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1. Abstract

The traditional view of company law was that therasts of the company were closely identified with
those of the shareholders. This meant that, inpte, directors would generally not consider the
interests of anyone else having a stake in the aompsuch as the company’s employees or its
creditors.

It is argued, however, that many creditors canmotegt themselves adequately. Sometimes, creditors
have no option but to extend credit and the deist@ither unwilling or unable to offer any security
This raises the question of whether it would notibeeasonable, in exchange for the benefit of lichite
liability, to impose a duty on directors to congidbe interests of creditors when this becomes
necessary. When the company’s financial positios s@und the main objective was to advance the
shareholders’ interest by maximizing the profitstieé company. Thus, the creditors’ interests only
became significant when the company was in a sthi@solvency. Much uncertainty and conflict
remains as to whether directors’ duties to the amgpextend to its creditors as well, or whether the
interests of the creditors should only be considieaing the period of insolvency.

There is no South African case law, which explicitiglicates that directors have a fiduciary duty
towards creditors when a company is solvent andimggconcern. Thus, if South African courts were
to decide to eventually follow the trends in someefgn decisions and recognise a fiduciary duty
towards creditors when the company is solvent agdirg concern, the question arises as to theylikel
areas of conflict between the interests of shadssland creditors. If our courts were to prothet t
interests of each group and legally recognise ttexidrs’ fiduciary duty towards creditors, the unat
and extent of the interests of creditors, whichldde prejudiced, would have to be determined.

2. Introduction

Ziegel argues that a duty should be placed on dire¢b consider the interests of creditors whes thi
becomes necessaryAdditionally, as far back as 1939, it was statedhie US decision dPepper v
Luttonthat directors owe a fiduciary duty to both shatéécs and creditord. Thus, it was noted,

(the standard of fiduciary obligation is desigriedthe protection of the entire community of the
interest in the corporation creditors as well &sdtockholders.

There have been positive changes in the attitudéiseofourts towards company “outsiders”, such as
creditors, consumers, employees and the State.durésare taking social values into account and are
therefore moving away from the traditional compdany concepts enshrining maximum profits for
shareholders® Dawson, for example, notes that during the pasinty to thirty years, modern
companies have been, to a greater extent, obligedkie into account the rights and interests of
stakeholders other than the shareholders. Thislsigngreater concern regarding the “appropriaténess
of a company law model that considers that its aringoals would be to only make profits for its
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shareholders' Hodes, therefore, notes that it is important tedeine whether company legislation
has developed to meet the new social demands, velh&imposed by society.Nowadays, directors
are expected to take into account the interestsrights of all the stakeholders in a “socially ugéf
way. Then, the courts will not interferé Thus, it has been argued that, in developing piesiin
recent years, the courts have not considered thgpaoy as an entity distinct from its creditors or

employees, but have included these groups witldrd#finition of a “company”

3. International court decisions

In the Australian High Court decision Bfalker v WimbourneMason J notes,

it should be emphasised that the directors of apemy, in discharging their duty to the company,
must take account of the interest of its sharelsldad its creditors. Any failure by the directtos
take into account the interests of creditors walvé adverse consequences for the company as well
as for them®

This was the first case in Australia to establiskt thirectors should consider the consequenceseof th
actions towards creditors. Thus, it was statechis tase that directors must, when discharging thei
duty to the company, take into consideration therests of its shareholdeasd its creditors. Failure

by directors to take creditors’ interests into asgowould result in unfavourable consequences not
only towards the creditors, but to the company a#i. WHowever, Mason J did not indicate whether,
what he had decided, applied only to insolvent camgs, or whether it applied equally to solvent
corporations as well. Had he intended his stateeaeapply only to insolvent companies, it is expect
that he would have made this very clear. It camefioee be assumed (unless shown to be otherwise)
that he intended the position to apply to solvemnpanies as well. This judgment would therefore
extend the notion of fiduciary duties in such a manthat it would include the rights of creditos a
well.

In Lonrho Ltd & Another v Shell Petroleum Co Ltd & Aretthe House of Lords also suggested that
the company’s interests could include those ottieeitors. No prerequisite was mentioned that speci
circumstances, such as insolvency, would be negeksasuch a duty to exisf. However, in England,

in the case oMultinational Gas and Petrochemical Co. v Multinatad Gas and Petrochemical
Services LtdDillon LJ indicated that a company does not ovadeity of care to creditors and neither do
they owe a fiduciary duty to present or future é@ard. *° A later decision in New Zealand of
Nicholson v Permakraflid not set out the duties of directors towardgiiglitors in such broad terms.
™ Cooke J held that the duties of directors mightuide a consideration of the interests of creditors.
This is so, notes Cooke J, if the company is instlveearly insolvent, doubtfully solvent, or if a
payment would jeopardise its solvency. Coolaugrarestated the principle that the directors’ duties
are owed to the company, although this may reqgthieen to consider the interests of creditors. In
addition, it was held that the duty to considerititerests of creditors arose only when the solyaic
the company was in question. It was also indicaked this duty was owed to existing rather than
future creditors.Thus, insolvency was a condition to be satisfiedoteefdirectors could take the
interests of creditors into account.

