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The object of this paper is to examine two aspects of
directors’ fiduciary duties - basic self dealing and the
obligation of care and skill. The Law Commission is
currently considering the codification of directors’ dutiesl
and a similar rather complicated attempt has been made in
Australia2. Before one codifies the law it seems
appropriate to consider whether the law to be codified is
satisfactory. In my opinion both aspects of this law are
very unsatisfactory and should not be codified in their
present form. I, therefore, consider not only the causes of
dissatisfaction but also certain reforms of the law.
However, a threshold question must be considered and that is
whether it is appropriate to refer to a director’s
obligation of care and skill as a fiduciary duty3. There
has been an increasing tendency in recent years to regard
all obligations of care as capable of being subsumed under
the tort of negligence.? This is a great mistake. Not only
is the tort of negligence one of the least satisfactory
areas of the law - the late Julius Stone for instance aptly
referred to the duty of care as a category of illusory
reference® - but also such a tendency negates important
legal distinctions.® A director’s obligation of care and
skill is part of his/her fiduciary obligations in Equity.
There is no question of establishing a duty of care because
of the underlying equitable relationship between the
director and the company. Equitable defences are available.
A director’s obligations of care and skill have more in
common with a trustee’s obligations of due diligence
although there are still some important differences.? This
reason above any other provides justification for the
apparently low standard of care required of company
directors. However, I shall have more to say about this

later.
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Basic Self Dealing

I take as a paradigm case of basic self dealing a
director contracting with his company. The law on this in
both the Commonwealth and the U.S.A. has undergone a complex
development.8 By the middle of the 19th century in
Commonwealth countries and the United States it had become
recognised that directors were in a position analogous to
trustees and thus any contract entered into by them with the
company was voidable. This was clearly established by the
House of Lords sitting in a Scottish appeal in Aberdeen
Railway v Blaikie.? 1In that case a company entered into a
contract with a partnership which included one of its
directors. The House of Lords held that the contract could
be avoided by the company notwithstanding that its terms
were fair. Lord Cranworth LC said:10

"...This, therefore, brings us to the general question,
whether a director of a railway company is or is not
precluded from dealing on behalf of the company with
himself or with a firm in which he is a partner. The
directors are a body to whom is delegated the duty of
managing the general affairs of the company. A
corporate body can only act by agents, and it is, of
course, the duty of those agents so to act as best to
promote the interests of the corporation whose affairs
they are conducting. Such an agent has duties to
discharge of a fiduciary character towards his
principal, and it is a rule of universal application
that no one having such duties to discharge shall be
allowed to enter into engagements in which he has or can
have a personal interest conflicting or which possibly
may conflict with the interests of those whom he is
bound to protect. So strictly is this principle
adhered to that no question is allowed to be raised as
to the fairness or unfairness of a contract so entered
into. It obviously is, or may be, impossible to
demonstrate how far in any particular case the terms of
such a contract have been the best for the cestui que
trust which it was possible to obtain. It may sometimes
happen that the terms on which a trustee has dealt or
attempted to deal with the estate or interests of those
for whom he is a trustee have been as good as could have
been obtained from any other person; they may even at
the time have been better. But still so inflexible is
the rule that no inquiry on that subject is permitted."
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The position in Equity was that the contract was
voidable and any profits made by the directors could be
recovered by the company. The position was thus similar to a
promoter.11 However, whereas a promoter could escape
liability by making full disclosure of material facts to an
independent board of directors or, in certain other cases,
all the members, a director was in a more difficult
position. It was not possible for the directors to
disclose to themselves as some judges thought that the
company had a right to the unbiased voice and advice of all
its directors.12 The only way in which the directors could
proceed was to make full disclosure to the members of the
company and have the contract approved or ratified in
general meeting. This was expressly provided for in
section 29 of the Joint Stock Companies Act 1844 but the
relevant provision did not appear in the Act of 1856.13
Instead there was a provision in the model articles, article
47 of Table B, that any director, directly or indirectly,
interested in any contract with the company (except merely
as shareholder of another company) should be disqualified
and vacate office. Articles to this effect continued in
the model articles under the legislation until the 1948
English Act. However, the practice developed of inserting
articles which excluded or modified the standard form.l4
Since 1948 in the United Kingdom and the Companies Act 1955
in New Zealand, Table A has omitted such a clause and
instead provided that directors are not disqualified by
contracting with the company. Indeed many articles have
attempted to modify directors’ duties. There are various
ways in which this is done in the case of self dealing
transactions. Articles regularly provide for disclosure of
interest and some provide for exclusion from the quorum and
voting. However, others provide for an interested director
to be both counted towards the quorum and able to vote. The
Greene Committeel® in 1926 was concerned by the growth of
such clauses and recommended provisions for mandatory
disclosure of a director’s interest. The present New
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Zealand provisions are now contained in section 199 of the
Companies Act 1955. ‘There are similar provisions in
force in section 228 of the Australian Companies Code
although these contain certain amendments which I shall
discuss shortly. Sections 228-9 of the Australian
legislation are set out in the Appendix to this article.
Section 199 of the 1955 Act provides for disclosure of the
nature of a director’s interest at a meeting of the
directors. However, under section 199 (3) it is sufficient
to give a general notice to the effect that the director is
a member of a specified company or firm and is to be
regarded as interested in any contract with that company or
firm. The sanction for breach of the section is a fine not
exceeding $200, which is now much lower than overseas
jurisdictions, and section 199(5) provides that nothing in
the section shall be taken to prejudice the operation of any
rule of law restricting the directors of a company from
having any interests in contracts with the company. In
other words the contract is voidable and profits can be
recovered under the eqguitable principles. There is a
conflict of Australian and English authority on whether
there is separate liability in tort for a breach of
statutory duty.l16

