DUTIES OF DIRECTORS AND THEIR ENFORCEMENT
Professor D D Prentice
Emeritus Professor of Oxford University
A.  NOMENCLATURE

(a) Nomenclature
Section 250 of the Companies Act 2006
 provides that “In the Companies Acts “director” includes any person occupying the position of director, by whatever name so called”.  In Re Lo Line Electric Motors Ltd
 the court held (i) that the definition is inclusive but not exhaustive (director “includes”), and (ii) the words “by whatever name so called” was a matter of nomenclature, for example, a situation where the governance of a company or corporate body is vested in “governors” or “managers” or the “Master and Fellows”.  It is important to note that this does not cover a de facto director which is a status and not a matter of nomenclature.  The status of director falls into different categories and it is proposed to examine them seriatim.
(b) De iure director    A de iure director is one who has been appointed validly to the board.  The acts of a person acting as a director are valid notwithstanding that it is afterwards discovered that there was (i) a defect in his appointment, (ii) that he was disqualified from holding office, (iii) that he had ceased to hold office or (iv) that he was not entitled to vote on the matter in question.
  This section applies where there has been some “defect” in a purported appointment, for example, where the shareholders’ meeting effecting the appointment is inquorate; the section does not validate the acts of someone who has never been appointed but purports to fill the office of director.
  The purpose of this section is “to make the honest acts of de facto directors as good as the honest acts of de iure directors”.
  A party who has knowledge of the facts giving rise to the defect, or a party who is put on inquiry but does not inquire, cannot rely on the section.
  A de iure director will have certain rights, for example, he can obtain an injunction to restrain the company preventing him from acting as a director
 or a right to inspect the company’s accounts.
 
(c) Shadow director Section 251 of the 2006 Act defines shadow director as a “person in accordance with whose directions or instructions the directors of the company are accustomed to act.  A person  is not deemed to be a shadow director, however, by reason only that the directors act on the advice given to him in a professional capacity.
 Shadow director is a statutory created position and the implications of this will be addressed later.  To be a shadow director it is not necessary to show that “all” of the directors acted on his instructions, “a person at whose direction a governing majority of the board is accustomed to act is capable of being a shadow director”.    The directors must be “accustomed” to act on the directions of the shadow director, a one off instruction on which the directors acted would not suffice, there must be a pattern of behaviour by the board in which it failed to exercise “any independent judgment or discretion of its own”.
  However, there is no need to show that the directors followed instructions of the alleged shadow director throughout the whole life of the company or “even a majority of the life of the company” to demonstrate that they were accustomed to act.
  The position was set out by Morritt LJ in Secretary of State for Trade and Industry v Deverell
 where he stated in connection with the Company Directors Disqualification Act 1986, section 25(2):
.
 “(1) 
The definition of a shadow director is to be construed in the normal way to give effect to the parliamentary intention ascertainable from the mischief to be dealt with and the words used.  In particular, as the purpose of the Act is the protection of the public and as the definition is used in other legislative contexts it should not be strictly construed because it also has quasi-penal consequences in the context of the 1986 Act.  I agree with the statement to that effect of Browne-Wilkinson V-C in Re Lo-Line Electric Motors Ltd [1988] BCLC 698 at 706, [1988] Ch 477 at 489.  (2) The purpose of the legislation is to identify those, other than professional advisers, with real influence in the corporate affairs of the company.  But it is not necessary that such influence should be exercised over the whole field of its corporate activities.  I agree with the statements to that effect of Finn J in Australian Securities Commission v AS Nominees Ltd (1995) 133 ALR 1 at 52-53 and Robert Walker LJ in Re Kaytech International plc [1999] 2 BCLC 351 at 424.   (3)  Whether any particular communication from the alleged shadow director, whether by words or conduct, is to be classified as a direction or instruction must be objectively ascertained by the court in the light of all the evidence.  In that connection I do not accept that it is necessary to prove the understanding or expectation of either giver or receiver.  In many, if not most, cases it will suffice to prove the communication and its consequence.  Evidence of such understanding or expectation may be relevant but it cannot be conclusive.  Certainly the label attached by either or both parties then or thereafter cannot be more than a factor in considering whether the communication came within the statutory description of direction or instruction.  (4) Non-professional advice may come within that statutory description.  The proviso excepting advice given in a professional capacity appears to assume that advice generally is or may be included.  Moreover the concepts of ‘direction’ and ‘instruction’ do not exclude the concept of ‘advice’ for all three share the common feature of ‘guidance’.  (5)  It will, not doubt, be sufficient to show that in the face of ‘directions or instructions’ from the alleged shadow director the properly appointed directors or some of them cast themselves in a subservient role or surrendered their respective discretions.  But I do not consider that it is necessary to do so in all cases.  Such a requirement would be to put a gloss on the statutory requirement that the board are ‘accustomed to act in accordance with’ such directions or instructions.  It appears to me that Judge Cooke, in looking for the additional ingredient of a subservient role or the surrender of discretion by the board, imposed a qualification beyond that justified by the statutory language.”


Where over a period the directors of a company are accustomed to act on the instructions of a person, the person is not necessarily a shadow director from the beginning of the period but only from when the directors are accustomed to act, there can be no retrospective effect to the finding that a person is a shadow director.
  It is also important to note one consequence of the phase “accustomed to act”.  The board must actually “do something”, the mere issuing of instructions does not suffice as it is only when the instructions are “translated into action by the board” that the issue of shadow directorship can arise.



