Companies Act 2006 Update
Codification of directors’ duties

On o1 October 2007, directors’ general duties will be codified in statute for the first time.
Codification follows a DTl survey, which concluded that only 5% of directors actually know
what their duties are. Codification is intended to make it clearer to directors and shareholders
alike what is expected of directors.

Given that changes in the Act will make it easier for shareholders and liquidators to sue
directors for default, directors should ensure that they understand what their duties are and
comply with them.

Likewise, companies should:

e Ensure that directors are briefed upon their new duties

e Review/amend director profiles and service contracts to refer to the new duties

e Where appropriate, review their existing HR, ethics, compliance and corporate
responsibility policies against the background of the new duties.

Codification is of a director’s general duties only. Other statutory duties remain, both in the
companies’ legislation (for example, the duty to deliver accounts) and in other legislation (for
example, in the insolvency, health and safety legislation etc).

The codified duties

Codification is intended to be of the current law regarding directors’ general duties in relation
to conflicts of interest, where changes are being made. To give directors time to get to grips
with these changes, implementation of the new conflict of interest duties is being delayed
until o1 October 2008. A briefing note on these new duties will follow.

In the meantime, the following codified duties come into force on 01 October 2007:

e Adutyto actin accordance with the company’s constitution (broadly, the company’s
Articles) and only exercise powers for the purposes for which they were conferred.

e Adutytoactinthe way the director considers, in good faith, would be most likely to
promote the success of the company for the benefit of its members as a whole.

e Aduty to exercise independent judgment.

e Adutyto exercise reasonable care, skill and diligence.
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Duty to promote the success of the company

This duty is intended to codify the existing duty on directors to exercise their powers in what
the director considers to be the best interests of the company. The new wording reflects
existing case law in making it clear that the interests of the company’s shareholders are key.

However, directors still need to tread carefully (and take legal advice, where appropriate)
where the company is in financial difficulties. The Act makes it clear that in these
circumstances, the interests of the creditors may take precedence.

Codification of this duty has provoked controversy due to the “new” requirement in the Act for
directors, in deciding what is most likely to promote the success of the company, to have
regard, amongst other matters, to:

e The likely consequences of any decision in the long term

e The interests of the company’s employees

e The need to foster the company’s business relationships with suppliers, customers
and others

e Theimpact 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

e The need to act fairly as between the company’s shareholders.

Many argue that the introduction of this requirement will, given that it will be easier for
shareholders and liquidators to sue directors, force directors to adopt practices to establish
that they have considered the statutory factors, leading to more protracted decision-making
and the creation of paper trails.

The Government argues that directors acting in the best interests of the company have always
needed to have regard to factors such as the statutory factors set out above and that it is
merely enshrining good business practice in statute. The Government maintains that directors
who have been exercising their business judgment in the proper manner have nothing to fear
from the new legislation and that there is nothing in the Act that requires the creation of paper
trails.

It remains to be seen how the law will develop. In the meantime, directors wanting to limit
their exposure should take into account the following:

e The duty of reasonable skill, care and diligence will apply in relation to the
requirement to have regard to the statutory factors, meaning that directors will need to
pay more than lip service to them.

e Provided that directors have actively considered the statutory factors, it is unlikely that
they will be criticised, even if, with the benefit of hindsight, it is clear that the wrong
decision was taken. Traditionally, the courts have been reluctant to interfere with
business decisions taken in good faith and this is likely to continue.

e The duty operates not only in respect of formal decisions of the board, but all day-to-
day decisions taken by directors, whether as a board, or individually. It is simply
impractical for directors to paper trail every single decision they make, although there
may be some sense in doing so for key decisions.

e Inthe event of challenge, it is questionable whether recitals in board minutes
recording that the statutory factors were/were not considered is really going to help a
director in the witness box. It may, however, be sensible for board minutes to cover
any of the statutory factors that are particularly relevant to the matter in question.
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e Evenifindividual shareholders are able to sue a director on behalf of the company,
any damages that are awarded will go to the company and not to the shareholder
personally. This will continue to deter many, but not all, shareholders.

Contact us
For further information please contact:

Sue Lowry
DD 0845 310 7215
E sue.lowry@berryman.co.uk

Roger Harcourt
DD 0845 310 5529
E roger.harcourt@berryman.co.uk

Berryman Park House Friar Lane Nottingham NG1 6DN
DX 10004 Nottm 1 T 0115 945 3700 F 0115 948 0234
W www.berryman.co.uk

UeLUA LIDY




<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /All
  /Binding /Left
  /CalGrayProfile (Dot Gain 20%)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Warning
  /CompatibilityLevel 1.4
  /CompressObjects /Tags
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJDFFile false
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /ColorConversionStrategy /LeaveColorUnchanged
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /SyntheticBoldness 1.00
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveEPSInfo true
  /PreserveHalftoneInfo false
  /PreserveOPIComments false
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile ()
  /PDFXOutputCondition ()
  /PDFXRegistryName (http://www.color.org)
  /PDFXTrapped /Unknown

  /Description <<
    /FRA <>
    /ENU (Use these settings to create PDF documents with higher image resolution for improved printing quality. The PDF documents can be opened with Acrobat and Reader 5.0 and later.)
    /JPN <FEFF3053306e8a2d5b9a306f30019ad889e350cf5ea6753b50cf3092542b308000200050004400460020658766f830924f5c62103059308b3068304d306b4f7f75283057307e30593002537052376642306e753b8cea3092670059279650306b4fdd306430533068304c3067304d307e305930023053306e8a2d5b9a30674f5c62103057305f00200050004400460020658766f8306f0020004100630072006f0062006100740020304a30883073002000520065006100640065007200200035002e003000204ee5964d30678868793a3067304d307e30593002>
    /DEU <>
    /PTB <>
    /DAN <>
    /NLD <>
    /ESP <>
    /SUO <>
    /ITA <>
    /NOR <>
    /SVE <>
  >>
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [612.000 792.000]
>> setpagedevice


