The academic debate concerning on the directors duties is one of the oldest issues in company law
and the corporate governance. The common law gave the directors a large degree of latitude in
terms of standard of care expected of them. Before Re City Equitable Fire Insurance Co. Ltd’, the
duty was that “directors are bound to use fair and reasonable diligence in the management of their
company affairs and to act honestly”.

After Re City Equitable Fire Insurance Co. Ltd, Romer J stated that a “director must act honestly
and must also exercise some degree of both skill and diligence”. Romer J added three guidelines to
determine the director's duty of care. Firstly there is “no duty on a director to exhibit in the
performance of the duties a greater degree of s kill than may reasonably be expected from a person
of his knowledge and experience”. Secondly “a director is not bound to give continuous attention to
the affairs of his company”. Thirdly “in respect of all duties that, having regard to the exigencies of
business, and the articles of association, may properly be left to some other official, a director is, in
the absence of grounds for suspicion, justified in trusting that official to perform such duties
honestly”.

In Norman v Theodore Goddard?, Hoffmann J accepted that the appropriate test was accurately
stated in s 214(4) of the Insolvency Act 1986, which defines negligent conduct for the purposes of
‘wrongful trading’. The 1986 Act defines negligent conduct by a two tier test firstly the objective test
being that “the general knowledge, skill and experience that may reasonably be expected of a
person caring out the same functions as are carried out by that director in relation to the company”.
Secondly the subjective test being “the general knowledge, skill and experience that the particular
director has”.

The effect of s.214 (4) of the Insolvency Act 1986 is that a director's actions will be measured
against the conduct expected of a reasonable diligent person. This is therefore an objective test.
The intervention of statue in particular the Company Directors Disqualification Act (1 986) and
Insolvency Act (1986), S (214) extended and refined director's duties in respect of the failing
company introducing an objective standard. However subjective consideratio n will take into account
on the level of any particular special skills a director may possess.

Company law review went on advocate two possible approaches to reform, which it termed the
‘enlightened shareholder value’ and the ‘pluralist model”. The main difference between these two
lies in relation to what happens when there is a clash of interest between the shareholder and other
stakeholders®.

The enlightened shareholder value model provides that “directors must promote the success of the
company for the benefit of its member but also need to foster on long term and short term and the
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wider factors where relevant such as the company’s employees, effects on environment, supplier
and creditor®.

On the other hand pluralist requires the “directors to balance these potentially conflicting of interest,
without giving automatic priority to the shareholders. Although the review did express some support
for the objectives behind the pluralist approach which main concern was that it could see no
practical way of enforcing such a duty? This was largely due to practical reasons which including
the problem associated with policing the directorial discretion to override the interest of

shareholders in favor of other stakeholders” °

The new codified directors’ duties come into effect in two stages: on 1 October 2007 and 1 October
2008.The question may arise whether the newly enacted Company Act successfully clarifies the law

in respect of the ambiguity and uncertainty from the previous provision of Company Act °?

A company has separate legal entity distinct and it is separate from its shareholders, a company is

not an agent of its shareholders, this principle was established in Salomon v Salomon’, a company
can own property and its properties are not the properties of its shareholders Maclaine Watson &
Co Ltd v International Tin®. In spite of being a separate legal entity itself a company can only act
through its directors®. Under the previous Law '°the definition of a director included any person
caring out the role of director and included a ‘shadow director and the Act 2006 preserves this
definition'". Directors are not automatically employer of their companies. A director may have a
separate contract of service with the company. A term in the director's contract which provides that
the director's shall be employed for more than five years which cannot be termi nated by company
through notice and it must be appointed by the general meeting under Companies Act 2006,s(319).

However law commission takes a different view whe re it recommends that the term of the office in S

(319) should be removed from five to three years
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Prima facie a company is formed as public and private, where in large public companies the
directors are classified as executive and non executive directors. Executive directors are those
directors who actually concerned on the management of the company and non-executive directors
are directors of the company who are members of the board of directors of a company. They are
not involved in the day-to-day running of business but monitor the executive activity and contribute
to the development of strategy 12

UK company law has traditionally given prima facie interests of the shareholders. On the other hand

the corporate power have an enormous effect on society and have very narrow accountability to
shareholders which is clearly insufficient to protect the society’s interests. So the interests of

stakeholders must also be taken into account, which may sometimes outweigh the shareholders
interests or at least stand eq ual to them in relation to primacy.

