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Mr Justice Zacaroli:

A.

1.

Introduction

In the summer of 2007 Mr and Mrs Fielding were the majority owners of the Burnden
group of companies (the “Group”). Between them they held all of the A ordinary
shares and B ordinary shares (comprising 78% of all of the issued share capital) of the
Group’s holding company, Burnden Holdings (UK) Limited (“BHUK”), the first
claimant in this action. The remaining shares (consisting of D ordinary shares) were
owned by Mr lan Whitelock (a director of various companies in the Group), Mr
Stephen Beckett (the finance director of the Group companies) and the trustee of an
employee share scheme. BHUK was placed into administration on 2 October 2008.
A compulsory winding-up order was made against it on 7 December 2009.

The directors of BHUK were Mr and Mrs Fielding, Mr Whitelock, Mr Beckett and a
Mr Eamon Kavanagh.

This action, commenced upon issue of a claim form on 15 October 2013, is brought
by BHUK and by its liquidator (the second claimant, Mr Stephen Hunt) against Mr
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and Mrs Fielding, alleging breach of fiduciary duty in respect of two transactions
effected by BHUK in 2007. The first was the execution of a fixed and floating charge
in favour of the Fieldings as security for loans made by them (the “Grant of
Security””). The second was a transaction by which a subsidiary of BHUK known as
Vital Energi Utilities Limited (“Vital”) was demerged from the Group (the “Demerger
Transaction”), involving a distribution in specie by BHUK of the entire shareholding
in Vital (the “Distribution”). The Grant of Security was dated 9 July 2007. The
Distribution was effected on 12 October 2007.

4. The business of the companies in the Group, apart from Vital, was the manufacture
and sale of conservatories and parts for conservatories, using the trading style “K2”.
Vital’s business was construction consultancy in the combined heat and power sector.

5. BHUK was parent to a number of subsidiary companies, including K2 Conservatory
Systems Limited (“K2 Con”), K2 Glass Limited (“K2 Glass”), Cestrum
Conservatories Limited (“Cestrum”), SGI Tooling Limited (“SGI”), The Burnden
Group Plc (“TBG”) and Vital.

6. Of these, by 2007 K2 Con, K2 Glass, Cestrum and Vital were the principal trading
companies in the Group. TBG was dormant, having transferred its business to K2
Con as of 1 July 2005 (although the transaction was in fact not finalised until about
September 2006). SGI had been dissolved in 2003, its business having been acquired
by TBG in 2001.

7. The Burnden Group and the Fieldings were (with others, including certain other
Group entities) defendants in a long-running dispute with Ultraframe (UK) Limited, a
competitor to the Group. This culminated in a trial commencing on 11 November
2004. In a judgment handed down on 27 July 2005, Lewison J found almost entirely
for the defendants. Between them, the Fieldings and certain Group companies had
spent many millions of pounds on the litigation. In a ruling dated 7 October 2005,
Lewison J awarded the defendants a substantial part of their costs of the litigation. By
the time of the two transactions in question, only an interim payment of £1.84 million
had been received. The precise further amount which the defendants (and particular
entities within the Group) could reasonably expect to recover is in dispute, but they in
fact subsequently recovered only a further sum (before deduction of substantial costs)
of £1.58 million, in February 2008.

8. By the spring of 2007, the Group was facing a severe cash crisis.  This was
anticipated to be critical by the winter of 2007/2008. The Group was accordingly
looking for ways to generate cash. The demerger of Vital was identified as a potential
solution. Ultimately it was structured by way of the Distribution followed by a sale of
30% of the shares in Vital to a third party, Scottish and Southern Energy PLC
(“SSE”), for £6 million, with £3 million of the sale proceeds then being loaned to the
Group by the Fieldings.

B. The claimants’ claims in outline
9. The claimants contend, in relation to the Distribution, that:

1) There was in fact no declaration of a dividend, because no valid board meeting
of BHUK ever took place at which the relevant matters required by Part VIII
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i)

iv)

of the Companies Act 1985 (the “1985 Act”) were actually considered and a
decision actually made;

Alternatively, the Distribution was unlawful because the requirements of the
1985 Act were not met (in that the relevant accounts did not enable a
reasonable judgment to be made as to the assets, liabilities, profits and losses
of the company and there were in fact insufficient distributable reserves) and it
was therefore made in breach of fiduciary duty by the defendants as directors
of BHUK. The claimants contend that once it is established that the
Distribution was unlawful, the defendants are strictly liable for breach of
fiduciary duty as directors. The defendants contend that liability is fault-
based.

The Distribution was effected by the defendants in dishonest breach of their
fiduciary duties under s.172(3) of the Companies Act 2006 (the “2006 Act”)
because either at the time of the Distribution or as a result of it they knew that
BHUK was insolvent or likely to become insolvent and they failed to take
account of the interests of BHUK’s creditors. The claimants made it clear, in
the course of their opening submissions at trial, that this claim is advanced
solely on the basis that the defendants were dishonest, in that they actually
knew that BHUK was, or was likely to become, insolvent. No alternative
claim is pursued that the defendants ought to have known (on an objective
basis) that BHUK was or was likely to become insolvent; and

The Distribution was a transaction defrauding creditors within the meaning of
s.423 of the Insolvency Act 1986 (the “1986 Act”).

10. In relation to the Grant of Security, the claimants contend that:

i)

i)

The Grant of Security was unauthorised because there was no board meeting
of BHUK at which a decision was made to enter into it, alternatively there was
no informed consent because the directors who authorised the Grant of
Security (which did not include the defendants) were unaware that all of the
lending, for which it was security, had already been advanced by the Fieldings;

Alternatively, if the directors who authorised the Grant of Security knew that
all of the lending had already been advanced, then those directors were in
breach of fiduciary duty because the Grant of Security was of no benefit to
BHUK and the defendants were aware of this, so they received the benefit of
the security as constructive trustees; and

The Grant of Security was a transaction defrauding creditors within the
meaning of s.423 of the 1986 Act.

C. The Witnesses

11. | heard evidence, for the claimants, from Mr Hunt. Since, however, his appointment
came long after the events surrounding the Grant of Security and the Distribution, he
was not in a position to give any evidence about those events.
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12.

13.

14.

15.

16.

17.

18.

19.

For the defendants, | heard evidence from Mr Fielding, Mrs Fielding, Mr Beckett, Mr
Whitelock and Mr John Joyce, the partner at Addleshaw Goddard who advised the
Group in relation to the Distribution.

Many of the issues raised by this claim concern the details of meetings and other
discussions that occurred nearly 12 years ago. Generally speaking, none of the
witnesses had an independent recollection of those details. This is unsurprising given
the passage of time and given that, as the action was not commenced until six years
after the Distribution, they would have had no reason to recall the events until six
years after they occurred.

Where the witnesses did purport to describe matters of detail, | find that it was almost
entirely a recitation of, or reconstruction from, the contemporaneous documents. On
occasions this was expressly stated. On other occasions, matters apparently expressed
in witness statements as recollection were accepted on questioning, or demonstrated,
to be reconstruction.

Accordingly, | approach with caution the purported recollections of all of the
witnesses on matters of detail and, as will be apparent in my consideration of the
issues, | place much greater reliance on the documents.

As against Mr Fielding, the claimants rely on findings made by Lewison J in the
Ultraframe proceedings that he had forged documents to present false evidence to the
Court.

| find that Mr Fielding demonstrated a propensity to say what would be helpful to his
case, on more than one occasion having to modify his evidence when shown a
document which was inconsistent with what he had just said. For example, he
initially maintained that the idea that only 30% of Vital would be sold came from
SSE, but when shown a passage in an earlier statement of his that contradicted this he
said “I appreciate I put in that statement it came from us, and its true, but it also
mirrored what SSE wanted as well.” | did not find him, however, to be a dishonest
witness, deliberately attempting to present false evidence to the Court. Rather, |
conclude that, as a result of going over the events from long ago, he had convinced
himself on various points. Nevertheless, this reinforces my view that his evidence on
points of detail, unless corroborated by other credible evidence, is to be given little
weight.

