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Accountability of
Gayman Islands directors

The Gayman Islands is the number one domicile in the world for hedge funds and
structured finance transactions and one of the ten largest banking centres - hut how
accountahie are the directors of the companies hased there?

here are 8,972 investment funds,
I over 80,000 active companies and
hundreds of specialist bankers,
lawyers and accountants in the Cayman
Islands, and over US$l.4 willion om
deposit’. The Cayman Islands” continuing
success is due in part to laws that reflect the
increasingly complex requirements for a
siccessful offshore financial centre. It might
seem surprising, therefore, that the vast
majority of directors of Cayman Islands
companies appear to operate free from
legal responsibility to the company for
negligence as a result of directors
indemmnity and exculpation clauses in the
articles of association of Cayman Islands
comparnies.

Omissian of section 205 of the

Companies Act 1948

This potential encouragement 1o overly
relaxed  corporate  governamce  was
addressed over fifty years ago in the UK by
a statutory provision that is designed tw
keep directors on their toes. While the

Companies Law (2007 Revision) of the’

Cayman Islands is substantially based upon
the English company law statures of 1862,
1929 and 1948, there are important
differences and one of them is the omission
of section 205 of the Companies Act 19482,

Section 205 was enacted to render void the-

then well established English legal
principle: that 3 company, under its articles
of association, could exempt directors from
lability for their negligent management of

. the company®. In the Cayman Islands,
there is no such statutory provision and,
accordingly, no statutory bar to articles of
association  providmg for  director

" exemptions. Consequently the articles of
association of a Cayman Yslands company
typically contain  indemnities and
exculpations to relieve directors from
liability for negligence, gross negligence
and wilful default?.

The move to greater accountability

However, whether the courts might
consider it acceptable for a Cayman Islands
company to hold its directors harmless for
their negligent mismanagement might
now be open to doubt. Not only has the law
relating to the duties of directors moved on
since 1925° and the case of Re Gity Equitable
Fire Insurance Co, Lid, [1925] Ch. 407, but
there s also an issue of public policy,
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namely that good corporate governance
requires directors 0 be held accountable
for their management of a company. It
seems perverse that a Cayman Islands
comparty should be statutorily required to
keep proper books of account®, but at the
same time it should be allowed to hold
legally harmless the very people whose job
it is to ensure that the company fully
complies with its statutory obligations,
even if they are guilty of wilful default.
Recent case law is not ¢asy to come by,
Twice, in 1911 and 1925, the English High
Court determined that such (unses were
valid (although no court higher than first
instance was asked to examinc their
validity). Thereafter there is a dearth of
English authority because of the English

clause’. Such a challenge would - almeost
certainly be made in a similar case now.

“Gross negligence’ and ‘wilfol default

Quite apart from the question of whether
such clauses are enforceable, there is scope
for disagreement as to their breadth, and
in particular as to the meaning of ‘gross
negligence’, and ‘wilful defaulr™.

Although ‘gross negligence’ appears in
certain articles of association, it Is unlikely
to assist a director substantially, because the
English common law does not recognise
‘gross negligence’ as a separate cosceyp
from ordinary negligence™. Therefore a
director relieved from liability, save where
he has commitied gross negligence, is
probably liable for ordinary negligence.

66 The prevalence of divector indemnilies and sxculpations
raise a potential concern for the many Investors in mutual funds
incorporated in the Cayman isiands. 99

statytory ban. The Privy Council
considered such a clause in 1986, on
appeal from the Royal Court of Jersey, and
found that such a clause could be construed
50 2s to confer protection in respect of an
act wulira vires the company”. In 1990 the
Cayman Islands Grand Court applied
Romer J's definition of ‘wilful default,
from the decision of Re City Equitable Fire
Insurance Co. Ltd, and found the directors
of a Cayman Islands company liable for
reckless carelessness amounting o wilful

.default. In neither ease did the company
challenge the essential validity of the

However, ‘wilful default, it is
submitted, is more difficult to interpret. In
Re City Equitable Fire Inswrance Co Lid
Romer J interpreted this expression to
mean that the director must know hat he is
committing, and intends lo commit, @ breach of
his duty, or is recklessly careless in g sense of not

" caring whether his act or smission is or is not a

breach of duty’. By contrast, in the Australian
case of Dalrymple v. Melville (1932) 32 SR
(NWS) 596 Long Innes | held that the
defendant ‘must have known that, in omitting
lu luke the prevowtions which ke ought 10 have
taken, he was committing a breack of his duty,