In the Australian Court of Appeal judgment Kinsela and Another v Russel Kinsela Pty. Ltd (in
liquidation) Street CJ held that in a solvent company the isteraf the shareholders entitle them to be
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regarded as the company when questions of theafudirectors arose. The directors could therefore
authorise or ratify a particular action without actyallenge to the validity of their actions. Where
company is insolvent, however, the interests oflitves become significant, as they become entitled,
through liquidation proceedings, to deal with thempany’s assets. This is because the assets now
belong to the creditors and not the sharehold@rBhus, Street CJ indicated that members could not
validate an act, which amounted to a fraud on teditors. Street CJ held that where the interdsts a
risk are those of creditors, shareholders wouldb®ofble to authorise any breach of action against
them. Thus, the shareholders do not have the powaunthority to absolve the directors from breach
against the creditors. Thus, the director’ dutatoompany as a whole extends, in insolvency céses,
not prejudicing the interests of its creditdrsThus, although the court did not formulate a gdrtes,
which could be imposed upon directors to obligerthe consider the interests of creditors, the court
did accept that, at the very least, the duty doisg avhen a company is insolvent, as it is the itvesl
money, which is now at risk in contrast to the shatders’ proprietary interests. Hence, this judgime
identified that the duty to consider the interestscreditors arises, at the very least, in insalven
circumstances, which is to be seen as part ofuheaf directors to act in the interests of the pamy.

However, in the English decision 8¥inkworth v Edward Baron Development Company Ltd and
OthersLord Templeton noted,

a company owes a duty to its creditors, presentfande. ... (T)he company owes a duty to its

creditors to keep its property inviolate and ava#éafor the repayment of its debts. ... A duty is

owed by the directors to the company and to thditnes of the company to ensure that the affairs
of the company are properly administered and tegiroperty is not ... exploited for the benefit of

the directors ... to the prejudice of the creditdts.

In this context, Lord Templeton noted that a compawed a duty to its creditors, both present and
future. The court seemed to contemplate distindedwiwed by the directors to both the company and
to its creditors. Hence, although thécta in a decision such a#/alker v Wimbourne suprayere
expressed rather cautiously and narrowly dicéa of Lord Templeton are, according to Sealy,

couched in more extravagant terms, which strikkatwery foundations of that policy.

The “policy” referred to here are the principles afmpany law requiring directors to act in the
interests of the company and the company aloneefdre, the inference to be drawn is that a duty to
creditors exists all times and not only in insolvency circumstances.

The suggestion that duties are owed to presentwacefcreditors is arguable. It may be impossibte f
the directors to take risks then. What would be phsition if directors entered into a transaction
resulting in a loss? Would this then imply that tiieectors had disregarded the interests of its
creditors? It may well be unreasonable to placair@dn on directors to maximise the profits of the
corporation by undertaking risks, yet at the samme,tcast a duty upon them “to keep its property
inviolate and available for repayment of its deb8bnsequently, it may well be quite difficult,ribt
impossible at times, for a director to strike aabak between the interests of its shareholdersharse

of its creditors.

In a further English decision of the Court of Aphedourse LJ inBrady and another v Brady and
anotherexamined the expression “in the interests of hrepgany” and held that this phrase may have
different meanings in different contexté He noted that when a company is solvent, the isterand
rights of the shareholders, both present and futme to be considered first. Thus, in the situmtio
where the company has many assets and the delfsagréhe interests of the creditors ought not to
count for very much”. However, where the companyinsolvent, nearly insolvent or doubtfully
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solvent, the interests of the company would thezpbe solely the interests of existing creditdfs.
This decision is significant because it recogniseswider concept of the “company” as one that would
include groups other than the shareholders. Theidacalso attempts to provide guidelines as to when
the duty to creditors arise$.

As stated in th@ermakraftcase any proposed course of action, which wouwdlgice the company’s
solvency and thereby impact directly upon the #ges of creditors, would require due consideration
by the directors™® This may well have far-reaching implications foreditors, as most ventures that are
undertaken by them will be of some risk to creditor

It is through the extension of the concept of tbepany to include those groups, which traditionally
have been considered outsiders that the courts e able to state that directors, when complying
with their duties to the company, need to consiter interests of stakeholders other than the
shareholders themselves. This indicates that thasebken a movement away from identifying the
interests of the company with the financial intesesf its shareholders to a situation where thetsou
have ordered directors to consider the intereststlodr stakeholders. Thus, the duty to consider the
interests of creditors is owed to the compafy.