A signal weakness of this section, but one which no
doubt facilitates business, is that disclosure is to the
board and not to the company in general meeting. Indeed, on
the face of the section it appears that disclosure is only
required if the contract is brought before the board.l?7 on
the other hand it has recently been held in England that
disclosure to a committee of the board is not sufficient and
will render the director liable as a constructive trustee of
the benefits transferred.l8 The declaration need not
be recorded in writing.l® There is uncertainty surrounding
the meaning of the word "interested" for the purpose of
section 199. It is arguable that "interested" only means
having a pecuniary interest. On the other hand Professor
Gower20 argues that this would be too restrictive an
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interpretation and it does not seem to have been the
intention of the draftsman of the Act. Thus a more remote
connection through a network of companies and in the
capacity of an officer of the company will be sufficient.

The Jenkins Report made recommendations in connection
with the English section which was the counterpart of our
section 199.21 The report recommended that disclosure should
be limited to material interests but should cover all
contracts irrespective of whether they came before the
board. In all cases the nature and extent of the interest
would require to be stated and although a general notice
would be allowed this would not be sufficient if the nature
of the interest was greater than that stated in the general
notice. These reforms have not been enacted but Section 199
of the English 1948 Act was amended in 1980 to extend to
transactions and arrangements and the wording modernised in
the consolidation in 1985. The corresponding provision in
Table A has been substantially revised. The Australian
provision now contained in section 228 of the Companies Code
adopts the Jenkins idea of material interests although the
wording of section 228(2) is badly drafted. Certain
matters, which need not be disclosed and are in the new UK
Table A, are set out in Section 228(3). In Australia it is
now impossible to read section 228 in isolation from section
229 of the Companies Code, which appears to codify
directors’ duties but whose relationship with section 228
and the caselaw is obscure. Section 229(3) prohibits the
improper use of information argued by virtue of a
directorship to gain a personal advantage or to cause
detriment to the company. This in turn overlaps with
section 229(1) (duty to act honestly), and section 229 (4)
(duty not to make improper use of one’s position). There
are criminal and civil sanctions under section 229. Sectioen
229(10) provides that the section is in addition to and not
in derogation of any duty or liability by reason of the
office or employment in relation to the company. Again I
find the meaning of this obscure. Last year I had the
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privilege of participating in the Sydney Law Review
Conference on Company Law with a number of distinguished
judges, practitioners and academics. I was particularly
struck by the lack of agreement on the meaning of section
229 and its relationship to the caselaw.

On the whole the best drafted section is section 132 of
the Ontario Business Corporations Act 1982 which

(i) does not use the wording "directly or indirectly"

but spells out clearly who is covered;

(ii) requires disclosure in writing or minuting of

contracts and transactions, even those not requiring

approval;

(iii) spells out clearly the consequences of non

disclosure;

(iv) provides expressly for confirmation by shareholders

in certain circumstances;

(v) provides a procedure for setting aside the contract

for breach of the section. This gives express locus

standi to a shareholder.

The wording of section 132 is set out in the Appendix to
this article. The relationship of this to the codification
provision in section 134 is clear. Section 134 is more
general (much more general than section 229 of the
Australian Companies Code) and is subject to section 132 by
virtue of section 134(2).

