SHEET 17 a

What damages can be claimed by directors in the event
of dismissal?

In most companies, directors may be dismissed in accordance with the law or by virtue
of the company’s articles of association. The terms and conditions of such dismissal have
evolved, but generally speaking, the courts have alleviated the abrupt nature of dismissal
by recognising a specific procedure, initially referred to by case law as respect for a
director’s right to defence. This legally inaccurate formulation has been abandoned by
the Court of Cassation, which prefers to refer to an obligation of fairness on the part of
the company towards its director.

Depending on the type of company, a director may be dismissed ad nutum or for just
cause. In the case of simplified joint stock companies (SAS), the articles of association
may be based on these classic formulations or may include more original clauses.

The dismissal may also raise questions as to its ancillary consequences with regard to
the application of any non-compete clauses or promises to dispose of the shares of a
dismissed director provided for in shareholders' agreements.

1 - The legal framework for dismissals according to the type
of company

a) Dismissal ad nutum

In the event of dismissal ad nutum (in a public limited company: directors, chair of the
board of directors or CEO, members of the supervisory board), the legal rule is simple:
no grounds, no notice period, no compensation. On this last point, however, practice has
evolved and allows for compensation fixed in the articles of association or in a
shareholders' agreement. However, although it does exist, case law places two
limitations on this compensation:

e The first limitation is that the amount of this compensation (sometimes
referred to in practice as a "golden parachute") must not impede the free
exercise of the right of dismissal:

o An agreement is therefore unlawful if, by virtue of its amount, it
dissuades shareholders from make a dismissal (Court of Cassation,
Commercial Chamber, 2 June 1992, Rev. soc. 1992, p.750; Court of
Cassation, Commercial Chamber, 4 June 1993, published in the
Bulletin, Joly 1996).

o Ahigh contractual redundancy paymentcontained in the employment
contract which has the effect of dissuading the company from
dismissing its director may be annulled by the judge (Soc. 30 March
1999, published in the Bulletin, Joly 1999, p. 1107).

e A second limitation is that such severance pay must not be paid in the
event of gross negligence (Court of Cassation, Commercial Chamber, 3
Feb. 2015, no. 13-28164).

92
L
m
m
_|
=
\l
Q
I
>
Q
—
o
jab)
3
jab)
(@]
)
(0))]
O
QD
>
o
@D
o
=
=)
®
o
o
<
o
=
@D
2!
®)
-
(0)]
5.
—
>
@D
4
<
®
>
—
o
m—
=
%))
S
(0)]
)]
L
N



https://www.legifrance.gouv.fr/juri/id/JURITEXT000030207529?init=true&page=1&query=13-28164&searchField=ALL&tab_selection=all
https://www.legifrance.gouv.fr/juri/id/JURITEXT000030207529?init=true&page=1&query=13-28164&searchField=ALL&tab_selection=all

b) Dismissal for just cause

In the of the manager, chief executive officer, deputy chief executive officerand members
of the management board of a public limited company, dismissal must be for just cause
and, in the absence of just cause, the dismissed director may be entitled to damages.
This solution does not restrict the freedom of the company, which may still exercise its
right to make a dismissal. However, it will be liable for any damages that may be
awarded.

i. Justcause

Just cause may result from a management error by the director (contradictory decisions
by a director: Commercial Chamber, 5 Jul. 2017, no. 15-22936; failure of the director to
set up a system for checking the regularity of invoices: (Commercial Chamber, 9 Feb.
2022, no. 20-14476) or an attitude on the part of a director that is detrimental to the
company's interests ( Commercial Chamber, 14 Nov. 2018, no. 17-11103; Commercial
Chamber, 30 March 2022, no. 20-16168).

The question arises as to who bears the burden of proof: does it fall to the company to
prove that it has just cause to make a dismissal, or does it fall to the director to prove
that there is no just cause in order to claim compensation?

In reality, the question does not arise in these terms because in all cases the judge
requires the company to disclose the reasons for the dismissal in order to comply with
its duty of fairness.

The company will be obliged to makeits reasons known. However, a director may contest
the very existence of these reasons. The judge will then have to decide on the basis of
the evidence produced by each party.

ii. Sanction

The Commercial Code provides that the absence of just cause may give rise to damages
(Art. L. 223-25; Art. L. 225-55; Art. L. 225-61). According to the wording of the law
("may"), this is an option and not an obligation for the judge. As a result, compensation
is a matter left to its discretion. The judge will consider the amount of remuneration, the
size of the company, whether or not there has been any misconduct, and the remaining
term of office.

The Court of Cassation has ruled that the absence of just cause can only give rise to the
payment of damages and not to paymentof the remuneration that should have been paid
to the dismissed director between the date of dismissal and the expected expiry date of
the term of office (Commercial Chamber, 22 Nov. 1977, no. 76-10.630).