The decision ofleffree v National Companies and Securities Conomsnsidered the question of
the duties towards creditors. In this case, proceedings were brought againftedebn the basis of
section 229(4) of the Australian Companies Legistgtivhich provides that

(a)n officer or employee of a corporation shall make improper use of his position as such an
officer ... to gain, directly or indirectly, an aahtage for himself or for any other person or tasea
detriment to the corporation.

Jeffree was found liable on the basis of this eactihe court also based its decisionVdalker's and
Kinsela's cases suprahere it was noted that, in certain circumstanespgcially where a company is
in financial difficulties, directors owe an obligat to their creditors. The coust quo'sdecision was
confirmed on appeal where it was noted that théedudf directors extend to both creditors and to
prospective creditors. Hence, the learned judgdsndt restrict their statement only to companies,
which were in the process of being liquidated, dnldpted rather a more general approach as laid down
by Lord Templeton irWinkworth's case supnahere it was specifically noted that directors @auty

to present and future creditors. The approach ofdlet inJeffreewas the same as that adopted by the
Court of Appeal of New South Wales Ring v Suttorwhere it was held that directors owe a duty to
creditorsevenwhen the company is solvenit.However, the opposite view was heldRe Horsley v
Weight wzr;ere the court held that the directors’ dutycteditors arosenly when the company is
insolvent.

In a more recent Australian decision $pies v The Queethe court held per Gaudron, McHugh,
Gummow and Hayne JJ that directors do not owe dapiendent duty to, nor is it enforceable by,
creditors of the company” This is so even though such creditors may also itextdrs of the
company?® The court refers to th&/alkerdecision and notes,

(Ot is “extremely doubtful” whether Mason J “ine&d to suggest that directors owe an
independent duty directly to creditors”. To give soransecured creditors remedies in an
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insolvency, which are denied to others would undeenthe basic principle gbari passu(my
italics) participation by creditorg®

Thus, the court noted that any suggestion that ireowe an independent duty to creditors, by mreaso
of their position as directors, “are contrary tinpiple and later authority and do not correctitstthe

IaW”. 27

Hargovan discusses the decisiorBpies v The Queeff He focuses on whether the majority judgment
in Spieswas significant in confirming whether directors ean independent duty to creditors to
consider their interest Hargovan submits,

the context, explicit language and the strengththaf majority’s statements maké&piesthe
strongest authority on the Australian position @ning directors’ fiduciary duties to creditor3.

Thus, Hargovan maintains that the decisioSjoesaffirmed the position that directors do not owe an
independent duty directly to creditors.He notes that the “deliberate and emphatic languegpd”
clearly indicated that theSpies case was “an authoritative judicial statement”,iclvhrejected
independent fiduciary duties to creditofsHe also notes that the judgescasuexpressly rejected the
decision inNicholson v Permakraft (NZ) Ltavhich indicated that directors owe an independierty

to creditors® However, Hargovan does note that the majoritgpiesconfirmed that directors owed a
duty of imperfect obligations to creditors, whicteditors cannot enforce except through the company
itself or appointed liquidator. This recognises thyhts of creditors in the interests of the compan
insolvency situations?

The term “imperfect obligation” was traditionally eds in contract law to describe arbitration
agreements. It was only used recently in compawyttadescribe the relationship between directors
and creditors. In describing imperfect obligatiotiss means that directors must take into accdumt t
interests of creditors, but creditors cannot sestiom against those directors who act contraryhtart
interests>® Thus, rather than the directors owing a direct datgreditors, an indirect duty is owed to
creditors to consider their interests through tapany

Thus, although the decision Walkerin its own right will remain influential for futercases, it can no
longer stand alone as influential authority regagdihe question of an independent fiduciary duty to
creditors. It needs to be considered along withdésion inSpies®’ Thus,

the prospect of judicial development of an indeendiduciary duty to creditors is without strong
foundation.® ... Whilst a future Australian High Court is alwalyse to depart from its previous
judgments, it is submitted that based on the detadinalysis oBpies... it is unlikely to lightly

% |bid at 636, paragraph 93.
27 |bid at 636-7, paragraph 95.

% A Hargovan, “Directors’ duties to creditors in Axaia afterSpies v The Queenis the development of an independent

fiduciary duty dead or alive?” (2003) Z1&SLJ390.

2 Ibid 390.

¥ Ibid 391.

3 Ibid 396.

% lbid 402.

8 Ibid 398.

3“ Ibid.

% J McConvill, “Directors’ duties to creditors inuAtralia afteiSpies v The Que&n(2002) 20Company and Securities Law

Journal 6.
% Ibid.

37

Hargovan, above n 28, 404.
% Ibid 405.



disregard the unanimous and reasoned statemeritaioHigh Court judges and resuscitate the
issue of independent fiduciary dufy.

