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LENDING TO COMPANY GROUPS - THE PROBLEMS OF
CORPORATE POWER AND DIRECTORS' AUTHORITY

FRANCIS NEATE

Slaughter and May, London

Mr Justice Paul deJersey opened by referring to complexity, uncertainty and expense.
On my way here, I came via the island of Hawaii, which was really quite an intelligent
route I think, and I was sitting on a beach there last week dreaming of getting a breakfast
with Marmite, which I am delighted to say I had today (this is the sort of thing one
dreams about on beaches in Hawaii) and I was also trying to think of something
interesting to say about the ultra vires doctrine. I was trying it out on my wife and after I
had tried to explain it to her, she said "What on earth is it for then?". I thought about that
for a bit, and complexity, uncertainty and expense went through my mind, and it
suddenly dawned on me that what it was for was the benefit of banking lawyers like you
and me, and it gives us all the opportunity to come to this marvellous place and talk
about it for a whole hour and a half - but for heaven's sake, not much longer than that.
I was also intrigued to read Mr Justice deJersey's paper in advance and to discover that
there are even doubts here about your attempts to abolish the ultra vires doctrine. The
reason I find that rather amusing is that in England we have just tried to abolish it yet
again in the Companies Act 1989. Those provisions came into effect in February 1991,
we have not yet got any case law on them, but there is a lot of criticism that the
provisions are unclear and that what we ought to have done was to follow the
recommendations of the Prentice Report, written in 1986, which said that what we ought
to do was to enact that a corporation has all the powers of a natural person. I discover
that that is exactly what you did many years ago, yet you still have not managed to
abolish the ultra vires doctrine completely.
The DTI decided apparently not to follow the recommendation of the Prentice Report, for
reasons which are obscure.
Perhaps I ought to summarise very quickly what the present legal position is in England.
In the Appendix I have included the text of the relevant statutory provisions because it
seemed to me that if I was going to talk about English law, I ought to give you this
material because you would, presumably, be about as familiar with it as I am familiar with
your law - which means, not at all.
Our first attempt to abolish the ultra vires doctrine was in the European Communities
1972 - a whole twenty years ago. That took place in s9 of that Act which became s35 of
the Companies Act 1985. I think the two sections were more or less identical. They
were widely regarded as unsatisfactory and we all just simply ignored them. We
assumed that the ultra vires doctrine had not been abolished and some years later the
Rolled Steel case, at least implicitly, confirmed that belief. (Rolled Steel Product
(Holdings) Limited v British Steel Corp Limited [1986] Ch 246). I will not go into the
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is, at the moment, the hotter issue in London. What the case establishes is that the ultra
vires doctrine, in so far as these kinds of bodies are concerned, is not merely not dead, it
is very much alive indeed. However, enough said about that. It is really outside the
scope of today's agenda.
The other point I would like to make is this. The concept of ultra vires, at least in the way
I was educated about it, has always had two limbs. The first question is - is it within the
company's capacity? This requires you to look at the objects clause. The second
question is - is it within the directors' capacity? That has nothing to do with the objects
clause at all. The two limbs are very frequently confused and, of course, they are
confused, inter alia, because anything that is not within the company's capacity cannot
be within the directors' capacity. But when one asks - ·is it within the directors'
capacity?·, what one means is - is it being done bona fide in the interest of the company,
and for no other reason? These two limbs are often confused and one does not bother
to identify which part of the rule is being broken. Take for example the question ·can a
company give its money away?·. Obviously a charitable company can, but the
interesting question is whether any other company can. I venture to argue that the
question whether a company can give its money away raises questions under both
limbs of the ultra vires rule. And I think both questions again arise in the kind of case
which we are dealing with today when you ask yourself: can a subsidiary guarantee the
debts of its parent when it will receive none of the money which is going to be lent to the
parent and will receive no other obvious benefit?
As far I can make out (although I do not quite see it in the commentaries) these
questions all remain relevant when we have to consider s35A of our new law which
purports to deal with the second limb of the concept of ultra vires, ie the powers of
boards of directors. Section 35A starts with the famous words that the old section
started with: ·In favour of a person dealing with a company in good faith ..... That is
different from your law and, it seems to me is likely to be the starting point of our
problems. As I understand it, your law has the words ·actual knowledge· and there is
some debate about what that means; we start with ·in good faith·.
Section 35A goes on to refer to the power of the board of directors to bind the company
which .... shall be deemed to be free of any limitation under the company's constitution·
(my emphasis}. The question I have is simple: is the fiduciary duty of a director to his
company to take account of the interests of his company and nothing else, a ·lImltatlon