It is possible for a company to be a shadow director of another company
 and this would apply even though a company cannot be a director of another company.  However, if a company is held to be the shadow director of another company it does not follow that the directors of the dominant company will be held to a de facto or shadow directors of the subordinate company.  As was stated by Millett J with respect to companies forming part of a group, if what all the directors of the holding company have done is “to act in their capacity as directors of the ultimate holding company, in passing resolutions at board meetings, then in my judgment the holding company is the shadow director of the subsidiary and they are not”
.  This view was also adopted by Rimer L.J. in Re Paycheck Services 3 Ltd
 where he stated:

“Accepting that it is constitutionally permissible for a company to have another as its sole director, I can see no rational basis on which a member of the board of the latter company, who at all times acts in relation to the subject company solely in his capacity as a director of the corporate director, should be regarded as a de facto or shadow director of the subject company.  He may well be at the heart of the decision making in relation to the subject company.  But if he is only at such heart in his capacity as the decision making organ of the corporate director, there is no proper basis for regarding him as a director also of the subject company.  He will only become such if he steps outside the confines of his role as a member of the board of the corporate director and acts directly in relation to the affairs of the subject company.”


Applying the test in italics will never be easy particularly where the affairs of the dominant and subject companies have been conducted informally or where there is only one director of the dominant company.

(d) De facto director  A de facto director is someone who assumes the role or status of a director so as to make himself appear to be a de iure director so as to be making himself responsible as though he were a de iure director.
  As Millett LJ explained in Re Hydrodam (Corby) Ltd.


“A de facto director is a person who assumes to act as a director.  He is held out as a director by the company, and claims and purports to be a director, although never actually or validly appointed as such.  To establish that a person was a de facto director of a company it is necessary to plead and prove that he undertook functions in relation to the company which could properly be discharged only by a director.  It is not sufficient to show that he was concerned in the management of the company’s affairs or undertook tasks in relation to its business which can properly be performed by a manager below board level.”

Subsequent cases have jettisoned the holding out requirement and have emphasised the role played by the alleged de facto director in the affairs of the company; the question posed by the courts is was the alleged de facto director “acting on an equal footing with the others” (i.e. the other directors).  Evidence of “holding out” will remain, however, a highly relevant but not decisive factor in determining the status of a de facto director.
  In Gemma Ltd v Davies
 the court formulated the following tests for what establishes the existence of a de facto directorship

“(1)
To establish that a person was a de facto director of a company, it is necessary to plead and prove that he undertook functions in relation to the company which could properly be discharged only by a director: per Millett J in Re Hydrodam (Corby) Ltd [1994] 2 BCLC 180 at 183.


(2)
It is not a necessary characteristic of a de facto director that he is held out as a director; such ‘holding out’ may, however, be important evidence in support of the conclusion that a person acted as a director in fact: per Etherton J in Secretary of State for Trade and Industry v Hollier [2006] EWHC 1804 (Ch, [2007] Bus LR 352 at [66].


(3)
Holding out is not a sufficient condition either.  What matters is not what he called himself but what he did: per Lewison J in Re Mea Corp Ltd [2007] 1 BCLC 618.


(4)
It is necessary for the person alleged to be a de facto director to have participated in directing the affairs of the company on an equal footing with the other director(s) and not in a subordinate role: per Etherton J in Secretary of State for Trade and Industry v Hollier [2006] EWHC 1804 (Ch), [2007] Bus LR 352 at [68] and [69] explaining dicta of Timothy Lloyd QC in Re Richborough Furniture Ltd [1996] 1 BCLC 507 at 524.


(5)
The person in question must be shown to have assumed the status and functions of a company director and to have exercised ‘real influence’ in the corporate governance of the company: per Robert Walker LJ in Kaytech International plc [1999] 2 BCLC 351 at 424.”


Pre-incorporation activities are not directly relevant in determining status of a person as a de facto director, but they may provide a context and background for determining the status of the alleged de facto director: he may have (i) given the instructions for the formation of the company, (ii) claimed that he was principally responsible for raising the needed capital, or (iii) allowed himself to be held out as chief executive in discussions with potential suppliers.



There is difficulty is distinguishing between someone who can accurately be held to have had a boardroom responsibility or a directorial function so as to be a de facto director, and someone who was never more than a senior manager.
  This appraisal will be highly fact sensitive and each case will turn on its own special facts.
  Etherton J attempted very helpfully to set out the factors that were relevant to assessing whether a person was a de facto director.  He stated:


“81.
On the basis of the analysis above, I would summarise as follows the principles to be applied in determining in proceedings under the 1986 Act
 whether the defendant was a de facto director.  (1) The touchstone is whether the defendant was part of the corporate governing structure.  (2) Inherent in that touchstone is the distinction between someone who participates, or has the right to participate, in collective decision making on corporate policy and strategy and its implementation, on the one hand, and others who may advise or act on behalf of, or otherwise for the benefit of, the company, but do not participate in decision making as part of the corporate governance of the company.  Accordingly, the test is not satisfied by someone who was at all times and in all material decisions subordinate to the de jure directors.  (3) The defendant may have been a de facto director even though he or she did not have day-to-day control of the company’s affairs, and even though he or she was only involved in part of the company’s activities.  (4) The issue is to be determined objectively on the basis of all relevant facts.  Whether the defendant was held out by the company, or claimed or purported, to be a director, and whether the defendant had access or the ability to obtain access to relevant company information is likely to be highly relevant and may be decisive.  Factors such as a family relationship with other admitted directors and the defendant’s financial interest in the company may also be relevant, sometimes supporting and sometimes negating the allegation that the defendant was a de facto director.  (5) De facto directorships and shadow directorships are alternatives, although there may be cases, particularly where the defendant’s influence in the corporate governance was partly concealed and partly open, where it may not be entirely straightforward which of the two descriptions is most apposite”
.

It is also possible for a shareholder to become a de facto director.  As was stated by Parker J in Secretary of State for Trade and Industry v Jones:


“If a substantial shareholder in a small company – a quasi-partnership company, for example – wishes, as well he may, to take an active part in running the affairs of the company in order to protect his investment, that raises the very question whether in so doing he may not be constituting himself a de facto director.”


Where companies legislation refers to a “director” it will be a matter of construction whether it also embraces a de facto director.
  Section 145(1) of CAP50 is obviously referring to a de iure director, this must also be true of section 151.  A person can be a de facto director without having the label “director” attached to him.