Mrs Fielding had far less involvement in the critical events, being largely concerned
with the day to day operations of K2 Con. She said, in her first statement, that she did
not have a particularly good memory. While she attended key board meetings, she had
very little independent memory of them, and gave evidence having seen the minutes
which helped to ‘jog’ her memory.

| found Mr Beckett to be making a genuine attempt to assist the court. He too,
however, had little recollection of the events of 2007 and a large part of his evidence
was an attempt to explain events by reconstruction from documents. An important
example was his attempt to explain the various references in documents to the amount
of costs expected to be recovered from Ultraframe. | do not accept that he had an
independent recollection of this level of detail, but consider that his explanation was
an attempt to rationalise the belief he now has (having reviewed extensively the
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20.

21.

22.

23.

24,

25.

documents) that TBG was reasonably anticipating receipt of substantial sums (which
is of direct relevance to the arguments relating to the value of TBG, as | explain
below at paragraph 230ff). He seemed to align himself with the defendants’ ‘team’,
responding to allegations put to him on more than one occasion by reference to what
“we” had put into “our” witness statements.

Importantly, however, Mr Beckett came across as diligent and thorough when it came
to financial matters. He had a detailed understanding of the (limited) accounting
records relating to the Group that were in evidence. For example, he gave detailed
and consistent explanations of the contents of the management accounts for the Group
that had been disclosed by the auditors only shortly before the trial. This view of Mr
Beckett as a diligent and conscientious finance director is corroborated by the
contemporaneous documentation which has survived from 2007.

| found that Mr Whitelock, too, was making a genuine attempt to assist the court. |
bear in mind that both he and Mr Beckett are long-standing colleagues and
acquaintances of Mr and Mrs Fielding. While | find that this led them to associate
themselves with the case for the defence, | do not believe that this led either of them
to attempt to fabricate their evidence.

I address Mr Joyce’s evidence in more detail at paragraph 59 and following below. In
summary, however, | am satisfied that he was an honest witness, also genuinely
attempting to assist the court, albeit with little recollection of the events in question.

Where the defendants’ witnesses dealt with broader questions, such as knowledge of
the general financial position of the Group at the time, then | accept that the witnesses
were more likely to be relying on actual recollection. In their statements provided at
an early stage of these proceedings — before any disclosure had been obtained from
the auditors — they described the extent to which they had engaged with and relied on
the Group’s auditors. This evidence was substantially corroborated by the documents
obtained from the auditors very shortly before trial, as | explain below.

Each side also presented expert accountancy evidence relevant to the requirements of
the Interim Accounts, the solvency of BHUK and the valuation of Vital. | comment
on specific elements of the expert evidence as and when relevant throughout this
judgment. At this stage, | confine myself to some general comments about their
evidence.

The claimants’ expert, Mr Jeffrey Davidson, was the subject of trenchant criticism
from the defendants. Some of that criticism was justified, in that there were important
respects in which he had failed to correct errors, or update matters, in his written
reports in light of information which subsequently came to light until the points were
raised in cross-examination. However, | do not accept that he failed to comply with
his overriding duty to help the court, or that he refused to concede the obvious where
it was contrary to his client’s interests or that he should be criticised personally for
production of his fourth report on the basis that it was inappropriate advocacy. My
principal ground for refusing to admit that report into evidence was that, while it was
a helpful collation of material relating to the Group’s accounting for the Ultraframe
costs, it did not constitute expert opinion evidence. | do not, however, criticise Mr
Davidson for having complied with a request from the claimants to produce the
document.
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26.

27.

28.

D.

29.

30.

31.

32.

33.

I also reject the defendants’ criticism that Mr Davidson failed to take into account the
views of the Group’s auditors when considering, for example, the solvency of BHUK
or its subsidiaries. It was suggested that in doing so, he had failed to take into account
contemporaneous evidence. | disagree. He was instructed to provide his own
opinion as to the solvency of the companies. Conclusions which might be drawn
from what the auditors said or did at the time are matters of evidence for the court to
take into account, but they are not contemporaneous materials relevant to the experts’
opinion of solvency.

For the same reason, the tendency of the defendants’ expert, Ms Annette Barker, to
justify her conclusion on a number of points by reference to the fact that the Group’s
auditors must have satisfied themselves on various points, for example because they
signed off on accounts of the various companies on a going concern basis, was of
limited assistance.

As | develop later on in this judgment when addressing the detail of the claims, my
main criticism of the substance of Mr Davidson’s evidence is that, on a number of
valuation issues (for example, valuing BHUK’s equity and debt interests in its
subsidiaries), he did not take account of contemporaneous evidence relating to the
future trading prospects of those subsidiaries, but limited himself to a snapshot of the
net asset position at the relevant valuation date.

The Documentary Record

The task of fact-finding in this case is made more difficult by the limited
contemporaneous documentation available.

Between the events in question and the commencement of proceedings the Group had
been through administration, liquidation and two pre-pack sales. In 2012 the business
was sold to a competitor, at which point three of the five servers containing electronic
records of the Group were wiped and the remaining two were transferred to the
purchaser. The Distribution was by then five years in the past, and the directors would
have had no reason to retain records relating to it. All of the Group’s underlying
accounting information, previously held on Navision software, is no longer available.

In those circumstances, the documents that have survived are largely those that were
communicated with third parties, in particular solicitors, accountants and financial
advisors. It is for this reason that board minutes relating to the Grant of Security and
the Distribution have survived.

The Group’s auditors were Tenon Audit Limited (“Tenon Audit”), while Tenon
Corporate Finance Limited (“Tenon CF”) were finance and tax advisors to the Group
(together, “Tenon”). As I will describe in more detail below, Tenon CF were closely
involved in the Demerger Transaction. Moreover, Tenon Audit were working closely
with the directors, and in particular Mr Beckett, in connection with the audit of the
Group’s financial statements for the year ended 30 June 2007 at around the same time
as the Distribution. The liquidator obtained documents from Tenon CF in 2014.

Although requests had been made for documentation from Tenon Audit at an earlier
stage, the claimants made little, if any, effort to ensure compliance with such requests.
It was not until the end of 2018 that any documentation was obtained from Tenon
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34.

35.

Audit. Even then only a handful of papers were provided. Very shortly before trial,
Tenon Audit provided approximately 100 further documents. These still represent
only a relatively small proportion of the totality of documents that Tenon would have
had at the time.

The defendants, and Mr Whitelock and Mr Beckett, maintain that there were regular
board meetings, with detailed financial information circulated to the board for such
meetings, every month. The only minutes of such meetings that have survived,
however, are those of 2 May 2007 and 1 June 2007. | accept the evidence of the
defendants’ witnesses that there were such regular board meetings and that detailed
financial information, including cashflow and other forecasts, were made available to
the directors at the time. The very late disclosure from Tenon Audit includes some
such material, in particular numerous spreadsheets prepared in about December 2007
containing management accounts, including forecasts, for every company in the
Group. These refer to other, much more detailed, forecasts which have not survived.
| find it highly unlikely, given the diligence which | believe Mr Beckett brought to his
job, that these management accounts were a one-off.

There is a dispute as to whether one of these regular board meetings was held at the
end of September 2007. 1 address that at section E5 below.

E. The Distribution

E1l. The outline of the Demerger Transaction

36.

The demerger of Vital was achieved pursuant to the following steps:

i) Three new companies were incorporated: BHU Holdings Limited (“BHUH”);
Vital Holdings Limited (“VHL”) and Burnden Group Holdings Limited
(“BGHL”). BHUH was owned by the existing shareholders in BHUK in the
same proportion that they had held their shares in BHUK;

i) On 4 October 2007, the existing shareholders transferred all of their shares in
BHUK to BHUH (thus inserting BHUH as an intermediate holding company
between the existing shareholders and BHUK);

i) On 12 October 2007, BHUK’s 100% shareholding in Vital (comprising a sole
share) was distributed to BHUH as a dividend in specie;

iv) On 15 October 2007, BHUH entered into a members’ voluntary liquidation.
The liquidator of BHUH sold the sole share in Vital to VHL in exchange for
the allotment by VHL of shares to BHUH’s shareholders. VHL was therefore
owned by the existing shareholders in the same proportion as they held BHUH
(and, before that, BHUK).

V) On the same date, the liquidator of BHUH also sold the shares in BHUK to
BGHL in exchange for the allotment by BGHL of shares to BHUH’s
shareholders. BGHL was therefore owned by the existing shareholders in the
same proportion as they held BHUH.
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37.