McConvill, on the other hand, still believes thasgite the decision i8pies there is still “a degree of
uncertainty” regarding the relationship betweerediors and creditors. More specifically, he writes
that the decision iSpies regarding the duties of directors towards itslitees, was “merelybiter’. *°
Accordingly, he writes, “there is a possibility"ah“Australian company law” would support the view
that the directors owe a separate fiduciary dutgréalitors. He notes that there are policy reasons
recognising this fiduciary duty. That is, if cred&care owed merely a duty of imperfect obligations,
creditors would need to rely extensively upon @eporations Act 20010 adequately protect their
rights and interest$? Thus, McConvill maintains that the decisionSpiesdoes not depart from the
comments of Mason J in th&alker case. In this way, the decision 8pies“no way changes or
clarifies” this relationship. If anything, he statéhat theSpiesdecision has encouraged “greater use of
remedies under the (Australia@orporations Act 20071 “* However, he notes that whereas the
insolvent trading provisions of the Australi@orporations Act 200lare only triggered when the
company is insolvent, an independent fiduciary datgreditors would become available even prior to
insolvency.*® Creditors, under section 588R(1), must first obthi@ consent of the liquidator or be
granted leave by the court before they can enfilreeluty of directors under section 588G not tddra
during insolvency?* Thus, the “utility” of section 588G and the othénsolvency trading provisions
for creditors is not as substantial as some comemanst (particularly Hargovan) have suggested
recently”®® Thus, McConvill sums up that

(Hhere is no question that following the High Citsidecision inSpies directors, when exercising
their powers, owe a duty to consider the interestseditors of the company when the company is
insolvent or in the vicinity of insolvency. Despitee decision irBpies however, the long-standing
question concerning the nature and extent of thiy tb creditors remains unresolved. ... (T)he
decision inSpies unfortunately, raises more questions than itlveso The High Court did not
make any authoritative determination on ... a dinéstfiduciary duties to creditors, and it cannot
be said that th&piesdecision provides any real indication of the apptg which the court may
indorse if and when the issue is raised for deteation in a future case. All that can be said for
certain at present is that the ... statement of Masmr\Walker ... remains the strongest authority
on the Australian position concerning directorduftiary duties to creditor

There are, as noted above, commentators that désagite the reasoning and interpretation of
McConvill regarding th&piesCase.

In a later article, McConvill again addresses threatior's duty to company directot§In this regard,
he analyses the decision®éneva Finance Ltd v Resource & Industry. ffdvicConvill notes that the
Geneva Financease was the first decision in Australia sincedhage ofSpiesto deal with the nature
of the directors’ duties towards its creditors. ke J reaffirmed the principle in tispiesdecision that
directors’ duties to creditors amounts to no mb@ntan imperfect obligatiod® Thus, the duty is not
owed directly by directors to or enforceable bydaas. It is rather to be described as an indidexy
owed not to the creditors, but to the company tositer the interests of creditors. This imperfect
obligation will “spring into action” on insolvencyr when a director suspects this. In such
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circumstances, the creditors “become the main btd#lers in the company” because they would then
be entitled to those funds, which the company iisgu® trade >

McConvill also believed that section 1324 of theskalianCorporations Act 200Xemains “under-
utilised”. Section 1324 allows a person whose gdty are affected by a breach of the Act to apply f
injunctions and/or damages. In this way, McConvill believes that creditors miake action against
directors when their interests are affected. Théigsain theGeneva Financease did not use section
1324.% McConvill notes, however, that some writers, intifig Hargovan, believe that because the
Spiesdecision states that the interests of creditoesnat directly enforceable by them, the courts are
likely to state that section 1324 would be unawdédo creditors as weff®

Keay has also recently pondered over the issue asether fiduciary duties should be extended to
creditors.> From a British point of view, he writes that comrtagors “are sharply divided” as to
whether such fiduciary duties should be extendedréditors as well. Thus, those commentators that
adopt a contractarian approach believe that thexealeady sufficient factors in play, such as the
market itself and freedom to contract, to protee trights and interests of creditors. The
communitarians, however, believe that creditorsammngst the stakeholders of companies and are
therefore in as vulnerable position as anyone dlkas, creditors should be protected by mandatory
rules.>® Keay submits thairnessmust be considered and thus directors need todemie interests

of creditors when companies hit hard times. Thidbésause creditors are in vulnerable positions
(especially the employees, customers, involuntaeditors and trade creditors) and have expectations
that their interests will be considered at thigystd® Also, a duty to creditors can be substantiated on
the basis oéfficiency °” Keay explains that whilst a duty to creditors ntigitrease some transactions
costs, other costs, such as those associated maiting contracts, would be reducéiiThus,

. it seems fair that directors should be underspaasibility to consider creditor interests where
financial difficulty exists, in order to reduce farmation asymmetries between companies and their
creditors’. ... (T)he contractarian arguments aloree rat sufficient to reject the imposition of a
duty to take account of the interests of creditdrs.