Before CA 2006, the duties of directors of a company mostly governed by the equitable principles
and the common law of negligence. In Percival v Wright”it was established that directors are
fiduciaries, who owe duties to the company, not to the individual shareholders. Subsequently in

Brien v Wolley14, the court stated that “if there had been a special relationship of trust between the

directors and the shareholders”. Then a director may owe a duty to individual sharehold ers. A
similar duty of care recognised in Perkin v Anderson’®, which reaffirmed the general principle in
relation to common law position on director’s duties. Here the directors were not to owe a duty to

former shareholder to inform about the disposal of a company asset. Since there was no special
factual relationship generating a fiduciary obligation, so the directors owed no duty of disclosure. In
relation to the creditors, directors generally did not owe duties but in the event a company was

insolvent, it has been held that they must have regard to the interest of creditors West Mercia
Sasafetywear Ltd v Dodd '°and Winkworth v Edward Baron Development Co Itd "’

The duties of the directors under Companies Act 2006

The nature and extent of the duties of dire ctors defined in Companies Act 2006 in S 170(1), and the
general duties specified in Section 170 to 177 of the Act.

In S(170)(3) of the Act laid down the general duties of the directors which are based and the way to
applied as common law rules and equitable principle. However in S (170) (4) stated that the

“general duties shall be interpreted and applies in the same way as common law rules or equitable
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principles”. Therefore, it appears that the 2006 Act sets out the relationship between the statute and
the common law.

From the wording of the section it appears that subsection (a) of s.171 codifies the common law
principle that directors must act within the limits of the company’s constitution, which is defined by
s.17 as including the company’s articles and any shareholder resolution and agreements. In s.171
is similar to the previous formulation of the common law duties “within powers or under the
company constitution and for those purposes any powers are conferred”. Essentially this would
require an assessment of the nature and the scope of these duties under the previous law.
Therefore, the law relating to acting bona fide or proper purpose tests, under t he case laws should
be examine and it needs to be seen whether 2006 Act addresses the ambiguity prese nt in the
present common law.

There are two elements are distinct duties as clarified in Bishopsgate Investment Management Ltd v
Maxwell’®, and it was only logical that the 2006 Act accorded them separate provisions in the Act.
The proper purpose doctrine was found in Smith & Fawcett'”® where Lord Greene stated that “a
director must not exercise their power for any collateral purpose. A relatively modern and
authoritative view on the approach to be taken towards the proper purposes doctrine was delivered

|20”

by the Privy Council®™”, where it was held that the directions breached the duty by allotting share for
reducing the majority holding of two other shareholders. Lord Wilberforce stated that to determine
whether the directors have been breached their duty a twofo Id process should be followed: firstly
‘wWhether the nature and limits exercised in a fair manner. Secondly whether the power was
exercised was proper or not. Therefore s.171 effectively codifies the previous common law and with

it brings the uncertainty previously existent in this area of law ”.
Duty to exercise independent judgment

Section 173 of CA 2006 encapsulates another aspect of the duty of good faith , where director must
exercise an ‘unfettered discretion’.

“A director who has committed himself to vote in a particular way on some issue will be in breach of
duty unless that commitment was itself undertaken for genuine commercial reasons 21" Fulham BC
v Cabra Estates®?, where it held that the directors were not breach of duty because they had

committed themselves to a long-term policy for commercial reasons.

Director’s duty to exercise reasonable care, skill and diligence
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The duty of care, skill and diligence is not fiduciary duties, which make clear from CA 2006, s178 (2).
It is statutory statement of a common law duty of care imposed on who assume responsibility for the
property and affairs, which govermed by the normal common law rules as to liability for
negligencezs,its also been explained by Lord Millett LJ in Bristol &West Building Society v Moth ew®,
In previous common law which divided into two streams. Firstly those cases when the courts
generally had low expectation of the standard of the care to be expected of directors and the
secondly those cases decided after the Donoghue v Stevenson 2

In Re Cardiff Saving Bank,Marquis of Bute’s Case®® where Stirling J formulated what has been
described as the ‘intermittent’ theory of directors duties such as a directors must exercise care at
the meeting at which he is actually present, but owes no duty to a ttend any specific meeting or even
any meeting at all®’

The standard of care? previously was that directors were required to use “fair and reasonable
diligence in the management of their company affairs and to act honestly”. The approach of Neville
J# was one where a semi-subjective standard of care was preferred. The duty was held to be that
“director must use reasonable care must be measured by the care an ordinary man might be
expected to take in the same circumstances on his own behalf ”.

