recover loss or damage as a debt due to the company under section 588M(2). The
insured versus insured exclusion would not be relevant to a direct claim by a

creditor against the director for insolvent trading.
. non-disclosure. This is discussed in 4.3 and 4.4 below.

i definition of Loss or Damage. A D&O Policy will normally insure the insured
against amounts which the Insured becomes legally obliged to pay arising from a
claim made against the Insurance for breach of duty, breach of trust, negligence,
error, omission, misstatement, misleading statement occurring in the course of the
insured’s duties to the company. Policies normally include damages, judgments,
settlements and legal costs and expenses. In many policies however the definition
of Loss or Damage excludes punitive, aggravated, multiple or exemplary damages

and fines or penalties including civil penalties.

What if there is not a full and proper disclosure of the company’s circumstances at
the time the D&O policy was taken out?

The failure of a director or officer to disclose the insolvency of the company, the possible
insolvency of the company or other circumstances which may give rise to a claim (such as
the possibility of insolvent trading proceedings being commenced against him or her) at the
time of taking out the D&O policy may lead to the insurer avoiding the insurance contract

and refusing to insure of indemnify the director and/or the company.

4.3.1 Statutory Provisions
Essentially, an insured has two duties in respect to providing an insurer with accurate

information as to the risk to be insured under an insurance policy, namely a:

duty not to misrepresent material facts; and

duty to disclose material facts.
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With respect to contracts of insurance which fall within the ambit of the ICA, these duties

are contained within sections 21 and 26 of the ICA.

(a)

Duty of disclosure

Section 21 of the ICA relevantly provides:

@)

)

(@)

3)
1.1

2.1

Subiject to this Act, an insured has a duty to disclose to the insurer, before the
relevant contract of insurance is entered into, every matter that is known to the

insured, being a matter that:

(@ the insured knows to be a matter relevant to the decision of the insurer

whether to accept the risk and, if so, on what terms;

(b) a reasonable person in the circumstances could be expected to know to be

a matter so relevant.
The duty of disclosure does not require the disclosure of a matter:
that diminishes the risk;
(b) that is of common knowledge;

(c) that the insurer knows or in the ordinary course of the insurer’s business

as an insurer ought to know; or
(d) as to which compliance with a duty of disclosure is waived by the insurer.
Where a person:
failed to answer; or
gave an obviously incomplete or irrelevant answer to;

a question included in a proposal form about a matter, the insurer shall be deemed

to have waived compliance with the duty of disclosure on relation to the matter.

Section 13 ICA imposes a duty of utmost good faith on the insured. However, such duty

does not impose any further duty of disclosure on an insured than that contained in section

21 1CA.°

Section 12 ICA.
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The duty of disclosure under section 21 ICA is limited to matters “known to the insured”.
This encompasses knowledge which is imputed to the insured.”®  However, it does not
appear that it would encompass constructive knowledge of the insured, that is information

which the insured ought to know. ™

(b) Misrepresentations

Section 26 ICA states that:

(@)} Where a statement that was made by a person in connection with a proposed

contract of insurance was in fact untrue but was made on the basis of a belief that
the person held, being a belief that a reasonable person in the circumstances

would have held, the statement shall not be taken to be a misrepresentation.

2 A statement that was made by a person in connection with a proposed contract of
insurance shall not be taken to be a misrepresentation unless the person who
made the statement knew, or a reasonable person in the circumstances could be
expected to have known, that the statement would have been relevant to the

decision of the insurer whether to accept the risk and, if so, on what terms.

(3) This section extends to the provision of insurance cover in respect of:

(@ a person who is seeking to become a member of a superannuation or

retirement scheme; or
(b) a person who is a holder, or is applying to become a holder, of an RSA.

The burden of proof rests on the insured in respect of establishing that the insured’s belief

. . 12
was one that a reasonable person in the circumstances would have held.

A person shall not be taken to have made a misrepresentation merely because the person
failed to answer a question included in the proposal form or gave an obviously incomplete

. . 13
or irrelevant answer to such a question.

10

11

For example, knowledge of an agent of the insured if the agent is responsible for the business in respect of which
the insurance is taken out. However, such knowledge will not be imputed to the insured where the agent is acting
outside the scope of its authority or where the knowledge is a fraud committed on the insured.

