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Welcome to the Company Law Memo 2006 newsletter, highlighting important recent
developments in company and insolvency law. You can also access comprehensive updates to
specific paragraphs via our online updating service. We always welcome suggestions from
readers, so please contact us if you have any comments.

In this issue...

Directors:

» Caodified duties under the Companies Bill
» Loans

» Remuneration

Management:
» Combined Code
» European Company Law Action Plan

Company account:
» Common framework between IASB and FASB
» Late filing

Transactions:
» Drafting guarantees
» Scheme of arrangements

Company litigation:

» Corporate Manslaughter and Corporate Homicide Bill

Insolvency:

» Transaction at an undervalue

» Guidance on new TUPE regulations

» Study of insolvency outcomes - administrative receivership Vs administration

Companies Bill:
» Focus on...
» Progress update

Disclaimer

This newsletter is provided on the understanding that the information contained within it is
for guidance only, and that the publisher is not in business to provide legal or accounting
advice or other professional services. Readers entering into transactions on the basis of,
or otherwise relying on, such information should seek the services of a competent
professional adviser.

Whilst every care has been taken to ensure the accuracy of the contents, the editors and
the publishers cannot accept responsibility for any loss occasioned to any person acting or
refraining to act as a result of any statement in it.
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NEWS ROUND-UP

Remuneration Guidelines published

See CLM: 12701

The International Corporate Governance Network, ICGN, has published updated Remuneration
Guidelines to advise companies on how to formulate a remuneration plan which addresses the
need to attract executive talent, while being fair and open. The guidelines are based on:

» Contents - transparency, so sharehol-ders can access and understand the remuneration plan;
accountability, by requiring shareholder approval of remuneration reports; and
News - performance, requiring pay and b.onuses. to be linked to performance goals on a long and/
or short term basis as appropriate in the circumstances.
P Cases The guidelines advise on the role of the remuneration committee, how a fair remuneration plan
can be devised, how documents such as service contracts should be used, and what disclosures
» Focus on... a company should make to its shareholders on remuneration. While the guidelines are clearly

aimed at large companies which have the resources to appoint a specific remuneration
committee, they are useful reading for companies of any size as they highlight the need for, and
give practical advice on how to achieve, an open and clear performance-related remuneration
plan.

» com panies Bill

> All newsletters

Updated Combined Code published

> Online updates See CLM: 13199

> Email us The Financial Reporting Council has published an updated version of the Combined Code,
incorporating a small number of changes which were made following consultation:
- to allow the chairman of a company to sit on the remuneration committee;
to allow shareholders voting by proxy to withhold their vote on a particular resolution; and
to encourage companies to publish the details of proxies lodged where votes are taken on
a resolution by a show of hands.
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The Listing Rules will not formally apply to the new Code until the Financial Services Authority
has completed its own consultation, although listed companies are encouraged to adopt the new
Code voluntarily for reporting years beginning on or after 1 November 2006 since the changes
are so limited.

European Commission reports on outcome of consultation on the
future priorities for the Company Law Action Plan

See CLM: 13199

The European Union has published its report on the results of its consultation and public meeting
on the future priorities of the Company Law Action Plan. The responses were generally
supportive of the work done under the Action Plan so far and its “light touch” approach and
objective of simplifying company law, although they warned against imposing too much
regulation on companies at this stage due to a widely-felt sense of “regulatory fatigue”. Having
said that, there was overall support for a 14th Company Law Directive dealing with transferring
registered offices to facilitate the mobility of European companies across member states. There
was also general support for a codification/consolidation exercise to bring existing European
company law together. The responses on other specific issues (the need for intervention at
European level on shareholders’ rights, wrongful trading rules, directors’ disqualification and
other matters) were split, largely depending on the type of respondent.

News
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NEWS ROUND-UP cont...

First discussion paper on a common framework between the
International and US Accounting Standards Boards published

See CLM: 14212

The International Accounting Standards Board, IASB, and the US Financial Accounting
Standards Board, FASB, have published their first discussion paper on the development of a
common conceptual framework. Although the framework would not in itself constitute an
accounting standard, it would form a basis for future standards and therefore will have a far-
reaching impact. The Accounting Standards Board, ASB, has highlighted some concerns and
plans to hold a public meeting on the discussion paper in September.