In addition to section 199 the New Zealand
and other Commonwealth legislation contains provisions
requiring specific disclosure and formality in connection
with different types of contract.?2 The English provisions
now contained in the U.K.Companies Act 1985 are more
extensive than those of the New Zealand Companies Act
1955.23 However, we will not concern ourselves with these
detailed provisions but concentrate on the question of basic
principle. Before we do so, however, I will briefly
mention the course of development in the U.S. case law as
this helps to understand certain aspects of the Ontario
reforms.24 As I have mentioned the U.S. courts in the 19th
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century recognised a rule similar to that laid down in
Aberdeen Railway v Blaikie. 1In doing so they saw themselves
as adopting a sound principle of trust law and were no doubt
influenced by the number of railway frauds in the 1860s and
1870s. However, in 1910 a second stage had developed where
the general rule was that a contract between the director
and his company was valid if it was approved by a
disinterested majority of his directors and was not found to
be unfair or fraudulent by the court, if challenged.2?5 By
1960 a third stage was reached whereby contracts with
directors are generally valid unless found to be unfair by a
court, if challenged. An American commentator on this
development in 1966 was at a loss to provide convincing
explanation of the changes in judicial policy.26 The
rationale for the change, where professed, was technical and
based on a trustee’s ability to deal with a cestui que trust
provided he made disclosure and took no unfair advantage. A
possible fourth stage was reached in 1975 when California
adopted legislation which is capable of the interpretation
that contracts properly ratified by shareholders are immune
from judicial inquiry into the fairness of their terms.
Professor Robert Clark of Harvard in his Corporate Law,
after mentioning the possible fourth stage discusses a
number of possible reasons for the changes.27 One is the
influence of management on the courts and legislature.
However, Clark thinks that there are a number of
difficulties in this explanation and evidence is lacking.
The second explanation is that the changes mark a shift to
more flexible rules which was part of a change in judicial
attitudes in a faster moving society. Clark finds this more
convincing. A further explanation is the legal profession’s
influence on reform. It was to their professional advantage
to have less certain rules. Another interesting explanation
mentioned by Clark and which is based on detailed research
in the American case law is that by the turn of the century
the number of self dealing cases involving close

corporations became greater than those involving public
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corporations. In such cases it is easier to see how the
courts could favour a more flexible attitude since in close
corporations there may only be one vendor or source of
credit. However, no such research has been done in respect
of Commonwealth case law and the matter remains something of
a puzzle.

The American Law Institute in its Principles of
Corporate Governance favours a conjunctive test for self
dealing transactions.2?8 The director must make full
disclosure and the transaction must be fair to the
corporation. In an article "Self-interested Transactions
in Corporate Law" about to be published in the Summer 1988
issue of the Journal of Corporation Law, Professor Melvin
Eisenberg, general reporter of the project, explains the
reasoning behind the adoption of this conjunctive test.
First, disclosure is not enough. Where for instance the
board consists of three members, two of whom are interested
in the transaction they could easily approve the transaction
over the objections of the third in spite of the fact of it
being unfair. Conversely, fairness of price without full
disclosure may not be enough either. First, the transaction
is with a person who is in a relationship of trust and
confidence. Secondly, to raise the matter of fairness alone
would be to remove the matter from the company to the hands
of the court. Disclosure of the contracting party and the
facts may affect the price to be paid. Obviously this
would be irrelevant in the case of a homogeneous commodity.
However, for a non-homogeneous commodity the matter can be
crucially relevant to the determination of what is a fair
price. To eliminate disclosure would be to prejudice the
company as a contracting party. The director contracting
with the company is, by virtue of his position, not only
aware of all the material facts concerning the item to be
bought or sold but also of the material facts about the
company as a seller or buyer. The transaction in those
circumstances can only be fair if the company is put in the

same position. Another related reason is that fairness is
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not only concerned with price but also with the process of
negotiation. Because of the difficulty of establishing
fairness of price the law necessarily has to seek refuge in
intense scrutiny of the fairness of the process as a
substitute. Unfairness of process may, therefore, be
evidence of unfairness of price. The question then arises
as to whether this can be countered by approval by
disinterested directors. Professor Eisenberg argues that
approval by disinterested directors should not insulate a
self-interested transaction from judicial review for
fairness. However, in the flexible way in which United
States law and law reform approach corporation law it is
suggested that approval by disinterested directors should
shift the burden of proof. In other words, where the
transaction has been approved by disinterested directors the
burden of proof is on the complainant; otherwise it is on
the disinterested director to show that the transaction is
fair. Secondly, approval by disinterested directors changes
the standard by which the self-interested transaction is to
be measured. The complainant has to show that
disinterested directors could not reasonably have believed
that the transaction was fair. This is easier for the
director to satisfy than a pure fairness test. on the
other hand it is harder than the Business Judgment Rule.

The Ontario Business Corporations Act 1982, section
132(7) links disclosure with fairness in a conjunctive test
and also links fairness with reasonableness. Provision is
made in section 132(8) for ratification by a special
resolution provided the director acted honestly and in good
faith and there is adequate disclosure in the notice calling
the meeting. It is suggested that the Ontario section
represents a useful model of reform for New Zealand and
Australian law. A rationalisation of the law in these terms
is definitely called for.