38.

vi) The ultimate effect was that Vital was wholly owned by VHL and the rest of
the Burnden Group was owned by BGHL, and both VHL and BGHL were
owned by the existing shareholders in the same proportion they had previously
owned shares in BHUK.

On 19 October 2007, Mrs Fielding sold shares amounting to 30% of VHL’s share
capital to SSE for £6 million.

Shortly after that, Mrs Fielding loaned £3 million to the Burnden Group.

E2. The origin and development of the Demerger Transaction

39.

40.

41.

42.

43.

In this section, | record the genesis and development of the Demerger Transaction,
identifying the roles played by professional advisors at each stage, as revealed
primarily by the contemporaneous documents, many of which come from disclosure
provided by Tenon. To the extent that there is any issue over aspects of this history,
the following paragraphs constitute my findings in this respect.

The demerger of Vital had been in the contemplation of the directors of BHUK since
at least the early part of 2007. Mr Whitelock, who was a director of Vital and of
BHUK, said in his witness statement that the genesis of the idea was that not only was
Vital’s business different to that of the rest of the Group, but the two businesses had
quite different market cultures, with diverging futures and no synergies. It was felt
that Vital’s business suffered by association with the conservatory business of the rest
of the Group. Mr Fielding’s evidence was to the same effect, albeit the more detailed
reasons articulated by Mr Whitelock (as explained in the next paragraph) were more
compelling.

Mr Whitelock’s evidence in his witness statement was that Vital had experienced
difficulties in attracting staff during 2006 and 2007, that the directors recognised the
importance of keeping key staff, and that a share option scheme would be an
attractive thing to offer employees. This was difficult, however, while Vital remained
part of the Group. | accept this evidence, which Mr Whitelock repeated in the
witness box, because it is consistent with the explanation provided by Mr Kitson of
Tenon to HMRC in a letter of 9 August 2007 when seeking tax clearance for the
Demerger Transaction. In describing the rationale for the transaction Mr Kitson
explained that Vital had no synergy with the other businesses in the Group, that it
wished to incentivise key management and seek external investment, and that it was
unable to achieve either of these while it was part of the Group. Contrary to the
claimants’ suggestion that there was no need for Vital to be demerged in order for a
share incentive scheme to be offered, the letter went on to explain that under the
current structure shares would need to be offered by BHUK, but this would mean that
the employees would benefit not only from growth in Vital but also in the value of
Burnden, over which they had no involvement or influence.

By May 2007, however, a further incentive for the disposal of Vital emerged, namely
the need to generate cash within the Group given its short to medium term cash-flow
problems.

The minutes of the meeting on 2 May record Mr Beckett reporting on the financial
results of the Group, as follows:
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i)

i)

Vi)

vii)

viii)

The Group had achieved only the worst-case financial targets for February and
March 2007 and more pessimistic re-forecasts had been prepared for April to
June. These reflected lower confidence in the recovery of K2 Con, a fall off in
core business from B&Q at Cestrum and a reduction in Vital’s sales as a result
of delays in achieving forecast project commencement and completion dates.

The cash position of the Group had deteriorated. It was reported to be very
tight for the next two months, but should then recover as Vital’s cashflow
improved and it became possible to “back off on overseas purchases of
aluminium”. This was a reference to the fact that although aluminium could
be purchased more cheaply from China, that was bad for cashflow as it was
necessary to pay upfront. Mr Beckett’s evidence was that this was one of the
measures taken to address cash flow issues. The claimants sought to discredit
Mr Beckett’s evidence on this point by producing (after Mr Beckett had
concluded his evidence) a table showing purchases of Aluminium from China
in 2007 and 2008. In the absence of evidence of the total amount spent on
Aluminium purchases (including from other sources) | found this table
inconclusive (although I note that, consistent with the concept of “backing
off”, if not altogether stopping, sourcing aluminium from China, it in fact
indicated a reduction in purchases from China in the middle of 2007). It
would in any event be unfair to place reliance on it given that it was not put to
Mr Beckett.

GE (lenders to the Group, with security over the building owned by Cestrum)
had expressed concern over the ongoing performance of the business outside
of Vital.

Although the conservatory division was forecast to make an operating profit of
£723,000 for the year 2007/2008, it was felt that this was over-optimistic and
that a revision was called for.

The forecasts having been reviewed, it was clear that the cash position was
significantly worse than previously thought. It was anticipated that the
position would deteriorate further during the winter, as “the conservatory
division consumes a lot of cash between December and March” (reflecting the
seasonal nature of that business). In light of this, the directors turned to
consider ways of raising cash.

The first possibility was the costs recovery from the Ultraframe litigation, but
this was said to be very uncertain as to timescale and Ultraframe’s willingness
or ability to pay.

The second was the sale of the Cestrum building. Mr Beckett reported that the
Cestrum building had been valued at approximately £2m, but the agents
(Knight Frank) had advised that a sale would take between six months and a
year to complete.

Third was the possibility of selling K2 Glass. It was felt, however, that it was
the wrong time to do so, because K2 Glass was on an upward trend in terms of
sales and profitability and a disposal now would not realise its full potential.
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44,

45.

46.

47.

48.

49.

IX) The fourth was the sale of the conservatory business, but it was noted that the
Group intended to restructure and combine the conservatory business into one
company, and until this was done a sale would be a “fire sale”.

X) The fifth option was the disposal of Vital. It was unanimously decided that
this was the preferred option. Mr Whitelock and Mr Beckett were asked to
prepare a sales prospectus for Vital.

Accordingly, a detailed business review of Vital was prepared in May 2007 (the “May
Business Review”). This was prepared on the basis that all of BHUK’s shareholding
in Vital was to be disposed of. In fact, the only two possibilities that were seriously
pursued were a management buyout (in favour of Mr Fielding and Mr Whitelock) and
a sale of a part of the shareholding in Vital. 1 find that this was because Mr Fielding,
having built up the Vital business, wished to remain involved in it, and was reluctant
to do so unless he retained an ownership interest. Mrs Fielding’s evidence on this
point (which | accept, as it was consistent with what actually happened) was that Mr
Fielding would never have sold all of Vital and that even selling a part of it “felt like
he was selling himself”.

Tenon Audit were kept fully informed, including as to the Group’s difficulties.
Within the recently disclosed documents from Tenon Audit, there is an agenda, and
typed note, of a “pre year end meeting” held on 18 May 2007. Mr Beckett (and, for
the latter part of the meeting Mr Martin, who worked with Mr Beckett) attended on
behalf of the Group, and Mr Moss, Mr Duffy and Mr Ratten attended from Tenon
Audit. The Group’s poor performance was discussed, as were the measures being
taken to cut costs (with those already taken intended to take £800,000 out of
overheads). The proposal to combine the conservatory business into one entity was
noted, as was the possibility of selling Vital.

Although the detailed forecasts produced at this time are not in evidence, these were
discussed with Tenon at this meeting, it being noted that cash was tight, that business
was picking up in the fourth quarter and that Cestrum would become very cash
generative (noting a very beneficial relationship with a company called Apple Panels).

Also discussed was the deferral of VAT, it being noted that proposals in relation to
K2 Glass had been accepted, but those in relation to other companies had been
rejected. Mr Ratten is reported to have “explained insolvency rules”. This is further
explained in the minute of the board meeting of 1 June 2007, to which I refer below.

The third item on the agenda was “key audit risks”, including recoverability of
intercompany debtors and goodwill carrying value. Against the former, someone
noted in manuscript “US, C UK”, presumably referring to the Canterbury subsidiaries
incorporated in the UK and the US.

The minutes of board meeting of 1 June 2007 repeated much of the matters set out in
the note of the meeting of 2 May. In particular, Vital’s importance to the Group was
recognised, the minutes noting that “As long as there is continuing support from Vital
to the rest of the group then the cash balance ought to be satisfactory”. That,
however, did not mean that Vital needed to remain within the Group, as it was also
noted that “the ongoing potential disposal of Vital should substantially boost the
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group’s cash balance and alleviate any potential difficulties in the next twelve
months.”

These minutes also explained the reference in the notes of the meeting of 18 May
2007 with Tenon, to insolvency advice having been received. It was first noted that
although the original application to defer payments of VAT in K2 Con had been
rejected, Mr Beckett had appealed the decision, and the deferred amount was being
paid in accordance with the suggested payment plan. HMRC had alleged that K2 Con
was trading while insolvent, so Mr Beckett had consulted with an insolvency
practitioner from Tenon, and discussed the cash flow projections and business plan
with him. Tenon had commented that although there was “a technical breach of the
insolvency act because of negative net worth, this would become positive if the
company recognised the likely outcome of the legal action, i.e. receipt of circa £3.6
million in its financial statements.”