Companies House — late filing of accounts

See CLM: 14280

The Complaints Adjudicator for Companies House has published his Annual Report for 2006.
With as many as 10% of all companies in default at any time, the report concentrates on the
issue of late filing of accounts.

The report reminds directors and accountants that accounts are not treated as delivered until
they actually arrive at Companies House and the minimum late filing penalty will almost always
be upheld and collected, even if the accounts arrive just one day late. In order to avoid the
frustrations involved with lost or delayed post, the Adjudicator urges directors and accountants
not to wait until the last few days of the filing period and suggests using the Royal Mail's “special
delivery with compensation service” or another reliable courier service. If accounts are delayed
in the post, Companies House will require evidence that they were delivered (e.g. a formal
Companies House receipt or a Royal Mail special delivery receipt). It is not enough to rely on the
contract law provision that “delivery to a carrier is delivery to the addressee”, nor is a copy of the
accompanying letter or a page in the company’s post book sufficient.

The Adjudicator also indicates that late filing penalties are likely to be revised following
implementation of the Companies Bill, so that the penalty increases after a few weeks rather
than after 3 months as at present.

Corporate Manslaughter and Corporate Homicide Bill introduced into
parliament

See CLM: 12591, 17178

The Corporate Manslaughter and Corporate Homicide Bill was introduced into the House of
Commons on 20 July. It sets out a new criminal offence of corporate manslaughter which can be
committed by companies and other bodies such as government departments and police forces.

The offence consists of:
a duty of care owed by the company to the victim in the company’s capacity as:
. employer;
occupier of premises;
supplier of goods or services;
constructor or maintainer of buildings, infrastructure, vehicles etc;
user of plant or vehicles etc; or
when carrying out other activities on a commercial basis (e.g. mining);
the company’s breach of that duty of care due to the way in which its activities were
managed or organised by its senior managers;
the breach of the duty of care causing the victim’s death.
and
the breach of duty being “gross”. The test to be applied is whether the conduct constituting
the breach falls far below what could reasonably have been expected. The Bill sets out a
number of factors for the jury to consider when reaching its verdict.

It need not be the only cause;
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NEWS ROUND-UP cont...

If found guilty, the court has the power to impose an unlimited fine on the company, as well as
requiring it to remedy the management failure(s) which resulted in the victim’s death. The new
offence cannot be committed by individuals, although they may be prosecuted for associated
ancillary offences such as aiding and abetting the company. The prosecution of the company for
corporate manslaughter does not preclude individuals from being personally prosecuted for
offences relating to the victim’s death.

» Contents This Bill aims to address public concern over the difficulties involved in prosecuting a company
for common law gross negligence manslaughter, and anticipates that between 10 and 13
> prosecutions will be brought a year once the Bill is in force. Although based on the current
News common law offence, the Bill removes the need for an individual person embodying the company
to be personally guilty of manslaughter, focusing instead on the way in which a company is run,
» Cases which may be by a number of individuals. The concerns raised during the consultation process
highlighted questions as to whether the “senior management failure” test achieves this, and so

» Focus on... this test is likely to be the focus of much of the debate on the Bill in parliament and the press.

A company can be held liable for gross negligence manslaughter if it owed a duty of care to the deceased and

» com panies Bill breach of that duty was the substantial cause of death, or the breach was so grossly negligent as to show such a
disregard for the deceased’s life that it warrants criminal prosecution. An individual who is the “directing mind” of
the company must be guilty of the victim’s manslaughter, since the company itself cannot commit acts or
omissions; this is known as the “identification principle”.

> All newsletters

D A Insolvency Service Guidance on application of new TUPE regulations
Online updates

See CLM: 16423

> Email us

In Issue 1 we reported that R3 had highlighted the ambiguous drafting of the new TUPE
regulations (S 2006/246) in terms of the insolvency proceedings in which a relevant transfer
could occur. The Insolvency Service has now published guidance, setting out the secretary of
state’s view on which proceedings can give rise to such a transfer. This is not an authoritative
interpretation of the regulations (which will be given by case law in time), but is how the secretary
of state intends to assess whether or not he is liable to make payments to employees out of the
NI Fund.

