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Review of the Compensation Fund

EXECUTIVE SUMMARY

The Financial Protection Committee’s Compensation Fund Review Working Party has
completed its 18 month review of the Compensation Fund under terms of reference agreed
by the Committee following consultation with the representative Law Society. Currently
public financial protection in respect of solicitors in private practice is afforded through a
combination of four arrangements: compulsory professional indemnity insurance; the
Compensation Fund; the intervention process (which includes Statutory Trust Account
distribution) and Inadequate Professional Services (“IPS”) awards. The SRA is responsible
for the first three arrangements and the Legal Complaints Service is responsible for IPS
awards. This report concentrates on the Compensation Fund but necessarily considers how
the Compensation Fund interlocks with the other arrangements.

The Working Party concluded that the underlying principle is client protection. The existing
arrangements described in this report already provide a great deal towards a cohesive and
complete protection which only needs some adjustment to improve and align it. Anomalies
and peculiarities are inevitable in different arrangements that address different needs and
total protection under a single scheme is probably an unattainable ideal.

The main recommendations of the Working Party are as follows:

The Working Party’s recommendation that the limit of the grant be increased to
£2 million (with discretion) has been implemented in the Compensation Fund Rules
2009 that came into force on 31 March 2009 ( see conclusion 6 — page 14).

The Working Party’s recommendations to extend the time limit for applications to the
Compensation Fund to 12 months and to retain the discretion to exceed this as
appropriate have been implemented in the Compensation Fund Rules 2009 that
came into force on 31 March 2009 (see conclusion 7 — page 15).

From 1 October 2009 the Compensation Fund should not entertain new counsel fee
claims. Once the Bar’s rules have been changed and contracting between solicitors
and Counsel is adopted, claims from Counsel will have an alternative means of
redress through the courts (see conclusion 9 — page 16).

The Compensation Fund reserve should be maintained at a minimum of twice the
average annual value of claims over the previous 7 years plus the estimated value of
three months recharges (see conclusion 27 — page 36).

Recharges against the Compensation Fund should be made only for the direct costs
of its administration. The wider costs of regulation should be funded from practising
certificate income (see conclusion 28 — page 41).

As part of its review the Working Party has compared the Fund with other
jurisdictions’ funds and has concluded from the information available that the Fund,
combined with professional indemnity and the Statutory Trust Account process,
provides equal, if not superior, protection. The Working Party has also considered
aspirational criteria produced by the American National Client Protection
Organisation (ANCPO) to assist jurisdictions in evaluating their own compensation
arrangements’ performance. The principal areas where the Fund does not meet the



aspirational criteria relate to governance and the dissemination of information to
stake holders (see conclusion 31 — page 48).

« The Working Party concluded that the governance arrangements up until 31 March
2009 were unacceptable as the SRA had responsibility without power and the
Society as trustee had power without responsibility. The position has improved since
31 March 2009 because now the SRA Board has clear responsibility for some
aspects of the Compensation Fund. The notable exceptions are responsibility for
setting contributions (which has been retained by the Council) and investment
strategy (which the Board had agreed to delegate to a Law Society Committee). The
Working Party recommends that the SRA Board reverse the delegation to the Law
Society’s Investment Committee. The Working Party is of the view that ultimate
responsibility for all aspects of the Compensation Fund should be at arms length
from the representative body and should be vested in the SRA Board. This would go
some way to addressing the requirements of ANCPO 1.3 and 2.4 as set out
paragraph 179 of the main report (see conclusion 32 — page 51).

« From the perspective of clients, aligning the Compensation Fund to the Minimum
Terms and Conditions would eliminate most, if not all, of the gaps in client protection.
Before any such change could be properly considered, empirical research would be
needed to determine the likely cost implications of the change and on that basis an
informed decision could be made. The Working Party recommends that this
research is carried out (see conclusion 33 — page 56).

Leaving aside the aligning of the Compensation Fund and the Minimum Terms and
Conditions, the Working Party concluded that whilst the Compensation Fund could be
improved, it had served the public and profession very well and represented the best of the
currently available options. The other alternatives were unviable and/or expensive and
would involve major changes and risks that would be out of proportion to the problems to be
addressed.

The scale of the review was such that inevitably some work remains outstanding and new
areas for action have emerged during the course of the review. The key future action points
are as follows:

* Complete the review of the provision of information to stakeholders

* Review the new Compensation Fund Rules to assess whether further changes are
desirable in the public interest

» Consider how the protection afforded by the three schemes (including the
Compensation Fund) will be adapted to accommodate the proposed alternative
business structures (ABSSs)

» Keep the levels of cover under periodic review

» Investigate the cost and practicality of aligning the Compensation Fund rules with the
Minimum Terms and Conditions (MTC)

e Complete the Equality Impact Assessments of the Compensation Fund.
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Foreword

INTRODUCTION

(1)

()

®3)

(4)

The SRA Board’s Financial Protection Committee (“the Committee”) was established
on 1 April 2007 and took over responsibility for the solicitors’ compulsory professional
indemnity insurance scheme. Its members are:

Andrew Long - (Chair) (Solicitor member and member of the SRA Board)

Peter Farthing - (Solicitor member)

Tony Foster - (Lay member)

Nick Lord - (Lay member)

Tim Readman - (Solicitor member)

Sally Ruthen - (Solicitor member and member of the SRA Board)

Edward Solomons - (as of 1 January 2009) (Solicitor member and member of the
SRA Board)

Dick Taylor - (until 31 December 2008) (Solicitor member and member of the
SRA Board)

Tim Timson - (Solicitor member)

Peter Williamson -  (Solicitor member and Chair of the SRA Board)

The Committee was given responsibility for Compensation Fund policy in the summer
of 2007 in addition to its responsibility for professional indemnity insurance policy. The
Committee determined to carry out a fundamental review of the Compensation Fund
split into three distinct areas as follows:

. Protection of the Public
. Financial management
. Operational management

The Committee set up the Compensation Fund Review Working Party (“the Working
Party”) to carry out the review and to produce a report. The members of the Working
Party are:

Peter Farthing - (Chair)
Tony Foster

Andrew Long

Nick Lord

Tim Readman

The members of the Working Party wish to record their gratitude to members of staff
who have greatly assisted them in their discussions, and who have contributed greatly
to this report.

Following consultation with the representative Law Society, the Committee set the
terms of reference for the review as follows.
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TERMS OF REFERENCE

()

(6)

(7)

(8)

Protection of the Public

In undertaking the public protection part of the review the Committee had regard to the
relevant SRA key objective:

. To protect consumers by ensuring effective professional indemnity and
compensation fund arrangements;

and the relevant SRA strategic outcome:

. We will secure effective insurance and compensation arrangements for the
profession to protect the consumer in cases of client loss, for example, through
negligence, dishonesty or insolvency.

The agreed terms of reference relating to public protection are as follows:

. To identify gaps in financial protection coverage and establish whether these
should be filled by the Compensation Fund.

. To identify variations in financial protection coverage as between the compulsory
professional indemnity scheme, the Compensation Fund and repayments from
statutory trust funds and consider the extent to which a uniform approach should
be adopted so as to remove the variations.

. Review policy, rules and guidelines in relation to provision of adequate public
protection.

. Identify and iron out existing weaknesses or conflicts between policy, rules, and
their practical application.

. To maintain and build upon existing strengths.

. To review the way in which information about the financial protection
arrangements is disseminated to stakeholders.

The Committee also considered certain specific current anomalies and issues as part
of the review including:

. Dishonesty hurdle

. Definition of *hardship’

. Six month time limit

. Limited Liability Partnerships (LLPs)

. Counsels fees

. Relationship with Qualifying Insurers

. Inadequate Professional Service (IPS) awards
. Lenders costs

Financial management

A number of criticisms of the financial management of the Compensation Fund have
been made by the Law Society over several years. In particular it is felt that the
forecasting and modelling techniques used in assessing future contribution
requirements are crude and inadequate. The perception is that the Fund’s reserves
are too high and that it is slow to recover money. There is also the view that the
Fund’'s administration costs are too high, though this view appears to have been
fuelled by the historic Law Society accounting practice under which the Compensation
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(9)

(10)

(11)

(12)

Fund contributions cover not only the cost of investigating applications and making
grants but also management’s assessment of the resources engaged in other parts of
the SRA (and previously the Law Society’s regulatory directorates) in administering
and protecting the Fund. These recharged resources include, amongst other things,
proportions of the costs of the following: intervention; costs recovery; forensic
investigations; fraud intelligence; adjudication; investigation casework; post
intervention; finance; archives.

In 2006 there was an over-collection of contributions from the profession due to an
error during preparations for the practising certificate renewal exercise. This
highlighted significant gaps in financial controls and lack of historical clarity about fund
management ownership. The resulting debate helped to clarify the boundaries
between the responsibilities of the SRA and the Law Society in management of the
fund. Financial management responsibilities sit firmly with the SRA although the Law
Society has chosen not to delegate to the SRA the power to set Compensation Fund
contribution rates.

The SRA had in any event already concluded that a review of the Compensation Fund
was necessary. At its meeting on 18 July 2007 the Law Society Council agreed to
accept the SRA recommended Compensation Fund contribution rates on the basis
that:

. there would be a review by the SRA of a wide range of issues concerning the
Compensation Fund and related activities, including the scope for the release of
funds from the Statutory Trust Accounts to the Compensation Fund;

. the SRA would consult the Society about the terms of reference of the review
and agree them jointly; and

. the SRA would report back to the Council in time for the 2008 decision on the
level of contribution to the Compensation Fund.

The agreed terms of reference relating to financial management are as follows:

. Review the reserving, forecasting and modelling policies used to establish the
requirements of the Fund, and in particular whether external actuarial advice
should be taken on those issues;

. Review the way in which risk is managed and consider whether risk can be
reduced or transferred on a cost effective basis;

. Consider whether there is more that can be done to speed up transfer of monies
from statutory trust accounts to the fund;

. Review the cost of administering the fund, including the appropriateness of the
current designation of some regulatory activity, as being properly recharged to
the Fund;

. Review due diligence, financial monitoring and controls;

. Review the procurement process of intervention agents and identify possible
improvements;

. Review the criteria used for interventions.

Operational management
While the operational management of the Compensation Fund is a matter for the SRA

Chief Executive and his staff, the Committee wished to be assured that the managerial
arrangements in place are appropriate to ensure its effective operation. The
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(13)

(14)

(15)

Committee had been provided with an overview from the Director of Client Protection,
drawing attention to some historic problems within the Compensation Fund which
were being addressed. During the course of the review a piece of work was
undertaken involving the restructuring of the Client Protection Directorate and the
Compensation Fund. The primary aim of the exercise was to increase the efficiency
and effectiveness of the Directorate as a whole. The Committee were kept advised of
developments and were given the opportunity to input in broad terms on the proposed
changes.

The agreed term of reference relating to operational management is as follows:

. Review the proposed changes to the structure and supporting operational
processes of the Client Protection Directorate in terms of the potential gains in
effectiveness and efficiency.

Legal Services Act 2007 (“the LSA™)

As part of the review the Working Party took account of the effects of the LSA and the
need to cater for Legal Disciplinary Practices (LDPs). The introduction of LDPs was
linked with a move to entity based regulation. As a matter of policy the Committee had
to consider how the scope of the protection afforded by the Compensation Fund
should be extended to cover practise through the new entities and how Compensation
Fund contributions should be calculated in respect of LDPs and other entities.

Benchmarking

To assist the Working Party in its review it was intended to compare the Fund to the
arrangements in other jurisdictions and professions both in terms of scope of cover
and method of financing. A very helpful survey was carried out by the International
Bar Association in 2006. The American National Client Protection Organisation
(ANCPO) had produced aspirational criteria to assist jurisdictions in evaluating the
performance of their own Client Protection Funds which were of assistance to the
Working Party.

REPORT SUMMARY

(16)

17)

The report is structured into chapters each dealing with a separate aspect of the
review as follows.

Chapter 1 looks at the scope of the protection afforded to the public through the
combination of the compulsory professional indemnity scheme, the Compensation
Fund and the statutory trust process. With three different but complementary
arrangements there are boundaries, gaps, differences and overlaps and these have
been looked at as part of the review. With respect to the Compensation Fund a
number of changes were identified that were relatively minor and for the benefit of the
public and these have been incorporated in the new Compensation Fund Rules which
came into force on 31 March 2009, including:

. an individual whose dealings with a defaulting practitioner have been in a
personal capacity and who has suffered or is likely to suffer loss due to a failure
to account will be deemed to have suffered hardship

. the maximum grant will be increased from £1 million to £2 million, subject to the
power to waive the limit
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(18)

(19)

(20)

(21)

(22)

(23)

(24)

. the time limit for submitting an application will be increased from 6 months to 12

months.

Chapter 2 reviews the reserving policy and the recharges made against the
Compensation Fund. The Working Party recommends that the Compensation Fund
reserve is maintained at 2 times the average annual value of claims plus the estimated
value of three months recharges. The recommendation of the Working Party is to
make recharges against the Compensation Fund only for the direct costs of its
administration and to fund the wider costs of regulation from practising certificate
income.

The Working Party concluded that the terms of reference relating to interventions were
outside the scope of its terms of reference and should be referred to the Compliance
Committee to be taken forward. The term of reference looking at whether there is
more that can be done to speed up transfer of monies from statutory trust accounts to
the Fund was dealt with as part of the operational management review.

Chapter 3 reports on the restructuring of the Compensation Fund and statutory trust
units into the new integrated Claims Management Unit. The Working Party were
pleased to note the progress that had been made and will continue to monitor the
operational performance of the Claims Management Unit.

Chapter 4 sets out the initial work that has been carried out by the Working Party in
reviewing the provision of information to stakeholders but the completion of this work
is a future action point.

Chapter 5 looks at benchmarking of the Compensation Fund against compensation
arrangements in other jurisdictions. The Working Party has tested the Fund against
aspirational criteria set by the American National Client Protection Organisation
(ANCPO). The Working Party concluded that, with a few exceptions, the Fund meets
or exceeds the aspirational criteria. The key exceptions relate to governance of the
Fund and the publication of an annual report.

Chapter 6 reviews the governance of the Compensation Fund and the effect of the
Legal Services Act on those arrangements. The Working Party is of the view that
ultimate responsibility for all aspects of the Compensation Fund should be at arms
length from the representative body and should be vested in the SRA Board. This is
not the case at present as the Council retains the responsibility to set contributions
and responsibility for investment strategy has been delegated to the Law Society’s
Investment Committee, subject to confirmation that such a delegation is possible.

Chapter 7 examines various alternative ways of providing the protection currently
afforded by the Fund. The following options were considered as part of the review:

. Surety bonds

. Insurance - either free standing or by extending the Minimum Terms and
Conditions (MTC) of professional indemnity insurance for solicitors to cover all
dishonesty by removing the dishonesty exclusion.

. Centralised banking of client money

. Aligning the Compensation Fund to the MTC.

The Working Party concluded that whilst the Compensation Fund could be improved, it
had served the public and profession very well and represented the best of the
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(25)

(26)

available options. The alternatives were unviable and/or expensive and out of
proportion to the problems to be addressed.

Chapter 8 notes that in accordance with the SRA’s Equality and Diversity Strategy a
full range of Equality Impact Assessments are being carried out on the Compensation
Fund and these were due to be completed by the end of June 2009.

Chapter 9 identifies the key action points for the future arising out of the review as
follows:

. Complete the review of the provision of information to stakeholders

. Review the new Compensation Fund Rules to assess whether further changes
are desirable in the public interest

. Consider how the protection afforded by the three schemes (including the
Compensation Fund) will be adapted to accommodate the proposed alternative
business structures (ABSs)

. Keep the levels of cover under periodic review

. Investigate the cost and practicality of aligning the Compensation Fund rules with
the MTC

. Complete the Equality Impact Assessments of the Compensation Fund.
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Chapter 1 - Public Protection
A Review of Policy, Rules and Guidance

INTRODUCTION

1.

Currently public financial protection in respect of solicitors in private practice is
afforded through a combination of four arrangements: compulsory professional
indemnity insurance; the Compensation Fund; the intervention process (which includes
Statutory Trust Account distribution) and Inadequate Professional Services (“IPS”)
awards. Together these provide comprehensive and wide reaching protection that
compares very favourably with the protection and compensation offered by other
professions and in other jurisdictions.

The SRA is responsible for the first three arrangements and the Legal Complaints
Service is responsible for IPS awards. The SRA has no control or influence over the
making of IPS awards and for this reason IPS awards are outside the scope of this
review. The LCS has an entirely separate scheme for handling IPS awards but it
interlocks with the professional indemnity arrangements in one respect. Where an IPS
award is unsatisfied then the claim is covered by the firm’s compulsory professional
indemnity insurance. IPS is becoming more important with each rise in the jurisdiction
limit (currently £15,000 per claim) and because it is a relatively easy and cheap route
for obtaining compensation compared with that obtainable through the courts. When
the Office for Legal Complaints comes into operation in 2010 the jurisdiction limit will
increase to £30,000.

Indemnity insurance provides compulsory minimum cover for any one claim of

£2 million (or £3 million for Limited Liability Partnerships and limited companies) for all
civil liability arising from private legal practice written on Minimum Terms and
Conditions of professional indemnity insurance for solicitors and registered European
lawyers in England and Wales (“MTC"). The breadth of cover, and the inability of
insurers to avoid cover, are unparalleled in the commercial professional indemnity
insurance market. The Compensation Fund may provide grants of up to £2 million to
replace money which has either been stolen by a solicitor, or to alleviate hardship or
loss suffered by applicants where the solicitor has failed to account for client money in
their possession. The Statutory Trust Account process allows for the return to their
beneficial owners of funds held by the SRA after intervention.

This report sets out the conclusions of the Compensation Fund Working Party (“the
Working Party”) established by the Financial Protection Committee (“the Committee”)
to review public protection. The Working Party’s tasks were:

. “To review the policy, rules and guidelines in relation to provision of adequate
public protection and to identify and address any weaknesses or conflicts
between policy, Rules and Guidelines and their practical application.

. To identify gaps in cover between the compulsory professional indemnity
scheme, the Compensation Fund and the statutory trust funds and to consider
what if any action is needed to deal with those gaps.

. To identify variations in the extent to which claimants are compensated as
between the compulsory professional indemnity scheme, the Compensation
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Fund and the statutory trust funds and to consider whether a uniform approach
should be adopted so as to remove the variations.

. To review the role of the Compensation Fund as a Fund of last resort and to
examine the practical claims handling issues that arise from having three
separate arrangements which together provide client financial protection.

. To carry out a comparison of the Compensation Fund and the arrangements in
other jurisdictions and professions both in terms of scope of cover and methods
of financing.”

. To identify and assess alternative ways of providing the protection currently
afforded by the Compensation Fund

During the course of undertaking this review, work has been carried out on
amendments to the Solicitors’ Indemnity Insurance Rules, new Compensation Fund
Rules and new Statutory Trust Rules, to accommodate firm based regulation and the
changes to be introduced by the Legal Services Act such as Legal Disciplinary
Practices. With the exception of the Statutory Trust Rules, these rules came into force
on 31 March 2009. The review of the Compensation Fund Rules and guidelines
provided an opportunity to simplify the current rules and guidelines into a single more
user friendly document and to propose certain other improvements. The SRA’s stated
policy was that any changes to take place at this stage would be confined to ones that
were relatively minor and for the benefit of the public. The principal changes that were
proposed were the subject of consultation with stakeholders.

OVERVIEW OF THE THREE SCHEMES

6.

The main principles of the three schemes are summarised in Annex A.

Professional Indemnity Insurance

7.

The compulsory professional indemnity insurance scheme requires all firms carrying
on private practice in England and Wales to have a policy of “qualifying insurance”.
This provides the public with a good basic level of protection in the event that a firm’s
negligence or dishonesty results in a civil legal liability to a client who has suffered loss
as a result. The scheme is subject to its own rules called the Solicitors’ Indemnity
Insurance Rules (“SIIR”) to which are appended the MTC. Insurers have to offer
policies which meet the MTC. A copy of the current MTC is attached as Annex B.

One of the key elements of the compulsory professional indemnity insurance scheme
is the “Assigned Risks Pool” (ARP). The main purposes of the ARP are: to provide
financial protection to clients of those firms that practice without having an appropriate
policy of Qualifying Insurance; and to leave decisions regarding whether a firm or any
solicitor should continue in practice with the SRA rather than the insurance market.
The ARP acts as a safety net and provides Qualifying Insurance for a limited period to
those firms that find it difficult or impossible to obtain cover from the commercial
market. Without this, firms would be forced to close, perhaps as a result of short-term
difficulties which had led to problems in obtaining insurance. However, it is essential
that firms are covered by the ARP only for a limited period, because it would not be
acceptable for those who cannot obtain cover in the commercial market to be
protected indefinitely. Firms are allowed to stay in the pool for a maximum of 24
months in any 60 month period. Firms in the ARP are subject to monitoring visits by
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the SRA and may have special measures imposed. ARP policies are underwritten by
the Qualifying Insurers in proportion to their respective shares of the Qualifying
Insurance market in terms of premium income.

In the interests of public protection, arrangements have been put in place with
Qualifying Insurers to provide cover for claims arising against Firms that have not
obtained Qualifying Insurance either from the market or from the ARP.

Compensation Fund

10.

The Compensation Fund is a discretionary scheme established under the Solicitors Act
1974, from which a grant may be made to an applicant who has suffered a loss due to
a solicitor’s dishonesty or to an applicant who has suffered hardship due to a solicitor’s
failure to account for monies held. The Fund is held by the Law Society and is
maintained by contributions from practising solicitors. It is subject to its own rules and
to public law principles. The current Compensation Fund Rules and Guidance Notes
are set out in Annex C. The Rules are in the process of amendment to consolidate
the Rules and Compensation Fund guidelines into a single set of rules. The
opportunity has been taken to address the specific issues of the time limit for making
applications, the hardship test and the limit of the grant. The Compensation Fund
Rules 2009 are attached as Annex D. Work will begin in 2009 to develop the Rules
further in line with the wider requirements of the LSA.

Statutory Trust Accounts

11.

This is a process that allows repayment to beneficiaries of money held by a solicitor
prior to intervention and now held in trust by the Law Society. The Re Ahmed case
confirmed that the administration of statutory trust accounts is subject to the public law
principles of proportionality and reasonableness. It also confirmed the SRA’s
approach in the exercise of its powers as statutory trustee in the Statutory Trusts
Account process. A copy of the judgment is attached at Annex E.

ISSUES

12.

The issues arising from having three separate arrangements are illustrated at

Annex F. Broadly, these can be categorised as: the boundaries of each scheme; the
gaps (whether intentional or unintentional); the overlaps; and differences. Other issues
considered include the impact of the LSA, the difference between the Compensation
Fund’s Rules and policy and its practice; and the practical claims handling issues that
arise from having separate public financial protection arrangements.

ISSUE A — BOUNDARIES OF THE THREE SCHEMES

13.

There are intentional boundaries to all three schemes either as a result of deliberately
imposed limits, or arising from exclusions.

Professional Indemnity Insurance (“PII”) - Boundaries

14.

PIl - Minimum Sum
The minimum sum insured of £2m for any one claim in the case of a sole practitioner

or partnership, or £3m in the case of a relevant recognised body, is an obvious
intentional boundary.
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15.

16.

17.

18.

19.

20.

For 15 years until October 2005 the minimum sum insured had been £1m (plus an
additional £0.5m “top-up” in the case of a recognised body such as a limited liability
partnership (“LLP") or other incorporated practice). Following a process of review the
minimum sum insured was increased to the current levels. This took account of the
fact that the Law Society had fallen behind other regulators in this respect, the effect of
inflation and the potential size of personal injury awards of the most serious kind.

Different levels of cover for a sole practitioner / partnership and a recognised body
stem from the historic requirement for “top-up” or “excess layer” insurance for
recognised bodies, which was itself a result of the concern expressed by Lord
Donaldson of Lymington as Master of the Rolls that there could be a loss of public
protection in allowing solicitors to incorporate with limited liability. Having two
minimum sums insured can create problems, for example if a partnership with cover of
£2m succeeds to a LLP there is no requirement for the partnership to increase cover to
£3m. The problems would be removed by having a single minimum sum insured
applicable to all firms. This would entail a substantial change in policy after only three
years since the last change and this is hot something that has been considered as part
of this review. It may be a debate for the future once the principles of firm based
regulation and the wider implications of the LSA, such as alternative business
structures, have become established.

Conclusion 1

In light of the recent review, the Working Party’s conclusion is that the minimum
sums of indemnity insurance remain appropriate. These minimum sums are
regularly reviewed by the Committee.

PII - Aggregation of Claims

The MTC allow for aggregation of claims under the “one claim” provision. Until 2004,
the MTC defined “one claim” as all claims arising from the same act or omission or
from one series of related acts or omissions.

This was reviewed in 2004 to deal with the concerns raised by Qualifying Insurers as
to the potential for their unlimited financial exposure under the MTC in respect of
multiple application of the (then) limit of £1million for any one claim. The clear
indications then were that unless something was done to address these concerns
there was a real danger that there would be a contraction in the number of Qualifying
Insurers which would impact significantly on premium rates. One of the key objectives
when setting up the current scheme was to seek to replicate as closely as possible the
scope of cover provided by the Solicitors Indemnity Fund whilst ensuring that there
were sufficient Qualifying Insurers to create a competitive market. It was important to
maintain this delicate balance.

As a result of the review, the wording proposed in the case of Lloyds TSB General
Insurance Holdings Limited and others v Lloyds Bank Group Insurance Co Ltd [2003]
UK HL 48 (the “Lloyds TSB case”) was adopted coupled with the increase in the
compulsory limit from £1million to £2million any one claim. The current definition is at
clause 2.5 of the MTC (Annex B).