Kelly and Ball, Principles of Insurance Law at 2.0130.30.
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Where a statement is made in answer to a question asked in relation to a proposed
contract of insurance and a reasonable person in the circumstances would have
understood the question to have the meaning that the person answering the question
apparently understood it to have, that meaning shall, in relation to the person who made

the statement, be deemed to be the meaning of the question.14

(©) Time for compliance with duty of disclosure

As provided by section 21 and section 26 ICA, the insured must comply with the duty of
disclosure and duty not to misrepresent before entry into the insurance contract. Section

11(9) ICA defines entry into a contract of insurance to include:

(a) in the case of a contract of life insurance---the making of an agreement by the

parties to the contract to extend or vary the contract;

(b) in the case of any other contract of insurance---the making of an agreement

by the parties to the contract to renew, extend or vary the contract; or

(c) the reinstatement of any previous contract of insurance.

4.3.2 Obligation on insurer to warn insured of duty of disclosure
Section 22 ICA imposes a duty on an insurer to inform the insured of the nature and effect

of the duty of disclosure.
Section 22 ICA states that:

1) The insurer shall, before a contract of insurance is entered into, clearly inform the

insured in writing of the general nature and effect of the duty of disclosure and, if
section 21A applies to the contract, also clearly inform the insured in writing of the

general nature and effect of section 21A.

2 If the regulations prescribed a form of writing to be used for informing an insured of
the matters referred to in sub section (1) the writing to be used may be in

accordance with the form so prescribed.

12

13

14

Plasteel Windows Australia Pty Ltd v CE Heath Underwriting Agencies Pty Ltd (1990) 19 NSWLR 400
Section 27 ICA.

Section 23 ICA.
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(3) An insurer who has not complied with sub section (1) may not exercise a right in
respect of a failure to comply with a duty of disclosure unless that failure was

fraudulent.

To comply with section 22 ICA, an insurer must inform the insured of the consequences of
breach of the duty of disclosure in addition to the content of the duty of disclosure. > Forms
for notifying an insured of the duty of disclosure are prescribed by reg. 3 of the Insurance
Contracts Regulations. However, use of such forms is not mandatory. Failure by an
insurer to comply with section 22 ICA deprives the insurer of its rights to rely on an

innocent non-disclosure.

The burden of proving satisfaction of the obligation under section 22 ICA is born by the

insurer.*®

To establish compliance with this notification requirement, the insurer must prove not only
that it sent the relevant notification to the insured but that the insured received the
notification. The burden of proof is on the balance of probabilities. Depending on the
circumstances of the case, a court may draw an inference of receipt of the notification by

the insured from evidence of dispatch by the insurer. o

An insurer is not required to warn the insured of the duty of disclosure in respect to a

renewal, extension, or reinstatement of the insurance contract provided the insurer has
complied with the obligation when the contract was first entered into. ' Similarly, an insurer
is not required to provide such a warning before varying the contract unless the variation is

. . . . 19
involved in a renewal, extension or reinstatement of the contract.

15

16

17

18

19

Australian Associated Motor Insurers v Ellis (1990) 54 SASR 61; Burns v MMI-CMI Insurance Limited (1994)
8 ANZ Ins Cas 61-228 at 75,502.

Lumley General Insurance Ltd v Derphin (1990) 6 ANZ Inscas 60 986 at 76, 565.
Delphin v Lumley (1986) 6 SR (WA) 161.

Section 11(10)(a) ICA.

Section 11(10)(b) ICA.
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3.3.3 Remedies for breach

The ICA provides for exclusive remedies which are available to an insurer in respect of a
failure by the insured to disclose the matter to the insurer before the contract was entered

into and in respect of a misrepresentation or incorrect statement.

The relevant provision for contracts of general insurance is section 28 ICA which provides:

(@)} This section applies where the person who became the insured under a contract of

general insurance upon the contract being entered into:
(@ failed to comply with the duty of disclosure; or

(b) made a misrepresentation to the insurer before the contract was entered
into, but does not apply where the insurer would have entered into the

contract,

for the same premium and on the same terms and conditions, even if the insured
had not failed to comply with the duty of disclosure or had not made the

misrepresentation before the contract was entered into.

