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PROTECTING DIRECTORS OF COMPANIES THAT ARE
INSOLVYENT OR IN THE ZONE OF INSOLVENCY:
IMPORTANT CONSIDERATIONS AND PRACTICAL
SOLUTIONS

Vilmah Balakrishnan

Following the recent economic slowdown suffered globally and particularly in the
Eurczone, many of the UK companies now face senous financial challenges.
Directors of companies constantly undergo mounting pressure to fix their solvency
cnisis quickly by selling off assets, restructuring debts or instituting radically new
corporate sirategies. While doing so, directors must read carefully when making
these decisions, as they can serve as a basis of lawsuits claming breach of fiduciary
duties or of other claims based upon laws relating to fraudulent trading or payment
of illegal dividends. Directors are especially vulnerable as they are susceptible to be
scrutinised and questioned by the courts, creditors and shareholders who have the
benefit of a 2020 hindsight. Further, directors of insolvent or near insolvent
companies may be tempted to enhance the company's short term hiquidity by failing
to muke the requisite payments, which may expose them to personal Hability, such
as payments which arise under tax and environment statutes.

This article discusses the fiduciary duties owed by directors of companies
which are either insolvent or in the zone of insolvency as well as the method by
which courts determine a company’s solvency. The article further provides
suggestions for action that directors muy take to limit their personal exposure to
liability 1n managing their companies.

" Senior Lecturer in Law, HELP University.
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In recent years, F;ﬂll:lllll'l!l" simee the global financial crisis, corporste
governance and directors’ duties have become issues of increasing prominence.
CGiovernments around the world have introduced various laws and devices 1o handle
these Isspes. In this respect, the British Government's stimulus package, including
the public batlout of some of its largest banks has not created greater public interest
in how directors consider and control corporate risk. In early 2009, the former
Prime Minister, Gordon Brown cormmissioned David Walker 1o examine corporaie
governance procedures in the UK s bunking industry and the final recommendations
were published in November 2009 in the Walker Report.’ The Report contains
recommendations regarding corpomtc govermnance matters including the size,
composibion and qualificanon of & Board of Directors and its members, their
functions and governance of risk. Although the Repon was commissioned to
analyse the corporate governance of financial institutions, many of its findings and
recommendations are transferable o corporate entities outside the financial sector.

The laws of the UK provide certain bright-line rules with respect fo
directors” conduct, including requinng directors to promote and protect the best
interest of the company at all times. In promoting sharcholder interests, directors
must take into scoount a range of factors affecting the company’s relationships and
performance, in order to maximise the value of the corporation. It recognises that
when a company 18 solvent, it is ihe shareholders who are the pnmary stakeholders
and beneficiaries of the fiduciary duties imposed on directors. The proprietary
interedts of sharcholders entitle them as a general body to be regarded as the
company when the questions of the duty of directors arise. As insolvency intrudes,
however, the interests of the creditors will rise o the forefronl. In this context,
actions of directors that benefit the company, enhances the interest of the
company's economic sakeholders, whether they wre creditors or sharcholders.
Depending on the company’s state of solvency, either shareholders or creditors will
have the power 1o pursue remedies for the benefit of the company when a director

Vo4 review af corperate goversance tn UK banks and other financial industry entities
{Final récommendations, 26 Movember 2000},
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has breached his fiduciary duties. Therefore, determining whether a director owes a
duty to creditors and when this duty arises is crucial in determining whether a
director has commitied a breach which may impose on him a personal liability.

Do Directors owe a duty to creditors and when™

At common law, it s well estabhshed that directors of & company owe a fidaciary
duty to act bona fide in what they consider 1o be in the interests of the company.”
This duty 18 regarded as gn integral parnt or even the broad bams of directors’
fiduciary duties. Directors are required by law to make reasomable decisions and
take appropriste actions 1o promote and protect the best interest of the company &t
all times. Strictly speaking, this means that directors, when required 1o act in the
besi interest of ‘the company’, are under no obligation to act in the interests of
individual shareholders or creditors” However, the fact that directors have (o act in
the best mferests of the company does not, however, mean thal they have to
promote the welfare of the artificial entity, as it would be impossible to give a
definite content of a duty framed m terms of benefiting the entity itself. In other
words, the requirement 1o benefit an artificial entity, a3 an end in tself, would be
irrational and futile, since a non-real entity is incapable of experiencing well-being.
Gower recognises the problem of treating & metaphysical entity as the beneficiary of
directors’ duties,” Hence, the corporate entity is regarded as a vehicle for benefiting
the interests of a specified group or groups. I this is the case, then the vexing
question still is who represents the ‘specified group or groups® for whose best
interest the director is required to act,

 Re Smith & Faweatt [1942] Ch 304, 306 (Lord CGireene MR) 306

' This well-known principle was reaffirmed by Dillon LJ in Multinational (ras and
Patrochemical Co v Multinations! Gas and Petrochemical Services Lid [1983] T All ER
563 at 585, where he left no room for doubt, stating that - ‘directors indeed stand in a
fiduciary relationship to the company, i they are appoinied 1o manage the affairs of the
company and they owe fiduciary duties to the company theugh not to the creditors,
present or fiuture, or to individual shareholders”