under· the company's constitution? I do not think it is. It never appears anywhere in the
company's constitution. It is judge-made law. It is essential to make company law work
at all. And I just do not see it being taken away by that particular wording.
Section 35A(2} does provide a fair amount of help to the person who is put on inquiry,
but it does not seem to me to solve his problem. It puts the burden of proof on the
person who says you are not acting in good faith to prove it. It also says that a person is
not to be regarded as acting in bad faith by reason only of his knowing that an act is
beyond the powers of the directors under the company's constitution. In other words
you read the objects clause and you find the proposed act is ultra vires, you are not by
that fact alone deemed to be not in good faith. Also s35B (which is also set out in the
Appendix) says you are not bound to inquire into that.
None of that really gets me home on the question which is worrying me and which, it
seems to me, is the problem we are faced with regularly in practice. That is this ~ in the
large majority of the difficult cases in this area of the law, there is usually a breach of
fiduciary duty by the directors, ie a breach of their fundamental obligation to the
company which is never written into, and is, therefore, not a ·limitation under·, the
company's constitution at all.
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As far as I am concerned, the answer is very clearly, yes. My firm is certainly doing so,
for the reasons I have already given. I think we are right to do so. The problem is this.
Once you are put on inquiry by the nature of a transaction, there is no knowing where to
stop. And we are paid large sums of money as banking lawyers by our clients to ensure
that the transaction is 100% safe. Not 95% - but 100%. In the light of our new law, the
only possible way I can do that is to continue exactly as I did in the past. I do not see
how any sensible banking lawyer can do anything else.
The interesting question I would leave you with is this: in our case, the need to continue
as before arises because our law requires you to be in good faith. Your law appears to
require (except in the case of special connections) "actual notice". The question for you,
as banking practitioners in Australia, is: does that difference in wording make a
difference?
I wish to make three further remarks. The first is this. The Legal Risk Review Committee
refers at one point in the part of their report I have quoted, to some minor uncertainties
which may still cause delay "as cautious lawyers still carry out lengthy procedures
checking memorandum and articles of association". Rubbish! That is the sort of
irritating nonsense - and I am delighted to say this, even if it was actually written by Mr
Justice Hoffman - the sort of irritating nonsense one gets from jUdges. It takes about five
minutes to read the objects clause of a memorandum of association. What takes the
time is getting a copy of the damned thing in the first place. What really takes the time in
transactions like this is persuading the stubborn, self-important, power-drunk group
finance director, to do things properly. He, of course, has never read his memorandum
and articles and he has never heard of the concept of fiduciary duty.
The second point (I am not sure whether this applies in your law) is that all the limitations
of our old law, even if they have been abolished or at least reduced, so far as outsiders
are concerned, still apply internally - they apply to the directors. In other words, the
directors remain bound by the limitations in the memorandum and articles.
Consequently, in the case I have outlined, it is the duty of the company's lawyer to insist
on all these procedures being followed anyway, even if you, the bank's lawyer, decide
not to. So all you are really doing is trying to help the stubborn, self-important, powerdrunk group finance director to avoid his own problems. He will, of course, be the last to
acknowledge your altruism, but that is the fact of the case.
Finally, we get to the question that I find most interesting which is whether directors also
owe a duty to creditors, which Mr Justice deJersey raised and seems to be implicit in
your Qlntex decision. I think that is the wrong way of putting the question. I nearly at
one point labelled this part of the talk "Has Lord Templeman Lost His Marbles?", because
it was he who at one point introduced this ridiculous suggestion that directors owe a
duty to creditors. They do not even owe duties to shareholders, let alone creditors, they
never have. They owe duties to the company. It is high time our judges began to
realise this. In the present context, the correct way to put the question is this. If an act is
not in the interests of the company, can a resolution of the shareholders (authorising the
directors to do it), put an end to any prospect of subsequently challenging it? This is the
real question. Can the shareholders say "I do not care about the creditors, and you
directors need not bother about them either"? The answer is, obviously, no. But the
directors' duty, it seems to me, is clearly owed to the company and the company is a
peculiar amalgam of different interests, some of which become more or less important
as things go along - shareholders' interests, employees' interests (which have been
introduced by statute but no-one has told us how to enforce them), creditors' interests,
even (perhaps) interests of the public at large, ie the concept of the good corporate
citizen. All of these interests are an amalgam of what the expression "the company"
means and what we ought to be emphasising to our courts and to our judges is that the
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APPENDIX
COMPANIES ACT 1985 (in its original form)
(replacing Section 9 of the European Communities Act 1972)

35.