The effect of s.174 (2) is that it adopts in Re D’Jan of London Ltd where Lord Hoffmann’s position
and mirrors the wrongful trading provision under s 214(4) of the 1A 1986. Therefore under the new
provisions a director's actions will be measured against the conduct expe cted of a reasonably
diligent person namely the subjective test. However recent cases have adopted a strict approach
towards the standard of care expected of directors.

It appears that the duty set out in s.174 adopts the Norman v Theodore™ test prescribed in the
Insolvency Act 1986 for judging whether directors are in breach of their duty under the section. The
courts are familiar with this test which they have used to assess compliance with a director’s
common law duty of skill and care and this is like ly to continue under the 2006 Act as well.

The duties of directors to avoid conflict of interest
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The core obligations is a duty of an directors is loyalty 31 which includes two key components: a
duty to avoid conflicts of interest Aberdeen Railway co v Blaikie Bros 32 and not to make secret
profits from their fiduciary position (Keech v Sandford)ss.these long established principles are stated
in CA 2006,S175 as follows:

Section 175 of the CA 2006 “seeks to restate the core fiduciary duty of a director to avoid a conflict

4, albeit with some

between his or her own personal interest with the interest of the company 3
modification”. The policy underlying equity’s anxiety in this regard explained by Lord Herschell in
Bray v Ford*®

Section 175 (1) CA 2006 “Requires a director of a company to avoid a situation in which he has, or
can have, a direct or indirect interest that conflicts, or possibly may conflict, with the interests of the

company>®”. This may happen in circumstances where director's personal interest confli cts with
their duty owed to the company as explained by Deane J in Chan v Zacbaria®

In Aberdeen Railway co v Blaikie Bros**stated that “a fiduciary duties of directors are three types
such as, to act bona fide in the interests of the company, secondly a duty to exercise their power
under the company’s articles and memorandum of association and finally conflict of interest and not

to profit from their position as a director of the company ”. In Re Smith & Fawcett Ltd* Lord Greene
stated that “...directors must exercise their discretion bona fide in what they consider, not what a
court may consider, is in the best interest of the company ”. So directors should always work for the
benefit of the company not for any other interest Neptune Itd v Fitzgerald (No 2)*. The
determination of good faith involves both subjective and objective assessment. The subjective test

is whether the directors honestly believed that his act or omission was in the interest of the

company. The issue is the directors state of mind Regenterest plc v Cohen®', an objective
assessment would require asking whether a reasonable man in the position of a director. However
an objective view was taken by Pennycuick in Charterbridge Corporation Ltd v Lloyd’s Bank Ltd *.

In Allied Business & Financial Consultants Ltd v Shanahan® *

the director's duty not to make a
secret profit when property investment fell outside the scope of the company's business, which was

to offer financial and business advice ”.
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So, it is strongly arguable that the fiduciary duties i ncumbent on directors is the duty to ensure that
conflicts of interest do not arise with the company and that the director does not make secret profits,

as such actions may result in directors having to account for any profit made from such a
transaction. However the reports ruling in the CA Re Allied Business & Financial Consultants Ltd pad
also reported as O'Donnell v Shanahan “on whether the acquisition of a property as an investment
opportunity by two directors with the knowledge of a third director, who did not personally want to
take on the risk herself, unfairly prejudiced her interests as a member of the company and was in

breach of the "no conflict" and "no profit" rules”. *°

In British Midland Tools Ltd v Midland International Tooling Ltd 4«3 director's duty to disclose the
company information of activities that may damage the company's interests, where four of the
directors planned to set up a new business competing with their new owners ”. In Extrasure Travel
Insurances Ltd v Scattergood*’, “on when incompetent but honest intentions amount to breach of
fiduciary duty and the test for determining when a director has acted in the best interests of the
company*®”

Upjohn LJ in Boulting v ACTAT *° said “the scope of the no-conflict rule, it must be applied
realistically to a situation which discloses a real conflict of duty and interest’ and not to some
‘theoretical or rhetorical conflict”.

In Cook v Deeks™ the Privy Council held that the defendants had a contract on behalf of the
Toronto Co. Lord Buckmaster said that “the directors: their influence and position to exclude, the

company whose interest it was their first duty to protect ”

In Canadian Supreme Court in Canadian Aero service Ltd v O’ Malley °', Laskin J stated that “by
taking into account all the circumstances surrounding a particular breach including the director’s
fides as the general standard of loyalty, good faith and avoidance of a conflict of duty and self -
interest...must be tested in each case by many factors”.