*  Davies Gower, Davies " Principles of Modern Company Lew (Thomsan 20033 371
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For many years, it was generally sccepted that the “company 25 a whole®
refiers to the body of shareholders, which meant that directors, when required to act
in the best interest of the company, actually had to consider the best interest of the
shareholders of the company.” The company was always equated with its collective
membership, which traditionally was understood 1o comprise the genieral body of
shareholders. However, ‘imerest’ was later redefined and extended to creditors as
one of the constiluencics in the company by the courts* The company thus remains
the beneficiary of the directors’ duties. Directors can therefore become liable based
on the fact that they did not act bona fide in the best interest of the company
because they neglected to consider or protoct creditors’ interest. The UK courts in
Lonrho Lad v Shell Petroleum Co Ltd, * Lord Diplock, referring 1o the interests of
the company, stated that the best interests of the company “are nol necessarily those
of the sharcholders but may include those of the creditors’, This viewpomt was
endorsed by an obiter remark by Buckley LJ, while delivering the primary judgment
in Re Horsley & Weight Ltd" namely that it miy be "somewhat loosely said that the
directors owe an indirect duty 1o creditors...but | would regard it as more accurate
to say that the directors owe a duty o the company’. In Yukong Line Lid v
Rendsburyg Invesements,” Toulson J was clear on the point that & director *does not
owe a direct fduciary duty towards an individual creditor, nor is an individus|
creditor entitled to sue for breach of the fiduciary duty owed by the director to the
company”. Also in Colin Gwyer & Avvociates Lid v London Whar{ (Limehouse)

This viewpsinl came across very clearly in Greenhaigh v Arderne Cimemas Lid, where

the court sinted that ‘the company s o whole’, does not.mesn the company ai A

commercial enlity, distinct from the corporators. Tt means the corporators as o general

body; as well ns Multinational Gas and Petrochenical Co v Multinational Gas and

Petrochenical Servicer Lid [1983] 2 All ER 563, 5BS, where a gimilar statement was

qualified with reference to the company’s financial position. The courl expressed the

view that so fong as the company is solvent the shareholders are in substance the

Company,

" See Parke v The Daily News Lid [1962] Ch 927, 943 Greenhalgh v Arderne Cinemay
Led [1951] 1 Ch 286, 290.

T [1980] | WLR 627, 634,

" [1982] 3 All ER 1045, 1055,

¥ [1988]2 BCLC 485, 503,
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Ltd " the court held that directors must act in the best interests of the company,
which includes considering the interests of the company”s creditors, should there be
a possibility of imminent insolvency.

An issue faced by courts when dealing with directors’ duties to creditors is
determining the point in time when this duty arises, The courts in England seem to
agree that o company must be experiencing some form of fmancial difficulty before
a duty to creditors will be recognised. Tn ather words, the duty msy anse when the
company is insolvent or of doubtful selvency.

When a company is solvent, the company's mterest is represented by the
interest of its shareholders, it follows that directors must act in such a way to
promite the best mterest and maximise value for its shareholders." Creditors of a
solvent company, on the other hand, can only expect the protection for which they
had bargained when they entered into thewr ransactions with the company. In
Winkworth v Edward Baron Development Compeany Lid,," Lord Templeman clearly

explamed that:

.8 company owes a duty to its creditors, present and future.. The
conscience of the company, as well as its management, is confided to
its directors. A duty 15 owed by the directars to the company and to
the creditors of the company o ensure that the affairs of the
compeny are properly administcred and that its property iz not
dissipated or explofted for the benefit of the directors themselves o
the prejudice of the creditors.”

" [2003] 2 BCLC 153

"' Re Smith and Faweets [1942] Ch 304 (CA).

2 [1986] 1 WLR 1512 ;

B Beq also Mourse LI in Braady v Brady [1988) BOLC 379, who stated thai ll'il:r.l:lql'.:mlynf
a company’s assets (,..) must be preserved for the benefit of all those who are interesied
in them, most pertmently rs creditors”,
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However, when”a company becomes msalvent, it is then appropriate for
directors to explicitly consider the interests of the creditors over those of the

shareholders. This position was succinctly clarified by Street CJ in Kinsela v Rugsell
Kinselg Pty La™ in the following manner

In a solvent company the proprietary intereats of the sharehalders
entitle them as a general body to be regarded gs the company when
questions of the duty of directors arise.. Bui where a company is
insolvent the interests of creditors intrudes. They become
prospectively entitled, through the mechanism of hguidation, to
displace the power as the shareholders and directors to deal  with
the company's assets. It is in a practical sense their assets and not the
shercholders’ asscts that, through the medium of the company, are
under the management of the directors pending either liquidation,

refum  fo solvency, or the imposition of some  allermative

The above was approved by Dillon LY in West Merela Safetywear Lid v
Dodd [1988] BCLC 250, over three decades ago

Where the company is not yet insolvent, but is rather in the “zope ol
i[_lmivm:j.r' or ‘in the vicimity of insolvency” it seems that the law is settled that
directors do awe their fiduciary duties to creditors, The impartance of the financial
state of affairs of & company in dﬂmmhgwﬁ:ﬂmnmdﬁmsmﬁrmmtﬂdh?
directors” duties o them was clearly enunciated in Brady v Brady." The House of
Lords, in commenting on the Court of Appeal's decision that financial assistance
rws fol in the interest of the company because there was fig evidence that the
interest of the company’s creditors had been considered, was very clear on the point
thnIumprupnnlshuuldmﬁﬂqnmummd.uth:nmmuwmclﬂﬂy

I': (1986} 4 'stut 72
(1988} BCLC 570,
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solvent at the relevant time. In two more recent cases, Colin Gayer & Arsociater
Etd v Londan Wharf (Limehouye) Lt and Miller v Bain,"" the court also linked the
fact that directors have to consider the interests of creditors in discharging their
duties to the compimy to the passibility of imminent insolvency, or insolvency,

However, it 4 unclear whether the fiducinry duties ol directors n
compaeies in the zone of insolvency shift completely o credilors, or whether such
duties continue to be owed to sharcholders as well. What is clear is that there will be
a gradual shift of mterest from the mierest of the shareholders o favour the imterest
of the company's creditors.™ The reason for the shift in fiduciary duties is that
mterests of shareholders are subordmate to the claims of oreditors. Creditors of an
inselvent company have an immediaste interest in the value of the company's asseis,
because it is from these assets that their claims will be paid. Shareholders will no
longer héve a valusble interest in these mssets. The shift in fiduciary duties is
applied to ensure that the asset value of an insolvent company is preserved for
creditors, who are the parties for whom the company’s assets most matier.”