A de facto directorship is obviously capable of ending and this need not require a formal resignation, in fact, given the nature of a de facto directorship, it does not appear apposite to refer to “resignation” from it as there was no formal appointment in the first place.  Where a person has constituted himself a de facto director “it is a question of fact for how long that directorship can be taken to continue”.

(e) (i) 
Nominee director  a “Nominee director” is a commercial term and what it involves is a situation where a dominant shareholder, for example, a parent company, nominates and appoints its selected candidate as a director a nominee director could also be appointed by a group of shareholders or creditors.  The fact that a person has been nominated to the office of director does not of itself impose any duty on the director towards his nominator.
  The nominated director has a restricted freedom to take into consideration the interests of his nominator.  As was stated by Burrton LJ in Re Neath Rugby Ltd (No2):


“As the Australian cases to which the judge referred
 indicate, an appointed director, without being in breach of his duties to the company, may take the interests of his nominator into account, provided that his decisions as a director are in what he genuinely considers to be the best interests of the company; but that is a very different thing from his being under a duty to his nominator by reason of his appointment by it.”

A similar position was adopted in Oversea-Chinese Banking Corporation Ltd v Justlogin Pte Ltd
 where the court stated:


“A nominee director may take into account the interest of his appointor if such interest does not conflict with the interest of the company ....  The court will only interfere if it is of the view that no reasonable director would consider the action taken to be in the interest of the company”.


The duties of a nominee director was exhaustively set out by Warren J in Re Southern Counties Fresh Foods Ltd
:
“a.
First, he owes the same duties to the company as any other director.


b. Secondly, he owes his duties as a director to the company alone.


c. Thirdly, the company is entitled to expect from the director his best independent judgment.


d. However, fourthly, these duties can be qualified in the case of a nominee director just as they can be qualified in the case of any other director.  In particular, such duties (except perhaps for certain core duties) can be qualified by the unanimous assent of the shareholders.


e. But, fifthly, it is doubtful whether, as a matter of English law, it is possible to release a director from his general duty to act in the best interests of the company.


f. Sixthly, even if it is possible to do so, it would require strong evidence to demonstrate that that had been done, ideally an express written agreement signed by all of the shareholders.  The onus must lie on those saying that the general rule has been attenuated or, to use another word, relaxed, as a result of unanimous shareholder approval to demonstrate that such approval has been given.  And, I must add, they must show the extent to which the general rule has been relaxed.


g. Seventhly, however, I see no reason in principle why in relation to specific areas of interest, a director should not be released from his fiduciary duty to give his best independent judgment to the company.  In particular, if a director is charged with negotiating on behalf of his appointor an agreement with the company where the interests of his appointor and the company are opposed, the shareholders can unanimously agree that he may conduct such negotiation without regard to the interests of the company.  But if that were to be done, it might be expected that the director concerned would, by the same agreement, be precluded from discussions of the board relating to the negotiations and certainly from voting on the issue.”

(f) Executive – non-executive directors

The expression non-executive director (“NED”) is normally applied to a person who is a director but does not have a full time managerial role or a contract of service.  As stated in the Walker Report
 “In broad terms, the role of the NED, under the leadership of the chairman, is: to ensure that there is an effective executive team in place; to participate actively in the decision-taking process of the board; and to exercise appropriate oversight over execution of the agreed strategy by the executive team.”  Langley J. in Equitable Life Assurance Society v Bowley,
 considered that “a company may reasonably at least look to non-executive directors for independence of judgment and supervision of the executive management.”  NED owe the same legal duties to the company as executive directors.  As Langley J stated in Equitable Life:


“There is a considerable measure of agreement about the duty owed in law by a non-executive director to a company.  In expression it does not differ from the duty owed by an executive director but in application it may and usually will do so.”

(g) Mingling of the categories  

Millett J considered that the categories of de facto and shadow director did not overlap but were mutually exclusive.
  This view has not been accepted and it has been considered that they can overlap.  In Re Mea Corporation Ltd
 the Court held that person may simultaneously be both a shadow director and a de facto director; he may assume the functions of a director as regards one part of a company’s activities (say, marketing) and give instructions to the board as regards another part of the company’s activities (say, manufacturing and finance).

B.
Appointment, Resignation and Removal

(a)
Appointment  The directors are responsible for the management of a company’s affairs. The scope of their management powers will be set out in a company’s constitution (the articles of association) and articles almost invariably provide that “the directors are responsible for the management of the company’s business for which purpose they may exercise all the powers of the company”. A private company must have at least one director and a public company must have two.
 A company must have at least one director who is a natural person.
 If a company fails to make an appointment the Secretary of State can order it to do so.
  
(b)
Resignation  A director may resign as and when he wishes although this could involve a breach of his service contract.  Articles often provide that a director may resign at any time from that office without formality.  The power to resign is not a fiduciary power and the right can be exercised “however damaging it may be to the interests of the company”.
  However, if a director resigns in circumstances where he knows that the remaining directors will plunder the company, it is submitted he would be in breach of duty if the remaining directors do misappropriate the company’s assets.  In this situation the director would have failed to protect the company’s interests.  A director cannot, however, appropriate assets of the company after his resignation such as a maturing business opportunity.
  The position is clear that a director has an obligation “to avoid a conflict of duty and self-interest” which entails that the director is “precluded from obtaining for himself, either secretly or without the informed approval of the company, any property or business advantage either belonging to the company or for which it has been negotiating, especially where the director or officer is a participant in the negotiations”.
  In considering whether a director has breached this duty the factors to be taken into account:


“will include the factor of position or office held, the nature of the corporate opportunity, its ripeness, its specificness and the director’s relation to it, the amount of knowledge possessed, the circumstances in which it was obtained and whether it was special or indeed even private, the factor of time in the continuation of the fiduciary duty where the alleged breach occurs after termination of the relationship with the company and the circumstances under which the breach was terminated, that is whether by retirement or resignation or discharge.”


A director can plan for resignation and setting up a competitive business to that of the
 company as, like any ex-employee, he is free to use his general knowledge and skill but he cannot use any confidential information belonging to the company.

