DO DIRECTORS HAVE A DUTY TO ACT FAIRLY?

Introduction

1. Fairness is an attractive concept.  We all like to think that we are fair, and instinctively we are disturbed when we perceive others as having been treated unfairly.  Fairness is often equated with equity and justice.
2. We are all aware of the statutory jurisdiction under section 459 of the Companies Act 1985 which permits the Court to grant relief in the event that a company’s affairs have been conducted in a manner which is unfairly prejudicial to the interests of its members.  But is it accurate or meaningful to suggest that a company director has a general duty to exercise his powers “fairly”?
The traditional duties of directors

3. It is well settled that directors are bound to exercise their discretionary powers bona fide in what they consider to be the interests of the company and not for any collateral purpose.
  In this traditional formulation, there is no mention of fairness.

4. The duty to act in good faith in the interests of the company is essentially subjective.
  In general terms, “the interests of the company” are said to comprise the interests of the company as a commercial entity.  In the case of a solvent company this will normally be equated to the interests of the present and future shareholders as a whole, but regard should also be had to the interests of the company’s employees.
  In the case of a company which is insolvent or of doubtful solvency, or where the transaction in question will put the solvency of the company at risk, the interests of the general body of creditors should be paramount.

5. The question of whether the purposes for which the directors used their powers were proper purposes is more of an objective test.
  The test requires a determination of whether the dominant purpose of the directors in exercising their powers is in accord with the purposes for which the power was conferred by the company’s constitution.

6. There are, however, circumstances in which the traditional twin tests that directors must act in good faith in the interests of the company and not for collateral purposes may seem, at first blush, to be inadequate. 

7. For example, the directors may genuinely be seeking to promote the interests of the company as a commercial entity and without any ulterior purpose, but their proposals may nevertheless have a differential effect upon shareholders or creditors of the company.  Such a situation frequently arises where a company is seeking to raise new finance or restructure to avoid insolvency, and the directors’ proposals for the issue of new shares by way of a rights issue or a debt for equity swap have a different effect upon different groups of shareholders or creditors.  Do such circumstances require the directors to act “fairly” or reach a “fair” balance as between different groups of shareholders or creditors?

8. Another situation in which the traditional twin test may not be easy to apply is in a case in which the board of directors exercise powers to terminate or suspend rights of membership of a company.  Such a situation might arise, for example, in relation to a professional body operated through a company limited by guarantee, or in relation to a decision to disenfranchise shares in a public company pursuant to powers contained in its articles along similar lines to those in section 212 of the Companies Act 1985.  Is it open to a member to contend that in reaching their decision, in addition to acting in good faith and for proper purposes, the directors are also under a duty to conduct the decision-making procedure in a manner which is in accordance with principles of “fairness” or “natural justice” familiar to administrative and human rights lawyers?

Fairness between shareholders

9. In Mills v. Mills (High Court of Australia), Latham CJ said,
 

“The question which arises is sometimes not a question of the interest of the company at all, but a question of what is fair as between different classes of shareholders.  Where such a case arises some other test than that of the interests of the company must be applied.”

In Howard Smith v. Ampol the Privy Council appeared to regard the statement in Mills v. Mills as referable to cases,

“…where the directors are acting sectionally or partially, improperly favouring one section of shareholders against another.”

10. In Mutual Life Insurance Co. of New York v. Rank Organisation, Goulding J. held that a power of allotment of shares was only to be cut down by two implied terms,
 

“First the time-honoured rule that the directors’ powers are to be exercised in good faith in the interests of the company, and secondly that they must be exercised fairly as between different shareholders.”

11. On the basis of these authorities, it might have been thought that the duty of “fairness” was simply a component part of the duty not to exercise a power for collateral purposes by seeking to discriminate in favour of one group of shareholders over another.  However, in Re BSB Holdings (No.2)
 in the context of an unfair prejudice petition, Arden J. referred to the line of authorities cited above and held that where a proposed exercise of power by the directors bore differently upon different groups of shareholders, there was an additional duty upon the directors to consider whether the proposals were fair as between those different groups.  Arden J. plainly did not regard this duty as part of the subjective requirement for good faith, and she specifically rejected an argument that this duty could only be breached if the substantial purpose of the directors was to discriminate improperly against one group of shareholders.

