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Topics
·         The new statutory duties in Part 10:  do they increase the burden on directors?
·         The new regime for derivative actions in Part 11:  does it increase directors’ exposure?
·         Recent case-law:  can we see any new themes emerging?
 
 
 
I.  The Burden on Directors:  CA 2006, Part 10
 
Introduction
·         When the proposals for reform were first discussed, we heard much about the competing philosophies of ‘shareholder value’ & ‘stakeholder value’ from the Company Law Review Steering Group.[1]  When the Bill was presented to Parliament, we heard much about a supposedly new concept of ‘enlightened shareholder value’:[2]
“At the heart of the Bill is a new approach to directors’ duties … For the first time, the Bill includes a statutory statement of directors’ general duties ... That enshrines in statute what the law review called ‘enlightened shareholder value’ ... Directors will be required ... to have regard to a wider range of factors, including the interests of employees and the environment ... That is a major step forward”
 
·         In reality, the concept is not remotely new:  it has long been argued that the business of companies should be carried on “in such a way as to maintain an equitable & working balance among the claims of the various directly interested groups – stockholders, employees, customers & the public at large.”[3]  But has the CA 2006 actually changed anything by setting this concept out in the statute?
 
General points in relation to the CA 2006
·         A director’s duties are still owed to the company, not to anyone else (s. 170(1)) – as they were under the previous law.[4]
·         Although the statutory code replaces the previous common law rules & equitable principles (s. 170(3)), it is to be interpreted & applied in the same way as the existing common law rules & equitable principles:  s. 170(4)-(5).
·         The consequences of a breach & the means of enforcement remain the same as they would have been in the case of a breach of the corresponding common law rules or equitable principles:  s. 178(1)-(2).
·         The definitions of ‘director’ (s. 250[5]) & of ‘shadow director’ (s. 251(1)[6]) remain unchanged from the CA 1985.
·         Some duties survive the termination of office (s. 170(2)), as they did under the previous law.[7]
·         The duties are cumulative (s. 179), as they always were.
· The former common law rule permitting the company in general meeting to ratify breaches of duty by a director[8] has now been placed on a statutory footing:  s. 239.
 
The code
·         A director is now under 7 express statutory duties –
o    to act within the company’s constitution & his powers:  s. 171;
o    to promote the success of the company:  s. 172;
o    to exercise independent judgment:  s. 173;
o    to exercise reasonable care, skill & diligence:  s. 174;
o    to avoid conflicts of interest:  s. 175;
o    not to accept benefits from third parties:  s. 176;
o    to declare any interest in a proposed contract or arrangement:  s. 177.
 
(1) Acting within powers
·         The duty under s. 171 does not alter a director’s obligations under the previous law to exercise his powers for proper purposes.[9]
 
(2) Promoting the success of the company
·         The duty under s. 172 again owes its origins to the pre-existing law,[10] but its expression proved the most controversial in Parliament.
 
·         The section in its final form now has the following features:
· The director’s duty is to “act in the way he considers, in good faith, would be most likely to promote the success of the company for the benefit of its members”:  that is ‘shareholder value’.
· In doing so, the directors is required “to have regard” to the matters listed in paragraphs (a)-(f):  that is a lame obligation.
· Paragraph (a) is purely a question of commercial good management.
· Paragraph (b) is not new.[11]
· Although perhaps more piously expressed than some entrepreneurs might wish, the underlying principle reflected in paragraphs (c) & (e) sits fairly well within the concept of enlightened commercial self-interest.
· Paragraph (d) is effectively an expression of social policy, not a development of company law as such.  Whether it is desirable as a matter of social policy is a matter of judgment:  but it seems anomalous as an expression of a director’s duty to his company.
· There are savings in ss. 172(2) & (3) which will affect the position e.g. of charitable & insolvent companies – but neither is likely to represent any change in the law.[12]
· The list of factors in s.172(1)(a)-(f) is non-exhaustive.
 