Ll PDF printer
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No relevant transfer occurs where the transferor company is in:

- compulsory liquidation on the ground that it is unable to pay its debts. Employees are
entitled to insolvency and redundancy payments out of the NI Fund; or
creditors’ voluntary liquidation, unless there is an agreement between the parties prior to
the transfer that the transferee is to be substituted for the transferor. If there is no such
agreement, the employees are entitled to insolvency and redundancy payments out of the
NI Fund.

A relevant transfer can occur where the transferor company is in:

- members’ voluntary liquidation. The employees are not entitled to any payment out of the
NI Fund, as this is a solvent liquidation;
administration.  Certain liabilities will be met out of the NI Fund rather than by the
transferee;
administrative receivership. Certain liabilities will be met out of the NI Fund rather than by
the transferee;
receivership. The employees are not entitled to any payment out of the NI Fund, as this is
a method of enforcement rather than a true insolvency procedure; and
CVA. Certain liabilities will be met out of the NI Fund rather than by the transferee.

Regs 4 (which provides that a “relevant transfer” does not terminate employment contracts) and 7 (which provides
that the contracts of employees who were dismissed because of a relevant transfer are also transferred to the
transferee) of the TUPE regulations do not apply where the transferor is subject to “bankruptcy proceedings or any
analogous insolvency proceedings which have been instituted with a view to the liquidation of the assets of the
transferor”. Where regs 4 and 7 do apply, certain liabilities owed to transferring employees can be paid out of the
NI Fund instead of by the transferee; where they do not, insolvency and redundancy payments can be met out of
the NI Fund (reg 8).

News
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Study of insolvency outcomes published

— administrative receivership Vs administration

The Insolvency Service has published Dr Sandra Frisby’s Report on Insolvency Outcomes, a

study comparing administrative receivership and administration using data on companies

entering either procedure between September 2001 and September 2004. In covering this

period, the report is able to draw comparisons not only between the two procedures, but

> between pre- and post-Enterprise Act 2002 procedures as well (EA 2002). As well as looking at

News the figures for each procedure, the report includes the opinions of insolvency practitioners and
banking professionals.

» Contents

» Cases
Perhaps most surprising are the findings on the outcomes of the different procedures, as the
figures indicate that Enterprise Act seems to have had the effect of reducing company rescues
and increasing asset sales. However, the percentage of sales of the whole business as a going
> : : concern remained fairly static, backing up the insolvency practitioners’ view that rescuing the
Companies Bill business is a more important focus than rescuing the company itself. In any event, most of the
“rescued” companies had actually moved into CVA.

» Focus on...

The report illustrates that the most popular method of entering administration is via a
directors’ appointment, although the accompanying comments by interviewees suggest that
many directors’ appointments are actually a collaborative process with the bank, where the bank

> Al newsletters supports or even suggests the appointment. Court appointments were reasonably high, which
could be attributable to cross-border issues or to the perceived need to obtain an “official seal of
> Online updates approval” where the procedure is potentially controversial.
> Email Administrative receiverships were shown, on average, to last around 6 months longer than
mail us

administrations. The figures show that EA 2002 has achieved its objective of reducing the time a
company spends in administration on average by introducing an expiry date, and that there
i PDF printer appeared to be very few cases of extensions being needed beyond an initial 6 month-period.

A5y friendly version
The post-Enterprise Act administration has also succeeded in benefiting creditors, with secured

creditors seeing a significant increase in their average returns (from 19% to 42.7% of the
amount owed) and an increased percentage receiving payment in full (from 29.9% to 36.8% of
secured creditors). Preferential creditors have not seen similar benefits, with their average
return remaining fairly static (from 48.8% to 48.2%) in common with the percentage being paid in
full (from 43.8% to 42.5%). However, the percentage of preferential creditors receiving no return
at all increased from 27% in pre-EA 2002 administrations to 44.3% in post-EA 2002
administrations. Although data on unsecured creditors was far sparser, the report indicated
that the average return to this category stood at 3.3% of the debt, with 28.9% of unsecured
creditors receiving nothing. Interestingly, the data regarding the prescribed part showed that (out
of 25 companies in either administrative receivership or administration which provided this
information) only one distribution to unsecured creditors had been made, which amounted to
around half of the estimated prescribed patrt.