The minutes also noted that Tenon commented that the cashflow projections and the
Group’s recovery plan (which are not in evidence) appeared to be robust. It is
apparent from other items in the minutes that the recovery plan encompassed various
steps designed to reduce costs. One of those was the amalgamation of Cestrum into
the sites occupied by K2 Con, anticipated to achieve overhead savings of £1 million.

There is also in evidence a one-page document, with Mr Beckett’s name typed at the
bottom above the date 22 June 2007, entitled “Any Other Business”. It refers to the
fact that there was to be tabled for the approval of the board a new loan agreement
and debenture (relating to the Grant of Security) and a valuation of Vital prepared by
Tenon CF “with a view to the potential disposal of Vital Energi for a consideration of
£6.4 million. This could significantly improve the overall cash position of the
remaining group.” The document also refers to proposals for simplifying the
accounting structure for certain subsidiaries. On 21 June 2007 Mr Beckett circulated
by email to all of the directors of BHUK a copy of the Tenon CF valuation of Vital
which he asked them to read “in preparation for a discussion at the [BHUK] board
meeting on Wednesday”. The next Wednesday was 27 June 2007. The board minute
that has survived from that date deals only with the Grant of Security. It is one of a
series of ‘pro forma’ minutes in similar form for each of the companies that were
involved in the Grant of Security. I infer, from the “Any Other Business” document,
and Mr Beckett’s email of 21 June, that there was a wider discussion at a meeting of
the board of BHUK on 27 June 2007, but that no minute of that discussion has
survived.

A single page, out of the cash flow and other forecasts that were available to the
directors from this time, has survived. This is headed “Summary of monthly bank
balances per company — cash book balance”, and relates to the year from July 2007.
In the top section of the document, apart from December 2007 and January 2008,
positive cash balances are forecast for the Group as a whole, leading to a positive cash
balance of £3.273 million by June 2008. The figures are substantially bolstered,
however, by those for Vital. Without the cash balance for Vital, for example, in most
months the overall Group position would be negative.

In the middle section of the document, the summary of monthly bank balances is
exhibited by division (i.e. showing the position separately for the conservatory
division and for Vital). This shows a positive balance for Vital throughout the year,
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but a negative balance for the conservatory division until June 2008, when a positive
balance of just over £1 million is forecast for the conservatory division.

In the bottom section of the document, the expected cashflow from Vital is excluded
as from September 2007, but replaced with a one-off injection of £3 million. This
envisages that there would be a disposal of Vital on terms that £3 million of cash
would be injected into the Group (as in fact happened). It also includes an injection
of cash in February 2008 in the sum of £2.3 million, being the (then) anticipated sale
proceeds of the building owned by Cestrum. Under this scenario the Group was
forecasting a positive cash balance of £5.385 million by June 2008. The defendants
point out that this forecast makes no mention of any sum to be recovered in respect of
the Ultraframe costs.

At this time (during May and June 2007) the principal option for the disposal of Vital
was a management buy-out by Mr Fielding and Mr Whitelock, financed by Co-op
bank. In a letter to Addleshaw Goddard of 5 July 2007, Mr Beckett stated that the
purpose was “to provide a cash injection to the rest of the group.” The consideration
was to be £3m in cash at completion, with a deferred consideration of £3.4 million. In
addition, there was to be a waiver of the intercompany debt of £3.567 million, so the
effective gross consideration was £9.967 million.

On the same date, however, SSE made a formal offer to purchase 30% of the shares in
Vital for £6m. The offer included conditions, including total business separation
between Vital and the rest of the Group, in respect of matters such as (but not limited
to) shareholding, funding and inter-group guarantees, and management tie-in via
suitable service contracts.

Mr Fielding and Mr Whitelock engaged Ford Campbell to advise on aspects of the
disposal of Vital. On 10 July Mr Jeremy Carr, a corporate finance partner at Ford
Campbell emailed Mr Fielding (copying, among others, Mr Joyce) presenting two
broad options. The first involved the shares in Vital being demerged, with Vital
raising an additional £3 million of debt which it would lend to the Group, and writing
off the Group’s debt to Vital of £3.5 million as part of the transaction. This was
subject to HMRC clearance that there would be no adverse tax consequences. Mr
Carr noted that consideration needed to be given to whether BHUK had sufficient
distributable reserves (noting also that the write off of the inter-company loan might
provide such reserves). A management buyout was presented as the second option, in
case the first option was not possible.

Mr Joyce (and the other witnesses called by the defendants) said that Ford Campbell
presented the Demerger Transaction as the preferred option because a disposal of
Vital by way of sale would have given rise to an immediate corporation tax liability
by reason of the capital gain in the value of the shares in Vital. | accept that this was
a significant factor in the decision by the directors of BHUK to pursue the Demerger
Transaction, rather than a sale of Vital. That is because it is evident from the
contemporaneous documents | refer to in this section that the focus of the directors
was on the cashflow problems faced by the Group over the coming months, and that
maximising the cash to be received from the disposal of Vital was their first priority.
A disposal by way of demerger that allowed for an immediate injection of £3 million
by way of loan would have produced in the short term more cash than a disposal by
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way of sale for an initial consideration of £3 million subject to a tax liability arising
on that sale.

The claimants attack this decision on the basis that from the perspective of BHUK a
sale was manifestly more beneficial than a demerger, because the former would have
resulted in BHUK receiving substantial consideration, even taking into account a tax
liability incurred on the sale, whereas the latter resulted in no consideration at all
being received. They also criticise Mr Fielding, in particular, for his explanation that
he was able to do this because Vital “belonged” to him, which failed to recognise
corporate personality and the structure of the Group.

| accept that if BHUK would be rendered insolvent by the Distribution, and the
defendants knew it, then structuring the disposal of Vital by way of the Distribution
rather than a sale would likely be impossible to justify.  However, if BHUK was
solvent and would remain solvent following the Distribution, then | do not see
anything intrinsically wrong with causing the disposal of Vital without BHUK
receiving any value for it, particularly when BHUK was funded almost entirely with
lending from the Fieldings. Where individuals structure their ownership of separate
businesses through a single holding company, then provided that the holding company
itself is solvent, and provided that Companies Act requirements as to distributions are
complied with, it is open to those individuals to separate one of those businesses from
the holding company structure and take it into their direct ownership without
consideration being paid to the holding company. Whether those provisos are
satisfied is one of the main issues in this case.

Various file notes in the documents provided by Tenon CF show that it was closely
involved in the proposed Demerger Transaction throughout July 2007. As | have
noted above, it was Tenon CF that sought clearance from HMRC in relation to the
demerger.

Mr Joyce, of Addleshaw Goddard, was also closely involved with developments. On
13 August 2007, he emailed Mr Fielding, having seen that the clearance application to
HMRC referred to Vital being distributed by BHUK to a new company. He asked
whether BHUK had got distributable profits sufficient to permit that distribution. Mr
Fielding forwarded that request to Mr Kitson at Tenon CF. Mr Kitson responded on
16 August 2007, copying Mr Duffy of Tenon Audit. He noted that as at 30 June 2006
BHUK did not have sufficient profits, “because the P&L account then stood at
£604,243, negative”. He recommended that Mr Fielding use Addleshaw Goddard for
the legal work on the transaction. On the same date, Mr Kitson emailed Mr Beckett
with Tenon’s expected costs “for undertaking tax planning on the demerger”. These
came to £19,150. He pointed out that, in addition, there would be Addleshaw
Goddard’s costs and a liquidator’s costs.

On 17 August 2007 Marion Brewer of Tenon CF emailed a proposed steps plan for
the Demerger Transaction to Mr Fielding, copying in Mr Joyce, Mr Beckett and Mr
Kitson. The plan identified the parties responsible for the various steps. Step 4 was
the transfer of Vital which at this stage still envisaged two options: first, the demerger
“if there are sufficient reserves in [BHUK] if not consider creating sufficient
reserves”; and second, the transfer of the shares by way of intercompany transfer with
the amount owing left outstanding, securitised and then written off. The
responsibility for the dividend in specie was divided between Tenon and Addleshaw
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Goddard. In her email she noted that “John Joyce will need to consider the work he
needs to do in respect of the step plan™.