12. The issue of fairness between shareholders has been taken up by the DTI in its draft Company Law Reform Bill which seeks to codify the duties of directors.  Some of the general duties of directors are stated as follows:-

B2.
As a director of a company you must

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

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

B3.
(1)
As a director of a company you must act in the way you consider, in good faith, would be most likely to promote the success of the company for the benefit of its members as a whole.



…

(3) In fulfilling the duty imposed by this section you must take account (where relevant and so far as reasonably practicable) of -

(c)
the need to act fairly as between members of the company who have different interests.

(4)
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.

13. Somewhat confusingly, this draft codification would appear to regard “the need to act fairly” as a component element of the duty to act in good faith in the interests of the company.  It does not appear to be regarded as a component element of the duty to use powers for proper purposes, nor is it a separate duty in its own right.  The draft clause also does not clearly indicate whether the “need to act fairly” is to be judged subjectively or objectively.

14. This highlights the essential difficulty in formulating any duty of directors in terms of “fairness”.  As Lord Hoffmann pointed out in O’Neill v. Phillips,
 “fairness” is an elastic concept, the content of which will depend upon the context in which it is being used.  In other words, any principle of law based upon a concept of “fairness” needs a frame of reference.  Lord Hoffmann identified the risk that without a specific frame of reference, concepts such as fairness can all too easily become a recipe for palm-tree justice.

15. In the context of section 459, Lord Hoffmann found that frame of reference in the terms of the association between the members (i.e. the articles of association or shareholders’ agreements).  In Re Saul D. Harrison plc, he had explained that the articles delegate powers of management to the directors and the law implies terms that such powers should be exercised in good faith in the interests of the company as a whole and for proper purposes.  Hence it is now well settled that a breach of duty by the directors of a company is capable of being regarded as “unfair” for the purposes of section 459.

16. Lord Hoffmann also recognised that there might be cases in which it would be regarded as unfair for those conducting the affairs of the company to rely upon their strict legal rights.  He indicated that liability in these cases had to be based on some recognised equitable principles – such as cases where it would be unconscionable for the parties to deny the basis upon which a company was formed and upon which the parties had relied.

17. This approach does not directly address the proposition that the law imposes some general duty upon directors to exercise their powers “fairly”.  But it can be argued that it is a reasonable inference from Lord Hoffmann’s exposition of the underlying basis for the exercise of the statutory jurisdiction under section 459 in O’Neill v. Phillips, that there is no general duty of fairness upon directors as was suggested by Arden J..  

Fairness between creditors

18. A director may breach his fiduciary duty to the company in misapplying its assets so as to repay a debt which he is owed, or to reduce a debt of which he is a guarantor, at a time at which the company is insolvent: see West Mercia Safetywear v. Dodd.
  This is explicable on the basis that at a time of insolvency, the interests of the company are to be equated with the interests of the general body of creditors, and the director has a fiduciary duty not to promote his own interests to the detriment of the general body of creditors.

19. However, there are two first instance decisions to the effect that a director who causes a company to discharge its debt to creditor A rather than creditor B does not thereby breach his duty to the company: see Brian D. Pierson (Contractors) Limited
  and Knight v. Frost.
  These decisions suggest that a director does not owe a general duty to the company to act fairly as between creditors, even at a time of insolvency.

20. These decisions recognise that the way in which the law ensures that creditors are treated appropriately in the twilight zone prior to insolvency is not by importing some generalised duty of fairness.  Instead the law gives a liquidator or administrator the specific right to apply to the court to reverse preferential treatment by the anti-avoidance provisions of section 239 of the Insolvency Act 1986. It is indeed notable that the draft provisions of the Company Law Reform Bill do not contain any reference to any duty or need to treat creditors fairly.