Company's capacity: power of directors to bind it

(1)

In favour of a person dealing with a company in good faith, any transaction
decided on by the directors is deemed to be one which it is within the capacity
of the company to enter into, and the power of the directors to bind the
company is deemed to be free of any limitation under the memorandum or
articles.

(2)

A party to a transaction so decided on is not bound to enquire as to the capacity
of the company to enter into it or as to any such limitation on the powers of the
directors, and is presumed to have acted in good faith unless the contrary is
proved.

COMPANIES ACT 1985
(as amended by Sections 108 and 109 of the Companies Act 1989)
-35.

A company's capacity not limited by its memorandum

(1)

The validity of an act done by a company shall not be called into question on the
ground of lack of capacity by reason of anything in the company's
memorandum.

(2)

A member of a company may bring proceedings to restrain the doing of an act
which but for subsection (1) would be beyond the company's capacity; but no
such proceedings shall lie in respect of an act to be done in fulfilment of a legal
obligation arising from a previous act of the company.

(3)

It remains the duty of the directors to observe any limitations on their powers
flowing from the company's memorandum; and action by the directors which but
for subsection (1) would be beyond the company's capacity may only be ratified
by the company by special resolution.
A resolution ratifying such action shall not affect any liability incurred by the
directors or any other person; relief from any such liability must be agreed to
separately by special resolution.

(4)

The operation of this section is restricted by section 308(1) of the Charities Act
1960 and section 112(3) of the Companies Act 1989 in relation to companies
which are charities; and section 322A below (invalidity of certain transactions to
which directors or their associates are parties) has effect notwithstanding this
section.
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REPORT OF THE LEGAL RISK REVIEW COMMITTEE
February 1992

(Paragraphs 10 to 15 of the Annex to Appendix I)

Questions arising under the Companies Acts

10.

Even when efforts are made to eliminate the ultra vires doctrine, uncertainties
can continue. Submissions we received demonstrated some concern that
remnants of the doctrine may still prove hazardous even in relation to
Companies Act companies. Slight concern was expressed that, rather than
giving a company all the powers of a natural person, Section 35(1) only provides
that the validity of transactions should not be questioned on the grounds of lack
of capacity by reason of anything in the memorandum. Some commentators
have argued that problems of capacity come from matters which are left out of
the memorandum rather than contained in it. The better view is thought to be
that the logic of the ultra vires rule is that express statements of powers imply a
prohibition on matters omitted and lack of capacity therefore stems from
something in the memorandum.

11.

Some concern was expressed over whether enough has been done to avoid the
risk that the ultra vires doctrine would be resurrected as a restriction on
authorisation - on the argument that, even if a company is be treated as having
the capacity to do anything, its officers cannot be regarded as having been
authorised to act outside its stated objects. Section 35(3) of the Companies Act
1985 (as amended) states that directors are still obliged to comply with any
limitations on their powers flowing from the memorandum. It also requires a
special resolution to ratify actions which WOUld, but for Section 35(1), have been
beyond the company's capacity. It is not made completely clear that Section
35(1) continues to apply whether or not the transaction is ratified.

12.

The danger of resurrecting the ultra vires doctrine is, however, directly
addressed and substantially overcome in other amendments to the Companies
Acts. Sections 35A and B clearly state that innocent third parties should no
longer be at risk from the doctrine of ultra vires. They provide that, in favour of a
person dealing with a company in good faith, the power of the board of directors
to bind the company or authorise others to do so is deemed to be free from
limitations under the constitution; third parties are not required to enquire into
any such limitations; and even knowing that an act is beyond the powers of the
directors does not in itself amount to bad faith.

13.

Very few uncertainties therefore remain and those that do stem from the fairly
complicated wording of the Companies Act 1989 amendments. The first is that
Section 35A refers only to the powers of the board of directors. It is not
completely clear that its protection will extend to cover third parties if the board
of directors is improperly constituted (eg does not have the correct quorum) or if
the constitution gives powers directly to persons other than the board of
directors (eg the managing director). The second is that Section 35A refers only
to those who are parties to transactions with the company and not those
indirectly involved. The third is that the protection given by Section 35A may be
restricted if one of the parties to the transaction is a director or connected
person (even if the other parties involved were not aware of this). Finally there is
uncertainty over what exactly will be regarded as amounting to bad faith.
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