The interviews show that many banks and insolvency practitioners still favour administrative
receivership in appropriate circumstances. Although administration benefits from a moratorium
and greater powers to deal with assets, the following advantages of administrative
receivership were noted:

- if the business is to be sold as a going concern, the appointing bank will fund the necessary
trading while a purchaser is found, preserving goodwill in the business as far as possible
and allowing the administrative receiver the financial freedom to do his job;
it is a cheaper procedure since it carries fewer reporting obligations. The report notes that
unsecured creditors are not getting involved in administrations, despite the new procedure’s
focus on inclusivity, e.g. they rarely attend creditors’ meetings; and
CGT liability in an administrative receivership is treated as an unsecured claim, but as an
expense of an administration. This can be a persuasive argument to a secured creditor in
favour of administrative receivership over administration.

News



FL Memo Ltd © 2006 Company Law Memo 2006 Newsletter Issue 2 (July)

RECENT CASES

Directors - loans and fiduciary duties

See CLM: 12882
Neville and another v Krikorian and others [2006] EWCA Civ 943

A director who knowingly allowed his company to habitually make prohibited loans to a co-
» contents director was treated as having authorised the individual loans, even though he did not have
actual knowledge of each one at the time. Therefore, he was jointly and severally liable with
> News the director to whom the loans had been made to indemnify the company for its resulting loss (s
341(2) CA 1985).

Cases In addition, by not trying to end the practice of making prohibited loans and by failing to call in the
outstanding amounts, he was in breach of his fiduciary duty to the company. He was held

» Focus on... liable to account to the company for the difference between what could have been recovered at
the date he should have sought repayment and what was currently recoverable from his co-

» Companies Bill director.
Mr K senior and Mr K junior were directors and shareholders of U Ltd, which went into
administration. Prohibited loans had been made to both directors, but in far greater amounts to
Mr K junior. Mr K senior claimed that he did not know of or authorise these payments because
he had left the running of the business to his son and others, and had not been at any of the
board meetings at which the accounts had been considered or approved (the company’s auditors

D All newsletters qualified their statements due to the loans). However, the court found that even if Mr K senior
did not know of the individual payments, he knew that the company was in the habit of making
> online updates prohibited loans to the directors since it had been doing so when he was an actively involved

director. In addition, evidence was produced to the court in the form of a minute recording a
board meeting at which accounts (detailing the amount of loans, and qualified by the auditors)
were approved, showing that Mr K senior was at least aware of the loans to his son at this point.
At this time, he should have attempted to end the company’s practice of making prohibited loans
ui PDF printer and to recover the monies owing to the company.

A3 friendly version

> Email us

Public companies and certain private companies are prohibited from making loans and similar payments to their
directors, subject to certain exceptions and allowances (12804+). Breach of the prohibition renders directors who
benefited from or authorised the loan liable to account to the company for their gain and indemnify the company for
its loss. A director is under a fiduciary duty to his company to (among other things) act honestly and in good
faith in the company’s interests (12333+).

Parent company guarantee —importance of drafting

See CLM: 14696+, 15469, 16603

Wolsey Securities Ltd v Abbeygate Management Services (Hampton) Ltd [2006] EWHC 1493
(QB)

In a case arising out of a failed joint venture, the court held that a parent company guarantee in
the joint venture agreement did not cover payments due under an ancillary facility letter because
the drafting was consistent with them being separate documents. The court reached this
conclusion even though the JV agreement contained covenants relating to the facility letter and
the entire agreement clause in the JV agreement referred to both documents. In particular, the
court’s view was that the entire agreement clause read awkwardly and was likely to be the result
of using a standard clause without modification to take account of the context. In addition, the
court held that the guarantee did not cover payments provided for in a document annexed to the
JV agreement because there was no actual undertaking in the JV agreement to pay them.