21. A parallel (although by no means a precise analogy) can be drawn with the jurisdiction of the court to sanction schemes under section 425 of the Companies Act 1985.  Although it is plain that the court will not sanction a scheme which is unfair to creditors,
 the court does not simply apply its own concepts of fairness.
22. This is illustrated by Re Telewest Communications plc.
  The case concerned a creditors’ scheme which, by the adoption of an average exchange rate rather than the exchange rate that would have been used on a winding up of the company, appeared to favour the holdings of bonds denominated in US dollars to those denominated in sterling.
23. David Richards J. sanctioned the scheme, commenting as follows:-
“The classic formulation of the principles which guide the court in considering whether to sanction a scheme was set out by Plowman J in Re National Bank Ltd [1966] 1 WLR 819 by reference to a passage in Buckley on the Companies Acts, which has been approved and applied by the courts on many subsequent occasions: 

“In exercising its power of sanction the court will see, first, that the provisions of the statute have been complied with, second that the class was fairly represented by those who attended the meeting and that the statutory majority are acting bona fide and are not coercing the minority in order to promote interests adverse to those of the class whom they purport to represent, and thirdly, that the arrangement is such as an intelligent and honest man, a member of the class concerned and acting in respect of his interest, might reasonably approve. 

The court does not sit merely to see that the majority are acting bona fide and thereupon to register the decision of the meeting, but, at the same time, the court will be slow to differ from the meeting, unless either the class has not been properly consulted, or the meeting has not considered the matter with a view to the interests of the class which it is empowered to bind, or some blot is found in the scheme.” 

This formulation in particular recognises and balances two important factors. First, in deciding to sanction a scheme under section 425, which has the effect of binding members or creditors who have voted against the scheme or abstained as well as those who voted in its favour, the court must be satisfied that it is a fair scheme. It must be a scheme that “an intelligent and honest man, a member of the class concerned and acting in respect of his interest, might reasonably approve.” That test also makes clear that the scheme proposed need not be the only fair scheme or even, in the court’s view, the best scheme. Necessarily there may be reasonable differences of view on these issues.

The second factor recognised by the above-cited passage is that in commercial matters members or creditors are much better judges of their own interests than the courts. Subject to the qualifications set out in the second paragraph, the court “will be slow to differ from the meeting”. 

24. In other words, even where the court has a very wide discretion to do what is “fair” it will not simply adopt its own standards.  Instead, having examined the voting at the class meetings to ascertain that the majority were acting in good faith and without ulterior purpose, the court’s role in assessing fairness is essentially limited to checking that the creditors have arrived at a rational result.  This is generally not a difficult test to satisfy.

Analogies from trusts and public law

25. In the Court of Appeal in Equitable Life v. Hyman,
 Lord Woolf MR, whilst acknowledging the need for caution, spoke of the “marked similarities” between the exercise of discretionary public law powers and discretionary fiduciary powers.  He drew attention to the judgment of Chadwick LJ in Edge v Pensions Ombudsman
 and commented favourably upon an academic argument that there are a range of fiduciary relationships in which equity imposes “duties of considerate decision making" on bodies who are not public bodies for the purposes of judicial review.  Was this a sound analysis?

Trusts

26. Edge v. Pensions Ombudsman was a case concerning a discretionary decision by pension fund trustees to allocate a surplus differentially between different groups of beneficiaries.  At first instance, the Vice-Chancellor had observed,
 

“Neither a duty to act impartially nor a duty to act in the best interest of all the beneficiaries describes, in my judgment, the nature of the duty on the trustees when considering what steps to take to deal with the surplus. They had a discretionary power to make amendments to the rules in order to provide additional benefits to members, whether pensioners or still in service. It was within their discretion to provide benefits to members in service to the exclusion of members no longer in service. They certainly had a duty to exercise their discretionary power honestly and for the purposes for which the power was given and not so as to accomplish any ulterior purposes. But they were the judges of whether or not their exercise of the power was fair as between the benefited beneficiaries and other beneficiaries. Their exercise of the discretionary power cannot be set aside simply because a judge, whether the Pensions Ombudsman or any other species of judge, thinks it was not fair.”