2 If the failure was fraudulent or the misrepresentation was made fraudulently, the

insurer may avoid the contract.

(3) If the insurer is not entitled to avoid the contract or, being entitled to a void to the
contract (whether under sub section (2) or otherwise) has not done so, the liability
of the insurer in respect of a claim is reduced to the amount that would place the
insurer in a position in which the insurer would have been if the failure had not

occurred or the misrepresentation had not been made.
The onus of proving a breach of the duty of non-disclosure rests on the insurer.?°

With respect to a fraudulent non-disclosure or fraudulent misrepresentation, the Court has

the discretion to disregard any avoidance of the contract of insurance by the insurer if it

0 Commercial Union Assurance Company of Australia Ltd v Beard & Ors [1999] NSWCA 422
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would be harsh and unfair not to do so*". In such circumstances, the insured will be
allowed to recover the whole, or such part as a Court thinks just and equitable in the
circumstances, of the amount that would have been payable if the contract has not been
avoided. The Court is only entitled to exercise this power where it considers the insurer
has not been prejudiced by the non-disclosure or misrepresentation or, if any such
prejudice exists, the prejudice was minimal or insignificant. This power only applies in
relation to the loss that is the subject of the proceedings before the Court and does not

otherwise operate to reinstate the contract.”?

The ability of an insurer to avoid an insurance contract on the basis of non-disclosure was
highlighted in the 1992 case involving the former directors of Compass Airlines?®, The
directors were defendants to insolvent trading proceedings commenced against them in the
Federal Court by the ASC, as it was then known. The directors claimed that their insurer
was obliged under their D&O policy to cover their legal costs and commenced proceedings
in the Federal Court. The relevant D&O policy included both a company reimbursement
policy and a direct cover component. The insurer sought to avoid the contract on the basis
of non-disclosure of the insolvency of the company at the time the insurance was taken
out. The directors argued that they were not parties to the contract of insurance and that

they were therefore not under any duty of disclosure.

The NSW Court of Appeal decided that the directors were parties to the D&O policy. This
was because the directors and probably paid the insurance premiums and also because
the terms of the particular policy led to that conclusion. The court was unsure of whether
each individual director was aware that the insurance was being taken out for their benefit
and that what was being done was being done with their general authority. Regardless of
whether they were called upon to contribute to the cost of the premium, and thus arguably

should have been so aware, the policy was effected with the knowledge of the chief

A For a recent and some might say harsh example of a case in which the Court refused to exercise this discretion

Tiep Thi Tov Australian Associated Motor Insurers Ltd [2000] V5CA,; (2001) 11 ANZ Insurance Cases 61-490;
Allens Arthur Robinson 2001 Annual Review of Insurance Law 31-33.

22 gection 31 ICA.

% CE Heath Casualty &General Insurance Ltd v Grey (1993) 32 NSWLR 25.
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4.4

executive officer and company secretary. As a company has no mind of its own and can
only perform through the acts of its directors, the court looked to the actions of those within
the company who were responsible for the management of the company and who were the
‘directing mind and will' of the company. In this case it could be said that at least the Chief
Executive Officer was in such a position and ought to have disclosed all matters to the
insurer as were known to him, such as the possible insolvency of the company at the time
the insurance was taken out. Accordingly, the Chief Executive Officer at least was under a
duty of disclosure. One judge went as far as to say that even those directors who may
have had no such knowledge but were beneficiaries under the D&O policy may be under a
duty of disclosure. Accordingly, the insurance company was able to avoid the D&O policy
and avoid paying the legal costs of the directors in the Federal Court insolvent trading

proceedings.

This judgment was appealed but was finally settled out of court. Despite this, the Compass
Airlines case highlighted that the courts are willing to take a strict view of the duty of
disclosure as it relates to D&O policies. After this judgment many insurers developed the
practice of requiring each director to sign the insurance proposal form and complete a
declaration stating that they were unaware of circumstances which may give rise to a claim
against them. This practice avoids the complexities of the Compass Airlines case and
ensures that all directors and officer who are beneficiaries under the D&O policy are

subject to the duty of disclosure.

Contractual Provisions

In addition to statutory requirements for insureds to make disclosure prior to entering into
an insurance policy most insurance policies include contractual provisions which

specifically exclude certain past events.