The question of whether claims can be aggregated will always depend on the

individual facts of each case. Where a number of claims are aggregated and the
aggregate amount exceeds the limit of cover, the Insurer will tend to argue for
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21.

22.

23.

24,

25.

26.

aggregation (and the Insured against), with the result that individual claimants’ level of
protection is less than the limit of cover. However, if the value of each separate claim
is less than, or only slightly above, the level of excess applicable under the policy, the
Insurer will tend to argue against aggregation since that will result firstly, in the Insurer
not being required to pay out with the burden of paying for each separate claim instead
falling on the Insured and secondly, in reducing the amount payable by the Insurer.

Conclusion 2

In light of the review carried out in 2004, the Working Party’s conclusion is that
the current aggregation provision should remain unchanged at the present time.

Pll - Fraud or Dishonesty

Fraud or dishonesty is excluded from cover under clause 6.8 of the MTC (Annex B).
This refers to the acts of a sole principal or all the principals in a firm (which includes a
recognised body) since cover must extend to any innocent principal.

Claims involving allegations of dishonesty can result in declinature or reservation of
cover by Insurers who may attribute knowledge or “blind eye” dishonesty (that is,
knowing about the act and doing nothing about it) to all the principals in the firm. In
other words every principal in the firm may become tainted by the action of their
dishonest partner.

In terms of all reasonableness and common sense an exclusion or boundary as to
dishonesty is both inevitable and good practice. Each case stands or falls on the
particular circumstances and its own merits. Whilst it is reasonable that a solicitor or
firm should not be able to insure themselves against their own deliberate dishonesty,
the Committee is aware that this exclusion may cause a gap in cover in a particular set
of circumstances or at least a delay pending proper investigations by insurers.

Some insurers interpret the fraud and dishonesty exclusion very widely and will reject
all claims arising from a Firm where dishonesty has been found. For example, in a
conveyancing matter a Firm may neglect to attend to the post completion formalities
such as registering title and charges with the land registry and paying the stamp duty.
The Firm is then the subject of an intervention for dishonesty. Subsequently a claim is
received relating to the failure to complete the work. Insurers sometimes erroneously
argue that the claim falls within the dishonesty exclusion even though the matter that is
the subject of the claim relates to negligence.

This is relevant to the differences between the professional indemnity insurance and
the Compensation Fund discussed in paragraphs 85 to 87. The Compensation Fund
applies a narrower dishonesty test focussing on the particular matter or transaction
and can conclude that the matter involves negligence not dishonesty. The claim can
then, on the face of it, fall between the two arrangements.

Alternative ways of covering claims arising from dishonesty were considered as part of
the 2003 review by the Council and the Working Party concluded on balance that no
changes are needed for the time being.

Conclusion 3

The Working party’s conclusion is that the protection of the public against the

dishonesty of solicitors is adequately provided by the current arrangement. The
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27.

28.

29.

boundaries of the professional indemnity insurance and the Compensation Fund
are not aligned but this does not create a gap in terms of what is covered. There
are two different systems for determining dishonesty which can sometimes
produce inconsistent results. The only way of determining the position is by
legal process.

PIl - Private Legal Practice

Acts undertaken outside “private legal practice” as defined at clause 8.2 of the MTC
(Annex B) are not covered by indemnity. Some services such as the provision of
financial services work may be provided “either way” - through a solicitor’s practice or
through a separate business. Add to this non-compliance with the Rules relating to
publicity and separate businesses and ambiguity can arise. A separate business that
provides “solicitor-like” services but which is not regulated by the SRA does not have
the same protection afforded by the indemnity (and/or Compensation Fund) schemes.
But if it was, in fact, a solicitor’'s practice (even though that was not the intention)
practising without qualifying insurance, it would fall into the Assigned Risks Pool
(“ARP").

An example helps to illustrate the point. A Firm of solicitors can run an estate agency
as part of its solicitors’ practice or as a separate business. Rule 21.05 of the Solicitors
Code of Conduct 2007 requires solicitors to institute safeguards in relation to services
such as estate agency delivered through separate businesses. The purpose is to
ensure that members of the public are not misled into thinking that a business is
regulated by the SRA. One of the requirements is that if the separate business shares
premises, office accommodation or reception staff with a firm then the separate
business must make it clear to customers that they do not have the protection afforded
by the SRA. The question is what happens if, in breach of the code, clients are not
given this information. Should the estate agency still be treated as a separate
business albeit in breach of the Code of Conduct in which case clients are not
protected by the SRA, or should it be treated as a solicitors’ Firm practising without
compulsory professional indemnity insurance? In the later case clients would be
protected by the SRA and the compulsory professional indemnity arrangements
through the ARP.

Conclusion 4

There is some blurring of boundaries, for example as to “solicitor like” services
or services carried out through a separate business which could lead to
confusion for consumers as to what is, and is not, protected. Such problems
rarely occur in practice. A further review should take place as firm based
regulation and the requirements of the LSA develop.

PII - Eligibility Period

Firms that cannot obtain cover from the commercial market, for whatever reason, are
eligible to be in the ARP for up to 24 months in any five year period, after which time

the firm has two main options, either to obtain qualifying insurance or to close. A firm
will not be eligible for a second year if its premium payments are two or more months
in arrears at renewal.
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30.

31.

At the time the current insurance scheme was being established in 1999/2000, the
profession strongly supported the establishment of such an arrangement. The 24
month limit reflects the fact that it is essential that firms are covered by the ARP only
for a limited period, because of the unacceptability of those firms that cannot obtain
cover in the commercial market being protected indefinitely through the safety net
provided by the ARP.

The numbers of firms covered by the ARP in the last five years (as at 28 January
2009) are as follows:

Indemnity Year Number of Firms with
ARP policy
2004-2005 38
2005-2006 33
2006-2007 33
2007-2008 25
2008-2009 140

The dramatic increase in the number of firms for 2008-2009 was due to a combination
of factors including a hardening market, an increase in property related claims and the
collapse in income from conveyancing.

Conclusion 5

The Working Party considers that the maximum period that a firm may remain in
the ARP is set at the right level. It has taken account of the fact that any extra
expenditure incurred by the ARP as aresult of having a firm in the pool for a
second year, and the number of firms and the claims they attracted against
premium, reveals no compelling argument to reduce the period a firm can
remain an eligible firm from 24 months to 12 months. Approximately 33% of
firms that are in the ARP for a second year are subsequently able to get cover in
the market. The Working Party concludes that no change is needed at present.

The Compensation Fund (“CF”) - Boundaries

32.

CF - Limit of Grant

The limit for grants of £1m (which is inclusive of all interest and costs) is an intentional
boundary. This was last reconsidered by Council in 2003 when it was decided to make
no change to the level of the maximum grant, so as to balance factors such as public
protection, the profession’s reputation, and proportionate financial liability for the
profession. There is discretion to exceed the limit in exceptional circumstances, and
the power to make a further grant in respect of the reasonable costs of an applicant’s
solicitor or other professional adviser.
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33.

34.

35.

36.

37.

38.

39.

An example of where the limit was exceeded is the case of a claimant who had been
paralysed from the neck down as a result of a road traffic accident. The claimant
engaged a solicitor, with the benefit of legal aid, in a personal injury case against the
Highway Authority. Settlement of damages was reached and after deductions and
interest accrued, the total left was £1.7m of which less than £700,000 was paid to the
claimant.

The solicitor forged a letter saying the claimant had agreed to him keeping half of his
damages as a gift for his hard work. In addition to the damages the solicitor also
received costs of £185,000 but did not tell the Legal Services Commission about the
settlement.

Although the maximum that the Compensation Fund will pay is £1m inclusive of all
interest and costs, in this particular case it was decided that the circumstances were
truly exceptional and the Compensation Fund paid out in excess of £1.2m. The
solicitor was sentenced to a term of imprisonment.

A limit of £1m is an obvious difference to the limit of indemnity. The Working Party
proposed that the limit be increased to £2m in line with the minimum level of
compulsory indemnity cover and that the power of waiver be retained. The SRA
consulted on this proposal on 25 April 2008 and a copy of the consultation paper is
attached as Annex G.

Most respondents were in favour of the proposed increase. The Legal Complaints
Service were of the view that the greater priority was to expand the scope of the Fund
to allow lower level claims rather than to increase the maximum payment the Fund can
make. The only outright rejection of the proposal was by the representative Law
Society.

Conclusion 6

The Working Party recommendation that the limit of the grant be increased to
£2m (with discretion) has been accepted by the Committee and the Board. The
change was implemented in the Compensation Fund Rules 2009 that came into
force on 31 March 2009.

CF - Time Limit

A time limit of 6 months was imposed upon applications to the Compensation Fund,
although this period could have been extended if there were exceptional
circumstances. The time limit was reviewed in 2003 when it was recommended that it
be extended to 12 months. The change was agreed in principle but was not
implemented.

It is clearly appropriate to have a finite time in which to make an application for
redress. Furthermore the Fund needs to be able to calculate and forecast the financial
impact each year and to do that needs some idea of the applications it faces. Whilst
there have been objections to the 6 month limit (mortgage lenders tend to issue
protective claims when they become aware of default by a solicitor), it is a balancing
act between having some degree of certainty and not cutting off a route of redress.
The Compensation Fund applies a much shorter time limit than limitation periods which
apply in litigation (generally 6 years).
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40.

41.

42.

43.

The Committee consulted on the proposal to increase the limit to 12 months (see
Annex G). The responses received were divided on this issue. The representative
Law Society and two firms were against the proposal for various reasons including that
it was not necessary for the purposes of introducing the new regime, it was not justified
and inadequate consideration had been given to the cost impacts. The other
respondents supported the proposal. The reasons given included that it would provide
better protection to vulnerable clients and a period of 12 months was much more
reasonable than 6 months.

Conclusion 7

The Working Party’s recommendations to extend the time limit for applications
to the Compensation Fund to 12 months and to retain the discretion to exceed

this as appropriate have been accepted by the Committee and the Board. The

change was implemented in the Compensation Fund Rules 2009 that came into
force on 31 March 2009.

CF - Hardship Test

A hardship test is applied to an application to remedy a loss due to a solicitor’s failure
to account. No such test is applicable to any claim for loss incurred by reason of
dishonesty. Currently there is no method of means testing hardship and the applicant
is not required to produce any evidence of hardship but simply has to tick a box.
Invariably this test has the effect of excluding institutional lenders, although it is
possible for an incorporated entity to demonstrate hardship as the test would be one of
fact. On the other hand, the current practice possibly enables many applicants to
obtain redress, but who may not pass the test of hardship based on a reasonable
objective assessment.

As the hardship test is difficult to define and apply it has had little practical impact on
applications for grants from the Compensation Fund. Most applications are for small
amounts and there is an issue of proportionality in terms of the costs involved in
applying a workable hardship test. The Compensation Fund Rules and the guidance
tried to define hardship as “material” and it was generally accepted that if a lay
applicant confirmed that hardship would be suffered then that assertion was not
challenged. The imposition of a hardship test also flew in the face of the Fund'’s ethos
of placing a personal applicant in the position she or he would have been in but for the
default of the solicitor.

Hardship did not form part of the Council review in 2003. The LSA makes no
reference to hardship criteria so any such criteria would have to be contained in the
new Compensation Fund Rules. The Committee considered that the opportunity
should be taken to address some of the problems with the hardship test. It approved a
series of questions to be added to the Compensation Fund application form to
establish whether an applicant would suffer hardship if a grant was not paid.
Questions that might place an unreasonable burden on the applicant were avoided
and they have been tailored to produce a simple positive/negative response. All
respondents, with the exception of the Law Society, were supportive of the proposal
that an individual whose dealings with a defaulting practitioner had been in a personal
capacity and who had suffered or is likely to suffer loss due to a failure to account
should be deemed to have suffered hardship.

Page 15 of 272



44,

45,

46.

47.

Conclusion 8

The new hardship test was adopted into the Compensation Fund documentation
from April 2008 and it has been incorporated into the new Compensation Fund
Rules which came into force on 31 March 2009.

CF - Counsel’s Fees

Counsel's fees are currently within the boundary of cover. However as part of the
2003 review it was accepted in principle that unpaid Counsel’s fees should be
excluded from the remit of grants. This was on the basis then that it was inappropriate
that a modern regulator be involved in debt collection on behalf of Counsel. It was also
felt that it was a matter for Counsel to take the commercial risk if they felt unable to
require payment of fees in advance. The change to exclude Counsel’s fees was a
logical progression to the stance of the Office of Supervision of Solicitors (as it then
was) not to regard non payment of Counsel’'s fees as a conduct issue. However this
change has never been implemented.

Conclusion 9

The Committee concluded that it would be appropriate to cease payment of
Counsel’s fees as all the factors considered in the 2003 review remain relevant.
As aresult of discussions between the Law Society and the Bar Council the
terms of a contract between solicitors and counsel have been agreed. Its
introduction requires changes to the Bar's rules. The recommendation of the
Working Party is that from1 October 2009 the Compensation Fund should not
entertain new counsel fee claims. Once this process has been completed and
contracting is adopted, claims from Counsel will have an alternative means of
redress through the courts.

CF - Lender’s Costs

Lender’s costs for completion or rectification (in connection with non registration of
title) in conveyancing matters (and possibly also other rectification costs) had been
treated as being within the boundary of cover despite arguably going beyond the remit
of the Fund’s cover.

The Committee considered that it was difficult to see how these sums are payable
where they are not the consequence of a failure to account or of dishonesty, but arise
from a breach of contract or from frustration of the retainer. On the other hand, it was
unacceptable for such costs simply to be added to a blameless individual borrower’s
mortgage account without prospect of recovery or challenge.

In the light of legal advice, the Committee agreed that, in respect of new applications,
such payments should cease from April 2008 until such time as the new Rules were in
force.

Conclusion 10
In view of legal advice received regarding grants in respect of rectification costs,
the Committee has taken steps to stop future payments for the time being. The

new Compensation Fund Rules, that came into force on 31 March 2009,
specifically allow the SRA to make grants in respect of the additional reasonable
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legal costs to complete outstanding work or to make a grant towards such
costs.

Statutory Trust Accounts - Boundaries

48.

49.

50.

The Statutory Trust process arises as a result of a resolution to intervene into a
practice. Practice funds vest in the Society and are held in separate Statutory Trust
Accounts (“STA”) with a view to returning monies to those with beneficial entitlement.
The process differs from indemnity insurance and the Compensation Fund as it does
not of itself offer financial protection. However STA funds are protected whilst held by
the Law Society and the investigative nature of the work may identify funds that would
otherwise not have been apparent.

As the process is primarily concerned with repayment of monies held (which is limited
to client money actually held by the firm at point of intervention), there are few
boundaries as such. Distribution is dependant on at least some evidence of
entitlement being available. There may be a shortfall in the distribution if funds held are
insufficient for a full payment to all beneficiaries. The process takes no account of any
other losses suffered. Interest is paid, but only what has accrued whilst the money has
been held on statutory trust account. Other boundaries are within the terms of the Re
Ahmed judgement, for example proportionality.

Responsibility for STA rules and policy has been delegated to the Committee. Rules
are in the process of being drafted to consolidate existing practices following powers
given under the LSA.

ISSUE B — GAPS BETWEEN THE THREE SCHEMES

51.

It is recognised that the complicated nature of the professional indemnity and
Compensation Fund schemes and the statutory trust account process, has resulted in
gaps between the schemes. Some gaps are deliberate others are not. This may give
rise to unforeseen, although not necessarily always undesirable, consequences.

Professional Indemnity Insurance - Gaps

52.

53.

Pll - Awards by Regulator

Under Clause 1.8 of the MTC, insurance must provide indemnity against any amount
paid or payable in accordance with the recommendation of the LCS to the same extent
as it indemnifies against civil liability. Such recommendations usually arise out of
awards for inadequate professional services (“IPS”). The firm is obliged to pay such
an award but in default of such payment, payment must be made by the insurer.

The liability of an insurer under this clause is subject to the same exclusions as any
other claim under a policy, which means that potentially an insurer could refuse to pay
on the grounds of dishonesty. In that event, and despite an award for IPS by the LCS,
there could be a gap in cover pending resolution of the issue of dishonesty and in a
case where the firm has ceased or the principals are insolvent. More information is
provided at paragraphs 103 to 109, where it can be seen that the change to clause 1.8
will provide more clarity.
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54.

55.

56.

57.

58.

59.

Conclusion 11

The Working Party is aware of the difficulty and proposes no change at present.

PII - Aggregation

The definition of “one claim” in the MTC is open to interpretation and may cause a gap
in cover. However, given the Working Party’s view as set out at conclusion 2 above, it
is considered that this is a risk that has to be tolerated.

PIl - The Definition of “Firm”

The definition of “firm” in the SIIR may result in gaps. Solicitors (which term includes
registered European lawyers and registered foreign lawyers) may practise in a number
of different forms including currently, as a sole principal (except registered foreign
lawyers) or a partnership, and as a “recognised body” which includes an unlimited
company, a limited company and a Limited Liability Partnership (“LLP”). Firms can
comprise a combination of these entities e.g. a partnership of recognised bodies, a firm
which incorporates part of its practice.

The previous changes in the SIIR to permit more than one firm to be insured under a
single policy of qualifying insurance and the change to require all the compulsory
indemnity insurance in respect of recognised bodies to be on the basis of qualifying
insurance addressed some of the gaps that had been identified. However, most
members of the public who deal with firms of solicitors are unlikely to appreciate or
understand the different practice structures and variations in the level of protection.
The LSA allows for new forms of practice and the process of developing the new
regulatory framework to allow for firm based regulation is well underway. This is likely
to add to the potential for confusion by clients.

Section 37 of the Solicitors Act 1974 gives the Society the power to make indemnity
rules concerning indemnity against loss arising from claims in respect of any
description of civil liability incurred by a solicitor in respect of his or her practice. The
power was extended to recognised bodies by section 9 of the Administration of Justice
Act 1985. Society has no power to make indemnity rules in respect of an
unrecognised body corporate. A known gap created by the wording of the primary
legislation is that of an unrecognised body corporate, such as an LLP which has not
got recognition and so falls outside the definition of a “firm” under the SIIR. The effect
of this is that the unrecognised LLP would fall outside the safety net cover afforded
through the ARP.

In the future the LSA requires that all legal service bodies must be recognised bodies
or recognised sole practitioners. A body requiring recognition will have to apply for this
every year (rather than every three years as at present) and so will be required to
produce evidence of insurance more regularly. This would mean that it is more difficult
for firms to slip through the net. However, this would still not deal with the case of an
unrecognised practice that has never been in the system.

The SRA has issued a range of consultation papers as part of the process of
developing the new regulatory framework to allow firm based regulation and new forms
of practice permitted under the LSA including consultation paper 6 which is concerned
with client financial protection and was published on the SRA website on 27 February
2008. The Committee took account of the responses received when framing its
recommendations to the SRA Board. The recommendations were agreed and the SIIR
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60.

61.

62.

63.

64.

will be amended from 31 March 2009 so that the compulsory professional indemnity
insurance arrangements will apply to:

. all entities authorised by the SRA,

. any partnership/sole practice that can be authorised only by the SRA, even if it
has not obtained recognition by the SRA nor has it been held out as being
regulated by the SRA.

All other entities and their clients will be outside the protection afforded by the SRA’s
compulsory professional indemnity arrangements.

Conclusion 12

The Working Party has developed a set of indemnity rules to accommodate firm
based regulation and Legal Disciplinary Practices. Further work will be required
in preparation for Alternative Business Structures (ABSs) including the
development of appropriate amendments to the Solicitors’ Indemnity Insurance
Rules.

PIl - Frustration of Retainer

An intervention into a firm may frustrate the retainer with a client. This can result in a
solicitor not being able to complete a transaction on behalf of a client resulting in a loss
to the client. The question then arises at to whether the loss is caused by negligence
or simply as a consequence of the frustration. An example is the purchase of a
property where the intervention takes place before completion or registration of title.
The client would then incur additional legal costs to complete the purchase. Currently,
where the retainer is frustrated due to intervention which prevents planned completion
taking place, the claim (for unpaid disbursements in relation to completion) is generally
referred to the Fund. If completion took place 6 months or more before the
intervention, costs in such cases are initially referred to Insurers.

Conclusion 13

The Working Party proposes no change.

Pll - Insolvency of a Qualifying Insurer

The insolvency of a Qualifying Insurer could expose a known gap in protection in the
event that a claim is made against a firm after its Qualifying Insurer has become
insolvent but before the inception of any replacement policy of Qualifying Insurance.

The effect of an insolvency event is that the SRA can give notice to the Qualifying
Insurer terminating its right to issue policies of Qualifying Insurance. The existing
policies remain in place so any claim made prior to the inception of any replacement
policy will fall to be dealt with as part of the insolvency or via the Financial Services
Compensation Scheme (“FSCS”), subject to the insured firm being eligible for
protection by the FSCS. At this point no claim would lie against the Assigned Risks
Pool. The same provisions apply to claims arising out of circumstances notified by
Insured firms to a Qualifying Insurer prior to insolvency.

In the event of a Qualifying Insurer becoming insolvent a firm must put in place
Qualifying Insurance with another Qualifying Insurer as soon as reasonably practicable
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65.

66.

67.

68.

69.

and in any event within four weeks of the insolvency event. Alternatively, if eligible, the
firm can apply to the ARP. The SRA will send a letter to each Firm insured by the
insolvent Qualifying Insurer advising them of the insolvency and providing answers to
the following questions:

* What steps should Firms be taking now regarding ongoing cover?

* What is the position regarding claims already notified to the insolvent insurer?

*  Will Firms qualify for reimbursement from the Financial Services Compensation
Scheme?

» Will the Law Society/SRA provide any greater degree of protection?

The letter will also contain contact details of any appointed Administrators.

Both the Law Society when setting up the new indemnity scheme, and the SRA
subsequently, have adopted the policy that it is not within their remit to provide any
greater protection either to firms or their clients against the insolvency of a Qualifying
Insurer over and above that available under the FSCS.

Conclusion 14

The Working Party concludes that no action is required at the present time. The
incidences of insolvency to date have been rare and appropriate and
proportionate provisions are already in place.

The Working Party has also considered issues that are not technically gaps but which
can cause delay.

PIl - Successor Practice Definition

The successor practice definition at clause 8.2 of the MTC (Annex B) aims to provide
a mechanism to identify the correct Insurer to respond to a claim against a ceased
firm. The principle is that where a firm ceases as the result of a succession by another
firm (e.g. due to a merger, acquisition or absorption) then that successor firm’s policy
of qualifying insurance should deal with future claims arising from the ceased practice.
However, in factually complex or unclear cases there may be difficulty in identifying
which, if any, firm is a successor practice. Some cases involve multiple successions
where, in the event of a claim against the original practice, it is necessary to establish
which is the ultimate successor practice in the chain of succession.

A successor practice definition was necessary in order to ensure continuity of cover in
a ‘claims made’ insurance system. Without it many closed firms (and their clients)
would not have effective insurance cover. The successor practice definition means
that , wherever possible, there is cover with a firm which has a continuing policy. If the
successor practice definition was relaxed then (unless client protection was reduced)
there would have to be an alternative collective mechanism either through the ARP or
funded more generally by the profession.

There have been concerns that the successor practice definition makes it very difficult
for sole principals to retire. It has been suggested that it can be hard for a sole
principal to find a successor practice. Without a successor the cost of going into run-
off cover with their own insurer can be substantial and can act as a bar to retirement.
In May 2008 a survey by the representative Law Society sought evidence of problems
caused by run-off cover costs. Following the survey the Law Society concluded that
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70.

there was little hard evidence of a problem. The Law Society is considering issuing
guidance to highlight the potential difficulty to firms contemplating closing.

It appears therefore that the successor practice principle has worked as intended. Any
difficulty is more of a result of a delay (in identifying the insurer on cover) rather than
an actual gap in cover. The Qualifying Insurer's Agreement (“QIA”) provides a
mechanism for resolution of disputes as to whether a claim is properly payable by one
insurer or another and in default of agreement the ARP Manager may conduct the
claim pending arbitration.

Conclusion 15

The Working Party proposes no change to the definition of “successor practice”
at the present time.

The Compensation Fund - Gaps

71.

72.

73.

CF - Hardship

An unintentional gap may arise from the application of the hardship test to applications
to remedy a loss due to a failure to account as described at paragraphs 41 to 43. A
new hardship test has been adopted with effect from April 2008 as referred to in
Conclusion 8.

CF - Deliberate Closure

The way in which a firm is closed may cause a gap. A closure may be deliberately
planned with the intention of avoiding liabilities and obligations. There may then be no
files or accounts information available and so no means of investigation obtainable.
Ledgers and files may be destroyed and, with deliberate concealment, result in clients
being unaware of a problem or the potential for a claim. An intervention by contrast
provides some control of the close-down with the intervention agent seeking to
ascertain all the information and to contact clients about a possible claim. Increased
applications to the Fund arose from such closures, mostly for Counsel or expert fees.

Whilst checks could be placed on firms known to be closing to ensure an orderly
closure and a form of risk management introduced for those who are closing firms,
there would appear to be little remedy to a case of determined malfeasance, other than
continued and improved intelligence gathering and sharing (perhaps along the lines of
a “traffic light” system).

Conclusion 16

Work continues to improve communication between the SRA, LCS and Insurers.
As part of the development of risk-based regulation the Risk Assessment and
Designation Centre (RADC) within the Regulation Response Directorate has
been created to be the primary gateway for receipt of regulatory information
other than confidential intelligence. The Working Party notes the action being
taken.
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74.

75.

76.

77.

78.

CF - Usual Business

Activities falling outside a solicitor’s “usual business” can lead to a gap. The
dishonesty of, or failure to account by, a solicitor must normally have occurred within
the course of a solicitor/client transaction of a kind which is part of the usual business
of a solicitor (currently guideline 1(f) (Annex C). This is similar to the concept of
“private practice” in relation to professional indemnity insurance.

