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Companies Act (2006) – Directors’ duties

     Date of publication – 7 February 2007     

1.
Background

1.1
The new Companies Act seeks to codify directors’ duties for the first time, as well as introduce the concept of enlightened shareholder value.  The GC100 has no issue with these proposals in principle.  However, together with other bodies such as the CBI and City of London Law Society, we have expressed concerns that the Act (coupled with the new provisions making it easier for shareholders to bring derivative actions) could have the effect of increasing bureaucracy in companies, making the decision process more cumbersome and potentially increasing the liability of directors. 

1.2
Whilst we made representations to the Government and to the DTI about our views during the legislative process, the Act was not amended and our concerns were met with a mixed response. This varied from “this is no real change to what responsible companies are doing now anyway” to “of course it’s a change, and we want you to take this seriously – it’s not just a box-ticking exercise.”  We now wish to engage with interested parties to achieve clarity for UK plc.

1.3 As the Companies Bill passed through parliamentary debates, the Government tried to provide some comfort to directors on the intended impact of the provisions.  For example, the Attorney General, Lord Goldsmith, said in the Lords:

“There is nothing in this Bill that says there is a need for a paper trail…. I do not agree that the effect of passing this Bill will be that directors will be subject to a breach if they cannot demonstrate that they have considered every element.  It will be for the person who is asserting breach of duty to make that case good…[Derivative claims] will be struck out if there is no decent basis for them”
.

1.4
Against this background, we have decided that the GC100 should take a lead in identifying best practice guidelines for compliance with the new law. 

1.5
This note is designed to set out that best practice.  It considers the current law and practice and suggests how this may be adapted to the new law.  Whilst it is not intended to be relied upon as legal advice, it represents the views of the GC100 as to how companies and their advisers can put the new law into practice.

2.
The current law

The current law may be summarised as follows: directors must act in a way that they believe to be in the interests of the Company and its shareholders, both current and future, as a whole.  This duty is owed to the Company itself, and not to individual shareholders.  The current Companies Act states that directors are to have regard to the interests of the company’s employees in general, as well as the interests of shareholders, but this duty is not owed directly to employees.

3.
Current practice

3.1 Levels of decisions
The way that directors currently perform their functions varies widely, depending upon the nature of the issues in question and the company concerned.

(a) There are invariably some matters that are formally reserved for the board.  This is a requirement of the Combined Code and, arguably, some provisions of the Companies Act.  Examples include: approval of financial statements, recommending dividends, major transactions and board appointments.

(b) Companies often delegate authority for other issues to an executive committee, usually led by the Chief Executive.  The terms of reference for such a committee will authorise the committee or individuals to take decisions which are not reserved for the board, but also require certain decisions to be submitted to the committee or individual for approval.

(c) Issues that do not require approval at board, executive committee or designated director level will usually be taken informally by directors or other managers within the authority delegated to them by virtue of their appointment.  In practice, the vast majority of day-to-day business will be handled in this way.

(d) Companies also operate through subsidiaries, which may have their own governance structures, similar to those referred to above.  The proposals put forward in this paper are designed to be adaptable, as companies see fit, through any part of a corporate structure and, if thought appropriate, cascaded down to subsidiaries.

3.2
Formalities

The formalities supporting and recording decisions taken by companies, again, vary depending upon the nature of issue, the level at which it is taken and the company concerned.  

(a) Board or committee meetings.  

In the case of a formal decision taken at a board or executive committee meeting, the process may typically involve:

(i) A briefing paper.  This paper usually addresses all the issues which the directors are likely to take into account in making their decision, including for example the strategic rationale for the proposal, the financial effects, a summary of legal and regulatory issues, issues relating to employees and reputational issues.  The precise form of paper varies from company to company and the detail depends on the type of proposal.  The paper is circulated in advance of any meeting, unless the circumstances are exceptional, and is considered thoroughly by directors.  Arguably it forms the most important documented support to the decision process.

(ii) A presentation.  This may be used to supplement the briefing paper.

(iii) A discussion amongst board members leading to a decision.

(iv) A board minute.  The minute may summarise the main points of any board or committee discussion, and will record any decision.  Minutes may include wording to the effect that, taking all matters into account, the directors, consider that the proposal is in the interests of the Company as a whole. However, this practice is really only followed in situations where formal board minutes have to be disclosed to external third parties, for example as a condition to drawdown under a banking facility, and is rarely thought necessary otherwise. As far as formal codification of factors that directors must consider stands today
, whilst boards often discuss the effect of any proposal on employees, it is virtually unheard of for minutes expressly to refer to this.  In fact, some companies, particularly those with exposure to US litigation, largely omit the details of discussion from any minute, and simply record the decision reached.