Anaother inleresting question to consider at this juncrure is whether director
should continue 1o trade even when the company is nsclvent or nearly insolvent? It
may be that in the case of an inSolvent company, its shareholders would prefer that
directory take the corpomie asssis and use them i exirémely nsky ventures that
may have a high probability of fallure, but hold even the smallest possibility of
asfounding success. If the gamble succeeds, the sharcholders will gain a profitable
return on the investment, However, if the ventures fail, the sharcholders lose
nothing and creditors lose the value of the bet. The rationale behind this is that upon
the insolvent higwdation of a company, the equity value is certainly nil and
therefore, it is only the ereditors who will have an iferest in and receive a retern on
the assets of the company. It appears that the greater the risk of msolvency, the

': [2003] BCOC 885,
:n [2002] BC £90.
by rs:?g.fmfﬁumrqfﬂfeﬂ Mercia Sofehwear Lid v Dodd | 1988] BCLC 250,
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greater the weight that mustﬁb:« afforded to the interests of creditors. In the case of
Re Hawkes Hill Publishing Co Ltd (in liquidation),™ Lewison 1, having reviewed
other cases”’ on this issue, said that there is no duty on directors to ensure that their
company does not trade while insolvent. He added that:

The question i not whether the directors knew or ought to huve
known that the company was msolvenl. The question is whether they
knew or ought to have concluded that there was no reasonable

prospect of avoiding insalvent liquidation.

Hence, English law states, that the mere fact that the company’s
sharcholders have approved cerain actions by the directors during & tme of
financial uncertainty will not of itself absolve the directors from liability for breach
of their fiduciary duties. This point is best explained by Street CJ of the New South
Wales Supreme Court in Kinsella v Russell Kinvella Pry = where he opined:

It is to my mind, legally and logically acceptable to recogmise that,
where directors are involved in a breach of their duty to the company
affecting the interest of shareholders, the shareholders can either
authorise that hreach in prospect or ratify it in retrospect. Where
however, the interest &t risk are those of the creditors, [ see no reason
in law or logic to recognise that the shareholders can authorise the
breach. Once it is sccepted, as in my view, it must be, that the
director's duty 1o the company, as a whole extends in an insolvency
content not o prejudicing the interest of the creditors...the
shareholders do not have the power or suthority to absolve the
directors from that breach,

T [2007) BEC 937,

U Re Continiental Assirgnee Company Lid of Lendon ple. [2007] 2 BCLC I8T; Roberss v
Frohfich & Anor [2011] EWHC 257 (Ch); Singla v Hedman & Ors [2010] EWHC 902
{Ch); Re Brian Plevson {Contractors ) Lid [1999] BOC 26

2 (198E)4 NSWLR 722,
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In Re Purpoins, ™ it was held that a director who commenced management
of an unsuccessiul company did not contravene section 214 of the Insolvency Act
1986 by failing to put it into insolvency straight away, as o do so “would impose
too high a test’. Vinelott 1 said that he had some doubts as to whether a reasonable
director would have permitted the company to have commenced oading st all
because of critical factors such s a {ack of & capital base and the only assets that the
company had were purchased from borrowings or acquired on hire purchase.™ Yet
his Lordship did not hold that the respondent directar ought to have concluded that
the company was doomed from the outset. The conclusion that can be drawn here,
as indicated above, is that the judges have carefully sssesced detailed and rather
complex testimony, and the judgments demonstrate an appreciation of many of the

business issucs encounlered by directors.

Thus, when & company i in the state of insolvency, the law prolects
directors relying upon advice of professionals and acting in accordance with the
established procedures and at the same time, empowers the company or its
liquidator to exercise certain remedies agninst directors found to have breached their
duties to the company. One such remedy is an action for "wrongful trading’™ which
essentially attaches personal liability to a director of a failed company where such
director knew ar ought to have known, that the company had oo reasonable prospect
of avoiding insolvent liquidstion and the director did not then take every siep 1o
minimise the losses to the company’s creditors. 1T the director commits wrongfl
trading, he may be made personally liable for any losses incurred by the company,
50 8 to mcrease the assets available to satisfy the creditors. Additionally, when &
company is liquidated, the law also enables the disquahfication of a director who
has breached his duties. ™ As the law establishes a demanding standard for
performence and a spectrum of penalties for & defauiting director of a distressed
company, i 15 submitted that there can be & greater incentive for the directors of

L1991] BCC 121.

ibad 127

Sex sechion 214 Insolvency Act 19856,

Sec sections 6 and 10 Company Directors Disqualification Act 1986,

BEe =



10 HELP LAW REVIEW (2010}

finzncially distressed :mn;anics to actively follow creditors’ interests, even if the
proposed action might obviate the need for formal insolvency proceedings.
Creditors of o solvent company may also rely on actions claiming fraudulent anid

wrangful frading and cannot rely an the obligations imposed on a Gduciary.