Editor: recovery@r3.org.uk

e A e ALt e




and whether he was recklessly careless or not is
immalerial’. In practice the culpability
necessary to surmount the ‘wilful default
hurdle may not be as great as one might
assume from the label,

Director Services Agreement

The analysis of directors’ indemnities in
the Cayman Islands is further complicated
by the fact that the directors of a Cayman
Islands company will often be provided
under a ‘Director Services Agreement’
Inwitively, one would assume that a
degree of responsibility for the actions of
the ‘provided directors’ should attach to
the service provider. However, the Cayman
Islands Court of Appeal held in Paget-
Brown and Compeny Limited v. Omni
Securities Limited [1999] CILR 185 that in
the absence of an express or implied
contractual obligation on behalf of such a
service provider to monitor the
performance of the ‘provided directors’,
and in the absence of fraud or bad faith on
behalf of the service provider, the service
provider does not owe a duty of care 1o the
company or its creditors to ensure that the
‘provided directors’ performed their
functions diligently or competently,

The wind of change?
Needless to say, the Cayman Istands remain
"a recognised world financial centre. Great
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strides have been made to develop the legal
and regulatory infrastructure to ensure that
it meets and often exceeds the standards of
the global  financial community.
Nevertheless the prevalence of director
indemnities and exculpations rafses a
potential concern for the many investors in
mutual funds incorporated in the Cayman
Islands and other offshore financial centres,
particularly as indemnities are often not
disclosed in the offering documents. These
lacunae need to be addressed if the Cayman
Istands is to remain the jurisdiction of
choice for funds. [J

' Cayman Isiands Monetary Authosity, official statistics for
second quarter 2007,

# Sectlon 205, Companies Law 1948 s the predacessor
section to section 310, Companles Law 1985, now
seclion 232, Companies Law 20086,

* Re Brazifan Rubber Plantations and Eslates i [1911]
1Ch. 425

* This fist is not exhaustive,

Seamus Andrew (right) is k2 managing

pariner at SimmonshacperAndrev ang

Niall Goodsir-Gullen (far tight} is a
cansuliant af Ghris Johmsan Associztes Lid,
Gayman lslands,

* See, for Instance, Dorchastar Finane Co Ltdv. Stebbing
{1977){1989) BOLC 498; Re 0'Jan of Landan Lid[1954]
1 BCLG 567; Norman v, Theodore Goddard (3 firm)
[1991} BCLG 1028; and Rz Barings ple [1899] 1 BCLC
433.

* Section 59 Compaies Law {2007 Revisfon).

" Viscounit of the Royal Court of Jerseyv. ShelonT1986]

1 WLR 985,

® Frospect Properiles Limiled (in iguiciation) v. McNel and
JLM. Boddan /i{1990-91] GILR 171.

? Itis settled law that a clause purporting fo exclude fraud
s beyond the pale and will net be enforced. Neverhelass
such clauses ace ocasionally seen. They are usually
unenforceable in their entiraty.

" Lord Cranworth in Witsorrv, Broft {1843) MW 115 said
that "gross negligence is ordinary negligence with a
vituperafive epithet’, This was recently affirmed by the
Englisk Court of Appeal i the case of Fadigralr SA. v.
Intertek Testing Services (1TS) Canada Limited [2007]
EWGA CIV 154: "The term gross negligense, althaugh
aften found in commercial documents, has nevar been
accepted by English faw as a concapt distinct from
simple negligence,” .
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fom Clode, Searmus Andrew, B

tinmansCooperAndrew SirmmaonstCooper Andraw

_ ne of the three founding partners,
Tom Clode, joined from US bank-

ruptey giant Weil Gotshal. -

Clode says: "As individuals we are fairly
well known in the crass-border turnaround
market and have an interesting story to tell
about operating as a niche firm, and our
ability and willingness to do significant cases
on a conditional fee basis.” _

"We are also happy to find funders to
purchase actions from liguidators, and our
conflict free status enables us to act where
arge firms won't, for instance against financial
institutions, " says Clode.

Big words for a small firm. But with
conflicts of interest handicapping large law
firms as much as their accountancy
counterparts, the new firm could be on to a
good thing, particularly in London, arguably
the busiest offshore centre in the world.

The firm also scores big with its link to a US
plaintiff class action firm, Simmons Cooper.