131



The obligation of care and skill27

Unlike a professional person, a company director is not
required to have any special qualifications for his office.
All that the law requires is that he should exhibit in the
performance of his office the care and skill that may
reasonably be expected from a person of his knowledge and
experience. Unless the articles or a service agreement
provide otherwise the director is not obliged to devote the
whole or indeed any particular part of his or her time to
the company. Failure to attend board meetings does not
necessarily amount to negligence. In the absence of
grounds for suspicion a director is entitled to rely on the
information and advice given him by the trusted officers of
the company.30 The basic rules are stated in these terms
by Romer J in Re City Equitable Fire Insurance Co Ltd:31

"(1l) A director need not exhibit in the performance of
his duties a greater degree of skill than may reasonably
be expected from a person of his knowledge and
experience. A director of a life insurance company,
for instance, does not guarantee that he has the skill
of an actuary or of a physician. In the words of
Lindley M.R.: ’If directors act within their powers, if
they act with such care as is reasonably to be expected
from them, having regard to their knowledge and
experience, and if they act honestly for the benefit of
the company they represent they discharge both their
equitable as well as their legal duty to the company’:
see Lagunas Nitrate Co. v Lagunas Syndicate ([1899] 2
Ch. 392 at 435). It is perhaps only another way of
stating the same proposition to say that directors are
not liable for mere errors of judgment. (2) A
director is not bound to give continuous attention to
the affairs of his company. His duties are of an
intermittent nature to be performed at periodical board
meetings, and at meetings of any committee of the board
upon which he happens to be placed. He is not,
however, bound to attend all such meetings, though he
ought to attend whenever, in the circumstances, he is
reasonably able to do so. (3) 1In respect of all duties
that, having regard to the exigencies of the business
and the articles of association, may properly be left to
some other official, a director is, in the absence of
grounds for suspicion, justified in trusting that
official to perform such duties honestly..."
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A common criticism is that the standard of care is too
low.32 An attempt has been made in some overseas
jurisdictions to introduce a more objective element into the
basic obligation. Thus section 229(2) of the Australian
Companies Code provides "an officer of a corporation shall
at all times exercise a reasonable degree of care and
diligence in the exercise of his powers and discharge of his
duties". The odd thing about section 229 is that breach of
this gives rise to a criminal penalty of $5,000 as well as
civil compensation. Section 134 (1) (b) of the Ontario
Business Corporations Act 1982 provides that a director
shall "exercise the care, diligence and skill that a
reasonably prudent person would exercise in comparable
circumstances"; The 1978 United Kingdom Companies Bill
contained the following clause:

"In the exercise of the powers and the discharge of the
duties of his office in circumstances of any
description, a director of a company owes a duty to the
company to exercise such care and diligence as could
reasonably be expected of a reasonably prudent person in
circumstances of that description and to exercise such
skill as may reasonably be expected of a person of his
knowledge and experience."

The U.S. Revised Model Business Corporation Act which is

a model for state legislation codifies the law as follows:

8.30 General Standards for Directors
(a) A director shall discharge his duties as a
director, including his duties as a member of a

committee:

(1) in good faith:;

(2) with the care an ordinarily prudent person in
a like position would exercise under similar
circumstances; and

(3) in a manner he reasonably believes to be in

the best interests of the corporation.
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(b) In discharging his duties a director is entitled to
rely on information, opinions, reports, or
statements, including financial statements and
other financial data, if prepared or presented by:
(1) one or more officers or employees of the

corporation whom the director reasonably
believes to be reliable and competent in the
matters presented:;

(2) legal counsel, public accountants, or other
persons as to matters the director reasonably
believes are within the person’s professional
or expert competence; or

(3) a committee of the board of directors of which
he is not a member if the director reasonably
believes the committee merits confidence.

(c) A director is not acting in good faith if he has
knowledge concerning the matter in question that
makes reliance otherwise permitted by subsection
(b) unwarranted.

(d) A director is not liable for any action taken as a
director, or any failure to take any action, if he
performed the duties of his office in compliance
with this section.

It is interesting that this provision avoids the use of
words like "diligence", "care" and "skill". The argument
in the official comment is that skill in the sense of
technical competence should not be a gqualification for the
office of director and the concept of diligence is
sufficiently subsumed within the concept of care. The
reference to a "ordinarily prudent person" focuses on the
basic attributes of common sense, practical wisdom and
informed judgment. The use of the phrase "in a like
position" recognises that the care is that which would be
shown by the "ordinarily prudent person" if he or she were a
director of the particular corporation. The reference to
"similar circumstances" emphasises the relativity of the
responsibility. The nature and extent of the
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responsibility will vary depending on factors such as the
size, complexity and urgency of the activities carried on.
Section 8.30 (b) seems like an updated version of Romer J’s
third proposition.

Another point to be noticed is that the Revised Business
Corporation Act does not attempt a codification of the
Business Judgment Rule. The draftsman of the revised act
thought that in view of the continuing judicial development
the matter should not be codified but left to the courts and
possibly to a later revision of the model act.

The US courts have developed the Business Judgment Rule
to a much greater extent than the Commonwealth countries and
it will be useful if we pause a moment to consider the
nature of the rule and its relationship to the duty of care
of directors.

First, one can distinguish between the Business Judgment
Rule and the Business Judgment Doctrine.33 The Business
Judgment Rule immunizes individual directors from liability
for damages stemming from particular decisions while the
Business Judgment Doctrine protects the decision making
itself. It recognises the legitimacy of the board as a
decision maker and the judicial deference to be accorded to
it.