Comment: In a transaction where a parent company guarantee in the main agreement is
intended to cover obligations in ancillary or annexure documents, this should be specified in the
drafting of the guarantee itself. The entire agreement clause cannot be relied upon to
incorporate obligations in ancillary/annexure documents into the main agreement.

Case law
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RECENT CASES cont...

Scheme of arrangement — meaning of meeting

See CLM: 16516
Re Altitude Scaffolding Ltd [2006] EWHC 1401 (Ch)

The court has held that a meeting of shareholders/creditors to approve a scheme of arrangement
» contents must be attended by two or more persons (which could occur through the use of technology as
well as face-to-face). The only exception to this rule is where the class of persons required to
attend the meeting consists of only one person. In such cases, a meeting attended by that
person or his proxy will be sufficient, or the person may give his consent to be bound by the
scheme without the need for a meeting (e.g. by signing a resolution to that effect). The court
P cases does not have jurisdiction to sanction a scheme which is approved by a "meeting" attended by

only one person (or his proxy) if there is no evidence that he is the only person in his class.

> News

» Focus on...

> Companies Bill
Grant of security as transaction at an undervalue

See CLM: (7812

Hill v Spread Trustee Company & another [2006] EWCA Civ 542
> All newsletters

A transaction at an undervalue can occur where a company has received no consideration.
> Online updates When assessing whether a security holder has given any consideration, there is no reason why
the court should assume that the grant of security can never amount to a transaction for no
consideration. It should be assessed like any other transaction taking into account all of the
circumstances, including the right of the security holder to rely on its security and take priority
over other creditors. In this case, the security holder had not held off demanding payment in
i PDF printer return for the grants as it had not pressed for payment previously. Therefore, it had given no
g friendly version  copsideration.

> Email us

The court pointed out that although the generally accepted interpretation of Re MC Bacon Ltd
([1990] BCLC 324) is that the grant of security cannot constitute a transaction at an undervalue
because it just attaches a particular liability to an asset rather than reducing or depleting the
company'’s assets, the statute does not in fact require such a reduction or depletion.

Mr N had gifted a piece of land to a trust. The trust sold it at a substantial profit and made a
number of loans to Mr N with the proceeds of sale, with Mr N later granting charges giving the
trust additional security for the existing loans. Mr N’s trustee in bankruptcy challenged the
security as transactions at an undervalue.

A transaction at an undervalue occurs where a company makes a gift or receives no or significantly less
consideration for the asset than it is worth. In this case, the court was assessing whether no, less or adequate
consideration had been given for the grants of security to judge whether they amounted to transactions at an
undervalue under the transactions defrauding creditors provision (17826+). Although this case concerns personal
bankruptcy, the decision is just as applicable to corporate insolvency because the wording of the relevant
provisions is so similar.

Case law
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CODIFICATION OF DIRECTORS’ GENERAL DUTIES

In this issue, the Company Law Memo Newsletter looks at the controversial
codification of directors’ duties in the Companies Bill, summarising each duty
in turn and highlighting the issues directors will have to consider in
anticipation of the Bill coming into force.

One of the most discussed aspects of the Companies Bill is its codification of directors’ common
» Contents law and equitable duties. The aim of this codification is to ensure that directors, shareholders
and those who deal with companies can easily find out what the duties are and the general

P News standard directors are expected to achieve in carrying out their functions.
> The “general duties” imposed on a director by the Bill are:
Cases - to act within his powers;
to promote the success of his company;
Focus on... - to exercise independent judgment;

to exercise reasonable care, skill and diligence;

to avoid conflicts of interest;

not to accept benefits from third parties; and

to declare interests in transactions or arrangements.

» com panies Bill

Each duty is considered further below. The consequences of breach of these duties are the
same as for the current common law and equitable equivalent duties, so a failure to exercise
reasonable care, skill and diligence would lead to an action in negligence against the director,
and breach of the other duties would render him liable to the equitable remedies available for
breach of fiduciary duties.