On 20 August 2007, Ms Brewer emailed Mr Beckett (copying Mr Fielding, Mr Moss
of Tenon Audit and Mr Joyce) to explain her understanding of the extent of
distributable reserves in BHUK as at 30 June 2007. She understood that there was a
retained loss of £37,000. She also noted that to allow a dividend in specie of Vital
there needed to be £750,000 of reserves (because that was the carrying value of the
investment in Vital), so that a dividend of at least £787,000 would need to be paid up
from either K2 Glass or Vital (both of which had sufficient distributable reserves).
On 21 August 2007 Mr Beckett replied pointing out that BHUK in fact had retained
profits of £565,880 as at 30 June 2007, because a £600,000 provision in respect of a
loan to Canterbury UK, which on Ms Brewer’s figures had been included as a loss in
the year 2006-2007, had already been made in the prior year accounts. He also
pointed out that BHUK was budgeted to make a loss of £4.7k per month for the first
five months of 2007-2008.

On 22 August 2017, Mr Joyce emailed Mr Fielding and Mr Beckett in relation to Ms
Brewer’s email referring to the need for a dividend of at least £787,000. He referred
to an earlier transaction he had been involved in where, in order to distribute shares in
a subsidiary company it had been first necessary to revalue the subsidiary. On that
basis he advised that Vital would need to be revalued before the dividend “...and we
can’t do the dividend until that is done”. He pointed out that the directors would need
to decide on the appropriate value.

On 23 August 2007, Ms Brewer emailed Mr Joyce to ask what the consequence
would be if a dividend in specie was made, and it later turned out that the valuation of
Vital was incorrect. Mr Joyce’s response on 23 August 2007 was to say that there
would then be a risk that the distribution was not lawful. “There has to be adequate
distributable profits in Holdings. There are not presently adequate profits but these
can be created by a revaluation and that revaluation is distributable for this purpose so
that is all fine if everything is done at market value.”

In fact, as was pointed out by David Richards LJ in the Court of Appeal at an earlier
stage in these proceedings ([2017] EWCA Civ 557, at [26]), the revaluation was
probably unnecessary, and that all that was required was that there were sufficient
distributable reserves to distribute the shares in Vital at their historic cost (£750,000),
although the matter was not expressly put beyond doubt until the Companies Act
2006, 5.845.

As | have noted above, Tenon Audit was clearly aware of the planned Demerger
Transaction, being copied into at least some of the emails passing between Mr
Beckett, Mr Joyce and Tenon CF. | also infer that it is likely there were
communications between individuals within Tenon Audit and Tenon CF beyond the
few that are disclosed by the relatively limited disclosure provided by Tenon.

The disclosure provided by Tenon Audit reveals a close working relationship with Mr
Beckett and Mr Martin, with numerous meetings and other communications on a
regular basis during 2006 and 2007. Internal documents provided by Tenon Audit
include those relating to its consideration of “going concern” in relation to BHUK for
the purposes of its audit of the financial statements for the year ending June 2006 and
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the year ending 30 June 2007. These show that Tenon was provided with detailed
forecasts for each of the companies in the Group, that it gave consideration to the
need for impairment of inter-company receivables and to goodwill in its subsidiaries.
In relation to the latter, as | explain in more detail below, Tenon Audit identified in
August 2006 a need for an impairment review in respect of the goodwill of various
subsidiaries, including K2 Con, K2 Glass and Cestrum, which was duly carried out in
February 2007. As a result of that review — which compared the carrying value of
each subsidiary with its recoverable amount — it was concluded that no impairment
was required.

Tenon Audit was engaged in preparing and auditing the financial statements for all
companies in the Group for the year ended 30 June 2007 at the same time as the
preparations were continuing for the Distribution. In addition to the notes of the pre
year end meeting on 18 May 2007, the recent Tenon Audit disclosure includes copies
of numerous documents evidencing its work on the accounts, including the “statutory
accounts packages” for certain of the companies dated 1 August 2007, a schedule of
Investments of BHUK dated 13 August 2007 and an “intangible assets lead schedule”
for K2 Con dated 22 August 2007. There is also a note of an update meeting, between
Mr Beckett and Mr Martin on behalf of the Group and Mr Moss, Mr Duffy and Ms
Sutcliffe of Tenon Audit on 24 August 2007 (the note having been updated on or
shortly before 10 October 2007). This indicated that Tenon Audit were to prepare the
statutory accounts, and drafts would be available by 12 October 2007. An email of 10
October 2007 from Mr Duffy to Mr Beckett enclosed a copy of the note of the
meeting on 24 August with annotations in red showing where matters had progressed
since the meeting.

Tenon Audit gave clean audit opinions in respect of the accounts of BHUK and its
core trading subsidiaries, prepared on a going concern basis, in January 2007 (in
respect of the 2006 accounts) and in February 2008 (in respect of the 2007 accounts).
There was some debate between the parties as to the precise consequences of a clean
audit opinion in respect of accounts prepared on a going concern basis. | agree with
the claimants that it is not to be equated with a determination by the auditors that the
company was solvent. It does, however, indicate that the auditors concluded there
were reasonable grounds for believing that the company would continue in
operational existence for at least the next twelve months without entering a formal
insolvency process.

A board meeting of BHUK was held on 29 August 2007, at which a decision was
reached to commence the demerger process. The meeting was attended by all of the
directors. Mr Beckett produced a first draft of the minutes. These recorded the
following:

i) The purpose of the meeting was to consider the potential demerger, sale and
appropriate valuation of Vital,

i) The board reviewed financial projections of the Group (the projections are not
in evidence), noting that without significant financial investment the Group
would be in a significantly negative cash position by the end of December with
a deficit of £1.6 million by the end of January 2008;
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i) Three possible sources of funding were considered: the sale of the building
owned by Cestrum (which Knight Frank were proposing to market for sale at
between £2.2 million and £2.4 million); recovery of costs from the Ultraframe
litigation; and the demerger of Vital, the disposal of 30% of its shares with a
£3 million initial consideration being injected into the Group;

iv) Mr Fielding reported that the Group had received an offer from SSE to acquire
30% of Vital for £6m (which he considered to be excessive), and Mr Beckett
reported that in March 2007 Tenon had valued Vital at £6.4 million. Mr
Fielding proposed that Vital be valued for the purposes of the Demerger
Transaction at £10.48m (being an amalgamation of the valuation implied by
the SSE offer and the earlier Tenon valuation);

V) Mr Kavanagh sought clarification on directors’ duties so far as factors that
should be considered and steps that should be taken in the process of agreeing
to the demerger. Mr Beckett said that he was unsure and that he would contact
Mr Joyce of Addleshaw Goddard in this regard;

vi) The minute concluded: “subject to [Mr Joyce’s] confirmation that appropriate
steps had been taken and appropriate factors had been taken into account it
was proposed and agreed unanimously that the investment in Vital Energi be
revalued at £10.48 million in Burnden Holdings and that the demerger process
be commenced.”

Mr Beckett emailed these draft minutes to Mr Joyce on 30 August 2007, pointing out
that he had been asked to seek clarification from Mr Joyce including as to the matters
the directors should take into account (as indicated in the draft minutes). Mr Joyce
responded later that day, commenting that the minute was fine for the company’s own
internal purposes, but attaching a revised minute which he said could be provided to
SSE, unless the directors did not want SSE to know about the earlier Tenon valuation
of Vital. He had made substantial changes to the minute. In part this involved re-
ordering the contents of the minute, but it also involved removing parts, including for
example the whole section dealing with the Group’s financial position (which I infer
from the covering email was something Mr Joyce considered it would be
inappropriate to provide to SSE). Mr Joyce also added other sections, for example
expanding the section headed “purpose of the meeting” to provide a more detailed
explanation of the proposed Demerger Transaction.

