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Employment Law Forum Case Study

I give training [link to training section] on a number of Employment Law topics and in addition to using case law examples and some from my own experience (whilst always respecting client confidentiality) I do also usually use an imaginary scenario to further illustrate some of the issues under discussion. For example this is one I used in the summer of 2005 for a workshop on and around Strategies for Dismissing Executives.  See what you think and if you want something similar on an employment topic of interest to your organisation, answers given after the workshop, just let me know. [contact me link] 

Simon Templar has been a sales director of Saints Engineering (“the Company”) for four years.  He is 44 now (but is sure he looks younger) and has a service contract, which has not changed since he joined.  Under his contract of employment, he currently gets paid £80,000 a year and a discretionary bonus based upon a mixture of both his own and the company’s performance.  For the last two years his bonus (paid at the Company’s discretion) has averaged about £40,000 because the Company has been doing well and he has hit most of his financial targets.  The contract includes well-drafted restrictive covenants preventing him during employment and for 12 months after that from soliciting business from or dealing with any of the Company’s clients with whom he was the principal contact.  In addition to his salary and bonus he receives benefits in-kind, which cost the Company around £10,000 a year to provide (including a car, private health care and life insurance) as well as the opportunity to belong to the Company’s final salary pension scheme (which he has been in for just under two years) and share options.

Simon is very able and experienced and is regularly approached by competitors seeking to headhunt him.  He has not pursued these, however, because he was happy and content at Saints Engineering but early in 2005 he had a traumatic fallout with two other key members of the Board (including the Chairman) over the Company’s future direction.  He was criticised for his old fashioned ideas and unwillingness to compete in the marketplace.  He is told that a younger man would be a more energetic sales director.  Simon’s view was that he was being criticised for his integrity, refusal to play politics and an abhorrence of “dirty tricks” to win business.  Everyone tried to resolve this but the argument festered and he was asked to resign from the Board.  He refused to do so and was dismissed on 1 February 2005 without notice even though his contractual notice period was 6 months.  He is offered an appeal to the Chairman but declined this because “it would be a waste of time”.  

There then followed a further argument about his entitlement to compensation including his loss of share options (he had held significant share options since he became a director nearly three years ago) and pension during which time Simon decides to set up his own company in competition rather than looking for alternative employment.  He writes to his four key customers (as he knows them well) telling them of his intentions (despite the restrictive covenants) and in these letters is very critical of the Company making very unflattering and personal comments about the directors who had been hostile to him on the Board.  

Question 1
What contractual and statutory claims does/could Simon have against the Company?

Question 2
How should the Company have handled Simon’s dismissal in order to minimise its financial and public exposure?

Question 3

Given the current situation, how can they now best minimise the cost of settling with Simon now that he has been dismissed?

Question 4
What steps should Simon now take in order to best protect his position and what are the key issues likely to be for him in any compromise agreement?

ANSWERS

Question 1 (Question was “what contractual and statutory claims does/could Simon have against the Company?”)

In common with any employee who is dismissed without being guilty of gross misconduct (or some other offence which entitles the company to summarily determine the contract of employment) he is entitled to be compensated for a “wrongful dismissal”.  The starting point for this claim is his net loss for the six-month period of notice and clearly he will claim for the full period perhaps on the basis that any new business he starts up will not be moving into profit until at least six months have elapsed.  It is possible that he is entitled to six months’ salary as of right but this would require a non-discretionary payment in lieu or liquidated damages clause in the contract and this is most unlikely.  He will claim around £35,000 damages for loss of salary (or whatever sum represents six months’ gross pay of £40,000 less tax and National Insurance) plus anticipated bonus (see below) and the cost to him (invariably higher than the actual cost to the Company) of the benefits in kind he also receives.  