“Usual business” is generally meant to refer to any matter where there is a
solicitor/client relationship and an underlying transaction. The Working Party has
considered various options including:

. tightening the definition to include, for example, a list of generally accepted
matters;

. aligning the definition with the “private practice” definition applying in respect of
indemnity, so as to exclude work if not done as part of private practice; and

. regarding the definition as a proper boundary and that the principle of “caveat
emptor” is a reasonable one to apply in circumstances where a client places
money with a solicitor for investment in a “too good to be true” investment
scheme.

A great deal of education of the profession has taken place in recent years, for
example, in the context of money laundering about the dangers of transferring client
funds where there is no genuine underlying transaction.

Compensation Fund cover may extend to solicitors not in private practice (“employed
solicitors”) and solicitors not in practice in England and Wales (“overseas practice”).
So it would be difficult to word a unified definition of “usual business” / “private
practice”. In practical terms the difference between the two definitions has had
minimal impact with only one Compensation Fund claim emanating from an overseas
solicitor who had happened to have a client account in the UK.

Conclusion 17

The Working Party has considered the definition in the new Compensation Fund
Rules which will harmonise the current Rules and their guidelines. “Usual
business” will then be linked to a list of persons defined as “defaulting
practitioners” and the usual work of their practice. The Compensation Fund has
had no claims emanating from employed solicitors and only one claim relating
to an overseas solicitor. This is not a significant issue.

CF - Other Issues

Other issues that are not technically gaps can cause delay. The predominant issue to
date has been the disagreement as to the source of redress between the Fund and
Insurers as to the appropriate body to provide cover. This coupled with difficulties of
communication and liaison can cause delay and so potentially a temporary gap in
cover. Liaison continues to improve communication, referrals and reduce delays.

The Qualifying Insurer’s Agreement does make some provision for how such problems
should be dealt with pending resolution. At present the Fund responds to intervention
with emergency payments as an Insurer may take too long to do so. In these
circumstances the Compensation Fund becomes a Fund of first resort.
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Statutory Trust Accounts (“STA”) - Gaps

79.

80.

STA - Shortfall

In most cases, usually due to the dishonesty or incompetence of the solicitor, there is a
shortfall in the funds available compared with what is due to beneficiaries so the most
appropriate method to allocate repayment will be considered. Distribution of monies
may follow the presumption in Clayton's Case that those funds which are deposited
with the solicitor first are the funds which are presumed to have been the first to leave
the client account (the notion of first-in, first-out). This would mean that the last entries
in the client account which are identifiable as still being held would be paid out in full.
Otherwise repayment is usually on a pro rata basis (similar to a dividend payment) and
if there is a shortfall, it may be possible to claim on the Compensation Fund. Any
monies received prior to intervention would form part of the pooled client account
which, if in shortfall, would mean a distribution being made in accordance with the
general practice of pro rata.

Conclusion 18

The Working Party proposes no change to the principles applied when
distributing Statutory Trust monies and these principles have been carried over
into the draft new STA Rules.

STA - Evidence

Evidence of some sort is required to support a claim for repayment. However it is
recognised that the records of an intervened firm are often in a poor and inadequate
state. They are usually incomplete with a lack of clear information. This, coupled with
an inability to contact clients, will cause a delay between intervention and distribution.
The evidence test applied, therefore, is based on a proportionate approach and is
dependent upon the actual circumstances and the merits of each case. Insufficient
evidence may lead to a gap, in the sense of no repayment. As a matter of good
practice (and to avoid speculative or unwarranted claims) there has to be some data
upon which to base a distribution. In some cases where there is insufficient
information available either from the firm or the client, then there may be a
recommendation of no payment.

Conclusion 19
The Working Party proposes no change to the evidential requirements before

distributing Statutory Trust monies and these principles have been carried over
into the draft new STA Rules.

ISSUE C — DIFFERENCES BETWEEN THE THREE SCHEMES

81.

As shown already, the individuality of the indemnity and Compensation Fund schemes,
and the Statutory Trust Accounts process, has naturally resulted in differences
between them. Some may be inevitable because a different mischief is being
addressed. Some may be justifiable. Others, however, may be unnecessary and/or
unintended.
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82.

83.

84.

85.

86.

87.

Three schemes differences - Limit of Cover

From a consumer’s point of view the availability and accessibility of redress is
important but it is inconsistent that the amount of that redress can vary depending
upon the source. Clients who have their money taken by a dishonest sole practitioner
will be protected by the Compensation Fund up to the current limit of £1 million,
(although that limit can be waived in exceptional circumstances). Clients who suffer
the same problems with a partnership will have a claim against the partners and
providing there is at least one ‘innocent’ partner then the claim will fall within the firm’s
Qualifying Insurance which is subject to a limit of £2 million any one claim. This
difference appears to be anomalous, and has now been removed by the increase in
the Compensation Fund limit to £2 million — see paragraphs 36and 37.

The Working Party’s conclusions are set out at conclusions 1 and 6.
Three schemes differences - Hardship

The concept of establishing hardship in respect of a claim for redress applies only in
respect of a Compensation Fund application relating to a loss due to a failure to
account, as provided under S36 (2) (b) of the Solicitors Act 1974. It seems anomalous
to impose this “test” just in relation to this limb of an application to the Compensation
Fund whereas if the claim fell to be dealt with by the firm’s professional indemnity
insurance, no such test would apply. The policy has been to place a very low hardship
threshold in respect of individual applicants. The Working Party’s position is set out at
paragraphs 41 to 43.

Three schemes differences - Dishonesty

There is a difference in response between the Compensation Fund and indemnity
insurance in respect of claims arising from dishonesty. Insurers’ interpretation of the
definition of dishonesty tends to be wider than that used by the Compensation Fund.
The effect of this is that an insurer may reject a claim on the basis that it falls within the
dishonesty exclusion in the MTC but the claim will not be regarded as arising from
dishonesty for the purposes of the Compensation Fund. For example an insurer may
conclude that all principals in a firm were tainted with dishonesty on a “blind eye” basis
(in other words, someone knowing there is a risk, or having solid grounds for
suspecting that a transaction is improper, but consciously or deliberately deciding to
proceed without making the further enquiries that an honest and reasonable person
would have made to satisfy themselves as to its propriety).

There is also the issue that, for example, dishonesty is determined in different ways in
the insurance arena and by the Compensation Fund. In insurance a dispute (including
refusal to compensate by insurers) is determined in the courts between the claimant
and the insurers; in the Compensation Fund by the adjudication process. Inconsistent
findings are possible. For example, insurers may reject a claim stating that it arises
out of dishonesty by all principals of the insured firm. The Compensation Fund
however may come to a different conclusion on the same claim. Further, recovery by
claimants in professional indemnity is on the basis of legal liability as adjudicated in the
courts; with all the concomitant strengths and weaknesses of a court based system.

The 2003 review by Council concluded that combining cover against dishonesty and
negligence in an insurance type arrangement would not be viable. The alternative of
dealing with all dishonesty under the remit of the Compensation Fund was considered
and rejected. If the Fund took on all such claims the size of the Fund and the
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88.

89.

90.

91.

92.

contributions to it would have to be increased many fold. There would also be other
resource issues to deal with the increased number of claims, and the cost of
administering the Fund would escalate.

The Working Party’s conclusion is set out at conclusion 3.
Three schemes differences - Evidence or the burden of proof

The Statutory Trust Account process requires some evidence, but will entertain less
evidence than that required by the Compensation Fund in that the STA process invites
the claim in the first place, confident that money is available to be returned. In very
rare cases a distribution is made where there is a body of information and a sum of
money available even if there is no additional evidence on the basis of proportionality.

The Compensation Fund’s processes (both in terms of a failure to account application
and an application based on dishonesty) are entirely evidence based. The evidence
required, however, may differ from case to case depending upon the particular
circumstances of the application.

Conclusion 20

The Working Party concludes that no change is necessary. Given the different
problems being addressed by the different schemes, the differing evidential
requirements are justifiable and proportionate.

Three schemes differences - Aggregation

The one claim or series of related acts principle applying to indemnity (paragraphs 17
to 20) does not apply to the Compensation Fund where the limit was £1million (now
£2 million) per claimant. This was considered as part of the review by Council in 2003
when the recommendation then was that there should not be a limit per firm.
Problematic issues were identified such as the difficulty of assessing how the
cumulative nature of grants could be measured (e.g. on a first come-first compensated
basis or with a quarantine period to allow all potential claimants to come forward
causing delay for early claimants). Aggregation in terms of the Compensation Fund
could lead to inequity as if there is a limit per firm many claimants would be
compensated to a lesser extent than if there were only a few. Apportionment of
compensation amongst claimants would be administratively complex, would lead to
appeals and could possibly result in litigation.

Conclusion 21

The Working Party’s conclusion is that the current aggregation provision should
remain unchanged at the present time.

Three schemes differences - Usual Course of Business and Private Practice

Indemnity insurance uses the definition of “private practice” (clause 8.2 of the MTC at
Annex B and paragraph 27 above) which includes, without limitation, all the
professional services provided by a firm including acting as a personal representative,
trustee, attorney, notary, licensed insolvency practitioner or in any other role in
conjunction with a practice and includes services provided pro bono. The
Compensation Fund uses the definition of “usual business” (paragraphs 74 to 76)
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93.

94.

95.

96.

which envisages that the dishonesty must have occurred within the course of a
solicitor/client transaction of a kind which is part of the usual business of a solicitor.

Three schemes differences - Time Limits

There was previously a 6 month time limit in relation to Compensation Fund
applications, now increased to 12 months under the new Compensation Fund Rules,
no limit in the statutory trust accounts process and the statutory limitations in relation to
indemnity insurance claims. The Working Party’s conclusion as to the Compensation
Fund time limit is set out at conclusion 7.

Three schemes differences - Costs

Costs incurred in pursuing a claim are treated differently under the each of the three
schemes.

(@8 Compensation Fund - Under rule 9 of the Compensation Fund Rules the Fund
may pay the proper and reasonable costs of an application to the Fund.

(b) Professional Indemnity Insurance - In indemnity matters, the costs of pursuing
a claim form part of the claim and fall within the minimum sum insured.

(c) Statutory Trusts - The STA process simply returns money. The costs of making
a claim on the STA are not recoverable.

Conclusion 22

The Working Party concludes that no change is necessary at this point.
Although there are differences in how costs are treated, these appear to be
justified.

Three schemes differences - Interest

The payment and calculation of interest is different under the three arrangements. For
Compensation Fund matters a sum in lieu of interest may be paid, but not in every
case. When it is payable the Compensation Fund rate is decided by the SRA and is
calculated in accordance with the rates prescribed from time to time by the SRA.
Generally interest is payable on any grant that is made to the applicant but is not paid
on disbursements. Interest on a grant is not subject to tax as it is treated as a gift.

STA distributions, where relevant, include interest equivalent to that earned by the
funds with the appropriate deduction for withholding tax. The court rate applies to any
interest payable in connection with indemnity insurance matters.

Conclusion 23

The Working Party concludes no change in practice is necessary. Although
there are differences in how interest is treated, these appear to be justified.
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97.

98.

99.

100.

101.

Three schemes differences - Adjudication and Appeals.

Decisions relating to the exercise of the discretion of the Compensation Fund, the
determination of entitlement to Statutory Trust Funds and the distribution of Statutory
Trust Funds are susceptible to judicial review. It is essential then that a clear and
transparent decision making process which demonstrates the separate consideration
of Compensation Fund and Statutory Trust issues should be in place. One of the most
important reasons for this is that the Compensation Fund will more often than not be a
beneficiary through its right of subrogation against the Statutory Trust and so could
itself apply for judicial review of the decision made by the Statutory Trust managers.
Currently adjudicators dealing with STA issues do not adjudicate on Compensation
Fund applications.

The STA process allows for decision making to be delegated to the office but all
decisions are currently made by a nominated adjudicator selected from a team of
adjudicators (or Statutory Trust Panel if the value is over £500,000 (subject to
conditions). There is a right of appeal provided certain criteria are met (an amount in
dispute of over £5,000; the first instance decision based upon lack of evidence and
merit; if the decision was not made by the Statutory Trusts Panel). Until October 2008
there had been no appeals as matters tend to be resolved by negotiation. An appeal
has now been notified by a sole principal of an intervened into firm where the principal
had been struck off for dishonesty. There can be no appeal against the basis or
scheme of distribution.

Depending upon its value a decision maker within the office will decide on an
application to the Compensation Fund. A Panel will consider: any claim over
£100,000; any rejected claim over £10,000; any matter that is likely to be judicially
reviewed or raises a matter of policy. There is no right of appeal. If a caseworker feels
that there is some likelihood of rejection they will disclose that fact and the reasoning
to the applicant who may comment so the Panel will have the opportunity to take those
comments into account. The Fund tries to put the applicant in the same position as if
there was no intervention. This differs from the STA process.

Both the Compensation Fund and the STA process allow for a decision to be
reconsidered if new information is provided. In an STA matter, an amended decision
can of course impact upon the whole distribution and so it is not merely the applicant’s
interests at issue.

In indemnity matters, if a claim is not satisfied then the claimant can seek a resolution
of the claim through the civil courts.

ISSUE D — OVERLAPS BETWEEN THE THREE SCHEMES

102.

Overlaps between the schemes exist. Whilst these are less of a public protection
issue than gaps, overlaps have the potential to cause confusion and duplication and
can slow down the process of claim handling. Overlaps primarily arise between
professional indemnity and the Compensation Fund, for example the concept of
consequential loss, and proof of claim. Under the new Compensation Fund Rules,
costs will be split into three areas: litigation for the purposes of mitigating losses;
application costs; and failure to complete.
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Conclusion 24

In an ideal world a comprehensive scheme of redress would have been
designed. In reality the four arrangements have been developed at different
times to meet different needs and inevitably there are overlaps and gaps, but
these do not lead to serious problems.

ISSUE E - OTHER MATTERS OF COVERAGE

103.

104.

105.

106.

107.

Inadequate Professional Services

IPS is intended to recognise and compensate for poor service, rather than to provide
damages for negligence. IPS usually manifests itself as, amongst other things,
unreasonable delay or inaccurate or incomplete information given to the client. If the
Legal Complaints Service (“LCS”) finds a client has received poor service from his/her
solicitor, it can tell the solicitor, amongst other things, to pay compensation for distress
and inconvenience. The compensation limit for IPS awards was increased on 1
January 2006 from £5,000 to £15,000. The LCS categorises poor service on a scale
from “modest” (where the poor service has had a limited effect) through to “extremely
serious” (where the poor service has severely affected the client’s wellbeing, possibly
over a long period of time or with permanent effects).

The LCS regard distress and inconvenience as the harmful effect that poor service
from a solicitor can have on the client’'s general wellbeing. “Distress” includes worry,
concern, embarrassment, anxiety, disappointment and loss of reasonable
expectations. “Inconvenience” refers to the time and effort a client has spent on a
complaint that would not have been necessary if their solicitor's service had been
adequate. Inconvenience can also arise from the poor service itself. Compensation for
distress and inconvenience is intended to be a tangible acknowledgement of regret for
the “emotional” consequences for the client.

‘Consequential loss’ is a term well understood in law and in the Working Party’s view
means ‘loss indirectly flowing from a breach of contract or of duty which is recoverable
at law or in equity’. There can be no doubt that liability for such loss is a form of civil
liability and so is covered by the MTC. A problem has arisen because the LCS and its
predecessors have adopted the term ‘consequential loss’ to cover elements of its
awards for IPS which are not normally recoverable at law or in equity. For example, the
LCS sometimes includes in IPS awards compensation for distress, inconvenience, hurt
feelings and delay. Awards of damages of these types are rarely made by the Courts,
and are usually confined to certain types of breaches of contracts of employment, or
breaches of contracts to provide enjoyable holidays. A court would not regard such
losses as flowing from a solicitor’s breach of professional duty.

Qualifying Insurers object to meeting IPS awards consisting of, or containing elements
of, consequential loss in the sense used by the LCS. Their objection is on the ground
that as those elements would not be awarded by a Court, they do not constitute a
species of civil liability, which is what is covered by the MTC. The answer to that
objection is that clause 1.8 of the MTC requires the insurer to meet any award by,
among others, the LCS, and so the insurer must meet an LCS award even if it contains
elements of compensation which would not be awarded by a Court, subject only to the
permitted exclusions set out in the MTC.

Some solicitors deal promptly with a decision to award compensation and either pay or
refer the matter to their Qualifying Insurer. Sometimes, however, solicitors do not
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109.

comply, whether due to an inability, or an unwillingness, to pay. In that event the LCS
or the client may also refer the issue direct to the Qualifying Insurer as a claim covered
by clause 1.8 of the MTC. Where a firm defaults on payment of an IPS award which
falls within the excess the claimant has the right to serve notice on the relevant
Qualifying Insurer to make good the default. The interpretation of this clause has been
reluctantly accepted by the Qualifying Insurers. Amongst other things, Qualifying
Insurers have previously attempted to argue that:

. clause 1.8 does not extend to an award by the LCS;

. the MTC do not cover costs reduction and directions made by an adjudicator for
a solicitor to pay the LCS'’s costs; and

. if there is a refusal to pay an office award of IPS which necessitates the matter
going to the Solicitors Disciplinary Tribunal for the purpose of enforcing the LCS
award, then clause 1.8 does not come into effect until that decision. If this was
correct the process would require change because it would be unacceptable for
clients not to receive compensation for such a length of time.

Other IPS issues for Qualifying Insurers include:

. the trigger point for the purposes of a “claim”, although it has been agreed
recently that the earliest trigger should be any complaint made by the client to the
firm directly, seeking compensation, before any contact with the LCS. Not every
complaint amounts to a claim;

. what constitutes “loss”, “breach” or “causation” arising from civil liability, and the
statutory limitation period. However clause 1.8 recognises that civil liability can
arise from a variety of mechanisms;

. distress and inconvenience - insurers do not consider this to be a proper claim
arising from civil liability as a court will rarely give compensation for distress and
inconvenience; and

. blurred awards that cross over with indemnity. This could lead to “double
recovery” and compensation should not be awarded for the same financial
effects twice. This has largely been addressed by improved and earlier
communication between the LCS and Insurers. The question of some form of “full
and final settlement letter” has also been looked at both in 2005 by what was
then the Compliance Board and again in discussion between the Legal
Complaints Service and insurers when it was accepted that “full and final
settlement”, however worded, would not prevent a client from making a conduct
complaint.

From October 2008 clause 1.8 of the MTC has been changed as follows:

“Award by legal-embudsman-requlatory authority

The insurance must indemnify each Insured against any amount paid or payable in
accordance with the recommendation of the Legal Services Ombudsman, the Legal
Complaints Service or any other regulatory authority to the same extent as it
indemnifies the Insured against civil liability”.

The Working Party’s view is set out at conclusion 11.
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110.

111.

112.

113.

114.

Firm Based Regulation

The Working Party has considered how the various schemes should be modified to
accommaodate firm based regulation and the introduction of Legal Disciplinary
Practices (“LDPs”) under the LSA. The Working Party considered whether the
protection afforded by the compulsory professional indemnity scheme and the
Compensation Fund should be aligned, particularly where solicitors are practising
through entities not authorised by the SRA. The Working Party considered the extent
to which the SRA should act as “default regulator” in order to protect the public
interest. In this context acting as "default regulator" means providing the public with
some degree of financial protection in circumstances where a regulated individual (e.g.
a solicitor or registered European lawyer) practises through an unrecognised entity.
The Working Party decided that the benefits of a uniform approach should take second
place to the objective of protecting the public.

The approach adopted with respect to the professional indemnity scheme is set out in
paragraphs 55 to 60. In summary the SIIR were amended, from 31 March 2009, so
that the compulsory professional indemnity insurance arrangements now apply to:

. all entities authorised by the SRA,

. any partnership/sole practice that can be authorised only by the SRA, even if it
has not obtained recognition by the SRA nor has it been held out as being
regulated by the SRA.

All other entities and their clients are outside the protection afforded of the SRA’s
compulsory professional indemnity arrangements.

The Working Party also considered the extent to which the protection afforded by the
Compensation Fund should extend to the new entities. The cover provided by the
Compensation Fund is in respect of the acts or defaults of persons in whatever
capacity they might practise whereas the cover afforded by the compulsory
professional indemnity scheme relates only to “private practice” and is based on firms.

The Working Party felt that for the time being at least, the current scope of the
Compensation Fund should be maintained and adapted to accommodate the new
entities. The starting point was to agree that the object of the Fund as set out in the
Compensation Fund Rules 2009 “is to replace client money which a defaulting
practitioner or a defaulting practitioner's employee or manager has misappropriated or
otherwise failed to account for,” where “defaulting practitioner” means:

(@) a solicitor in respect of whose act or default, or in respect of whose employee's
act or default, an application for a grant is made;

(b) a registered European lawyer in respect of whose act or default, or in respect of
whose employee’s act or default, an application for a grant is made;

(c) a recognised body in respect of whose act or default, or in respect of whose
manager's or employee's act or default, an application for a grant is made; or

(d) a registered foreign lawyer who is a manager of a partnership, limited liability
partnership or company together with a solicitor, a registered European lawyer
or a recognised body, and in respect of whose act or default or in respect of
whose employee's act or default, an application for a grant is made....;

The Working Party went on to consider the extent to which cover by the Fund should
be restricted in relation to individual defaulting practitioners practising through various
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entities. Following consultation the Working Party recommended that the carve-out
from cover should be limited to the new situation where solicitors are practising in firms
authorised not by the SRA but by another approved regulator. In these circumstances
it was felt appropriate that clients should be protected by whatever compensation
arrangements are provided by the other approved regulator.

In the same way the Working Party recommended that the Compensation Fund should
extend to an individual authorised by another regulator practising through a firm
recognised by the SRA. The new Compensation Rules make it clear that under firm
based regulation, the SRA’s Compensation Fund is available to deal with applications
relating to the default by any individual within any SRA recognised firm. This is in
keeping with the spirit of firm based regulation and will provide clarity for clients.

ISSUE F — COMPENSATION FUND - MISMATCH BETWEEN GUIDELINES,
POLICY AND PRACTICE

116.

117.

118.

For the best of reasons in terms of protecting the public, inconsistencies have existed
between the Compensation Fund’s policy/guidelines and the practice actually adopted.
The review has highlighted a number of such mismatches. The new Rules will resolve
some of these issues. Examples are given below

Fund of last resort

The Fund is a discretionary fund and was often referred to as a fund of “last resort”.
However, in the public interest the Fund acts as fund of “first resort” in almost all
cases, and always in emergencies when instant funding is required, for example, to
complete a house purchase.

Hardship

The hardship test (referred to in paragraphs 41 to 43 above) applies to ‘failure to
account’ applications. The test applied was found to be inadequate and was based on
self certification using a tick box. This mismatch has been addressed in the short term
by an amendment to the Compensation Fund application form and in the longer term
by appropriate provisions in the new Compensation Fund Rules.

ISSUE G — CLAIMS HANDLING ISSUES

1109.

In the context of the Compensation Fund and statutory trust accounts, a single, high
level claims handling process has been created for the Client Protection Unit with the
aim of an efficient, fast and cohesive mechanism to compensate or return funds to the
client as quickly as possible by the most appropriate route. The possibility of conflict
between the Compensation Fund and statutory trusts accounts has been considered
and it is believed that this can be avoided whilst there are two possible sources of
payment and separation of decision making. Further information is set out in

Chapter 3.

Conclusion 25
The Working Party proposes no further action. It receives regular updates upon

claims of interest and continues to monitor these.
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CONCLUSION
Conclusion 26

The underlying principle is client protection. The existing schemes described in
this report already provide a great deal towards a cohesive and complete
protection which only needs some adjustment to improve and align it.
Anomalies and peculiarities are inevitable in different schemes that address
different needs and total protection under a single scheme is probably an
unattainable ideal.
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Chapter 2 — Financial Management

INTRODUCTION

120.

121.

A number of criticisms of the financial management of the Compensation Fund have
been made by the Law Society over several years. In particular it is felt that the
forecasting and modelling techniques used in assessing future contribution
requirements are crude and inadequate. The perception is that the Fund’s reserves
are too high and that it is slow to recover money. There is also the view that the
Fund’s administration costs are too high, though this view appears to have been
fuelled by the historic Law Society accounting practice under which the Compensation
Fund contributions cover not only the cost of investigating applications and making
grants but also management’s assessment of the resources engaged in other parts of
the SRA (and previously the Law Society’s regulatory directorates) in administering
and protecting the Fund.

The Law Society has delegated responsibility for the financial management of the
Fund to the SRA although the Law Society has chosen not to delegate to the SRA the
power to set Compensation Fund contribution rates.

FORECASTING AND MODELLING

122.

123.

124,

125.

126.

As part of undertaking this review, modelling of the Compensation Fund has been
developed based on an analysis of historic data. Previously risk had been determined,
to a great extent, by utilising the experience and knowledge of staff in investigation and
intelligence functions to determine potential trends in future default.

Forecasting has been based upon cash flow projections carried out in the Finance
function and contribution proposals have been made by negotiating a balance between
cash flow predictions and the assessed risk to the Fund’s solvency.

There is no precise methodology for forecasting claims against the Fund. Information
which is currently used to forecast future claims has two sources:

. historic intervention trends - (volumes of intervention by type)
. work in progress within the Compensation Fund - (active files in the office or in
abeyance awaiting information)

A range of information is held from which more sophisticated forecasts could be
developed. However, achieving the capability to identify trends from information
received and investigation/decision making processes to specific claims outcomes is
highly dependent on significant development of the SRA’s computer systems. This
cannot be achieved in the short term. The Working Party agreed that it would be most
desirable for this development work to be completed.