From the 18th century onwards it was recognised that
directors were subject to equitable obligations of good
faith and reasonable diligence.34 On the other hand since
the 19th century Anglo-American courts have recognised the
Business Judgment Doctrine in some shape or form.35 The
rationale of the doctrine is three fold. First, it is a
recognition of human fallibility. Second, it is a
recognition of the role of risk taking in business
decisions. Thirdly, it keeps the courts from becoming bogged
down in complex corporate decision making and second
guessing management decisions which they are ill equipped to
do.3% 1In Commonwealth systems the doctrine has featured in
alteration of articles,37 adequacy of consideration for
shares, 38 reduction of capital,3? refusal to register
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transfers,4° schemes of arrangement41 and takeover4? cases.
It has been similarly pervasive in U.S. Corporation laws
which have worked out a clearer formulation of the Business
Judgment Rule and have attempted recently to construct a
coherent doctrine applicable to takeovers.43 1In doing so
they have exposed some weaknesses of both the doctrine and
the rule.

Originally the Business Judgment Rule was formulated in
connection with the diligence obligation of directors and in
its terms it is more appropriate to this kind of question.
However, it has since been applied in the more distinctly
fiduciary context, where its application is less
appropriate.44 The courts have attempted to deal with this
inappropriateness by talking of the Rule in evidential
terms. The Rule is sometimes described as a presumption of
regularity. This has been reaffirmed by the Delaware
Supreme Court in a number of recent cases.%5 Such an
analysis has also been adopted in other U.S.
jurisdictions.46 The Business Judgment Rule as such applies
where after reasonable investigation disinterested directors
adopt a course of action which in good faith they honestly
and reasonably believe will benefit the company.4”7 There are
thus arguably five elements in the rule - a business
decision, disinterestedness, due care, good faith and no
abuse of discretion.48

Let us look at the five ingredients of the rule -

(a) A business decision - the rule only applies to

action, not inaction.

(b) Disinterestedness. This is axiomatic. 1In the U.S.
corporation laws where a party challenging
transactions establishes personal interest or
self-dealing by a majority of the directors the
burden shifts to the directors to prove the
fairness of the transaction. At first sight it is
difficult to avoid the assumption that a target
company’s directors are inevitably involved in a
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(c)

(d)

(e)

conflict of interest in a hostile bid. For this
reason the courts have sometimes equivocated as to
the application of the Business Judgment Rule in
this context and its scope.

Due care. Although there is a duty of due care
the standard by which it is assessed is low.

Good Faith. This is closely linked with 2 and 5.
It predicates the absence of a collateral purpose.

No abuse of discretion. Again this is linked very
closely with the other aspects of the Rule.

In the reform of directors’ obligations to care and

skill there is much to be said for including some coverage
of the Business Judgment Rule. I set out below paragraph
4.10 of the ALI tentative draft which attempts to do so:

4.01

(a)

Duty of Care of Directors and Officers; the
Business Judgment Rule

A director or officer has a duty to his corporation

to perform his functions in good faith, in a manner that

he reasonably believes to be in the best interests of

the corporation, and with the care that an ordinarily

prudent person would reasonably be expected to exercise

in a like position and under similar circumstances.

(1)

{2)

This duty includes the obligation to make, or cause
to be made, such inquiry as the director or officer
reasonably believes to be appropriate under the

circumstances.

In performing any of his functions (including his
oversight functions), a director or officer is
entitled to rely on materials and persons in
accordance with 4.02-.03.
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(b) Except as otherwise provided by statute or by a
standard of the corporation [1.27] and subject to the
board’s ultimate responsibility for oversight, in
performing its functions (including oversight
functions), the board may delegate, formally or
informally by course of conduct, any function (including
the function of identifying matters requiring the
attention of the board) to committees of the board or to
directors, officers, employees, experts, or other
persons; a director may rely on such committees and
persons in fulfilling his duty under this Section with
respect to any delegated function if his reliance is in
accordance with 4.02-.03.

(c) A director or officer who makes a business judgment

in good faith fulfills his duty under this Section if:

(1) he is not interested [l1.15] in the subject of his
business judgment;

(2) he is informed with respect to the subject of his
business judgment to the extent he reasonably
believes to be appropriate under the circumstances;
and

(3) he rationally believes that his business judgment
is in the best interests of the corporation.

It should be noted that the ALI’s draft does not

articulate a presumption of regularity.4? It merely states
that by placing the burden of proof on persons challenging
conduct it has provided directors with some protection.
However, this is questionable.350

Many of these sections refer to "the best interests of

the company."” Professor Gower'’s draft Ghana Companies
code5l which relied heavily on the old text of the U.S.
Model Business Corporations Code contained the following
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subclause:

In considering whether a particular transaction or
course of action is in the best interests of the company
as a whole a director may have regard to the interests
of the employees, as well as the members, of the
company, and, when appointed by, or as representative
of, a special class of members, employees, or creditors
may give special, but not exclusive, consideration to
the interests of that class.