The claimants place particular reliance on a sentence appearing in Mr Beckett’s
original note which referred to a possible further valuation by Tenon, for a fee of
approximately £15,000 and continued: “it was agreed the company could not afford to
pay Tenons a fee for an exercise that was likely to give a range of views between the
original valuation and £20m”. The claimants contend that this demonstrates that the
directors knew BHUK was insolvent, since it could not even afford to pay £15,000 for
a further valuation. Mr Beckett’s evidence was that, while inelegantly drafted, what
he meant was there was no point in paying Tenon for something which would be of
no value: “I didn’t feel that was value for money”. Mr Joyce’s evidence was that was
how he understood the sentence at the time. He in fact re-drafted it to accord with
that understanding. | accept this evidence. It was obviously not the case that BHUK
was unable to find £15,000 to pay Tenon for a further valuation.
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The circumstances in which these minutes came to be re-drafted was the subject of
trenchant criticism by the claimants. Particular complaint is made of the change in
relation to the last paragraph (see paragraph 73(vi) above), so that it read as follows:
“The proposed reorganisation was approved and Stephen Beckett was instructed to
liaise with Tenon and Addleshaw Goddard to put this into effect, including at all
relevant stages appropriate advice to the Board that its actions were proper in the
context of the interest of the Group, its shareholders (including those with unexercised
options) and its creditors.”  Importantly, the conditionality of the approval as
expressed in Mr Beckett’s note (“subject to John’s confirmation that appropriate steps
had been taken and appropriate factors had been taken into account...”) was removed.

Mr Joyce provided two witness statements and attended trial to be cross-examined.
His evidence is that the directors relied on him throughout to ensure that the
transaction was carried out correctly. He said that his working relationship with the
Group was such that if there was any issue with the transaction the directors would
have expected him to have told them. He said that, while he could not remember if
this actually happened, he is sure that at some point Mr Beckett would specifically
have sought reassurance from him that “they were ok”. He said that he had a history
of working with Mr Beckett and that Mr Beckett would commonly seek such
reassurances from him. While Mr Joyce cannot recall giving any formal advice that
the directors were acting lawfully in causing BHUK to enter into the transaction (and
there was certainly no written advice to that effect), he is certain that the directors
understood from his ongoing involvement in the transaction — for example in drafting
the board minute for the meeting on 12 October 2007 when the distribution in specie
was approved — that he was satisfied as to the legality of the transaction. As Mr Joyce
pointed out, this was not merely a case of standing by and allowing the directors to
act. Rather, he was intimately involved in effecting the transaction with them. He
emphasised that he did not (and does not) believe there were any issues with the
Demerger Transaction.

No allegation of impropriety is made against Mr Joyce. He is implicitly criticised,
however, in relation to the minutes of the meeting on 29 August 2007. Mr Joyce said
that to the extent that he made additions to the minutes, he was referring to matters
which he assumed had taken place. He said that if he had inserted matters that had
not been discussed, then he would have expected Mr Beckett to come back to him and
correct it. He said that “...nothing about the way I have changed these minutes is
different to the way | would have approached board meetings for any other corporate
client in similar or any other circumstances.” He also said that he had no discussions
with Mr Fielding at any stage about his changes to the minutes of this meeting.

| accept Mr Joyce’s evidence. He was straightforward in his answers, which were
consistent with the contemporaneous documents. He did not shy away from taking
responsibility for having advised on the transaction, in the face of trenchant criticism
of it from the claimants. Whether or not his conduct in revising the minute without
prior positive instructions is open to criticism is beside the point. | accept his
evidence that he did this in accordance with his usual practice, such that there was
nothing nefarious about it but, more importantly, neither Mr nor Mrs Fielding played
any part in it.

In the meantime, Mr Beckett had been liaising with both Mr Joyce and Tenon as to
the proposed dividend from K2 Glass, which had previously been identified as
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necessary in order to ensure that BHUK had adequate distributable reserves to effect
the Distribution. The dividend (of £300,000) would be used to reduce £300,000 of
the inter-company debt due from BHUK to K2 Glass.

On 4 September 2007 Mr Beckett asked Ms Brewer for the revaluation number to put
through BHUK’s accounts in August. =~ Ms Brewer forwarded that request to Mr
Duffy and Mr Moss of Tenon Audit saying that Mr Beckett had revalued Vital at
£10.48 million and asking for confirmation as to the carrying value. Mr Duffy
responded that the carrying value of Vital was £750,000. He said he had discussed
the proposed revaluation with Mr Moss and questioned why it was being done, and on
what basis the value had been set at £10.48 million. Ms Brewer passed that
information on to Mr Beckett (copying in Mr Moss).

On 13 September 2007 Mr Joyce sent Mr Beckett and Mr Fielding a series of charts
showing the group structure at each successive stage of the proposed Demerger
Transaction.

On 21 September 2007 Mr Beckett emailed Mr Joyce (copying in Ms Brewer, as well
as Mr Fielding) referring to the dividend he had caused K2 Glass to make, and asking:
“Do we need to agree a dividend in specie from BHUK to BHU Holdings Limited?
Can I have a board minute please?” Mr Joyce responded the same day, saying “I will
do the minutes for the dividend in specie but we can’t do that until after the share for
share exchange which follows the exercise of the EBT options [referring to the
employee incentive share options]. The dividends you have done all need to be
evident from the accounts to be produced to the meeting at which the dividend in
specie will be declared, which is why yours had to be done and recorded first.”

Mr Joyce sent Mr Beckett (copying Mr Fielding) draft minutes for a meeting
declaring the Distribution on 1 October 2007, saying: “Once the new holding
company is in place, we will be ready to declare the dividend in specie. | attach the
minutes and resolution for your consideration. You need to let me have the
management accounts showing the revalued Vital, plus the date of the last board
meeting at which the revaluation was agreed.” The enclosed draft minutes recorded
as present Mr and Mrs Fielding and Mr Beckett. Having recited that the meeting’s
attention was drawn to a recent dividend paid to BHUK by K2 Glass, the revaluation
of Vital and the fact that s.276 of the 1985 Act entitled the company to treat the
revaluation of Vital as a realised/distributable profit, the draft minutes stated: “the
consequence of the above being that the Company had distributable reserves of an
amount greater than the present market value of the entire issued share capital of
Vital...”

Mr Beckett appears at this stage not to have understood the statement that the
distributable reserves were greater than the present market value of the shares in Vital,
considering that it ought to refer to the original value of the shares, being £750,000,
querying this in an email of 4 October 2007 to Mr Joyce. Mr Joyce’s response is not
in evidence, but Mr Beckett must have had matters satisfactorily explained to him,
given the terms of his email of 8 October 2007 enclosing the Interim Accounts,
referred to in the next paragraph. Mr Beckett also wrote: “Eamon Kavanagh should
be at the meeting as well.”
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On 8 October 2007 Mr Beckett faxed to Mr Joyce the management accounts for
BHUK for August 2007, showing the revaluation of Vital and the dividend of
£300,000 from K2 Glass. These were intended to be the relevant interim accounts for
the purposes of the Distribution (the “Interim Accounts”). On 9 October 2007 Mr
Beckett emailed Mr Joyce to enquire as to the timetable for the dividend in specie.
Mr Joyce replied saying that the dividend in specie was ready to do now.

In the afternoon of 12 October 2007 (apparently after the meeting had taken place) Mr
Joyce emailed to Mr Beckett the revised minutes for the meeting of BHUK’s directors
in relation to the dividend in specie. These identified Mr and Mrs Fielding and Mr
Whitelock as present, with apologies being received from Mr Beckett and Mr
Kavanagh. It was a copy of this version of the minutes that Mr Fielding signed, with
the time and date (11:40 am on 12 October 2007) added. The operative resolution
passed at the meeting was to recommend the Distribution.

The Distribution was in fact effected by a written special resolution of BHUK dated
12 October 2007, signed by Mr Fielding. He was authorised to sign this resolution by
a meeting of the sole shareholder, BHUH, also dated 12 October 2007, which meeting
resolved that the dividend in specie of the entire issued share capital of Vital should
be paid and that Mr Fielding be authorised to sign the special resolution.

On the basis of the matters described in the above paragraphs, | make the following
findings of fact relevant to various of the causes of action advanced in this case.

First, the responsibility for preparing the Interim Accounts was (as between the
directors of BHUK) that of Mr Beckett. Mr and Mrs Fielding, in particular, relied on
Mr Beckett in this regard, in the knowledge that he was liaising with Tenon and
Addleshaw Goddard as described in the following paragraphs.