Havenga, however, believes that the fiduciary dubiedirectors should only be “owed to the company
as a whole and not to individual shareholders, itmeior other stakeholders® She believes that
legislation, which is aimed specifically at a peutar stakeholder, provides “better protectionrnttza
simple extension of a director’s fiduciary duty.rlexample, in the South African context, she ishef
opinion that section 424 of the South Afric&ompanies Acprovides “substantial protection to
company creditors”® In this section, the court may impose persondlilitg on any person who
knowingg)z/ and in a fraudulent or reckless mannaried on business to defraud creditors or other
persons:.
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4. Statutory protection of creditors and other intaested stakeholders

The EnglishCompanies Acbf 1948 contained a provision similar to secti@4 4f the present South
African Companies Adbl of 1973 except that the former was only applieavith regard to fraudulent
conduct, whilst the latter was also applicable wilgard to reckless conduéf The subsequent
recommendations of the Cork Committee led to trectment of section 214 of the Englistsolvency
Act ® This section imposed liability on directors for doit similar to negligencé® This Act
provides that a director may, in certain circumeéa be held liable for a company’s wrongful tradin
Thus, the courts may declare a director liable tdrdoute towards a company’s assets if

(a) The company has gone into insolvent liquidation;

(b) At some time before the commencement of thalimgpnup of the company that person knew or
ought to have concluded that there was no reasemabspect that the company would avoid going
into insolvent liquidation; and

(c) That person was a director of the company attiime.

This section is therefore clearly intended to bénafeditors. However, the court will not make a
declaration of personal liability if it is satisfigdhat the director concerned, at the earliest dppiy,
“took every step with a view to minimising the poti@l loss to the company’s creditors as ... hehbug
to have taken™® Likewise, it needs to be noted that section 42thefSouth AfricarCompanies At
1973 provides such powerful statutory remedy for creditors that, because,dh& common law duty
to creditors has not yet been developed in Souttt#f’

Section 424 provides that,

(1) When it appears, whether in the winding-upualigial management of a company, or otherwise,
that any business of the company concerned washming carried on recklessly or with the intent
to defraud creditors of the company or any othesq® or for any fraudulent purpose, the court
may, on application, declare that any person whe kveowingly a party to the carrying on of the

business in such manner be personally responsifilegut any limitation of liability, for all or any

of the debts or other liabilities of the companyttes court may direct?

The Master, the liquidator, the judicial managery amember or creditor or contributory of the
company may bring the application. It is importemestablish the extent to which section 424, which
is aimed at the protection of creditors and othégrested parties, actually achieves this objective
terms of South African law, a civil sanction appli® both fraudulent and reckless carrying on ef th
business of the company.

Havenga note$?

Du Plessis regards s424 (1) as one of the mostrfvirestruments in the hands of creditors. ... But
its effectiveness will depend largely on cost imglions and the likelihood that the particular

&3 EML Strydom (2005),Company Legislation HandbooR005 including the Close Corporations Act8" edn,
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creditor's claim against the company will be sdttié her application under the section is
successful’®

Section 424, compared to section 214 of the Endhsblvency Agtis a very powerful legislative
enactment. In addition, the application of the isecto circumstances other than those where the
company is in the process of being wound up, atieative that it is intended to provide a meanihgfu
remedy. It can be argued that creditors are, asaltrof section 424, “adequately protected against
misuse of their powers by company controllers”. &ese of uncertainty as to whether fiduciary duties
owed by directors to the company can be extendemteditors, creditors may well have to rely on
section 424. However, uncertainty may arise becéuiseunclear to whom the court may order the
payment under the section. Thus, the section shioelthterpreted oamendedto permit payment
directly to the applicant creditor if it would nptejudice other partie$:

South African law has accepted that section 424ecsra wide discretion on the court. The words “or
otherwise” in this section are broad and are tlweeehot only applicable in liquidation or judicial-
management proceedings. Thus, unlike the prev@mmpanies A¢t? which contained very restrictive
wording, the present Act extends the scope ofdlaéan admirably. Thus, de Kok J@ordon No. and
Rennie No v Standard Merchant Bank htded,

(hhe newCompanies Acbf 1973 ... expressly extends the section to afipkeckless, as well as
fraudulent trading and it is made applicable touinstances other than those where the company is
in the process of being wound up.

It can therefore be suggested that the sectiorbbas deliberately phrased in wide terms so that the
courts may bring to account fraudulent and recktbesctors for their actions towards their creditor
evenbefore the company becomes insolvent. The fact that thedsv“or otherwise” were adopted
implies that, at all material times, creditors ardgitled to expect that the affairs of the company
conducted properly. Thus, should directors comraitidulent or reckless acts even prior to insolvency
the creditors would have the right to institutedegction against the directors. The provisions of
section 424 provide a meaningful remedy againsathese contemplated by the legislature. A creditor
of the company may make the application or, whle dompany is being wound-up or has been
placed under judicial management proceedings,shigitidator or judicial manager.