(c)
Removal  A public company may by ordinary resolution remove a director before the expiration of his period of office
 but such removal does not affect the director’s right to receive compensation or damages arising from the termination of his appointment.

B.   THE COMMON LAW
Duty of Care and Skill
(a) Introduction


At common law a director was held to owe a duty of care and skill to the company.  The starting point for an analysis of the common law duty is Romer J’s judgment in Re City Equitable Fire Insurance Co Ltd.
  The first point to be made about the judgment is that it stresses the fact that the duty is fact sensitive: “The position of a director of a company carrying on a small retail business is very different from that of a director of a railway company.”
  Secondly, he went on to deal with the relationship of the directors with the company’s management staff:  “The larger the business carried on by the company the more numerous, and the more important, the matters that must of necessity be left to the managers, the accountants and the rest of the staff”.
  Thirdly, he considered that directors “are not liable for mere errors of judgment”.
  This is important as it precludes the inference of negligence merely from the fact that a decision of the directors has caused harm to the company.  Finally he set out the duty of care and skill in three propositions:


“(1)
A director need not exhibit in the performance of his duties a greater degree of care than may reasonably be expected from a person of his knowledge and experience.  A director of a life insurance company, for instance, does not guarantee that he has the skill of an actuary or a physician”.


“(2)
A director is not bound to give continuous attention to the affairs of his company.  His duties are of an intermittent nature to be performed at periodical board meetings, and at any committee of the board upon which he happens to be placed”.


“(3)
In respect of all duties that, having regard to the exigencies of the business, and the articles of association, may 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.”


Proposition (1)   There have been significant developments, both judicial and statutory, having an impact on Romer J’s judgment in In Re City Equitable.  In Re D’Jan of London Ltd
 Hoffmann L.J. stated:


“.... the duty of care owed by a director at common law is accurately stated in section 214(4) of the Insolvency Act 1986.  It is the conduct of “a reasonably diligent person having both – (a) the general knowledge, skill and experience that may reasonably be expected of a person carrying out the same functions as are carried out by that director in relation to the company, and (b) the general knowledge, skill and experience that the director has”.

Thus the standard has an objective and a subjective component with the objective providing the floor and the subjective providing the ceiling.  As there is an increase in the management professionalism of directors, the subjective standard will inevitably set a demanding standard for many directors to comply with.
 

(b) Proposition (2)     Romer J considered that a director’s duties as regards diligence were of an intermittent nature.  He did, however, consider that he should attend board meetings “whenever, in the circumstances, he is reasonably able to do so.”  This principle is probably only applicable to non-executive directors as an executive director will have a contract of service and this will invariably require him to attend board meetings.  Directors also have an obligation to prepare for board meetings and should acquire a sound knowledge of the company’s business.  In the significant Australian case of Daniels v Anderson
 the Court cited with approval the dictum of Pollock J of the Supreme Court of New Jersey
 that “as a general rule, a director should acquire at least a rudimentary understanding of the business of the corporation.  Accordingly a director should become familiar with the fundamentals of the business in which the director is engaged.  Pollock J in the Francis v United Jersey Bank Case
 went on to hold that “Directors are under a continuing obligation to keep informed about the activities of the corporation.  Otherwise, they may not be able to participate in the overall management of corporate affairs”.  This formulation of a director’s duty is one that would appeal to a modern Chancery judge.

(c) Proposition (3).     This enables a director to rely on the work product of corporate advisers and management, if it was not possible to so rely, the management of large professional firms would be impossible.

The Duty of Care and Skill – The New Statutory Regime

Chapter 2 of Part 10 of the Companies Act 2006 contains detailed provisions on director’s duties.  One of the duties provided  for is the duty of care and skill.   Section 174 of the Act which deals with the “Duty to exercise reasonable, care, skill and diligence” provides:


“(1) A director must exercise reasonable, care skill and diligence.

(2) This means the care, skill and diligence that would be exercised by a reasonable person with- 

(a) the general knowledge, skill and experience that may reasonably be expected of a person carrying out the functions carried out by the director in relation to the company, and 

(b) the general knowledge, skill and experience that the director has.”  

A number of observations can be made on this provision.

(a) This provision stipulates an objective standard (the general knowledge etc that may be reasonably expected of a person carrying out similar functions as those being carried out by the director – section 174(2)) and a subjective standard (the general knowledge and skill that the director has – section 174(2)(b)).  Thus the statutory duty maintains the subjective/approach of the common law.  The objective standard sets the minimum standard and this standard can be enhanced by the subjective standard but never reduced. 
(b) in the application of the duty there has, as at common law, to be regard for the functions carried out by the director in relation to the company in question.  As was stated by Parker J in Re Barings plc (No 5), Secretary of State for Trade and Industry v Baker (No 5), 
  with respect to the common law which is equally applicable to section 174: “Thus the existence and extent of the duty will depend on how the particular business is organised and upon what parting the management of that business the [director] could be reasonably expected to play”.
(c) if a director is an executive director then his conduct has to be considered against what could be reasonably be expected of an executive director.  For example, if the director is the “finance director” the skills of a person acting in that capacity will be expected of him.

(d) if the director is a non-executive director then this will be reflected in the application of the standard and, for example, such a director would not be expected to give full time service to the company.
(e) the section 174 standard also raises the question as to the level of knowledge of the company’s affairs expected of directors to enable them collectively and individually to control and supervise the company’s affairs.  In the Barings case Parker J stated:

“(i) Directors have, both collectively and individually, a continuing duty to acquire and maintain a sufficient knowledge and understanding of the company’s business to enable them to properly discharge their duties as directors.

(ii) Whilst directors are entitled (subject to the articles of association of the company) to delegate particular functions to those below them in the management chain, and to trust their competence and integrity to a reasonable extent, the exercise of the power of delegation does not absolve a director from the duty to supervise the discharge of the delegated functions. 
(iii) No rule of universal application can be formulated as to the duty referred to in (ii) above. The extent of the duty, and the question whether it has been discharged, must depend on the facts of each particular case, including the director’s role in the management of the company.”