Similarly, the Court of Cassation has ruled that a trial judge may not set the amount of
damages by referring to circumstances that did not influence the extent of the damage
suffered by the director, for example, the undeniable benefit obtained by the group from
the director's actions (Commercial Chamber, 20 Nov. 2012 no. 11-28.888).
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iii. Clauses of the articles of association / contractual clauses

The question arises as to the extent to which clauses in the articles of association or
other contracts can govern dismissals for just cause:

e Can the articles of association exclude all damages? The Court of
Cassation accepted this in the case of a manager of a non-trading real
estate company (société civile immobiliere, SCI) (Court of Cassation,
Commercial Chamber, 6 Jan. 1999, Rev. soc. 1999, p. 380) and no
decision has yet been handed down on this subject for a commercial
company;

e The articles of association and shareholders' agreements may provide
for severance pay, even if there is just cause, specifying that such
severance pay will only be payable in the absence of gross negligence
by the director (Commercial Chamber, 16 April 2013, no. 09-14.999);

e A severance payment may be provided for contractually, but its amount
must not limit the freedom to dismiss a director (Commercial Chamber,
26 May 2004, JCPE 2004, 1344);

e The articles of association may also determine in advance the amount
of compensation to be paid to a director. The Court of Cassation has
held that such a clause is not construed as a penalty clause and
therefore, that the amount cannot be reviewed by the judge (Court of
Cassation, Commercial Chamber, 11 March 2014, no. 23-10.188).

c) Dismissal of simplified joint stock company directors

Simplified joint stock companies offer great freedom to those drawing up the articles of
association. This is particularly true in the case of dismissal. The articles of association
may stipulate that a certain number of events will automatically lead to the termination of
the duties of the chairperson or other directors (loss of shareholder status, specific
economic event, etc.). In this case, there is no real dismissal, which means that the
termination of duties is not subject to the company's fairness obligations (see point 2
below).

Dismissal will normally be provided for in the articles of association, in terms of the
decision-making procedures (competent governing body, etc.) and the reasons for the
decision.

The articles of association may provide for removal from office at any time, in which case
it is a case of removal ad nutum as described above (Commercial Chamber, 9 March
2022, no. 19-25.795). However, it is also possible for the articles of association to make
dismissal subject to observance of a notice period and/or payment of compensation.

The articles of association may also provide for dismissal for just cause (Commercial
Chamber, 14 Nov. 2018, no. 17-11.103). Unless otherwise specified, just cause must be
understood in the same way as in the case law referred to above.

If the articles of association do not specify the possibility of dismissal, the question arises
as to what solution should be adopted, in the absence of case law.
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Judicial dismissal is only possible if provided for in the articles of association. Failing this,
it is not admissible by the judge according to case law (Versailles Court of Appeal, 17
Sept. 2013, no. 11-08075).

2 — Dismissal procedure and conditions for termination in all
types of companies

Case law recognises that dismissal may give rise to two types of unjustified conduct,
which may be cumulative.

Dismissal is unjustified if it is accompanied by circumstances that damage the director's
reputation or honour (e.g. disparagement by employees: Court of Cassation, Commercial
Chamber, 13 Nov. 2003, published in the Bulletin, Joly Sociétés 2004, p. 151). The
director in question may claim damages on the basis of civil liability for abuse of rights.

However, dismissal can also give rise to another type of unjustified conduct. Since the
1990s, it has been accepted that dismissal must be carried out with due respect for the
rights of defence. Although reference was made to the adversarial principle, and then to
the principle of fairness, the principle remains the same: directors must be given the
opportunity to be informed of the reasons for the decision and present their observations
before the decision to remove them from office is taken (Commercial Chamber, 8 April
2014, no. 13-11.650).

Irrespective of the grounds for this second abuse of rights, the significance of this
obligation to engage in dialogue, introduced by case law, is questionable, particularly
when the dismissal is made ad nutum. In general, this obligation is seen as a means of
helping to pacify social relationships within society.

If the dismissed director is a legal entity, the Court of Cassation allows compensation for
moral damage in its own right (Commercial Chamber, 30 March 2022, no. 19-25.794).

3 - Additional consequences of dismissal

a) Non-compete clauses
Contractual documents often include a non-compete clause in the event of a director’s
departure.
i.  Validity of the clause

The clause is valid, even if there is no consideration, provided that it is limited in time,
space and purpose, i.e. it specifies the prohibited activity. In addition, the clause must
have a legitimate interest established by the party benefiting from the non-compete
obligation in order to be valid.

ii. Breach of the clause

If the amount of damages is not specified, in the event of a breach of the clause, the
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court will have to determine the amount, bearing in mind that this involves a breach of a
contractual obligation. To assess the damage, the loss of contribution margin should be
calculated. For this purpose, the turnover obtained as a result of the breach of this clause
must be ascertained.

b) Forced transfer of shares

Contractual provisions often stipulate that when a director is dismissed, the company or
a majority shareholder will buy back the director's shares.

Such provisions are lawful and the fact that dismissed directors are forced to sell their
shares does not in itself constitute a compensable loss.

There are two limitations:

¢ Onthe one hand, the buy-back amount must not represent an excessively
high expense that would have the effect of dissuading shareholders from
exercising their right of dismissal, which would undermine the principle of
the freedom to dismiss directors (Commercial Chamber, 7 Feb. 1989, Rev.
soc. 1989, p. 643).

e On the other hand, if the mathematical formula used to value the shares
results in a low price, the promise to dispose of the shares may be null and
void.

In addition, contractual provisions often provide for the sale price of repurchased shares
to be subject to a discount in the event of wrongful resignation, dismissal or redundancy
for negligence or breach of a non-compete clause. In practice, these clauses are known
as bad leaver clauses.

As case law currently stands, these clauses are valid with one caveat: when a director
is also an employee, such a clause cannot infringe the principle of the prohibition of
financial penalties for employees (Commercial Chamber, 7 June 2016, no. 14-17.978).

Version of 1 January 2024
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