He should be able to claim a “bonus” payment.  Whilst this depends to a large degree on the wording of the bonus clause he expects to receive this (based on previous years) and this should be enough to justify the payment, see Clark –v- BET plc and Clark –v- Nomura Bank.  The onus will therefore be on the Company to show it could apply “its absolute discretion” to avoid payment.  Leaving the contract “silent” on the issue of bonus will not be enough.  A well-drafted clause is required showing there is clearly no contractual entitlement.

He is unlikely to be able to claim anything in respect of the pension scheme because he has not been in it for over two years but this depends upon the terms of the scheme.  Equally, he is unlikely to be able to recover anything in respect of his share options because he has not yet held these for three years and the terms of the share option scheme will normally exclude loss of share option benefits even if – as here - they are about to crystallise.  Such an exclusion clause is currently regarded as binding because the Unfair Contract Terms Act – which outlaws unreasonable exclusions – does not apply to (well drafted) share option schemes in England following the case authority of SAC Technology –v- Micklefield.  This can however be a complicated area, particularly given the increased use of equity shares to incentivise executives.  Such schemes need to have very clear rules as to eg how benefits are granted/exercised in order to avoid complex negotiations that can not only delay but undermine settlement negotiations.

In addition to his wrongful dismissal claim, he will also have an unfair dismissal claim because it does not seem as if there was any potentially fair reason for the dismissal and certainly there was no reasonableness in the way that the dismissal was effected (the standard two requirements for a company to defend an unfair dismissal claim).  There was a singular lack of procedure and no meaningful appeal opportunity and so Simon has three months from the effective date of termination in order to instigate an Employment Tribunal complaint where he would be seeking a basic award of £1,540 (based upon his age and four years’ service and the current maximum week’s pay of £280) and a compensatory award of up to £56,800 as well.  However, in practice, the Employment Tribunal award is normally set off against rather than aggregated with the (in this case potentially much higher) civil ‘wrongful dismissal’ claim.  This is because the major head of loss in the Tribunal is “future loss” and the civil claim is based on his loss for the next six months, which he cannot recover twice.

There do not seem to be any other claims that he can pursue because there are as yet no age discrimination laws in existence in the UK and there is no evidence of other discrimination, eg race or disability.

Question 2 (Question was “How should the Company have handled Simon’s dismissal in order to minimise its financial and public exposure?”)

It is quite common for companies to forget that an individual’s position as an office holder, eg as a director, and as an employee, are separate even though (as in this case) they have become linked.  The fact is that Simon was an employee before he became a director and one assumes (because his contract has not been changed since he joined) that there is no clause within the contract that allows the Company to require him to resign as a director, either voluntarily or through one or more of the other directors (through a power of attorney clause within the service agreement) effecting his resignation.  In our case they asked him to resign as a director but he refused and this, of course, led to Simon’s dismissal but he remains as a director even though he is dismissed and therefore has to be removed through ordinary resolution at an extraordinary general meeting of the shareholders which may be very inconvenient unless the Articles of Association of the Company provide for an alternative means of removal e.g. all the other directors signing a form confirming his removal.  In consequence, one of the issues that they now have is that he has to continue being invited to board meetings and get board papers, which could be very embarrassing.  If it is intended that an executive appointment is co-terminus with the appointment as a director this should be dealt with in the contract (or upon a promotion) a variation of the contract.