It is however, questionable wheiher directors may also face actions brought
by shareholders if the company grants creditors more nghis than those for which
they had bargained. Section 172(1) of the Companies Act 2006 requires directors fo:
make decisions for the long term benefit of the members as & whole, The section
provides that it is for dircctors 1o make decisions, in good faith, a5 1o how Io
promote the success of the members as a whole. Section 172(1}, when read together
with section 170, makes it clear that the duty imposed on & director is (o consider
the inieresis of persons other than the company (including creditors) although he
does not owe a duty directly to those persons but to the company alone. As an
important consideration, it is strange that the term ‘creditor’ does not even appear
in the list of factors contained in section 172{1) Companies Act 2006, although
some of the categories listed such as employoes, supplicrs and customers may
indeed be creditors, However, by virtue of section 172(3), the duty imposed by
section 172 is subject to any enactment or rale of law requiring directors, in certain
circumstances, 1 consider or act in the interests of creditors of the company.
Consequently, it has from time 1o time been observed by judges that!

...when & company - whether technically msolvent or not - is in
financial difficulties to the extent that its creditors are at risk, the
duties which the directors owe (o the company are extended o as 1o

T ln Kuwait Asig Bank EC v Narianal Muiwal Life Nominees Led [1991] | AC 187, Lord
Templeman was a member of the Judicial Comminee of the Privy Council which siated
that: “A director does pot by reason only of his position as direcior owe any duty i
creditors or o trustees for creditors of the company.’ This seems to dispose of the
possibility of creditors of 0 company tuking action against its directors, This was
confirmed in Fukomg Lime Lid v Remclsburgh fnvestment Corporation (No. 2) [1998] 1
WLR 2094,
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encompass the interests of the company’s ereditors as a whole, as
well as those of the sharehalders’™

Determining the solvency of the company

Knowing the state of solvency of & company is fundamental for determining to

whom its directors owe thewr fGduciary duties and when 1w commence winding-up
proceedings. If the company is solvent, its directors owe their fiduciary duties 1o the
company, its shareholders and others.™ By contrast, if the company is insolvent or
is nearly ingolvent, directors may face future actions by the company's creditors
alleging a breach of fiduciary duties, This shift of fiduciary duties w creditors from
shareholders occurs when Insolvency sets in, even il the corporation has nol
commenced & winding-up proceeding.  In this respect, the practical problem that
most directors will face is that the company may not clearly be insolvent, but may
be moving in and out of insolvency. Accordingly, the timing for the decision fo
pursue the interest of creditors is crucial, especially when the company is in the
zone of insolvency, [Directors must therefore exercise reasonsble care and
diligence™ to acquire and maintain sufficient knowledge of the company’s financial
paosition 50 a§ fo be able to identify when there is a risk of insolvency ocourring. In
this respect, it is submitted that it should be established whether the company is
doubtfully insolvent, in other words, whether there |5 reasomable expectation of
insolvency that may result in the company being wound up, should that be the case,
the duty of the directors will be triggered.

Customarily, the court utilises two distinct tests (o determing the insolvency
of a company. The first iz called the “balance sheet” test™ and the second is called

!:;rk.i in Re MOA hrvextment Monagement [2003] EWHC 2277, [2004] | BCLC 217,

59‘: section 1 72(1} Compamies Act 2006,
ibid section 124,
Also refermed to as the fictual insolvency or bankrupicy test.

n
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the “cash flow™ test. = It Eﬁunclm whether the company would have 1o be found
insolvent under both tests in order for fiduciary duties to shift 1w creditors, or
whether the company being insolvent under only one test would suffice. There 1s
same support for the proposition that the fiduciary duties of & company’s directors
shifts if the company is insclvent under either tests. However, the method of
computing assets and liabilities depend on computing practice. These practices may
legitimately vary, Nevertheless, the law generally requires that accounting for assels
and liahilities must represent & true and fair view of the company's finances.

According to the balance sheet test, 8 company will be msolvent if the value
of its asscts is less than the amount of its liabilities.” Essentially, it inguires whether
the fuir value™ of the company’s liabilities exceeds the fair market value of its
assets. This fest requires the company to assign a fair market value to 1ts assets and
estimate the amounts that it will ultimately be required to pay on account of
contingent liabilities. Fair value can be assigned if the assets are liquidated with
reasonable prompiness in an arm's length transaction in an existing and not
theoretical market.”’ In assessing the marketability of the company’s assets, it is
criticel for directors to consider contingent liabilities which may be related 1o the
assets, the time frame in which they may be required to sell the assels or businesses,
the state of the current and future market for the company’s assets or business and
whether there is m fact any potential buyers for the asset™ The balance sheet test

% also referred to-as the commercial insolvency or equitable insolvency test.

" Section 123 (2) Insolvency Act 1986

W Gections 303 pod 464 Companies Act 2006 requires that that sceounting for mssets and
liabilities must represent the true and fair view of the company’'s finances. In this
respect, FRS 16 applies to listed and unlisted entities whose financial sttements are
prepared |n accordance with the fair value accounting rules set out in Companies Act
2006, See also Practice Direction 11.87 Practice Direction- Insolvency at
<hitp://www justice gov uk/courts/procedure-rules/civilrules/insolvency_pd>  accessed
23 December 2012,

ibd

ibid " -

E R
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expressly requires that the court take into consideration the company’s contingeni
and prospective liabilities,”

In determining the contingent labilities, a director must consider the
potential losses pending or anticepated [itigation, or the nisk that the corporation may
be held accountabie for the liabilities of a related company under “veil-extending™
or “alier ego” theories, Generally, the value of a particular contingent liability can
be calculated by determining the potential size of the hability, and adjustmg the
amount of the lmbility to account for the probability that the contmgency will
materialise. Nourse J in Re A Company,” aptly explains contingent lability in the
following manmer:

<. That eannol mean that | must simply add them up and strike 2
balance against assets in regards to prospective liabilites. 1 must
principally consider whether and if so, when, they are likely 10
become present liabilities.

Professor Goode states that “the question o be asked is whether there is a
real prospect that the contingent will occur’, ® This method will help directors
establish a reasonable estimate of the company’s contingent labilities, and will help
them determine the circumstances under which the company might be viewed to be
msolvent after such Liabilities are taken inlo account.