27. In the Court of Appeal, Chadwick LJ did not dissent from this approach.  He emphasized that the question of what was fair in all the circumstances as between beneficiaries was for the trustees, and not the court.  He expressed his views on the principles governing the exercise of discretionary powers slightly differently to the Vice-Chancellor.  He said

“Properly understood, the so-called duty to act impartially - on which the ombudsman placed such reliance - is no more than the ordinary duty which the law imposes on a person who is entrusted with the exercise of a discretionary power: that he exercises the power for the purpose for which it is given, giving proper consideration to the matters which are relevant and excluding from consideration matters which are irrelevant. If pension fund trustees do that, they cannot be criticised if they reach a decision which appears to prefer the claims of one interest - whether that of employers, current employees or pensioners - over others. The preference will be the result of a proper exercise of the discretionary power.” 

28. It may be that the phraseology of Chadwick LJ seemed more familiar to Lord Woolf MR.  However, the clear thrust of both the Vice-Chancellor and Chadwick LJ in Edge was to confirm that the exercise of discretionary powers is not to be constrained by a duty to produce a result which the court (or anyone else) thinks is substantively “fair”.  The traditional duties to act in good faith and for proper purposes will suffice.

Judicial review and human rights
29. In Gaiman v. National Association for Mental Health,
 Megarry J. explained that there were powerful reasons why companies, whether limited by shares or by guarantee, should not have implied into their articles any terms requiring the directors to exercise their powers in accordance with the principles of natural justice.  Megarry J. held that the established duties of directors to the company to act bona fide in what they believe to be the interests of the company might be inconsistent with the observance of natural justice.  This potential for conflict led to a conclusion that the directors’ exercise of their powers was not to be fettered by natural justice.

30. Although Megarry J. did accept that there might be cases where the gravity of what was at stake might result in a court finding some basis for an implied term requiring directors to abide by principles of natural justice, it is doubtful that this flexible approach fits with the strict requirement of necessity which must be satisfied before a court can imply a term into the constitution of a company: see Equitable Life v. Hyman.

31. Some years later, in MDU v. Department of Trade,
 Megarry V-C was faced with a claim that the Medical Defence Union was conducting an insurance business.  The MDU is a company limited by guarantee which operates as a mutual company to provide advice and assistance to its members who may become involved in litigation concerning their professional practice.  It also provides indemnities to its members against liability, loss and expense arising from such claims.  Under its articles, the decision whether to provide such benefits in response to an application from a member is to be determined on a discretionary basis by the MDU’s board of directors.

32. Megarry V-C examined the terms of the articles of the MDU and seemed prepared to assume for the purposes of argument that a member had a right to have his request “fairly considered” by the board of the company.  He continued,

“For the purposes of this case I do not think that it matters whether the right is a right to have the request heard and determined “fairly” or “in good faith”.  It is common ground that it must not be dealt with by whim or caprice…”

Bearing in mind that these comments were obiter, and in light of Megarry V-C’s earlier observations in Gaiman, it is doubtful that Megarry V-C intended to introduce into the law a new duty of fairness upon directors.  The references to the need to act in “good faith” and not upon a “whim or caprice” are perfectly explicable on conventional grounds.

33. The unwillingness to impose a general duty upon directors to act in accordance with principles of natural justice, as discussed in Gaiman, has survived any express criticism as principles of judicial review and human rights have been developed.  Public law has, however, made some inroads into the area but from a different direction.  From a starting point that the exercise of powers conferred by private contract (including the section 14 contract in the articles of a company) are not amenable to judicial review, the law has now moved to a more fluid and uncertain test.

34. The relevant authorities begin with R v. Criminal Injuries Compensation Board ex parte Lain.
  Lord Parker CJ stated that although the exact limits of the ancient judicial review remedy of certiorari had never been specifically defined, 

“The only constant limits throughout were that [the body] was performing a public duty.  Private or domestic tribunals have always been outside the scope of certiorari since their authority is derived solely from contract, that is from the agreement of the parties concerned.”