(f) directors can delegate their authority as management of a large company would be impossible if directors were not permitted to delegate and had to do everything for themselves.  Having delegated their powers, directors are not required, in the absence of grounds for suspicion, the law does not require the directors to mistrust or constantly supervise those to whom the tasks have been delegated, such a duty would defeat the whole purpose of the delegation.  However, the directors do have residual duty to supervise, they may delegate but not abdicate their authority.
C.
Fiduciary duties

(a) A director’s fiduciary duties involve the application of the (i) no conflict rule and (ii) the no profit rule.  They were explained by Dean J in Chan v Zacharia:

“The first is that which appropriates for the benefit of the person to whom the fiduciary duty is owed any benefit or gain obtained or received by the fiduciary in circumstances where there existed a conflict of personal interest and fiduciary duty or a significant possibility of such conflict: the objective is to preclude the fiduciary from being swayed by considerations of personal interest.  The second is that which requires the fiduciary to account for any benefit or gain obtained or received by reason of or by use of his fiduciary position or of opportunity or knowledge resulting from it: the objective is to preclude the fiduciary from actually misusing his position for his personal advantage.”

These duties are owed to the company and not to the shareholders either individually or collectively.  In certain limited circumstances, however, the courts have found that directors did owe fiduciary duties to individual shareholders but these duties arose from the special facts of the case and not simply because a person was a director.
 For example, in a quasi-part membership type of company a relationship of confidence may have evolved (and often will) between the members and the directors which constitute the basis for finding that the directors owe a fiduciary duty to the members.
(b) No conflict rule.     This precludes a director from entering into a transaction where his interest conflicts or may conflict with that of the company, the requirement is that there must be a real sensible possibility of conflict
.  This rule also applies where a director causes the company to enter into a transaction with a “close relation, or a spouse or other partner” as there is a risk that the director will favour the other party.   To avoid liability in this situation, there is a burden on the director to show that “the transaction was demonstrably in the best interests of the company.”
   The no conflict rule will cease to be operative after a director resigns
, or where a person is nominally a director but has been effectively excluded from the management of the company
.


(c) The no profit rule.   This rule precludes a fiduciary from retaining a profit which he obtains because of his fiduciary duty unless shareholder consent has been given to his retaining the profit.  The consent may be given ex ante or ex post and it may be given ad hoc or be of a more generalised nature.  There can be breach of this rule even where the director has acted in good faith
.  The no profit rule also precludes a director from diverting to himself a maturing business opportunity with respect to which he has been negotiating on behalf of the company.  As was stated by Lewison J in Ultraframe:-
   
“Since the maturing business opportunity is treated as the property of the company, he who takes advantage of the opportunity misappropriates trust property.  This seems to be a variant of the “no profit rule”.

Fiduciary duties and disclosure of own wrongdoing In In Plus Group Ltd v Pyke
 Sedley LJ considered that if a fiduciary found himself in a position of conflict he must regularise it or abandon it. The result of this requirement is that there should be disclosure of resignation. Given the duty to avoid conflicts, the non-disclosure of the conflict is itself a breach of duty whether or not the conflict is exploited by the director. In Item Software (UK) Ltd v Fassihi
 Arden LJ held that the director should have disclosed his conflict where the company was negotiating to renew an important contract which the director was negotiating to secure for his own benefit.  This duty, however, is based on a director’s duty to act in what
 “he considers in good faith to be the best interests of the company.  There is no separate independent duty of disclosure”.
Fiduciary Duties – Statutory Reform

[1] General Duties Chapter 10 of Part 2 of the Companies Act 2006 contains extensive provisions on director’s duties. There are other provisions in the Act dealing with specific transactions between a director and a company, for example, loans, substantial property transactions involving a director and a company, payment for loss of office, but there is simply not the time to go into these in any detail. 
D.
General Duties of Directors
[2] The scope and nature of a director's general duties are set out in section 170.

[3] To whom duties owed.  Section 170(1) provides that:

"(1) The general duties specified in sections 171 to 177 are owed by a director of a company to the company".

This makes no alteration to the existing law.  It is clearly established that a director owes his duties to the company and only to the company.
  It follows from this that the proper plaintiff in any action to enforce a director’s duties is the company.  To be recoverable, the loss from any breach of duty must be the company's loss, and any recovery will be in favour of the company.  Section 170(1) refers to a "director".  This obviously covers a de iure director, which includes a "person occupying the position of director, by whatever name called".
  A de facto director
 would also be subject to the general duties.  Whether a de facto director is caught by a statutory provision is a matter of construction
, and it would be anomalous not to apply the general duties to such a director.  The position of a shadow director is dealt with below.
  Also, there have been significant recent developments where the courts have found that on the special facts of the case a director owes duties to the shareholders individually
, or to the creditors
.  These principles will still be applicable and be capable of judicial development but they do not fall within Part 10.

[4]
Continuation of duties on cessation of office by director.  Section 170(2) of the Act provides:

"(2)
A person who ceases to be a director continues to be subject –

(a)
to the duty in section 175 (duty to avoid conflicts of interest) as regards the exploitation of any property, information or opportunity of which he became aware at a time when he was a director, and
(b)
to the duty in section 176 (duty not to accept benefits from third parties) as regards things done or omitted by him before he ceased to be a director.

To that extent those duties apply to a former director as to a director, subject to any necessary adaptations."

A little background to the understanding of this subsection is needed.  Obviously where a director is in office he is subject to the full panoply of duties.  Where a director ceases to hold office, the question arises as to the extent to which such duties remain applicable.  This issue was addressed, as regards common law fiduciary duties, in Ultraframe (UK) Ltd v Fielding.
  As regards the fiduciary duty of a director not to enter into a transaction where his interest conflicts with those of the company ("the no conflict rule"
), the court held that once "a director resigns his office, the 'no conflict rule' ceases to apply to his future activities".
  However, as regards the "no profit rule",
 namely, that a director is accountable for any profit which he has acquired because of his position as a director unless it is consented to by the company, the position is different.  Ceasing to be a director does not immunise "a director from being in breach of the no profit rule" where, after ceasing to be a director, "he uses for his own benefit, property of the company or information he has acquired while a director".