The cash flow test, on the other hand, focuses on & company’s ability to
produce sufficient cash (which can be derived from ecither continuing operations,
disposition of assets or other capital raising activities) for the payments of debts as

' ibid.

See § Ottolenghi, “From Peeping Behind the Corporate Veil to lgnoring it Completely’
(1990 5303) Modern LE 338,

[1986] BCLC 261, 263,

Roy Goode, Principles of Corporate Insolvency Law (3™ edn, Sweet and Maxwell 2005)
113,

w
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they mature. The test is sef out in section 123(1) of the Insolvency Act 1986 and the
company is deemed to be insolvent when the company is not able lo pay its debis s
it falls due. This is a question of fact to be determiped on the balance of
probahilities. Even if 8 company is solvent under the balance sheet test, it may be
insolvent in the cash flow sense if it lacks liquidity and the ability to generate
sufficient cash. In determining the solvency of the corporation under the cash flow
test, directors should sccount for things such as the company's recenl and probable
future operating performance, the liquidity of its assets, the value of deferred assets,
impending maturities on its debt, the value of contingent liabilities, and 1s ability to
comply with its loan agreements to draw on its credit facilities. It is clear from the
cases that when determining solvency based on the cash flow test, the courts look at
the financial position of the company in its entirety. In Re Cheyme Finance ple (in
receivership), " Briggs ] clarified that there i some element of futurity in applying
the cash flow position of a company and therefore solvency of o company should
not be determined by focussing solely on debes due as at a relevant date. In Re
Taylor's Industrial Flooring Ltd.™ the company was held 1o be ‘unable 1o pay its
debts” under the Insolvency Act because it fmiled the “cash flow™ fest,
notwithstanding the fact its lisbilites did not exceed its assets.

Tt appears that there s a futunty sspect to the “balance sheet™ test as with
the “cash flow™ lest. As such, courts may judge in hindsight whether the company
was insolvent at the time that the corporate decision in question was made,
notwithsianding contrary presentations made in the company's sudited financial
statement and made to iis Board of Directors. In addition to the concept af
insalvency, market practice ofien refers to what s known as the “twilight zone".
This is not necessarily a time where a company may be considered techmically
ingolvent on a cash flow or balance sheet basis, but it 15 durimg this time,

* [200&] 2 All ER 987

< 1980] BOCC 44,

“' There is no legnl definition of the term “twilight zone’ which is now widely used in the
corpomie insolvency to describe a peniod of trading when a company bas, or is predicted
o harve, insuificient cash 1o pay its debts as they Rl due,
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transactions entered info by a company are still vulnerable to attack and may give
rise to personal liabilities on the part of the directors, In the light of the somewhat
broad tests of insolvency under English lnw and the risk of lisbilitics during the
“twilight zone", it is cructal that directors keep accurate monagement information -

in this respect, the financial position of the company under review,
Conseguences of breach

A breach of a director’s duty may give rise 10 a claim against that director either by
the company or on behalf of the company only. If the company has been dissolved,
the liability of that company’s director is extinguished, unless the dissolution is set
aside by the court.™ A director who has breached his duties maybe lisble o
reimburse the compeany for any loss suffered by that company and in liquidation,
any amount recovered by a liguidator will be held on trust for the benefit of the
company's creditors as a whole,*

The consequences of a breach of sections 171 to 177 of the Companies Act
2006 are the same as those that apply where the corresponding common law rule or
equitable principles applies. ™ This includes, but is not limited to damages or
compensation” or & requirement that the director accounts for sny profit™® made as 2
resuli of the breach of his duties. The general duties, with the exception of section
174 of the Companies Act 2006, are enforceable in the same way as any other
fiduciary duty owed to a company by its directors.” As these duties are owed o the

* Section 1029 Companies Act 2006,
43

Sez Re Prestige Grinding Lid [2006] BCC 42) where it was held that each unpaid
c-lm;lntnr has n direct right of action and is entitled to retiin the proceeds for himseif, the
right of metion is not vested in the company, so that the liquidator cannot claim to be the
representative of the creditors for the purposes of recovering debts due (o them and his
role is restricted to claiming comtribution on behalf of the Company.
Section 1 78(1) Companies Act 2006,
E;;.n'em v London and Subnrban General Parmeanenr Buildimg Society (1890) 25 QBD
Indusirial Devetopment Consuliants v Cooley [1972] 2 Al ER 162,
Section 178(2) Companies Act 2006,

| o -
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company, it is only the company whe can commence an action for a breach of dury
apainst its directors. In cerain himited circumstances, the shareholders of the
company may commence s derivative action or claim sgainst the company’'s behalf.

A director may be found persomally liable for the company’s debis under
section 212 of the Insolvency Act 1986 for musfeasance and bresch of
duty. Directars of companies who commit wrongful trading under section 214 of
the same Act also face & double sanction because mmning in parallel with the
liquidator's power to bring wrongful trading claims is the power of the Secretary of
Stale (through the medium of the Insolvedey Service) o commence proceedings
under the Company Directors Disgualification Act (CDDA) 1986 on various
grounds incloding trading on the credit of suppliers and creditors. However, these
proceedings require the proof of more cogent evidence to satisfy, given the seventy
of the allegation.™ However, the provisions are i other ways very similar to &
wrongful trading claim, except that the claim is not brought by the liquidator and
the sanction is not personal Hability for the company’s debts, but disqualification
from acting a5 a company director for a period of between two and 15 years.