· For all the fanfare about a new approach to ‘enlightened shareholder value’, s. 172 is highly unlikely to change anything.
 
(3) Independent judgment
· The duty under s.173(1) is again a codification of the existing law,[13] as is the statutory exception to that general rule (s.173(2)).[14]
 
(4) The duty of care
· The statutory duty of care under s.174 is again modelled on the existing case-law.[15]
 
(5) Conflicts of interest
· The statutory duty to avoid conflicts of interest under s.175 is also based on existing case-law.[16]  The exceptions in s. 175(4)-(6) & s.180(4) provide a welcome degree of clarity & comfort for directors.
 
· Where a contract in which a director has a conflict of interest is duly approved by the board (s. 175(4)(b)), the common law rule requiring shareholder approval[17] is now abolished (s. 180(1)(a)), but this is little more than a statutory codification of what most companies did in their Articles in any event.[18]
 
· The company’s ability to ratify any such contract in general meeting has also been preserved:  s. 180(4)(a).[19]
 
(6) Unauthorised profits
· There had always been some doubt as to whether the rule against conflicts of interest (now codified in s. 175) was distinct from, or part of, the rule against taking an unauthorised profit (now s. 176).[20]  The fact that the two rules are now presented separately in the CA 2006 clarifies that conceptual question, but it does not, of itself, increase the scope or effect of either rule.
· Unlike contracts involving a conflict of interest, board approval cannot salvage an arrangement caught by s. 176.
 
(7) Disclosure of interests
· The rules on disclosure of interests under ss. 177 & 182-187 substantially replace the earlier provisions of the CA 1985 s.317, but with welcome clarity & a degree of relaxation:
· The CA 2006 makes clear exactly what has to be disclosed – the nature & extent of the interest.
· There is also now a de minimis exception:  s. 177(6)(a).
· There is also an exception for interests of which the other directors are aware, or ought reasonably to have been aware of:  s. 177(6)(b).
· Finally, s.177(6)(c) resolves some of the anxiety created in the City by the decision in Guinness v. Saunders [1990] 2 AC 663.
 
· Where the statutory duty of disclosure is complied with, the common law rule requiring shareholder approval for any contract in which a director had a interest[21] is now abolished (s. 180(1)(b)).
 
· Special provision is also made in Chapter 4 (ss. 188-226) in relation to particular contracts requiring shareholder approval.
 
Bureaucracy & risk-taking
Introduction
· Industry bodies such as the CBI, the City of London Law Society & the GC100 have argued that the CA 2006 will increase bureaucracy.
 
· That was not HMG’s intention.  Lord Goldsmith AG:[22]
“There is nothing in this Bill that says there is a need for a paper trail … I do not agree that the effect of passing this Bill will be that directors will be subject to a breach if they cannot demonstrate that they have considered every element.  It will be for the person who is asserting breach of duty to make that case good.”
 
· What is likely to happen in practice?
 
Bureaucracy
· Experience in relation to JR suggests that, if a public authority’s decision is impugned on the basis that certain relevant factors were not taken into account, the court will be dubious about admitting new evidence from the decision-maker which seeks to add to any contemporaneous record of the reasons for reaching the decision.[23]  As a result, directors may choose, out of self-protection, to record the reasons for their decisions.
 
· Would that necessarily involve any change of practice, & if it did would that necessarily be a bad thing, or would it be salutary?  Is it going to add to the bureaucracy in a properly run company, or is it merely going to require badly-run companies to adopt better practices?
 
· NB:  Nothing in the CA 2006 suggests that decisions that have until now been lawfully delegated by the board to committees or to lower levels of management need now be taken by the directors.
 
Risk taking
· Industry bodies have also argued that the CA 2006 will discourage risk taking.  Whether it does or does not depends on what risks we talking about.
 