On the other hand, the courts continue to harness equity’s strict prophylactic view of fiduciary
liability where a director has misappropriated a corporate opportunity for his own benefit, it has

explained Don King production Inc v Warren®* and Gencor ACP Ltd v Daldy®®, Similar reasoning
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can be seen in Crown Dilmum v Sutton.** The s.175 of CA 2006 the aims is to promote that a
director should not only consider his personal interest but also the interests of persons connected
with him or her in deciding whether there is a conflict situation can arise. However one of criticism of
the 2006 Act is that the effect of the broad duty is lessened to a great extent by the various
exemptions the section itself provides .

Who can enforce and how to enforce the breach of director’s duty

Foss v Harbottle® is a leading English precedent in corporate law. In any action in which a wrong is
alleged to have been done to a company, the proper claimant is the company itself. This is known

as "the rule in Foss v Harbottle", and the several important exceptions that have been developed
are often described as "exceptions to the rule in Foss v Harbottle" amongst these is the 'derivative
action', which allows a minority shareholder to bring a claim on behalf of the company.

Now in order to evaluate whether or not the situation of minority shareholders has been improved
by the enactment of the Companies Act 2006, it is necessary to look at the various remedies offered

to minority shareholders under it:

Firstly, further reform with regard to minority shareholders has bee n made by sections 260-269 of
the Companies Act 2006 which have now replaced the common law rules associated with the
general principle laid down in Foss v Harbottle as far as they apply to derivative claims. S.260
defines a derivative claim as proceedings by a member of a company in respect of a cause of
action vested in the company and seeking relief on behalf of the company. The new rules contain

an exclusive list of grounds under s260(3), which further states that only where a cause of action

arises from an actual or proposed act or omission involving negligence, default, breach of duty or

breach of trust by a director of the company *°,.

The intention behind permitting derivative claim against ‘another person’ is to allow whether the

claim made against “a person who has assisted a directors in a breach of duty or a person who is
recipient of corporate assets in circumstances where he knows the directors is acting in breach of
his duties however to suing them derivatively must be their involvement in the d irectors breach of
duty”. A derivative claim cannot be brought where the breach of duty is solely reason for the third

party such as a negligent auditor.

The company law review steering group agreed that the derivative claim should be put on a

statutory basis on which restricted to breaches of directors duties including the duty of care and skill,
which should not be confined to cases of self serving negligence or worse °’. However, the view of
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CLRSG that the law on ratification should be modernised and simplified, which is proposed in the
new companies legislation *®.

The statutory derivative claim does not formulate a substantive rule to replace the rule in Foss v
Harbottle, but rather a new procedure for bring actions based on the existing rules. On the oth er
hand, the section does not seek to overturn these well-established principles*®. So it is suggested
that instead the implement the recommendation of the law commission that there should be a ‘new
derivative procedure with more modern, flexible, and acces sible criteria for determining whether a
shareholder can pursue an action’.

There were particular concerns about introducing the statutory statement of director's duties
specifically the obligation in CA 2006, under section 172 which require directors to promote the
success of the company®. The concern was that shareholders activists might use the combination
of the new derivative procedure and s 172 to challenge business decisions of directors on the basic
of an alleged failure to have regard to the factor s set out in the section. A derivative claim could be
argued to use to seek judicial review in effect of commercial decision of management.

It is also appears that the new regime will potentially allow a broader range of claims to be brought
more easily than the case in the common law. E.g, an employee or an environmental group holding
shares could potentially bring an action under the new provision alleging that the directors are in
breach of their duty by not taking into account their interest as required by the new statement of
director’'s duties.

Directors who wish to stay out of trouble will probably be wise to view the unfair prejudice law as a
very broad type of director's duty, at procedural level the unfair prejudice remedy has an even
greater impact in the law on director’s duties®’.

By considering the above overall discussion, it is suggested that the remedies for the breach of
director's duties should be stated in the statue along with the substantive duties. It is noted that
section 178 applies only to the general duties which is laid put in s171 to s177. However, it is also
noted that the second proposition in s178 is not applied to the duty to exercise reasonable care, skill
and diligence in line with the modern view that this is not a fiduciary duty. The remedy for that duty
is normally confines to damages.There are also number of uncertainties as to whether the remedy
available is personal or proprietary.
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