[5]
Section 170(2)(a) applies the no-profit rule to an ex-director
; an ex-director is prohibited from exploiting for his benefit "any property, information or opportunity of which he became aware at a time when he was a director".
  Actual awareness is needed, and it follows that an ex-director will not be liable where he profits from something of which he should have been aware but of which he is ignorant when acting as a director.
  An ex-director will continue to be entitled to legitimate benefits such as pension payments where these will have been consented to.

[6]
By section 170(2)(b) an ex-director is also subject to the duty not to accept benefits from a third party with respect to matters which arose when he was a director.
 There is no “time limit” on the liability of an ex-director under section 170(2); no matter how long after his directorship has terminated provided the benefit arises out of his position as a director, he is liable.
E.
Duty to act within powers

[7]
The duty of directors to act within their powers is set out in section 171 which provides:


"A director of a company must –

(a)
act in accordance with the company's constitution, and

(b)
only exercise powers for the purposes for which they are conferred."

[8]
Directors, as fiduciaries, must observe the scope of their mandate.  Where a director breaches this duty he is obliged to restore any lost assets
 and bona fides is not a defence.
  In determining what are the purposes for which a power has been conferred, the case law on this topic will provide guidance.
  What constitutes the company's constitution for the purpose of section 171 is set out in section 257.  As section 171 imposes a duty on directors to act in accordance with a company's constitution it is now more arguable that a shareholder could bring a derivative action to oblige the directors to observe the terms of the company's articles which relate to his rights, or possibly which if enforced would benefit a third party.

F.
Duty to promote success of the company

[9]
Section 172(1) provides that:

"(1)
A director of a company must 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 as a whole, and in doing so have regard (amongst other matters) to –

(a)
the likely consequences of any decision in the long term,

(b)
the interests of the company's employees,

(c) 
the need to foster the company's business relationships with suppliers, customers and others,

(d)
the impact of the company's operations on the community and the environment,

(e)
the desirability of the company maintaining a reputation for high standards of business conduct, and

(f)
the need to act fairly as between members of the company."

This is one of the most contentious provisions of the Act.  The CLR discussed at length whether the duty of directors to act in the interests of the company "should be interpreted as meaning simply that they should act in the interests of the shareholders, or whether they should also take account of other interests, such as those of employees, creditors, customers, the environment, and the wider community".
  There were those who argued that these wider interests should be treated as independent purposes and should not be subordinate to, or be treated as simply a means of promoting, the interests of shareholders.
  The CLR did not recommend this "pluralist" approach but recommended that director's duties be framed in an inclusive way so that the directors, in exercising their powers for the "success of the company for the benefit of its members", should give due recognition to the interests of others (customers, employees, suppliers, the community).
  The government adopted the CLR recommendation, referred to as constituting "enlightened shareholder value".

[10]
Success of the company for benefit of members as a whole.  A director's primary duty is to promote the "success" of the company for the "benefit of the members as a whole".  This is to be contrasted with the common law duty of the directors to act "in the best interests of the company".  "Success" replaces “interests”.  It was argued that what constitutes success is far from clear, whereas interests was a concept that is supported by an existing body of case law.
  Success probably means, for a commercial company, long-term shareholder value.
  Examples were raised where the criterion of success could pose difficulties; for example, a proposal to wind up the company, or the recommending of a lower take-over offer because the directors were more confident that this would come to fruition than a higher alternative.
  Decisions of this nature already have to be made by directors and they are not made any more difficult by section 172.  These are essentially commercial decisions and the courts will defer to the commercial judgment of the directors provided they act in good faith and their decision is not manifestly unreasonable.  The director's decision also has to be for the "benefit of … the members as a whole".  The members of a company may often have different views as to what is in their interests, for example, some may want dividends others may want capital gains.
  However, it is for the directors, and not the members to decide what is in the interests of the members and, provided they act fairly as between members,
 and act with competence their decision will be difficult to impeach.

[11]
In what the director "considers, in good faith".  This makes it clear that the primary duty is subjective.  It is for the directors, and not the court, to decide in good faith what will promote the success of the company for the benefit of its members.

[12]
Have regard to (amongst other matters).   However, section 172(1) sets out six matters to which a director must have regard in deciding whether a particular decision will promote the success of the company.
  To the extent that a director “must act in the way he considers in good faith”, taking into consideration the matters set out in section 172(1)(a)-(f), they impose an objective requirement on the exercise of his duties.  This list is not exhaustive, it is "amongst other matters".  It is far from clear what falls within other matters.  Two possible examples are charitable or political contributions
 in so far as they contribute to the "success" of the company.  The enumeration of the six matters does not introduce independent, freestanding duties, there is one primary duty to promote the success of the company in the interests of the members and these six matters have to be taken into consideration when directors are discharging this primary duty.  However, the directors must “have regard” to these matters in reaching a decision, and this obligation is unqualified.  It is not intended that the directors should indulge in a box ticking exercise, each matter has to be independently considered.
  In many situations certain of the six matters will have limited relevance to a particular company.  For example, a company may carry on a business that has little to no impact on the environment and this will impact on the extent of the director's duty to have regard to the duty set out in section 172(1)(d).  Have regard to does not guide directors as to the weight that should be attached to any of the six matters, this will be a matter of directorial discretion.  Also, there may well be a conflict between the various matters which directors have to have regard to.  For example, a company may for cost reasons out-source its production to another jurisdiction and the directors can plausibly claim that these cost savings will be in the long-term interests of the members by promoting the success of the company.  However, such relocation is obviously not in the interests of the company's employees or the community in which the company currently operates.  But if the directors in good faith decide that it will promote the success of the company, the decision is compliant with their section 172 duty.  Also the directors will have to give consideration to the “matters” even if they take effect outside the jurisdiction.  This is not giving extra-jurisdictional effect to the legislation as what is involved is the “success” of the company, something which obviously relates to the UK jurisdiction, but which can be impacted upon by a company’s extra-jurisdictional activities.  There will inevitably be conflict as to how the matters in section 172(1)(a)-(f) are to be balanced and this is a matter for the good faith judgment of the directors in promoting the success of the company.