· If we are talking about ordinary risk assessment in terms of directors making normal commercial judgments then there is no compelling reason why directors should become any more risk averse under the CA 2006 than they were before.  The courts are not equipped to make judgments about commercial issues, & they have in the past always been very reluctant to do so,[24] unless directors have acted in a completely irresponsible manner.[25]  There is nothing in the CA 2006 to encourage the courts to change this approach.
 
· If we are talking about risk assessment in the sense of judging how much weight to attach to the various factors listed in s. 172(1)(a)-(f) in any given case, then again there is no compelling reason why directors should be more exposed to challenge (& hence more risk averse) than they were before.  If a decision-maker can show that he took into account the relevant factors that he was required to take into account, there is no reason to expect that the court will try to second guess his conclusion by substituting its own judgment as to the weight each factor ought to carry, unless –
· the impugned decision is so irrational that no reasonable person could have reached it,[26] or
· a particular transaction involves a fraud on the minority.[27]
 
· But if we are talking about taking risks in the sense of disregarding the factors listed in s.172(1)(a)-(f), then the court will intervene.  But if all that means is that directors are encouraged to take an informed view of their duties & of the overall interests of the company, the result will be salutary.
 
· In a well-run company, the one incidental risk that might arise is the danger of treating s. 172(1)(a)-(f) as –
· an exhaustive list, &/or
· a tick-box exercise.
 
Conclusion
· Overall, the provisions of the CA 2006 Part 10, do not significantly increase the duties of directors & should not lead to any significant reduction in informed risk-taking.
 
· If they encourage directors to record the reasons for their decisions more fully than before, that may be no bad thing.
 
 
 
II.  Derivative Actions under Part 11
 
Introduction
· The CA 2006, Part 11, implements the recommendation of the Law Commission[28] that there should be a –
 “new derivative procedure with more modern, flexible and accessible criteria for determining whether a shareholder can pursue an action”. 
 
· Widespread concerns were expressed about the ‘double whammy’ this would produce – increasing directors’ duties under Part 10 & facilitating claims against them under Part 11.[29]  Are those concerns well founded?
 
The scope of Part 11
· Under s. 260(3), a derivative claim may be brought in respect of a cause of action arising from an actual or proposed act or omission involving negligence, default, breach of duty or breach of trust by a director of the company. 
 
· This captures a wider range of claims than the previous law, which was effectively confined to 4 situations –
· where the company was acting ultra vires;
· breach of a special majority requirement;[30]
· fraud on the minority;[31]
· infringement of a personal right.[32]
 
· However, it is open to doubt whether this is going to produce any significant increase in derivate actions – let alone an increase in unjustified derivative actions – bearing in mind:
· the fact that the scope of a director’s duty has not been altered by Part 10;
· the availability of contractual claims under any Shareholder Agreements;
· the availability of unfair prejudice petitions under s. 994;
· the just & equitable winding-up remedy under the Insolvency Act 1986, s. 122(1)(g);
· the procedural constraints on derivative actions.
 
Procedure under Part 11
·         Once proceedings have been brought, the shareholder is required to apply to the court for permission to continue the claim (s. 261).  This is now (following amendments in the House of Lords) a two-stage test.
 
· There is a preliminary test in s. 261.  A member who brings a derivative claim must apply for permission to continue it.  If it appears to the court that the application & evidence filed by the applicant does not disclose even a prima facie case for giving permission, the court must dismiss the application (s. 261(2)).  If the application is not dismissed, the court may give directions as to evidence to be provided by the company, or adjourn the proceedings to allow evidence to be obtained (s. 261(3)).
 
· If the claim passes the ‘prima facie case’ test, the court then has a discretion to grant leave (on such terms as it thinks fit) or to refuse leave (s. 261(4)).  However, the court must refuse permission to continue the claim if it is satisfied that (s. 263(2)):
· a person acting in accordance with a director’s duty to promote the success of the company for the benefit of its members would not seek to continue the claim; or
· the act or omission giving rise to the cause of action has been authorised or ratified by the company (under the common law, ratification was usually a bar to a derivative action).
 