This provision is radical in New Zealand in that it
expressly authorises consideration of the interests of
employees, something which has now been adopted by statute
in the United Kingdom.5l Conversely it legitimates the
existing practice of nominee directors giving attention to
the interests of their nominator. At the same time it
provides practical guidance -~ the director may give special,
but not exclusive, consideration to the interests of that

particular class.5?

Conclusion

In my opinion these materials represent useful
precedents for reform of New Zealand law. If New Zealand
adopted reforms along these lines they would be more in tune
with what company directors themselves expect. The problem
with the law at the moment is that it is remote from
business reality. The problem with the Australian
provisions in section 228-229 of the Companies Code is that
they are too complex, not particularly well thought out and
too draconian. This is tempered by erratic enforcement by
the states but this is unsatisfactory for its own reasons.
The advantage of the North American models is that they are
more in tune with the market place. At the end of the day
it must be recognised that fiduciary duties represent a
compromise between efficiency and fairness.54 1In devising
satisfactory fiduciary duties it is necessary to strike a
balance between these two objectives. Some New Zealand
company directors have provided appalling examples of

stewardship in recent years and this has occasioned bad
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publicity for the local stock market which has fared worst
in the aftermath of the October 1987 crash. While the
October 1987 crash was not caused by this the consequent
demise of a number of New Zealand listed companies has
been due in part to this poor stewardship. The reform and
codification of directors’ duties would receive widespread
support from the general public. In the aftermath of the
stock market crash there is a natural tendency to cry out
for more regulation. However, we must guard against
overzealous regulation and maintain the precarious balance
of efficiency and fairness. Efficiency is predicated because
the company in an economic sense is a firm. Fairness is
predicated because the company is also an association of
persons in the real world linked together by a common

purpose.
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APPENDIX

A. Sections 228-229 of the Australian Companies Code

SECTION 228 Disclosure of Interests in Contracts

228(1)

228(2)

228(3)

Property, Offices &c.

Subject to this section, a director of a company
who is in any way, whether directly or
indirectly, interested in a contract or proposed
contract with the company shall, as soon as
practicable after the relevant facts have come to
his knowledge, declare the nature of his interest
at a meeting of the directors of the company.
Penalty: $1,000 or imprisonment for 3
months, or both.
The requirements of sub-section (1) do not apply
in any case where the interest of a director of a
company consists only of being a member or
creditor of a corporation that is interested in a
contract or proposed contract with the
first-mentioned company if the interest of the
director may properly be regarded as not being a
material interest.
A director of a company shall not be taken to be
interested or to have been at any time interested

in any contract or proposed contract by reason

only -

(a) in a case where the contract or proposed
contract relates to any loan to the company
- that he has guaranteed or joined in
guaranteeing the repayment of the loan or
any part of the loan; or

(b) in a case where the contract or proposed

contract has been or will be made with or
for the benefit of or on behalf of a

corporation that is related to the company
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228 (4)

228(5)

- that he is a director of that
corporation,

and this sub-section has effect not only for the

purposes of this Codel but also for the purposes

of any rule of law, but does not affect the
operation of any provision in the articles of the
company.

For the purposes of subsection (1), a general

notice given to the directors of a company by a

director to the effect that he is an officer or

member of a specified corporation or a member of

a specified firm and is to be regarded as

interested in any contract that may, after

the date of the notice, be made with that

corporation or firm shall be deemed to be a

sufficient declaration of interest in relation to

any contract so made or proposed to be made if -

(a) the notice states the nature and extent of
the interest of the director in the
corporation or firm;

(b) when the question of confirming or entering
into the contract is first taken into
consideration, the extent of his interest
in the corporation or firm is not greater
than is stated in the notice; and

(c) the notice is given at a meeting of the
directors or the director takes reasonable
steps to ensure that it is brought up and
read at the next meeting of the directors
after it is given.

A director of a company who holds any office or

possesses any property whereby, whether directly

or indirectly, duties or interests might be
created in conflict with his duties or interests
as director shall, in accordance with sub-section

(6), declare at a meeting of the directors of the

company the fact and the nature, character and
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228(6)

228(7)

228(8)

extent of the conflict.

Penalty: $1,000 ir imprisonment for 3
months, or both.

A declaration required by sub-section (5) in

relation to the holding of an office or the

possession of any property shall be made by a

person -

(a) where the person holds the office or
possesses the property as mentioned in
sub-section (5) when he becomes a director
- at the first meeting of directors held
after -

(1) he becomes a director; or

(ii) the relevant facts as to the holding
of the office or the possession of
the property come to his knowledge,
whichever is later; or

(b) where the person commences to hold the

office or comes into possession of the property

as mentioned in sub-section (5) after he becomes

a director - at the first meeting of directors

held after the relevant facts as to the holding

of the office or the possession of the property
come to his knowledge. :

A secretary of a company shall record every

declaration under this section in the minutes of

the meeting at which it was made.