[13]
Creditors of the company.  In certain circumstances the interests of the company are the interests of the creditors.  Where, for example, the company is insolvent, the creditor’s interests prevail as the shareholders no longer have any interest.
  Creditor interests also probably intrude where the company although not insolvent cannot avoid insolvency.
  Section 172(3) deals with this issue and provides:

"(3)
The duty imposed by this section has effect subject to any enactment or rule of law requiring directors, in certain circumstances, to consider or act in the interests of creditors of the company."

Thus this covers both the common law duty to creditors ("rule of law") and the wrongful trading provisions of the Insolvency Act 1986 ("enactment").
  Where these are applicable the interests of the company are the interests of the creditors, and thus, for example, in determining whether directors have exercised their duty of care, skill and diligence
 it is in the interests of creditors that have to be considered. Also, where creditors’ interests intrude there can be no ratification of a breach of directors’ duties by the shareholders as they no longer have an interest in the matter.

G.
Duty to avoid conflicts of interests

[14]
Section 175(1) provides that:

"(1)
A director of a company must 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 section imposes a positive duty to avoid conflicts of interest and departs from the common law which merely imposed a “disability” in a situation of conflict
 but did not impose a duty to avoid conflict.
  Also, the no conflict rule subsumes the no profit rule, which is not identified as a separate duty.  Section 175(1) is extremely broad.  It covers "a direct or indirect interest that conflicts, or "possibly may conflict" with the company's interests.  Thus it would cover being a director of another company which carries on an activity which is similar to the business of a company of which he is also a director.
  The prohibition also applies to situations where the director "can have" an interest which "possibly may conflict".   Thus potential conflicts as well as actual conflicts are covered.
  This obviously creates difficulties in the case of a director who is intending to take on an additional appointment as a director or who already holds multiple directorships.  Where the possibility of conflict is clear,
 a director will need to obtain authorisation.
  Where the conflict is speculative in the sense that the test that "the reasonable man looking at the relevant facts and circumstances of the particular case would think that there was a real sensible possibility of conflict”
 is not satisfied a director can rely on section 175(4)(a).

[15]
Section 175(2) extends the reach of section 175(1) by providing that the no conflict prohibition "applies in particular to the exploitation of any property, information or opportunity (and it is immaterial whether the company could take advantage of the property, information or opportunity").  This reflects the common law; it is a breach of duty for directors to take up for their own benefit an opportunity falling within the company's line of business which the company did not have the resources to exploit,
 which the company had decided not to pursue,
 or where the third party with whom the opportunity was associated did not wish to deal with the company.
  However, it is important to keep in mind that the exploitation of the property, information or opportunity must be such as to give rise to a conflict and accordingly the exploitation of the type of opportunity which a director has no duty to pass on to the company could not constitute a breach of duty by the director.  The scope of the section is further extended by section 175(7) which provides that any "reference in this section [i.e. 175] to a conflict of interest includes a conflict of interest and duty and a conflict of duties", this, however, replicates the common law.  Section 175 only applies to transactions involving a third party; section 175(3) excludes a "conflict of interest arising in relation to a transaction or arrangement with the company."  Transactions with the company are dealt with by other provisions.

[16]
The no conflict duty is not infringed "if the situation cannot reasonably be regarded as to give rise to a conflict of interest."
  This replicates the common law that a fiduciary, hence a director, will not be liable for breach of duty where there is no sensible possibility of conflict.
  This also provides protection to a director who, for example, holds multiple directorships where there is a possibility that he "can have" a direct or indirect conflicting interest but on the facts the “situation cannot reasonably be regarded as likely to give rise to a conflict of interest”.

H.   Duty not to accept benefits from third parties

[17]
Section 176(1) provides that:

"(1)
A director of a company must not accept a benefit from a third party conferred by reason of –



(a)
his being a director, or

(b)
his doing (or not doing) anything as director."

[18]
The section only proscribes benefits received from a third party and for the purpose of the section "third party" means “a person other than the company, an associated body corporate or a person acting on behalf of the company or an associated body corporate."
  Obviously benefit will include a pecuniary benefit but it extends to any type of benefit, for example, free holidays.  Benefit could extend to an indemnity granted to a director in connection with his office as director or the appointment to the position as a non-executive director of another company
 where that is conferred because of his directorship.  In Cronins v Grierson
 dealing with the meaning of benefit in section 2(3) of  the Betting, Gaming and Lotteries Act 1964, Lord Upjohn stated that "Benefit is a word of wide import, it means in this context no more than advantage.  I cannot construe it as being limited to a tangible, corporeal advantage …".
  In the Parliamentary proceedings, this case was cited by the Solicitor-General as being appropriate in interpreting the meaning of benefit in section 176 and thus, although ultimately what constitutes benefit within the terms of section 176 is a matter of statutory interpretation for the courts, benefit is clearly intended to include non-financial benefits.
  

[19]
There are certain other exclusions to liability under section 176.  The most important of which is section 176(4) which provides that the duty under the section is "not infringed if the acceptance of the benefit cannot reasonably be regarded as likely to give rise to a conflict of interest".  This would obviously render de minimis benefits non-conflictual.  The benefit must be "likely" to give rise a conflict of interest and this would exclude fanciful possibilities of conflict. A conflict of interest includes a conflict of interest and duty and a conflict of duties.
  Also excluded are situations where the director's services are provided to a company by another person and that other person provides benefits to the director.  In this case such benefits are not within section 176.
  The type of situation covered by this is where a director provides his services through his own company which in turn remunerates him.