The process for full board meetings is likely to be more formal, the process for executive committee meetings much less so.

(b) Decisions taken by individual directors on matters specifically reserved for them.

Where decisions are taken by individual directors, the process may, legitimately, involve much less formality, although in order to show that internal processes have been followed, there may be some form of briefing paper and/or record of the decision concerned.

(c)
Other decisions.  

The way other decisions are supported or recorded varies as widely as the nature of the decisions concerned.  In the vast majority of cases, it is simply not practicable for decisions to be supported by background papers or for the reasons, or in many cases even the decisions themselves, to be formally recorded.  This has to continue to be the case if companies are to retain their operational flexibility and remain competitive.

4.
The new legislation

Section 172 of the Companies Act will require a director to exercise his duties in a way that 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. So far, this is broadly in line with the current law. However, section 172(1) states that, in exercising those duties, directors must have regard to (amongst other matters) the following six factors:

(a) the likely consequences of the 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.

It is clear that these factors are subsidiary to the overall duty under section 172, and that the duty is owed only to the company, not to individual shareholders or to third parties. Whilst the wording of section 172(1) is mandatory (directors “must act … and in doing so have regard to”), it is also clear that the list of factors is not exhaustive.  The GC100 is of the view that directors are not currently, and should not be, as a result of this legislative codification, forced to evidence their thought processes whether that is with regard to the stated factors or any other matter influencing their thinking.  Apart from the unnecessary process and paperwork this would introduce into the boardroom, it would inevitably expose directors to a greater and unacceptable risk of litigation, especially in light of the new derivative action also being brought in by the Companies Act 2006.  

5.
Aim of guidelines

5.1
The GC100’s aim is to develop best practice guidelines for boards of public companies to:

(a) assist them in complying with the new law relating to directors’ duties;

(b) reduce their potential liability to the company, whether directly or by means of derivative action;

(c) minimise the administrative burden through aiming for a pragmatic approach;

(d) demonstrate to all stakeholders that public companies and their directors are taking their wider duties seriously.

5.2 Any guidelines should:

(a) recognise the diverse ways in which decisions are taken by directors; 

(b) have broad support from all stakeholders, including companies and their legal advisers; and

(c) recognise that individual companies choose to have differing governance arrangements.

6.
Outline guidelines


6.1
Generally

Given the wide range of circumstances in which directors exercise their duties, it will not be possible to recommend a particular process which will apply for all decisions.  It would, for example, be completely unworkable to require all decisions, and the reasons for them, to be recorded in writing.  The suggested approach is therefore that:

(i) companies should ensure that all directors are aware of their duties under the new Companies Act; and

(ii) where the nature of the decision being taken by directors is such that it is supported by a formal process, that process need only specifically record consideration of those duties where the particular circumstances make it particularly necessary or relevant.  The default position should be not to include these references.

6.2
Ensuring directors are aware of their duties

Companies should ensure that all board members are aware of their duties under the new Act.  This can be done in all or some of the following ways:

(i) As a transitional move, boards should be given a thorough briefing on the new duties introduced by the Companies Act.  

(ii) On appointment, all new directors should be briefed upon their duties under the Companies Act.

(iii) The terms of appointment and description of the role of any director should specifically refer to their duties.

(iv) The terms of reference of any board or committee may also refer to those duties.

(v) Companies should review their existing policies in areas such as human resources, ethics, compliance and corporate responsibility against the background of the new duties.

(vi) Care will need to be taken to ensure the duties are not inadvertently extended to give new rights of action to third parties.

6.3
Board and committee decisions

(a)
As noted above, board (and to a lesser extent, committee) decisions are likely to have the greatest degree of formal process.

(b)
In general, if a proposal is to be put to a board for a decision, it is likely to be an important one for the company.  It will nearly always be supported by a background paper which will have been thoroughly prepared by the management team; possibly with the help of advisers.  In practice, therefore, a thorough analysis of all the issues reflecting on the decision will already have been made by management.  It is the job of the directors, at that stage, to review the papers, and any recommendations made in them, both in the light of the information supplied to them and using their own business judgement and, following discussion, to reach a decision.  Without detracting from the importance of thorough debate at the boardroom table and the need for the directors to apply their own business judgement, the background paper (and any management presentations made at the meeting) is a key way of assisting directors in properly taking into account all relevant factors relating to their decision.