Relief from linbility

Full ar partial relief from liahility for negligence, default, breach of duty or breach
of trust can be obtained if it can be established that the director in question was
honestly, reasonably and ought fairly 1o be excused.” The defence requires all three
conditions to be satisfied ™ The breadth of this test is such that it might be arpued
that a director falling within the ambit of the test would be in breach of his duties
the first place. Such was the case of Re Orfega Associates Ltd® where the courts,

% Bee fe Living hnages Lid [1996] | BOLC 348,
31 Section | 157 Companies Act 2006,

" See Re Qford Pharmaceuticals Lid [2009] 2 BCLC 485,
" [2008] BCC 256.
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having concluded that there has not been a breach of duty, stated that if there had
been a breach, relief would have been available to the director

The issue of reliel has alse arisen in respect of wrongful tmding under
section 214 of the Insolvency Act 1986. By way of defence to a claim of wrongful
trading, section 214(3) provides that the court will not hold 2 director liable, if once
he found himself in & position where he knew or ought to have known that the
company was going mnto insolvent hquidation, he took cvery step with the view 0
minimising the potential loss o the company's creditors, The fatts which a director
ought to know or ascertain for the purposes of section 214(3) are determincd
predominantly by way of objective assessmenl as section 214(4) refers to a
reasonibly diligent person. In Re Produce Marketing Consortium Lid (No 2),™
Knox J exarmined the link between sections 1157 and 214, He took the view that
section 214 coniains sufficient safeguards for the protection of directors and that the
provision could not be easily sccommodated with the ‘essentially subjective
approuch that section 1157... requires.”™ Construing section 214(4), he was of the
opinion that itz objective and subjective elements required each director 1o be
Judged on the facts actually known 1o them bul also according to those facts which
should have been kmown hed the accounts been duly delivered, which is
incidentally, parallsl to the standard which has been imposed in relation to
directors’ care and skill generally by section 174 of the Companies Act 2006.

It is therefore extremely important that directors of companies on the verge
of msolvency do all they can to comply with their fiduciary duties. They must
consider any material piece of information relating to their corporate decisions and
must also consider whether their decision maximises the value of the company. In
order o achieve this, it 15 submitted that the board of Directors must meet ofien and
carefully document what eccurred during each meeting in the minutés. Directors
must independently consider the impact of any actions that they have the authorty

119891 § BOC 560,
* ihid 604,
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to gither implement or prevent. In Re White and Osmond (Parkstone) Ltd™ Buckley
J formulated what has become to be known as the “sunshine test”:

...there is nothing to say that directars who genuinely believe that the
clouds will roll away and the sunshine of prosperity will shine upon
them gain and disperse the fog of their depression are  not  entitled
10 mour oredit o belp them get vver the bad time.

In Re Continental Avcurance Co. of London ple.)” Park ) pointed out, at
paira 281, thit:

...Whenever a company 15 in finaneial trouble and the directors have
a difficult decision to make, whether o close down and go into
liquidation, or whether instead w tade on end hope to tun the
corner, they can be in a real and unbelievable dilemma.

IT they continue trading and there is no recovery, they are ai risk of a claim
for wrongful trading or as in Secrefary of State for Trade and Industry v Gill™
disqualification, If they close down immediately, there will inevitably be an
insolvent liquidation and they will be criticised for not having had the courage 1o
carry on, with the probability of trading out of difficulty. In Re Continemial
Assurance Co of London ple,” it was held that the decision of the diroctors to
continue trading afier large and unforeseen losses had caused a financial crisis
which they were advised had not caused the company to be insolvent, was entirely
appropriate.”’ In Secretary of State for Trade and Industry v Gill," directors were
not disqualified for making a commercial judgment to continue trading when ‘they

Unreporied, 30 June 1960,
[2001] BPIR 733,

[2004] EWHC 933,
(n 54).

{n_54) [292].

(n 55~
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reasonably believed that there was & reasonable prospect of finding & corporate
solution, thereby schicving a satisfactory outcome for all the group's creditors,” ™
Similarly, incurring a contingent hability, such as a warranty, knowing that it might
be passible to meet that liability, is not necessarily fraudulent ™

In Secretary of State for Trade and Industrtes v Taylor™ Chadwick J said
the following, in nelation (o an application to disqualify a director:

The companies legislation does not impose on direclors & statutory
duty 10 ensure that the company does nat trade while insolvent, nor
does that legislation impose an obligation to ensure that the company
does not trade at a loss. . Dhrectors may properly take the view that it
is in the interest of the company and of 15 creditors that, although
insolvent, the company showld continue o trade out of s
difficulties. They may properly take the view that it 15 in the mierest
of the company and its creditors that some loss-making trade should
be accepted n anticipation of future profitabality. They are not w be
criticised if they give effect to such views, properly held. But the
legislation imposes on directors the risk that trading while insolvent
may lead to personal liability. Section 214 imposes liability where
the dircctor knows or ought to have concluded that there was no
reasoninble prospect that the company would avoid going into
insalvent liguidation.

Protecting Directors of Insolvent or Nearly Insolvent Companies

Under either insalvency test, courts may judge with hindsight whether the company
was imsolvent at the time that the corporate decision in question was made,

= (n35)[157),
8 Norerory Lid v AMDS (1980) 131 NLJ 213,
= [1997] | WLR 407, 414,
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notwithstanding contrary ﬁpmmims made in the company’s audited financial
statemenis or made (o its Board of Directors. It would be prudent for the director to
adopt a conservative approach to iis evaluation of the company’s solvency and
assume that the company is insolvent or within the zone of insolvency if there is any
reasonable guestion about the corporate solvency. As 8 company approaches
insplvency, its directors fice potential lahilities from different sources and the
decisions they make will be subject to a different set of rules. The following
paragriphs contain stratcgies that directors may employ 1o minimise the risks they
may face.