> All newsletters

> online updates
As with the common law duties, more than one can — and often will — apply in any one situation
> Email us (s 180). Directors must bear in mind that the duties listed as such in the Bill are their “general”
duties towards the company, and they will still be subject to other duties relating to specific
areas, for example preparing and delivering accounts (s 171). The Bill sets out the basic general

e PDF printer duties; a company may impose more onerous obligations in its constitution and service
A3 friendly version contracts

Even if a director complies with these general duties, additional approval may still be required for
his actions, e.g. in the case of substantial property transactions and loans to directors. These
duties work together with other requirements so, for example, the board should only approve a
loan to a director if it would promote the company’s success to do so.

Memo points: This article refers to the Bill in its amended form as published by parliament on 28 July 2006. As a
result of amendments during the parliamentary process, the section numbers differ to those used in Company Law
Memo 2006.

To act within powers (s 172) See CLM 12348+, 12554+

A director must act within the company’s constitution and only exercise his powers for the
purposes for which they were conferred. The company’s “constitution” refers to the new form
memorandum and articles (see Focus on... in Issue 1), but also includes instructions given by
the shareholders in accordance with the memorandum and articles (s 257).

To promote the success of the company (s 173)

A director must act in a way in which he believes, in good faith, will be most likely to promote the
success of the company for its shareholders. In doing so, he must have regard to the following
factors:

the likely long-term consequences of any decision;

the interests of the company’s employees;

the need to foster business relationships with suppliers, customers and others;

the impact of the company’s operations on the community and environment;

the desirability of the company maintaining a reputation for high standards of business

conduct; and

the need to act fairly between the shareholders.

Focus on...
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CODIFICATION OF DIRECTORS' GENERAL DUTIES cont...

This is what the government refers to as the “enlightened shareholder value” principle. How a
director exercises this duty will clearly depend on his company. For instance, a company
incorporated as a professional members’ society is more likely to measure its “success”
according to its reputation and investment in its profession (in terms of education, knowledge-
sharing and providing services to its members) than according to profitability. The Bill clarifies
that if a company’s purposes include those which are not for the benefit of its shareholders, the
directors must act to promote the success of those purposes. It would be sensible for companies

PRCEnEns to be clear about their goals to shareholders. Inevitably, some will be more important than others
and directors will be put in a difficult situation where the factors clash — for example, where the
> News long-term consequences of deciding to streamline a section of the business will mean increased

efficiency and profitability, but many job losses; or where a company decides to set up a
manufacturing plant in a new area that will bring jobs to the community, but damage the
» Cases environment. Where the company’s solvency is in jeopardy, the directors are not expected to put
the success of the company or any of these factors ahead of the interests of its creditors.

» Focus on... , , , , -

Theoretically, a director should consider these factors each time he makes a decision and record
his conclusions for future reference should a dispute arise. From a practical point of view, it is
not clear how far directors are expected to go in “having regard” to the factors, for instance,
would they be expected to take advice from relevant professionals and if a decision is clearly
detrimental to one of these factors can they justify going ahead anyway? Until guidance can be
taken from case law and experience, directors will have to take a pragmatic approach and try to
consider each factor in an appropriate and proportionate manner depending on the decision
> before the board. At the very least, the board must ensure that any important or potentially

All newsletters controversial decisions are properly considered and minuted.

» com panies Bill

> Online updates Although imposing a requirement on directors to consider factors such as the environment, the
interests of the employees and the company’s reputation is clearly intended to ensure that

> Email us direptprs take corporate socigl responsibility seriously,l non-shareholders who are affected by
decisions (e.g. non-shareholding employees, local environmental groups etc) do not have any
redress under the Bill if their interests are not properly considered.

Ll PDF printer
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To exercise independent judgment (s 174) See CLM 12342+

A director must exercise independent judgment. This duty can be lawfully restricted by the
company’s constitution (e.g. which may stipulate that directors must act in a particular way) or by
an agreement entered into by the company (e.g. the terms of a loan facility may require the
board to consult and obtain sanction from the lender with regard to significant decisions).

The Bill does not specifically address the issue of delegation, although if a company’s
constitution allows a director to delegate his powers he will be acting within his authority by doing
So.