35. This was also the position taken in R. v. The Independent Broadcasting Authority ex parte The Rank Organisation plc.
  In that case, the articles of association of Granada Group plc contained a clause which prohibited any person from exercising more than 5% of the votes in the company other than with consent of the IBA.  The IBA declined to give its consent to The Rank Organisation plc exercising such voting rights.  The Court of Appeal held that the IBA’s decision was not amenable to judicial review, because the decision had no public law element.  Lloyd LJ stated, 

“As Lord Diplock made clear in CCSU v. Minister for the Civil Service [1985] AC 374, a decision is not susceptible to judicial review unless it is a decision of a person who is empowered to make that decision by public law…..I regard the IBA as having been empowered to make the decision in the present case, not by public law, but by private law, namely article 75A of Granada’s articles of association.”

36. The shift in approach started with the decision of the Court of Appeal later in the same year in R v. Panel on Takeovers and Mergers ex parte Datafin plc.
  The Court of Appeal decided that it did have jurisdiction to grant judicial review of a decision of the Takeover Panel, but declined to exercise that jurisdiction.  Lloyd LJ. rejected submissions from the Takeover Panel that the sole test whether a body of persons is subject to judicial review was the source of its power.  He stated (at p. 847),

“I do not agree that the source of the power is the sole test whether a body is subject to judicial review, nor do I so read Lord Diplock’s speech.  Of course the source of the power will often, perhaps usually, be decisive.  If the source of power is a statute, or subordinate legislation under a statute, then clearly the body in question will be subject to judicial review.  If, at the other end of the scale, the source of power is contractual, as in the case of private arbitration, then clearly the arbitrator is not subject to judicial review: see R v. National Joint Council of the Craft of Dental Technicians (Disputes Committee) ex parte Neate [1953] 1 QB 704.

But in between these extremes there is an area in which it is helpful to look not just at the source of the power but at the nature of the power.  If the body in question is exercising public law functions, or if the exercise of its functions have public law consequences, then that may…be sufficient to bring the body within the reach of judicial review.  It may be said that to refer to “public law” in this context is to beg the question.  But I do not think that it does.  The essential distinction, which runs through all the cases to which we referred, is between a domestic or private tribunal on the one hand and a body of persons who are under some public duty on the other.”
37. Reference should also be made to the decision in R v. Jockey Club ex parte Aga Khan,
 in which the Court of Appeal refused to entertain an application for judicial review against a disciplinary decision of the Jockey Club.  The basis for the decision was that although the Jockey Club occupied a powerful position regulating the affairs of racing in this country, the applicant had contractually submitted to abide by its rules, and hence his remedies, if any, were in contract.

38. Bingham MR and Farquharson LJ were prepared to leave for argument in another case whether, if the Aga Khan had not had a contractual relationship with the Jockey Club, the Court would have been prepared to grant judicial review.  Hoffmann LJ was more decisive.  He explained:-

“In a mixed economy, power may be private as well as public.  Private power may affect the public interest and the livelihoods of many individuals.  But that does not subject it to the rules of public law.  If control is needed, it must be found in the law of contract, the doctrine of restraint of trade, the Restrictive Trade Practices Act 1976, articles 85 and 86 of the EEC Treaty and all the other instruments available in law for curbing the excesses of private power.

It may be that in some cases the remedies available in private law are inadequate.  For example, in cases in which power is exercised unfairly against persons who have no contractual relationship with the private decision-making body, the court may not find it easy to fashion a cause of action to provide a remedy.  In Nagle v. Fielden [1966] 2 QB 633, for example, this court had to consider the Jockey Club’s refusal on grounds of sex to grant a trainer’s licence to a woman.  She had no contract with the Jockey Club or (at that time) any other recognised cause of action, but this court said that it was arguable that she could still obtain a declaration and injunction.  There is an improvisatory air about this solution and the possibility of obtaining an injunction has probably not survived Siskina [1979] AC 210.

It was recognition that there might be gaps in the private law that led Simon Brown J in ex parte RAM Racecourses [1993] 2 All ER 225 to suggest that cases like Nagle v. Fielden as well as certain others involving domestic bodies like the Football Association in Eastham v. Newcastle United  [1964] Ch 413 and a trade union in Breen v. AEU [1971] 2 QB 175 , “Had they arisen today and not some years ago, would have found a natural home in judicial review proceedings.”  For my part I must respectfully doubt whether this would be true.  Trade unions have now had obligations of fairness imposed upon them by legislation, but I doubt whether, if this had not happened, the courts would have tried to fill the gap by subjecting them to public law….I do not think that one should try to patch up the remedies available against domestic bodies by pretending that they are organs of government.”