· In exercising its discretion whether to grant permission the court must take into account the matters specified in s. 263(3)-(4), including:
· whether the member is acting in good faith in seeking to continue the claim;
· the importance that a person acting in accordance with the duty to promote the success of the company would attach to continuing the claim;
· whether the act or omission is capable of ratification & likely to be ratified;
· whether the company has decided not to pursue the claim;  &
· any evidence before the court as to the views of the members of the company who have no personal interest in the matter.
 
· Section 262 will permit, for the first time, a member of a company to apply for permission to continue as a derivative action a claim brought by the company.  (It is subject to the same conditions in s. 263(3)-(4).)  Such an application may be made by a member on the grounds that:
· the manner in which the company commenced or continued the claim amounts to an abuse of the process of the court;
· the company has failed to prosecute the claim diligently, &
· it is appropriate for the member to continue the claim as a derivative claim.
 
· Section 264 makes similar allowance for a member to take over a derivative claim brought by another member.
 
· CPR rules 19.9 – 19.9F now govern derivative actions:
· The rules apply to derivative claims in relation to companies & other incorporated bodies that are not companies, & trades unions (r. 19.9(1)(a) & r. 19.9C(1)).
· The company (or other body) must be a defendant in the action (r. 19.9(3)) & the application to continue the action must be notified to it (r. 19.9A(4)), but not if that would frustrate some remedy sought (r. 19.9A(7)).
· An application to continue a derivative action can be dismissed by the court without a hearing (r. 19.9A(9), reflecting s. 261(2)) but the claimant can apply to renew the application orally (r. 19.9A(10)).
· If permission to proceed is granted, the court can order that the company (or other body) should indemnify the claimant in respect of the costs of the action (r. 19.9E).
· The court also has a power to impose a condition on the grant of permission to continue a derivative action that the claim may not be settled or compromised without the court’s permission (r. 19.9F).[33]
 
Conclusion
· The provisions of Part 11 do not make it significantly easier for disaffected shareholders to bring derivative claims against directors.  A proper balance has been struck.
 
· Any concerns that pressure groups will be encouraged to bring nuisance claims in relation to s. 172(1)(d) & (e) should be allayed by the proper operation of Part 11.
 
 
 
III.  Recent Case-Law
 
The new statutory duties
·         Re West Coast Capital (Lios) Ltd [2008] CSOH 72:  This was an unfair prejudice case in the Court of Session.  The complaint was that a director had acted in breach of his duty under s. 171(b) to exercise his powers for proper purposes.  The court at [21] commented that ss. 171 & 172 do “little more than set out the pre-existing law on the subject”.
 
·         Gregson v. HAE Trustees Ltd [2008] 2 BCLC 542:  A claim was brought by the beneficiaries of a family trust against the trust companies & their directors.  The court at [49] & [58] commented that s. 174 codifies the existing law in relation to a director’s duty of care.
 
·         Three cases have involved derivative actions, where the court has had to consider under s. 263(2)(a) whether a hypothetical director, acting in accordance with s. 172, would continue the action.  However, none of them includes any consideration of the content of s. 172:
o    Mission Capital Plc v. Sinclair [2008] BCC 866;
o    Fainmailuk.com Ltd v. Cooper [2008] BCC 877;
o    Franbar Holdings Ltd v. Patel [2008] BCC 885;  [2009] 1 BCLC 1.
 
Derivative claims
·         Those 3 decisions do not augur well for any great renaissance in derivative actions:
o    Mission Capital:  permission refused.
o    Fainmailuk.com:  issue adjourned, pending a dispute over ownership of the company;
o    Franbar:  permission refused.
 
Departing directors
·         Foster Bryant Surveying Ltd v. Bryant [2007] 2 BCLC 239:  A director was excluded from the company & resigned.  Before his resignation took effect, he was approached by one of the company’s customers & took up a business opportunity offered to him.  The company sued, lost, appealed & lost again. 
 