- This is where the UK firm's entrepreneurial

drive to wark on & conditional lee basis and
sue big financial institutions comes from.

SimmonsCooperAndrew’s partnership will
yrow to four this month when insolvency and
restructuring specialist Charles Shiramba
arrives after six years with Frashflelds
Bruckhaus Deringer, one of the leading law
firms in the European restructuring market,

The new firm was founded in 2004 by
soliciter-advocate Seamus Andrew, fallowing
a six-year stint with Walkers in the Cayman
lslands and sore time with Clifford Chance in
London. Andrew is also a barrister.

Charles Fussell joined as a partner last
spring from Herbert Smith where he was a
commercial and insolvency litigation solicitor-
advocate, and Clode came on board in July.

Andrew says: “We have nad an extremely
busy start and expect that to continue. We will
continue to build our practice in our chosen
area of complex cross-border litigation and
insolvency. Our confiict-free boutigue offering
is in big demand to a wide range of clients
and we expect that to continue”.

In 2006 the firm has worked on a number
of hedye Tund liquidations and litigation, a
successful action against Barclays in the
English Commercial Court brought on behalf

10w ninhalturnaround.com | January 2007

Firms in the News .=

Where i A r to tread

SimmonsCooperAndrew is a niche law firm

founded in London just over two years ago which
specialises in the kind of contentious cross-border:
insolvency litigation its larger and stuffier English-

rivals steer clear of.

of the Cayman liquidators of Architects of
Wine, and the innovative purchase of 2
significant negligence claim from the Cayman
liquidators of Trade and Commerce Bank.

How to buy an audit

negligence claim

Clode says one of the most innovative cases
SimmonsCooperAndrew has worked on this
year is the liquidation of a Cayman-based
institution called Trade and Commerce Bank.

" The Bank was part of a larger South

American group and went into liquidation in
2002 with a ‘black hole’ totalling US$800
million.

The liquidation estate had insufficient
funds to pursue an audit negligence claim
against the Bank’s auditors, Arthur Andersen.

5o the liguidators sold the claim to a
funding vehicle called TCB Creditor Recoveries
Limited, which is now prosecuting this claim.
Quantifying the claim is a complex process
which has not been started yet, but could
total the full US$B00 million plus intarest,

SimmonsCooperAndrew have advised the
tunding vehicle on the purchese and pursuit of
the case, together with a local Cayman law
firm, Samson & McGrath. The Cayman Court

The liguidators

Trade and Commerce Bank Firms & Faces

confirmed the purchase in October,

Clode comments: "Selling a claim like this
is an innovative transaction, Liquidators don't
often do 50."

"The claim has been dormant since 2002.
The sale to a funding vehicle has revived it,”
he says. ’

Selling such claims is banned outside
liquidation, under the legal rule of "champerty
and maintepance.’ This says that you can't
fund or interfere with litigation if you have no
interest in it. - :

Uniquely, liquidators are allowed to sell
such claims,

The purchase of the Trade and Commerce
Bank claim was funded by the US faw firm
simmons Cooper, which as a plaintiff class
action law firm has experience in working on a
contingency fee basis,

interestingly, despite the fact that Andersen
collapsed due 1o its audit of another company,
Enron, there was still a legal entity in the US
with the Andersen name that was able to-
defend the claim.

Indead, what remains of the audit firm is
still recagnised ‘with good standing’ in
Chicago, and has been subject to no formal
insolvency process.

The joint liquidators were Rithard Fogerty and Jim Cleaver of Kroll Cayman, formerly of -
Ernst & Young Cayman, together with Chris Johnson of Chris Johnson & Associates Limited;

formerly of PricewaterhouseCoopers.

The liquidators got legal advice from Quin & Hampson, @ Cay'man law firm.

The fu nding vehide

The funding vehicle for the audit negligence claim against Arthur Andersen is called TCB
Creditar Recoveries Limited. SimmonsCooperAndrew advised the funding vehicle on the
purchase and pursuit of the case, together with a local Cayman kaw firm, Samson & McGrathi

The auditors

The legacy-entity representing the Arthur An

Ogier, a locat law firm.

dersen audit firm is represented on Caymar by :

Global Turnaround is publishing its annual survey of restructuring and insclvency in offshore
jurisdictions in February 2007. The deadline for copy is 15 January. If you would like to appear
in it, or have ideas for artides, please contacl the Editor John Willcock on: -

johnwillcack@globalturnaraund.com