1. Strict complinnce with fiduciary duties

Diirectors must momitor their company's financial position very closely 1o determine
whether it is operating in the zone of insolvency. Directors must assess the fair
value of the company's assets and liabilities conservatively and assume that the
company is insolvent, if there s any reasonable question whether the company is
ingolvent under either imsolvency test When acting on the assumption that the
company i in the zone of insolvency, directors should approach every decision with
the object of enhancing the wealth of the company. They should also assume that
they will not be able to take advantage of the business judgement rule and that they

will have to defend the intrinsic or entire fimess of those dectsions.
2. Establish a methodology for determining solvency

Because determining the solvency of a company is an inexact science at best and
the courts may use hindsight in judging the solvency of & company a1 the time of &
contesied corporate sction, it is advisable for directors (o use as many data polnis as
possible to help determine solvency. This can be done in many ways, for instance,

the directors may review the company's historicel fingncial statements, calculate the
applicable financial ratios for the company and compare this with the ratios of the
compettiars. D!l'tl’.‘ll:rl‘ﬂ- can also review the company's business plan projections and
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assumptions and compare them to historical performance, the expected performance
of competitors and industry wends. Directors should investigate and analyse the
company’s business by assessing the current conditions and external competitive
factors that will impact its operations and financial performance. Current market
conditions that would impact on the company’s sources of funding must also be
considered. The sensitivity of the company's financial prajections must be jested in
respect of its revenoe varations, margin variations and inferest rate charges.
Directors should also test the company’s liquidity and free cash flow levels against
the company’s financial projections. Besides investigating and assessing the
company's contingent and off-balance sheet liabilitics, its asset must also be
assessad from time to time.

k § Retain professionals to value assets

A director is; however, not entitied to rely on the advice or opimons of others
blindly. The reliance must have been in good fuith, having made an independent
assessment of the mformation or advice and iaking into account the direcior’s
knowledge of the corporation and the complexity of the structure and operations of
the corporation. Should a particular director be a specialist in s partcular field, one
may sssume that the ather directors, taking into account thair knowledge, or more
particularly, lack thereol relating to this matter, are entitled to rely on the opinion of
the expert director. Professional advice is often necessary to assist directors in
identifying whether the company is in the zone of hmuhmrzy.“ Generally, the
advice of gualified counsel and financial advisors should be soughlt whenever
directors are considering & transaction or other actions of significance to the
company, its shareholders, and s creditors. In many circumatances, dircctors will

“ In Dovey v Cory [1901] AC 477, 11 was beld that & director can neither be expected 1o
watch the subordimile officers of the corpomtion, nor 0 verify the caloulation of the
auditor himsell, as the business of life cannot go on if the directors cannot trust those
who are put in a position of tust for the express purpose of attending to the details of

m.ﬂﬂm&ﬂl‘.
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not be able to satisfy the duty of care without the advice of legal and financial
professionals.

4, Avaid conflict of interest

This duty requires that directors put the interests of the compsny and its
sharcholders and creditors, if the company is in the zone of insolvency, above the
personal interests of a director or controlling sharcholder. Directors, in complying
with an extended duty to include creditors’ interests, must avoid self-dealing and
insider preferences where the directors themselves are sharehaolders in the company.
The duty of directors 1o avoid a conflict of interests entails that directors should not
exploit assels or opportunities of the company for their own benefit.™ This principle
hes a twofold practical effect. The first is that directors are in general not entitled to
any benefit deriving from them holding the office of director in a company, bevand
what the company s willing to pay them. The second is that they cannot, in general,
conclude valid contracts with the company. To avoid liability for breach, directors
are required to declare the nature and extent of the mterest to the other directors.™

S. Avoid preferential treatment of insiders

In arder 1o comply with section 172 of the Companies Agt 2006, directors are now
required not only (o act in the intcrest of the company and its shareholders but alsp
other stakeholders. In doing so, directors must aveid preferential treatment of other
directors who also are shareholders in the company, favoured shareholders or any
other diserete creditors or stakeholders.

" Section 175 Companies Act 2006,
¥ Section 182 Companies Act 2006,
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. Fully disclose the material aspects of a transaction

Directors must ensure that material aspects of a transaction, for example, &s self-
dealing directors™ or otherwise, is disclosed to an independent board of directors
before decistons are made This moludes all relationships with principals tn any
trunssction, interested third parties and any suggestion thai the ransaction iself
may benefit the director concerned.

T Base all corporate decisions on accurate information and sufficient
deliberation

Directors have the duty to act with care, skill and diligence in accordance with
section 174 of the Companies Act 2006. In doing so, they must avail themselves of
all material information before making any decisions. This includes reports, studies
and any other documents prepared by professionals or employees of the company or

8. Maintain corporate records documenting compliance with fiduciary
duties and corporate formalities

As the courts may look at decisions made by directors with perfect hindsight, it
would be useful and prudent for directors to mainmin detailed and acourate
corporate records documenting compliance with their fiduciary duties and
adherence to corporate formalities. Minutes of board meetings for instance need to
contain detailed description of each significant item discussed by the directors
including a summary of the topic, the material issues presented in considering the
iopic, and the major factors aken into account or relied upon in reaching o decision.