Although the Company has been high-handed in the way that he has been dismissed, it sounds as if there is little point in going through any “artificial” procedures attempting to justify the dismissal given that there has been an irretrievable falling out.  One of the misconceptions in dealing with senior level departures is that a “fair” dismissal is always financially advantageous to an “unfair” dismissal.  Sometimes it is helpful to go through a fair process particularly bearing in mind the cost of a failed Tribunal claim with a 50% uplift on maximum compensation to over £75,000.  However, often, at senior level, there is no “potentially fair reason” for the fall out and such a procedure would be pointless.  In truth, the cost of employing a highly paid executive for another couple of months usually well exceeds the potential exposure of an employment tribunal complaint even if that could be avoided by going through a proper procedure.  The new disciplinary and grievance rules have not changed this fact of life.  In addition, the manner of a dismissal (e.g. a very unfair one) cannot directly increase or decrease the size of an employee’s contractual claim.  Aggravated damages are not available in contractual disputes arising out of loss of employment (Dunnachie –v- Kingston upon Hull City Council).  What would, however, have been helpful to keep all options open would probably have been to have an adult conversation with Simon to indicate that there would be a “parting of the ways” but give him a chance to “do a deal” before dismissal.  This may persuade him to “resign” on severance terms but certainly, even if he is still dismissed, it is sensible to have a period of time when negotiation can take place as to a severance before the employment is actually brought to an end.  Clearly, it is unlikely that he will be asked to continue working (and in fact can’t be forced to do so).  However, provided that there is a “garden leave” clause in the contract a period of time at home as a paid employee can often be very helpful, particularly where share options and/or pension provisions are involved because once he is no longer a qualifying employee it is unlikely the Company can augment his pension benefits or make concessions in respect of the share options (which are likely to require that he is a “good leaver”).  It is for instance quite common in severance arrangements for all or most of the compensation to be paid through a mixture of share options and/or pension benefits.  This is particularly useful for listed companies where all severance payments have to be disclosed along with (of course) any action involving the departure/removal of the director (requiring a Stock Exchange announcement) though this does not seem to be relevant here.  Shareholders and the media tend to pick up “headline” numbers and in our case the Company have closed down a number of options and raised the emotional stakes by ending the employment immediately.  A better alternative was to simply give notice of termination and negotiate from there or simply negotiate (for a limited period) without giving notice at all.  Redundancy is the only form of “no fault” dismissal.  It is increasingly common for some form of “organisational change” to lead to a redundancy and this is less of a stigma than it used to be and may be a way forward in dealing with an underperforming executive.  However, care is needed because once an employer has chosen a “label” for the dismissal, they may be stuck with this and e.g. may enable the employee to claim share option benefits as a “good leaver” even though this is not what the employer would have wished.

Incidentally, sometimes it is helpful to have an employee “work out” part of their notice (perhaps on garden leave) where litigation is expected because this puts the employee under the spotlight and gives the employer a lot more control provided they abide (as the employee must) by the terms of the contract.  It all depends on the circumstances.

Question 3 (Question was “Given the current situation, how can they now best minimise the cost of settling with Simon now that he has been dismissed?”)

The Company can minimise its exposure in a number of ways.  First it should write to customers immediately informing them of Simon’s departure.  Secondly (although this should have been done before Simon was dismissed) it should calculate a “best/middle/worst” conversation scenario prior to determining what severance should be offered to Simon along with a “without prejudice” compromise agreement.  The fact that he may have brought the Company into disrepute and/or defamed at least one of the other directors may also assist.  However, post-misconduct is not relevant to an unfair dismissal claim and will not even serve to reduce the compensatory award (unlike pre-dismissal conduct even where that conduct was unknown by the employer prior to the dismissal).  In addition, any wrongful dismissal (i.e. breach of contract claim) will not be affected by the post-dismissal conduct because by then Simon is no longer an employee.  The Company will therefore be left with a civil claim (perhaps as a counterclaim to the employee’s claim for wrongful dismissal) arising out of Simon’s misconduct unless it can be shown that the misconduct pre-dated the dismissal in which case it may be relevant not only for the amount of any Employment Tribunal award but could also retrospectively justify the summary dismissal.  The point is, i.e. in respect of the wrongful dismissal claim, the fact that an employee is sacked without notice can be retrospectively justified if it is later shown that unbeknown to the employer he was guilty of gross misconduct before the dismissal.  In reality, in this case, it looks as if Simon’s misconduct (to the extent that it has been serious enough to be regarded as gross misconduct) comes after his departure and so in reality this issue may not be as important although it could affect the negotiated level of compensation in the Company’s favour.  Thirdly, it may want to resist an early payment to the employee pre-full and final settlement where such monies are simply used to fund litigation against the Company.  If Simon has to fund his own dispute for a while he is likely to reach a realistic objective more quickly.

