With the world recession now weighing on New
Zealand businesses, now is a good time to
review the duties of directors of companies that
are struggling or may in the future struggle to
carry on trading profitably.

This article reviews a director’s duty to ensure
that his or her company is not ‘trading
recklessly’ and suggests steps that a director
should take to fulfil this duty and avoid
potential liability.

A company’s business and affairs must be
managed by or under the supervision of the
company’s directors acting together as a
board. Subject to its constitution, the board
has all the powers necessary for managing and
supervising the company’'s business and
affairs. The board of directors manages the
company on behalf of its shareholders, often
through delegation of day to day management
to professional management (ie: employees).
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In New Zealand, directors operate under a core
duty to act in the best interests of
shareholders. This core duty of loyalty is
characterised by a number of duties set out in
the Companies Act 1993.

Outside this core duty, directors can owe
duties to others, including, in some cases, to a
company’s creditors. Relevant to this article, a
director must not cause, allow, or agree to the
carrying on of the business of the company in a
manner likely to create a substantial risk of
serious loss to creditors. This is commonly
referred to as a duty to avoid trading
recklessly.

Now, we know that business failure, by itself, is
not a legal wrong. If failure in business was
automatically actionable in the courts no sane
person would ever contemplate being a
director. We also know that risk and reward go
hand in hand.

So, when is there “substantial risk of serious
loss”? And, importantly, how do you make
sure you, as a director, are meeting your duty
to ensure that your company is not trading
recklessly?
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There is no legislative guidance as to what
actions on the part of directors will constitute
legitimate risk-taking and what will be
considered reckless trading. Judgments on
the point are, for the most part, restricted in
application to the particular facts of each case,
and do not offer wider guidance. Nevertheless,
we think some common threads have
emerged.

When liquidity is constrained or the balance
sheet is teetering towards insolvency, all
directors must be actively engaged and
closely monitoring the company and the
risks it faces

Reported judgments on the duty to avoid
trading recklessly focus on the period of time
when a company was in financial difficulties.
The words “likely to create a substantial risk of
serious loss to creditors” indicate that the duty
applies only where a company is, or is
approaching, difficult financial circumstances.

A company that has a strong balance sheet
can withstand some risky decisions or
inattentive direction with little risk of loss for
creditors.  But directors that are taking risks
with companies that are close to insolvency or
are insolvent must consider carefully the risk to
the company’s creditors.

Directors must ensure that companies are
holding regular board meetings, with
agenda, board papers and minutes of those
meetings

In our view, the most important, and the most
practically achievable objective, is the
obligation on directors to ensure that they are
meeting the minimum standards of corporate
governance.

In addition to a regular pattern of board
meetings, board members must:

prepare and consider critically business
plans, budgets and projections

monitor company performance and review
projections and forecasts against that
performance

if necessary, adapt the company’s course
of action to reflect that review

make sure that there is in place a system
for implementing decisions

ensure that the company maintains
accurate accounting records

consult internal and external experts where
necessary.

A company can, in some circumstances,
trade through a period of insolvency but
when it becomes apparent that the
company cannot trade its way out of
difficulties then it is time to pull the plug

Companies do not need to cease trading
immediately they become balance sheet
insolvent, and in some cases doing so may,
where there is a reasonable prospect of trading
out of difficulties, cause unnecessary loss to
creditors. But it is clear that a company should
not trade indefinitely while insolvent and
directors should focus carefully on what steps
are required to trade through such difficult
times.



There is no clear rule about how long a
company can trade whilst balance sheet
insolvent, but the period of time is likely to be
measured in weeks, or perhaps months, and
should be actively considered by directors at
board meetings. The longer a company trades
whilst balance sheet insolvent, the greater the
risk that a director would be found to have
breached the duty not to allow the company to
trade recklessly.

You may need to make creditors aware of a
proposed restructure or other course of
action

Whether the risk of a proposed course of
action is understood by a company’s creditors
will be a factor that a court may take into
consideration. Where  directors are
considering a potentially risky course of action
for a company that is already trading with
constrained liquidity, the directors should
consider whether to brief creditors.

While a company’s major creditors, like major
trading banks, are able to assess a company’s
prospects, other creditors may not. If those
persons have been made aware of a
company’s proposed course of action, then
there is a reduced risk that the course of action
will be seen as reckless.

You can and should consult internal and
external experts, but you should not blindly
rely on their advice

Directors may rely on information or advice
given by a professional adviser or expert in
relation to matters which the director believes
on reasonable grounds to be within the
person’s professional or expert competence.
Directors must in doing so be acting in good
faith, make proper inquiry when circumstances
demand it and have no knowledge that such
reliance is unwarranted.

This means that while a director is entitled to
rely on expert advice, blind assurances from a
professional adviser that everything is going to
work out are not acceptable. A director must
take active steps to test information provided.
As an example, a director should consider
whether assumptions upon which budgets and
cash flow forecasts are prepared are realistic
and achievable.

Last but by no means least, if you are a
director you must pay reasonable attention to
the company’s affairs. Having no knowledge
of the company’s financial circumstances will
not excuse you from your duties. Relying on
others without any real knowledge of what is
happening in your company places you at risk.

In difficult times standards of governance are
tested, and duties to creditors will be tested. A
seat of the pants approach is asking for trouble
and could see you, as a director, in breach of
your duties.

If you would like
more information,
please contact
Andrew Hudson,
Associate,
Wellington Office,
(04) 472-0020.

All the information in this newsletter is to the best
of the author’'s knowledge true and accurate. No
liability is assumed by the authors, or publishers,
for any losses suffered by any person relying
directly or indirectly upon this newsletter. The
information in this newsletter does not constitute
legal advice. If you require advice on a specific
matter, please get in touch with us.