Two further current sources of information will be used to support future claims
forecasting:

. Live Interventions List - (includes agent information, any potential account
shortfall, the volume of live files and ledger information where available)

. Interventions List — (details of potential interventions including size and location
of firms, potential grounds for intervention and their current stage in the process)

Page 33 of 272



127. The Working Party has considered whether additional benefit can be achieved by
using external analysts to predict the impact of claims and economic trends in support
of contribution setting. Prior to 2001 the Law Society used actuaries to provide
external advice on contribution setting. In 2001 the Society’s Audit Committee decided
not to continue this arrangement on grounds that it did not demonstrate adequate cost
benefit. The Working Party believe that the Audit Committee’s decision was correct.
The report did not provide any analysis of risks in relation to contribution setting and its
recommendation, to establish a reserve of two year’s claims (£75 million) was not
accepted.

128. As part of review the Working Party obtained advice from Marsh (who are the
Committee’s appointed indemnity insurance advisers) on the value of using actuaries
to support forecasting and modelling. Marsh confirmed that both the cost and
effectiveness of actuarial input is dependent upon the quality of available information.
Although actuaries are used to using poor data this substantially reduces the accuracy,
and therefore value, of their findings. The Working Party concluded that actuarial
advice will not provide any more certainty than can be achieved through existing
forecasting methods.

RESERVING POLICY

129. The primary purpose of maintaining a reserve in the Compensation Fund account is to
make sure that there is adequate money available to pay all grants from the fund
authorised during any 12 month practising year.

130. The Working Party applied the following principles when considering the target
minimum level of reserve which should be maintained:

. Public protection will be maintained
— No grant will be refused, reduced or delayed because money is not
available from the fund.
. Excessive demands upon contribution payers will be minimised
— Substantial year on year changes to contribution levels must be avoided.
— Payment of a second contribution during any practising year must be
avoided.
Base calculation for reserve setting

131. As the starting point the Working Party recommended the following base calculation:

. Average grants paid — the average annual grant payment total over the last 7
years; plus

. Three months estimated recharges - to cover the cost of recharging to the
Compensation Fund between the end of September and the end of December.

The Working Party then considered three options for setting the minimum reserve
based on 1, 1% and 2 times the average grants paid.
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132.

133.

134.

135.

136.

137.

Setting the minimum reserve at the average grants paid

One option is to maintain the reserve at a level which provides basic protection to
clients. This option is considered to be unacceptable by the Working Party because it
provides inadequate protection against the risk of having to collect supplementary
contributions during the practising year (with associated costs), and the risk of delaying
payments to clients.

Based upon the current profile of claims and recharges, setting the minimum reserve
at the average grants paid results in a target minimum reserve of £16 million broken
down as follows:

£13 million - to cover larger than expected grants during the year;
£3 million - to cover recharge costs to year end.
£16 million

The Working Party did not support this option. It risks payments to clients being
delayed because of the need to call upon the profession for a second contribution in
the practising year. From the profession’s point of view, maintaining a low reserve will
sustain the pattern of substantial year on year changes in contributions which has
been evident over the last 20 years. The Working Party’s view is that this is
unacceptable in all but the most extreme circumstances.

Setting the minimum reserve at 1% times average grants paid

A partial move towards smoothing the impact upon contributions which would result
from allowing some reserve to be held with the purpose of limiting the impact of
fluctuations in grants paid.

Based upon the current profile of claims and recharges, setting the minimum reserve
at 1% times average grants paid results in a target minimum reserve of £22.5 million
broken down as follows:

£13 million - to cover larger than expected grants during the year;
£6.5 million - to smooth the impact on contributions of recovering from growth in claims;
£3 million - to cover recharge costs to year end.

£22.5 million

Setting the minimum reserve at twice average grants paid

Applying the principles stated in paragraph 130 the Working Party recommends that
the policy should be to target maintaining the reserve at twice the average annual
value of grants paid plus the cost of three months recharges. Based upon the current
profile of claims and recharges this gives a target minimum reserve of £29 million
broken down as follows:

£13 million - to cover larger than expected grants during the year;

£13 million - to smooth the impact on contributions of recovering from growth in claims;
£3 million - to cover recharge costs to year end.

£29 million
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Financial impact

138. A model based upon grants paid over a 7 year period between 2001 and 2007 was
used to compare the impact of the alternative reserving policies. This period was
chosen because it reflected a cycle where grants paid in individual years had been
both high and low. The maximum grants value in the period was £20 million and the
minimum £9.47 million.

139. Over the 7 year period the model produced the following results for annual contributions:

. Reserve set using 1 times average claims:
Lowest contribution £184; highest contribution £400; range £216.
Total contributions over the 7 years: £1,954

. Reserve set using 1.5 times average claims:
Lowest contribution £240; highest contribution £370; range £130.
Total contributions over the 7 years: £1,950

. Reserve set using 2 times average claims:
Lowest contribution £260; highest contribution £280; range £20.
Total contributions over the 7 years: £1,920

140. What this demonstrates is that with a 1 times multiplier there is considerable volatility
in the contribution levels over the 7 years. This volatility can be significantly reduced
by using a 1.5 times multiplier and be almost eliminated by moving to a 2 times
multiplier.

141. The model shows the impact of smoothing contributions over a period of time despite
significant fluctuations in grants paid. The issue is the extent to which smoothing is
applied to contributions. Total contributions paid over the seven year period are
approximately the same for each of the multiplier options. For example, over 7 years
with a 1 times multiplier the total amount payable is £1,954 with little smoothing
whereas with a 2 times multiplier volatility is removed and the total amount payable is
hardly affected at £1,920.

Relationship between the reserve and contribution setting

142. Maintenance of the reserve is one consideration which must be taken into account
when setting the annual contribution. Further items included in calculation of
contributions are:

. analysis of the economic climate

. the estimated value of claims looking forward over a 3 year period
. estimated transfers from statutory trust accounts

. interest received

. recharges against the Compensation Fund

Conclusion 27
The recommendation of the Working party is to maintain the Compensation

Fund reserve at a minimum of twice the average annual value of claims over the
previous 7 years plus the estimated value of three months recharges.
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RECHARGING AGAINST THE COMPENSATION FUND

143.

144.

145.

146.

147.

The practice of recharging certain regulatory costs to the Compensation Fund, as
permitted by section 36A of the Solicitors Act 1974, has been reviewed by the Working
Party. Ultimate responsibility for setting the Compensation Fund contribution currently
sits with Council. The Working Party’s recommended policy is to recharge to the
Compensation Fund only those costs which directly relate to its administration.

For many years, the Law Society’s policy has been that a percentage of the
operational costs of delivering regulation should be recharged to the Compensation
Fund. There is a monthly transfer from the Compensation Fund into the operating
accounts which is based upon a percentage of the costs incurred by business
functions during the period. Examples of recharges which do not relate specifically to
administration of the fund are shown below.

Description Basis of recharge
Interventions Team 34%
Cost Recovery Team 54%
Forensic Investigation 70%
Fraud Intelligence 60%
Legal Fees - Intervention 100%
Investigation Casework Team 45%
Statutory trusts distribution 60%

When considering annual Compensation Fund contribution setting comments have
frequently been made in Council about the level of contributions set and the recharges
made for administration of the fund.

In particular:
“The cost of the Compensation Fund contribution is too high”

“The costs charged to the Compensation Fund are disproportionate to the sums paid
in grants”

Internal audit, when reviewing the recharges in 2006, raised concerns about the
subjectivity of recharging the cost of functions for which the impact upon the
Compensation Fund cannot be measured. They accepted that there was provision
within the Act for making recharges but recommended that a review should be
undertaken.

In carrying out the initial review of recharging in 2007 the Working Party agreed with

the views expressed from Council and recommended that only those costs directly
attributable to administration of the fund should be recharged.
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148.

149.

150.

151.

Using the current policy, estimated recharges against the Compensation Fund in 2009
will be approximately £14.9 million of which £2.3 million relates to the direct cost of
Compensation Fund administration. All other recharges relate to either interventions
or a percentage of the cost for carrying out a range of regulatory functions which may
influence reduction of claims against the Fund.

Provisions currently exist in Section 36A of the Solicitors Act for these recharges to be
made. The Legal Services Act 2007 extends the provisions to include the full costs of
interventions.

The relevant subsections of the 2007 Act are:

36A Compensation funds:

(8) A compensation fund may be applied by the Society for the purposes mentioned
in subsection (9) (in addition to the making of grants in respect of compensation
claims).

(9) The purposes are:

(a) payment of premiums on insurance policies effected under subsection (6);

(b) repayment of money borrowed by the Society for the purposes of the fund
and payment of interest on any money so borrowed,;

(c) payment of any other costs, charges or expenses incurred by the Society in
establishing, maintaining, protecting administering or applying the fund,;

(d) payment of any costs, charges or expenses incurred by the Society in
exercising its powers under Part 2 of Schedule 1;1

(e) payment of any costs or damages incurred by the Society, its employees or
agents as a result of proceedings against it or them for any act or omission of its
or theirs in good faith and in the exercise or purported exercise of such powers.

Recharging principles

The Working Party has agreed principles which it believes should be applied when
considering the appropriate level of recharges.

These are that:

. recharges against the Compensation Fund should only be made for those
activities which can directly be attributed to its operation and protection;

. the cost of regulatory functions which do not exist primarily to protect the
Compensation Fund should be funded by the profession as a whole rather than
from targeted contributions from those who hold clients’ money.

In establishing the principles the primary concerns were that:

. no clear evidence exists to demonstrate what percentage of the wider functions
of regulation reduce calls upon the Compensation Fund;

. none of the wider functions of regulation currently recharged to the fund would
cease or be reduced if the Compensation Fund did not exist.

! part 2 of Schedule 1 of the Solicitors Act 1974 provides intervention powers.
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152.

153.

154.

155.

156.

157.

For example:

. Sixty percent of the cost of the Fraud Intelligence Team is currently recharged to
the Compensation Fund. Analysis of risk indicators has shown that only a very
small percentage of initial intelligence gathered and processed by the SRA will
lead to reduced cost to the Compensation Fund. A precise value cannot be
applied to this.

. Seventy percent of the cost of the Forensic Investigations Unit is currently
charged to the Compensation Fund. Such investigations can lead to some form
of action but only a very small percentage lead to interventions resulting in
claims. There is no precise measure for this.

Both these functions are used by the SRA to regulate, and both would operate if the
Compensation Fund did not exist. There is no method by which to accurately
determine how much of the cost of these functions should be charged to the
Compensation Fund. If there was this would be likely to change annually adding
complexity to the financial planning process.

Recharging the cost of Compensation Fund administration - recommended
policy

Applying the principles stated in paragraph 150 the Working party recommends that
the policy should be to recharge to the Compensation Fund only the costs of its
administration. The Compensation Fund exists to protect clients from loss and it is
therefore entirely appropriate that the direct costs of maintaining it are borne by
solicitors who hold client money.

The effect of this would be to reduce the recharge against the fund from £14.9 million
to £2.3 million. This would substantially reduce the annual cost of the full individual
contribution to the Compensation Fund. The difference, £12.6 million, would need to
be collected from the practising certificate (PC) fee. The impact of this is shown in
paragraphs 161 to 163 of this report.

By applying the Working Party’s policy recommendation the Council will be responding
positively to the concerns highlighted in paragraph 145 which have in the past been
raised at its meetings. This will also remove the issue of subjectivity outlined in
paragraph 146 which has been raised by the Society’s Auditors in relation to how
much is recharged against wider regulation functions.

Recharging for administration and intervention costs — not recommended

An alternative approach would be to recharge the direct costs plus those costs which
are clearly supported by statute and can be accurately accounted for. The Legal
Services Act makes provision for all intervention costs to be recharged to the
Compensation Fund. Previously recharges could only be made where interventions
were carried out on grounds of dishonesty.

The effect of this would be to reduce the recharge against the fund from £14.9 million
to £6.5 million. This would be reflected in a reduction in the annual cost of the full
individual contribution to the Compensation Fund. The difference, £8.4 million, would
need to be collected from the PC fee. The impact of this is shown in paragraphs 161
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158.

159.

160.

161.

to 163 of this report.

The Working Party spent some time trying to identify a suitable alternative to the
recommended policy. This option is presented because it represents the middle
ground in terms of financial adjustments and it is possible to reconcile intervention
costs in the accounts; but the logic of its inclusion in relation to protection of the
Compensation Fund is flawed. Intervention does not, in many cases lead to a call
upon the Compensation Fund. In 2008 45% of interventions have been on grounds of
dishonesty (37% in 2007), not all interventions on grounds of dishonesty lead to
claims, and the number and value of claims made in relation to interventions on other
grounds are relatively low.

Maintaining the existing policy position — not recommended

It would be possible to maintain the existing level of recharges against the
Compensation Fund.

Possible grounds for this could be that:

e itis considered appropriate to target the wider cost of regulation at solicitors who
hold client money.

» itis beneficial to recharge the cost of a wider range of regulation functions to the
Compensation Fund to avoid increasing the PC fee.

The Working Party does not support this option because it does not comply with either
of the recharging principles. Additionally this would make no progress towards
responding to concerns which have previously been raised by Council or mitigate the
concerns of the Law Society’s auditors.

Financial impact

The recharge to the Compensation Fund contains the costs of operating a significant
percentage of the SRA. Any reduction in recharges to the Compensation Fund will
need to be reflected by an increase in the practising certificate fee. Currently statistics
show that the equivalent of approximately 52,000 full Compensation Fund
contributions and the equivalent of approximately 103,000 full practising certificate fees
are paid in the year. This means that for every reduction in Compensation Fund
contribution of £1 the Practising Certificate fee will increase by 51 pence.

Table 1: Allocation of Compensation Fund (CF) contributions and of Practising
Certificate (PC) fees resulting from the recommended policy and
alternative options in this paper.

Recharging criteria Individual Increase in

Full CF Individual
Contribution | Full PC fee

Rec_ommended Direct costs of CF administration £43 £122

policy only

AIt(_ernatlv_e Direct costs + interventions £125 £81

policy option

Current policy Maintain existing recharge £260 £0
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162.

163.

164.

165.

Table 1 shows that by implementing the recommended policy a solicitor who currently
pays both the full Compensation Fund contribution and full PC fee will be charged a
total of £165. This is a reduction of £95 from the £260 Compensation Fund
contribution paid under current application of recharges. By transferring costs to the
PC fee, the wider cost of regulation has been shared across a larger group than those
who contribute to the Compensation Fund.

Table 1 also shows that by continuing to apply current recharging policy the impact
upon individual Compensation Fund contributions is substantial before any
consideration is given to the amount of grants which might be paid during a practising
year. Itis this inflation of contributions through recharges which often leads to
contentious debate when contributions are set annually. In making its
recommendation the SRA Board’s intention is to make the methodology underpinning
contribution setting both transparent and supportable.

Conclusion 28

The recommendation of the Working Party is to make recharges against the
Compensation Fund only for the direct costs of its administration. The wider
costs of regulation should be funded from practising certificate income.

Using stop loss insurance to protect the fund

Marsh have given advice on the suitability and cost of purchasing catastrophe cover
for the Compensation Fund. They have provided a guide to what might be achievable
based upon limited information available. A brief description of the analysis from
Marsh is attached at Annex H.

The advice from Marsh was that the terms available would not be attractive and the
benefits would be limited. Marsh’s assessment was that the prospect of a viable
scheme was poor and currently difficult to justify economically for a scheme which
could be effectively funded through contributions. The Working Party does not
recommend that this option is explored further.
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Chapter 3 — Operational Management

INTRODUCTION

166.

167.

168.

Claims management structure

Prior to 2008, applications to the Compensation Fund and under the statutory trusts
process were handled independently within the SRA. All client financial protection was
brought together into a single Client Protection Directorate. This enabled a process of
restructuring to be undertaken contemporaneously with this review. The aim was to
integrate the two strands into one process thereby increasing the overall efficiency and
effectiveness of claims handling. The new Claims Management Unit will be the single
point of entry for applications for redress and its remit is to ensure that clients receive
funds, by way of a grant from the Compensation Fund or by access to funds held on
trust to which they have beneficial entitlement, in the shortest possible time frame.

To ensure timely redress, existing working processes and job roles have been revised;
the multi-layered and multi-skilled structure comprises a mix of Level 1 Claims
Investigators (new entrants covering the more straightforward and simple matters) and
Level 2 Claims Investigators (more experienced caseworkers dealing with the
moderate and complex matters). The Claims Management business unit also includes
the Directorate Support Unit, a multi-skilled team providing administration, financial
and secretarial support to all units within the Client Protection Directorate.

Claims management process and performance measurement

The new structure allows experienced investigators to focus on more complex and
aged matters that require greater technical expertise and time to progress. Whilst the
receipt of new matters has not changed significantly, the age profile information shown
in the Chart 1 demonstrates claims are progressing faster than previously seen and
that the majority of work in progress is less than 6 months old.

Chart 1

Compensation Fund: GROSS Age Profile of Open Cases
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169. Itis the responsibility of Team Managers to ensure that there are robust resource
planning and risk management processes in place and that interventions are allocated
at an early stage. Background information for each intervention is collated in advance
of claims being received into the unit and enables Team Managers to predict resource
requirements for progressing matters expeditiously once received. A new “Early
Warning System” is currently being developed (project manager appointed December
2008), with a view to bringing together information from all areas of the business in one
place to further support Team Managers in their resource planning going forward.

170. Claims Advisors undertake pre and post investigation assessments and provide
feedback on individual development needs and review the technical aspects of the
work undertaken by the Claims Investigators. Additionally, the Claims Advisors are on
hand to provide guidance throughout the investigation process to the team.

171. To ensure a fair distribution of work and to provide the basis for individual and team
performance management, a work-study programme has been undertaken and its
recommendations have been implemented.

172. Complexity weightings are applied to files and allocated to Investigators who have
capacity. As well as providing a throughput target, the system promotes development
by affording a degree of flexibility for the Claims Investigators by allowing them some
freedom to specialise or vary the type of investigation undertaken.

173. Regular management information is produced and reported to stakeholders.

Conclusion 29
The Working Party are pleased to note the progress that has been made and will

continue to monitor the operational performance of the Claims Management
Unit.
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Chapter 4 — Provision of information to stakeholders

174.

175.

The Working Party has given initial consideration to the way in which information about
the Compensation Fund is communicated to stake holders. Draft ‘frequently asked
guestions and answers’ aimed at potential applicants were reviewed but are yet to be
finalised. The restructuring of the Claims Management Unit involved a fundamental
review of the claims handling process which may affect the information to be provided
to applicants. The Working Party noted that the SRA website had been relaunched
and suggested that the Compensation Fund should have its own home page or
separate site (as does the Financial Services Compensation Scheme). In either case
a site index with hyperlinks was necessary.

The Working Party also identified the need to review the way in which the
Compensation Fund reports to its stakeholders but has not undertaken this task to
date.

Conclusion 30

The completion of the review of the provision of information to stakeholders is a
future action point.
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Chapter 5 — Benchmarking

INTRODUCTION

176. As part of its review the Working Party has undertaken a comparison of the
Compensation Fund based on information from a variety of sources. In 2006 the
International Bar Association (‘IBA’) carried out a comprehensive survey of client
compensation arrangements in member jurisdictions which the Working Party felt was
sufficient for its purposes. A copy of that survey is attached as Annex |. In addition a
limited survey has been carried out as part of this review to check the up to date
position (see Annex J). The IBA survey report suggests various standards for client
compensation schemes based on the standards set by the American National Client
Protection Organisation (‘(ANCPO’).

177. The Working Party considered the ANCPO'’s aspirational criteria produced to assist
jurisdictions in evaluating their own compensation arrangements’ performance. A copy
of the standards is attached as Annex K. ANCPO identify four fundamental building
blocks for any fund striving for excellence:

(1) An organisational structure that secures the Fund’s independence;
(2) Steady, secure and adequate funding;

(3) Accessibility; and

(4) Responsiveness to the need.

ASSESSMENT AGAINST ASPIRATIONAL CRITERIA

178. A summary of the aspirational criteria with commentary relating to the Compensation
Fund is attached as Annex L. The Working Party concluded that, with a few
exceptions, the Fund meets or exceeds the aspirational criteria.

179. The key areas where the Fund may not, either now or in future, meet the aspirational
criteria are as follows:

ANCPO 1.3 The Fund shall constitute a trust separate and independent from
any other fund or entity of the Court, bar association, law society
or government agency.

The trust is vested in the Society. Clearly this does not effect the
separation that ANCPO propose.

ANCPO 2.4 The [funding] assessment should not be halted, suspended, or
reduced because the Fund has a positive balance. To the
contrary, a substantial reserve should be sought, as interest
income will help the Fund meet the need in times of large or
numerous claims.

Whilst contributions have in the past varied markedly from year to
year, an annual contribution of some sort has always been collected.
The recommendation is that a substantial reserve should be
maintained. Whilst this has been true in the past, there is pressure to
reduce the reserve.
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ANCPO 3.2

ANCPO 4.2

Conclusion 31

The Fund should issue and publish an annual report. Quarterly
or semi-annual news releases should be done as well, even in
the absence of high volume activity.

The Fund does not produce a stand alone report but it is included in
the Law Society’s annual report and accounts. This will be looked at
as part of the review of the way information is disseminated to
stakeholders.

Limitations on the payment of awards — whether per claim, per
claimant, per year or in the aggregate against any one lawyer —
are not to be favoured. Every opportunity should be sought to
eliminate such limitations on the Trustees’ discretion to pay
awards.

There is no limit as to the amount that may be paid out as against any
solicitor or claimant as the Fund deals with applications, on a claim by
claim basis, with a limit of £2 million per claim but extendable in
exceptional cases.

As part of its review the Working Party has compared the Fund with other
jurisdictions’ funds and has concluded from the information available that the
Fund, combined with professional indemnity and the Statutory Trust Account
process, provides equal, if not superior, protection.

The Working Party has also considered aspirational criteria produced by the
American National Client Protection Organisation (ANCPO) to assist
jurisdictions in evaluating their own compensation arrangements’ performance.
The principal areas where the Fund does not meet the aspirational criteria relate
to governance and the dissemination of information to stake holders.
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Chapter 6 — Compensation Fund Governance

INTRODUCTION

180.

181.

182.

183.

184.

Until 31 March 2009 the key provisions relating to the Compensation Fund were to be
found in section 36 and schedule 2 of the Solicitors Act 1974 (“the Act”). Paragraphs 1
and 3 of Schedule 2 refers to the trust status of the Fund as follows:

1. The fund shall be maintained and administered by the Society and shall be held
by the Society on trust for the purposes provided for in section 36 and this
Schedule.

3. The Society may invest in securities in which the trustees are authorised by law
to invest trust funds in their hands any money which forms part of the fund.

The important point to note is that it was the corporate Law Society that held the fund
on trust and it was the corporate Law Society (rather than the Council or the Council
members) that was the trustee. The Council was empowered to act on behalf of the
Society in maintaining and administering the Fund by virtue of section 80 of the Act,
and could delegate its functions in accordance with section 79.

With effect from 31 March 2009 section 36 and schedule 2 were replaced by new
sections 36 and 36A. The new sections are enabling provisions which give the Society
the power to make rules relating to all aspects of the Compensation Fund. New
Compensation Fund Rules came into force on the same day. The equivalent provision
is to be found in subsections (1) and (5) of schedule 36A as follows:

(1) Compensation Rules may require or authorise the Society to establish or
maintain a fund or funds (“compensation funds”) for the purpose of making grants
in respect of compensation claims.

(5) The Society may invest any money which forms part of a compensation fund in
any investments in which trustees may invest under the general power of
investment in section 3 of the Trustee Act 2000 (as restricted by sections 4 and 5
of that Act).

Although there is no mention of the fund being held by the Society ‘on trust’, the power
to invest the fund is equivalent to that trustees have under the Trustee Act 2000.
Sections 79 and 80 of the Act have also been amended with effect from 31 March
2009. The amended section 79 provides:

(1) The Council may arrange for any function of the Council.....to be exercised by -.

(@) acommittee of the Council,

(b) a sub-committee of such a committee,

(c) abody corporate which is established for the purpose of providing services
to the Council (or to a committee of the Council) and is a wholly owned
subsidiary of the Society, or

(d) an individual (whether or not a member of the Society’s staff).

In this context the SRA Board is ‘a committee of the Council’ and the Financial
Protection Committee is ‘a sub-committee of such a committee’. Subsection (2)
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enables the SRA Board to arrange for the discharge of a delegated function by one of
its committees or by an individual.

(2) Where by virtue of subsection (1) any function may be discharged by a
committee, the committee may arrange for the discharge of the function by -.

(@) a sub-committee of that committee,

(b) abody corporate which is established for the purpose of providing services
to the Council (or to a committee of the Council) and is a wholly owned
subsidiary of the Society, or

(c) anindividual (whether or not a member of the Society’s staff).

185. A committee of the SRA Board may also include or consist of individuals other than

members of the SRA Board (subsection (10)).

DELEGATION
186. The powers of the Council delegated to the SRA Board are set out in the General

Regulations 2008. The main terms of reference of the Solicitors Regulation Authority

Board relating to the Compensation Fund are -

(11) Subject to (15), to make Compensation Fund Rules and to deal with all other
matters relating to the Compensation Fund, including the financial
management of that Fund.

(12) To deal with all matters relating to monies held on statutory trust following
intervention, including the authorisation of the transfer of funds held on
statutory trust to the Compensation Fund subject to rights of subrogation.

(14) Subject to (11) and (15), to exercise the powers of the Society and of the
Council under all primary and secondary legislation on all matters within its
terms of reference.

(15) To set and amend from time to time the level of fees and charges payable by
any person or body in relation to the discharge of its functions, with the
exception of setting annual contributions and any special levy payable to the
Compensation Fund under paragraph 2 of Schedule 2 to the Act.

(16) To set, implement and review policy on matters within its terms of reference.