It may be helpful to use an intermediary to reduce the emotional tension.  Perhaps such an individual can persuade Simon to resign as director “without prejudice to his employment rights”.  He can be reminded that unless he resigns he remains liable as a director even though out of the general decision making process.  Such a resignation can be made a pre-requisite to a Compromise Agreement being signed (although also incorporated in it) as an added incentive and to avoid calling an EGM.  The Compromise Agreement should be drafted now on a “without prejudice subject to contract” basis (it can be given to the employee immediately) so that Simon can reflect on the terms even if a dispute remains as to the amount of the severance pay.  It should normally be a balanced agreement to minimise dispute but key clauses the Company have to include will deal with a tax indemnity, confidentiality, confirmation of his resignation as a director, restrictive covenants (which in view of the way Simon was dismissed have currently been lost), return of company property, a “no bad mouthing clause” and adequate wording to ensure it is a “full and final settlement”.  The statutory requirements of Section 203 Employment Rights Act 1996 have to be followed and any actual or potential claim (better to be safe than too particular) should be specifically covered.  Consideration will be given to a reference clause (and perhaps agreed wording) and legal costs contribution (non-taxable benefits) as well as appropriate “repayment clauses” if he reneges on the agreement, seeking minor assistance on any ongoing company litigation or projects (care needed here to avoid the suggestion that there is no “clean break”) and the confirmation of some benefits (e.g. life assurance and private health care as often cheaper to continue these than to compensate the ex-employee for the loss of such benefits).  Outplacement advice is a tax free benefit for employees over two years’ service and is a sensible way of “cooling down” hot headed executives and giving them a support line which often reduces the likelihood of more aggressive influences (e.g. spouse, friend in the pub, CAB!) encouraging them to litigate.  Often situations require tailored clauses to suit.  For instance if a large payout is being considered on the basis the employee will be out of work for a long time but where he is believed to have a job lined up, a condition of the payment should be that there is no outstanding job offer in place.  The wording of such a qualification will be important in order for the agreement to be effective.

Equally, the Company should make a lot of the fact that Simon was regularly approached with job offers and has no need to jump into a (no-doubt loss-making at least in the short term) rival business.  The chances of an ex-employee succeeding in the “mitigation” argument are often slim.  An individual is given a lot of leeway as to his choice of future career and is not obliged to take the most lucrative/first offer that comes along but the case example shows that Simon is confident, under 45 and not attempting to mitigate and, as the onus is on him to do so, this is therefore a case where Saint Engineering may have some success in showing that there has been a failure to mitigate (relevant for both the civil claim and in any unfair dismissal claim).  However, the burden of proving a failure to mitigate is on the employer (Fyfe –v- Scientific Furnishings Ltd) so the Company should collect relevant job adverts and perhaps get statements from head-hunters as to his clear employability.  

Housekeeping issues are important.  For instance, making an announcement internally as well as to external customers and preparing a press release (to the extent that this is necessary) as well as a statement going to everyone in the Company (including reception staff) in the event that this is requested from third parties.  In addition, small mistakes can sometimes catch companies out.  For instance, if Simon initially claims state benefits (benefits which, incidentally, he will have to give back if an Employment Tribunal award is ever made in his favour) the Company has to be cautious in the way in which it completes the benefits form asking for information as to the circumstances of Simon’s dismissal.  Such comment, as with eg any emails dealing with the dismissal are disclosable and can often be embarrassing for the former employer at a later date.  Ideally, of course, the majority of effort by the Company should be taken “in advance”, albeit that a negotiated settlement is only possible after the dismissal. 