" Section |77 Companies Act 2006,
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9. Take udt'nnug;ul safe harbour provisions

To the extent possible, directors should ensure that all steps are taken to comply
with and maximize the benefits of defences which provide relief ngainst lishility,
also known as safe harbour rules, such s sections 214(3) of the Insolvency Act
1986 and 1157 of the Companies Act 2006. Directors should also ensure that
decisions are made only afier approprinic deliberation and consideration of all
miaterial information reasonably available to them. By taking these steps, directors
can help ensure compliance with their duty of care and thus preserve the protection

of the defences available under the various legislation.
10, Take steps to minimise linbility arising from corporate transactions

In arder to avoid or minimse liability for transachons taken by the company when
it is msolvent or in the zone of insolvency, directors should comply with their duty
of care and thoroughly examine the benefits and risks of each transaction. If a
transaction results in the insolvency of the company or leaves it with unreasonihly
small capital, courts may assume that the wansaction was improper and deny
directors the benefit of the business judgment rule.

n. Comply with laws regarding the payment of dividend
Directors should ensure that the Board complies with all applicable laws regarding
the payment of dividends, in accordance with the companys articles of essoctation,

b. Be very cautious when engaging in insider transactions

Directors must carcfully monitor transactions mvolving the company in which they
or another director has either u direct or indirect interest. ™ Because of the denger
that the director who = an insider, by virue of his shareholding in the company, can

benefit at the company’s expense, these transactions are subject to heightened

" b -
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scrutiny. The Companies Act 2006 i section I75 and 177 13 very clear thal the
directors are prohibited from acting in conflict of interest or acting as self-dealing
directors. However, where directors commit a breach of section 175 for conflict of
inferest, section 175(d4) relexes the duty if the situation cannot reasonably be
regarded as amounting to & conflict of interest or the matter has been suthonsed by
the Board™ Self-dealing”’ oceurs where directors are said to have an interedt in a
transaction to which the company was a party, Megarry VC observed in Tiro v
Waddle (No 2):"

The self-dealing rule is...that if a trustee sells the trusi property (o
himself, the sale 15 voidable by any beneficiary ex debifo fusfifioe,
however fair the transaction.. Equity is astute to prevent s trustee
fram abusing his position or profiting from his trust; the shepherd

cannod become a walf

To avoid lability {covil and criminal liability which arise respectively for
breach of sections 177 and 182), article 85 of the 1985 Table A and section 317
Companies Act [985 permit directors o have interests i conflict transaction,
provided they were declared to the Board.

¢. Beware of frandulent transfer and preference liability

The Tnsolvency Act 1986™ prohibits a transaction entered into for the purpose of
putting the assets of a company bevond the reach of a creditor, current or
prospective, or of otherwise prejudicing the interest of the claimant. The transaction
is vulnerable to being unwound &t any time, whether or not the company is
insolvent. It also prohibits preference being given to a creditor or gusrantor or

™ Section 175(6) Companies Act 2006 provides that Board sutharisation is effective only if
the conflicted directors do not participate in the vote taking. In any case, the votes of the
conflicted directors in favour of the decision must be ignored ond they are not couted in
thie quarnam,
in 67-68),
[1977] Ch 106
See section 423 Insolvency Act 1986,
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surety of its debts if the company does snything or allows anyihing o be done
which has the effect of putting that person in a position which, if the company was
tr go into msolvent liquidation, would be betier than the position he would have
been in if the thing had not been done.™

1l.  Continwe to comply with applicable statutes and regulations

Az a company encounters financial problems, directors may congider improving its
shori-term higquidity position by femporarily ceasing to comply with certain laws or
government regulations. This may include delaying the payment of trust fund taxes
or failing to take sieps necessary to comply with labour, environmental, ar other
regulations. However, directons may face personal Liability for a company’s failure
te comply with these laws and regulations, The prudent course for the long-term
interests of both the company and its directors is ta continue to comply with these
laws and regulstions.

12.  Congider taking out 8 D&O (Director and Officer) insurance policy

D&O cover protects a director or officer against those potentially significant
personal habilities that may anse from thew neghgence and breach of duty when
cting in their capacity os a director or officer. It is also important to sttract high-
calibre personnel who may otherwise be wary of taking such positions, particularly
for large multinational companics exposed to multijurisdictional regulation and
legal systems. However, D& insurance also protecis the company's balance sheet
i various ways. While D&O insurance generally covers the liabilities of directors
to third parties, subject to the terms of the cover agreed, there is no legal basis why
it cannat lso cover directors’ and officers” liabilitias 10 the company itself. This is
an important issue in loday’s economic chimate where directors may be binding
their compantes to habilities where they are either acting vicariously or outside of

™ bid section 238,
g
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their authority. In the UK, exposures have recenily increased for directors followmg
the enactment or implementation of legislation such s the 2006 Act, the
Environmental Linbility Directive (ELD) 2009, the Corporate Manslanghter and
Corporate Homicide Act 2007, the Extradition Act 2003, and, more recently, the
Bribery Act 2010. A company may also indirectly benefit from D&O cover. This
oceurs where the company itsell his suffered losses as o result of the divectors
acting be}m:l the scope af their autharity or whare it 18 vicanously liabie to thard
parties by reson of the actions of s directors. Ordinarily the D&O insurance
would not provide cover for fines and penaltes. However, where the penalty or fine
i5 pod Jevied agiimst the defendants directly, the cover is likely to apply. Insurance is
an important tool for nsk managers (o transfer nsks from the companies’ balunce
sheets to insurers, D&Q insurance adds an important dimension as it helps to atract
hugh-calibre directors to roles in a corporate world that is the target of increased
regulation. For ihe company, D&OD insurance also provides routes for
reimbursement for therr mdemnification of directors, but also indemmnity in respect
of the directors’ and officers” wrongful actions causing losses to the company sl

Conclusion

Given the kind of liabilities directors may face when the company 15 insolvent or in
the zone of msolvency, it is criticsl that directors still have regard lo corporale
povernance principles and their duties in times of financial difficulty. In order to
satisfy their legal obligations, directors should keep the company's position under
constant review when in the zone of mnsolvency, in most cases on a day-to-day
basis, to ensure thut there remaing 4 reasonable prospect of the company avoiding
an insolvent liquidation and that sction taken in relation 1o the company is mot
contrary to the best interesis of the creditors,