To exercise reasonable care, skill and diligence (s 175) See CLM 12411+

A director must exercise the care, skill and diligence of a “reasonably diligent person” who has:

- the general knowledge, skill and experience that can reasonably be expected of a person
carrying out the same functions as those carried out by the director in relation to the
company; and
the general knowledge, skill and experience of that director.

This test mirrors that currently used in wrongful trading cases, which is increasingly being
applied by the courts in cases of directors’ negligence as they find it helpful to apply an objective
and subjective test, rather than just the common law subjective one. The application of this test
may put highly skilled directors in a more onerous position because they are likely to be judged
by a higher standard than that which is appropriate to their position, e.g. an experienced non-
executive director who is only expected to commit a small amount of time to the company, or a
legally qualified director. However, since such people are presumably engaged (partly) due to
their particular skills, it is only reasonable that they are expected to act appropriately. The courts
will be left to judge each case on the particular circumstances.

Focus on...
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CODIFICATION OF DIRECTORS’ GENERAL DUTIES cont...

To avoid conflicts of interest (s 176) See CLM 12390+, 12405+

A director must avoid actual and potential conflicts between his interests and the company’s.
This includes indirect interests and conflicts of duty, but does not include any situation that
cannot be “reasonably regarded” as giving rise to a conflict. The Bill states that this duty
particularly applies to the exploitation of any property, information or opportunity whether or not
the company itself could have benefited from it, reflecting the common law. It does not, however,
» Contents apply to:

conflicts arising from interests in transactions, which are dealt with separately; or

the following decisions, which require shareholder consent or may be excepted from the

> News requirement for consent in any event (s 181(2)):
approval of long term directors’ service contracts (s 189-190);
» Cases - approval of substantial property transactions (s 191-197);

approval of loans and similar transactions to directors (s 198-213); and

e g approval of payments to directors in compensation for loss of office (s 214-221).
> ; ; The wording of this duty is very wide, for example, every director who also holds a position within
Companies Bill another company will have (at the very least) potential conflicts. To avoid directors being unduly
restricted, the board may authorise its directors to have a conflict, provided its constitution does
not prevent it (or, in the case of a public company, specifically allows it) and the interested
director does not count in the quorum or the vote. This will preclude sole directors from
benefiting from the new provision and they will have to refer to the shareholders, as they do now.

> Al newsletters The board’s ability to sanction conflicts of interest is not affected by any existing common law
rule or equitable principle requiring shareholder consent instead (s 181(1)). If a company wishes

> Online updates to retain shareholder control over such issues, it will need to expressly require shareholder
consent in its constitution.

> Email us

ul PDF printer Not to accept benefits from third parties (s 177) See CLM 12398+
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A director must not accept any benefit given to him by a third party on account of his being a

director or of him doing, or not doing, something as a director. He will not be in breach of this
duty where the benefit was conferred upon him in return for his services, or where accepting the
benefit could not reasonably be seen as giving rise to a conflict of interest and/or duty.

Unlike the general “no conflict” duty, the board cannot authorise the receipt of benefits from third
parties. Directors will therefore have to rely on shareholder consent, as they do now. If
shareholders want to give the board the power to consent to directors keeping gifts etc, they can
alter the constitution or give instructions to the board via a special resolution to this effect. As
with the duty to avoid conflicts of interest, this restriction does not apply where a shareholder
resolution is required (or is excepted from such a requirement) for the approval of (s 181(2)):

long term directors’ service contracts (s 189-190);

substantial property transactions (s 191-197);

loans and similar transactions to directors (s 198-213); and

payments to directors in compensation for loss of office (s 214-221).

To declare interests in transactions or arrangements (ss 178, 183) See CLM 13308+

A director must declare the extent and nature of any interest he has in a transaction or
arrangement to which the company is a party to the board. This encompasses direct and indirect
interests, and if the circumstances change after a declaration has been made the director must
make a new declaration. A director is not expected to make a declaration if:
- he is unaware of his interest or the transaction or arrangement in question;

the interest cannot be reasonably regarded as leading to a conflict;

the other directors are already aware of the interest; or

the interest is in his service contract which is/has been before the board or a committee.
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CODIFICATION OF DIRECTORS’ GENERAL DUTIES cont...