Second, the entries in respect of assets and liabilities in the Interim Accounts were
those appearing in the accounts software package which underlay the management
accounts and the statutory accounts more generally. While Mr Beckett did not seek
assistance from Tenon Audit specifically in drawing up the Interim Accounts, he
liaised closely with, and relied upon, Tenon Audit in relation to the accuracy of the
entries for the relevant assets and liabilities in the statutory accounts, which were
being prepared (for the year ended 30 June 2007) in parallel with the preparation for
the Distribution.

Third, Mr Beckett liaised closely with Tenon CF so far as the identification — and
creation — of sufficient distributable reserves to enable the Distribution to take place
were concerned.

Fourth, I find (contrary to submissions made by the claimants) that there is nothing
wrongful or suspicious in the “creation” of profits for this purpose. Where, as here,
the relevant company is a holding company with no trade of its own, then provided
that there are sufficient distributable reserves in one or more of its subsidiary
companies, it is open to it to create profits by procuring a dividend to it from those
subsidiaries.

Fifth, Mr Beckett, and the directors of BHUK, relied on Mr Joyce so far as the legal
requirements of the Distribution were concerned.



MR JUSTICE ZACAROL | Burnden v Fielding

Approved Judgment

95.

Sixth, the financial circumstances of the Group were fully disclosed to Tenon CF,
Tenon Audit and Mr Joyce, there being no attempt to hide from any of them the
financial difficulties facing the Group.

E3. The statutory requirements relating to distributions
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BHUK’s articles permitted a dividend to be declared by ordinary resolution in an
amount not more than that recommended by the directors of the company.

S.263 of the 1985 Act provides that a company shall not make a distribution except
out of profits available for the purpose.

“Profits available for distribution™ are a company’s “accumulated, realised profits, so
far as not previously utilised by distribution or capitalisation, less its accumulated,
realised losses, so far as not previously written off in a reduction or reorganisation of
capital duly made”: 5.263(3) of the 1985 Act.

“Realised profits” and “realised losses” mean “such profits or losses of the company
as fall to be treated as realised in accordance with principles generally accepted, at the
time when the accounts are prepared, with respect to the determination for accounting
purposes of realised profits or losses”: s5.262(3) and 742(2) of the 1985 Act.

By s.270(2) of the 1985 Act, the amount of a distribution which may be made is
determined by reference to the following items as stated in the company’s accounts:

“(a) profits, losses, assets and liabilities,

(b) (i) In the case of Companies Act individual accounts,
provisions of any of the kinds mentioned in paragraphs 88 and
89 of Schedule 4 (depreciations, diminutions in value of assets,
retentions to meet liabilities etc), and (ii) in the case of IAS
individual accounts, provisions of any kind, and

(c) share capital and reserves (including undistributable
reserves)”

Paragraph 88 of Schedule 4 to the 1985 Act states that “References to provisions for
depreciation or diminution in value of assets are to any amount written off by way of
providing for depreciation or diminution in value of assets”. Paragraph 89 of
Schedule 4 states that “References to provisions for liabilities or charges are to any
amount retained as reasonably necessary for the purpose of providing for any liability
or loss which is either likely to be incurred, or certain to be incurred but uncertain as
to amount or as to the date on which it will arise.”

The existence of sufficient distributable profits is to be judged, in the first place, by
reference to the most recent set of annual accounts: s.270(3) of the 1985 Act. Where,
however, the distribution would be found to contravene the relevant section if
reference were made only to the company’s last annual accounts”, interim accounts
may be relied upon: s.270(4). Interim accounts mean ‘“those necessary for a
reasonable judgment to be made as to the amounts of the items mentioned in
[s.270(2)]: see s.270(4).
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E4. Is the liability of directors strict or fault based?

103.

104.

105.

106.

The claimants contend that the liability of directors involved in the making of an
unlawful distribution is strict. The defendants contend that it is a fault-based liability.
This is an issue which was raised in, but left open by, the Supreme Court in Revenue
and Customs Comrs v Holland; in re Paycheck Services 3 Ltd [2010] 1 WLR 2793
(“Paycheck™). In that case, the principal issue was whether the defendant, who was a
director of a corporate shareholder of the company, was acting as a de facto director
of the company, such that he could be made liable for payment of unlawful dividends.
The Supreme Court held that he was not. The question whether a director’s liability
in such circumstances was strict or fault based therefore did not arise. Lord Hope JSC
nevertheless offered some brief comments (at [45] — [48]).

He noted two competing lines of authority:

i) cases in which it has been said without qualification that directors are under a
duty not to cause an unlawful and ultra vires payment of a dividend (citing Re
Exchange Banking Co (Flitcrofi’s Case) (1882) 21 Ch D 519; In re Lands
Allotment Co [1894] 1 Ch 616, 638; Selangor United Rubber Estates Ltd v
Cradock (No.3) [1968] 1 WLR 1555, 1575; Belmont Finance Corpn v
Williams Furniture Ltd (No.2) [1980] 1 All ER 393,404 and Re Loquitur Ltd
[2003] 2 BCLC 442, 471-472);

i) a line of authority to the effect that a director is only liable if he knew or ought
reasonably to have known that it was a misapplication (citing Re County
Marine Insurance Co (Rance’s Case) (1870) LR 6 Ch App 104, 118; Re
Kingston Cotton Mill Co (No.2) [1896] 1 Ch 331, 345-348; Dovey v Cory
[1901] AC 477, 489-490 and Re City Equitable Fire Insurance Co Ltd [1925]
Ch 407, 426, per Romer J).

He commented that “the trend of modern authority supports the view that a director
who causes a misapplication of a company’s assets is in principle strictly liable to
make good the application, subject to his right to make good, if he can, a claim to
relief under section 727 of the Companies Act 1985”. He considered that the
authorities in favour of the contrary view came to an end with Dovey v Cory, and
added:

“Furthermore, the whole point of introducing the right to claim
relief under section 727 was to enable the court to mitigate the
potentially harsh effect of being held strictly liable. That relief
was introduced by section 32 of the Companies Act 1907, so it
was not available when most of the cases in this line of
authority were being decided.”

While he found it unnecessary to express a definite view, noting that the point had not
been fully developed in oral argument and that it was academic in that case since it
was accepted that the defendant would have been entitled to relief under s. 727 of the
1985 Act had he acted reasonably, he nevertheless expressed the “better view” to be
that where it is accepted that the dividends were unlawful a director who causes their
payment is strictly liable, subject to his right to claim relief under the statute.”
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107.

While the point was dealt with somewhat cursorily in the course of the trial, I have
received detailed post-trial written submissions from the parties addressing the
competing lines of authorities. In order to resolve the apparent conflict, it is necessary
to delve into those authorities in some detail.

The 19" Century authorities

108.

109.

The earliest of the cases cited by Lord Hope is Re County Marine Insurance
Company, Rance’s Case (1870) L.R. 6 Ch 104. The directors caused a dividend to be
paid, without preparation of a profit and loss account of the company. Lord Romilly
MR at first instance held that there had in fact been insufficient distributable profits,
but that the directors had acted in good faith, so that no claim lay against them. He
formulated the principle to be applied (which he described as very clearly established
by all the cases) as: “When an improper payment has been made, if it be a mere error
of judgment, it cannot be recovered; if it be a fraudulent payment, then it can”. He
appears to have been using the concept of a “fraudulent” payment in a broad sense,
giving as an example a director who had been presented with books of the company
which showed that the company was not in a position to pay a bonus, but who refused
to examine the books. He went on:

“But if before declaring the bonus he reads the report, examines
the books, and finds good reason for what appears there, or
from the advice of some competent person whom he has
consulted, is induced to trust the accuracy of the statement
made in the report, then he is, in my opinion, absolved from
liability for the payment. If the report be made by a competent
person free from all suspicion, he is not, in my opinion, bound
to examine into the accuracy of the report itself; but if the
report be made by a competent person, duly employed for the
purpose, even if it be erroneous, if the director is deceived by it,
if he acts upon it believing it to be true, however improper the
payment may be, still he is not liable as in the case of a
fraudulent payment; nor is he, although he, in common with the
other shareholders, participates in the benefits to be derived
from the declaration of the bonus. Therefore, in such cases, he
would not be liable to refund. Any other doctrine would, as it
appears to me, be quite alien to the spirit of the Act of
Parliament in question, and also quite opposed to the doctrines
of equity as administered by this Court. In order to make
directors liable in a case like this there must be either proof of
distinct fraud or else of such gross and wilful negligence as is
equivalent to fraud.”