However, creditors may decide not to use sectioh #2payment, in the event of a successful
application, is likely to be ordered to the compaiiere would be uncertainty as to whether they
would actually receive payment, and whether they hrave to make a contribution towards the costs
of the application or even furnish security forTihus, the court should be able to order that payimen
made directly to creditors. Thus, it is only thrbumn amendment to this section, that the positidth,
regard to the order for payment, will be clarifigdnly at that stage, would section 424 become a
totally effective remedy for the creditors.

In addition to section 424 of th€ompanies Actcreditors’ interests are also protected in teohs
section 135 of thénsolvency Agtwhich provides that a director will be held cnivaily liable if he or
she is found to have preferred one or more credidbove the othef? Thus, a possible argument may
arise that, by virtue of these provisions, an esitam of the directors’ duties towards its creditass
unnecessary because the interests of creditosuffieiently safeguarded, both during and priothe
company becoming insolvent.

Section 354(2) of th€ompanies Actlso allows the court to take into consideratiom wishes of the
creditors in all matters relating to the winding op the company’ The purpose of issuing a

" Ibid. See also JJ du Plessis, “Maatskappyregeéenrondslae van die Regsposisie van DirekteureBesturende

Direkteure”, unpublished LLD thesis, Universitythe Orange Free State (1990), 126.
n Havenga (1992), above n 59, 69.
2 No 46 of 1926.
®  Gordon No and Rennie No v Standard Merchant Badk1984) 2 SA 519 (C).
™ Insolvency Ac4, 1936, section 135.
S Companies Ads1, 1973, section 354(2).
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provisional winding-up order is to afford credit@s opportunity to show cause why it would serve no
benefit to them and why it should not be made al fander of liquidation. In this regard, Stegmarin J
the decision oEx Parte Clifford Homes Construction (Pty) lrtated,

(t)he reason for the practice (of ordering a priovial winding-up order) would appear to be that
the provision in th&€€Companies Acempowering the court to have regard to the wislieseditors
as to all matters relating to a winding-up apptiesonly to matters arising after the winding-us ha
begun, but also to the question whether there ghmeia winding-up by the court at &fl.

The court may further protect the interests of ¢oediby permitting an already insolvent company to
continue trading, and the court does this by pastpthe winding up order. Thus, in the decision of
SAA Distributors (Pty) Ltd v Sport en Spel (Edms), Bp& respondent filed an affidavit in terms of
which it was stated that the liquidation of the gamy would have an adverse effect on creditgrs.
The creditors, who were in the majority, supporteel tespondent and requested postponement of the
winding-up order for financial reasons. The coutthibat the wishes of the creditors should be taken
into consideration.

Finally, section 20(5) of th@ublic Accountants’ and Auditors’ Aeallso has the effect of protecting
creditors.” This section provides that an auditor is requitethtervene if he is satisfied or has reason
to believe that a material irregularity has takéace in the conduct of affairs of the company, whic
has caused or is likely to cause financial loghéoundertaking or any of its members.

Shareholders, however, are deemed to have auttidhisedirectors to expose the company’s capital to
risks when embarking upon trading ventures potiytia the interests of and for the benefit of the
company. Thus, should a director's actions in theiseumstances result in financial loss to the
company, the same would not constitute an irredgylas contemplated under section 20(5) of the said
Act since the actions of the director were lawfulluthorised. However, had the company been
insolvent at that time, and notwithstanding thiie tirectors decide to expose the company to furthe
risks, this conduct would then constitute a makémegularity in terms of the said section.

5. The current position of duties towards creditordn South Africa

Newham notes that the duty to creditors has noh lie/eloped in South Africa because of the
protection enjoyed by creditors under Section 424the Companies Act’® The basis for the
proposition that there is no direct fiduciary dugyationship between directors and creditors istas
upon the proposition that the company is a sepdegt entity and therefore has its own rights and
duties. Consequently, the director has a fiduciatationship towards the company primarily and
creditors must protect their interests “by bargainwith the company”. When the company is being
wound up, various statutory provisions ensure theditors are treated fairl§?

In referring to the additional remedies arisingniran application of the common law principles of
fraud, Stegmann J iEx Parte Lebowa Development Corporation ,Ltdtes that for a company to
obtain credit without it disclosing a known riskttee creditor or that payment may not be made, evoul
amount to fraud on the creditor. Furthermore, #et that the company director may not have intended
to cause a loss and may have honestly believedtbatiebt would be paid, does not exonerate the
actions of the director. Thus, any dishonest exmosn a known and undisclosed risk of loss would
amount to fraud on the creditd. The conduct of the company in taking goods on tretiien it

6 Ex Parte Clifford Homes Construction Pty L(tP89) 4 SA 610(W), 612.
" SAA Distributors Pty Ltd v Sport en Spel (Edms) @97 3) 3 SA 371 (C).
& Public Accountants’ and Auditors’ ABD (1991) section 20(5).