39. Notwithstanding Lord Hoffmann’s observations seeking to limit the role of judicial review, in a series of cases since the advent of Human Rights legislation, the Courts have struggled, without great success, to identify the factors that will guide a court to conclude that decisions of the directors of a company should be amenable to judicial review.
  The difficulties were summarized in Hampshire CC v. Graham Beer,
 where Dyson LJ stated:- 

“It seems to me that the law has now been developed to the point where, unless the source of power clearly provides the answer, the question whether the decision of a body is amenable to judicial review requires a careful consideration of the nature of the power and function that has been exercised to see whether the decision has a sufficient public element, flavour or character to bring it within the purview of public law. It may be said with some justification that this criterion for amenability is very broad, not to say question-begging. But it provides the framework for the investigation that has to be conducted.”

40. I suggest that the current state of the authorities in this respect is no credit to public law.  The state of uncertainty on the authorities is most unhelpful to directors of limited companies and their advisers.    

Conclusion

41. Equity already provides well-settled principles to prevent abuses of discretionary power.  These principles do not depend upon the concept of a duty of fairness.  

42. Even when the legislature has provided a means by which to ensure that company directors do not cause unfair prejudice to their members, the courts have sought to provide a more certain conceptual framework for the application of that test in the business context.  And in the insolvency context, although the guiding principle is that creditors should be treated equally, this does not require recourse to generalized concepts of duties of fairness. 

43. In my view, this is the correct approach.  Although judicial review and human rights are in vogue, the elastic principles of public law would be an uncertain foundation for any expansion of the duties of directors.  In the commercial world, certainty in the application of law is highly valued.

44. In short, though no-one doubts that fairness is an entirely admirable personal quality, I would suggest that when one is setting general legal standards to govern the discretionary decision-making procedures of company directors, the concept of a general duty to act “fairly” is best avoided.

RICHARD SNOWDEN QC









Erskine Chambers









Lincoln’s Inn

� Smith v. Fawcett Limited [1942] Ch 304.


� Regentcrest v. Cohen [2001] 2 BCLC 80.


� S. 309 CA 1985, reversing Parke v. Daily News Limited [1962] Ch 927.


� West Mercia Safetywear v. Dodd [1988] BCLC 250.


� Howard Smith v. Ampol [1974] AC 821 


� (1938) 60 CLR 150 at 164


� [1985] BCLC 11 at 21


� [1996] 1 BCLC 155 at 246-249


� [1999] BCC 600.


� [1994] BCC 475 at 488-489.


� [1988] BCLC 250


� See also MacPherson v. European Strategic Bureau Limited [2000] 2 BCLC 683 (CA). 


� [1999] BCC 26 at 46


� [1999] 1 BCLC 364 at 382


� See Re Telewest Communications plc [[2004] BCC 342 (David Richards J.) and [2005] BCC 29 (CA).  


� [2005] BCC 36.


� [2002] 1 AC 408 at 416


� [2000] Ch 602


� [1998] Ch 512.


� [1971] 1 Ch 371.


� [1980] Ch 82


� [1967] 2 QB 864.


�  Unreported, Mann J., 13 March 1986, Court of Appeal, 26 March 1986.


� [1987] 1 QB 815


� [1993] 1 WLR 909


� It should be noted that cases alleging restraint of trade do not seem to depend upon the presence or absence of a contractual nexus: see e.g. Stevenage Borough Football Club v. Football League (1996) 9 Admin LR 109.


� See Poplar Housing Association v. Donoghue [2002] QB 48, R (Heather) v. Leonard Cheshire Foundation [2002] 2 All ER 936 and Parochial Church Council for the Parish of Aston Cantlow v. Wallbank [2003] UKHL 37.


� [2003] EWCA Civ 1056.





PAGE  
12