I.
Duty to exercise independent judgment
[20]
At common law, a director, as a fiduciary, has a duty to exercise his judgment in the interests of the company and may not abdicate this responsibility by acting on the instructions of another director
 or a third party.
  The common law rule does not preclude a director from acting on the advice of others
 (for example, directors acting on the advice of the finance director) but, even though taking into consideration the advice, the director must exercise his own independent judgment.  If a director could not rely on the advice of others it would "render anything like an intelligent devolution of management impossible".
  The duties also apply to "nominee directors",
 once appointed they must exercise independent judgment and to act on the instructions of their nominator would be a breach of duty
.  Boards of directors will inevitably enter into contracts on behalf of a company which constrain the future acts of the company and, as a consequence, also constrain the manner in which they may exercise their powers.  For example, directors may agree to a corporate restructuring that involves the company issuing shares to a designated party and thus requires the directors agreeing to exercise their powers of allotment in a particular manner.  However, provided they act in good faith in the interests of the company, this would not constitute an improper fettering of their discretion.

[21]
Section 173(1) of the Act provides that: "A director of a company must exercise independent judgment".  This replicates the common law.
  It is not intended to alter the position that directors can still rely on others.  It does not preclude the appointment of a "nominee" director.  However, in both situations directors will still have to exercise their own independent judgment.

[22]
There still remains the issue of directors entering into an agreement on behalf of a company which constrains the future exercise of the powers of the board.  This is dealt with in section 173(2) which provides:

"(2)
This duty [i.e. the duty imposed by section 173(1)] is not infringed by his acting –

(a)

in accordance with an agreement duly entered into by the company that restricts the future exercise of discretion by its directors, or

(b)

in a way authorised by the company's constitution."

The agreement covered by 173(2)(a) is one which restricts “the future exercise of discretion by its directors.” This would be the directors acting as a board.  It is important to note that it is only an "agreement duly entered into by the company"
 that falls within section 173(2)(a).  Anything short of an agreement, for example, an understanding or arrangement does not fall within the provision.  Also, the agreement must be "duly" entered into, that is, there must be compliance with the company's constitution.  It follows from this that an agreement not duly entered into, even though binding on the third party and the company, would not give protection to a director in an action for breach of duty.  No statutory provision is made for ratification of an agreement that has not been "duly" entered into but as a matter of general law the shareholders would have authority to ratify such a transaction
.  Where a transaction does fall within section 173(2), it will still be necessary for the directors to satisfy any other relevant general duties, for example, the general duty in section 172 (promote the success of the company). 

[23]
Section173(2)(b) makes provision for the company’s constitution to restrict the duty of directors to exercise independent judgement. In the parliamentary debates the Solicitor General stated that this subsection
 “will allow the status of nominee director to be enshrined in the company’s constitution so that the nominee is able to follow the instructions of the person who appointed him without breach that duty” (that is the duty to exercise independent judgement). However this merely removes from the nominee director the duty to exercise “independent” judgement. The nominee director remains subject to his other duties, for example, the duty of care and skill and the duty to promote the interests of the company.
 It would be no defence to a nominee director to an action for breach of these duties that he was acting on the instructions of a person authorised by the company’s constitution to issue instructions to him. If a director refused to act on instructions of his nominator which breached, for example, his duty of care and skill he would not incur any liability to his nominator by refusing to follow the instructions as the nominator cannot order a breach of duty other than the duty to exercise independent judgement.

J.
Duty to exercise reasonable care, skill and diligence
[24]
Section 174 provides:

"(1)
A director of a company must exercise reasonable care, skill and diligence. 

(2)
This means the care, skill and diligence that would be exercised by a reasonably diligent person with – 

(a)
the general knowledge, skill and experience that may be reasonably expected of a person carrying out the functions carried out by the director in relation to the company,

(b)
the general knowledge, skill and experience that the director has."

This section is modelled on section 214 of the Insolvency Act 1986 and also reflects the common law.
  Section 174(1) requires a director to exercise "reasonable care, skill and diligence”. At common law the duty of care did not require a continuous carrying out of his duties by a director, and in appropriate circumstances his duties may be discharged intermittently.
  However, under section 174(1) a director must exercise “diligence” and this will have an impact on the way in which a director should discharge his duties.  The standard in 174(2)(a) is objective in that the directors must display the requisite competence of a person carrying out similar functions.  It is unclear to what extent this will allow a tailoring of the duties to reflect the functions being performed by a director, for example, executive as opposed to non-executive directors.  While the language would permit some differentiation ("the subjective standard"), the starting point is that all directors are subject to the same objective standard of care and thus the objective standard will apply across the board and set the minimum standard. However, even with respect to the objective standard, cases decided under the Company Directors Disqualification Act 1986 fine tune the director’s duty to the role he performs in managing the company.

[25]
The standard in section 174(2)(b) is subjective and requires the court to take into consideration the special skills of a particular director, for example, the director may be an accountant.  This duty establishes an upper limit in that it operates to enhance the duty in 174(2)(a) and does not operate to lower it.
  Obviously it will be a standard that applies to a director individually.

K.
Civil consequences of breach of general duties

[26]
Section 178 deals with (a) the consequences of breach of the general duties, and (b) the enforceability of the general duties.

[27]
Consequences of breach.  Section 178(1) provides:

"(1)
The consequences of breach (or threatened breach) of sections 171 to 177 are the same as would apply if the corresponding common law rule or equitable principle applied."

Central to the effect of this subsection is section 170(3) as this subsection links the "general duties" to their "common law rules or equitable principles" equivalents on which the general duties are based.  Where the general duties replicate the common law, the consequences of breach will be those of the common law.  This will not only cover issues of substantive remedy (e.g. rescission, accounting for profits etc.) but also issues such as causation and foreseeability as they apply to breach of fiduciary duties.  Also, it is clear that not all breaches of duty by a fiduciary constitute a breach of fiduciary duty; this distinction will remain relevant.

Section 178(2) provides for enforcement:

“The duties in those situations (with the exception of section 174, duty to exercise reasonable care, skill and diligence) are, accordingly enforceable in the same way as any other fiduciary duty owed to a company by its directors.”
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