(c)
It should therefore be best practice for those members of the management team responsible for preparing the paper to ensure that each of the relevant factors, including those referred to in the Companies Act, are properly considered whilst the paper is being prepared. They can then, if necessary, be included in the paper or any presentation made.  Responsibility for considering relevant factors can properly be delegated to the members of the management team preparing the paper in the usual way.

(d)
In some cases, one or more particular factors may clearly be irrelevant.  GC100 does not believe that best practice should be prescriptive by requiring a negative statement.  

(e)
Directors will, of course, continue to have to be satisfied that they delegate the task of compiling the briefing to the appropriate people.  Moreover, whatever the contents of any briefing, the directors concerned would still have to use their business judgement in considering the proposal.

(f)
Board minutes also form an important part of process, in particular to the extent that they reflect the actual debate at a meeting and the decision taken.  However, minutes are, of necessity, simply a summary and can never, in practice, be prepared with the thoroughness of a board paper.  In some cases, companies have very brief minutes, for example, where there is a specific need to avoid detailed references to legal advice to ensure privilege is not lost.  It is therefore recommended that board minutes should not be used as the main medium for recording the extent to which each of the factors of the Companies Act were discussed.  Board minutes do not, after all, do so today insofar as either the common law or statutory duties require directors to consider particular factors.  The minimum requirement for minutes should only be that they clearly state the decision reached.  

(g)
Despite the importance of the briefing paper, its purpose should not be misunderstood; that is to assist directors in reaching a decision through exercising their own judgement – it should not be construed as the decision or a record of the directors’ views. 

 (h)
The advantages of this approach would be:

(i) each of the factors relevant to a decision, whether those prescribed by the Companies Act or otherwise, will be properly considered by management before an issue is brought to the board;

(ii) the board will have a written report on each relevant issue – even if brief – and each director will have had the opportunity of considering it in advance and of raising any questions at or before the meeting; 

(iii) it treats the factors as part of the overall commercial decision process;

(iv) there will be a clear written record of the issues addressed; and

(v) it will not be necessary to minute what was said on each factor, except to the extent appropriate to reflect points raised on them.  This will avoid any substantial increase in the length of minutes.

6.4
Other decisions

When decisions are taken by directors in circumstances other than at a formal board meeting, it should be for the company concerned to decide, in its particular circumstances, the best approach to be adopted.

Where there is a clear scheme of delegation and a decision is to be taken by an individual director, it is unlikely to be appropriate for a paper to be prepared as described above.  It has to be recognised that many decisions, even if taken in accordance with a formal scheme of delegation, have to be taken within a timeframe which does not allow for preparation of a formal paper; or for a formal minute of the decision.  It is important that best practice recognises this – lack of formal process should not lead to any inference that factors have not been properly considered.
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Background information to the GC100

1 The GC100 was officially launched on the 9th March 2005 and brings together the senior legal officers of more than 70 FTSE100 companies (see below for a full list of member companies).

2 The main objectives of the GC100 are to:

.

· Provide a forum for practical and business focused input on key areas of legislative and policy reform common to UK listed companies.

· Enable members to share best practice in relation to law, risk management, compliance and other areas of common interest.

3 At the Group AGM on the 16th January 2007 members voted in favour of extending  membership to company secretaries in the FTSE 100. The formal name of the GC100 is now the “Association of General Counsel and Company Secretaries of the FTSE

100” although it continues to be generally known as the GC100.


4 Officers to the GC100 for 2007 are:

Chair: 
       
Helen Mahy, National Grid 

Vice-chair:  
Rosemary Martin, Reuters

Vice-chair:  
Peter Maynard, Prudential.

Treasurer:   
Richard Bennett, HSBC

Secretary:
Mary Mullally, PLC

       5
Other members of the Executive Committee for 2007 are:



Rupert Bondy, GlaxoSmithKline



Grant Dawson, Centrica



Nick Folland, Emap



Mark Harding, Barclays



Andrea Harris, WPP



Peter Kennerley, Scottish & Newcastle



Christopher Roberts, Reckitt Benckiser

6    As a matter of formality please note that the views expressed in this paper do not   

necessarily reflect the views of all of the individual members or their employing     companies. 

For more information contact:
Nick Folland (company secretary and group legal director, Emap) at nick.folland@emap.com 

Or 

Peter Kennerley ( general counsel and company secretary, Scottish & Newcastle) at peter.kennerley@s-n.com 

Or

Mary Mullally, secretary to the GC100, on 020 7202 1245 or at mary.mullally@practicallaw.com
� Hansard, 9 May 2006: col 841


� s309 of the Companies Act 1985 requires that directors “have regard to the interests of the company’s employees in general”