Question 4 (Question was “what steps should Simon now take in order to best protect his position and what are the key issues likely to be for him in any compromise agreement?”) 

Simon needs to be careful in order to maximise the compensation due to him.  He has to show he is at least “looking” for alternative employment (a relatively easy burden to discharge).  He can sign on to agencies and go for interviews.  He should avoid (to the extent that he has not already missed this chance) making defamatory comments about the Company or its directors/employees.  However, there is nothing wrong with him setting up a business in rivalry to Saints Engineering in view of the way that he has been dismissed (which means that restrictive covenants will fall) provided it is a “considered” option.  In other words he has to have a good reason for turning his back on other potential and perhaps more lucrative employment offers.  In practice, however, he should expect this to raise the temperature of the dispute and may want to hold back slightly until he has determined whether a fair settlement will be possible.  He can use these points in negotiation just as the Company can hold back a good reference or possible share option/pension benefits.  A reference may be key to him.  He has to think about his main objectives in the cold light of day and work to these.  Conciliation may be more effective at this stage than all out war.

For this reason, and for the fact that there is no benefit in him remaining as a director, it is probably advisable to resign as a director (without prejudice to his employment rights).  However, in some circumstances, he could hold back this concession to win others of his own.  Equally, however, he should pursue the appeal offered to him (even if he thinks it is a waste of time) and put his case clearly so that there is little doubt that he has been unfairly dismissed.  He also avoids a possible financial penalty in the employment tribunal under the new disciplinary and grievance rules which require him to exhaust in house procedures including an appeal where offered.  He will want to show (by getting letters from a variety of selected head-hunters) that he will find it difficult to get another job at the same level in part because of his age and in part because of his treatment by the Company.  In other words, using the surprise and timing of his dismissal (and, indeed the fact that the Company will seek to rely upon the restrictive covenants – albeit without much credibility) to highlight the difficulty of him getting other employment.  He will say his loyalty in rejecting approaches by competitors in the past makes the position worse as such competitors will no longer want him.  He might even write to his ex-employer asking them to confirm they accept the covenants are no longer binding which gives the company a “no win” dilemma as to how they answer.

Tactically in this case there is little benefit in him starting with an employment tribunal case first but if he wanted to test the issue of “gross misconduct” or his entitlement to “share options” he may want to go down this route since it is a quick procedure and he is not at risk as to costs (although he will be unlikely to recover costs either).  On the other hand although he can subsequently instigate a civil claim for wrongful dismissal he won’t be able, in practice, to start this before the end of any employment tribunal case.  If he did the tribunal proceedings will be postponed until the outcome of the civil case because the civil court do not want to be bound by findings of fact made by (lesser forum of) the employment tribunal.  

As to the level of any settlement, in view of Simon’s employability (notwithstanding his age) he may well be prepared to accept an amount around £30,000.  There is little point in asking for too much.  The severance deal has to be attractive to the Company and £30,000 may be attractive to all because this is the maximum amount that can be paid “free of tax” unless there is a salary in lieu clause in his contract of employment where there may be some tax complications (requiring tax clearance before the payment is made).  Although this tax break benefits Simon it is primarily a saving by the Company because the cost of providing Simon with net benefits of £30,000 through normal salary would be around £45,000 allowing for tax and National Insurance whereas with a £30,000 severance the gross cost and net benefit are the same, i.e. £30,000.  The only other “benefits in kind” that he can receive without any tax charge are the payment of his legal fees and outplacement costs.  It is often to his advantage (where the compensation exceeds £30,000) for all the legal fees to be paid even if, in practice, some of these fees are coming off of the main severance payment because at least this will reduce his tax bill.  Negotiating round the fringes and without increasing the main settlement amount is often constructive.  Equally as the dismissal was just before a new tax year it is likely to be advantageous to split any payment above £30,000 into two tranches, the second payable after April 5th so it will attract basic rate tax only (tax being charged on payment not on the date an agreement was reached).
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