& Newham, above n 3, 65. See also HS Cilliers, Min&le, JJ Henning, JJ du Plessis and PA Delp®7)1Gorporate
Law, 1* edn, 244, and OJS Fourie, "Die Plig van Direkteleenoor Maatskappy-Skuldeisers", (199234 Mercantile
Law Journal25 at 47-8. See also HS Cilliers, ML Benade, Jartitey, JJ du Plessis and PA Delport (1992), Cotgora
Law, 2" edn, Butterworths, 156, and HS Cilliers, ML BenadleHenning, JJ du Plessis, PA Delport, L de Kaket JT
Pretorius (2000)Corporate Law 39 edn, Butterworths, 162.

8 Cilliers et al (1992), above n 79, 156. See @liers et al (2000), above n 79, 25.
81 Newham, above n 3, 66. See disoParte Lebowa Development Corporation, 1889, (3) SA 71 (T) at 105.
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knows that it is, or is likely to become, insolverst labelled as a serious wrong and against public
policy. Consequently, the extent to which the cowould be willing to protect the interests of
company creditors would determine whether the sotgtognise that fiduciary duties are owed to
creditors. This could be achieved by including tights of creditors within the concept of “the
company” or in some other wa.

In addition, in the decision oEx Parte Lebowa Development Corporation ,Lt@tegmann,
distinguishing at length between claims, which itoed may enjoy against directors at common law
arising from their fraudulent conduct and theirtistiary remedy contained in section 424, noted that
there was a fundamental distinction between expgoaircompany’s capital to the risks during the
course of its business and exposing a company@itore to those risks. The former exposure is
authorised by the company’'s members and is therefmwful. However, there is frequently no
authorisation for the latter and is therefore urildw*

The decision oinger NO v M J Greeff Electrical Contractors (Pty)l Stegmann noted that trading
in insolvent circumstances might not be always wfld Thus, an insolvent company might still be
able to trade lawfully in insolvent circumstancegsemsuring that it always pays cash for all goau$ a
services it receives or by always disclosing itsolmency to a supplier before receiving any credit.
However, such open and honest conduct of an insbk@mpany is not generally expected. Thus, to
use an insolvent company to trade and bring riskutgpliers may result in either personal liabifiy

the company’s debts or in criminal liability or bo¥*Therefore, a court may recognise a possible claim
by the creditors against the directors based etdheanegligence or fraud or both. Although Stegmann
did not hold specifically that directors had a fithry duty towards the creditors, he did indicateatv
sanctions could result if directors unlawfully cedshe creditors to expose themselves to ¥rsk.

In the landmark decision d&x Parte De Villiers & Another N.N.O: In Re Carbon Depgenents (Pty)
Ltd (in liquidation) Stegmann J noted that if the directors permittedctbrporation to trade whilst its
liabilities exceeded its assets, then the directegdected their duties either to restore its sutyeor to
wind it up.® Thus, directors, in this way, would have operatetside the legal framework of the
Companies Acand the memorandum and articles of associationvandd, therefore, be unable to
claim protection from personal liability, which widuattach to those directors who conduct the
business within the legal framework of the comp#euislation. Stegmann notes that there may be
liability in terms of an Aquilian action. This is $&d on the fact that, in accordance with the resslen
man test, the directors negligently failed to perfatheir duties either to raise the capital of the
company to restore its solvency or to wind it ug.8consequence, this has caused the trade cseditor
who have remain unpaid, to suffer foreseeable fss.

In Re Carbon Developmentsise, Stegmann, J suggested that the directora Haty to either raise
funds to restore the solvency of the company awital it up in the event of insolvency. If directors
neglected their duty they would be operating oatslte law and would therefore not be protected by
the benefits of limited liability. This might inditathe possible “germination of the seed of a daty
creditors”. However, it is clear that Stegmann J weferring only to a “duty of care” owed to
creditors, and not the company, which, if breacheduld give rise to a delictual action. This is
nothing new in South African law. Thus, Stegmann J

has not taken our law any further along the roath .formulating and developing a common law
duty to creditors. He has rather ... examined ... thidous ways in which creditors have always
been able to obtain relief from the directors ditde companies. ... This is not to say that there is
no need or place for a duty to creditors in our. la®

82 Newham, above n 3, 66.

8 Ex parte Lebowa Development Corporation L&89 (3) SA 71 (T), 106E-F.
8 Singer NO v M J Greeff Electrical Contractors Ptg (1990) (1) SA 530 (W), 538-539.

8 Newham, above n 3, 70.

8 Ex Parte De Villiers & Another N.N.O: In Re Carbbevelopments Pty Ltd (in liquidatioip92 (2) SA 95 (W), 136l-
137B.

87 Newham, above n 3, 75. See also Stegmanikd parte De Villiersabove n 36, at 144.

88 Ibid 76.
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6. Conclusion

Until recently, little attention has been paidhe interests of creditors forming part of directohsties
because the duties of good faith and that of cadeséill, were seen to be owed to the compaloye
Consequently, the director is seen to be undertya tduexercise that degree of care and skill to the
company that can reasonably be expected of a perisioithis knowledge and experience. The director
therefore stands in a fiduciary relationship to ¢benpany embracing duties of loyalty, confidencd an
trust.