187. In turn the SRA Board has delegated certain responsibilities for the Compensation

Fund to its Financial Protection Committee as follows:

a) To advise the Board of the Solicitors Regulation Authority (SRA) on all policy,
technical and operational matters relating to the Compensation Fund ........

C) To advise the Board of the SRA on all policy, technical and operational
matters relating to the ............ Solicitors' Compensation Fund Rules.

d) To advise the Board of the SRA on the setting of Compensation Fund
contributions.

188. At its meeting on 26 February 2009 the SRA Board agreed to the delegation of

responsibility for the investment strategy relating to the Compensation Fund and

Page 50 of 272



Statutory Trust Accounts to the Law Society’s Investment Committee subject to
confirmation that such a delegation was possible and subject both to the Financial
Protection Committee being represented on the Investment Committee and being able
to set parameters with regard to, for example, liquidity requirements. The Financial
Protection Committee was authorised to satisfy itself as to how the latter requirements
might best be achieved.

189. The membership of the Investment Committee is currently, the Chief Executive, the
Group Finance Director and the Chief Executive, SRA. The Working Party does not
consider that a body consisting of two senior staff members of the representative body
and one senior staff member of the SRA can properly be regarded as a committee of
the SRA Board. Even if as a matter of constitutional practice it is, the Working Party
does not regard its membership as appropriate. It should include members of the SRA
Board and/or the Financial Protection Committee. Further the interests of the SRA
should not be in the minority (as they are in the body as it is currently composed).

190. To summarise the position as from 31 March 2009:

Function Responsibility Delegation
1 Making the Compensation Fund | SRA Board Advising the SRA Board
Rules, subject to concurrence. delegated to Financial
Protection Committee
2 Compensation Fund Policy SRA Board Advising the SRA Board

delegated to Financial
Protection Committee

3 Management and SRA Board Advising the SRA Board
administration of the delegated to Financial
Compensation Fund Protection Committee

4 Setting of Compensation Fund | Council Advising the Council
contributions delegated to the SRA Board,

and by the Board to the
Financial Protection

Committee
5 Compensation Fund investment | SRA Board / Delegation to Law Society’s
strategy Law Society Investment Committee
Investment (subject to confirmation that
Committee this is possible)

Conclusion 32

The Working Party concluded that the governance arrangements up until 31
March 2009 were unacceptable as the SRA had responsibility without power and
the Society as trustee had power without responsibility. The position has
improved since 31 March 2009 because now the SRA Board has clear
responsibility for some aspects of the Compensation Fund. The notable
exceptions are responsibility for setting contributions (which has been retained
by the Council) and investment strategy (which the Board had agreed to
delegate to a Law Society Committee). The Working Party recommends that the
SRA Board reverse the delegation to the Law Society’s Investment Committee.
The Working Party is of the view that ultimate responsibility for all aspects of the
Compensation Fund should be at arms length from the representative body and
should be vested in the SRA Board. This would go some way to addressing the
requirements of ANCPO 1.3 and 2.4 as set out paragraph 179.
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Chapter 7 — Alternatives to the current Compensation Fund

INTRODUCTION

191. Asthe Committee was charged with undertaking a fundamental review of the

192.

193.

Compensation Fund one of the tasks for the review was “to identify and assess
alternative ways of providing the protection currently afforded by the Compensation
Fund”. This is not on the basis that the Compensation Fund needs to be replaced but
rather that it is appropriate as part of any fundamental review.

One of the concerns raised by sole practitioners in the past has been the difference in
the protection afforded by the Compensation Fund and the compulsory professional
indemnity scheme in respect of claims arising from a principal’s dishonesty. In 1990/1,
consideration was given to the merger of the Compensation Fund with the Solicitors
Indemnity Fund (SIF). The aim was to remove anomalies between the cover offered by
the two funds in particular, claims met by SIF where there was an honest partner who
gualified for indemnity and those claims met by the Compensation Fund where a sole
practitioner was dishonest or, in the case of a partnership, all partners were dishonest.
The review considered the differences between the funds, the method of finance and
nature of claims that may be paid. The pros and cons were reviewed including the
need to seek a change to the Solicitors Act 1974 to enable a merger. It was
determined not to proceed with this.

The Working Party considered the following options:

. Surety bonds or capital adequacy requirements

. Insurance - either free standing or by extending the Minimum Terms and
Conditions (MTC) of professional indemnity insurance for solicitors to cover all
dishonesty by removing the dishonest exclusion.

. Centralised banking of client money

. Aligning the Compensation Fund to the MTC.

POSSIBLE ALTERNATIVES TO THE COMPENSATION FUND

194.

195.

Surety bonds

At present there is no statutory authority to require the profession to take out bonds to
ensure client protection. There would need to be an extension of section 37 Solicitors
Act 1974 (the indemnity section) or the introduction of other legislation in place. To
achieve this, the Legal Services Board would first need to be convinced that such a
move was in the interests of consumers or at the very least not going to adversely
affect their interests.

Bonds are generally backed by insurance. There is therefore a risk that, as with
extending the MTC to include all dishonesty, an insurer might refuse to renew cover
where the risk is deemed to be unacceptable, perhaps due to a substantial claim
having been paid out. To maintain public protection there would need to be a
mechanism to deal with the situation of where a claim arises against a firm that is
found not to have a current surety bond or sufficient capital adequacy. This could
mean that it would still be necessary to maintain a Compensation Fund to deal with
claims in such circumstances.
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196.

197.

198.

199.

200.

201.

The administration and maintenance of a bond may also present problems. It is likely
the amount of a bond will be linked to the nature and value of work undertaken by a
firm. If the work changes to a higher risk area or values increase the value of the bond
may become inadequate and could create a similar situation as referred to above
where a financial protection fallback position is necessary.

It would be necessary to consider what type and size of practice would need to be
bonded or to demonstrate capital adequacy. Claims on the Compensation Fund rarely
involve firms with more than three principals, so it would make sense to limit the
requirements to small firms. However, sole practitioners and smaller firms may
struggle to afford the premiums or may not have the required assets available.
Premiums are likely to be high and certainly more than current contributions to the
Compensation Fund, making it restrictive.

An approach was made to Marsh to explore the potential of surety bonds both in terms
of adequacy of cover and the cost to the individual firms in order to draw a comparison
with the cover and associated cost of cover currently afforded by the Compensation
Fund. Their response was as follows:

“Unfortunately, | cannot get any interest from the surety market for this.
Underwriters believe the requirement you have requested would be classified as
a financial guarantee (which is restricted under their reinsurance treaties) and
they also don't like the fact they would be looking to bond only small firms (of up
to 3 partners). Neither of these issues make this an attractive proposition.”

Insurance

Removing the dishonesty exclusion from the MTC would have the effect of bringing
within the compulsory professional indemnity scheme all claims involving dishonesty
arising from private practice. This is likely to be fiercely resisted by insurers due to the
moral hazard and it would make it harder for small firms to obtain Qualifying Insurance
outside the Assigned Risks Pool.

As an alternative to extending the MTC fidelity insurance could be sought for the
benefit of clients to provide cover for the claims currently dealt with by the
Compensation Fund. However it is unlikely that this type of insurance would be
attractive to insurers. Even if it was, the insurer may refuse further cover if the risk is
considered to be too onerous or it has been caught by major claims. Whether this
could be achieved by extending cover under existing insurance arrangements or by
way of a separate policy may be considered to be academic in terms of the potential to
refuse cover.

If insurers were willing to provide cover under the MTC for all dishonesty then one of
the key issues would be the cost to the profession. Premiums would be likely to rise
dramatically for some firms which could spell financial disaster for sole practitioners
and the smaller firm. Initial views from Ray Brown at Marsh were as follows:

“We confirm in the past we have briefly considered the likelihood of extending the
Minimum Terms and Conditions for PI cover to include dishonesty of sole
practitioners but concluded it would be impractical to do so without inhibiting the
ability of sole practitioners to obtain PI cover.

As you know, for other firms dishonesty cover is provided subject to the
existence of innocent partners.
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In addition, consideration was given to a requirement that sole practitioners (or
firms) take out some other form of dishonesty insurance such as Fidelity or
Surety and again it was concluded this was not possible to mandate with any
prospect of universal success.

My own view is that the Compensation Fund is the most appropriate vehicle to
provide this particular client protection. At this moment in time commercial
insurers would not be receptive to providing additional dishonesty cover for firms
where there was no robust infrastructure and supervision around the handling of
client funds and the feeling that activity in this area is of considerable concern.”

The ability of the Compensation Fund to react quickly has many benefits to the public
and profession. First, the client suffers little or no disruption, second, the loss is
contained saving thousands of pounds in interest and costs and third, perhaps most
importantly, it is instrumental in maintaining / restoring faith in the profession.

It has been suggested that the Compensation Fund be retained simply to make
emergency payments which could be reclaimed from insurers. However that could be
quite problematical as the Compensation Fund makes the payments reliant on the
intervention agent’s view that a claim would fall within the ambit of the Compensation
Fund and that all necessary evidence is present. At that stage the Compensation
Fund has not made any investigation itself. It may be much more difficult to persuade
an insurer and therefore some risk exists as to whether the Compensation Fund will be
able to recover the payment.

Centralised banking

A further alternative might be to operate central banking on behalf of the profession.
The client funds of all firms would be held centrally by the SRA (or other regulator?).
However, it is unlikely the profession would warm to such an idea as the practical
difficulties for them and indeed the financial administrators are likely to be many. Any
such proposals go beyond boundaries of this review.

In France client moneys are held in a centralised fund called the Carpa with lawyers
having access through the banking system. The system has provided security for
lawyers and their clients and the scheme is backed by insurance. However, it should
be noted that French avocats are not involved in the transfer of real estate so the
volume and scale of transactions will be much smaller than in England and Wales.

Any move towards centralised banking would involve significant changes to the way
firms have operated to date and nature and scale of the problems being addressed do
not warrant such a radical solution if, indeed, it is a solution. It would not work as an
effective way of preventing the theft of client money unless the centralised bank made
detailed enquiries into every transaction.

Aligning the Compensation Fund to the MTC

Aligning the Compensation Fund with the MTC would undoubtedly increase the cost of
running the Fund. Although a detailed study has not been undertaken, any increase to
the cost would probably be in the areas of special damages, consequential loss and
legal costs with claims being paid on a full indemnity basis including interest at
judgment rates, rather than increases due to a change in value of paid capital losses.
The reason for this is that, in relation to the type of capital losses which fall within the
ambit of the Compensation Fund, if the loss is proven, it would usually result in a grant
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being paid in the full amount. Having said that, it is within present discretion to reduce
or refuse grants, but the instances of that happening are quite rare.

The discretion to reduce / reject tends to occur mainly in relation to claims based on
investment fraud where the applicant is himself the author of his own misfortune. An
insurer might argue contributory negligence so there may not, in real terms, be very
much difference, if any, to the outcome of this scenario if the Compensation Fund and
MTC were to be aligned.

As stated above, the probable increase in cost is likely to be in relation to the additional
or consequential losses. If the Compensation Fund dealt with these in similar manner
to an insurer, without its discretion, these claims are likely to be paid. Legal costs may
be argued but going to taxation will mean additional cost and could be deemed
disproportionate in certain cases resulting in an increase in payments under this head.

Difficulties may arise in the early stages in forecasting possible levels of claim
payments which would affect contribution setting. This position is likely to change after
the first year or so through emerging trends.

The Compensation Fund would be likely to see a dramatic change in the nature and
value of such claims including for example, loss of earnings and other losses generally
dealt with by insurers and currently outside the Compensation Fund’s remit. The
outcome of a MTC aligned Compensation Fund is likely to mean additional cost, not
just in terms of payments from the Fund but also in terms of administrative costs,
additional staffing needed to undertake what is likely to be an increased case load and
other knock on costs which would have to be passed on to the profession which would
necessitate an increase in contributions.

There are a number of disadvantages to adopting the MTC approach. The most
obvious is the additional cost to the profession. This could mean a significant increase
in the contributions which may prove to be detrimental to certain of the profession and
thus meet with resistance. The SRA would have no discretion as to what may be paid /
refused. Values of claims are likely to increase, particularly in respect of costs as the
Compensation Fund would no longer be able to invoke its guidelines. This in turn
would result in an increase in grants. The scope of claims would increase with new
heads of claim being admitted for example, distress and inconvenience again leading
to more payments.

On the positive side, the Compensation Fund would be more transparent with
applicants having a clearer idea of what they should expect from it, particularly with
discretion removed. Any gaps between the Compensation Fund and insurance
disappear.

Conclusion 33

From the perspective of clients, aligning the Compensation Fund to the
Minimum Terms and Conditions would eliminate most, if not all, of the gaps in
client protection. Before any such change could be properly considered,
empirical research would be needed to determine the likely cost implications of
the change and on that basis an informed decision could be made. The Working
Party recommends that this research is carried out.
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CONCLUSION

Conclusion 34

Leaving aside the aligning of the Compensation Fund and the MTC, the Working
Party concluded that whilst the Compensation Fund could be improved, it had
served the public and profession very well and represented the best of the
currently available options. The other alternatives were unviable and/or
expensive and would involve major changes and risks that would be out of
proportion to the problems to be addressed.
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Chapter 8 — Equality and diversity

214. The Working party noted that in accordance with the SRA’s Equality and Diversity
Strategy a full range of Equality Impact Assessments were being carried out on the
Compensation Fund and these were due to be completed by the end of June 2009.
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Chapter 9 — Future action points

215. The scale of the review was such that inevitably some work remains outstanding and
new areas for action have emerged during the course of the review. The key future
action points are as follows:

Complete the review of the provision of information to stakeholders

Review the new Compensation Fund Rules to assess whether further changes
are desirable in the public interest

Consider how the protection afforded by the three schemes (including the
Compensation Fund) will be adapted to accommodate the proposed alternative
business structures (ABSS)

Keep the levels of cover under periodic review

Investigate the cost and practicality of aligning the Compensation Fund rules with
the MTC

Complete the Equality Impact Assessments of the Compensation Fund

Date: April 2009
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ANNEX A

THE THREE SCHEMES - AN OVERVIEW

Professional Indemnity Insurance
The key provisions are:

. Compulsory minimum cover of £2 million (or £3 million) for all civil liability
arising from private legal practice. In addition, defence costs are covered
without financial limit;

. Unpaid inadequate professional service awards, and unpaid claims falling
within the excess, are included in the cover;

. The Minimum Terms and Conditions override inconsistent policy terms;

. Dishonesty cover is provided to innocent principals, but not to any
individual dishonest principal or employee of the firm. If all the principals
of the firm have been dishonest then the claim falls to be dealt with by the
Compensation Fund;

. If a firm ceases without successor practice then the policy is automatically
extended by 6 years to provide run-off cover;

. Qualifying Insurers are prohibited from avoiding or repudiating the
insurance on any ground including non-disclosure, misrepresentation and
failure to pay premium;

. There are only limited permitted exclusions relating to matters
unconnected with the work of private practice, such as employment,
partnership disputes, or trading debts.

The Compensation Fund

The key provisions are:

. grants can be made of up to £1m to replace money which has either been
stolen by a solicitor, or to alleviate hardship or loss suffered by applicants
where the solicitor has failed to account for client money in their

possession;

. grants may also be made to a solicitor who has suffered loss because of
liability to clients as a result of default of his partner or employee;

. a loan can be made
. grants can include an applicant's new solicitor’s costs of carrying out work
which the original solicitor failed to do, and the legal costs of making the

application to the Compensation Fund;

. an application may fail if it is made outside the time limit of 6 months or if
the applicant does not prove the claim;
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a grant may be limited or refused if fault on the part of the applicant is
found;

a sum in lieu of interest can be paid.

Statutory Trust Accounts

Some of the fundamental principles of the process are set out here:

In cases where the intervention agent appointed by the SRA is unable to
return the funds to their beneficial owners, or is instructed not to do so
because of insufficient monies to allow for payment of full entittlement, the
funds are transferred to the Society (on behalf of the SRA) to hold in trust;

The SRA attempts to identify who has beneficial entitlement to the funds
(which includes the Compensation Fund under its rights of subrogation).
It makes contact with the beneficiaries with an invitation to claim, and
distributes the funds accordingly. Distribution is decided through an
adjudication process;

Distribution may only be a proportion of what the beneficiaries are entitled
to due to a shortfall client account;

The evidence to support a distribution need not be conclusive for a
distribution to be made and the SRA is proactive, rather than reactive, in
that it seeks out and invites claims from potential beneficiaries;

In contrast to indemnity and the Compensation Fund, the funds are client
monies held in trust, and not third party funds. Distribution involves only
the funds held plus interest, and does not take account of any other
losses suffered;

Interest is paid upon monies held;

No time limit applies.

Page 64 of 272



ANNEX B

oee Solicitors
e o+ Regulation
e e+ Authority

Minimum Terms and Conditions of Professional
Indemnity Insurance for Solicitors Registered
In England and Wales

2008




ANNEX B

30/04/2009 Page 66 of 272 WwWw.sra.org.uk



ANNEX B

Contents

1 Yoo ] 01T o ] o0 1 = PSSP 68
2 Limit Of INSUFGNCE COVEI ... .uuiiiiiiiie ettt e e e e s e e e e e e e e nneeees 70
3 (o] ST L PSP 71
4 Y 01T F= | I o] T 111 T0] o = 71
5 RUN-Off COVEI .o 73
6 (o] 8153 o] TP PUPRPRT PP 74
7 (CT=T o =T =1 I oTo] oo 1110 ] 1S 75
8 Definitions and interpretation ............oovvviviiiiiiiii 77

30/04/2009 Page 67 of 272 WwWw.sra.org.uk



ANNEX B

Minimum Terms and Conditions of Professional Indemnity Insurance for Solicitors
and Registered European Lawyers in England and Wales

1

1.1

1.2

1.3

1.4

Scope of cover
Civil liability

The insurance must indemnify each Insured against civil liability to the extent that it arises from Private
Legal Practice in connection with the Firm’s Practice, provided that a Claim in respect of such liability:

(a) is first made against an Insured during the Period of Insurance; or

(b) is made against an Insured during or after the Period of Insurance and arising from
Circumstances first notified to the Insurer during the Period of Insurance.

Defence Costs
The insurance must also indemnify the Insured against Defence Costs in relation to:
(@) any Claim referred to in clause 1.1, 1.4 or 1.6; or
(b) any Circumstances first notified to the Insurer during the Period of Insurance; or
(c) any investigation, inquiry or disciplinary proceeding during or after the Period of Insurance
arising from any Claim referred to in clause 1.1, 1.4 or 1.6 or from Circumstances first notified
to the Insurer during the Period of Insurance.
The Insured
For the purposes of the cover contemplated by clause 1.1, the Insured must include:

(@) the Firm; and

(b) each service, administration, trustee or nominee company owned as at the date of occurrence
of relevant Circumstances by the Firm and/or the Principals of the Firm; and

(c) each Principal, each former Principal and each person who becomes a Principal during the
Period of Insurance of the Firm or a company referred to in paragraph (b); and

(d) each Employee, each former Employee and each person who becomes during the Period of
Insurance an Employee of the Firm or a company referred to in paragraph (b); and

(e) the estate or legal personal representative of any deceased or legally incapacitated person
referred to in paragraph (c) or (d).

Prior Practice

The insurance must indemnify each Insured against civil liability to the extent that it arises from Private
Legal Practice in connection with a Prior Practice, provided that a Claim in respect of such liability is
first made against an Insured:

(&) during the Period of Insurance; or

(b) during or after the Period of Insurance and arising from Circumstances first notified to the
Insurer during the Period of Insurance.
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ANNEX B

The Insured - Prior Practice
For the purposes of the cover contemplated by clause 1.4, the Insured must include:

(@) each Partnership or Recognised Body which, or sole practitioner who, carried on the Prior
Practice; and

(b) each service, administration, trustee or nominee company owned as at the date of occurrence
of relevant Circumstances by the Partnership or Recognised Body which, or sole practitioner
who, carried on the Prior Practice and/or the Principals of such Partnership or Recognised
Body; and

(c) each Principal and former Principal of each Partnership or Recognised Body referred to in
paragraph (a) or company referred to in paragraph (b); and

(d) each Employee and former Employee of the Partnership, Recognised Body or sole practitioner
referred to in paragraph (a) or company referred to in paragraph (b); and

(e) the estate or legal personal representative of any deceased or legally incapacitated sole
practitioner referred to in paragraph (a) or person referred to in paragraph (c) or (d).

Successor Practice

The insurance must indemnify each Insured against civil liability to the extent that it arises from Private
Legal Practice in connection with a Successor Practice to the Firm’'s Practice (where succession is as
a result of one or more separate mergers, acquisitions, absorptions or other transitions), provided that
a Claim in respect of such liability is first made against an Insured:

(&) during the Period of Insurance; or

(b) during or after the Period of Insurance and arising from Circumstances first notified to the
Insurer during the Period of Insurance.

The Insured - Successor Practice
For the purposes of the cover contemplated by clause 1.6, the Insured must include:

(@) each Partnership or Recognised Body which, or sole practitioner who, carries on the
Successor Practice during the Period of Insurance; and

(b) each service, administration, trustee or nominee company owned as at the date of occurrence
of relevant Circumstances by the Partnership or Recognised Body which, or sole practitioner
who, carries on the Successor Practice and/or the Principals of such Partnership or
Recognised Body; and

(c) each Principal, each former Principal and each person who becomes during the Period of
Insurance a Principal of any Partnership or Recognised Body referred to in paragraph (a) or
company referred to in paragraph (b); and

(d) each Employee, each former Employee and each person who becomes during the Period of
Insurance an Employee of the Partnership, Recognised Body or sole practitioner referred to in
paragraph (a) or company referred to in paragraph (b); and

(e) the estate or legal personal representative of any deceased or legally incapacitated sole
practitioner referred to in paragraph (a) or person referred to in paragraph (c) or (d).

Award by regulatory authority
The insurance must indemnify each Insured against any amount paid or payable in accordance with

the recommendation of the Legal Services Ombudsman, the Legal Complaints Service or any other
regulatory authority to the same extent as it indemnifies the Insured against civil liability.
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2.2

2.3

2.4

2.5

2.6

26.1

2.6.2

ANNEX B

Limit of insurance cover
Any one Claim

The Sum Insured for any one Claim (exclusive of Defence Costs) must be, where the Firm is a
Relevant Recognised Body, at least £3 million, and in all other cases, at least £2 million.

No limit on Defence Costs

There must be no monetary limit on the cover for Defence Costs.

Proportionate limit on Defence Costs

Notwithstanding clauses 2.1 and 2.2, the insurance may provide that liability for Defence Costs in
relation to a Claim which exceeds the Sum Insured is limited to the proportion that the Sum Insured
bears to the total amount paid or payable to dispose of the Claim.

No other limit

The insurance must not limit liability to any monetary amount (whether by way of an aggregate limit or
otherwise) except as contemplated by clauses 2.1 and 2.3.

One Claim

The insurance may provide that, when considering what may be regarded as one Claim for the
purposes of the limits contemplated by clauses 2.1 and 2.3:

(a) all Claims against any one or more Insured arising from:
0] one act or omission;
(i)  one series of related acts or omissions;
(i)  the same act or omission in a series of related matters or transactions;
(iv)  similar acts or omissions in a series of related matters or transactions
and
(b) all Claims against one or more Insured arising from one matter or transaction
will be regarded as one Claim.
Multiple underwriters
The insurance may be underwritten by more than one insurer, each of which must be a Qualifying
Insurer, provided that the insurance may provide that the Insurer shall be severally liable only for its
respective proportion of liability in accordance with the terms of the insurance.
Where the insurance is underwritten jointly by more than one insurer:
(a) the insurance must state which Qualifying Insurer shall be the Lead Insurer; and
(b) in addition to any proportionate limit on Defence Costs in accordance with clause 2.3, the

insurance may provide that each Insurer’s liability for Defence Costs is further limited to the
extent or the proportion of that Insurer’s liability (if any) in relation to the relevant Claim.

[Note: under clause 2.6 of the Qualifying Insurer’s Agreement, a Policy may be issued on an excess
of loss basis only in the layers set out in that clause.]

30/04/2009 Page 70 of 272 WwWw.sra.org.uk



3.1

3.2

3.3

3.4

3.5

3.6

4.1

4.2

4.3

ANNEX B

Excesses

The Excess

The insurance may be subject to an Excess of such monetary amount and on such terms as the
Insurer and the Firm agree. Subject to clause 3.4, the Excess may be ‘self-insured’ or partly or wholly
insured without regard to these minimum terms and conditions.

No deductibles

The insurance must provide that the Excess does not reduce the limit of liability contemplated by
clause 2.1.

Excess not to apply to Defence Costs

The Excess must not apply to Defence Costs.

Funding of the Excess

The insurance must provide that, if an Insured fails to pay to a Claimant any amount which is within
the Excess within 30 days of it becoming due for payment, the Claimant may give notice of the
Insured’s default to the Insurer, whereupon the Insurer is liable to remedy the default on the Insured’s
behalf. The insurance may provide that any amount paid by the Insurer to remedy such a default
erodes the Sum Insured.

One Claim

The insurance may provide for multiple Claims to be treated as one Claim for the purposes of an
Excess contemplated by clause 3.1 on such terms as the Firm and the Insurer agree.

Excess layers

In the case of insurance written on an excess of loss basis, there shall be no Excess except in relation
to the primary layer.

Special conditions

No avoidance or repudiation

The insurance must provide that the Insurer is not entitled to avoid or repudiate the insurance on any
grounds whatsoever including, without limitation, non-disclosure or misrepresentation, whether
fraudulent or not.

No adjustment or denial

The insurance must provide that the Insurer is not entitled to reduce or deny its liability under the
insurance on any grounds whatsoever including, without limitation, any breach of any term or condition
of the insurance, except to the extent that one of the exclusions contemplated by clause 6 applies.