·         Helmet Integrated Systems Ltd v. Tunnard [2007] IRLR 126:  A senior employee (not strictly a director) incorporated a rival company, obtained finance & explored a new design for a competing product while still employed – but the new company did not trade until after he had left his employment.  Held:  his activities while still employed were only preparatory acts, & as such did not amount to a breach of his fiduciary duties.
 
·         Shepherds Investments Ltd v. Walters [2007] 2 BCLC 202:  On the facts, the preparatory acts were sufficient to constitute a breach of fiduciary duty.
 
·         The moral is that the extent to which a departing director’s duties extend in the period after he has decided to go, but before he leaves, is dealt with by the court pragmatically, on a merits basis.
 
Conflict of interest
·         Re Allied Business & Financial Consultants Ltd, O’Donnell v. Shanahan [2009] 1 BCLC 328:  The company’s business consisted of providing clients with financial advice & assistance, including arranging loans, mortgages & insurance.  In the course of that business, a director became aware of an opportunity to acquire an interest in an investment property.  He took up that opportunity.  The other director brought an unfair prejudice petition, alleging conflict of interest & breach of the duty not to make a profit.  The claim was dismissed on the grounds that, although the opportunity came to the director’s attention in the course of acting as such, it was not an opportunity in the company’s line of business.
 
Nominee directors
·         Re Neath Rugby Ltd, Hawkes v. Cuddy [2009] EWCA Civ 291:  The fact that a person is appointed by a shareholder as its nominee on the board does not, of itself, alter the fact that his duties as a director are owed to the company, not to his appointor.  (Of course, this does not stop the relationship between a nominee director & his appointor being determined by express contractual provisions.)
 
·         Re Southern Counties Fresh Food Ltd, Cobden Investments Ltd v. RWM Langport Ltd [2008] EWHC 2810 (Ch):  A person appointed as a nominee director owes to the company the same duties as any other director.  In exercising his powers as such, he cannot lawfully prefer the interests of his appointor, unless the shareholders in the company agree.
 
De facto & shadow directors
·         Gemma Ltd v. Davis [2008] 2 BCLC 281:  A husband held out his wife as a director, but in fact she was not involved in any significant corporate decision-making.  Held:  she was not a shadow or de facto director.
 
·         Secretary of State for Trade & Industry v. Hollier [2007] BCC 11: 
o    The touchstone for a de facto director is whether he formed part of the corporate governing structure – which distinguishes those who participate in decisions on corporate policy or strategy from those who merely advise the company, or act on its behalf.
o    If a company holds a person out as a director, & is he is able to access relevant company information, that will be highly material in determining his status as a de facto director.
 
·         Secretary of State for Industry v. Hall [2009] BCC 190:  An individual who is a de jure director of company A, which is itself a corporate director of company B, is not necessarily a de facto director of company B.  (The facts were slightly odd because the Secretary of State was trying to disqualify the individual who had been a director of company A, in relation to alleged misconduct in company B’s affairs:  but company A had agreed not to participate in running B’s affairs.)
 
·         Re Mea Corporation Ltd [2007] 1 BCLC 618;  [2007] BCC 288: 
o    In deciding whether a person is a de facto director, what matters is what he did, not what he called himself.
o    Shareholders may become de facto directors if they are sufficiently involved in running a company, even though they are only looking to protect their investment.
o    The same person might simultaneously (or in quick succession) be a shadow director & a de facto director – thereby disagreeing with Hydrodam (Corby) Ltd [1994] BCLC 161, & Ultraframe (UK) Ltd v. Fielding [2005] EWHC 1638.
 
 
 
Conclusion
 
·                Will there be an increase in litigation?  Probably, yes.  New legislation always provides a basis for –
o   genuine doubt, &
o   opportunism.
 
·                Will the litigation change the landscape?  Probably not.
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