Except as provided in sub-section (3), this

section is in addition to, and not in derogation

of, the operation of any rule of law or any
provision in the articles restricting a director
from having any interest in contracts with the
company or from holding offices or possessing
properties involving duties or interests in

conflict with his duties or interests as a

director.
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SECTION 229 Duty and Liability of Officers

229(1) An officer of a corporation shall at all times
act honestly in the exercise of his powers and
the discharge of the duties of his office.

Penalty -

(a) in a case to which paragraph (b) does
not apply) - $5,000; or

(b) where the offence was committed with
intent to deceive or defraud the
company, members or creditors of the
company or creditors of any other
person or for any other fraudulent
purpose - $20,000 or imprisonment for 5
years, or both.

229(2) An officer of a corporation shall at all times
exercise a reasonable degree of care and
diligence in the exercise of his powers and the
discharge of his duties.

Penalty: $5,000.

229(3) An officer or employee of a corporation, or a
former officer or employee of a corporation,
shall not make improper use of information
acquired by virtue of his position as such an
officer or employee to gain, directly or
indirectly, an advantage for himself or for any
other person or to cause detriment to the
corporation.

Penalty: $20,000 or imprisonment for 5
years, or both.

229(4) An officer or employee of a corporation shall not
make improper use of his position as such an
officer or employee, to gain, directly or
indirectly, an advantage for himself or for any
other person or to cause detriment to the

corporation.

144



Penalty: $20,000 or imprisonment for S

years, or both.

229(5) For the purposes of this section, "officer", in

229(6)

229(7)

relation to a corporation, means -

(a) a director, secretary or executive officer
of the corporation;

(b) a receiver, or receiver and manager, of
property of the corporation, or any other
authorized person who enters into
possession or assumes control of property
of the corporation for the purpose of
enforcing any charge;

(c) an official manager or a deputy official
manager of the corporation;

(d) a liquidator of the corporation; and

(e) a trustee or other person administering a
compromise or arrangement made between the

corporation and another person or other

persons.

Where -

(a) a person is convicted of an offence under
this section; and

(b) the court is satisfied that the corporation

has suffered loss or damage as a result of
the act or omission that constituted the
offence,
the court by which he is convicted may, in
addition to imposing a penalty, order the
convicted person to pay compensation to the
corporation of such amount as that court
specifies, and any such order may be enforced as
if it were a judgment of that court.
Where a person contravenes or fails to comply
with a provision of this section in relation to a
corporation, the corporation may, whether or not

the person has been convicted of an offence under
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229(8)

229(9)

this section in relation to that contravention or
failure to comply, recover from the person as a
debt due to the corporation by action in any
court of competent jurisdiction -~
(a) if that person or any other person made a
profit as a result of the contravention or
failure - an amount equal to that profit;
and
(b) if the corporation has suffered loss or
damage as a result of the contravention or
failure - an amount equal to that loss or
damage.
Where a person who contravenes or fails to comply
with this section has been found by a court to be
liable to pay to a person an amount by reason of
a contravention of Part X of the Securities
Industry [name of State]) codel that arose out of
or was constituted by the same act or transaction
as the contravention of or failure to comply with
this section, the amount of the liability of the
person under this section shall be reduced by the
first-mentioned amount.
For the purposes of sub-section (8), the onus of
proving that the liability of a person to pay an
amount to another person arose from the same act
or transaction as that from which another
liability arose lies on the person liable to pay
the amount.

229(10) This section has effect in addition to, and not

in derogation of, any rule of law relating to the
duty or liability of a person by reason of his
office or employment in relation to a corporation
and does not prevent the institution of any civil
proceedings in respect of a breach of such a duty
or in respect of such a liability.
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Disclosure:
conflict of
interest

B. Sections 132-4 of the Ontario Business
Corporations Act 1982

132. - (1) A director or officer of a corporation

who,

(a) is a party to a material contract or
transaction or proposed material contract
or transaction with the corporation; or

(b) is a director or an officer of, or has a
material interest in, any person who is a
party to a material contract or transaction
or proposed material contract or
transaction with the corporation,

shall disclose in writing to the corporation or

request to have entered in the minutes of

meetings of directors the nature and extent of

‘his interest.

by
director

(2) The disclosure required by subsection (1)

shall be made, in the case of a director,

(a) at the meeting at which a proposed contract
or transaction is first considered:;

(b) if the director was not then interested in
a proposed contract or transaction, at the
first meeting after he becomes so
interested;

(c) if the director becomes interested after a
contract is made or a transaction is
entered into, at the first meeting after he
becomes so interested; or

(d) if a person who is interested in a contract
or transaction later becomes a director, at
the first meeting after he becomes a
director.
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by
officer

(3) The disclosure required by subsection (1)
shall be made, in the case of an officer who is
not a director,

(a) forthwith after he becomes aware that the
contract or transaction or proposed
contract or transaction is to be considered
or has been considered at a meeting of
directors;

(b) if the officer becomes interested after a
contract is made or a transaction is
entered into, forthwith after he becomes so
interested; or

(c) if a person who is interested in a contract
or transaction later becomes an officer,
forthwith after he becomes an officer.