No cancellation

The insurance must provide that it cannot be cancelled other than if (and with effect from the date
upon which):

(&) the Firm’s Practice is merged into a Successor Practice, provided that there is insurance
complying with these minimum terms and conditions in relation to that Successor Practice; or

(b) replacement insurance complying with these minimum terms and conditions commences, but
only where, in the case of insurance not provided wholly or partly by the Assigned Risks Pool,
the replacement insurance is not provided wholly or partly by the Assigned Risks Pool.
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Cancellation must not affect the rights and obligations of the parties accrued under the insurance prior
to the date of cancellation.

No set-off

The insurance must provide that any amount payable by the Insurer to indemnify an Insured against
civil liability to a Claimant will be paid only to the Claimant, or at the Claimant’s direction, and that the
Insurer is not entitled to set-off against any such amount any payment due to it by any Insured
including, without limitation, any payment of premium or to reimburse the Insurer.

No ‘other insurance’ provision

The insurance must not provide that the liability of the Insurer is reduced or excluded by reason of the
existence or availability of any other insurance other than as contemplated by clause 6.1. For the
avoidance of doubt, this requirement is not intended to affect any right of the Insurer to claim
contribution from any other insurer which is also liable to indemnify any Insured.

No retroactive date

The insurance must not exclude or limit the liability of the Insurer in respect of Claims arising from
incidents, occurrences, facts, matters, acts and/or omissions which occurred prior to a specified date.

Successor Practice - ‘double insurance’

The insurance may provide that, if the Firm’s Practice is succeeded during the Period of Insurance
and, as a result, a situation of ‘double insurance’ exists between two or more insurers of the
Successor Practice, contribution between insurers is to be determined in accordance with the relative
numbers of Principals of the owners of the constituent Practices immediately prior to succession.

Advancement of Defence Costs

The insurance must provide that the Insurer will meet Defence Costs as and when they are incurred,
including Defence Costs incurred on behalf of an Insured who is alleged to have committed or
condoned dishonesty or a fraudulent act or omission, provided that the Insurer is not liable for Defence
Costs incurred on behalf of that Insured after the earlier of:

(a) that Insured admitting to the Insurer the commission or condoning of such dishonesty, act or
omission; or

(b) a court or other judicial body finding that that Insured was in fact guilty of such dishonesty, act
or omission.

Resolution of disputes

The insurance must provide that, if there is a dispute as to whether a Practice is a Successor Practice
for the purposes of clauses 1.4, 1.6 or 5.3, the Insured and the Insurer will take all reasonable steps
(including, if appropriate, referring the dispute to arbitration) to resolve the dispute in conjunction with
any related dispute between any other party which has insurance complying with these minimum
terms and conditions and that party’s insurer.

Conduct of a Claim pending dispute resolution

The insurance must provide that, pending resolution of any coverage dispute and without prejudice to
any issue in dispute, the Insurer will, if so directed by the Law Society of England and Wales, conduct
any Claim, advance Defence Costs and, if appropriate, compromise and pay the Claim. If the Society
is satisfied that:

(@) the party requesting the direction has taken all reasonable steps to resolve the dispute with
the other party/ies; and

(b) there is a reasonable prospect that the coverage dispute will be resolved or determined in the
Insured’s favour; and
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(c) itis fair and equitable in all the circumstances for such direction to be given;
it may in its absolute discretion make such a direction.
Minimum terms and conditions to prevail
The insurance must provide that:

(@) the insurance is to be construed or rectified so as to comply with the requirements of these
minimum terms and conditions; and

(b) any provision which is inconsistent with these minimum terms and conditions is to be severed
or rectified to comply.

Period of Insurance

The Period of Insurance must not expire prior to 30 September 2009.

Run-off cover
Cessation of the Firm’s Practice

The insurance must provide that, if the Firm’'s Practice ceases during or on expiry of the Period of
Insurance and the Firm has not obtained succeeding insurance in compliance with these minimum
terms and conditions (a Cessation), the insurance will provide run-off cover.

Scope of run-off cover

The run-off cover referred to in clause 5.1 must indemnify each Insured in accordance with clauses 1.1
to 1.8 (but subject to the limits, exclusions and conditions of the insurance which are in accordance
with these minimum terms and conditions) on the basis that the Period of Insurance extends for an
additional six years (ending on the sixth anniversary of the date upon which, but for this requirement, it
would have ended).

Succession

The insurance must provide that run-off cover is not activated if there is a Successor Practice to the
ceased Practice, provided that there is insurance complying with these minimum terms and conditions
in relation to that Successor Practice.

Suspended Practices

The insurance must provide that, where run-off cover has been activated in accordance with this
clause 5, but where the Firm’s Practice restarts, the Insurer may (but shall not be obliged to) cancel
such run-off cover, on such terms as may be agreed, provided that:

(&) there is insurance complying with these minimum terms and conditions in relation to that Firm
in force on the date of cancellation;

(b) the Qualifying Insurer providing such insurance confirms in writing to the Firm and the Insurer
(if different) that:

0] it is providing insurance complying with these minimum terms and conditions in relation
to that Firm for the then current Indemnity Period; and

(i)  itis doing so on the basis that the Firm's Practice is regarded as being a continuation of
the Firm’s Practice prior to Cessation and that accordingly it is liable for Claims against
the Firm arising from incidents, occurrences, facts, matters, acts and/or omissions
which occurred prior to Cessation.
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Exclusions

The insurance must not exclude or limit the liability of the Insurer except to the extent that any Claim or
related Defence Costs arise from the matters set out in this clause 6.

Prior cover
Any Claim in respect of which the Insured is entitled to be indemnified by the Solicitors Indemnity Fund
(SIF) or under a professional indemnity insurance contract for a period earlier than the Period of
Insurance, whether by reason of notification of Circumstances to SIF or under the earlier contract or
otherwise.
Death or bodily injury
Any liability of any Insured for causing or contributing to death or bodily injury, except that the
insurance must nonetheless cover liability for psychological injury or emotional distress which arises
from a breach of duty in the performance of (or failure to perform) legal work.
Property damage
Any liability of any Insured for causing or contributing to damage to, or destruction or physical loss of,
any property (other than property in the care, custody or control of any Insured in connection with the
Firm’'s Practice and not occupied or used in the course of the Firm’s Practice), except that the
insurance must nonetheless cover liability for such damage, destruction or loss which arises from
breach of duty in the performance of (or failure to perform) legal work.
Partnership disputes
Any actual or alleged breach of the Firm’'s Partnership or shareholder agreement or arrangements,
including any equivalent agreement or arrangement where the Firm is a limited liability partnership or a
company without a share capital.
Employment breaches, discrimination, etc.
Wrongful dismissal, repudiation or breach of an employment contract or arrangement, termination of a
training contract, harassment, discrimination or like conduct in relation to any Partnership or
shareholder agreement or arrangement or the equivalent where the Firm is a limited liability
partnership or a company without a share capital, or in relation to any employment or training
agreement or arrangement.
Debts and trading liabilities
Any:

(a) trading or personal debt of any Insured; or

(b) breach by any Insured of the terms of any contract or arrangement for the supply to, or use by,
any Insured of goods or services in the course of the Firm’s Practice; or

(c) guarantee, indemnity or undertaking by any particular Insured in connection with the provision
of finance, property, assistance or other benefit or advantage directly or indirectly to that
Insured.

Fines, penalties, etc
Any:
(a) fine or penalty; or

(b) award of punitive, exemplary or like damages under the law of the United States of America or
Canada, other than in respect of defamation; or
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(c) order or agreement to pay the costs of a complainant, regulator, investigator or prosecutor of
any professional conduct complaint against, or investigation into the professional conduct of,
any Insured.

Fraud or dishonesty

The insurance may exclude liability of the Insurer to indemnify any particular person to the extent that
any civil liability or related Defence Costs arise from dishonesty or a fraudulent act or omission
committed or condoned by that person, except that:

(a) the insurance must nonetheless cover each other Insured; and

(b) the insurance must provide that no dishonesty, act or omission will be imputed to a body
corporate unless it was committed or condoned by, in the case of a company, all directors of
that company, or, in the case of a limited liability partnership, all members of that limited
liability partnership.

Directors’ or officers’ liability

The insurance may exclude liability of the Insurer to indemnify any natural person in their capacity as a
director or officer of a body corporate (other than a Recognised Body or a service, administration,
trustee or nominee company referred to in clauses 1.3(b), 1.5(b) or 1.7(b)) except that:

(a) the insurance must nonetheless cover any liability of that person which arises from a breach of
duty in the performance of (or failure to perform) legal work; and

(b) the insurance must nonetheless cover each other Insured against any vicarious or joint
liability.

War and Terrorism, and Asbestos

The Insurance may exclude, by way of an exclusion or endorsement, liability of the Insurer to
indemnify any Insured in respect of, or in any way in connection with:

(a) terrorism, war or other hostilities; and/or
(b) asbestos, or any actual or alleged asbestos-related injury or damage involving the use,
presence, existence, detection, removal, elimination or avoidance of asbestos or exposure to
asbestos,
provided that any such exclusion or endorsement does not exclude or limit any liability of the Insurer to
indemnify any Insured against civil liability or related Defence Costs arising from any actual or alleged

breach of duty in the performance of (or failure to perform) legal work or failure to discharge or fulfil
any duty incidental to the Firm's Practice or to the conduct of Private Legal Practice.

General conditions
As agreed
The insurance may contain such general conditions as are agreed between the Insurer and the Firm,
but the insurance must provide that the special conditions required by clause 4 prevail to the extent of
any inconsistency.
Reimbursement
The insurance may provide that each Insured who:
(&) committed; or

(b) condoned (whether knowingly or recklessly):

0] non-disclosure or misrepresentation; or
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7.5

7.6

7.7

7.8
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(i)  any breach of the terms or conditions of the insurance; or
(i) dishonesty or any fraudulent act or omission,

will reimburse the Insurer to the extent that is just and equitable having regard to the prejudice caused
to the Insurer's interests by such non-disclosure, misrepresentation, breach, dishonesty, act or
omission, provided that no Insured shall be required to make any such reimbursement to the extent
that any such breach of the terms or conditions of the insurance was in order to comply with any
applicable rules or codes laid down from time to time by the Council of the Law Society of England and
Wales, or in the Law Society publication Your Clients - Your Business, as amended from time to time.

The insurance must provide that no non-disclosure, misrepresentation, breach, dishonesty, act or
omission will be imputed to a body corporate unless it was committed or condoned by, in the case of a
company, all directors of that company, or, in the case of a limited liability partnership, all members of
that limited liability partnership. The insurance must provide further that any right of reimbursement
contemplated by this clause 7.2 against any person referred to in clauses 1.3(d), 1.5(d) or 1.7(d) (or
against the estate or legal personal representative of any such person if they die or become legally
incapacitated) is limited to the extent that is just and equitable having regard to the prejudice caused
to the Insurer's interests by that person having committed or condoned (whether knowingly or
recklessly) dishonesty or any fraudulent act or omission.

Reimbursement of Defence Costs

The insurance may provide that each Insured will reimburse the Insurer for Defence Costs advanced
on that Insured’s behalf which the Insurer is not ultimately liable to pay.

Reimbursement of the Excess

The insurance may provide for those persons who are at any time during the Period of Insurance
Principals of the Firm, together with, in relation to a sole practitioner, any person held out as a partner
of that practitioner, to reimburse the Insurer for any Excess paid by the Insurer on an Insured’s behalf.

The Sum Insured must be reinstated to the extent of reimbursement of any amount which eroded it as

contemplated by clause 3.4.

Reimbursement of moneys paid pending dispute resolution

The insurance may provide that each Insured will reimburse the Insurer following resolution of any
coverage dispute for any amount paid by the Insurer on that Insured’s behalf which, on the basis of
the resolution of the dispute, the Insurer is not ultimately liable to pay.

Withholding assets or entitlements

The insurance may require the Firm to account to the Insurer for any asset or entittement of any
person who committed or condoned any dishonesty or fraudulent act or omission, provided that the
Firm is legally entitled to withhold that asset or entitlement from that person.

Premium

The premium may be calculated on such basis as the Insurer determines and the Firm accepts
including, without limitation, a basis which recognises Claims history, categories of work performed by
the Firm, numbers of Principals and Employees, revenue derived from the Firm’s Practice and other
risk factors determined by the Insurer.

Co-operation and assistance

The insurance (except in the case of an ARP Policy) must provide that, if the ARP Manager is
appointed to conduct any Claim, each Insured will give the ARP Manager and any investigators or
solicitors appointed by it all information and documents they reasonably require, and full co-operation
and assistance in the investigation, defence, settlement, avoidance or reduction of any actual or
possible Claim or any related proceeding.
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Definitions and interpretation

General

In these minimum terms and conditions, unless the context otherwise requires:
() the singular includes the plural, and vice versa; and
(b) the male gender includes the female and neuter genders; and
(c) person includes a body corporate; and

(d) a reference to a partnership does not include a limited liability partnership which is a body
corporate; and

(e) areference to a director includes a member of a limited liability partnership; and
() headings are merely descriptive and not an aid to interpretation; and

(g) words and expressions which begin with a capital letter in these minimum terms and
conditions have the meaning set out in this clause 8; and

(h) words and expressions in these minimum terms and conditions are to be construed
consistently with the same or similar words or expressions in the Solicitors’ Indemnity
Insurance Rules 2008.

Defined terms
In these minimum terms and conditions:

Circumstances means an incident, occurrence, fact, matter, act or omission which may give rise to a
Claim in respect of civil liability

Claim means a demand for, or an assertion of a right to, civil compensation or civil damages or an
intimation of an intention to seek such compensation or damages. For these purposes, an obligation
on a Firm and/or any Insured to remedy a breach of the Solicitors’ Accounts Rules 1998 (as amended
from time to time), or any rules which replace the Solicitors’ Accounts Rules 1998 in whole or in part,
shall be treated as a Claim, and the obligation to remedy such breach shall be treated as a civil liability
for the purposes of clause 1, whether or not any person makes a demand for, or an assertion of a right
to, civil compensation or civil damages or an intimation of an intention to seek such compensation or
damages as a result of such breach.

Claimant means a person or entity which has made or may make a Claim including a Claim for
contribution or indemnity.

Defence Costs means legal costs and disbursements and investigative and related expenses
reasonably and necessarily incurred with the consent of the Insurer in:

(@) defending any proceedings relating to a Claim; or

(b) conducting any proceedings for indemnity, contribution or recovery relating to a Claim; or

(c) investigating, reducing, avoiding or compromising any actual or potential Claim; or

(d) acting for any Insured in connection with any investigation, inquiry or disciplinary proceeding.

Defence Costs do not include any internal or overhead expenses of the Firm or the Insurer or the cost
of any Insured’s time.
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Employee means any person other than a Principal:

(a) employed or otherwise engaged in the Firm’s Practice (including under a contract for services)
including, without limitation, as a solicitor, lawyer, trainee solicitor or lawyer, consultant,
associate, locum tenens, agent, appointed person (as defined in the Solicitors’ Indemnity
Insurance Rules 2008), office or clerical staff member or otherwise;

(b) seconded to work in the Firm’s Practice; or

(c) seconded by the Firm to work elsewhere.

Employee does not include any person who is engaged by the Firm under a contract for services in
respect of any work where that person is required, whether under the Solicitors’ Indemnity Insurance
Rules 2008 or under the rules of any other professional body, to take out or to be insured under
separate professional indemnity insurance in respect of that work.

Excess means the first amount of a Claim which is not covered by the insurance.

The Firm means:

(a) the Partnership (as constituted as at commencement of the Period of Insurance) or
Recognised Body which, or sole practitioner who, contracted with the Insurer to provide this
insurance; and

(b) the Partnership referred to in paragraph (a) as constituted from time to time, whether prior to
or during the Period of Insurance.

Firm’s Practice means:

(@) the legal Practice carried on by the Firm as at the commencement of the Period of Insurance;
and

(b) the continuous legal Practice preceding and succeeding the Practice referred to in paragraph
(a) (irrespective of changes in ownership of the Practice or in the composition of any
Partnership which owns or owned the Practice).

Insured means each person and entity named or described as a person to whom the insurance
extends and includes, without limitation, those referred to in clause 1.3 and, in relation to Prior and
Successor Practices respectively, those referred to in clauses 1.5 and 1.7.

Insurer means the underwriter(s) of the insurance.

Lead Insurer means the insurer named as such in the contract of insurance, or, if no Lead Insurer is
named as such, the first-named insurer on the relevant certificate of insurance

Partnership means an unincorporated Firm, and does not mean a Firm incorporated as a limited
liability partnership, and Partner means a partner in an unincorporated Firm

Period of Insurance means the period for which the insurance operates.
Principal means, in relation to:

(a) a Recognised Body or other body corporate which is a company - each director or officer of
that body and any person held out as a director or officer; and

(b) a Recognised Body which is a limited liability partnership - each member of that body; and

(c) a Partnership - each Partner of that Firm and any person held out as a Partner (and where a
Recognised Body is a Partner - each director and officer of that body and each person held
out as a director or officer, if the body is a company; and each member of that body if the body
is a limited liability partnership); and
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a sole practitioner - that practitioner.

Prior Practice means each Practice to which the Firm’s Practice is ultimately a Successor Practice by
way of one or more mergers, acquisitions, absorptions or other transitions.

Private Legal Practice means the provision of services in private Practice as a solicitor or Registered
European Lawyer including, without limitation;

(@)

(b)
()

(d)

providing such services in England, Wales or anywhere in the world, whether alone or with
other lawyers in a Partnership permitted for practice in England and Wales by rule 12 of the
Solicitors’ Code of Conduct 2007; and

the provision of such services as a secondee of the Firm; and

any Insured acting as an executor, trustee, attorney, notary, insolvency practitioner or other
personal appointment; and

the provision of such services by any Employee.

Private Legal Practice does not include practising as an Employee of an employer other than a
solicitor, a Registered European Lawyer, a Partnership permitted for practice in England and Wales by
rule 12 of the Solicitors’ Code of Conduct 2007, or a Recognised Body.

Relevant Recognised Body means a Recognised Body other than:

(@)

(b)

an unlimited company, or an oversea company whose members’ liability for the company’s
debts is not limited by its constitution or by the law of its country of incorporation; or

a nominee company only, holding assets for clients of another Practice; and
0] it can act only as agent for the other Practice; and

(i)  all the individuals who are Principals of the Recognised Body are also Principals of the
other Practice; and

(i)  any fee or other income arising out of the Recognised Body accrues to the benefit of the
other Practice.

Recognised Body means a body corporate for the time being recognised under Section 9 of the
Administration of Justice Act 1985.

Successor Practice means a Practice identified in this definition as ‘B’, where:

(@)
(b)
(©)
(d)

‘A’ is the Practice to which B succeeds; and
‘A’s owner’ is the owner of A immediately prior to transition; and
‘B’s owner’ is the owner of B immediately following transition; and

‘transition’ means merger, acquisition, absorption or other transition which results in A no
longer being carried on as a discrete legal Practice.

B is a Successor Practice to A where:

30/04/2009

0] B is or was held out, expressly or by implication, by B’s owner as being the successor of
A or as incorporating A, whether such holding out is contained in notepaper, business
cards, form of electronic communications, publications, promotional material or
otherwise, or is contained in any statement or declaration by B’s owner to any
regulatory or taxation authority; and/or

(i)  (where A’'s owner was a sole practitioner and the transition occurred on or before 31
August 2000) - the sole practitioner is a Principal of B's owner; and/or
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(where A’'s owner was a sole practitioner and the transition occurred on or after 1
September 2000) - the sole practitioner is a Principal or Employee of B’'s owner; and/or

(where A’s owner was a Recognised Body) - that body is a Principal of B's owner;
and/or

(where A’s owner was a Partnership) - the majority of the Principals of A’s owner have
become Principals of B’s owner; and/or

(where A’s owner was a Partnership and the majority of Principals of A’s owner did not
become Principals of the owner of another legal Practice as a result of the transition) -
one or more of the Principals of A’'s owner have become Principals of B's owner and:

(A) B is carried on under the same name as A or a name which substantially
incorporates the name of A (or a substantial part of the name of A); and/or

(B) B s carried on from the same premises as A; and/or
(C) the owner of B acquired the goodwill and/or assets of A; and/or
(D) the owner of B assumed the liabilities of A; and/or

(E) the majority of staff employed by A's owner became employees of B’s owner.

Notwithstanding the foregoing, B is not a Successor Practice to A under paragraph (ii), (iii), (iv) (v) or
(vi) if another Practice is or was held out by the owner of that other Practice as the successor of A or
as incorporating A, provided that there is insurance complying with these minimum terms and
conditions in relation to that other Practice..

Sum Insured means the aggregate limit of liability of each Insurer under the insurance.
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Solicitors’ Compensation Fund Rules 1995

Client Protection Directorate

Statutory authority, rules and guidelines

The Law Society’s Compensation Fund is maintained pursuant to Section 36 of the
Solicitors Act 1974. The object of the Fund is to enable the Society to make grants to
those persons who have suffered loss by reason of the dishonesty of a
solicitor, or his employee, or to an applicant who has suffered hardship as a
consequence of a failure by a solicitor to account for money.

Section 36(2) provides as follows:-
“Where the Council are satisfied —

(@) that a person has suffered or is likely to suffer loss in consequence of
dishonesty on the part of a solicitor, or of an employee of a solicitor, in
connection with that solicitor’s practice or purported practice or in
connection with any trust of which that solicitor is or formerly was a
trustee; or

(b) that a person has suffered or is likely to suffer hardship in consequence
of failure on the part of a solicitor to account for money which has come
to his hands in connection with his practice or purported practice or in
connection with any trust of which he is or formerly was a trustee; or

(c) that a solicitor has suffered or is likely to suffer loss or hardship by reason
of his liability to any of his firm’s clients in consequence of some act or
default of any of his partners or employees in circumstances where but
for the liability of that solicitor a grant might have been made out of the
Compensation Fund to some other person;

the Society may make a grant out of the Compensation Fund for the purpose of
relieving that loss or hardship.”

Section 36(8) provides as follows:-

“The Council may make Rules about the Compensation Fund and the
procedure for making grants from it.”

The administration of the Compensation Fund is presently subject to the Solicitors’
Compensation Fund Rules 1995 which provides as follows:-
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Solicitors’ Compensation Fund Rules 1995

Rules dated 26 January 1995 made by the Council of the Law Society under Section
36(8) of the Solicitors Act 1974 and section 9 of the Administration of Justice Act

1985.

1 Interpretation

(@)

(b)

(€)

In these Rules:

“the Act” means the Solicitors Act 1974.

“applicant” means a person or persons applying for a grant out of the
Compensation Fund under section 36 of the Act, Schedule 2 paragraph 6
of the Administration of Justice Act 1985 or Schedule 14 paragraph 6 of
the Courts & Legal Services Act 1990.

“defaulting practitioner” means:

(i) asolicitor in respect of whose act or default, or in respect of whose
employee's act or default, an application for a grant is made;

(ila) aregistered European lawyer in respect of whose act or default, or
in respect of whose employee’s act or default, an application for a
grant is made;

(i) arecognised body in respect of whose act or default, or in respect
of whose officer's or employee's act or default, an application for a
grant is made; or

(i) aregistered foreign lawyer who is practising in partnership with a
solicitor or a registered European lawyer, and in respect of whose
act or default or in respect of whose employee's act or default, an
application for a grant is made;

"o

and the expressions "defaulting solicitor”, “defaulting registered European
lawyer”, "defaulting recognised body" and "defaulting registered foreign
lawyer" shall be construed accordingly.

"recognised body" has the meaning assigned by section 9 of the
Administration of Justice Act 1985;

“registered European lawyer” means an individual registered with the
Law Society under regulation 17 of the European Communities (Lawyer's
Practice) Regulations 2000: and

"registered foreign lawyer" has the meaning assigned by section 89 of
the Courts & Legal Services Act 1990.

Other expressions in these Rules have the meaning assigned to them by
the Act.

The Interpretation Act 1978 applies to these Rules as it applies to an Act
of Parliament.

2. Grants in respect of persons not authorised to practise

(@)

A grant may be made in respect of a defaulting solicitor even if the
defaulting solicitor had no practising certificate in force or was suspended
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(b)

(c)
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from practice at the date of the relevant act or default provided that the
Council is reasonably satisfied that the applicant was unaware of the
absence of a practising certificate or of the suspension.

A grant may be made in respect of a defaulting registered European
lawyer even if, at the date of the relevant act or default, the registration of
that lawyer in the Society’s register of European lawyers was suspended
or was cancelled under regulation 8 of the European Lawyers
Registration Regulations 2000 due to non-renewal provided that the
Council is satisfied that the applicant was unaware of the suspension or
cancellation.

A grant may be made in respect of a defaulting recognised body even if
the recognition of that body had expired by effluxion of time under Rule
18 of the Solicitors' Incorporated Practice Rules 1988 on or before the
date of the relevant act or default provided that the Council is reasonably
satisfied that the applicant was unaware of such expiry.

A grant may be made in respect of a defaulting registered foreign lawyer
even if, at the date of the relevant act or default, the registration of that
lawyer in the register of foreign lawyers was suspended or was cancelled
under Schedule 14 paragraph 3(4)(a) of the Courts & Legal Services Act
1990 due to non-renewal provided that the Council is reasonably satisfied
that the applicant was unaware of the suspension or cancellation.