An example of the type of exclusion for past events is set out below:

“This policy does not insure loss arising out of any claim . . .

0) first made against the director prior to the period of insurance; or
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(i) arising from any matter disclosed to the insurer prior to the period of

insurance as being either a claim, against the director; or

(iii) arising from any matter notified to any insurer prior to the period of
insurance as being either a claim, or circumstances which may give rise to

a claim, against the director; or

(iv) arising from any litigation or inquiry that was either in progress or pending

prior to the period of insurance; or

(V) arising from circumstances of which any insured had become aware prior
to the period of insurance AND which that insured knew (or ought
reasonably to have known) to be circumstances which may give rise to a

claim.”

4.4.1 Non-disclosure by one director — effect on other directors

A non-disclosure clause such as that considered in 4.3 clearly has the potential for the
knowledge of one director for example of a claim having been made or circumstances
(such as incurring debts whilst insolvent) to vitiate the coverage of all directors whether

they knew about that fact or not.

Many policies give insureds some level of protection from that risk. For example by
providing that the exclusion, which | have referred to as (v) in 4.3 above, will not apply to
any director who was not aware of those circumstances. Similarly the policy may provide
that improper profit, insider trading and fraud exclusions will not apply to any director who
had no direct personal involvement in, or knowledge of, the matters upon which the

operation of those exclusions are based.

Some policies seek to deal with the non-disclosure issue by providing that with respect to

named exclusions and with respect to the statements and disclosures in the application for
the policy, the wrongful act or knowledge of any director shall not be imputed to any other

director.
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Can Directors and Officers Insurance enhance the prospects of
recovery in a successful insolvent trading action?

Insolvent trading claims against directors are not the easiest claims to succeed in. The
Perkins v Viney24 case of late last year is an example of a case where even though the
insolvent trading claim was established the Court was prepared to substantially reduce the
director’s liability exercising its discretion under section 1317JA of the Act. The Court in
James v Andrew” however showed that it would not allow directors to sidestep the
insolvent trading provisions by asserting that board meetings were held outside of

Australia.

D&O insurance does have the potential to provide liquidators with a source of recovery in
insolvent trading claims particularly where the relevant directors may not themselves have
sufficient assets to satisfy a judgment. However, as noted above each policy must be
separately and carefully considered along with the facts of the claim. It will be particularly
important to consider when it is alleged the director knew about the insolvency of the
company as if the relevant director knew about the insolvency prior to effecting cover this
may constitute a non-disclosure which would enable the insurer not to pay out. It is also
important to recognise that insolvent trading claims are not the only claims potentially
available to a liquidator against a director. Directors owe a range of statutory and fiduciary
duties to the companies on whose board they sit. The Maronis Holdings Ltd v Nippon
Credit Australia Ltd*® is a recent example of a successful claim brought against a

company’s directors for breach of fiduciary duties.

24

25

26

Unreported 1/11/01. See attachment 4 being an extract from the 2001 Allens Annual Review of Insolvency and
Restructuring Law.

Unreported 23/8/01 See attachment 7 being an extract from the 2001 Allens Annual Review of Insolvency and
Restructuring Law.

Maronis Holdings Ltd v Nippon Credit Australia Ltd (unrep) 7/6/01. See attachment 8 being an extract from the
2001 Allens Annual Review of Insolvency & Restructuring Law.
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6. Will a negligence or a fraud claim enhance or interfere with a Directors
and Officers recover?

If a negligence claim is available against a director access to the directors and officers
insurance may be more straightforward as many of the exclusions referred to in 4.2 above

will not be available.
Fraud on the other hand may itself be an exclusion in a directors and officers policy.

If the director is found to have acted fraudulently or to have deliberately breached the law

most D&O policies will not respond. An example of a wording is to exclude all claims.
“based upon, attributable to, or in consequence of:
() any dishonest, fraudulent, criminal or malicious act or omission; or
(i) any deliberate breach of any statute, regulation or contract;

where such act, omission or breach has in fact occurred.”

7. How useful is Directors and Officers Insurance in the context of
insolvent trading?

The insolvent trading provisions impose an onerous duty on directors. A breach of these
provisions may result in a substantial liability being imposed on directors personally.
However, in pursuing such directors, liquidators may