Where contract

or transaction

does not require

approval

(4) Notwithstanding subsections (2) and (3),
where subsection (1) applies to a director or
officer in respect of a material contract or
transaction or proposed material contract or
transaction that, in the ordinary course of the
corporation’s business, would not require
approval by the directors or shareholders, the
director or officer shall disclose in writing to
the corporation or request to have entered in the
minutes of meetings of directors the nature and
extent of his interest forthwith after the
director or officer becomes aware of the contract
or transaction or proposed contract or
transaction.
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Director not

to vote

General
notice of
interest

Effect of

disclosure

(5) A director referred to in subsection (1)
shall not vote on any resolution to approve the
contract or transaction unless the contract or
transaction is,

(a) an arrangement by way of security for money
lent to or obligations undertaken by him
for the benefit of the corporation or an
affiliate;

(b) one relating primarily to his remuneration
as a director, officer, employee or agent
of the corporation or an affiliate;

(c) one for indemnity or insurance under
section 136; or

(d) one with an affiliate.

(6) For the purposes of this section, a general
notice to the directors by a director or officer
disclosing that he is a director or officer of or
has a material interest in a person and is to be
regarded as interested in any contract made or
any transaction entered into with that person, is
a sufficient disclosure of interest in relation
to any contract so made or transaction so entered
into.

(7) Where a material contract is made or a
material transaction is entered into between a
corporation and a director or officer of the
corporation, or between a corporation and another
person of which a director or officer of the
corporation is a director or officer or in which
he has a material interest,
(a) the director or officer is not accountable
to the corporation or its shareholders for
any profit or gain realized from the
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contract or transaction; and

(b) the contract or transaction is neither void
nor voidable,

by reason only of that relationship or by reason

only that the director is present at or is

counted to determine the presence of a quorum at
the meeting of directors that authorized the
contract or transaction, if the director or
officer disclosed his interest in accordance with
subsection (2), (3), (4) or (6), as the case may
be, and the contract or transaction was
reasonable and fair to the corporation at the
time it was so approved.

Confirmation

by

shareholders

(8) Notwithstanding anything in this section, a

director or officer, acting honestly and in good

faith, is not accountable to the corporation or
to its shareholders for any profit or gain
realized from any such contract or transaction by
reason only of his holding the office of director
or officer, and the contract or transaction, if
it was reasonable and fair to the corporation at
the time it was approved, is not by reason only
of the director’s or officer’s interest therein
void or voidable, where,

(a) the contract or transaction is confirmed or
approved by special resolution at a meeting
of the shareholders duly called for that
purpose; and

(b) the nature and extent of the director’s or
officer’s interest in the contract or
transaction are disclosed in reasonable
detail in the notice calling the meeting or
in the information circular required by
section 112.
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Court setting

aside

contract

Officers

(9) Subject to subsections (7) and (8), where a
director or officer of a corporation fails to
disclose his interest in a material contract or
transaction in accordance with this section or
otherwise fails to comply with this section, the
corporation or a shareholder of the corporation,
or, in the case of an offering corporation, the
Commission may apply to the court for an order
setting aside the contract or transaction and
directing that the director or officer account to
the corporation for any profit or gain realized
and upon such application the court may so order
or make such other order as it thinks fit. 1982,
c.4, s.132.

133 Subject to the articles, the by-laws or any

unanimous shareholder agreement,

(a) the directors may designate the offices of
the corporation, appoint officers, specify
their duties and delegate to them powers'to
manage the business and affairs of the
corporation, except, subject to section
183, powers to do anything referred to in
subsection 127(3):; k

(b) a director may be appointed to any office
of the corporation; and

(c) two or more offices of the corporation may

be held by the same person. 1982, c.4,

Standards of

care, etc.,

directors,

s.133.
of
etc.
134. (1) Every director and officer of a

corporation in exercising his powers and

discharging his duties shall,
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\

Duty to
Act, etc.

Can not
contract
out of
liability

(a)

(b)

act honestly and in good faith with a view
to the best interests of the corporation;
and
exercise the care, diligence and skill that
a reasonable prudent person would exercise
in comparable circumstances.

comply with

(2) Every director and officer of a corporation
shall comply with this Act, the regulations,

" articles, by-laws and any unanimous shareholder

agreement.

(3) Subject to subsection 108 (5), no provision
in a contract, the articles, the by-laws or a
resolution relieves a director or officer from
the duty to act in accordance with this Act and
the regulations or relieves him from liability
for a breach thereof. 1982, c.4, s.134.
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11.
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