Grants to practitioners

No grant shall be made

0)
(i)
(i)

(iv)

under section 36(2)(c) of the Act to any solicitor, or
under section 36(2)(c) of the Act to any registered European lawyer, or

under Schedule 14 paragraph 6(1)(c) of the Courts & Legal Services Act
1990 to any registered foreign lawyer, or

under Schedule 2 paragraph 6(2)(c) of the Administration of Justice Act
1985 to any solicitor, registered European lawyer, recognised body or
registered foreign lawyer, or to any other individual or body corporate
permitted under the Solicitor’s Incorporated Practice Rules to be a
member of a recognised body,

unless the Council is satisfied that no other means of making good the loss is
available and that he or she is fitted by reason of conduct, age and experience
(or in the case of a recognised body or other body corporate it is fitted by
reason of the conduct, age and experience of its officers and employees) to receive
such a grant.
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4, Foreign lawyers

(@ If aregistered European lawyer is exempted from contributing to the
Compensation Fund under the Solicitors’ Compensation Fund (Foreign
Lawyers’ Contributions) Rules 1991 on the basis of completely equivalent
cover under home state rules, no grant shall be made:

() under section 36(2)(a) of the Act in respect of any act or
default of the registered European lawyer or his or her
employee unless, in the case of an employee, the employee is:

(A) a solicitor, or

(B) the employee of a partnership which includes at least
one person who is not exempted on the basis of that
provision;

(i) under section 36(2)(b) of the Act in respect of any act or
default of the registered European lawyer; or

(i)  under section 36(2)(c) of the Act to the registered European
lawyer.

(b)  No grant shall be made under section 36 of the Act in respect of any act
or default of a registered European lawyer, or the employee or partner of
a registered European lawyer, where such act or default took place
outside the United Kingdom, unless the Council is satisfied that the act or
default was, or was closely connected with, the act or default of a
solicitor, or that the act or default was closely connected with the
registered European lawyer’s practice in the United Kingdom.

(c) No grant shall be made under Schedule 14 paragraph 6(1) of the Courts
& Legal Services Act 1990 in respect of the act or default of a registered
foreign lawyer, or of the employee or partner of a registered foreign
lawyer, where such act or default took place outside England and Wales,
unless the Council is satisfied that the act or default was, or was closely
connected with, the act or default of a solicitor, or that the act or default
was closely connected with practice in England and Wales.

5. Application form

Every applicant shall complete and deliver to the Society an application in such
form as may from time to time be prescribed by the Saociety.

6. Time limits

Every application shall be delivered to the Society within six months after the
loss, or likelihood of loss, or failure to account, as the case may be, first came,
or reasonably should have come, to the knowledge of the applicant. The
Council may extend this period if satisfied that there are exceptional
circumstances which justify the extension of the time limit.

7. Documentation in support

The Council may require an application to be supported by a statutory
declaration and accompanied by any relevant documents and shall cause such
enquiries to be made in relation to the application as it sees fit. Failure to
provide documentation or information requested or to co-operate fully in the
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Council's enquiries may be taken into account when the application is
considered.

Other remedies

The Council may, before deciding whether or not to make a grant, require the
pursuit of any civil remedy which may be available in respect of the loss, the
making of a formal complaint to the Police in respect of any dishonesty on the
part of the defaulting practitioner or may require the assistance of an applicant
in the taking of any disciplinary action against the defaulting practitioner.

Costs for submitting applications

Where a grant is made, the Council may consider an application for a further
grant in respect of the reasonable costs properly incurred by the applicant with
either his solicitor or other professional adviser, provided that such costs were
incurred wholly, exclusively and necessarily in connection with the preparation,
submission and proof of the application. If, in the view of the Council, such
costs were not reasonably or properly incurred then the Council may decline to
pay some or all of those costs.

Interest

The Council may consider an application for a supplementary grant by way of a
sum in lieu of lost interest on a principal grant. Such interest will normally be
calculated in accordance with the rates prescribed from time to time by the
Council for Compensation Fund applications and will normally be calculated
from the day the loss which was the subject of the principal grant was incurred,
up to the next working day after the despatch of the grant cheque.

Discretion to limit grant

In relation to any loss sustained, or any sum of money which came under the
control of a defaulting practitioner, after 10th June 1993, the Council will refuse
to authorise a grant of an amount which would result in sums exceeding
£1,000,000.00 (inclusive of all costs and interest) being paid to or on behalf of
an applicant from either the Compensation Fund or the Solicitors Indemnity
Fund or both together in respect of any individual transaction or matter.

Assisting in recovering money

An applicant to whom a grant has been made may be required to prove, on
behalf of the Society, in any insolvency and/or winding-up of the defaulting
practitioner and also to comply with all proper or reasonable requirements of
the Council in the exercise of subrogated rights under section 36(4) of the Act.

Refusal of an application
If the Council refuses to make a grant of either the whole or part of the amount
applied for then the Council shall cause the applicant to be informed in writing
of the reasons for the decision.

Notice to defaulting practitioner
(@  The Council shall not make a grant unless a letter has been sent:

()  to the defaulting solicitor at his or her last known correspondence
address or to any solicitors or other lawyers instructed by him or
her;
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(ia) to the defaulting registered European lawyer at his or her last
known correspondence address or to any solicitors or other lawyers
instructed by him or her, as well as to the appropriate regulatory
body for the defaulting registered European lawyer within his or her
home jurisdiction or jurisdictions, whether in Europe or elsewhere;

(i)  to the defaulting recognised body at its registered office as last
communicated to the Council or the Society under the Solicitors'
Incorporated Practice Rules 1988 (or any Rules for the time being
replacing those Rules); or

(i)  to the defaulting registered foreign lawyer at his or her last known
correspondence address or to any solicitors or other lawyers
instructed by him or her as well as to the appropriate regulatory
body for the defaulting registered foreign lawyer within his or her
home jurisdiction or jurisdictions.

informing him/her or it of the nature and value of the application and not
less than eight days have elapsed since the date of such letter.

(b) If by reason of death, insolvency or other disability, proper notification
under sub-paragraphs (a)(i), (ia) or (iii) of this rule cannot be given to a
defaulting practitioner then such notice may be given to a Personal
Representative, Trustee in Bankruptcy or any other person who the
Society is satisfied acts for or on behalf of the defaulter and/or his or her
Estate.

(c) Where the defaulting practitioner is a recognised body and it appears to
the Society that any letter sent under (a)(ii) above will not come to the
attention of the recognised body (or any officer or employee thereof) then
the letter may be sent to the liquidator and/or receiver of the recognised
body or to any other person for the time being accountable for the affairs
of the recognised body.

(d) Ifit appears to the Society that any letters sent under sub-paragraphs
(a)(i) to (iii) of this rule will not come to the attention of the defaulting
practitioner or any other person on his or her behalf, then the Council
may make a grant notwithstanding failure to comply with the provisions of
this Rule.

Notice of requirements

Any requirement of the Council or the Society under these Rules may be
communicated by a notice in writing.

Guidelines

When exercising the discretion conferred upon it by Section 36(2) of the Act,
Schedule 2 paragraph 6(2) of the Administration of Justice Act 1985 and
Schedule 14 paragraph 6(1) of the Courts and Legal Services Act 1990, the
Council may take into consideration the Guidelines contained in the Schedule
to these Rules and decisions of the Council, and any other guidelines that the
Council may approve, although these guidelines and decisions shall not fetter
the Council's discretion.
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Waivers

The Council may waive any of the provisions of these Rules excepting Rule 14.

Repeal and commencement

These Rules shall come into operation on 1 March 1995, whereupon the
Solicitors' Compensation Fund Rules 1975 (as amended) shall cease to have
effect save in respect of applications submitted before that date.
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Solicitors’ compensation fund rules 1995 [Schedule]

Guidelines

These guidelines form part of the Solicitors Compensation Fund Rules 1995 made by
the Council on 26 January 1995, although were subject to amendment by the Council
on 18 July 1996 and 25 February 2004.

In these guidelines, reference to a solicitor shall include registered European
lawyers; registered foreign lawyers practising in partnership with a solicitor or a
registered European lawyer; and recognised bodies.

1. General Principles

(@)

(b)

(€)

(d)

(e)

The basic object of the Fund is to replace "clients' money"
misappropriated by a solicitor or his or her employee(s), but, although an
applicant for a grant must be a person who has suffered loss through the
actions of the solicitor, he or she need not necessarily be or have been
the solicitor's client.

A grant out of the Fund is made wholly at the discretion of the Council of
the Law Society. No person has a right to a grant enforceable at law, but
the intention of the Council is to seek to administer the Fund in an
even-handed and consistent manner.

The Fund is administered as a fund of last resort. This means that a grant
may be limited or refused to an applicant where the loss is an insured risk
or where the loss is capable of being made good by recourse to another
person.

The burden of satisfying the Council that a loss has been suffered within
the ambit of the Fund rests with each applicant, but the Society will give
guidance and, so far as possible, for the purpose of the application, allow
the applicant reasonable access to records under the Society's control or
to which the Society has access.

A grant may be made out of the Fund to a solicitor applicant, usually by
way of a loan, in circumstances where a loss within the ambit of the Fund
has been suffered by reason of misappropriation of clients' money by his
or her partner or employee or where he or she is the purchaser of a
practice from a defaulting solicitor, provided that the application is not
tainted with the default. Exceptionally, such a grant may be made even
though the applicant may be entitled to indemnity under the Solicitors'
Indemnity Fund and without prejudice to that indemnity.

(f)  The Council normally require that the “dishonesty"” or "failure to account”
referred to in Section 36(2)(a) and (b) of the Solicitors Act 1974 must
have occurred within the course of a solicitor/client transaction of a kind
which is part of the usual business of a solicitor.

2 Losses which cannot be the subject of a grant

Certain losses are outside the ambit of the Fund because the Council has no
power to make a grant. Examples are:-
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losses arising as a result of misappropriation of money by a solicitor
outside his or her practice as such or by a solicitor's employee acting
outside the scope of his or her employment;

losses arising solely by reason of professional negligence by a solicitor;

losses arising by reason of the failure of a solicitor to satisfy a money
judgment against him or her where the facts of the judgment would not
otherwise give rise to a claim on the Compensation Fund;

losses where the Council is satisfied that either no evidence of
dishonesty is available or, where in the case of failure to account, an
applicant is not suffering material hardship.

Losses in respect of which a grant may not be made

Notwithstanding the statutory provisions of section 36, there are certain losses
in respect of which it is not normally the practice of the Council to make a grant.
Examples are: -

(@)

(b)
(€)

(d)

(e)

(f)

(9)

losses which result from, but do not form part of any misappropriation of,
or failure to account for, money or money’s worth. This is subject to
certain exceptions, e.g. legal costs incurred in applying for a grant and
interest on the amount of the grant.

the application is tainted with the applicant's own dishonesty.

the applicant has contributed to his, her or its loss as a result of his/her or
its activities, omissions or behaviour either before, during or after the
transaction giving rise to the application or thereafter.

in the case of an applicant who is a member of a profession, or is
engaged in trade or business or performs a function, where the loss
arises in connection with that profession or in the course of that trade,
business or function, and there is evidence that the applicant and/or the
applicant's servants or agents contributed to the loss by failing to exercise
a reasonable standard of care.

the loss amounts to a claim for contractually agreed interest between the
applicant and the solicitor. Where, following the authorisation of a
principal grant, the Council makes a supplementary grant for a sum in
lieu of lost interest, the sum is calculated at rates which may from time to
time be prescribed by the Council.

the Society was not notified of the applicant's loss within six months of
the date upon which the loss first came or ought to have come to the
applicant's knowledge, and there are no exceptional circumstances
which, in the opinion of the Council, justify the delay (see Rule 6 of the
Solicitors’ Compensation Fund Rules);

the application is based on the failure by a solicitor to comply with an
undertaking. The Fund does not generally underwrite a solicitor’s
undertaking. Failure on the part of a solicitor to comply with an
undertaking is a matter of misconduct which may be the subject of a
complaint to the Office for the Supervision of Solicitors, but does not of
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itself entitle the recipient to make a successful application for a grant out
of the Fund.

An application may, however, be considered favourably if it can be shown
that an undertaking was given in the course of the solicitor's usual
business as a solicitor acting on behalf of a client, that the recipient acted
reasonably in accepting the undertaking and placing reliance on the
solicitor in his or her capacity as such and that:

(i)  the undertaking was given with dishonest intent for the purpose of
procuring money or money’s worth, or

(i)  the undertaking, although not given with dishonest intent, Is
subsequently dishonestly not performed by the solicitor for the
purpose of procuring money or money’s worth.

The Council does not consider the giving of an undertaking in
circumstances which amount to the solicitor giving a bare guarantee
either of his or her personal liabilities or the financial obligations and
liabilities of a client or third party to form part of the usual business of a
solicitor, and such an undertaking would therefore not normally be
regarded as having been given within the course of a solicitor/client
transaction.

the loss occurred in relation to an overseas partnership of which all
solicitor partners are exempt from other provisions of Rules 12 and 13 of
the Solicitors Overseas Practice Rules 1990 by virtue of Rules 12(6) and
13(6), and the loss did not occur as a result of a solicitors dishonesty.

the application is by the Legal Services Commission for loss occasioned
through making regular payments under the Commission’s contracting
schemes for civil and/or criminal work.

Requirements to be satisfied

Every applicant for a grant out of the Compensation Fund must satisfy the
Council:-

(@)

(b)

(€)

that he, she or it has suffered or is likely to suffer actual loss of money or
money’s worth;

that such loss has been occasioned by (i) the dishonesty of a solicitor (or
his or her employee) acting in the course of his or her practice as such or
in connection with a Trust of which the solicitor was at the material time, a
professional Trustee or (ii) the failure of a solicitor (or his or her
employee) to account for money received in the course of his or her
practice or in connection with a Trust of which the solicitor was, at the
material time, a professional Trustee;

that any alleged dishonesty is evidenced either by the conviction of the
solicitor (or his or her employee), or by a finding of fraud in a civil action,
or by evidence leading to an inevitable presumption of theft. Where an
application is based on failing to account, the application must be
supported by sufficient documentation to substantiate that a failure to
account has occurred and that the applicant is suffering or is likely to
suffer hardship; and
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(d) that the loss is not reasonably recoverable from any other source.

Interim grants

In an application where it appears that there is severe hardship, the Council
may make an interim grant before the full investigation of the whole application
has been completed and without the full application being admitted. However,
the Council must be satisfied that there has been a loss of an amount at least
equal to that to be paid out by way of an interim grant.

Claims where the defaulting solicitor is or was in partnership

(a) Losses caused by the dishonesty of a partner or employee will normally
be recoverable from the Solicitors' Indemnity Fund, or after 31 August
2000 from the firm’s insurer under the Solicitors’ Indemnity Insurance
Rules. The Council may, however, make a grant to an applicant in
respect of part of his or her claim which is not covered by the Indemnity
Fund or by the firm’s insurance, e.g. where the remaining partners are
unable to settle all or part of the claim from their own resources.

(b)  Accordingly, applicants should proceed with a claim against the
remaining partners who, in turn, will make a claim against the Indemnity
Fund, or after 31 August 2000 under the firm’s insurance. Where there is
doubt as to whether a claim should be met from the Indemnity Fund or
the Compensation Fund, the Society endeavours to make suitable
arrangements with Solicitors' Indemnity Fund Limited to ensure that
claims are paid promptly.

Institution of civil proceedings

In some cases the Council may require an applicant to institute civil
proceedings including, where appropriate, insolvency proceedings against the
solicitor in respect of the loss suffered. The purpose of the proceedings may be
to recover all or part of the alleged loss or to quantify precisely the amount of
such loss. No applicant should institute proceedings unless and until the written
consent of the Society has been obtained and the question of who is to be
responsible for the costs has been decided, otherwise any application for a
grant in respect of such costs may be rejected by the Council.

Prosecution of dishonest solicitors

In all appropriate cases, the applicant will be expected to assist the Police in
connection with enquiries into the commission of any criminal offence by the
solicitor in respect of the alleged acts giving rise to the application. However,
the Council may consider an application for a grant notwithstanding that a
defaulting solicitor has not been convicted of any such offence nor has been
the subject of a finding of dishonesty by the Solicitors' Disciplinary Tribunal.

Personal liabilities of a solicitor

The Council will not normally make a grant in respect of the personal or trading
debts or liabilities of a solicitor or a solicitor's firm or where the monies form
part of a commercial transaction or business venture between the applicant
and the solicitor outside the normal solicitor/client relationship.
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Applicant's own behaviour

When considering any application, the Council takes into account the conduct
of the applicant and/or the applicant's servants or agents both before and after
the loss was sustained. If the Council, in the exercise of its discretion,
considers an applicant and/or an applicant's servants or agents to have inter
alia contributed to the circumstances of the loss, or to have failed to submit an
application for a grant within a reasonable time (see also Rule 6 of the
Solicitors' Compensation Fund Rules), or to have failed to pursue an
application diligently, then the application may be rejected in its entirety or the
amount of any grant substantially reduced.

Deduction from grants

(@) The Council may deduct from any grant the costs that would have been
due to the solicitor provided that the work had been properly completed
so that the applicant will not be in a better position by reason of a grant
than he or she would otherwise have been in. A deduction in respect of
notional costs may be made by the Council notwithstanding the fact that
the defaulting solicitor may not have held a practising certificate at all
material times. If a defaulting solicitor did the work so badly, or did not
complete it, with the result that the applicant has had to instruct another
solicitor to carry out or finish the work, then a grant may be made for the
additional reasonable costs incurred by the applicant.

(b)  The Council will normally seek to deduct from any grant all monies
already recovered by an applicant and monies which either will be or
should have been recovered. For example, if an application is for a sum
of £10,000 but an applicant has already recovered, from whatever
source, a sum of £2,000, the Council will normally seek to base any grant
on the balance of £8,000. This principle will usually apply even when an
applicant believes that he is receiving re-payments at a contractually
agreed rate, but where the solicitor has, in fact, actually misappropriated
the money advanced and is, for example, making re-payments in lieu of
interest in an effort to allay suspicion.

Payment of interest on claims

In appropriate cases, the Council will consider an application for a
supplementary grant in lieu of lost interest on the amount of the grant from the
date of the loss (see Rule 10 of the Solicitors' Compensation Fund Rules). If
paid, interest will normally be calculated at those rates prescribed from time to
time by the Council which take into account that a grant is a gift and is
therefore not subject to tax.

Payment of costs of application

The Council has the power to make a further grant in respect of the reasonable
costs of an applicant's solicitor or other professional adviser relating to a claim
where a grant is authorised (see Rule 9 of the Solicitors' Compensation Fund
Rules). The Council may not, however, be prepared to make such a further
grant or may grant less than the full costs if it is of the opinion that all or part of
the costs should not have been incurred, or might have been saved by an
earlier approach to the Society, or is of the view that the costs incurred are
unreasonable or excessive.
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Multi-profession frauds

In an application where the loss has been sustained as a result of the
combined activities of more than one profession, (e.g. a solicitor conspires with
an accountant or surveyor, or a dishonest solicitor is assisted by a negligent
accountant or valuer) the Council will normally consider how each contributing
factor affected the applicant's loss. The Council will normally endeavour to
base any grant on its assessment of that portion of the loss primarily
attributable to the acts of the solicitor as opposed to that portion which is
primarily attributable to the acts or omissions of the other professional parties,
or to other factors. The Council may decide to make a grant on a pro-rata basis
in accordance with its assessment of the importance of each contributing factor
in the loss, or may reject an application in its entirety if it is of the opinion that
the loss was primarily due to other factors rather than the solicitor's dishonesty.

Normal maximum payout

For any loss sustained, or any sum of money that came into the possession of
a defaulting solicitor, subsequent to 10 June 1993, it is the Council's policy not
to authorise a grant with regard to any individual transaction which would result
in an aggregate sum exceeding £1,000,000, inclusive of all interest and costs,
being paid from a combination of the Compensation Fund and the Solicitors
Indemnity Fund or the Compensation Fund solely.

Rejection of claim

The most common ground for rejection of an application is that it does not
come within the Compensation Fund's statutory framework. When the Council
refuse or are unable to make a grant, the applicant will be informed in writing of
the reason for this decision. The fact that an application has been rejected
does not prevent a further application being submitted, or the rejected
application being re-considered, provided that substantial new relevant
evidence, information or submissions are produced in support of the new
application or the request for re-consideration.
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Solicitors’ Compensation Fund Rules 2009

Rules dated 31 March 2009 commencing 31 March 2009 made by the Solicitors Regulation
Authority Board under sections 36, 36A, 79 and 80 of the Solicitors Act 1974 and section 9
of the Administration of Justice Act 1985,

with the concurrence of the Master of the Rolls under section 9 of the Administration of
Justice Act 1985 and article 4 of the Legal Services Act 2007 (Commencement No. 4,
Transitory and Transitional Provisions and Appointed Day) Order 2009

and the concurrence of the Lord Chancellor under paragraph 16 of Schedule 22 to the Legal
Services Act 2007 and article 4 of the Legal Services Act 2007 (Commencement No. 4,
Transitory and Transitional Provisions and Appointed Day) Order 20009.

1. Interpretation
D) In these rules:
“the Act” means the Solicitors Act 1974;

“applicant” means a person or persons applying for a grant out of the Compensation
Fund under rule 3 of these rules;

“appointed representative” means the personal representative of a deceased
defaulting practitioner; the trustee of a bankrupt defaulting practitioner; the
administrator of an insolvent defaulting practitioner, or other duly appointed
representative of a defaulting practitioner;

“approved regulator” means a body listed in paragraph 1 of Schedule 4 to the Legal
Services Act 2007 (whether or not that paragraph has been brought into force), or
designated as an approved regulator by an order under paragraph 17 of that
Schedule,

and reference to the SRA as an approved regulator means the SRA carrying out
regulatory functions assigned to the Law Society as an approved regulator;

“defaulting practitioner” means:

(@) asolicitor in respect of whose act or default, or in respect of whose employee's
act or default, an application for a grant is made;

(b) aregistered European lawyer in respect of whose act or default, or in respect of
whose employee’s act or default, an application for a grant is made;

(c) arecognised body in respect of whose act or default, or in respect of whose
manager's or employee's act or default, an application for a grant is made; or

(d) aregistered foreign lawyer who is a manager of a partnership, limited liability
partnership or company together with a solicitor, a registered European lawyer
or a recognised body, and in respect of whose act or default or in respect of
whose employee's act or default, an application for a grant is made;

and the expressions "defaulting solicitor", “defaulting registered European lawyer”,
"defaulting recognised body" and "defaulting registered foreign lawyer" shall be
construed accordingly;

“exempt European lawyer” has the meaning assigned in rule 24 of the Solicitor's
Code of Conduct 2007,
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“manager” means a partner in a partnership, a member of a limited liability
partnership or a director of a company, as defined in rule 24 of the Solicitor's Code of
Conduct 2007;

“recognised body” has the meaning assigned by section 9 of the Administration of
Justice Act 1985;

“registered European lawyer” means an individual registered with the SRA under
regulation 17 of the European Communities (Lawyer’s Practice) Regulations 2000;

“registered foreign lawyer” has the meaning assigned by section 89 of the Courts
and Legal Services Act 1990 and-

“SRA” means the Solicitors Regulation Authority.
Other expressions in these rules have the meaning assigned to them by the Act.
The Interpretation Act 1978 applies to these rules as it applies to an Act of Parliament.

Maintenance of and contributions to the Fund

The Law Society (“the Society”) shall establish and maintain the fund called the
Solicitors' Compensation Fund ("the Fund") for making grants in respect of
compensation claims.

Every solicitor, registered European lawyer, registered foreign lawyer and recognised
body shall make contributions to the Fund in such amounts, at such times and in such
circumstances, as may be prescribed from time to time by the Council of the Law
Society. Any unpaid contributions may be recovered as a debt due to the Society.

Paragraph (2) shall not apply to a solicitor, registered European lawyer or registered
foreign lawyer who is a Crown Prosecutor.

The Society may invest any money which forms part of the Fund in any investments in
which trustees may invest under the general power of investment in section 3 of the
Trustee Act 2000 (as restricted by sections 4 and 5 of that Act).

The Society may insure with authorised insurers, in relation to the Fund, for such
purposes and on such terms as it considers appropriate.

The Society may
(@) borrow for the purposes of the Fund;

(b) charge investments which form part of the Fund as security for borrowing by the
Society for the purposes of the Fund.

The Fund may be applied by the SRA for the following purposes (in addition to the
making of grants in respect of compensation claims):

(a) payment of premiums on insurance policies effected under paragraph (5);

(b) repayment of money borrowed by the Society for the purposes of the Fund and
payment of interest on any money so borrowed under paragraph (6);

(c) payment of any other costs, charges or expenses incurred by the Society in
establishing, maintaining, protecting, administering or applying the Fund;

(d) payment of any costs, charges or expenses incurred by the SRA in exercising its
powers under Part 2 of Schedule 1 to the Act (intervention powers);
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(e) payment of any costs or damages incurred by the Society, the SRA, their
employees or agents as a result of proceedings against any or either of them for
any act or omission of its or theirs in good faith and in the exercise or purported
exercise of such powers.

Grants which may be made from the Fund

The object of the Fund is to replace client money which a defaulting practitioner or a
defaulting practitioner's employee or manager has misappropriated or otherwise failed to
account for. The applicant need not necessarily be or have been the defaulting practitioner's
client.

(1)

)

3

(4)

1)

)

A grant out of the Fund is made wholly at the discretion of the SRA. No person has a
right to a grant enforceable at law.

For any grant to be made out of the Fund, an applicant must satisfy the SRA that:

(@) he has suffered or is likely to suffer loss in consequence of the dishonesty of a
defaulting practitioner or the employee or manager of a defaulting practitioner or

(b) he has suffered or is likely to suffer loss and hardship in consequence of a failure
to account for money which has come into the hands of a defaulting practitioner
or the employee or manager of a defaulting practitioner, which may include the
failure by a defaulting practitioner to complete work for which he was paid,

in the course of a transaction of a kind which is part of the usual business of the
persons listed in rule 1 (1) (a) to (d).