Rather unhelpfully, this duty is separated into:
declaring interests in proposed transactions or arrangements, which is treated as a
fiduciary duty, so breach renders the director liable to equitable remedies; and
declaring interests in existing transactions or arrangements, which is treated as a
statutory duty, breach of which is a criminal offence.

In many cases, interests will be declared in advance as directors will be aware of transactions or

arrangements as they come up. The second obligation ensures that a director must still declare

his interest even if he only becomes aware of it, the transaction or arrangement at a later date, or

> where a new director joins the board for example. The two obligations are mutually exclusive: if

News a director has declared his interest before the transaction or arrangement was entered into, he
does not have to re-declare it after the company has entered into it.

» Contents

» Cases
The Bill does not set out any consequences of declaring an interest, leaving it to companies
(= to decide whether or not an interested director should be allowed to participate in decisions
ocus on... . i . . .
which may be affected by his interest. The proposed model articles for private companies
> : : include a provision that interested directors’ views should be disregarded; in the case of public
Companies Bill companies, an interested director cannot vote or count in the quorum.

Memo point: Since a declaration of interests before a transaction or arrangement is entered into needs to be
made “to the other directors”, a sole director will not be able to make it (an alternative method of declaration is not
stipulated in the Bill). However, such a director is specifically required to make a declaration in writing of any
interests after the transaction or arrangement has been entered into, so effectively sole directors have to declare

> the same interests as others (s 187).
All newsletters
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Impact of codification

Email us This is one of the most controversial aspects of the Companies Bill. Although it cannot be

denied that the current reliance on common law is unsatisfactory and confusing for many

i PDF printer directors, the Bill's critics have either questioned the necessity for full codification (for example,

A5y friendly version could the same result have been achieved by setting out directors’ duties in official guidance?) or
argued that the Bill does not go far enough (for example, it does not codify the remedies
available for breach of duty, nor does it cover all duties). The Bill attempts to occupy the middle
ground between clarifying the duties by setting them out and retaining the flexibility of the
common law system which allows the courts to decide cases as appropriate in their unique
circumstances. However, the danger is that the apparently simple codified duties will become
just as complicated as the common law duties over time, as case law builds up. Indeed, the
existing common law rules and equitable principles are to be used in interpreting and applying
these codified duties, which in itself is likely to cause some confusion from the outset where the
wording of the codified duty is not quite the same as the original (s 171).

Although codifying directors’ general duties gives a clear starting point, it may not make any
significant difference in the long run as far as more detailed interpretation is concerned.
Certainly, shareholders and third parties wishing to take action against directors, and directors
needing to defend themselves, will still need expert advice on their particular circumstances.

Focus on...



FL Memo Ltd © 2006

> Contents

> News
> Cases
> Focus on...

Companies Bill

> All newsletters
> online updates

> Email us

Ll PDF printer
A3 friendly version

Companies Bill

Company Law Memo 2006 Newsletter Issue 2 (July)

COMPANIES BILL PROGRESS UPDATE

The Company Law Reform Bill is now called the Companies Bill. It was introduced into the
House of Lords on 1 November 2005 and brought forward to the House of Commons on 24 May
2006. After its Second Reading on 6 June, the Bill was committed to a Standing Committee.
Proceedings in the Standing Committee were concluded and the Bill was reported to the House
on 20 July.

Following its decision to consolidate the unchanged sections of the Companies Act 1985 into the
Bill, the government has published the appropriate “restatement clauses” along with a table of
derivations and destinations. Comments are invited on the drafting of these clauses, which in
some cases has changed slightly to bring them into line with the Bill's approach, by 8 September
2006.

The DTI has published draft model articles for public companies limited by shares and is inviting
comments to be submitted by 30 August 2006. Further consultations on the model articles for
private companies limited by shares and by guarantee will be opened in due course.

The text of the Bill as amended by the Standing Committee was published on 28 July and can be
accessed on the UK Parliament website:
http://www.publications.parliament.uk/pa/pabills/200506/companies.htm.
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