Prentice notes,

(Dt has long been a central tenet of company laat dlirectors owe their duties to the company and
not the company’s shareholders or its credifors.

The philosophy and logic behind this submission thas when the company’s financial position was
sound, the main objective was to advance the sblalefs’ interest by maximizing the profits of the
company. The creditors’ interests only became diant when the company was in a state of
insolvency. Hence, this reasoning takes cognisaficbe fact that a heavy burden would be placed
upon directors if they were bound to consider theerests of creditors when venturing into
transactions. Directors might then be reluctariake risks, which could affect the company’s finahc
position. However, if directors needed only to édesthe interests of shareholders when the company
is solvent, they would be able to exercise an ieddpnt decision without fear of being sanctioned by
the creditors should such decision prove to benewas or prejudicial to the interested parties. Thus
this submission argues that the interests of theesiolders and those of the creditors must be riytua
exclusive and should not be reconciled to allowhlgroups to be entitled to duties of good faith and
care and skill from directors. Moreover, the credit main concern is to receive payment for anytsleb
incurred to them by the corporation (unlike thershalders). It is further argued in this submission
that should directors be obliged to show dutiegaufd faith and care and skill to creditors, a donhtf
interest and duties would then exist between tlaeettolders and creditors, which would thereby place
directors in untenable positions, as they would koow which group’s interests should take
precedence when making a decision.

It is apparent from the various cases and discassibat much uncertainty and conflict remains with
regard to the question as to whether directorsedub the company extend to its creditors as well,
whether the interests of the creditors should delyconsidered during the period of insolvency. &her
may well be room for the argument that there isneed for the fiduciary duties of directors to be
extended to creditors because of the fact thatatter's interests are sufficiently safeguardedihsy
law as it currently stands. Thus, the extensiosurh duties to creditors may well create a condfct
interests between the shareholders and creditbes former being interested in maximising its pfi
while the latter interested in being paid by thempany for its debts. Th€ompanies Actthe
Insolvency Actind thePublic Accountants’ and Auditors’ Actay well be sufficient in safeguarding
the interests of creditors. In addition, creditoray always resort to civil litigation while the cpany

is solvent when payment of debts to them by thepzom is outstanding. Thus, arguably, the only
period during which the company should be obligeddnsider the interests of creditors, may be at
that time when the company is insolvent or apprach state of insolvency. Furthermore, one could
argue that the interests of creditors could alsodresidered in a situation where directors embadau

a venture, which could threaten the solvency ofdbmporation. Thus, the interests of creditors sthoul
be primarily considered in insolvent circumstanaesl in solvent circumstances when the proposed
transaction to be entered into by the directors immdged affect the solvency of the corporation.

Furthermore, Sealy succinctly sums up the positiban he notes,

(c)reditors are more favourably placed, in thatthave a statutory class available through their
representative, the liquidator; and it is almosttaiely only in a liquidation that any claim in

8 DD Prentice, “Creditor's interest and directaitgies”, (1990)Oxford Journal of Legal Studie273. See also Blackman,
MS, Jooste, RD and Everingham, GK (202p)mmentary on the Companies Ahita & Co, Ltd, South Africa, Volume
2, paragraph 208, 8-8.
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respect of their interests would arise. ... For th&son, it is probably unsound ... to formulate the
directors' duty with reference to any stated catggb creditor ... (as) the proper object of anyydu

. should be the corporate estate. It would also counter to established insolvency policy
considerations if the law were to give remedialadages to particular creditors. And if individual
creditors are put by the law into a position whigrey may use threats to sue directors personally,
as a form of pressure to have the company pay dedits in priority, the object of the insolvency
law is undermined. In the light of these consideret there should be some resistance to any
extension of the traditional directors’ liability. %

This is perhaps the reason why Stegmann Qarbon Developmentgase has decided not to take
South Africa any further in formulating and devefapa common law duty to creditorS.Thus, there

is no South African case law, which explicitly indies that directors have a fiduciary duty towards
creditors when a company is solvent and a goingewn

Consequently, if South African courts were to dedial eventually follow the trends in the decisians
some of the foreign cases notewupra and thereby recognise a fiduciary duty towardslitoes, the
guestion arises as to the likely areas of conlfletiveen the interests of shareholders and credltors
other words, if our courts were to protect thenests of each group and, in this way, legally redss
the directors’ fiduciary duty towards creditorse thature and extent of the interests of creditehsch
could be prejudiced, would have to be determined.

% LS Sealy, “Directors’ duties — an unnecessargsgjlorhe Cambridge Law Journ§1988) 178 et seq.

o Ex Parte De Villiers & Another N.N.O: In Re CarbbDevelopments Pty Ltd (in liquidatio(992) (2) SA 95 (W).