For the purposes of paragraph (2)(b):

(a) anindividual whose dealings with the defaulting practitioner have been in a
personal capacity and who has suffered or is likely to suffer loss due to a failure
to account shall be deemed to have suffered hardship; and

(b) a body corporate, or an individual whose dealings with the defaulting practitioner
have been in a business capacity and who has suffered or is likely to suffer loss
due to a failure to account must provide evidence to satisfy the SRA that it, he or
she (the body or individual) has suffered or is likely to suffer hardship.

A grant may, at the sole discretion of the SRA, be made as an interim measure.

Grants in respect of persons in default of regulatory
requirements

A grant may be made in respect of a defaulting solicitor even if the defaulting solicitor
had no practising certificate in force at the date of the relevant act or default provided
that the SRA is reasonably satisfied that the applicant was unaware of the absence of
a valid practising certificate.

A grant may be made in respect of a defaulting registered European lawyer even if, at
the date of the relevant act or default, the registration of that lawyer in the SRA's
register of European lawyers was suspended or was cancelled under regulation 8 of
the European Lawyers Registration Regulations 2000 due to non-renewal provided
that the SRA is reasonably satisfied that the applicant was unaware of the suspension
or cancellation.
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A grant may be made in respect of a defaulting recognised body even if the
recognition of that body had expired for non-renewal under regulation 8.3 of the
Solicitors' Recognised Bodies Regulations 2007 on or before the date of the relevant
act or default provided that the SRA is reasonably satisfied that the applicant was
unaware of such revocation.

A grant may be made in respect of a defaulting registered foreign lawyer even if, at the
date of the relevant act or default, the registration of that lawyer in the register of
foreign lawyers was suspended, or was cancelled under Schedule 14 paragraph
3(4)(a) of the Courts and Legal Services Act 1990 due to non-renewal, provided that
the SRA is reasonably satisfied that the applicant was unaware of the suspension or
cancellation.

Grants to practitioners

A grant may be made to a defaulting practitioner who or which has suffered or is likely
to suffer loss by reason of his, her or its liability to any client in consequence of some
act or default of:

(@) inthe case of a defaulting solicitor, registered European lawyer or registered
foreign lawyer, any of his or her employees or any fellow manager;

(b) in the case of a defaulting recognised body, any of its managers or employees or
any fellow manager,

in circumstances where but for the liability of that defaulting practitioner a grant might
have been made from the Fund to some other person.

No grant shall be made under paragraph (1) unless the SRA is satisfied that no other
means of making good the loss is available and that the defaulting practitioner is or in
the case of a recognised body are fit and proper to receive a grant.

A grant under paragraph (1) shall normally be made by way of a loan and shall be
repayable by the recipient at the time and upon such terms as shall be specified by the
SRA.

In the case of a defaulting recognised body, such grant may be payable to one or
more of the managers of the defaulting recognised body. If a loan is made to more
than one manager, they shall be jointly and severally liable for the repayment of the
loan to the Society.

Foreign lawyers

If a registered European lawyer is exempted from contributing to the Fund on the basis
that he or she has completely equivalent cover under home state rules, no grant shall
be made:

(a) in respect of any act or default of the registered European lawyer or his or her
employee unless, in the case of an employee, the employee is:

(i) asolicitor, or

(i)  the employee of a partnership which includes at least one person who or
which contributes to the Fund; or

(b) under rule 5 to the registered European lawyer.

Page 98 of 272



)

3

ANNEX D

No grant shall be made in respect of any act or default of a registered European
lawyer or an exempt European lawyer, or the employee of a registered European
lawyer, where such act or default took place outside the United Kingdom, unless the
SRA is satisfied that the act or default was, or was closely connected with, the act or
default of a solicitor or the employee of a solicitor, or that the act or default was closely
connected with the registered European lawyer’s practice in the United Kingdom.

No grant shall be made in respect of the act or default of a registered foreign lawyer,
or of the employee of a registered foreign lawyer, where such act or default took place
outside England and Wales, unless the SRA is satisfied that the act or default was, or
was closely connected with, the act or default of a solicitor or the employee of a
solicitor, or that the act or default was closely connected with practice in England and
Wales.

Losses outside the remit of the Fund
A grant will not be made in respect of the following:

(@) Losses arising solely by reason of professional negligence by a defaulting
practitioner, or the employee or manager of a defaulting practitioner.

(b) Losses which are the personal debts of a defaulting practitioner and where the
facts would not otherwise give rise to a claim on the Fund.

(c) The loss results from, but does not form part of, any misappropriation of, or
failure to account for, money or money’s worth.

(d) The loss results from the trading debts or liabilities of the defaulting practitioner.

(e) The loss amounts to a claim for contractually agreed interest between the
applicant and the defaulting practitioner.

(f) The SRA was not notified of the applicant's loss in accordance with rule 10.

(g9) The loss occurred in relation to an overseas partnership which does not fall within
rule 15, 27(1)(c) or (2)(b) of the Solicitors' Code of Conduct 2007, unless:

(i)  the loss occurred as a result of a solicitor's dishonesty, or

(i)  the loss occurred as a result of failure to account by a solicitor acting as a
named trustee.

(h) The application is by the Legal Services Commission for loss occasioned through
making regular payments under the Commission’s contracting schemes for civil
and/or criminal work.

Undertakings

A grant in respect of a failure by a defaulting practitioner to comply with an undertaking
will be considered if it can be shown that the undertaking was given in the course of
the defaulting practitioner's usual business acting on behalf of a client, that the
recipient acted reasonably in accepting the undertaking and placing reliance on the
undertaking and that:

(i)  the undertaking was given with dishonest intent for the purpose of
procuring money or money’s worth, or
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(i)  the undertaking, although not given with dishonest intent, is subsequently
dishonestly not performed for the purpose of procuring money or money’s
worth.

The SRA does not consider the giving of an undertaking in circumstances which
amount to the giving of a bare guarantee of the defaulting practitioner's personal
liabilities, or the financial obligations and liabilities of a client or third party, to
form part of the usual business of a solicitor or other legal practitioner.

9. Multi-party and multi-profession issues

(1) Where the loss has been sustained as a result of the combined activities of more than
one party, (e.g. a defaulting practitioner conspires with an accountant or surveyor, or is
assisted by a negligent accountant or valuer) the SRA will consider the role of each
contributing factor in causing the applicant's loss. The SRA will base any grant on its
assessment of that portion of the loss primarily attributable to the acts of the defaulting
practitioner as opposed to that portion which is primarily attributable to the acts or
omissions of the other parties, or to other factors. The SRA may decide to make a
grant on a pro-rata basis in accordance with its assessment of the importance of each
contributing factor in the loss, or may reject an application in its entirety if it is of the
opinion that the loss was primarily due to other factors rather than the defaulting
practitioner's dishonesty.

(2) When a solicitor, registered European lawyer or registered foreign lawyer is practising
as the manager or employee of a body authorised not by the SRA but by another
approved regulator, the SRA will not consider any claim in respect of that individual's
act or default, or his or her employee's act or default.

(3) When an individual authorised not by the SRA but by another approved regulator is
practising as the manager or employee of a recognised body, the SRA will in its
discretion consider a claim in respect of that individual's act or default.

10. Applications: form and time limit

Every application must be delivered to the SRA, in such form as may from time to time be
prescribed by the SRA, within twelve months after the loss, or likelihood of loss, or failure to
account, as the case may be, first came, or reasonably should have come, to the knowledge
of the applicant. The SRA may extend this period if satisfied that there are circumstances
which justify the extension of the time limit.

11. Documentation in support

The burden of proving a claim rests with the applicant who must provide such
documentation as may be required by the SRA including when requested, a statement of
truth. Failure to provide such documentation or to co-operate with the SRA will be taken into
account when determining the merits of the application.

12. Exhausting other remedies

(1) A grant may be refused or limited where the loss or part of the loss is an insured risk or
where the loss is capable of being made good by some other means.

(2) The SRA may, before deciding whether to make a grant, require the applicant:
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(a) to pursue any civil remedy which may be available to the applicant in respect of
the loss,

(b) to commence insolvency proceedings,

(c) to make a formal complaint to the Police in respect of any dishonesty on the part
of the defaulting practitioner or

(d) to assist in the taking of any action against the defaulting practitioner.

In the absolute discretion of the SRA, a grant may be made before requiring the
applicant to resort to other means of recovery.

Notice to defaulting practitioner
The SRA shall not make a grant unless:

(&) acommunication has been sent to the defaulting practitioner at his, her or its last
known correspondence address or to his, her or its appointed representative
informing the defaulting practitioner of the nature and value of the application;
and

(b) not less than eight days have elapsed since the date of receipt of such
communication, which shall be regarded as the day following the date of the
communication.

If it appears to the SRA that any communication sent under paragraph (1) will not
come to the attention of the defaulting practitioner or his, her or its appointed
representative, then the SRA may make a grant notwithstanding failure to comply with
the provisions of this rule.

Costs
Litigation
Where an applicant intends to or has already instituted proceedings for recovery of his

loss and wishes to apply for a grant in respect of the costs of the proceedings, the SRA
will only consider such costs where:

(a) they can be shown to be proportionate to the loss and the amount likely to be
recovered, or

(b) the proceedings were necessary for the making of an application to the Fund.
Application costs

Where a grant is made, the SRA may consider an application for a further grant in
respect of the reasonable costs properly incurred by the applicant with either his
solicitor or other professional adviser, provided that such costs were incurred wholly,
necessarily and exclusively in connection with the preparation, submission and proof of
the application.

Costs where the defaulting practitioner has failed to complete work

If the defaulting practitioner did not complete the work for which he was paid, a failure
to account shall be deemed to have arisen within the meaning of rule 3(2)(b) of these
rules. In such circumstances, the SRA may consider making a grant in respect of the
additional reasonable legal costs incurred by the applicant in completing the
outstanding work or a grant by way of contribution towards those costs.
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15. Interest

(1) The SRA may consider an application for a supplementary grant by way of a sum in
lieu of lost interest on a principal grant. Such interest will be calculated in accordance
with the rates prescribed from time to time by the SRA. This will normally be
calculated from the day the loss which was the subject of the principal grant was
incurred, up to the next working day after payment of the principal grant. Such
payment will take into account that a grant is a gift and is therefore not subject to tax.

(2) Where the application for the principal grant is in respect of a failure to redeem a
mortgage, the SRA may also make a grant in respect of the additional interest accrued
to the mortgage account as a result of the defaulting practitioner's failure to redeem.

16. Maximum grant

Subject to rule 23, the maximum grant that may be made is £2million.

17. Recovery and subrogation

Where a grant is made otherwise than by way of loan or if by way of a loan repayment of the
loan is waived or otherwise the borrower has failed to repay part or all of the loan, the
Society shall be subrogated to the rights and remedies of the person to whom or on whose
behalf the grant is made (the recipient) to the extent of the amount of the grant. In such
event the recipient shall if required by the SRA whether before or after the making of a grant
and upon the SRA giving to the recipient a sufficient indemnity against costs, prove in any
insolvency and/or winding-up of the defaulting practitioner and sue for recovery of the loss in
the name of the recipient but on behalf of the Society. The recipient shall also comply with
all proper and reasonable requirements of the SRA for the purpose of giving effect to the
Society’s rights and shall permit the SRA to have conduct of such proceedings.

18. Reduction in grants

Where an applicant or the applicant’s servant or agent has contributed to the loss as a result
of his, her or its activities, omissions or behaviour whether before, during or after the event
giving rise to the application, the SRA may, in the exercise of discretion and to the extent
that such activity, omission or behaviour has contributed to the loss, reduce the amount of
any grant that may be authorised or reject the application in its entirety.

19. Deduction from grants

(1) The SRA may deduct from any grant the costs that would have been legally due to the
defaulting practitioner so that the applicant will not be in a better position by reason of
a grant than he, she or it would otherwise have been in.

(2) The SRA may within its discretion deduct from any grant all monies already recovered
by an applicant and monies which either will be or should have been recovered.

20. Refusal of an application

(1) If the SRA refuses to make a grant of either the whole or part of the amount applied
for, the applicant will be informed in writing of the reasons for the decision.
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The fact that an application has been rejected does not prevent a further application
being submitted provided that substantial new relevant evidence, information or
submissions are produced in support of the new application.

Appeals

Should the applicant wish to appeal against refusal of an application, written notice of
intention to appeal must be delivered to the SRA within thirty days of the date of receipt of
the decision, which shall be regarded as the day following the date of the written
communication of the decision. Such notice must be accompanied by details of the grounds
of appeal together with any additional evidence in support.

22. Notice of requirements

Any requirement of the SRA under these rules will be communicated in writing.

23. Waivers

The SRA may waive any of the provisions of these rules except rules 13 and 20 to 24.

24. Repeals and commencement

)

)

These rules shall come into operation on [1 March 2009], whereupon

(@)

(b)

the Solicitors' Compensation Fund Rules 1995 shall cease to have effect save in
respect of applications submitted before that date, which shall continue to be
subject to the 1995 rules; and

the Solicitors' Compensation Fund (Foreign Lawyers' Contributions) Rules 1991
shall cease to have effect.

On [1 July 2009] rule 4 shall be amended as follows:

(@)

(b)

(c)

in paragraph (2):

(i) delete "cancelled under regulation 8 of the European Lawyers Registration
Regulations 2000" and substitute "revoked under regulation 9.2(a)(ii) of the
SRA Practising Regulations [2009]"; and

(i)  delete "suspension or cancellation" and substitute "suspension or
revocation"”;

in paragraph (3):

() delete "had expired for non-renewal under regulation 8.3" and substitute
"was suspended or was revoked under regulation 9(c)"; and

(i) delete "expiry" and substitute "suspension or revocation”; and
in paragraph (4):

(i) delete "cancelled under Schedule 14 paragraph 3(4)(a) of the Courts and
Legal Services Act 1990" and substitute "revoked under regulation 9.2(a)(ii)
of the SRA Practising Regulations [2009]"; and

(i) delete "suspension or cancellation” and substitute "suspension or
revocation".
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England and Wales
High Court
(Chancery Division)
Decisions

Neutral Citation Number: [2006] EWHC 480 (Ch)

Neutral Citation No: [2006] EWHC 480 (Ch)

IN THE HIGH COURT OF JUSTICE
CHANCERY DIVISION

Royal Courts of Justice
Strand
London WC2A 2LL

March 14 2006

Before:

MR JUSTICE LAWRENCE COLLINS

In the Matter of theinterventionsinto the
solicitors' practicesknown as Ahmed & Co,
Biebuyck Solicitors, Dixon & Co and the
practicesof Mr Zoi
and
In the Matter of Sections 35 and 36 and
Schedules 1 and 2 of The Solicitors Act 1974
and

In the Matter of the Law Society
Compensation Fund Rules 1995

Mr Timothy Dutton QC, Mr John Nicholls and Miss Abigail Doggett (instructed by
Russell-Cooke) appeared for the Law Society in its role as Statutory Trustee
Miss Patricia Robertson (instructed by Field Fisher Waterhouse)
appeared for the Law Society in its role as Trustee of the Compensation Fund.
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HTML VERSION OF JUDGMENT

Crown Copyright ©
Mr Justice Lawrence Collins:
| The Law Society and its powers of intervention

The Law Society is a corporate body which represents the solicitors of England and
Wales. The Law Society's regulatory functions under the Solicitors Act 1974 ("the
1974 Act") are exercisable against solicitors regardless of whether or not those
solicitors are members of the Law Society, and are exercised by the Law Society as a
public body and in the public interest.

Under section 35 of the 1974 Act, the Law Society has power to intervene into
solicitors' practices. Every year, there are between 50 and 100 such interventions.
The grounds for an intervention are set out in Part | of Schedule 1 to the 1974 Act.
Typically, interventions will occur when the Council of the Law Society has reason to
suspect dishonesty on the part of the solicitor concerned (or his employees) or where
there has been failure by the solicitor to comply with the Solicitors' Accounts Rules
1998. Interventions are also necessary in other circumstances, such as when a
solicitor is incapacitated by age or iliness, is made bankrupt, is imprisoned, has been
struck off or suspended from practice, abandons his practice, is practising
uncertificated, has previously been the subject of an intervention on grounds of
suspected dishonesty and within 18 months is found practising as a sole solicitor, or
when the personal representative of a deceased solicitor practising alone prior to
death is guilty of undue delay in connection with the solicitor's practice.

The powers exercisable on intervention are set out in Part Il of Schedule 1 to the
1974 Act. By paragraph 5(1) the court may, on the application of the Law Society,
order that no payment shall be made without the leave of the court by any person of
any money held on behalf of the solicitor or his firm. By paragraph 6:

"(1) ... if the Council pass a resolution to the effect that any sums of money
to which this paragraph applies, and the right to recover or receive
them, shall vest in the Society, all such sums shall vest accordingly
(whether they were received by the person holding them before or
after the Council's resolution) and shall be held by the Society on
trust to exercise in relation to them the powers conferred by this Part
of this Schedule and subject thereto upon trust for the persons
beneficially entitled to them.

(2) This paragraph applies...

(a) where the powers conferred by this paragraph are
exercisable by virtue of paragraph 1, to all sums of
money held by or on behalf of the solicitor or his firm
in connection with his practice or with any trust of
which he is or formerly was a trustee;

(b) where they are exercisable by virtue of paragraph 2, to
all sums of money in any client account; and

(c) where they are exercisable by virtue of paragraph 3, to
all sums of money held by or on behalf of the
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solicitor or his firm in connection with the trust or
other matter to which the complaint relates."

By paragraph 9, the Law Society may require production of the solicitor's practice
documents. The powers to vest monies in the Law Society and to obtain possession
of practice documents can be exercised in combination; Sritharan v Law Society
[2005] EWCA Civ 476, [2005] 1 WLR 2708, at [46].

If the Law Society takes possession of any sum of money to which paragraph 6
applies, it must pay it into a special account in the name of the Law Society or in the
name of a person it has nominated on its behalf or in a client account of a solicitor
nominated on its behalf. The monies in the hands of the nominated person or solicitor
are held on trust on the same terms as the Law Society holds it on trust, that is
(paragraph 7(1))

"on trust to exercise in relation to them the powers conferred by [Part Il of
Schedule 1] and subject thereto on trust for the persons beneficially
entitled to them".

These powers are exercisable notwithstanding any lien on the money or documents
concerned or any right to their possession: paragraph 12.

Under paragraph 13, the costs incurred by the Law Society for the purposes of
Schedule 1, including the costs of any person exercising the powers in Part Il of
Schedule 1 on behalf of the Law Society, are to be paid by the solicitor (or his
personal representatives, if appropriate) and are recoverable as a debt owing to the
Law Society.

By paragraph 16 of Schedule 1: "The Society may do all things which are reasonably
necessary for the purpose of facilitating the exercise of its powers under this
Schedule." This is an ancillary power which is confined to facilitating the exercise of
the express powers conferred by the Schedule: Rose v Dodd [2005] EWCA Civ 957,
at [29]; see also Dooley v Law Society, November 27, 2001, unreptd, at [13].

Intervention does not give the Law Society the power to take over the practice and to
carry it on or to close it down. The Law Society does not become the administrator of
the practice, nor a receiver or manager. The focus of the legislation is on
precautionary and preventive powers. The ownership of the assets (apart from
practice monies) and the goodwill of the practice remain with the solicitor and can be
disposed of notwithstanding the intervention; but the solicitor's practising certificate is
automatically suspended under section 15(1A) of the Act where the intervention is on
grounds of suspected dishonesty or breach of the Solicitors' Accounts Rules or the
solicitor has been committed to prison: Rose v Dodd [2005] EWCA Civ 957 at [24],
[27].

The right to recover sums due from former clients to the solicitor remains vested in
the solicitor. The solicitor alone can commence and pursue recovery proceedings,
and the Law Society has no duty to pursue such proceedings. But any recovery
effected by the solicitor would vest automatically in the Law Society subject to the
statutory trust: Dooley v. Law Society, supra, at [9], [10].

The Law Society is required to serve on the solicitor or his firm, and on any other
person having possession of sums of money to which paragraph 6 applies, a certified
copy of the Council's resolution and a notice prohibiting payment out of any such
sums of money: paragraph 6(3). A payment out at a time when such payment is
prohibited by a notice by a person on whom the notice has been served constitutes
an offence: paragraph 6(6).
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The intervention process is compliant with Article 1 of the First Protocol to the
European Convention on Human Rights, in that, although it does constitute an
interference with a solicitor's peaceful enjoyment of his property, the interference is
necessary in proper cases in the public interest: Holder v The Law Society [2003
EWCA Civ 39, [2003] 1 WLR 1059.

Il The Compensation Fund

13.

14.

15.

16.

17.

The Compensation Fund is established under section 36 of the 1974 Act, funded by
annual contributions paid by practising solicitors (Schedule 2, paragraphs 2 and 6(a)),
out of which grants may be made by the Law Society for the purpose of relieving loss
or hardship caused by dishonesty or failure to account. The Compensation Fund is
not a legal entity, and the fund is held and administered by the Law Society.

Such a fund was first established under the Solicitors Act 1941, the purpose being
then to relieve or mitigate losses sustained by any person in consequence of
dishonesty on the part of a solicitor.

The Council of the Law Society may make a grant out of the Compensation Fund
where it is satisfied that:

(1) a person has suffered or is likely to suffer loss in consequence of dishonesty on
the part of a solicitor, or of an employee of a solicitor, in connection with the solicitor's
practice or purported practice or in connection with any trust of which that solicitor is
or formerly was a trustee; or

(2) a person has suffered or is likely to suffer hardship in consequence of failure on
the part of a solicitor to account for money which has come into his hands in
connection with his practice or purported practice or in connection with any trust of
which he is or formerly was a trustee; or

(3) a solicitor has suffered or is likely to suffer loss or hardship by reason of his
liability to any of his or his firm's clients in consequence of some act or default of any
of his partners or employees in circumstances where but for the liability of that
solicitor a grant might have been made out of the Compensation Fund to some other
person.

The purpose of the grant must be to relieve the loss or hardship of which the Council
was satisfied in order to consider making the grant. It is possible for the
Compensation Fund to make a grant under (c) above in the form of a loan: section
36(3). The Council has to give reasons for a refusal of a grant: section 36(7).

The Compensation Fund Rules 1995, together with the guidelines published by the
Law Society, give an indication of how the Law Society is likely to exercise its
discretion when faced with an application for a grant. In particular:

(1) Applications should be delivered to the Law Society within 6 months after the loss
or likelihood of loss or failure to account first came or reasonably should have come
to the knowledge of the applicant. This period of time can be extended in exceptional
circumstances by the Council: Rule 6.

(2) The Compensation Fund is reliant upon the applicant for full and frank disclosure
of all material dealings between the applicant and the solicitor in cases where the
solicitor's records are so bad that it is very difficult for the Law Society to establish
with any degree of certainty what the state of the account was between the applicant
and the solicitor. The Council may require an application to be supported by a
statutory declaration and accompanied by any relevant documents. The failure to
provide such documentation or co-operate with the Council's enquiries may be taken
into account when consideration is given to the application: Rule 7.
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(3) The Council may require an applicant to pursue an alternative civil remedy prior to
the making of a grant; Rule 8. The Fund is a fund of last resort and grants may be
refused where the loss is an insured loss or is capable of being made good by
recourse to another person: Guideline 1(c). The Council does not usually make a
grant where the application is based on the failure of a solicitor to comply with an
undertaking. The purpose of the Fund is not to underwrite solicitors' undertakings:
Guideline (3)(9).

(4) There is a cap of £1,000,000 on any grant made out of the Compensation Fund in
respect of any individual transaction or matter: Rule 11.

(5) Where a grant is made, the Council may also consider an application for a further
grant in respect of the reasonable costs properly incurred by the applicant with either
his solicitor or other professional adviser exclusively and necessarily in connection
with the preparation, submission and proof of the application: Rule 9.

(6) Where a grant is made, the Council may also consider an application for a further
grant in lieu of lost interest on the principal grant. Such interest is normally calculated
in accordance with rates prescribed from time to time by the Council: Rule 10.

(7) It is possible for the Council to make a payment of an interim grant, in cases of
severe hardship, prior to completion of full investigation of the entire application, but
only if it is satisfied that loss of an amount at least equal to the amount paid out by
way of interim grant has been suffered: Guideline 5.

Paragraph 1 of Schedule 2 provides that the Compensation Fund is held on trust by
the Law Society, "for the purposes" set out in section 36 of the Act and in Schedule 2.

In R v Law Society, ex p Mortgage Express [1997] 2 All ER 348 Lord Bingham CJ
said (at 359) that the Law Society would be in breach of trust were it to make a grant
out of the Compensation Fund when the statutory criteria set out in section 36(2)
were not satisfied. But it is clear from that decision that the trust is not an ordinary
private law trust, but is a fund in relation to which (once the applicant qualifies for a
grant) the Law Society has to exercise discretion or judgment in accordance with
public law principles. Lord Bingham CJ said (at 360):

"Any discretion ... must be exercised reasonably, fairly, in good faith, so far
as possible consistently and with regard to the objects of the
legislation. But there is nothing to prevent the Law Society
formulating and following policies which satisfy these criteria,
provided they do not fetter their discretion by applying such policies
inflexibly and without recognising that exceptional cases may call for
exceptional exercises of discretion.”

Applicants do not have a right to compensation which they are entitled to enforce; all
they have is a right to seek a favourable exercise of discretion: ibid. See also R v Law
Society, ex p Reigate Projects Ltd [1993] 1 WLR 1531, at 1543-1544; R v Law
Society, ex p Ingman Foods Oy Ab [1997] 2 All ER 666; R v The Law Society, ex. p.
Nielsen, December 3, 1998, unreptd.; The Mortgage Corporation v Law Society,
December 15, 2000, unreptd. at [13], [14].

The powers of intervention on grounds of "reason to suspect dishonesty" enable the
Law Society to exercise control over those solicitors whose conduct might give rise to
claims against the Compensation