The Court of Appeal reversed the decision on the facts, finding that there had been a
“gross neglect” by the directors in declaring the bonus, because they had failed to
comply with the basic requirement of preparing an account to determine whether the
dividend could be paid. The Court of Appeal distinguished between: (1) directors
who declared a dividend without any profit or loss account having been made out; and
(2) directors who complied with the requirement to prepare accounts demonstrating
sufficient profits, including where they relied on others to prepare them, and it turned
out that the accounts were wrong. In the former case, it was for the directors to
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110.

111.

establish that the dividend was lawfully paid out of profits. In the latter case, it was
necessary to find bad faith on the part of the directors in order to render them liable to
repay the dividend.

James LJ said this (at pp.117-118):

“The directors simply had before them the cash balance of the
receipts and payments, and, without making the slightest
provision in that account for anything whatever, they proceed
out of that balance to declare this bonus. | quite agree that it
would have been different if there had been, as there ought to
have been in the ordinary course of business, a balance-
sheet bona fide made out with proper assistance, so as to
ascertain the true state of the company ... If the directors, by
placing unfounded reliance upon the representations of their
servants or actuaries, had arrived at the conclusion that they
had made a divisible profit, this Court ought not, | say, to sit as
a Court of Appeal from that conclusion, although it might
afterwards be satisfactorily proved that there were very great
errors in the accounts which would not have occurred if they
had been made out with greater strictness or with more
scrutinising care” (see also Mellish LJ, at pp.122-123).

In Re National Funds Assurance Company (1878) 10 Ch D 118, the articles
empowered the directors to pay interest on paid up capital at the rate of 5% per
annum. The company never made any profits, yet the directors regularly paid interest
to the shareholders (with the consent of the general body of shareholders) out of
capital. The company went into liquidation and the liquidator brought a claim under
s.165 of the Companies Act 1862 (which provided for an examination into the
conduct of a director who was guilty of a misfeasance or breach of trust, and for an
order compelling the director to repay misapplied monies). Jessel MR held that this
was a clear misapplication of the company’s funds and a breach of trust by the
directors. Each director was ordered to pay the amounts that he participated in
paying, on a joint and several basis. The directors contended that they acted in good
faith, so ought not to be made liable. Jessel MR rejected that argument, not on the
basis that liability was strict, per se, but on the basis that since the directors were
aware of all the facts which rendered the dividend an unlawful return of capital, they
could not claim to be in good faith. At p.128, he said this:

“As to saying they did it bona fide, I think it is impossible to
come to that conclusion; a man may not intend to commit a
fraud, or may not intend to do anything which casuists might
call immoral, and he may be told that to misapply money is the
right thing to do, but when he has the facts before him— when
the plain and patent facts are brought to his knowledge—as |
have often said, and | say now again, | will not dive into the
recesses of his mind to say whether he believed, when he was
doing a dishonest act, that he was doing an honest one. | cannot
allow that man to come forward and say, “I did not know I was
doing wrong when | put my hand into my neighbour's pocket
and took so much money out and put it into my own.” It is
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112.

113.

114.

115.

impossible in a Court of Justice to call a particular act a bona
fide act simply because a man says that he did not intend to
commit a fraud. This Court is not, as | have often said, a Court
of conscience, but a Court of Law; and when a man
misappropriates money with a knowledge of all the facts, I
cannot allow him to say that he is not liable simply because
somebody or other told him that he was not doing wrong, or
that somehow or other he convinced himself that he was not
doing wrong.”

Re Exchange Banking Company (Flitcroft’s Case) (1882) 21 Ch D 519 is the first
case in the line of authority cited by Lord Hope in support of the proposition that
directors’ liability is strict. At p.532, Jessel MR set out the facts as follows: “The
directors had for several years been in the habit of laying before the meetings of
shareholders reports and balance sheets which were substantially untrue, inasmuch as
they included among the assets as good debts a number of debts which they knew to
be bad. They thus made it appear that the business had produced profits when in fact
it had produced none”. Bacon VC, at first instance, held that the case was identical
with National Funds Assurance Company, concluding (at p.526): “it being admitted
that the directors here did misapply moneys of the company, it follows that they have
exposed themselves to the consequences of the 165" section [of the Companies Act
1862]”.

On appeal, the appellants contended that although directors are trustees for the
company, they are trustees for no-one else and that the company had debarred itself
from complaining. The Court of Appeal rejected this, holding that the shareholders,
even if they knew all the facts, could not effectively sanction a return of capital
effected otherwise than in accordance with the statute. Jessel MR agreed that the
case was covered by his earlier decision in National Funds Assurance Company. One
reason why shareholders could not sanction an unlawful return of capital was that
creditors relied on the faith of the representation by the company that the capital shall
be applied only in the business. At p.534 he concluded: “It follows then that if
directors who are quasi trustees for the company improperly pay away the assets to
the shareholders, they are liable to repay them.” Brett LJ agreed that directors who
paid away part of the capital of the company for purposes not authorised by the
memorandum or articles were guilty of a breach of trust.

It was not in dispute that the directors knew that the debts were bad. There was
accordingly no argument addressing the question whether their liability was strict or
fault based, and no discussion of that issue in the judgments. It is highly unlikely,
however, given the express approval of Jessel MR’s judgment in National Funds
Assurance Company, that either Bacon VC or the Court of Appeal considered that
liability was strict, in the sense that a director who was (without fault) not aware of
the facts which rendered the dividend unlawful would nevertheless be liable.

Flitcroft’s Case and National Funds Assurance Company were both referred to in Re
Oxford Benefit Building and Investment Society (1886) 35 Ch D 502. Kay J, at p.512,
adopted the language of Jessel MR, set out above, from the National Funds Assurance
case. The directors had declared dividends without distinguishing between realised
and estimated profits, and by relying on the book value of a property which they had
revalued at a much lower figure. This constituted bad faith, or carelessness
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117.

118.

119.

120.

121.

amounting to bad faith, sufficient to make them jointly and severally liable to repay
the dividends.

The next case is Leeds Estate &c Co v Shepherd (1887) 36 Ch D 787. The company
never made any profits, except in one year, but the directors declared and paid
dividends in each year from the commencement of business. Although balance
sheets, on the basis of which the dividends were paid, were prepared by a manager,
and certified by auditors, no proper statement of income and expenditure or auditor’s
report was ever laid before the company. On the facts, Sterling J concluded that the
directors had fallen short of the standard of care which they ought to have applied to
the affairs of the company.

The directors were also accused of having made certain advances to borrowers in
breach of duty.

Stirling J noted that it had “now been decided” that directors are trustees or quasi
trustees of the capital of the company, and are liable as trustees for any breach of duty
as regards the application of it, but “when such liability is sought to be enforced it has
to be determined on the facts of each particular case whether a breach of duty has
been committed.”

He then contrasted actions which were within the powers of the company (such as the
advances complained of) and those which were beyond the powers of the company.
As to the former, the directors were not to be made liable for loss occasioned by mere
imprudence or error of judgment in the exercise of the powers conferred on them.
The position of directors, in relation to such actions, was wholly different from
trustees of a settlement. That is because funds of a trading company are placed under
the control of directors “in order that they might be employed for the acquisition of
gain, and risk (greater or less, according to circumstances) is of the very essence of
such employment”, whereas funds entrusted to the trustee of a settlement are intended
to be preserved for the benefit of those successively entitled to them (see p.798). On
this ground, the claims in respect of the advances were dismissed.

The payment of dividends out of capital (which was beyond the powers of the
company), however, “stands in a very different position”. Stirling J said that it
followed from National Funds Assurance Company and Flitcroft’s Case that .. .that
directors who make such payments either with actual knowledge that the capital of the
company is being misappropriated or with knowledge of the facts which establish the
misappropriation are liable as for a breach of trust.”

He noted that Lord Romilly in Rance’s Case had appeared to suggest that it was
necessary to establish either fraud or “such gross and wilful negligence as is
equivalent to fraud”. He considered, however, that the Court of Appeal in Rance’s
Case had approved a lower standard, saying (at p.801):

“It seems to me that the views expressed by the learned Judges
who decided Rance’s Case are consistent with the proposition
that directors who are proved to have in fact paid a dividend o